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Fourteen years separate the original Justice Department Merger
Guidelines of May 30, 1968, the last day of Donald Turner's term as
head of the Antitrust Division, and the Merger Guidelines of June 14,
1982, which were issued in the second year of William Baxter's tenure.
Because merger policy plays an essential role in antitrust enforcement,
the promulgation of new Merger Guidelines provides an important
means of assessing changes in that area. Inasmuch as a decade appears
to be a useful interval for evaluating antitrust developments,, a com-
parison of the recent with the earlier Guidelines should help to disclose
what kinds of progress in antitrust enforcement (if any) have occurred
within the interval.

In addition, an examination of the recent Guidelines may help to
evaluate the proposition that ideas drive outcomes in antitrust law.2

Economic scholarship has considerably reshaped the economic ration-
ale for vertical integration during the past decade.3 A comparative ex-

" Charles and William L. Day Professor of Economics and Social Science, University of
Pennsylvania. S.B. 1955, Massachusetts Institute of Technology, M.B.A. 1960, Stanford Univer-
sity, Ph.D. 1963, Carnegie-Mellon Institute of Technology.

1. For an argument that a decade is a useful interval in which to measure changes in anti-
trust law, see Williamson, Antitrust Enforcement: Where It Has Been; Where It Is Going, in IN-
DUSTRIAL ORGANIZATION, ANTITRUST, AND PUBLIC POLICY 41 (J. Craven ed. 1982).

2. Williamson, On the Political Economy of Antitrust: Grounds/or Cautious Optimism, in
THE POLITICAL ECONOMY OF ANTITRUST 77 (R. Tollison ed. 1980). This viewpoint is disputed by
Stigler, The Economists and the Problem of Monopoly, AM. ECON. A. PROC., May 1982, at 1, 7
("Economists have their glories, but I do not believe that the body of American antitrust law is
one of them.").

3. The main developments and contributions have been summarized as follows:
The most popular [argument for vertical integration] has been that if economies of scope
between successive stages due to technological or organizational interrelationships are
strong enough, these activities should be provided under joint ownership (e.g., Chandler
(1966)). Other arguments for Vertical Integration have been the avoidance of factor
distortions in monopolized markets (e.g., Vernon and Graham (1971), Warren-Boulton
(1974), Schmalensee (1973)); uncertainty in the supply of the upstream good with the
consequent need for information by downstream firms (Arrow (1975)); and the transfer
of risks from one sector of the economy to another (Crouhy (1976), Carlton (1979)).
Furthermore it has been pointed out that transaction costs might create important incen-
tives for vertical integration (e.g., Coase (1937), Williamson (1971, 1975)).

Kleindorfer & Knieps, Vertical Integration and Transaction-Spec#flc Sunk Costs, 19 EUR. ECON.
REv. 71, 71 (1982).

My emphasis here is mainly with the transaction cost ramifications of this literature. For
specific references to the relevant literature in this area, see infra notes 33-34.
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amination of the 1968 and 1982 vertical Merger Guidelines should
therefore be instructive in determining whether antitrust enforcement
policy follows antitrust scholarship.

I
THE 1982 VERTICAL MERGER GUIDELINES

A. Main Provisions

The 1982 Guidelines distinguish between two broad classes of
mergers, horizontal and non-horizontal. The latter category includes
both conglomerate and vertical mergers. This is a change from the
classification in the 1968 Guidelines, which distinguished horizontal,
conglomerate, and vertical mergers.

The main antitrust problem posed by conglomerate and vertical
mergers is that they may reduce actual or perceived potential competi-
tion. The Justice Department evidently believes that potential compe-
tition problems are insubstantial unless the Herfindahl-Hirschman
index (HHI) in the acquired firm's market exceeds 18004 and the mar-
ket share of the acquired firm exceeds 5%.5 The threshold for challeng-
ing conglomerate and vertical mergers is thus set at these levels.

The Department, in my judgment, would have been better advised
to maintain the conventional three-way classification of mergers-hori-
zontal, vertical, and conglomerate-rather than dividing mergers only
into horizontal and non-horizontal types. To be sure, conglomerate
and vertical mergers are troublesome in antitrust respects mainly in the
degree to which they pose potential competition problems.' But this is
little more than incidental. Much more important to an understanding
of the antitrust concerns posed by these mergers are the sources of the
competition difficulties they can create. Conglomerate and vertical
mergers differ substantially in this respect-as the Guidelines effec-
tively, if obscurely, concede. Thus, the operational content of the non-
horizontal Merger Guidelines exists less in the common threshold
levels than it does in the subsequent two-part breakdown of non-hori-
zontal mergers, which distinguishes between "elimination of specific
potential entrants" and "competitive problems from vertical mergers."7

4. An HHI of 1800 corresponds roughly to a four-firm concentration ratio of 70%. U.S.
Dep't of Justice, Merger Guidelines § III(A), 47 Fed. Reg. 28,493, 28,497 (1982), reprinted in 71
CALIF. L. REV. 649, 655-57 (1983) [hereinafter cited without cross-reference as Guidelines].

5. Id § IV(A), 47 Fed. Reg. at 28,499-500, 71 CALIF. L. REV. at 660-62.
6. Vertical mergers can also pose problems if they increase the price in the downstream

market, although this is not a likely outcome. Moreover, conglomerate organization may facilitate
reciprocal buying-though again, this is a slender reed upon which to rest a case against
conglomerates.

7. Guidelines § IV(A), (B), 47 Fed. Reg. at 28,499, 28,500, 71 CALIF. L. REv. at 660, 662.
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C.4LIFORIIA LAW REVIEW

The former subsection presents issues relevant to the evaluation of con-
glomerate mergers, while the latter deals with vertical merger issues.

The Guidelines associate three possible adverse effects with verti-
cal mergers: increasing barriers to entry, facilitating collusion, and
evading rate regulation. These will be considered separately.

L Entry Barriers

Vertical integration of a firm can create entry barriers by making it
more difficult for nonintegrated rival firms' that are otherwise qualified
to compete to remain effective competitors. These entry barriers in-
clude greater difficulty of contracting, adverse effects of scale econo-
mies, and increased cost of capital.

The ease with which a rival firm at one stage of an industry (stage
I) can contract for its requirements9 in another stage (stage II) depends
upon whether nonintegrated capacity at stage II is large (or can easily
be increased). If ample nonintegrated stage II capacity is not in place
and will not appear without special effort, the stage I rival firm must
contemplate simultaneous entry at both stages. The acquisition by
merger of previously nonintegrated stage II capacity can thus force an
otherwise qualified stage II rival to choose between integrated entry
and no entry at all. Whether integrated entry is significantly deterred
will then depend upon cost of capital and scale economies.

To its credit, the Justice Department observes that the need for
additional capital, by itself, does not constitute a barrier to entry into
the primary market (here, stage I), as long as the necessary funds are
available at a cost commensurate with the level of risk in the secondary
market.' ° But the Department correctly recognizes that integrated en-
try that includes an unfamiliar stage is apt to carry a risk premium.
This is because lenders may "doubt that would-be entrants to the pri-
mary market have the necessary skills and knowledge to succeed in the
secondary market and, therefore, in the primary market."" The
Guidelines note that this problem is exacerbated when a high percent-
age of the capital assets in the secondary market are long-lived and
specialized to that market, and are therefore difficult to recover in the
event of failure.

The Department also acknowledges that scale economies could
create an entry barrier if a firm is forced to enter at two stages simulta-
neously because another firm has vertically integrated into the secon-

8. Throughout this Article, the term "rivar' will refer to either an actual or potential rival.
9. Such contracting might be backward into earlier stages of production, laterally into other

components required at a given stage, or forward into fabrication and distribution of the product.
10. Guidelines § IV(B)(l)(b)(i), 47 Fed. Reg. at 28,501, 71 CALIF. L. REV. at 663.
11. Id
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dary market. It posits a situation in which the capacities of minimum-
efficient-scale plants in the primary and secondary markets differ sig-
nificantly. For example, if the capacity of a minimum-efficient-scale
plant in the secondary market were greater than the needs of such a
plant in the primary market, entrants would have to choose between
inefficient operation at the secondary level and a larger scale than nec-
essary at the primary level. The secondary level inefficiency would re-
sult because the firm would be either operating an efficient plant at an
inefficient output, or producing an efficient level of output from an in-
efficiently small plant. If the firm chose instead to be efficient at the
secondary level, it would oversupply its primary level needs. Either
effect, the Department concludes, could cause a significant increase in
the entering firm's operating costs. 12

To this, however, the Department adds in a footnote that "this
problem would not exist if a significant outside market exists at the
secondary level. In that case, entrants could enter with the appropri-
ately scaled plants at both levels, and sell or buy in the market as
necessary." 13

2. Collusion

Vertical integration is most likely to facilitate collusion in conjunc-
tion with forward integration into retail distribution. Thus, the Depart-
ment's concern is that collusion in the upstream market is most likely to
result because of the integrated firm's ability to monitor price. 14 This is
troublesome if vertical integration into retail distribution is extensive
and the upstream market is concentrated-where 1800 HHI is the level
above which concentration is believed to pose a collusion concern.' 5

3. Rate Regulation

Acquisition of a supplier by a regulated utility might permit the
utility to evade rate regulation, because "[a]fter the merger, the utility
would be selling to itself and might be able arbitrarily to inflate the
prices of internal transactions."' 6 These practices should be difficult
for regulators to monitor. Thus, although the Department is sensitive
to "genuine economies of integration," it will "consider challenging
mergers that create substantial opportunities for such abuses."' 7

12. Id § IV(B)(l)(b)(ii), 47 Fed. Reg. at 28,501, 71 CALIF. L. REV. at 663.
13. Id n.47, 47 Fed. Reg. at 28,501 n.47, 71 CALIF. L. REV. at 663 n.47.
14, Id § IV(B)(2)(a), 47 Fed. Reg. at 28,501, 71 CALIF. L. REv. at 664.
15. The recent Guidelines should, but do not, elaborate on why collusion becomes a serious

concern at an HHI of 1800.
16. Guidelines § IV(B)(3), 47 Fed. Reg. at 28,501, 71 CALIF. L. REv. at 664-65.
17. Id, 47 Fed. Reg. at 28,502, 71 CALIF. L. REv. at 665.
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B. Comparison and Interpretation

In the 1968 vertical Merger Guidelines, the Justice Department in-
dicated that it would examine the market shares of both upstream (sup-
plying) and downstream (purchasing) firms. The Department stated
that it would ordinarily challenge mergers between a supplying firm
that accounted for at least 10% of sales in its market and one or more
purchasing firms totalling at least 6% of purchases in the market.'

The 1982 vertical Merger Guidelines make no such upstream-
downstream distinction. Instead, they focus entirely on the acquired
firm's market. Vertical acquisitions are subject to challenge only in a
concentrated market, i.e., where the HHI in the acquired firm's market
exceeds 1800. Where this occurs, the acquisition of a 5% firm may be
challenged.

The presumption that a vertical merger poses antitrust problems
only if the acquired firm is operating in a concentrated market consti-
tutes a substantial shift in vertical merger policy. It is grounded on the
proposition that in markets where concentration is low or moderate,
nonintegrated rivals will be able easily to contract for their require-
ments and hence will not be disadvantaged. The vertical Merger
Guidelines are thus in accord with recent economic scholarship on con-
tracting and strategic behavior that indicates that efforts by established
firms to discipline actual competition and discourage potential compe-
tition are troublesome only in highly concentrated industries where en-
try is difficult.' 9

More generally, the recent Guidelines place emphasis on the ease
of contracting, which is to say that transaction cost considerations are
implicitly assigned a key role."0 This is especially evident in the discus-
sion of the cost of capital analyzed above.

18. U.S. Dep't of Justice, Merger Guidelines-1968, para. 12 (May 30, 1968), reprinted in 2
TRADE REG. REP. (CCH) 4510, at 6886 (1982).

19. See Joskow & Klevorick,A Framework/or Analyzing Predatory Pricing Policy, 89 YALE
L.J. 213, 245-49 (1979); Ordover & Willig,.An Economic Definition ofPredatory Product Innova-
tion, in STRATEGY, PREDATION, AND ANTITRUST ANALYSIS 301 (S. Salop ed. 1981); Williamson,
Assessing Vertical Market Restrictions: Antitrust Ramfcations of the Transaction Cost Approach,
127 U. PA. L. REV. 953, 960-66 (1979); Williamson, Predatory Pricing: A Strategic and Welfare
Analysis, 87 YALE L.J. 284, 292 (1977). Although this literature is mainly concerned with preda-
tory pricing, the same reasoning applies to strategic behavior generally.

20. See Guidelines § IV(B)(1)(b), 47 Fed. Reg. at 28,500-01, 71 CALIF. L. REV. at 662-63.
See infra text accompanying notes 32-46.

21. Lenders may raise capital costs for potential entrants if they "doubt" that such entrants
are fully qualified because prior competence has been demonstrated at only one of the stages.
This may occur even though a potential entrant may be objectively qualified to enter at two stages
of an industry because of the competence of its employees and management. The problem here is
that it can be prohibitively costly for qualified entrants who lack a track record at the secondary
stage to show their qualifications.

Such an objectively qualified firm would still be financed on low-risk terms in a world of

[Vol. 71:604
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Rather than incurring these cost-of-capital penalties, firms that
have demonstrated qualifications only at stage I may attempt to satisfy
their stage II requirements by contract. The question then becomes
whether the stage II product will be made available on competitive
terms. The structure of the industry plainly has a bearing on this. If
economies of scale are large in relation to the size of the nonintegrated
fringe and if integrated firms are few and supply principally or exclu-
sively their own needs, the would-be stage I entrant can anticipate diffi-
culties in securing his second-stage requirements on parity terms.

The recent Guidelines also make the sophisticated point that in-
vestments in the secondary market are risky in the degree to which
"capital assets in the secondary market are long-lived and specialized
to the market."22 This point is also in accord with recent developments
in transaction cost economics in which asset specificity plays a key role.
The issues here are developed somewhat more fully below.

II
ANTECEDENTS

The 1982 vertical Merger Guidelines differ significantly from the
1968 Guidelines' counterpart. If, as I argued at the outset, antitrust
enforcement follows antitrust scholarship, a change in the economic in-
terpretation of vertical integration should have occurred during this in-
terval. It will therefore be useful to compare the pre-1968 and post-
1970 interpretations of vertical integration in the industrial organiza-
tion literature.

A. Pre-1968 Views on Vertical Integration

The period 1950 to 1970 has been described by Coase as the ap-
plied price theory era in industrial organization.23 The leading texts24

were preoccupied with "the study of pricing and output policies of
firms, especially in oligopolistic situations (often called a study of mar-
ket structure)."2 The firm, for these purposes, was essentially viewed

complete information. In the real world, however, the potential two-stage entrant would face high
costs for acquiring knowledge of the technology and the operating skills associated with secondary
stage activity. Were the relevant information easily accessible (from blueprints, manuals, and the
like), and were it easily digested rather than embedded in the experienced work force (in which
workers are costly to move in team configurations), the potential entrant would not be at a disad-
vantage to existing two-stage rivals in the secondary market.

22. Guidelines § IV(B)(l)(b)(i), 47 Fed. Reg. at 28,501, 71 CALIF. L. REV. at 663.
23. Coase, Industrial Organizatiorn: A Proposalfor Research, in POLICY ISSUES AND RE-

SEARCH OPPORTUNITIES IN INDUSTRIAL ORGANIZATION 62 (V. Fuchs ed. 1972).
24. J. BAIN, INDUSTRIAL ORGANIZATION (2d ed. 1968); G. STIGLER, THE ORGANIZATION OF

INDUSTRY (2d ed. 1968).
25. Coase, supra note 23, at 62.

19831



CALIFORIA LAW REVIEW

as a production function.
Such a technological approach conceded merit to vertical integra-

tion where successive stages were joined by a "physical or technical
aspect. '2 6 The integration of stages where such a technological linkage
was missing, by contrast, was considered to create antitrust problems.
Where technological cost savings were not apparent, anticompetitive
purpose was arguably the driving force. It was easy, therefore, to con-
clude that public policy concern was warranted whenever vertical inte-
gration involved an "appreciable degree of market control at even one
stage of the production process."27 Specifically, Stigler stated that
when a firm has at least 20% of an industry's output, its acquisition of
more than 5% of the output capacity of firms from which it buys or to
which it sells can be presumed to violate antitrust laws.28

The 1968 vertical Merger Guidelines, which set the limits at 10%
and 6%, are plainly in this spirit. They were either informed by and
reflected this line of scholarship, or the correspondence between the
two is a remarkable coincidence.

B. Post-1970 Developments

Although the technological orientation toward vertical integration
predominated among industrial organization specialists, there were dis-
senters who viewed vertical integration in transaction cost terms.
Coase first promulgated such a view in 1937.29 In principle, according
to Coase, any transaction can be accomplished through either market
or internal procurement. Whether a firm should produce for its own
needs or purchase turns largely upon the transaction costs associated
with each alternative. Specifically, Coase stated that transactions for
which the administrative costs of internal organization were less than
the costs of mediating an exchange by contract would be removed from
markets and organized internally. Otherwise, market mediation would
be observed.

This nontechnological approach to vertical integration remained
outside the mainstream of operational microeconomics for two rea-

26. Bain explicitly made this technological argument. J. BAIN, supra note 24, at 381. Stigler
advanced a life cycle view of vertical integration, but the contractual benefits of unified ownership
over market exchange are nowhere developed in transaction cost terms. The main argument in-
stead turns upon technological economies of scale, and attention then focuses upon the use of
integration to evade sales taxes and defeat quota schemes and other methods of nonprice ration-
ing. Stigler, The Division of Labor is Limited by the Extent ofthe Market, 59 J. POL. EcON. 185,
190-91 (1951).

27. Stigler, Mergers and Preventive Antitrust Policy, 104 U. PA. L. REv. 176, 183 (1955).
28. Id. at 183.
29. Coase, The Nature of the Firm, 4 ECONOMICA (n.s.) 386 (1937), reprinted in READINoS IN

PRICE THEoRY 331 (G. Stigler & K. Boulding eds. 1952).

[Vol. 71:604
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sons.30 First, most economists were still unpersuaded of the merits of
transaction cost economics. Second, those who recognized merit in
Coase's formulation could only acknowledge post hoc that transactions
were consistent with the formulation. They were unable to use it to
predict which transactions would be organized internally and which
would be subject to market mediation."

During the past decade, however, transaction cost economics has
gained widespread use, and is now an effective means of predicting
how transactions will be structured. The next Section will describe
transaction cost economics and its methods for analyzing problems of
industrial organization. It will then explain the transaction cost ramifi-
cations for vertical integration, and will finally assess the correspon-
dence between these developments and the recent vertical Merger
Guidelines.

1 Operationalizing Transaction Cost Economics

a. Premises of Transaction Cost Economics

Transaction cost economics is a comparative institutional assess-
ment of alternative means of contracting. Coase believed that a deeper
understanding of industrial organization would result from concentrat-
ing on what activities firms undertake, and from discovering the char-
acteristics of the grouping of activities within firms. He also thought
that because market arrangements are the alternative to intra-firm or-
ganization, it would be beneficial to study contractual arrangements
between firms, such as long-term contracts, leasing, and licensing ar-
rangements of various kinds.3 2

The basic transaction cost mechanics for assessing a firm's deci-
sions of whether to produce or purchase its requirements were first set
out in 197 1.3 They have been refined and elaborated since.34

Transaction cost economics rests on three propositions. First, the
study of economic organization requires that social scientists come to
terms with what might be called "human nature as we know it."' 35 Sec-

30. Coase lamented some 35 years after its publication that his original article was "much
cited and little used." Coase, supra note 23, at 63.

31. Alchian & Demsetz, Production, Information Costs, and Economic Organization, 62 AM.
ECON. REV. 783 (1972).

32. Coase, supra note 23, at 73.
33. Williamson, The Vertical Integration of Production: Market Failure Considerations, 61

AM. EcoN. A. PROC. 112 (1971).
34. 0. WILLIAMSON, MARKETS AND HIERARCHIES (1975); Klein, Crawford & Alchian, Verti-

cal Integration, Appropriate Rents, and the Competitive Contracting Process, 21 J.L. & ECON. 297
(1978); Teece, Economies of Scope andthe Scope of the Enterprise, 3 J. ECON. BEHAV. & ORG. 233
(1980); Williamson, Transaction-Cost Economics: The Governance of Contractual Relations, 22 J.L.
& ECON. 233 (1979).

35. F. KNIGHT, RISK, UNCERTAINTY, AND PROFIT 270 (1965).

19831
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ond, transactions need to be "dimensionalized," i.e., the relevant
dimensions with respect to which transactions differ must be identified,
and their bearing on transaction costs must be determined. Third,
carefully matching governance structures (generally, firms and mar-
kets) with the attributes of transactions can result in transaction cost
economies.

The rudimentary behavioral assumptions for describing human
nature owe their origins to organization theory (Herbert Simon) and to
political science (Niccolo Machiavelli). Although Simon acknowledges
that human agents are "intendedly rational," which is the prevailing
assumption throughout economics, he also insists that human compe-
tence is limited. Where human cognitive limitations are severe in rela-
tion to the complexity of the problems being faced, a condition of
"bounded rationality" occurs.36 Machiavelli describes a phenomenon
that might be called "opportunism" when he advises his prince that "a
prudent ruler ought not to keep faith when by so doing it would be
against his interest, and when the reasons which made him bind him-
self no longer exist."37

Bounded rationality and opportunism place great strain on the
convenient fiction of comprehensive market contracting. Nonmarket
forms of governance-nonstandard forms of contracting, specialized
mediation (such as arbitration), and complex hierarchical structures
(administrative organization)-arise in response to these limitations.

b. Determining Governance Structures

Neoclassical analysis fails to consider either bounded rationality
or opportunism. 38 In contrast, transaction cost economics makes ex-
plicit provision for both. Accordingly, whereas neoclassical analysis
generally takes the organization of economic activity as given, thus ig-
noring the comparative institutional assessment of alternative modes of
contracting, transaction cost economics expressly focuses upon as-
signing governance structures to transactions which will economize on
transaction costs.

Comparative institutional analysis not only requires that transac-
tions be dimensionalized, but that ex ante and ex post supply condi-
tions be distinguished. Conventional microtheory focuses strictly on
the former. Market contracting is said to be efficacious if large num-
bers of qualified suppliers tender bids at the outset. Transaction cost

36. H. SIMON, MODELS OF MAN (1957).
37. N. MACHIAVELLI, THE PRINCE 92 (Mentor ed. 1952).
38. See Diamond, Comments, in I FRONTIERS OF QUANTITATIVE ECONOMICS 29 (M. Intrili-

gator ed. 1971) (response to Arrow, Political and Economic Evaluation of Social Effects and Exter-
nalities, in 1 FRONTIERS OF QUANTITATIVE ECONOMICS 3 (M. Intriligator ed. 1971)).

[Vol. 71:604
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economics, by contrast, examines both ex ante and ex post supply con-
ditions. If production of the item necessitates significant investments in
transaction specific assets,3 9 a contractual asymmetry develops between
the initial winning bidder and all other bidders. The contractual rela-
tionship between buyer and seller is then transformed into a relation-
ship of bilateral exchange during contract execution and at each time of
renewal. Bilateral transactions are predictably beset with problems re-
lated to opportunism during contract execution, such as performing
only to the letter of the contract or agreeing to efficient adaptations
only upon renegotiation of terms. Internal organization (unified gov-
ernance) often supplants autonomous contracting (market governance)
for this reason.

Moreover, the influence of asset specificity on economic organiza-
tion is not uniform. Different types of asset specificity have different
ramifications for governance. Four types of asset specificity include: °

L Site specfcity. When successive stages are located in close
proximity to one another, common ownership generally results. This
occurs because of an asset immobility condition, i.e., the setup or relo-
cation costs of a station are great. Thus, once the assets are placed,
their owners are operating in a bilateral exchange relation for the use-
ful life of the assets.

i Physical asset specftcity. If the assets are mobile and their
specificity is attributable to their physical features (e.g., specialized
dies), market procurement may still be feasible if the buyer owns the
assets and solicits production bids. Lock-in problems are avoided be-
cause if contractual difficulties develop between buyer and seller, the
buyer can reclaim the dies and reopen the bidding.

iii Human asset specftcity. Conditions that give rise to this type
of asset specificity, such as learning-by-doing or problems of moving
human assets in team configurations, favor common ownership. Inte-
grated ownership coupled with a long-term employment relationship,
rather than autonomous outside contracting, will generally govern such
transactions.

iv. Dedicated assets. Investment in dedicated assets involves ex-
panding an existing plant on behalf of a particular buyer. Buyers are
understandably reluctant to make earmarked investments in the physi-
cal plant of their suppliers, and unified ownership is thus rare. The

39. Transaction specific assets are durable investments that are specialized to the contracting
parties. Their value in best alternative uses (or by alternative users) is much lower than in their
intended use. General purpose assets, by contrast, are diverted to alternative uses or users at little
sacrifice of value.

40. See 0. Williamson, Vertical Integration-and Related Variations on a Transaction Cost
Economics Theme (1982) (unpublished manuscript) (University of Pennsylvania Center for the
Study of Organizational Innovation Discussion Paper No. 129).
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trading hazards to which suppliers are exposed are often mitigated by
expanding the contractual relation to effect "equilibration." Nonstan-
dird contracting, such as reciprocity or barter, sometimes appears for
this reason.

Technology thus has a bearing on transaction cost reasoning, but
only to the extent that it contributes to an asset specificity condition.
Contracts that are supported by asset specific investments are ones in
which the parties have an interest in maintaining the continuity of the
exchange, lest the productive value of these assets be sacrificed by pre-
mature contract termination. Vertical integration plainly helps pre-
serve the continuity of a complex contracting relationship, and is best
understood as a response to these underlying continuity needs. It is
thus wrong to conclude that vertical integration presents antitrust
problems unless attended by the "physical or technical aspects" to
which earlier scholarship referred. Such technological aspects are
neither necessary nor sufficient for vertical integration to yield valued
transaction cost economies.

2 Public Policy

A transaction cost approach shows that vertical integration can
yield cost savings over a wider range of circumstances than the earlier
technological/market-power approach indicated. Thus, a more per-
missive view of vertical integration is warranted in light of recent trans-
action cost scholarship. The 10% and 6% limits of the 1968 Guidelines
find no support at all when the issues are framed in transaction cost
terms.

Vigilance with respect to possible anticompetitive effects of verti-
cal integration nevertheless remains important. But these effects also
have transaction cost origins. If the leading firms in a highly concen-
trated stage I were to integrate into an otherwise competitive stage II
activity, the nonintegrated sector of the market may be so reduced that
only a few firms of efficient size can service the stage II market. Then,
entry would be deterred by the potential entrant's having to engage in
small-numbers bargaining with those few nonintegrated stage II firms.
Furthermore, the alternative of integrated entry will be unattractive be-
cause prospective stage I entrants that lack experience in stage II activ-
ity would incur high capital and start-up costs were they to enter both
stages themselves. But if stages I and II were of low or moderate con-
centration, a firm entering either stage can expect to strike competitive
bargains with either integrated or nonintegrated firms in the other
stage, because no single integrated firm can enjoy a strategic advantage

41. See supra text accompanying notes 26-28.
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in such transactions, and because it is difficult for the integrated firms
to collude. Thus, anticompetitive effects are likely to exist in highly
concentrated industries; but because vertical integration in low or mod-
erately concentrated industries is likely to promote efficiency, it will
rarely pose an antitrust issue.42

3. The 1982 Guidelines

The 1982 vertical Merger Guidelines correspond in three signifi-
cant respects to the developments in transaction cost economics dis-
cussed above. First, the Guidelines express concern over the
competitive consequences of a vertical merger only if the acquired firm
is operating in an industry in which the HHI exceeds 1800. The pre-
sumption is that nonintegrated stage I firms can satisfy their stage II
requirements by negotiating competitive terms with stage II firms
where the HHI is below 1800. The Guidelines thus focus exclusively
on the monopolistic subset, which is congruent with transaction cost
reasoning. Second, the anticompetitive concerns in the Guidelines re-
garding costs of capital, (contrived) scale diseconomies, and the use of
vertical integration to evade rate regulation are all consonant with

42. The full argument can be found in 0. WILLIAMSON, supra note 34, at 115-16:
Except for the rather special case where a regulated firm has integrated backward

into equipment supply, which needs to be assessed in the context of the regulatory mi-
lieu, vertical integration poses antitrust issues of two kinds: price may be adversely af-
fected and the condition entry may be impaired. It needs, however, to be appreciated
that adverse effects of neither kind will obtain unless a nontrivial degree of monopoly
exists. Accordingly, the enforcement of antitrust with respect to vertical integration
ought to be restricted to the monopolistic subset. Elsewhere, the maintained hypothesis
ought to be that vertical integration has been undertaken for the purpose of economizing
on transaction costs ....

Entry impediments of two types can arise where the leading firms in stage I inte-
grate (backward or forward) into what could otherwise be a competitively organized
stage II activity. For one thing, the residual (nonintegrated) sector of the market may be
so reduced that only a few firms of efficient size can service the stage II market. Firms
that would otherwise be prepared to enter stage I may be discouraged from coming in by
the prospect of having to engage in small-numbers bargaining, with all the hazards that
entails, with these few nonintegrated stage II firms. Additionally, if prospective stage I
entrants lack experience in stage II related activity, and thus would incur high capital
costs were they to enter both stages themselves, integrated entry may be rendered unat-
tractive. The integration of stages I and II by leading firms is then anticompetitive, in
entry aspects at least, if severing the vertical connection would permit a competitive
(large-numbers) stage II activity to develop without loss of scale economies.

Vertical integration in industries with low to moderate degrees of concentration
does not, however, pose these same problems. Here a firm entering into either stage can
expect to strike competitive bargains with firms in the other stage whether they are inte-
grated or nonintegrated. The reasons are that no single integrated firm enjoys a strategic
advantage with respect to such transactions and that collusion by the collection of in-
tegrated firms (in supply or demand respects) is difficult to effectuate. Vertical integra-
tion rarely poses an antitrust issue, therefore, except as the industry in question is highly
concentrated or, in less concentrated industries, collective refusals to deal are observed.
But for such circumstances, vertical integration is apt to be of the efficiency promoting
kind.
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transaction cost reasoning.43 Finally, the Guidelines make express ref-
erence to the importance of asset specificity, although the analysis is
less fully developed than it might be.

Despite this striking correspondence, the Guidelines are not fully
consonant with transaction cost reasoning. The transaction cost ration-
ale for challenging a 5% acquisition whenever the HHI exceeds 1800 is
not self-evident. Furthermore, the Guidelines make no provision for
an economies defense, even where asset specificity is demonstrably
great. It is true that there are hazards in allowing an economies de-
fense, especially if economic evidence must be presented in court.44

These hazards can be mitigated, however, if the Justice Department
declines to bring cases where economies are clearly driving organiza-
tional outcomes.45

CONCLUSION

The 1968 vertical Merger Guidelines reflected the then-prevailing
technological orientation toward vertical integration. Because the req-
uisite "physical or technical aspects" were commonly missing and
transaction cost economies were disregarded, severe limits on vertical
mergers were thought to be in the public interest. The acquisition of a
6% downstream firm by a 10% upstream firm was thus presumptively
unlawful.

In the 1970's, the technological orientation toward vertical integra-
tion gave way to the comparative institutional assessment of con-
tracting inherent in transaction cost economics. This approach focused
on the purposes vertical integration can serve. Vertical integration re-
alizes transaction cost economies where the parties are, in effect, re-
duced to bilateral trading because of an asset specificity condition. The
transaction cost approach also identifies anticompetitive abuses of ver-
tical integration. Such abuses can arise because of strategic preemption
(fringe markets are reduced, resulting in rivals being forced to sell or
secure supplies on bilateral terms), and because implicit contracts to
collude are easier to enforce if rivals are identically integrated. Back-
ward vertical integration may also be suspect in regulated industries if

43. The concern is that the regulator will be unable to evaluate the reasonableness of the
costs incurred and prices charged by an integrated supplier because the relevant information is
costly to obtain and difficult to evaluate. Such concerns would vanish were regulators comprehen-
sively knowledgeable (not subject to bounded rationality) or if regulated firms would disclose all
relevant information candidly (not subject to opportunism).

44. Some of these are discussed in Williamson, Economies as an Antitrust Defense Repisited,
125 U. PA. L. REv. 699, 701-03 (1977).

45. General Motors' acquisition of Fisher Body after a contracting relationship experienced
strain is described by Klein, Crawford, & Alchian, supra note 34, at 308-10.
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regulators are unable to evaluate underlying cost conditions except at
great expense.

That the 1982 vertical Merger Guidelines are much more permis-
sive than the 1968 vertical Merger Guidelines arguably reflects an ap-
preciation for a wider set of efficiency benefits than had previously
been recognized. The recent Guidelines are also much more precise in
identifying the problems that vertical mergers in dominant firm or
highly concentrated industries can present. I doubt that the recent
Guidelines would read as they do had there not been a shift from mar-
ket power to efficiency analysis in the intervening years. Accordingly,
although I do not want to make too much of "one observation," the
evidence is consistent with the hypothesis that ideas drive outcomes in
antitrust law.46

46. For related arguments and evidence, see supra notes 1, 2. See also R. BORK, THE ANTI-
TRUST PARADOX (1978); Liebeler, Market Power and Competitive Superiority in Concentrated In-
dustries, 25 U.C.L.A. L. REV. 1231 (1978); Muris, The Efficiency Defense Under Section 7 of the
Clayton Act, 30 CASE W. REs. L. REv. 381 (1980); Posner, The Chicago Schoolof(AntitrustAnaly-
sis, 127 U. PA. L. REV. 925 (1979); A. Fisher & R. Lande, Efficiency Considerations in Merger
Enforcement (unpublished manuscript; forthcoming in 92 YALE L.J.).
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