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Abstract

We examine an optimal trading partner for an upstream monopolist, an input supplier, in a situation in which the
intensity of market competition depends on trading partner choice. The upstream monopolist supplies the input to
either the incumbent or the entrant. We assume only incumbent has the outside option which it can make the input
by itself and then produces the final product. On the other hand, the entrant does not have the outside option. If the
upstream firm chooses the incumbent as its trading partner, it can have a bilateral monopoly relationship with the
incumbent. If the upstream firm chooses the entrant as its trading partner, it faces downstream competition. We show
trading with the entrant can yield greater profits for the upstream monopolist than trading with the incumbent. Thus,
the upstream monopolist has incentives to encourage downstream competition through its trading partner choice. Our

paper suggests that the existence of the incumbent’s outside option encourages new entry into the downstream market.
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1 Introduction

In the context of supplier-buyer relations, a supplier’s trading partner affects its revenues and must be chosen carefully.
Supplier-buyer relations exist in many industries. For instance, in the automobile industry, suppliers negotiate with
buyers and sell parts to car assemblers after reaching an agreement. Japanese car assemblers have recently tende
toward setting up production in developing countries to sell fully assembled cars, making these facilities the entrant
in developing countries. This affects Japanese suppliers’ strategies in choosing their trading partner. When both an
incumbent and new entrant exist in the developing country, suppliers must determine which of the two options is the
optimal trading partner since different trading partners may have a differentimpact on their revenues. In the automobile
industry, suppliers are often bound to one car assembler with an exclusive contract (Milliou and Petrakis, 2007). Our
paper assumes an upstream monopolist and determines its optimal trading partner by considering an exclusive contract
between the supplier and the designated buyer.

We provide a simple model to examine the optimal trading partner for the upstream monopolist in the following
setting. There is an upstream monopolist (an input supplier) and both an incumbent and entrant firm (two buyers). The
incumbent has only the outside option where it can make the input itself and produce the final product. On the other
hand, the entrant does not have the outside option. In this scenario, the upstream monopolist first decides with whom
to negotiate. Second, it negotiates with one of the two firms and determines a two-part tariff contract. We apply a Nash
bargaining approach. In our paper, the number of firms depends on which firm the supplier chooses to negotiate with.
If it chooses the entrant and reaches an agreement, the entrant and the incumbent are active in the downstream market,
and the two firms compete in quantity. If the supplier negotiates with the incumbent and reaches an agreement, only
the incumbent is active in the downstream market.

The analysis provided several results. For the upstream monopolist, trading with the entrant can yield greater
profits if the incumbent’s outside option is not too efficient or it is closer to the per-unit fee offered to the incumbent.
The upstream monopolist prefers to promote market competition by trading exclusively with the entrant, even if its
bargaining power against the entrant (the incumbent) is small (large) and the per-unit fee offered to the incumbent
is efficient. On the other hand, the incumbent’s profit may decrease because the incumbent’s outside option may
encourage entry.

This paper is related to studies examining the optimal number of trading partners. Chemla (2003) shows that
an upstream monopolist has incentives to promote downstream competition to lower downstream bargaining power.
The upstream monopolist would want to contract with a number of trading partners to ensure enough downstream
competition Matsushima and Shinohara (2014) examine the factors determining a supplier's number of trading
partners and show that a supplier bargains with two buyers if it has higher bargaining power against buyers and a
lower or higher variable cost to the value of the good, whereas it bargains with one buyer if it has lower bargaining

power and a moderate level of variable cdst®ur paper examines the optimal trading partner when the upstream

1Chemla (2003) also shows that the upstream firm’s profit increases with the number of downstream firms in the case of upstream competition.
2Matsushima and Shinohara (2014) also consider a situation where the supplier endogenously determines its quality investment level and show

that the equilibrium investment level can be higher when the supplier bargains with one buyer rather than two buyers, and if it has low efficiency

quality investment, its bargaining power against the buyers is weak, and its variable costs are high.



monopolist negotiates exclusively with its buyer assuming only one of the two buyers has an outside option.

This paper is also related to studies of equilibrium market structures. Inderst and Wey (2003) analyze the equilib-
rium up and downstream market structures in bilateral oligopolistic markets by considering bargaining, mergers, and
technology choices. They show that incentives for downstream mergers depend on upstream firms’ cost efficiency and
suggest that downstream firms should strategically choose a particular market structure that affects upstream firms’
technology levels. The incentives for upstream mergers depends on whether the goods are substitutes or comple-
ments. However, they do not discuss the relationship between bargaining power and the number of trading partners,
as Matsuhima and Shinohara (2014) discuss and we examine here.

This paper also is related to investigations of upstream firm incentives to promote downstream competition. Caprice
(2005) shows that a cost-efficient upstream firm can obtain higher profits with the number of downstream firms under
upstream competition because the rent-shifting effect dominates the profit-reducing effect resulting from an increase
in a number of firms. Sandonis (2012) presents a similar result by considering observable contracts and free-entry in
a downstream market. Our paper examines whether the upstream monopolist has incentives to promote downstream
competition under secret contracts when it chooses its optimal trading partner.

The rest of the paper is organized as follows. Section 2 presents the model and Section 3 presents the analysis of

guantity competition. Section 4 concludes the paper.

2 The Model

We consider a market with an upstream monopolist and two downstream firms. We assume that the two downstream
firms compete on quantity. One of the two downstream firms is the incumbesmd the other is a new entrari)

Firmi (i = F, I) transforms one unit of input into one unit of final product. The upstream monopolist supplies the
input to firm< if they agree on a trading contract. We assume that the upstream monopolist offers a contract to either
firm.4 If firm i accepts the offer from the upstream monopolist, it can buy the input. However, if fgjects the offer
from the upstream monopolist, it cannot buy the input. Only firm | has the outside option in which it manufactures the
input itself and then produces the final product.

Note that the number of downstream firms depends on the outcome of bargaining among the firms. If the upstream
monopolist agrees with firm E, the downstream market is a duopoly because firm | can itself make the input. If the
upstream monopolist reaches an agreement with firm |, the downstream market is a monopoly becduisarinwt
produce its final product without the upstream monopolist’s input. That is, the upstream monopolist has a bilateral
monopoly relationship with its buyer.

Let¢; (i = E,I) denote the quantity supplied by downstream fitnThe inverse demand function jgqg, q;)

(p(qr)) if the downstream market is a duopoly (monopoly). The upstream monopolist has constant marginal cost

SCaprice (2005) uses a bilateral oligopoly model and assumes upstream competition. He also assumes secret contracts between the upstream

firm and its buyer, as we do here.
4We assume that the upstream monopolist cannot supply more than one buyer. We set this assumption to examine its optimal trading partner

when it trades exclusively with one buyer. This reflects the technical difficulty of simultaneously supplying components to buyers (see Fisher et al.
1999; Ramdas and Sawhney 2001; and Ramdas and Randall 2008 for details).



productiong; (: = E, I). Firm< incurs a two-part tariffw,g; + T if it contracts with the upstream monopolist, where
w; is a per-unit fee and; is a fixed fee. Firml must incur a marginal input cost; if it makes the input itself. If firm
1 contracts with the upstream monopolist, its marginal input ep$s lower thanm;. To simplify the analysis, we
assume thatg < ¢y < my.

We consider a three-period game. Period 1 occurs before negotiations, when the upstream monopolist determines
the firm it will negotiate with first. If it chooses firiv (firm I) as the first negotiator, at stage 1 in period 2, it negotiates
with firm E (firm I). If there is an agreement at negotiation at stage 1, fithasidI are active (only firn¥ is active)
in the downstream market and the game goes to period 3; otherwise, the upstream monopolist negotiatesiwith firm
(firm E)) at stage 2 in period 2. If there is an agreement during negotiations in stage 2, onlyifiractive (firms
E and[ are active) in the downstream market and the game goes to period 3; otherwise, the upstream monopolist is
inactive and only firn¥ is active in the downstream market. In period 2, a contracting pair determines a two part tariff

contract. In period, the two firms compete in gquantity.

3 Analysis

We consider two sub-games that follow the decision in petioff) the upstream monopolist negotiates with fifth
at stagel in period2 and (ii) the upstream monopolist negotiates with firrat stagel in period2. We first assume a

general demand function and solve the two sub-games.

3.1 Case 1: The entrant is the first negotiator

We solve the bargaining game in cdsthrough backward induction. At stagen period2, the upstream monopolist

negotiates with firn7. Given the two-part tariff contract, the profit for firfnis

! (qr,wr) = (par) — wr)qr — T}

, where the superscrifitindicates casé. Given the per-unit fee;, the first-order conditions of firnd to maximize

profit is
o' (qr,wr) — dp(qr)

= + —wr = 0. 1
901 s qr +p(ar) I 1)

From equatior{1), the output isy (w;). The profit is

w1 (wr) = (plar" (wr)) —wr)ar’ (wr) = T
The upstream monopolist’s profit is
Y (wy) = (wr — er)qp” (wr) + 17 .

The upstream monopolist can take profit of fitdoy imposing a fixed fee on firm Thus, it sets an optimal per-unit
fee that maximizes the joint profits for the contracting pair, the upstream monopolist andl fiflve joint profit is
given by

0 (wr) + 77" (wr) = (wr — er)gr" (wr) + (p(gr" (wr)) — wr)gr” (wy).



We can get the following equation from the first-order conditions that maximize the joint profit:

dgp" (wr)
de

M W
(er-+ LI b 1) 1 p(a ()}

I

=0

, where%ﬁ”’) < 0. From the envelope theorem, the optimal per-unit fe@js= c;. That is, the upstream
monopolist sets an optimal per-unit fee equal to its marginal cost. Thus, the equilibrium outglitcis) and the
equilibrium profit is7? (c;). On the other hand, if the negotiation breaks down and firwerts its outside option,
then the profit of firm/ is 7/ (m;). Because the upstream monopolist's outside value is zero and that of bisyer
M (my), the upstream monopolist's net gain from the trad€jisand that for buyef is 7 (c;) — T} — 7 (my).
T} is determined such that! : 7 (c;) — T} — M (m;) = B : (1 — B) is satisfied, wherg € (0, 1) is the power
of the upstream monopolist in bargaining with fidth and(1 — ) is the power of firmE. The profit of the upstream
monopolist is

Ti = B (cr) — ' (mr)). 2

At stagel, the upstream monopolist anticipates the negotiation at ag@eriod2 with firm E. Firm I exerts its
outside option if the negotiation at stajeeaches an agreement, and thus, the downstream market is a duopoly. Given

the two part tariff contract, the profit for firms and! are
75 (as, ar,wr) = (p(gs, a1) — we)gs — Tk

7TID(an QI) = (p(qquI) - m[)q[ + Tllzw
respectively. Given the per-unit fegs, the first-order conditions of firn’ to maximize profit is

ol (gp,qr,wr)  Op(ge,qr)

= + ,qr) —wg = 0. 3
Oan oam " p(qm, q1) — wE 3)
The first-order conditions of firmh to maximize profit is
0P (qg, 0 ,
rlas,ar) _ Oplas ql)fH +p(ge,q1) —mr = 0. 4)

dqr dq1
From equationg3) and (4), firm E’s output isq¢Z (wg,mr) and¢P (wg, mr). We assume that each firm has no
information about the contract the upstream monopolist offers its competitmte that firmE expects firm/ to
produce quantitieg? (wg, m ), wherewg is firm I's expectation of an optimal per-unit fee that the contracting pair

determines. Given? (wg, my), the contracting pair determines an optimal per-unitfge The joint profit is

IR (wg,mp) + 75 (wg,my) = (wg — cp)qp (e, mr) + (Pelap (We,mr),qf (Wg,mr)) — wp)qs (wg, my).

The first-order condition is

ope(gR (we,mr),qP (Wg, mr))
OqB (wr, my)

. Oqp (wg, my
{—CE + q;?(wE,mI) +pE(qIEE)(wE>m[)>QID(wE7mI))}E(TE) = 0.

D
: Where%’;’m” < 0. From the envelope theorem, the optimal per-unit feejis= cg. That is, the upstream

monopolist an optimal per-unit fee equal to its marginal cost. Thus, the equilibrium output and profit df firm

5We assume that each firm can observe an exclusive contract between the upstream monopolist and its competitor.



areql (cg,m;) andw® (cg, my), respectively. Because firthexpects this optimal per-unit fee determined by the

contracting pair, its equilibrium output and profit @&(cx, m;) andr? (cx, m1), respectively. Because the upstream

monopolist’s outside value i} and that of buyer is zero, the upstream monopolist's net gain from the trade is
TL—T} and that for buyef is 72 (cg, m;)—T4. T is determined such th@t, — T} : 72 (cp,m;)-TE = a : (1-a)

is satisfied, wherex € (0, 1) is the power of the upstream monopolist in bargaining with flEmand(1 — «) is the

power of firmE. The upstream monopolist’s profit is
Ty = ang (cz,mi) + (1 = a)(B(r7 (¢r) — 7' (mr))) = Tp. 5)

I denotes the profit for the upstream monopolist when fifris the first negotiating partner. From equati@n,
the upstream monopolist has incentives to trade exclusively with firas the first negotiating trade partner if the

following condition holds.

w5 (cgymr) > By’ (er) — xf! (mi)). (6)

3.2 Case 2: The incumbent is the first negotiator

We solve the bargaining game in casthrough backward induction. At sta@e period2, the upstream monopolist
negotiates with firmE. The optimal per-unit fee i}, = cp and the equilibrium output ig2 (cx, m;). The equi-
librium profit is 7& (cg, m;). Because the upstream monopolist and buysroutside value is zero, the upstream
monopolist’s net gain from the traded% and that of buyeF is 72 (cg, m;) — T%, where the superscrigtindicates
case2. T% is determined such that2 : 72 (cg,m;) — T3 = a : (1 — «) is satisfied. The upstream monopolist's
profit is

Ti = ang (ce,mr). (7)
At stagel in period2, the upstream monopolist anticipates the negotiation at ageeriod2 with firm . The
optimal per-unit fee isv} = ¢; and the equilibrium output ig} (c;). The equilibrium profit ist? (c;). On the
other hand, if the negotiation breaks down and firtakes its outside option, then the profit of fithis 77 (cg, my).
Because the upstream monopolist's outside val@&iand that of buyer is 7P (cz, m;), the upstream monopolist's
net gain from the trade i€? — T2 and for buyer! is 7 (c;) — T? — 7P (cg,m;). T? is determined such that

T? —TZ :7M(cr) = T? — 7P(cg,m;) = B : (1 — B) is satisfied. The upstream monopolist’s profit is
T7 = B(nt' (er) — w7 (emymp)) + (1 = B)amg (cp,my) = . €)

IT,; denotes the upstream monopolist’s profit when fifns the first negotiator. From equatigf), the upstream

monopolist has incentives to trade exclusively with fifhas the first negotiator if the following condition holds:
m1' (c1) — 77 (cg,mp) > amp (cg, my). 9)

3.3 General function case

We consider the following four patterns: (a) both equations (6) and (9) hold, (b) only equation (6) holds, (c) only

equation (9) holds, and (d) neither equations (6) or (9) hold. That is, in pattern (a), the upstream monopolist has



incentives to trade exclusively with the entrant (the incumbent) at stage 1 in period 2. In pattern (b), it trades exclusively
with the entrant only in period 2. In pattern (c), it trades exclusively with the incumbent only in period 2. In pattern
(d), it has incentives to trade exclusively with the incumbent (the entrant) at stage 2 in period 2 because it has no
incentives to do exclusively with the entrant (the incumbent) at stage 1 in period 2.

Pattern (a): Both equations (6) and (9) holth this case, the upstream monopolist has incentives to trade exclu-
sively with the entrant (the incumbent) at stage 1 in period 2. From equations (5) and (8), the difference bgtween

andIl,, is

lp — Iy = f{an (cp,mr) + an}! (mp) — anj’ () — 77" (mg) + 77 (cp,m1)}.

We can thus obtain the following conditions.

M D M D D
IIp >y if min{l, 1 (CI)D 1 (CE’mI)} >a> —5 mr (mr) ]ZI (cE,ngw and MﬂE (CE’”AZI)
g (ce,my) mg (ce,mr) +mp" (mr) — 77" (er) mp (er) — mp' (mr)

m'(mp) — 7P (g, mr) and 7 (cg,mr)
M M

IIp < IIy, if <
P M ~ 7l(cg,mp) + 7 (my) — 7M(cr) aM(ecr) —7M(myr)

> B.

Proposition 1 The upstream monopolist prefers to trade exclusively with the entrant if and anlgritl 5 satisfies

equation (10).

. 7M(er) — 7P (e ,m 7™M (m;) — 7P (c ,m 7P(c ,m
min{1, - ( I)D r(er 1)} >a> —5 1 (m) MI ( E_ 13\4 and —; E(f MI) > 5. (10)
78 (cg,my) mg(cp,mp) + i (my) — m' (cr) mp' (er) — w7t (mr)

This proposition indicates that trading with the entrant can yield greater profits for the upstream monopolistwhen
is moderate or large. The upstream monopolist may then benefit by promoting competition, even if the perepnit fee
is efficient and3 is large andy is small because it can get a higher fixed fee by offering the efficient per-unit fee to the
entrant when the incumbent with the inefficient outside option is active. Also, equation (6) implies that the existence
of the incumbent’s outside option may encourage entry. Thus, the incumbent’s profits may decrease if the upstream
monopolist trades exclusively with the entrant. This is especially because equation (6) holds whelose tom,
and its existence remains even if the incumbent’s outside option is moderate.

Pattern (b): Only equation (6) holdsn this situation, the upstream monopolist trades exclusively with the entrant

only in period 2. Then, we must have

w5 (cg,mp) > By (er) — w1 (my)), (11)

W}V](Cl) — WID(CE,’ITL[) < aﬁg(cE,mI). (12)

From equationg5) and(7), the difference betweeli, andT% is
Ip —Tg = (1 — a)8{n7 (c1) — 77" (m1)}.

Becausey € [0,1] andc; < my, p > Tap.

Proposition 2 The upstream monopolist trades exclusively with the entrant if and only if (11) and (12) are satisfied. If

a € [0,1), the upstream monopolist profits more from choosing the entrant as the first rather than second negotiator.



This proposition indicates that the upstream monopolist’'s profits depend on the timing of trading with the entrant
because the upstream monopolist can obtain its added (atue) 7’} by choosing the incumbent as the first negotiator.
On the other hand, from the equation (6), the incumbent may not benefit because the incumbent’s outside option may
encourage entry.

Pattern (c): Only equation (9) holds this situation, the upstream monopolist trades exclusively with the incum-

bent only in period 2. Then, we must have
w5 (cm,mr) < B(rp (er) — w7 (mr)), (13)
7M(cr) — 7P (ce,mr) > anB(cg,mr). (14)
From equation$2) and(8), the difference betweeh;! andll,, is
Tf — U = B{n7 (e, mr) — 7' (mr)} = (1 = Baxg (cg,mr).
Because? € [0,1] andnP (cg,m;) < 7M(my), T} < ;.

Proposition 3 The upstream monopolist trades exclusively with the incumbent if and only if (13) and (14) hold. The

upstream monopolist profits more from choosing the incumbent as the first rather than second negotiator.

This proposition indicates that the upstream monopolist’s profits depend on the timing of trading with the incumbent.
This is because the upstream monopolist can obtain its added(atug)72 by choosing the incumbent as the first
negotiator.

Pattern (d): Neither equation (6) or (9) holdn this situation, the upstream monopolist has incentives to trade
exclusively with the incumbent (the entrant) at stage 2 in period 2 because it has no incentives to do so exclusively

with the entrant (the incumbent) at stage 1 in period 2. Then, we must have
ﬂ-g(cE7mI) SB(W}VI(CI)_TF‘]TW(WLI))? (15)

7M(cr) — 7P (cp,mr) < anB(cg,mr). (16)

We then comparé] with 7. From equation$2) and(7), the difference betweeh; andT% is given by
Tp — Tg = B{n7" (er) — 7' (m1)} — ang (e, my).

We can thus obtain the following conditions.

1 2 : 5{71-}\4(01) _Wy(mI)}
T > Tk if a< D (cmm) , a7
TH< T2 if a> 6{7#4(;1) — i (ma)} (18)
g (CEvm/I)

Considering equation (15);} < T2 does not hold and’} > T holds.

Proposition 4 The upstream monopolist prefers to trade with the incumbent if and only if (15) and (16) holtd and
satisfieg19).



This proposition indicates that the upstream monopolist can benefit from a bilateral monopolyleerd o are
small. This is because the upstream monopolist cannot get a higher fixed fee by offering the efficient per-unit fee to

the entrant if an incumbent with an efficient outside option is activecaisdsmall.

3.4 Linear Demand Function Case

We assume a linear demand functiph= o — g;(or p; = a — (¢; + ¢;)),¢ = E, I. The equilibrium outputs are

(e = @S g =

(a—my)
2 b

a+cg —2m
) CIP(CE,WI) = —( E3 I).

(a — 2cg +my)

qg(cEva): 3

The equilibriunl prOﬁtS are
y a—=c 2 a—m 2
;%I(CI)_( 11) ) ”?/[(ml)_( 1 I)

(a —2cp +myg)? D

a+cg—2mp)?
LI P ey = (O 2

T (ce,mr) = 5

a -+ cg

We assume = 1, cg = 0, andc; = hm; andh € (0, 1). Then, the interior condition is.; < . Equation (6),

in which the upstream monopolist chooses the entrant as the first negotiator is given by
1
w5 (cg,mr) — By (cr) — n' (mp)} = %{4 +2m(4+9(h—1)B+mF(4—9(h* —1)8)}. (19)
From equation (19), the discriminant is given by

D= %(h— 1)8(12 — 95 + h(4 +98)). (20)

Because this discriminant is negative, equation (6) holds fopsarihat is, the upstream monopolist has incentives to
choose the entrant as the first negotiator regardless of its bargaining power against the incumbent. Thus, in the linear
demand function case, only patteffag and(b) are observed.

We first examine the difference in signs betwégn andIl,, in pattern(a).
p — Iy = p{anB (cg,mr) + an (m;) — anM(cr) — 7 (my) + 7P (cg,mr)}. (21)

Considering equation (9), the relationship betw8enandll,, for any s is given by

1 (cr) — 77 (cp,my) ' (mg) — 7P (cp, m1)

p >1I if min{1, —L >a> , 22

b M { 70 (cp,my) } m2(cg,mr) + 7 (my) — M (cr) (22)
M D

Ip <My ifa< mp(mi) =y (esymi) (23)

i (cg,mp) + 7! (mr) — ' (er)”
Substituting the equilibrium profits into the above equation, we have
(3h —4)ym; — 1)((83h +4)m; — 5)
4(1 + m1)2

(mr 4+ 1)(Tmy —5)
(9h2 — 13)m?2 — (18h — 10)m; — 4’

(m[ + 1)(7m[ — 5)

II Iy, if min{1 )
p > Uy if min{1, (9h2 — 13)m? — (18h — 10)m; — 4

}>a>

IIp <Ily if @ <




In pattern(b), the difference in sign betwedi, and7 is given by
IUp — Tz = (1 — a){x7" (cr) — 77" (mr)} (24)

becausex € [0,1] andc; < my, IIp > T%. From equatior{12), the relationship betwedr, andT% is given by

M )
Ip>T2 if 1>a> L <0123 m (ce,mi)
TFE(CEamI)

p=TF if a=1

Substituting the equilibrium profit into the above equation, we have

((3h — 4)my — 1)((3h + 4)my — 5)
4(1 4 myp)? '

Ip >Tz if 1>a>
p =Tk if a=1.
For the linear demand function, we summarize the optimal trading partner for the upstream monopolist as follows.

The upstream monopolist prefers to trade with the entrant as the first negotiatsatitfies equation (25).

(m[ + 5)(7m1 — 5)

1
Z Y7 Oh? —13)m2 — (18h — 10)m; — 4

(25)

The upstream monopolist prefers to trade with the incumbent as the first negotiatatisfies equation (26).

o< (mr +5)(Tmy —5)
= (9h2 — 13)mZ2 — (18h — 10)ym; — 4’

(26)

Assuming specific values ofi;, we examine areas where the upstream monopolist prefers to trade exclusively
with the entrant (the incumbent). In figures,; = 0.45. In figure 2,m; = 0.3. In figure 3,m; = 0.2. In figure
4, m; = 0.1. Each figure has the following three areas:I{i) < Iy, (i) IIp > Iy, and (i) IIp > T3. The
horizontal axis ish and the vertical axis i& in all figures. Note that the shaded areas represent cases in which the
upstream monopolist contracts with the entrant. The upstream monopolist benefits by promoting competition in the

shaded areas.
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Findings from Figure 1:m; = 0.45. We consider a situation in which the incumbent’s outside option is inefficient.

By intuition, the upstream monopolist may have little incentive to trade with the entrant when the per-uniifee
efficient and its bargaining power against the incumbent (the entrant) is large (small). However, even in this scenario,
the upstream monopolist benefits from trading with the entrant because the it can obtain a higher fixed fee by offering
an efficient per-unit fee to the entrant if there exists an incumbent with an inefficient outside option.

Findings from Figures 2 and 3m; = 0.3 and m; = 0.2. We consider a situation where the incumbent’s
outside option is moderate. Whepis closer tom;, or c; is moderate, trading with the entrant benefits the upstream
monopolist if and only if it has higher bargaining power than the entrant. Trading with the incumbent cannot yield a
higher fixed fee because the incumbent’s per-unitdggs not too efficient, even if the upstream monopolist has more
bargaining power than the incumbent. In this scenario, because the incumbent’s outsidenoptismot too large,
its bargaining power against the entrant must be larger when the incumbent is active.

Findings from Figure 4:m; = 0.1. We consider a scenario where the incumbent’s outside option is efficient.

In this case, the upstream monopolist benefits from trading with the entrant if and anlysifcloser tom; and
« is closer to 1. Even if the incumbent’s outside option is efficient, the upstream monopolist can benefit from the
duopolistic market when its bargaining power against the entrant is considerably large or larger.

Findings from all figures.In any situation, there are areas in which the upstream monopolist prefers to trade
exclusively with the entrant. For the incumbent, this implies the existence of its outside option may encourage new

entrants, especially when the outside option is inefficient.

4 Conclusion

Choosing a trading partner is an important decision and a key to success for an upstream monopolist (a supplier). In
this paper, we use a Nash bargaining model with an upstream monopolist (one supplier) and two buyers: the incumbent
and the entrant to determine the supplier’s optimal trading partner when it trades exclusively with one buyer.

We assume that the incumbent has only the outside option. The number of firms depends on which firm the

upstream monopolist chooses to trade with. If the upstream monopolist chooses the incumbent, it can have a bilateral
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monopoly relationship with the incumbent because the entrant without an outside option is inactive. If it chooses the
entrant, it faces competition because the incumbent is active and can turn to its outside option.

We therefore summarize the results as follows. For the upstream monopolist, trading with the entrant can yield
greater profits when the incumbent’s outside option is not too efficient or it is closer to the per-unit fee offered to
the incumbent. The upstream monopolist may prefer to promote market competition by trading exclusively with the
entrant, even if its bargaining power against the entrant (the incumbent) is low (high) and the per-unit fee offered to
the incumbent is efficient. On the other hand, the incumbent’s profit may decrease because its outside option may
encourage new entrants.

The results have several implications for upstream monopolists and incumbent firms with outside options. The
upstream monopolist should decide upon a trading partner considering the incumbent’s outside options and its bar-
gaining power against the entrant. For the incumbent buyer, improving its outside option costs may prevent potential
competitors from entering the downstream market, even if the upstream monopolist has higher bargaining power than

the incumbent.
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