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Motivation

[ Policymakers sign exclusive contracts to control costs in supplying private goods. ]

Examples:

* Medicare program in the medical devices markets.
* Nine cities in China implement competitive bidding contracts in the pharmaceutical industry.

¥ This paper: The Women, Infants, and Children Nutritional Assistance (WIC) program in the
infant formula market.

Questions:

# 1. (Policy evaluation) How does the given exclusive contract scheme impact the total welfare?

# 2. (Policy design) What is the optimal policy to subsidize low-income families and meanwhile reduce
government expenditures in supplying goods?



Setting

This paper studies the welfare implications of WIC purchasing in infant formula markets.
WIC:

* Serves poor moms and young kids by providing them free food.

* 1:7 million infant participants; 45% of all eligible infants in the U.S.

Infant Formula Market:

* Demand: The WIC program is the major buyer of infant formula.
- Infant formula products are more expensive than other products supplied by WIC.

- Controls costs (The WIC program spent $927 million on infant formula alone.) ¥

Exclusive contracts ¥ Grant market power to contract manufacturer ¥ Price ™ ¥  Consumers &
government

* Supply: The market is highly concentrated and is dominated by Abbott, Nestle, and Mead
Johnson.



Trade-off & Intuition

This paper studies the welfare implications of WIC purchasing in infant formula markets.

WIC households: Distorted Choices towards Contract Manufacturers

* Trade-o0 : Use vouchers to get the contract manufacturer’s products for free, but have to pay full

price for other brands.
- Smith et al. (2023); Smith et al. (2022); Gri th et al. (2018);

Non-WIC households: Demand Spillover Occurs

* Mechanisms: WIC label signaling; hospital stocking; shelf spaces in retail stores.
- Wang & Filipski (working paper, 2023); Abito et al. (2022); Huang & Perlo (2014); Oliveira et al.
(2011).

Manufacturers: Distorted Pricing Strategies

* After knowing auction outcomes:
- Without price restrictions, the contract manufacturers’ infant formula products should be

expensive.
- WIC sets price restrictions on contract manufacturers. Davis et al. (working paper, 2023)
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This Paper

* Quantifies the welfare trade-off from WIC purchasing.

* Question 1: How does the given exclusive contract scheme impact the total welfare?

- Method: | estimate a structural model and compute a Laissez-faire scenario without
any government intervention.

- Policy Experiment I:Laissez-faire
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* Quantifies the welfare trade-off from WIC purchasing.

* Question 1: How does the given exclusive contract scheme impact the total welfare?

Method: | estimate a structural model and compute a Laissez-faire scenario without
any government intervention.

Policy Experiment I:Laissez-faire

Finding #1: The current WIC program leads to a 0:4% # price decrease, resulting in
a 0:03% " increase in total welfare.
¥ What do we learn: Removing the WIC program leads to price increases due to the
signi cant role played by price regulation.

Finding #2: Every additional dollar spent by the government, WIC participants
receive only 69 cents.
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Description: Eliminate exclusive contracts and price regulations, and instead, provide
WIC participants with discount coupons on any brands.

- Finding #1: The aggregate consumer surplus in the counterfactual could never as
high as it under the current WIC program.

% Mechanism (i) If the discount is too low, then WIC participants have to pay more

out-of-pocket, which reduce their surplus;

¥ Mechanism (ii) If the discount is too high, then manufacturers have incentive to raise

prices, which could harm non-WIC households.
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* Question 2: Are there alternative policies to subsidize low-income families and reduce
government expenditures in supplying formula?

- Method: Compare welfare in the current world with the counterfactual simulation.

- Policy Experiment I1: Discount Coupon

¥ Description: Eliminate exclusive contracts and price regulations, and instead, provide
WIC participants with discount coupons on any brands.

- Finding #2: Policymaker can achieve government-spending-neutrality by offering
each participant a 64% discount.

- Finding #3: To make the sum of WIC households’ consumer surplus and
government expenditures to be the same as in the status quo: Give each WIC
participant 42% discount.



Contribution

WIC Competitive Bidding Contracts:

- Davis et al.(working paper, 2023); Abito et al. (2022);Huang & Perlo (2014); Davis (2012);
Oliveira et al. (2011).

T Assesses how the WIC competitive bidding scheme with price restrictions a ects overall welfare
WIC Program:

- Bronchetti et al. (2019); Finkelstein & Notowidigdo (2019); Gray (2019); Hanks et al. (2019),
and so on.

T Explores the program’s interaction with market power in a highly concentrated market.

Exclusive Dealing:

- Jullien & Sand-Zantman (2022); Lee (2013); Cachon & KoK (2010); Armstrong & Wright
(2007); Hagiu (2006); Bernheim & Whinston (1998).

T O ers an application that demonstrates the outcomes of exclusive dealings.



Institutional Background



Auction and price regulation

MEAD JOHNSON
lllllll:lllll

30 days later

Please submit the highest rebate per infant
formula that you could provide.

Mead Johnson
is chosen as a WIC contract manufacturer
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Minimum inventory
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WIC participants use vouchers and pay $0
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Similac (Abbott) $45
I N ..

Alfamino (Nestie) $50

—————————
f H ————————— o
GEORGIA WIC VOUCHER e
PAY TO THE ORDER OF ANY AUTHORIZED GEORGIA VENDOR
e
Quantity: B it
Dollars Cents
Baby 30 oz Emfamil (MJ)
Formula: Liquid Concentrated
Infant Formula







