N
N

N

HAL

open science

Cost-saving or Cost-enhancing Mergers: the Impact of
the Distribution of Roles in Oligopoly
Nicolas Le Pape, Kai Zhao

» To cite this version:

Nicolas Le Pape, Kai Zhao. Cost-saving or Cost-enhancing Mergers: the Impact of the Distribution

of Roles in Oligopoly. 2010. halshs-00812080

HAL Id: halshs-00812080
https://shs.hal.science/halshs-00812080

Preprint submitted on 11 Apr 2013

HAL is a multi-disciplinary open access
archive for the deposit and dissemination of sci-
entific research documents, whether they are pub-
lished or not. The documents may come from
teaching and research institutions in France or
abroad, or from public or private research centers.

L’archive ouverte pluridisciplinaire HAL, est
destinée au dépot et a la diffusion de documents
scientifiques de niveau recherche, publiés ou non,
émanant des établissements d’enseignement et de
recherche francais ou étrangers, des laboratoires
publics ou privés.


https://shs.hal.science/halshs-00812080
https://hal.archives-ouvertes.fr

T@ WORKING PAPER
N° 2010 - 18

Cost-saving or Cost-enhancing Mergers: the Impact
of the Distribution of Roles in Oligopoly

NICOLAS LE PAPE, KAl ZHAO

www.tepp.eu

TEPP - Institute for Labor Studies and Public Refic
TEPP - Travail, Emploi et Politiques Publiques - ERRS 3126




ISSN 2110-5472



Cost-saving or Cost-enhancing Mergers: the
Impact of the Distribution of Roles in Oligopoly

Preliminary version

Nicolas LE PAPE* Kai ZHAOf
July 13, 2010

Abstract

We consider firms perfectly symmetrical on production costs in the
pre-merger game but the cost of the merged entity may be amended due
to the anti-competitive effects of the merger. The lack of empirical pre-
cision concerning the effect of the merger on production costs (Scherer,
1980 or Tichy, 2002) justifies our theoretical model in which we do not
specify a priori the exact production cost in the post merger game. Two
firms in Stackelberg oligopoly game take part in the merger. The aim of
this paper is to identify under which conditions on the cost the merger is
privately profitable and socially desirable when firms in the coalition are
either leaders or followers. We show that a merger could remain profitable
even if the merged entity suffers from efficiency losses and we identify the
condition on efficiency gains below which the merger takes place with
the exclusion of all rivals. Among all possible cases, a profitable merger
between two firms of different roles (leader & follower) could potentially
give rise to more efficiency losses than the one encompassing firms of the
same role. Moreover, profitable mergers can induce either an increase or
a decrease in social welfare except for the case where two leaders decide
to merge. Consequently this paper argues that Competition Authorities
must supervise more closely two-firm mergers including either one or two
followers.
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1 INTRODUCTION

When horizontal mergers are motivated by the achievement of efficiency gains
it is natural to assume that the production cost after the merger decreases.
Cost-savings caused by the merger may arise from the combination of multiple
factors: rationalization of production, economies of scale, economies of scope,
purchasing economies and so on. One can also imagine that the merger give rise
to efficiency gains by increasing the incentives of the merging parties to invest
in cost-reducing R&D.

Nevertheless, the positive impact of horizontal mergers on efficiency is weak-
ened by the increase in the monopoly power. When competition becomes softer,
the incentives of companies to engage in cost reduction activities may be reduced
(approach advocated by the proponents of the productive efficiency) and a hor-
izontal merger with anti-competitive effects decreases the pressure to realize ef-
ficiency gains. In the case where the market price following a merger increases,
the production cost of the merging entity may increase while keeping the market
power unaltered. This impact of a merger on price is obtained when we assume
that firms are engaged in quantities competition with homogenous products and
when costs are symmetric and linear. In this contest, horizontal mergers imply a
reduction in the number of competitors. As a result, the market price increases
as well as the concentration degree! and the firm’s market power. Nevertheless,
changes in product market competition are likely to adversely affect manage-
rial incentives (Brander and Spencer, 1983). Horizontal mergers may reduce
the incentives of managers and workers to exert effort. If we suppose that the
production cost of a firm reflects partially the effort deployed by a manager, the
managerial contract which induces the manager to carry on the optimal level
of effort is affected by the pressure of the product market competition (Hart,
1983). When the competition is softer, both the risk of bankruptcy and the
layoff risk decrease, so it could imply indirectly a reduction in the managerial
effort? and in the efficiency of the firm3. Furthermore, production inefficiency
could stem from a conflict between corporate cultures, it could also arise from
some difficulties in motivating workers in the newly merged entity. Mergers may
also limit the ability of shareholders to provide the right incentives to managers
by making it harder to engage in yardstick competition. Finally, horizontal
mergers through their impact on the rivalry may weaken contractual relations
within the merged company and indirectly damage their efficiency.

The question of efficiency gains related to horizontal mergers is widely dis-
cussed* whereas there is a consensus concerning their effects on the market

1From an empirical viewpoint, Schmalensee (1989) notes that the increase in markets
concentration in many countries stems from mergers.

2this argument may be reversed if it is argued that the marginal returns of the en-
trepreneurial effort increases when the intensity of competition decreases (Schmidt, 1997)

3This type of argument can also be put forward in the case of a cartelization of the market.

4In empirical studies, it is suspected the achievement of efficiency gains in the event of
horizontal merger when profits and sales increase (since the data on the costs are not directly



price. According to Scherer :”an impressive accumulation of evidence points
to the conclusion that mergers seldom yield substantial cost savings, real or pe-
cuniary” (Scherer, 1980, p.546 quoted by Levin, 1990, p.1238). Tichy (2002)
observes that only 25% of mergers generate efficiency gains. In some studies, it
has been also identified that firms involved in merger operations may register a
decline in their market share (Mueller, 1985). This lack of empirical precision
concerning the effect of the merger on production costs justifies our theoretical
model in which the production cost of the merged entity is amended due to the
merger. The exogenous uncertainty relating to the magnitude of cost variation
in relationship with the merger interacts with both the private profitability and
the social desirability of anticompetitive horizontal mergers. From the theo-
retical viewpoint, in a Cournot oligopoly game with incomplete information in
efficiency gains, Amir et al,.(2009) consider that outsiders are uncertain about
the merged entity’s cost. They find that if the non-merged firms sufficiently be-
lieve that the merger will generate large enough efficiency gains, the two-firms
merger will be profitable.

In our model, there are both leaders and followers within the industry. All
firms bear the same marginal cost of production before the decision to merge.
Considering that the merger can give rise to either efficiency gains or efficiency
losses, there is uncertainty on what will be the production cost of the merged
entity. We focus on all possible two-firm mergers and their effects on the prof-
itability of the merging firms when the marginal cost incurred by the merging
firms may vary after the decision to merge. We evaluate the magnitude on cost
reduction/increase of a profitable merger according to the role of firms (followers
and/or leaders) engaged in the coalition. We study also the impact of horizontal
mergers on welfare.

A common feature of theoretical models on horizontal merger in Stackelberg
games is that the profitability of mergers is examined in a context where there is
no change in the marginal production cost. Under this assumption, several au-
thors have shown that the private incentive to merge is clearly reinforced by the
coexistence of leaders and followers in the industry even in the presence of lin-
ear cost. When a merged firm changes its behavior from a Cournot-Nash player
to a Stackelberg leader player (Levin, 1990), the private incentive to merge is
higher and antagonism between the private and the collective advantage of the
merger disappears °. In a game where asymmetric roles among the firms in the
pre-merger situation (Stackelberg leader and Stackelberg follower compete in
homogeneous good market) are introduced®, mergers can also improve welfare

available). One of the difficulties of this methodology is that it does not allow to distinguish
between the effect of cost lowering and the effect of the increase in the market power.
5Profitable mergers can also generate a rise in social welfare
6The possibility of a merger in a generalized hierarchical Stackelberg model are examined
by Hamada and Takarada (2007). They show that the incentive to merge is strengthened
when the merger encompasses firms that are at different stages and make production decisions
sequentially in the pre-merger situation.



and profits. For instance, when two followers decide to merge and when the
newly merged entity behaves as a leader on the product market, the social wel-
fare and merging firms’ profits increase even without cost savings following the
merger (Daughety, 1990). In Stackelberg markets with n rival firms and linear
costs, two leaders rarely have an incentive to merge, nor do two followers when
the new entity stays in the same category (Huck, Konrad and Mueller, 2001).
The private incentive to merge is strongly enhanced when the coalition con-
cerns a leader and a follower but such mergers lead to a decline of social welfare
(Feltovich, 2001). When all firms in a Stackelberg game share the same convex
cost, a two-firm merger between either two leaders or two followers’ become
profitable if a sufficient cost convexity is introduced (Heywood and McGinty,
2007). Escrihuela-Villar and Fauli-Oller (2008) assume that prior to the merger
the leaders are more efficient than followers. They show that when the followers
are inefficient enough, mergers among followers become profitable.

In this paper, we extend the theoretical literature dealing with the effects
of horizontal mergers in Stackelberg games in two main directions. In the one
hand, by considering that the merger introduces some uncertainty on what will
be the cost of the newly merged entity. A merger brings on efficiency gains
when the merged firm has a lower marginal production cost. Conversely, effi-
ciency losses appears when a merged firm produces at a higher marginal cost
than would separate entities do. In the other hand, by taking all possible two-
firm mergers into account we compare the extent of efficiency losses related to
beneficial mergers and to identify the necessary production efficiency leading to
the market monopolization.

We show that some mergers could remain profitable even if the merger gener-
ates efficiency losses. The threshold value in efficiency losses which depart prof-
itable mergers from unprofitable ones is the highest when the coalition gathers a
leader and a follower and the merged entity behaves as a leader. Consequently, a
profitable merger between two firms of different roles (leader & follower) could
give rise to more potential efficiency losses than the one encompassing firms
of the same role. On the opposite side, the threshold value in efficiency gains
below which a merger implies the monopolization of the market (the exclusion
of outsiders) is the highest when two leaders decide to merge. If we infer the
easiness to merge from the magnitude in the cost variation allowing for prof-
itable merger, then firms belonging to different types (leader & follower) are
more prone to merge. When the merger gathers two firms sharing the same role
in the oligopoly and in the absence of redistribution of roles, the welfare-raising
mergers are not always the profitable mergers. Nevertheless when the merger
stems from firms of different roles or contains two firms followers resulting in a
newly merged leader (redistribution of roles), all the welfare-raising mergers are
profitable but some profitable mergers can induce a decrease in welfare. Con-

"Perry and Porter(1985) have demonstrated that when firms are engaged in a Cournot
game of the convexity of the function of cost reinforces the incentive to merge.



sequently, this paper argues that Competition Authorities must supervise more
closely bilateral mergers which consist of either one or two followers.

The paper is organized as follows. Section 2 presents the model and spec-
ifies the subgame perfect equilibria for different types of mergers. Section 3
is devoted to a discussion on the private incentive to merge according to the
parameter representative to magnitude in cost variation for the merged entity.
An analysis in terms of welfare is carried out in section 4.

2 THE MODEL
2.1 THE PRE-MERGER SITUATION

We consider an industry composed of n initially active firms producing homoge-
nous products who compete by setting quantity schedules. In a first stage,
m < n firms act as Stackelberg leaders and independently decide on their in-
dividual supply. In a second stage, n — m Stackelberg followers decide upon
their quantity after learning about the total quantity supplied by the leaders.
Initially we assume m > 2 and n > m + 2, the strict inequalities ensure that in
every cases the outsiders gather either leaders or followers in the post merger
situation.®. All firms face the same constant average cost normalized to 1. The
market price is determined by the linear inverse demand curve P = a — @ where
a > 1. The aggregate industry output is given by @ = > | ¢; and ¢; stands
for the firm i’s individual quantity. We have Q = Q' + Qf with Q' = Zﬁl qzl-
and Qf = S 41 qif . The superscript 'l stands for a leader and ’'f’ represents
a follower.

The equilibrium is obtained by backward induction. At the second stage,
each follower maximizes its profit (7rlf ) considering as given the production level
of leader (Q;), to find the subgame perfect Nash equilibrium for followers, we
maximize the profits of followers for every possible value of ¢!. The optimal
production (qif ) of a follower firm results from:

mz}xwif =(a— Q' —Qf — 1)%7‘
q;
Then the best-response function for a follower firm is shown by qlf =a—1—
Q7 — @Q'. The aggregate output of all followers as a function of the output of

leaders is then Q/ = Leme(a—1— QY

At the first stage, a leader selects its profit-maximizing output (¢!) antici-
pating the best response function of each follower:

n—m
m=lo-1-g- Q- (e 1-QL —a)]d

8The particular cases: both m = 0 and m = n correspond to a Cournot industry, the firms
are in the simultaneous game.



where Q' ;, = Q' — ¢!

In the pre-merger situation, equilibrium outputs and price are then:

; a—1

m+1

o a—1
C (m+1D)(n—-m+1)
_a+m(n—m)+n
C (m+1D)m—-m+1)

The corresponding individual profits are:

B (a—1)?
' (n,m) = (m+1)2n—-—m+1)
7l (n,m) = (a—1)

(m+1)2(n—m+1)2
Obviously, the distribution of roles among firms exhibits the first mover ad-

vantage: each leader benefits from higher market share and higher profit in the
pre-merger game.

2.2 THE POST MERGER SITUATION

Since we consider a quantity competition with homogenous product and linear
costs, the bilateral merger means that one firm disappears from the market.
Ceteris paribus, the market power increases in the post merger game. We want
to capture the range of cost variation for merged firms allowing a profitable
merger. Consequently, we assume that the production cost for firms engaged in
the coalition varies in the amount Ac. The marginal cost of the newly merged
entity becomes 1 + Ac while the non-merged firms’ cost remains constant and
equals to 1. When Ac < 0, the bilateral merger generates efficiency gains.
This case corresponds to the usual argument which put forward the increase in
productive efficiency generated by the merger itself. On the opposite side, if
Ac > 0 the merger causes efficiency losses. We assume also the condition on
the parameter a : a > max{1,1+ Ac}.

In order to capture the impact of the roles’ distribution of merging firms
on the incentive to merge, we examine four scenarios : a merger between two
leaders (case A), a merger between two followers (case B), a merger between
two followers resulting in a newly merged leader (case C) and a merger between
one leader and one follower resulting in a newly merged leader (case D).



Case A: a merger between two leaders

In the post merger situation, the industry is composed of m — 1 leaders but still
n — m followers since the newly merged entity behave as a leader.

Given the best response function of followers, both the output (qu’A) that
maximize the merged firm’s profit (frlI’A) and the output (cle’A) that maximize

the leader outsiders’ profits (frgA) are obtained. The profit function is described
respectively by

A ALA

where Q4 = (m — D§s" + 47" +(n—m— l)q%’A

We then obtain the following expressions for the equilibrium production of
the leader insider (qu’A), of one leader outsider ((jé’)A) and of one follower (qu)

P (a—1)=[(m—1)n— (m—2)m — 1] Ac

I m
2,4 (a=1)+n—m+1)Ac
940 =

m
A _(a=1)+n—-—m+1)Ac
o = m(n —m+1)

When the merger generates efficiency gains, both leaders and followers out-
siders restrict the production at equilibrium. The contraction of production is
the highest for firms belonging to the category of leaders outsiders.

The price is:
a—1+(n—m+1)(Ac+m)

m(n —m+1)

pA =

The profit of the newly merged entity:

(a—1)—[(m—1)n—(m—2)m—1]Ac

A1LA -
T (Ae) = m2(n —m+1)

Case B: a merger between two followers

We consider that two followers take part in the merger. The distribution of roles
in the industry is assumed not to be altered by the merger decision in the way
merged entity behaves as a follower. The industry contains n — 1 firms with m



leaders.

The merged entity produces (cjf’B), where:

4B _e-l+ne
T T T m)m D) e

the equilibrium quantities of each category of outsider (qu’B for one leader

and (j(f)’B for one follower) are as follows:

AlﬁBia—l—l—Ac
o = m+1
f,B a—14+Ac

O T T (n—m)

The market price is:

g a—14+(n—m)(m+1)+ Ac
P = (n—m)(m+1)

The corresponding equilibrium profit of the newly merged follower is:

[a—1=((n—m)(m+1) - 1)Ac]2
(0= m(m + 1)?

Case C: a merger between two followers then the merged entity be-

haves as a leader
Here, we consider a special type of merger wherein two followers merge and the
result is a firm that behaviorally is a leader. As a result, there are m + 1 firms
that behave as leaders and in contrast n —m — 2 followers. This case was exam-
ined by Daughety (1990) who found that a horizontal merger was potentially
profitable for the merged firm in the absence of efficiency gains . Here, we ex-
tend the analysis by considering a possible change on cost caused by the merger.

Let qu,c and qgc be the leader’s quantity conditional on being inside and

outside the merger. We have:
pc  (a—1)— [m(n —m)+ (n—2m—1)]Ac
A m+ 2

9He also demonstrates that this type of merger might be advantageous from the point of
view of social welfare.



Jc  a—1+(mn—-—m—1)Ac
qo =
m+ 2

A typical follower outside the merger produces:

1.C_ a—14n—-—m-—1)Ac
0 (m+2)(n—m-—1)

The equilibrium price:

PO _ a—3+n(m+2)—m(im+3)+Acin—m—1)
(m+2)(n—m-—1)

We then obtain the profit of the newly merged leader:

2
(a—1) = [m(n—m)+ (n—2m—1)]Ac

.1,C _
i (ne) = (m+22n—-m-1)

Case D: a merger between one leader and one follower then the
merged entity behaves as a leader

The number of leaders is the same as that in the case B, but the number of
leaders outside the merger equals to m — 1. The quantity produced by the
merged entity which behaves as a leader(cjll’D):

r - m—+ 1

ap _ a—1—mAc

The quantities of one leader outsider((ng) and of one follower outsider

(@5"):

ap __a—1+Ac

= m—+1

~f,.D a—l—l—Ac
O T mr D —m)

The equilibrium price:



ZaD_a—1—}—(n—m)(TrL—i—l)—i—Ac

(n—m)(m+1)
The profit of the newly merged leader (ﬁ'lI’D):

l[a—1—mAc|[(a—1) = ((n —m)(m+1) = 1)Ac]

~1,D B
T (Be) = (= m)(m T 12

3 PRIVATE INCENTIVE TO MERGE AND MARKET MONOPOLIZATION

The results from the previous section enable us to deal with conditions under
which merger increases the profits of the merging parties. The incentive to
merge is given by the comparison of the sum of profits earned by merging firms
in pre-merger situation and the profit earned by the newly merged entity.

3.1 CasE A

The profitability of the merger result from the sign of the variation in profits
(Al Y):
AHlI’A = ﬁlI’A(Ac) — 27l (n,m)
The extend of the cost variation for merged firms interact with the private

incentive to merge. We define Ac;“up the threshold value of Ac¢ which sepa-

rates profitable from unprofitable mergers. When Ac? < Ac;“up (respectively
At > Ac,,) we have AHlI’A > 0 (respectively AHlI’A < 0). We also define

Achh ¢ as the value of Ac? below which outsiders are ruled out of the market.
It is given by the conditions : qu’A = 0 and (j(f)’A = 0. Note that when we
have Ac < Act < Ac? | the merger is profitable and the two categories of

sup?
outsiders remain on the market.

The exact expressions of these costs are given by

1—a
n—m+1
Acfup:nA +wa—1

A
Acmf =

with
. (a —2)+ [(m—l)n—(m—2)m]
A (m—1)(n—m+1)
s — myv2(a — 1)

(m?2—-1)(n—m-+1)

10



A risk of exclusion of all outsiders (leaders and followers) exists if the efficiency
gains arising from the merger are sufficiently high and if the market demand is
sufficiently low. At the opposite, for a > 2 —m + n, the conditions (le’A > 0 and
cjé’A > 0 are verified regardless of merged firm’s marginal cost. In such a case,
the merger cannot lead to the exclusion of outsiders.

When m > 2, we have 4 + w4 < 1 implying that Ac;“up is strictly less than
0. This ceiling on Ac? means that without efficiency gains none of two-firms
merger is profitable. When no leader belongs to category of outsiders (m=2),
Acd > 0 thus the bilateral merger between two leaders is always profitable

sup

when Ac =0 (in line with the result of Huck et al., 2001).

Result 1: If two leaders are engaged in bilateral mergers:
(i) profitable mergers could lead to market monopolization when the demand size
is not too large (a <nm—m+2),
(i.i) mergers with efficiency losses remain profitable when no leader belongs to
outsiders.

Case A:
For a < n-m+2 A Profitable merger A
AG‘n}' with efficiency gains Acsup
-1 i 0
If m=2 L !
Profitable merger ¥
with monopolization Prloﬁtablgmerger
with efficiency losses
A Profitable merger A
Aci”f with efficiency gains sup
-1 v i 0
If m>2 L I L
Profitable merger T
with monopolization Unprofitable merger
Profitable merger
For a2 n-m+2

with efficiency gains

-1 ) o ACA
If m=2 ! i‘ "
Proﬁtablé merger
Profitable merger with efficiency losses
1 with efﬁiciencv gains Acﬁw o
If m>2 [ 1 1

\ ]
\ v J
Unprofitablemerger

Figure 1: Cost-saving and cost-enhancing mergers in case A

The existence of leaders outside of merger ensures that mergers don’t give
rise to the efficiency losses.
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3.2 Case B

The incentive to merge is described by
AH}C’B = fr}c’B — 27rf(n,m)

The conditions related to a profitable merger (AcsBup) and to the monopo-
lization of the market (Ac? ¢) are given by:

Acﬁle—a

Acfup =ngt+wp—1

with
_a—=24(n—m)(m+1)
B T T m)m 1) — 1
e Vn-me-1)

m3 —m?n+mn(n—1)+n? —1

Result 2: If two followers are engaged in bilateral mergers:
(i) profitable mergers could lead to market monopolization when the demand size
is mot too large (a < 2)
(i.i) merger with efficiency losses remain profitable when no follower belongs to
outsiders.

As we have already noticed, profitable mergers between two leaders (case
A) always generate efficiency gains when outsiders gather both leaders and fol-
lowers (m > 2). In case of mergers between two followers, efficiency losses may
appear when outsiders gather both leaders and followers (m < n — 2).

12



Case B:

Profitable merger

For a<2 B
ACinf with efficiency gains ACWP
-1 . 0
Ifm<n-2 L ; . 1 i
]
Profitable merger !
withmonopolization Unprofitable merger
. Profitable merger
Aci?af with efficiency gains 0 ACaBup
Ifm=n-2 1 i ; | |
..
Profitable merger Proﬁtable‘merg:m'
withmonaopolization with effaticy hses
i i
Fora>2 Profitable merger B
1 with efficiency gains ACHHP
2 ; 0
Ifm<n-2 | | 1
| ; )
Unprofitable merger
Profitable merger
with efficiency gains o
B
-1 . 0 ACL

Ifm=n-2 |

Proﬁtablémerger
with efficiency losses

Figure 2: Cost-saving and cost-enhancing mergers in case B

3.3 CaseE C

The incentive to merge is given by the comparison of the sum of profits earned
by two of the n — m pre-merger followers and the profit earned by the newly

merged entity:

1,C
ATL

. 1,C
Ty

(Ac) — 2nf (n,m)
c

Then we obtain boundaries of Ac insuring a profitable merger (Acg,,,) and
the monopolization of the market (Acf, ():

Al , =n—m=a
A ——
Acscupznc—i—wc—l
with
_a—2+ [m(n—m)+ (n—2m)]
e = (n—=m-=1)(m+1)
-1 2 1
o (a=D(m+2)

(m+1)2(n—m+1)

n—m—1

13



We can notice that if we suppose Ac = 0 (Acgp > 0), a merger between
two followers resulting in a new leader is always profitable. The outcome of

Daughety (1990) is verified.

The merger in case B generates a firm of the same category and the value of
Ac should be less than 0. By contrast, the merger in case C yields a new leader
and Acscup is greater than 0. The merged firm counteracts the inefficiency on
the cost by the first mover advantage.

Profitable merger

C with efficiency gains c
-1 ACins \ 0 Al

T
Profitable merger
with efficiency ldsses

Profitable merger
withmonopolization

Forazn-m
Profitable merger
with efficiency gains C
-1 i 0 ACsup

| | 1

e
Profitable merger
with efficiency losses

Figure 3: Cost-saving and cost-enhancing mergers in case C

In case of low demand (a < 2 < n — m), there is a risk of market monopo-
lization in the post merger situation when the merged entity behaves as a leader
(case C) but when the two merged followers continue to behave as a follower,
the merger never excludes outsiders of the market even if efficiency gains are
high. The reverse is true when demand is high (a > n —m).

14



3.4 Case D

Huck, Konrad and Muller (2001) observe that a merger between one leader and
one follower leading to a leader increases the joint profits of firms independently
of the number of competitors. If we suppose /Ac = 0, we obtain the same result.

The private incentive to merge (AHlI’D) will be defined by the following ex-
pression:

AHZI’D = ﬁll’D(Ac) — at(n,m) — «f (n,m)

According to three conditions detailed before, then we have the expression

of AcsDup and Aci[,’zf where

Acﬁf =1l-a
Acﬁm =np+wp-—1
with

2m3 4+ m2(1 —2n) —m(n —2) + n+a(l +m2 —n —mn) — 1

np =

2m (1 + m + m2 —n — mmn)

(a — 1)\/7716 — 2m5 (2n +1) + m4(6712 +4n + 3) — 4m3 (n3 +n)+ m2(714 — an3 4+ 7+ 2m(n4 —2n +1) + (n2 — 1)2
wp =

2m[m3 — 2m2n + mn(n — 1) + n2 — 1]

The outcome of case D is similar to the result in case C: the merger could
leave out all of the outsiders when the demand is sufficiently small; it is also
possible that a profitable merger with efficiency losses occurs. This contrast
with the case A and the case B where the maximum boundary is always less
than 1 (except n —m = 2 in case B).

Result 3: If two followers or one firm of each category are engaged in bi-
lateral mergers, mergers with efficiency losses remain profitable independently

of the size of demand when the merged entity behaves as a leader.

In the following section, we rank the parameters Ac;,y and Acgyy in differ-
ent scenarios.

15



CaseD:

For a<2
Profitable merger

D with efficiency gains
ACE, iency g

-1 ) 0 ACsDup
I { ]

U
Profitable merger
with efficiency lasses

Profitable merger
with monopolization

For a>2
Profitable merger
with efficiency gains D
-1 i 0 Acsup

e
Profitable merger
with efficiency losses

Figure 4: Cost-saving and cost-enhancing mergers in case D

4 KEFFICIENCY GAIN AND EFFICIENCY LOSS LEVELS

4.1 RANKING

We classify Aci,p and Acg,)p in four different cases. Aciy, s represents the thresh-
old on the post merger marginal cost below which the merger leads to the mo-
nopolization. The larger the value of Ac;yy is, the higher the risk of the merger
with monopolization. We exclude m = 2 and n —m = 2 in order to ensure that

in every cases outsiders gather either leaders or followers in the post merger
situation.

A __lza
mf o —m 1
Acﬁszcﬁle—a

Ac

Al __l-a
mf T —m—1

Result 4: For alln > 5, Ac{}lf > Acglf > Acfflf = Acﬁf

A merger between two leaders to form a new leader comes about the most
probably compared to the three other cases. Note that whether the merger with
monopolization or not depends also upon the parameter ’a’.
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Figure 5: Possible market monopolization

We now turn to the analysis on Acg,,. Taking the initial conditions (¢ >
mazx{l,c}, m > 2 and n > m + 2) into account, we compare all the Acgy, in 4

different scenarios. We have
Result 5:

e for alln>5, Ach > AcS, >0 and Ac;“up, AcsBup <0

sup sup

o the ranking between Ac;“up and Acfup depends upon n and m:

" when n = {5,6,7,8}: Acfh,, < AcB <0
Y when n > 9:

~ B A
- ifme <3,F(n)> s Acgy, < Acg,, <0

~ A B
-ifme <F(n),n— 2), Acfyy < Degy, <0

with F(n) = \/17—12\/5‘*12”—6\/5”-2%(%712\;;)\/%2—3+2\/§+2n—\/§n

Since the value of upper bound of Ac in cases C & case D is greater than 0,
a merger with anticompetitive effects could lead to efficiency losses.
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If the number of competitors is sufficiently low (n < 9) or if the number of
leaders is large enough (for n > 9, m > F(n) ), we have : Ack, > Acfup. This
inequality means that a profitable merger between two leaders requires more
cost reduction in comparison with a profitable merger between two followers. In
other words, the conditions on efficiency gains under which the merger is prof-

itable in the case where the coalition gathers two followers are less restrictive.

The higher Acg,, is, the greater the potential efficiency losses due to the
merger is. Thus, mergers between one leader and one follower resulting in a
new leader (case D) generate potential efficiency losses higher than the similar
mergers consisted of two followers to form a leader (case C).

The ceiling of Ac depends upon the redistribution of roles between the pre-
merger and the post merger situations. If we compare profitable mergers in case
B to ones in case C, it is when two followers can form a leader that efficiency
losses exist while similar mergers between two followers without redistribution
of roles always generate efficiency gains.

4.2 MARKET POWER ANALYSIS

The market power is usually defined as the difference between the price charged
by a firm and its marginal production cost. When we impose the condition:
Pay = Py + Ac, the merger does not change the market power of the merged
firm!'?. This condition implicitly defines the variation in the production cost
A¢; for which the market power of the merged firm remains constant.

Result 6: If we compare A& with Ack,, (fori € {A,B,C,D}), we have:

o N¢; < A, <0forie{A B}

sup
o Ac,, > Aé >0 forie {C,D}

The inequalities obtained in cases C and D mean that a merger could remain
profitable even if it induces both efficiency losses and a decrease in the market
power. Conversely, since A¢; < Aciup < 0 for i € {A, B}, a profitable merger
always induces efficiency gains but can generate a decrease in the market power

when Ac € [A¢;, Act, ].

sup

5 WELFARE ANALYSIS

If the merger alters the behavior of the merging firms, notwithstanding efficiency
gains (the production cost is assumed to remain constant), the welfare can be
raised (Daughety 1990). In particular, a merger between two followers resulting

10The subscript ’AM’ denotes the situation ’after the merger’ and the subscript '"BM’ denotes
the case 'before the merger’
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in a new leader does not introduce a discrepancy between private incentive and
social desirability since when the merger is profitable it is also welfare-raising.

We first analyze the welfare variations due to different types of mergers in
the case where Ac = 0. We identify for each scenario, the merger is welfare-
enhancing or welfare-losing. Then, in order to take into account a possibility
of variation in the marginal cost with the decision to merge, simulations give
results on the impact of mergers on profits and welfare.

5.1 NO IMPACT OF MERGER ON EFFICIENCY : THE CASE WHERE Ac =0

In this case, our model corresponds to the analysis proposed by Daughety (1990)
and HKM (2001). We obtain that both a merger between two leaders resulting
in a new leader (case A) and a merger between two followers resulting in a new
follower (case B) lead to an increase in the total profit of the merged entity but
a decrease in the consumer surplus and in the total welfare. Similar results are
obtained in the case of a merger between one leader and one follower resulting
in a new leader (case D). In the three above cases, the effect of the merger on
the industry structure is simply a decrease in the number of one type of firm
with no change in the number of the other type.

The case of two followers’ forming a leader (case C) is quite different because
the number of leaders increases while the number of followers decreases, then the
impact of the merger on the welfare is altered. On the one hand, the decrease
in the number of firms tends to reduce welfare. On the other hand, since lead-
ers produce a higher output level than followers, the increase in the number of
leaders introduces a countervailing tendency toward higher quantity and higher
welfare. We find the same result as Daughety (1990): this type of merger is
welfare raising if the industry is initially made up predominantly of followers'!.
The intuition of this result is the following one. An industry with too many
followers results in a poorer market performance in terms of welfare. Hence,
a merger creating a new leader may have a positive effect, which is inversely
proportionate to the number of leaders. As the number of leaders increases,
this effect becomes slight and could be more than outweighed by the negative
aspect of the merger (via the reduction in the number of competitors).

5.2 MERGERS WITH COST VARIATION (¢ # 1) : SIMULATIONS (n = 12, 3 <
m <9, a=100)

In the previous subsection where it is assumed that the merger does not impact
the cost, all possible mergers have no ability to enhance the social welfare except
for the case C (merger between two followers resulting in a leader). We extend
the analysis and we study afresh now the welfare with taking into account a

HIfm < % — 1, industry output and welfare are increased by the merger (Daughety, 1990)
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possible change in cost due to the merger.

We impose the conditions n = 12 and 3 < m < 9 implying that, in the post
merger situation, the category of outsiders gathers either followers and leaders
firms. As we have studied in the previous section, when a > n —m+ 2, mergers
with monopolization never take place. We choose a = 100 in order to avoid
mergers with monopolization. We exclude this case since mergers with monop-
olization, which lessen the competition to a maximum extent, unambiguously
decrease the social welfare.

Ac Ac
Zonel (AW < 0and Ax < 0)
, | | | \ Lo , . , . , Lo
| &« 5 & 7 8 9 4 5 6 7 8 9
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-02F -02f (AW <0and Az < 0)
Zone2 /
s (AW >0and Az < 0) _04l Zone4 >
\ (AW < 0and Az > 0) ///
~— _— Zone2
T _— AW > 0and Az < 0)
06 — 06 _— ¢
-08F Zone3 \\ —08/
(AW >0and Ax > 0) N ' Zone3
(AW >0 and Az > 0)
-10h -10h
Figure 6: Zones for case A Figure 7: Zones for case B
Ac Ac
2OP | zonel(aw<Oandan<0) Zoer(w<omdar<q
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——4——5 6 7 8 9 M
15[ —
ool Zone4 (AW < 0and Ar > 0)
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(AW <0and Az >0) o4l
051
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, , , . , .
s 7 8 g (AW >0and Az > 0)
—osl Zone3 \ o8l
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Figure 8: Zones for case C Figure 9: Zones for case D

Concerning the private incentive to merge, some interesting results come
from the comparison of the merger’s types. The threshold value of Ac below
which the merger is profitable decreases when the number of leaders increases
in case A, contrary to the case B. Nevertheless the ceiling of cost for profitable
merger increases due to the augmentation of the number of leaders when the
coalition concerns the firms of different categories. Under the influence of redis-
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tribution of roles, the relation between the ceiling cost and the number of leaders
becomes complicated. Acgyp faces up to the trend of a change downward, if the
industry is initially made up predominantly of followers, contrariwise when the
leaders are dominant in terms of the proportion.

In case of the merger consisted of two firms deriving from the same clan in
the absence of redistribution of roles, the welfare-raising merger is not always
the profitable merger. Nevertheless when the merger stems from firms of differ-
ent types or contains two firms followers resulting in a newly merged leader, all
the welfare-raising mergers are profitable.

For case A, all profitable mergers constitute the welfare-enhancing merger.
However, in other cases the profitable merger could negatively influence on so-
cial welfare.

6 CONCLUSION

This paper extends the strand of literature on horizontal mergers in an homo-
geneous oligopoly where some firms are market leaders. Our main objective
in this paper is to point out that the behavior of firms (leaders or followers)
engaged in the merging decision interacts with the issue of whether mergers will
generate efficiency gains or losses. We find that the existence of at least one
leader in the category of outsiders prevent from mergers with efficiency losses
when the merger gather two leaders. If two followers merge, efficiency gains are
necessarily obtained when at least one follower belongs to outsiders. When one
leader and one follower decide to merge or when the merger between two follow-
ers give rise to a new leader, the distribution of roles among outsiders does not
interact with the extent of cost variation in the post merger situation and some
mergers can introduce some efficiency losses. It is when the merger concerns
one leader and one follower that the exposure to efficiency losses is the highest.
Concerning the impact of mergers on social welfare, when we impose restrictions
on parameters in order to exclude the market monopolization, our model shows
that profitable mergers are welfare enhancing when two leaders decide to merge.
In the three other cases, the profitable merger can induce either an increase or
a decrease in social welfare. Consequently this paper argues that Competition
Authorities must supervise more closely bilateral mergers which are consisted
of either one or two followers.
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