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ABSTRACT

Should Mergers Be Controlled?*

Anti-competitive mergers benefit competitors more than the merging firms. We
show that such externalities reduce firms’ incentives to merge (a hold-up
mechanism). Firms delay merger proposals, thereby forgoing valuable profits
and hoping other firms will merge instead – a war of attrition. The final result,
however, is an overly concentrated market. We also demonstrate a surprising
intertemporal link. Merger incentives may be reduced by the prospect of
additional profitable mergers in the future. The prospect of a future merger
increases the value of becoming an insider in the first merger, which tends to
hasten it. The prospect of a future merger may, however, increase the value of
becoming an outsider in the first merger even more. If so, the first merger will
be delayed by the prospect of the future merger. Merger control may help
protect competition. Hold-up and intertemporal links make policy design more
difficult, however. Even reasonable policies may be worse than not controlling
mergers at all.
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NON-TECHNICAL SUMMARY

In 1999, the worldwide value of mergers and acquisitions exceeded 3.4 trillion
US dollars. While many of the transactions in this current wave are motivated
by legitimate responses to changing business conditions such as global
competition, deregulation, and overcapacity, a larger share than in the past
involves direct competitors (Pitofsky, 1997). Thus, this current wave revives
the old controversy over the costs and benefits of merger control.

One of the alleged motives for mergers between competitors is increased
market power and, as a result, markets might become too concentrated from a
social welfare point of view. Stigler (1950) points out an important
countervailing force, however. If market power is the main motive for a
merger, remaining outside the merger is usually more profitable than
participating. Firms may thus not have an incentive to participate in such
mergers, even if they are profitable. This countervailing force, referred to as
the hold-up mechanism, has important implications for competition policy. It
suggests that horizontal mergers are primarily formed for other reasons than
market power, for instance cost synergies and other socially desirable goals,
and that controlling mergers may thwart, or at least delay, such gains.

The oligopoly models studied by Szidarovszky and Yakowitz (1982), Salant,
Switzer, and Reynolds (1983), Perry and Porter (1985), and Deneckere and
Davidson (1985) support the idea that outsiders gain from a merger (positive
externalities). In many cases, outsiders gain more than insiders do (strong
positive externalities), since outsiders benefit from the price increase, but
need not reduce output themselves. More recently, Kamien and Zang (1990
and 1993) studied a non-cooperative model of the acquisition process which
exhibits a hold-up mechanism. They show that positive externalities indeed
prevent firms from agreeing to certain profitable mergers involving three firms
or more. Consider a triopoly firm attempting to buy both competitors at the
same time. By unilaterally rejecting the offer, each target becomes a duopolist.
Therefore, both targets will require compensation for a duopoly profit and not
only for the triopoly profit.

Like Kamien and Zang, we analyse explicitly the acquisition process as a non-
cooperative coalition formation game. We demonstrate that strong positive
externalities reduce the incentives for two firms to merge, even if the merger is
profitable. We also show that this hold-up mechanism takes the form of delay,
rather than completely preventing anti-competitive mergers. The intuition is
that firms delay the merger proposals and consequently forgo valuable profits,
since there is a chance that other firms might merge instead – much like a war
of attrition. The final result, however, is excessive concentration.

Since the hold-up mechanism only creates temporary frictions for
monopolization, merger control may play an important part in preserving



competitive markets. To design merger control properly, the hold-up
mechanism must be taken into account. Consider the current use of
divestiture as a remedy for anti-competitive mergers. In the US, most cases
are today resolved by consent decree, where the deal is allowed to close so
long as a package of assets sufficiently large to address competitive concern
is set aside for divestiture (Baer, 1996). Also in Europe, mergers are approved
on condition that the merging firms divest part of their assets. For example,
the merger in 1992 between Nestlé and Perrier involved the divestiture of
Perrier’s subsidiary Volvic to the competitor BSN (Compte, Jenny and Rey,
1996). We show that such divestiture requirements eliminate the hold-up
mechanism. Requiring divestiture introduces a channel for transferring wealth
from competitors to the merging firms. As a result, the merging firms can
appropriate the positive externalities and mergers are proposed immediately.
If the competition authorities are well informed, eliminating the hold-up
mechanism increases welfare. Welfare-increasing mergers are hastened,
while welfare-reducing mergers can still be blocked. In practice, however,
competition authorities have limited information, and the divestiture policy is
applied to mergers violating a more or less arbitrary threshold level of
concentration. In such circumstances, the divestiture policy also hastens
welfare deteriorating mergers.

We also demonstrate a surprising intertemporal link. Merger incentives may
be reduced by the prospect of additional profitable mergers in the future. The
prospect of a future merger increases the value of becoming an insider in the
first merger, which tends to hasten it. The prospect of a future merger may,
however, increase the value of becoming an outsider in the first merger even
more. If so, the first merger will be delayed by the prospect of the future
merger. This intertemporal link between mergers creates additional problems
for the appropriate design of merger control. We provide two examples
indicating that, in some markets, reasonable merger policies are worse than
not controlling mergers at all.

First, in some markets, a policy prohibiting mergers in concentrated market
structures hastens mergers in less concentrated ones. By prohibiting mergers
from duopoly to monopoly, the value of first merging from triopoly to duopoly is
reduced, which tends to reduce the incentives for merging to duopoly. More
interestingly, the value of becoming an outsider in the triopoly-to-duopoly
merger is reduced even more. As a result, forbidding mergers to monopoly
reduces the hold-up friction in mergers to duopoly. In an industry where social
welfare is higher the less concentrated the market is, forbidding mergers to
monopoly is expected to be better than not controlling mergers at all. This
need not be the case, however, due to the intertemporal link. On the one
hand, forbidding merger to monopoly decreases the concentration in the final
market structure (duopoly rather than monopoly) which is a welfare gain. On
the other hand, the triopoly remains for a shorter period of time, which is a
welfare cost.



Second, even the policy to allow a merger if, and only if, the merger increases
social welfare is, in some cases, worse than not controlling mergers at all. The
reason is that such a case by case policy does not take the intertemporal links
between mergers into account. Consider an industry where monopoly is
socially inferior to duopoly due to dead weight losses. Duopoly and monopoly
are socially preferred to triopoly due to cost reductions in the merged firm as
well as the outsider (technological spillovers). In such an industry, a merger
from triopoly to duopoly may be unprofitable since the merging firms lose
market shares. A merger from duopoly to monopoly is profitable, due to
increased market power. Moreover, a merger from triopoly to duopoly would
occur, if a subsequent merger to monopoly were to be approved, otherwise
not. As a result, a laisser faire policy leads to monopoly while, in contrast, the
case by case policy implies that no mergers are carried out. Consequently, the
triopoly persists even though it is the least advantageous outcome from a
welfare point of view. Unfortunately, taking the intertemporal link into account
is difficult. That would require much more information than the case by case
policy. Moreover, there is a commitment problem. Once a merger from triopoly
to duopoly has occurred, it is actually optimal to block the merger to monopoly
than not to control mergers at all.
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