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ABSTRACT

Predation and Mergers: Is Merger Law Counterproductive?*

This Paper shows that predation might help firms overcome the free-riding
problem of mergers by changing the acquisition situation in the buyer’s favour
relative to the firms outside the merger. It is also shown that the bidding
competition for the prey’s assets is most harmful to predators when the use of
the prey’s assets exerts strong negative externalities on rivals, i.e. when their
use severely reduces competitors’ profits. The reason is that potential buyers
are then willing to pay a high price for the prey in order to prevent other buyers
from obtaining the assets. This implies that predators prefer predation
technologies that destroy the prey’s assets since they limit the negative effects
of the subsequent bidding competition for the prey. It is also shown that a
restrictive merger policy might be counterproductive, since it might increase
the incentives for predation by helping predators avoid the bidding
competition. Moreover, the incentive for predation under the US failing firm
defence might be strong, since it allows mergers but limits the bidding
competition.
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NON-TECHNICAL SUMMARY

Firms can basically use two types of business strategy to eliminate rivals;  they
can either merge with them, or predate in order to induce exit. McGee (1958)
claimed that it cannot be rational to engage in predatory behaviour when merger
is an alternative, since the predator and the prey can avoid the costs of predation
and share the surplus in a merger. Firms in an oligopoly, however, might have
limited possibilities of eliminating rivals by mergers, since the costs of such
concentration are mainly carried by the acquiring firm, while the gains are spread
to all firms in the industry, as illustrated by the following example. In 1987, the
Swedish-Swiss industrial combine ABB embarked on a program of acquisitions of
district heating pipe producers across Europe. ABB, for its own part, considered
that, unfairly, it had to bear all the cost of industry reorganization while other
producers obtained a ‘free ride’. (‘Case No. IV/35.691/E-4: Pre-Insulated Pipe
Cartel’, Official Journal of the European Communities, L 24/1, 30.1.1999.)

Predation, on the other hand, might allow the cost of elimination to be spread out
more evenly among firms as illustrated by the same example: from 1992, ABB
participated in a cartel where the firms shared the cost of driving one of the
competitors out of the district heating pipe market by using joint predatory pricing,
joint acquisitions of key staff, and a collective boycott of the prey’s customers and
suppliers. Thus, predation might be a rational alternative to mergers in a multi-
firm industry.

The purpose of the present Paper is to study the interaction between incentives
for predation and mergers in a multi-firm setting. In order to derive some
conclusions about the appropriate design of merger law, I will also show how the
incentives for predation and mergers might depend on the property of the merger
law. To this end, I combine a model of endogenous merger formation with an
oligopoly model including the possibility of predation. I show that there are two
fundamental differences between predation for merger in a duopoly and
predation for merger in a less concentrated market structure.

First, I show that the option to predate may help the firms overcome the free-
riding problem associated with mergers in multi-firm industries. The reason is
that, by predating, predators will change the acquisition situation in favour of the
buyer, since the prey will then accept a lower bid. This implies that the free-rider
problem is mitigated, since it is then relatively more attractive to become a buyer
compared to a non-buyer. Moreover, the cost of predation can be shared and
thus the free-rider problem of eliminating the rival can be avoided. This Paper
thus provides a rationale of why the incentives for mergers in a multi-firm industry
might increase if predation is an option: predation may mitigate the free-riding
problem associated with mergers.

Second, predation in a multi-firm setting is followed by a bidding competition for
the prey’s assets, and it is shown that the price of the prey in an oligopoly might
be so high that the incentive for predation for merger vanishes. I thus show that



the incentives for predation for merger in a multi-firm industry are mitigated by the
subsequent bidding competition for the prey’s assets.

The bidding competition for the prey’s assets is most harmful to predators when
the use of the prey’s assets exerts strong negative externalities on rivals, i.e.
when their use severely reduces competitors’ profits. The reason is that potential
buyers are then willing to pay a high price for the prey in order to prevent other
buyers from obtaining the assets. There are, however, examples of predation
technologies that can reduce the usefulness of the assets. For instance, firms
may advertise heavily in order to destroy the appeal of the brand name of the
prey. Or, firms may lobby for restrictions on trade, safety or health issues, and
thus reduce the usefulness of the assets of the prey in production. Accordingly,
firms have incentives to choose a predation technology that destroys the assets,
since the negative externalities exerted on rivals by using the prey’s assets are
then reduced. Consequently, predation might not only be socially harmful by
limiting the number of competing firms, but also by reducing the total amount of
productive assets in the industry.

I also explore the policy implications of the above mentioned findings in the
context of different merger laws. Mergers creating or strengthening dominant
positions are illegal according to the competition laws in most developed
countries. If the target is failing, an otherwise illegal merger may nevertheless be
accepted under the so-called  ‘failing firm defence’. In the present study, three
merger law rules are considered. The first rule is a version of a restrictive merger
law, not including a failing firm defence, according to which all mergers are
assumed to be forbidden in the present case. The second rule, referred to as the
US failing firm defence rule, adds the existing US failing firm defence to the
restrictive rule. The US failing firm defence contains a ‘least danger to
competition’ (LDC) condition stating that if more than one firm bids on the failing
firm’s assets, then the firm constituting the least danger to competition should be
favoured. The third rule is a modified version of the US failing firm defence rule,
where no firm is favoured in the acquisition process of the failing firm.

I show that a restrictive merger policy may be counterproductive, in the sense of
leading to concentration. It may increase the incentives for predation by helping
predators avoid a disadvantageous bidding competition for the prey after
predation has occurred. Consequently, the incentive for predation for merger
under a failing firm defence is limited if potential buyers compete to acquire the
failing firm, as is the case in the modified version of the US failing firm defence
studied here. On the other hand, the incentive for predation for merger under the
existing US failing firm defence might be strong, since it allows mergers but limits
the bidding competition by favouring small firms in the acquisition process.
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