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ABSTRACT

To Merge or to License: Implications for Competition Policy*

The optimal competition policy when licensing is an alternative to a merger,
which has the intention of transferring a superior technology, and is derived in
a differentiated goods duopoly, as in the cases of Cournot and Bertrand
competition. We show that whenever both royalties and fixed fees are
feasible, mergers should not be allowed, which fits the prescription of the US
Horizontal Merger Guidelines. In contrast, when only one instrument is
feasible, be it fixed fees or royalties, the possibility of licensing cannot be used
as a definitive argument against mergers.
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NON-TECHNICAL SUMMARY

Nowadays, companies all over the world seem to have an insatiable appetite
for mergers, with the goal of capturing complementarities, scale economies,
integrating technologies and production facilities and achieving cost
efficiencies. This phenomenon demands a severe control by antitrust
authorities to prevent anticompetitive behaviour. For example, until 1997,
Section 5 of the 1992 US Horizontal Merger Guidelines (HMG), prescribed the
prohibition of mergers whenever the efficiency gains were less than their
competitive risks or whenever ‘equivalent or comparable savings can
reasonably be achieved by the parties through other means’. In April 1997,
however, Section 5 on efficiencies was extended to include explicitly among
those ‘other means’ the possibility of licensing: ‘The Agency will consider only
those efficiencies ... unlikely to be accomplished in the absence of either the
proposed merger or another means having comparable anticompetitive
effects. These are termed merger-specific efficiencies ... The Agency will not
deem efficiencies to be merger-specific if they could be preserved by practical
alternatives that mitigate competitive concerns, such as ... licensing’.

The increasing importance played by licensing in the diffusion of new
technologies in the last few years is well known. For example, Arora and
Fosfuri (1998) document a widespread incidence of licensing in the chemical
industry. Anand and Khanna (1997) report that licensing is also very common
in biotechnology and find that licensing has increased in frequency between
1990–3 (the period of their study). Finally, evidence of the importance of
licensing in computers, automobiles, biopharmaceuticals, engineering and
electronics is also reported in different surveys.

The rationale behind the 1997 HMG prescription seems to rely on the idea
that, while a merger facilitates the diffusion of technology at the cost of
reducing market competition, a licensing contract is an efficient instrument to
transfer technology. As we show in the Paper, however, the optimal contract
to transfer a superior technology to a rival firm always includes a positive
royalty (very often accompanied by a fixed fee) that (i) increases the
licensee’s marginal cost above its true marginal cost, softening in that way
market competition and (ii) under Bertrand competition, it works as a collusive
device that allows the firms to commit themselves to higher prices. Therefore,
the welfare comparison between a merger and a licensing contract becomes
ambiguous. The sign of the comparison depends on whether social welfare is
affected more negatively by the lower level of competition induced by a
merger or by the distortion of the licensee’s marginal cost induced by a
licensing contract. The main goal of this Paper is to determine which of the
two effects dominates.

We compare social welfare under both a merger and a licensing contract in a
differentiated goods duopoly for the cases of Cournot and Bertrand



competition, in order to derive the optimal competition policy, and check
whether that policy fits the prescription of the 1997 HMG. We show that,
regardless of the type of competition, whenever both fixed fees and royalties
are feasible instruments to license the superior technology, a licensing
contract is welfare superior to a merger, which fits the prescription of the 1997
HMG.

Nevertheless, when only one instrument, either fixed fees or royalties, can be
used by the patentee, the HMG is shown to be too restrictive because it could
lead to forbidding welfare-improving mergers. In particular, when only a fixed
fee is included in the licensing contract the HMG is too restrictive because,
regardless of the type of competition, from small substitute goods to large
innovations, licensing by means of a fixed fee becomes unprofitable for the
patentee. In those cases, a merger becomes the only effective instrument to
transfer the superior technology and, hence, it should be allowed whenever it
is welfare-improving. On the other hand, if we consider the case where only
royalties are feasible the patentee sets a greater royalty, distorting the
licensee’s output even more and thus additionally reducing welfare. In those
cases, regardless of the type of competition, a merger becomes welfare
superior to licensing and socially desirable for large enough innovations and it
should then be allowed.

After deriving the optimal merger policy, we extend the analysis to take into
account that, under Bertrand competition, a licensing contract may reduce
social welfare. As a consequence, interesting new cases appear where, under
the optimal competition policy, not only mergers but also licensing should be
forbidden.
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6Gluhfw ghpdqgv duh qrw gh�qhg iru � @ 4= Wkhuhiruh/ xqghu Ehuwudqg frpshwlwlrq/ zh zloo uhvwulfw wkh

dqdo|vlv wr wkh fdvh lq zklfk wkh jrrgv duh qrw krprjhqhrxv/ wkdw lv/ � 5 ^3> 4,1
7Qrwlfh wkdw wklv dvvxpswlrq lpsolhv wkdw erwk lqvwuxphqwv doorz wkh shuihfw dqg frpsohwh wudqvplvvlrq ri

wkh lqqrydwlrq1 Lq rwkhu zrugv/ zh frqvlghu erwk lqvwuxphqwv htxlydohqw iurp d whfkqrorjlfdo srlqw ri ylhz/

ljqrulqj sureohpv ri dv|pphwulf lqirupdwlrq ehwzhhq olfhqvru dqg olfhqvhh/ dv zhoo dv wkh srvvlelolw| wkdw d

phujhu fdq fuhdwh v|qhujlhv wkdw frxog jlyh d phujhu d whfkqrorjlfdo dgydqwdjh ryhu olfhqvlqj1 Frqvlghulqj

olfhqvlqj dqg phujhuv whfkqrorjlfdoo| htxlydohqw/ zkloh pdnlqj wkh dqdo|vlv wudfwdeoh/ zloo qrw vljql�fdqwo|

d�hfw wkh txdolwdwlyh uhvxowv zh rewdlq1 Lwv pdlq frqvhtxhqfh zloo eh wkdw/ zkhq ghulylqj wkh rswlpdo

frpshwlwlrq srolf| lq wklv vhwwlqj/ zh zloo qhyhu eh wrr shuplvvlyh zlwk uhvshfw wr phujhuv1
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