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ABSTRACT

To Merge or Not To Merge: That is the Question*

In this Paper we analyse the implementation of socially optimal mergers when
the regulator is not informed about the parameters that determine social and
private gains from potential mergers. We find that most of the standard tools in
dominant strategy implementation, like the revelation principle or the Vickrey-
Clarke-Groves mechanism, cannot be applied in our framework. We show that
implementation in dominant strategies of the optimal merger policy without
budget balance is possible under an additional assumption. The same
assumption makes possible the implementation in Nash equilibrium of the
optimal merger policy with budget balance.
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NON-TECHNICAL SUMMARY

Suppose two firms, say Boeing and McDonnell-Douglas, want to merge.
What is the effect of this merger on social welfare? First, the degree of
competition falls and this affects social welfare negatively. Second, there
might be cost reductions (saving of fixed costs, synergy gains, etc.) or
technological improvements that enhance social welfare. Which effect
dominates depends on the particular specification of the problem at hand.

This Paper tries to find ways of evaluating the overall effect of asymmetric
information between the regulator and the merging firms. In order to do so, the
Paper attempts to blend two seemingly unrelated areas of economics: the
Theory of Mergers and the Theory of Implementation. The Theory of Mergers
studies the individual incentives to merge and the consequences on social
welfare of such a decision under different market structures. The Theory of
Implementation studies the outcomes that are reachable under a certain game
theoretical solution when the designer is not perfectly informed about the
characteristics of the agents. The key concept here is that of a mechanism,
that is a collection of message spaces that define the possibilities of
communication among agents and an outcome function that specifies how the
final allocation depends on messages. Thus a mechanism is just a procedure
to take decisions. The paramount application of Implementation Theory is the
design of institutions that achieve certain social goals when agents behave
strategically.

It has long been recognized that in an unregulated market, social and
individual incentives to merge can differ widely. This is why in most western
countries certain mergers have to be approved by independent bodies, like
the Department of Justice and the Federal Trade Commission in the USA and
the Commission in the European Union. The former issued Merger Guidelines
that expressed the opinions of the regulators about when a merger would be
likely to be contested by this department. The basic information used by the
Merger Guidelines refers to market shares. However, they also obtain
information from the firms since they recognize that they may possess
information that is not in the hands of the regulator.

The use of market shares in Merger Guidelines has been rationalized in
several papers (Farrell and Shapiro (1990) and Levin (1990)). They derive
sufficient conditions for a merger to increase welfare that depend basically on
market shares of firms. The relevant information supplied by market shares
comes from the fact that in the type of competition they consider market
shares are negatively correlated with marginal costs.



However, this procedure is problematic on two counts. First, it does not
take into account that firms may manipulate market shares in order to fool the
regulator. Second, market shares cannot be used to predict postmerger
equilibrium. In the present Paper, we explore, using the Theory of
Implementation, the potential use of the dialogue between the regulator and
the firms in the process of deciding whether to approve a merger.

In this Paper we take the view that there is a serious informational
asymmetry between firms and regulators, but that merger procedures (i.e.
mechanisms) could, in principle, be designed and enforced. And thus the
question becomes the following: are there mechanisms that could, under any
possible circumstance, achieve socially optimal decisions on a merger when
agents behave according to a certain game theoretical concept?

We focus on mechanisms where firms truthfully reveal the parameters
(their own private information) determining the social gains of mergers. This
kind of mechanism does not always exist, because firms know that the
information will be used to maximize social welfare and not firm profits.

We study two cases in particular: the synergy case and the
rationalization case. In the first case, the relevant parameters refer to the cost
reduction induced by the merger. In the second case, they refer to the cost
differential between merger partners that measure the possibilities of cost
efficiencies due to rationalization of production. In both cases, we show that
implementation of the efficient merger policy is possible. We conclude by
defining the general economic environments where this result can be
obtained.
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|@!i? M) �K� ì @hi ?L� hi@_) |L t|@|i |�i uL**L��?} @tt�4T|�L?G

�tt�4T|�L? �G A�ihi �t @ t|h�U|*) �?Uhi@t�?} @?_ L?|L u�?U|�L? s G ( �$ .
t�U� |�@|

{` : f �g �K : sE�@��

<Li oxps0vxp wd{hv duh ihdvleoh/ lq sulqflsoh/ lw zloo eh srvvleoh wr edodqfh wkh exgjhw e|
wd{lqj ru vxevlgl}lqj frqvxphuv/ surylglqj wkdw wkh wd{ lv vpdoo1

�2



w@|ih L? �i ��** t�L� |�@| �?_ih �tt�4T|�L? � |�i i�U�i?| 4ih}ih TL*�U) �J

U@? Mi �4T*i4i?|i_ �? _L4�?@?| t|h@|i}�it� �L|�Ui |�i hi*@|�L? Mi|�ii? �tt�4T�
|�L? � @?_ |�i ?iUitt@h) UL?_�|�L? �? E��S� @?_ E��.� ���U� U@? Mi hi�h�||i? �?
|�i uL**L��?} �@)G

{` Ew�� : f � {` Ew2� |�i?

i�|�ih �KEw
�� � �KEw

2�

Lh �@Ew
2� � �@Ew

��

A��t t|@|it |�@| �u @ 4ih}ih �t tLU�@**) LT|�4@* uLh �KEw� @?_ �KEw�c �? @?)
w� ��|� �KEw

�� : �KEw� @?_ �@Ew
�� 	 �@Ew� 4ih}ih �@t |L Mi tLU�@**) LT|�4@*�

�L?�ihti*)c �u ?L 4ih}ih �t tLU�@**) LT|�4@* uLh �KEw� @?_ �KEw�c �? @?) w� ��|�
�KEw

�� 	 �KEw� @?_ �@Ew
�� : �@Ew� |�i 4ih}ih �@t |L Mi tLU�@**) LT|�4@*� � �@) �?

���U� |�iti UL?_�|�L?t @hi u�*�**i_ �t M) tT*�||�?} |�i (�. T*@?i M) @? �?Uhi@t�?}
u�?U|�L?�
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5�?}� @?_ V��it E�bHe�� ì �@�i @ UL?t�4ih i?_L�i_ ��|� @ UL?t�4ih t�hT*�t
Lu |�i uL**L��?} uLh4G

� Ef� nf2�� f2

�

2
� f2

2

2
� Kf�f2

��ihi f� hiThiti?|t UL?t�4T|�L? Lu }LL_ � @?_ M hiThiti?|t |�i _i}hii Lu ThL_�U|
_�gihi?|�@|�L?�
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5LU�@* ì*u@hi t@|�t�itG

`?Ee� '
]

f?Ee�

f
E� E%�� e�_%

_`?Ee�

_e
' E� � e�f

�

?
Ee��f

Nt�?}EH��� @?_EH�2�c �i �@�i |�@|

_`?Ee�

_e
' �E?n q n 2�f

E? n q n ��
�

2e



b� �TTi?_� ��

AL t�4T*�u) i Thitt�L?t �i �ti @ � �� S� @?_ _ � S2 � S�� A�i uL**L��?} t)t|i4
}��it �t @ @?_ _ @t @ u�?U|�L? Lu �@ @?_ �K�#

@E2� K�� 2_

e� K2

$2

' �@

@2

2E� n K�
�
#
@E2� K� n K_

e� K2

$2

' �K

A�i L?*) tL*�|�L? ��i? M'
�

2
t@|�tu)�?} @ : f @?_ _ 	

�@

e
�t }��i? M)G

@ '
t
�E�@ n e�K�� �

2

t
�@ Eb���

_ '
�

e

t
�E�@ n e�K�� �

t
�@ Eb�2�

Nt�?} i^��*�Mh��4 L�|T�|t |�i U�@?}i �? �i*u@hi U@? Mi �h�||i? @t @ u�?U|�L?
Lu @ @?_ _G

{` '
2D2@_� 2.@2 � �HH_2

eDf
Eb���

Nt�?} Eb��� @?_ Eb�2�c Eb��� U@? Mi hi�h�||i? @t @ u�?U|�L? Lu �@ @?_ �KG

{` '
S�K � e�@ �

t
��@E�@ n e�K�

e

A��t u�?U|�L? �@t |�L hLL|t �K ' �@

#
D	 2

s
�

S

$
� �t {` �t UL?�i �? �Kc �i

�@�i |�@| {` : f �u �K 	 �@

#
D� 2

s
�

S

$
@?_ �K : �@

#
D n 2

s
�

S

$
� OL�i�ih L?*)

|�i tiUL?_ hit|h�U|�L? �t UL4T@|�M*i ��|� �K : �@�

b�f��� �ih|h@?_ UL4Ti|�|�L?�

A�i uL**L��?} t)t|i4 }��it �t @ @?_ _ @t @ u�?U|�L? Lu �@ @?_ �K�#
@E2� K� K2�� E2� K2�_

Ee� K2�Ee� DK2 n Ke�

$2

' �@

2D



@2

2E� n K�
�
#

@E2� K� K2� n K_

Ee� K2�Ee� DK2 n Ke�

$2

' �K

A�i L?*) tL*�|�L? ��i? M'
�

2
t@|�tu)�?} @ : f @?_ _ 	

D@

.
�t }��i? M)G

@ '
.
s
�b�K n e�@ � �S

s
�@

��
Eb�e�

_ '
�f
s
�b�K n e�@ � eD

s
��@

2S
Eb�D�

Nt�?} i^��*�Mh��4 L�|T�|t |�i U�@?}i �? �i*u@hi U@? Mi �h�||i? @t @ u�?U|�L?
Lu @ @?_ _G

{` '
Hff@_� �2D@2 � S�2_2

��Df
Eb�S�

Nt�?} Eb�e� @?_ Eb�D�c Eb�S� U@? Mi hi�h�||i? @t @ u�?U|�L? Lu �@ @?_ �KG

{` '
�D��K � e�e�@ � eH

t
�@Ee�@ n ���K�

��H

A��t u�?U|�L? �@t |�L hLL|t �K ' �@

#
2EDD	 H

s
�f�

H�

$
� �t |�i u�?U|�L? �t

UL?�i �? �Kc �i �@�i |�@| {` : f �u �K 	 �@

#
2EDD� H

s
�f�

H�

$
@?_ �K :

�@

#
2EDD n H

s
�f�

H�

$
� OL�i�ih L?*) |�i tiUL?_ hit|h�U|�L? �t UL4T@|�M*i ��|� �K :

�@�

2S




