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= Introduction

¢.. General Electric and Honeywell proposed to merge in
2000 |
. =" GE supplies jet engines for commercial aircraft
= Honeywell produced various electrical and other control systems
|'w. for jet aircraft
. Deal was approved in the US

7 Butwasdglocked by the EU Competition Dlrectorate
o, B this was a merger of complementary firms
ol 1y IS Ilkel a vertical merger

— 'so can potentially remave inefficiencies inpricing -
e 1 . ben.e ing the me:ged firms and consumers
= 88 Why bl ck the merger’? : : J =
a7 — i i i § 1
' L i'-.:tﬂ V. g TR e Sl b
’:‘.pl'? o 'ﬁ* F B T TR - b
F i = m '.l'.lq- ‘ L
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| al mergers can be detrimental é}

% d q -ngf they fauhtatqa market foreclosure by the m;{l‘rged Llrms '
r@se to supﬂiy non-merged rivals | |
E uﬁ the¥ can also he beneficial I L

- |
e "H'i‘ emove marltétlneffluenmes :

H Regulators ~qed to look for the balance thesel tv+ _:
_i_lﬁczr;\s_d}erm any‘-prop?_sed merger| W

—

Introduction 2

orces in
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) Complementary Mergers

.. Consider first'a merger between firms that supply
complementary‘products

1 A simple example:
.. — final production requires two inputs in fixed-proportions
| =._one unit of each input is needed to make one unit of output
44 — input’praducers are monopolists
. — 'final bmduct producer is a monopolist
~'demand for the final product is P = 140 - Q
) ® marginal ¢osts of upstream producers and final producer (other
y than for the two inputs) normalized to zero. 1
K3 .Wha't‘ls thezeffect of trﬁerger between the two upstream
producers’? | ¥ R

i pﬂ'&g Hm' i h:”; 4
O g
EL !
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. Complementary mergers 2

Supplier 1 Supplier'2

=

e pri(:e\A ACG Vs

Final Producer
el ¥ _I
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Complementary producers
¢ Eé)Lh der the prqiﬂt of the final producer: this is

Ih%'h =(P-vi-¥)Q=(140-v-v-QQ B
0=1M§>‘<|m|ze this with respect to Q

I onflo0 = 140 - (in;ﬁ V,) -20 =
E “'I Qt70 (Vi + V)2 I
the demand for each input
£ 70 (V1 +IV2)/2 i

= v1(7
IS W|th

\ﬁlz.vz/z) b
(]QSP?"?}}O fos i-ﬁ 2%,

et et g ..:...:f&s‘i‘-‘.‘
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The price charged by
each supplier is a We need to solve

function of the other mentary produce these two pricing

supplier’s price VL2 -, 02) Solve this for v/ equations

¢ Maximize thig with respec !

¢ \We can do exactly the same ?or V, V,
vi=10-"Wy2_ , 140

v, =70 - (70 -'v,/2)/2 = 35 + v, /4

so'3v,/4,= 35]i.e., v, = $46.67
and v, = $46.67 iy . 4
. S . 46167 g evean \ RS

o ...- I:'

o P | T
- o i

76.67 70 "0 'Y
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il ~ Complementary products 3
“Eieah 'ﬂhat Q 3'% Q,=70- (v, +V,)/2 |

TS Ef d
“sp‘olb- Q= Q, = 23.33 units v i
Thé final ﬁoduct prli:@ IsSP=140-Q = $116 67| | HII
5| et

\Tts ofithe three 'flrms are then: ' -
SUppI'i-a] 1"&\? supplier z 7, =, = 46.67 X 2*3 88.81
{uelduce nf = (116 67 - 46, 67 46.67) ‘23 33 -$544.29

Chapter 12: Vertical and 8
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Now suppose that the
two suppliers merge

\ 23.33 units @
23183 units @ $46.67 each

$46167 each
| ‘ Final Producer
| IS -
=~ 19 | 123.33 units @ $116:67,each
'I' | i ;"_ 'I. = I.| 3 : Jr L
~ B Sl ¢
! = Consumers i g
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Complementary mergers 5

Supplier 1 Supplier'2

The merger allows the
two firms to coordinate

their prices
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; mplementary mergers
| der"'tﬂe prqflt of the final producer: thisis '“

?3%'-.' -V)Q = (140 - v - Q)Q L
0"1 MPXImIZ&thIS wﬂﬁ ;{espect to Q
IE n'/6Q = 140- v -

W -1 QE7g-vi2’
o-t |s|gr_|/ the demand for each input

i ""Ql Qm_7® V/2 BT

q) l!ng;l:of"t f‘th@, mer%ed suppller ||s
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| Complements

' h.‘n""f. VQ,, = V(70 - viI2)

.' o-JDlﬂ'érentlate Wltﬁ espect to
anm/av ;W0-v= i

SO V = $/0 — z
n; e‘qallthat Qm Q 70 vi2 so Q. = 15u / '
i

ne fmal product price P=140 - O

combined pre-merger
profit

i -
I ud] :

produc
1% ;%5 E $pt, 225 t

ettt
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| Complementary mergers 8

o A merger of complementary producers has
' “increased profits of the merged firms
' —iincreased profit of the final producer
.~ -Feduced the price charged to consumers

Everybody gains from this merger: a Pareto improvement! Why?

. i Toadh, g
§| This merger corrects a market failure
— 'prigr to-the merger the upstream suppliers do not take full
= 7 .aceount of their interdependence i

| = cutin price by one of them reduces downstream COsts, increases
elowns-treLam output and henefits the other upstream firm .

r}rg a8 ernallty and so s rgnored L L&

™ rger rﬁternall s the externallty T W o

E e i B
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Vertical Mergers

o TIHe same result arises when we consider vertical mergers:

mergers of upstream and downstream firms
o If the merging firms have market power

' —lack of co-ordihation in their independent decisions

.. — double marginalization

=_merger can lead to a general improvement |

IIIustrate with a simple model

-—'one upntream and one downstream monopollst
_« manufacturer and retailer

s E-) upstream firm.has marginal costs ¢ _
- = setls prodluct to the [etailer at price r per unit' 1
__| — no otheriretail castsi:one unit of input gives ohe unit of output
s retalld'e andisP=A-BQ = .1 . | ¥ R
1 E 'I". ,-Er o o = - . .;- . :'_'|.' .-'..I.
I % |'.i TRl G B “fhi.'.f'i-?-
[ = - B
: it ¥
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Vertical merger 2

Marginal Manufacturer

costs c

wholesale pricel r
b 'dl

'.ﬁ.ﬁ-

l .’ - " .'1 ._.E. .,-

]

Chapter 12: Vertical and
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| Vertical merger 3

. ,Cbnsider the retailer’s decision |

- =l identify profit-maximizing output
- set the profit maximizing price

'=|P-I’_IC€' _ + equate MC = MR to give the
quantity Q = (A-r)/2B

+ identify the price from the demand
curve: P=A-BQ=(A+r)/2

+ profit to the retailer is (P - r)Q
which is 7P = (A - r)%/4B

+ profit to the manufacturer is (r-c)Q
\which is m™ = (r - ¢)(A - r)/2B

| Retail :
Profit : g 3

.-‘-I--'Lh . ‘-. -

2B
Chapter 12: Vertical and 16

Conglomerate Mergers



Vertical merger 4

Gppose the manufacturer setsa\

different price r;

+ then the downstream firm’s
output choice changes to the output

+ and so on for other input prices

Price

Demand

M + demand for the manufacturer’s
output is just the downstream
r i l MC marginal revenue curve /
L l!Jpstrea demand
' MR

" R RAEATE A QU = L b
|-1'A_r 'IZB
r—l -
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i Vertical merger 5

+ upstream marginal revenue is, therefore,
MR, =A-4BQ
+ equate MR, =MC: A-4BQ =c

+ S0 Q*=(A-c)/4B the input price is (A+c)/2
+ while the consumer price is (3A+c)/4

+ the manufacturer’s profit is (A-c)?/8B

@retailer’s profit is (A-c)2/16B J

I 7 = o R Y 'ﬂ._"‘._
Uantity "l o .

1
Fk
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| Vertical merger 6

«'» Now'suppose that the retailer and manufacturer merge
— manufacturer takes over the retail outlet
' —, retailer is now ‘a downstream division of an integrated firm
.. — the integrated firm aims to maximize total profit
| “—_Suppose the upstream division sets an internal (transfer)
iy - pricewof r for its product
< Stippése that consumer demand is P = P(Q
T ='Total prafit is:
sl | _e_upstrgam division: (r - ¢)Q
v 2. downstream divisjon: (P(Q) - r)
-'aggr ate profit: t_P(Q) - C)

" i ul

price nets out of the
profit calculations

-

-l ¥ R

II--- s : -._.- '-:.d .:- .. F -'..-_.".I-I-
P '-!a QTF;te exam‘ple = 'fhl..'k.f.ﬁ.-' .
i ¥
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ertigal, merger 7

This merger has
benefited the two
firms

Frated demand is P(Q) = A - BQ\
¥ revenue is MR = A-2BQ

al cost is C

W he profit-maximizing output requires
hat A—2BQ =¢

®erhand +s0Q*=(A-c)/2B

(A+0)/2 + S0 the retail price isP = (A + ¢)/2

Aggregate _ _ .
; + aggregate profit of the integrated firm is

Profit \(A\—c)2/4B - /

erger has
wed consumers

e ] MC |
; “w WA MR } : ¥ o ;
B A )28 T AB Quantity
Chapter 12: Vertical and 20
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H Vertical merger 8

o .Integration increases profits and consumer surplus
() Why’?
—!'the firms have some degree of market power
~150 they price above marginal cost
Integration corrects a market failure: double margmallzatlon
What If manufacture were competitive?

“io retailer.plays-off manufacturers against each other |
U SO obtaiffe Input at marginal cost

| =-gets the megrated profit without integration

Why worry about vertical integration?

—" two_possible reasons | y !
- * priggidiscrimination 3
e vertlcal foreclosure _' - w4 -J L —.
. L] i’y B i e - - LR M) \
r ? -':!E 1 Fhy dfht‘l-lzq} ‘ .
3 1

Chapter 12: Vertical and
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Price discrimination

¢ Upstream firm selling to two downstream markets
— different demands in the two markets

+ the seller wants to price
discriminate between these
markets

¢ setv, <V,

- | e L - + but suppose that buyers

- can arbitrage
Market 2 + then buyer 2 offers to buy
5 3 i b from buyer 1 at a price v,

_ | | such that v, <v, <v,
: ' + arbitrage prevents price
| discrimination
: Tlas 4 + if the seller integrates

— % 1 - K H ' : D;* = into market 1 arbitrage is

b B3] 0 \ prevented

Chapter 12: Vertical and 22
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Vertical foreclosure

 “Vertically integrated firm refuses to supply other firms
—1 80 Integration can eliminate competitors

Ksuppose that the seller is supplying \
three firms with an essential input

+ the seller integrates with one buyer

« If the seller refuses to supply the other
buyers they are driven out of business

+ Is this a sensible thing to do?

o -

Chapter 12: Vertical and 23
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!h !¥ertical foreclosure 2 _"

B“Wg al foreclosure may reduce compeﬂhon{{ | l
131

:*r. q —|[ offsets benefits qlf removing double marginalization

: BUtL_or this to Wor'lll< |

I - foreclosure has to be a credible strategy for the n{drged *lrms

! @forecf sure must be subgame perfect 1 :
Cgﬂrqie%rﬂodel of foreclosure ] i

H | ].9!38)-.Wlth Cournot compeitltlon ;

ger(
' y _ﬁ.— i§ ==
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Vertical foreclosuy

#-Suppose that there are some inteudRRLRICEICR IR

upstream and downstream produc SIS EICUIRUIEIREEI
_ . g NEGC
¢ Profit of an integrated 'firm is:
The integrated firm will

gl ="(PD - ¢, - _
B (- Gy Col not sell on the independent
¢ Profit of an,independent upstream market

e (PR CU)gUn ™ ®

+ Profit of an indgpendent downstream firm is:
|

L - (P® - PH= cp)apn,
| 1

%‘“ '-:-r';. ] fI : T 'y 4 i

©)

Chapter 12: Vertical and
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Vertical foreclosure 4

¢ IFor the Independent upstream firms to survive requires PY - ¢y, >0
¢ The downstream unit of an integrated firm obtains input at cost c,

¢ Buying from an independent firm costs PY > ¢,

so the downstream divisions will not source externally

¢ N[ Profit from pstream division of an integpes : \
selli selling it earns PY ’ But thisis true.fso
: Iverting output from
| - selling i the external market
pricem S unit div : :
externally Increases profits .
PRI PU -} A SIrEam firm%
~ ' .
d L
|
Chapter 12: Vertical and 27
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) Vertical foreclosure 5

Foreclosure happens

. = but is not necessarily harmful to consumers
'  reduces number of buyers in the upstream market

1 L= Increases prices charged by independent sellers to non-
| Integrated downstream firms

* but integrated downstream divisions obtain |r,1puts at cost
) T#putsipressure on non-integrated downstream firms

|~ provided there are “enough” independent upstream
. firms the anti-competitive effects of foreclosure will be
offset by the cost eitdvantages of vertical integrdtion

;;ii- i:":!.i B e H:Tht_"l ¥ '1:.
Fi'?; 1 .""ﬂ'}"hr
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Vertical merger — reappraisal 2

|
» Recall the proposed GE-Honeywell merger
,— Ifthis Is the only merger then the merged firm gains and the
non-merged firms lose
« appears to be this that guided the EU Competition Directorate
| ~ ~I-= but consumers ‘benefit even in this scenario |
]|  and rivals have a clear strategic response: merge

— s0.the EU must have believed that merger by rivals was not
posmbf@

"1« Orwauld be strategically prevented by GE- HonewNeII

= " and that if the Integrated GE-Honeywell gains a mgnopoly
|~ positiongprice will'rise

—= Many|believe that this was unlikely
L2 %the' iSi om.rﬂmalns questlonab-l o )
| 2 = |..-,-Il'1 | 'h
= . . i I
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Conglomerate Mergers

'
) “%P"i "‘under cgl;gsnon control firms Whos.e prqduc!s are

ne.lj;her substitutes nor complements i I
4 resultﬂn a diversified firm
H perlod from 19605'1!p early 1980s is when many \varé fq-ims

ere convincing rationale for this ty :ﬁ of m

rlFl)t probablyapacmdentofhlst‘ory |
.._a | @ﬂuauy corrected by downsizing and focus- on corAeﬁ.;
il petence” |- ; | i -
.4..J.Poss'|'b'ie{|aiionale i Y et + 1l
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tonglomerate mergers. 2]
. 1
mies of s%ope .‘F. {

! j —tl,but these geneqally derive from use of comm n inputs
meed flrms:lfhould be related in some re pefct |

I!E o S|m|Iar markets | ' ﬂ i

e similar te.chnologl,qs
- r.dn?a %ﬁo't support this hypothesis
| . .

I
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= Conglomerate mergers 3

o Ec!:onomize on transactions costs g
— take a specialized machine can produce two goods /A and B
e markets for A and B are concentrated
e if machine is used to produce only A there is spare capacity
| —then owner may wish also to produce B — conlglomeration
—-the owner could also lease use of the machine to a
spemahzed B produeer to avoid conglomeration

« Ibut'this has problems
— nEgotlatmg and bargaining over the lease

L AR conglomeration avoids these problems
= pa\ttlculgily |mportaht when the asset is knowledge Intensive

— 0 this. tlve is reasonable :
ts are. common to alk th,g conglomelates products

. ’:"‘ ﬁ t'sj!l p 'by’the"data "t gy T e ‘-f““t - :
2 ORI, ol
—:.I-IJ
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«.. Managerial motives

n B

Conglomerate mergers 4

conglomeration suits interests of management but not
shareholder
. * division of ownership and control of large public corporations
* monitoring of management is far from perfect
* SO management can pursue its own agenda to somg|extent
SUppose management compensation based on firm growth
e easier-to grow by acquisition than-internally |
*1horizontal merger may be blocked by regulators

¢ SO grow by conglpmeration 1
conglﬂrﬂferatlon to reduce management risk -
_diversified firm has diversified risk. - 1 ¥ ——
Iﬁ,}.ll iverSifigs the risk that magiag.g_mantﬁa@ gy
ems to be supported by the evidence LN . “
Chapter 12: Vertical and 33

Conglomerate Mergers



