AN FTC GUIDE TO

MERGERS

COMPETITIVE EFFECTS

THE LAW BARS MERGERS WHEN THE EFFECT “may be substantially to lessen competition or to tend
to create a monopoly.” Three basic kinds of mergers may have this effect: horizontal mergers, which involve

two competitors; vertical mergers, which involve firms in a buyer-seller relationship; and potential competition

mergers, in which the buyer is likely to enter the market and become a potential competitor of the seller, or vice

versa

Horizontal Mergers

There are two ways that a merger between competi-
tors can lessen competition and harm consumers: (1)
by creating or enhancing the ability of the remaining
firms to act in a coordinated way on some competi-
tive dimension (coordinated interaction), or (2) by
permitting the merged firm to raise prices profitably
on its own (unilateral effect). In either case, consum-
ers may face higher prices, lower quality, reduced
service, or fewer choices as a result of the merger.

Coordinated Interaction

A horizontal merger eliminates a competitor, and
may change the competitive environment so that the
remaining firms could or could more easily coordi-
nate on price, output, capacity, or other dimension of
competition. As a starting point, the agencies look to
market concentration as a measure of the number of
competitors and their relative size. Mergers occur-
ring in industries with high shares in at least one
market usually require additional analysis.

Market shares may be based on dollar sales, units
sold, capacity, or other measures that reflect the
competitive impact of each firm in the market. The
overall level of concentration in a market is mea-
sured by the Herfindahl-Hirschman Index (HHI),
which is the sum of the squares of the market shares
of all participants. For instance, a market with four
equal-sized firms has an HHI of 2500 (25° + 252 +
252 + 252). Markets with many sellers have low HHls;
markets with fewer players or those dominated

by few large companies have HHIs approaching
10,000, a level indicating one firm with 100% market

share. The larger the market shares of the merging
firms, and the higher the market concentration after
the merger, the more disposed are the agencies to
require additional analysis into the likely effects of
the proposed merger.

During a merger investigation, the agency seeks

to identify those mergers that are likely either to
increase the likelihood of coordination among firms
in the relevant market when no coordination existed
prior to the merger, or to increase the likelihood
that any existing coordinated interaction among the
remaining firms would be more successful, com-
plete, or sustainable. Successful coordination
typically requires competitors to: (1) reach an agree-
ment that is profitable for each participant; (2) have
the means to detect cheating (that is, deviations
from the plan); and (3) have the ability to punish
cheaters and reinstate the agreement. The coordi-
nation may take the form of an explicit agreement,
such as agreeing to raise prices or reduce output,
or the coordination may be achieved by subtle
means—-known as tacit coordination. Firms may
prefer to cooperate tacitly rather than explicitly
because tacit agreements are

more difficult to detect, and

some explicit agreements may

be subject to criminal prosecu-

tion. The question is: does the

merger create or enhance the

ability of remaining firms to

coordinate on some element

of competition that matters

to consumers?
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EXAMPLE: The FTC challenged a merger between the
makers of premium rum. The maker of Malibu Rum,
accounting for 8 percent of market sales, sought to buy
the maker of Captain Morgan’s rums, with a 33 percent
market share. The leading premium rum supplier con-
trolled 54 percent of sales. Post-merger, two firms would
control about 95 percent of sales. The Commission chal-
lenged the merger, claiming that the combination would
increase the likelihood that the two remaining firms could
coordinate to raise prices. Although a small competitor,
the buyer had imposed a significant competitive con-
straint on the two larger firms and would no longer play
that role after the merger. To settle claims that the merger
was illegal, the buyer agreed to divest its rum business.

Unilateral Effects

A merger may also create the opportunity for a
unilateral anticompetitive effect. This type of harm

is most obvious in the case of a merger to monopo-
ly-when the merging firms are the only competitors
in a market. But a merger may also allow a unilateral
price increase in markets where the merging firms
sell products that customers believe are particularly
close substitutes. After the merger, the merged firm
may be able to raise prices profitably without losing
many sales. Such a price increase will be profitable
for the merged firm if a sufficient portion of custom-
ers would switch between its products rather than
switch to products of other firms, and other firms
cannot reposition their products to entice customers
away.

EXAMPLE: The FTC challenged the merger of two makers
of ultrasonic non-destructive testing (NDT) equipment
used for quality control and safety purposes in many
industries. For many customers, the products of the
merging firms were their first and second choice, and evi-
dence showed that the two firms were frequently head-
to-head rivals. The merger would have eliminated this
beneficial competition on pricing and innovation. To settle
the FTC’s claim that the proposed merger was illegal, the
companies agreed to divest the buyer’s NDT business.

Vertical Mergers

Vertical mergers involve firms in a buyer-seller rela-
tionship—for example, a manufacturer merging with

a supplier of an input product, or a manufacturer
merging with a distributor of its finished products.
Vertical mergers can generate significant cost sav-
ings and improve coordination of manufacturing

or distribution. But some vertical mergers present
competitive problems. For instance, a vertical merger
can make it difficult for competitors to gain access to
an important component product or to an important
channel of distribution. This problem occurs when
the merged firm gains the ability and incentive to
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limit its rivals’ access to key inputs or outlets.

EXAMPLE: The FTC challenged the combination of an
ethanol terminal operator and a gasoline refiner. Refiners
need ethanol to create specially blended gasoline, and

before the merger, an independent firm with no gasoline

sales controlled access to the ethanol supply terminal.
After the merger, the acquiring refiner could disadvan-
tage its competitors in the gasoline market by restricting
access to the ethanol terminal or raising the price of
ethanol sold to them, which would reduce competition
for sales of gasoline containing ethanol and raise prices
to consumers. As part of a consent agreement, the

FTC required the merged firm to create an informational
firewall so there could be no preferential access or pricing
for its refining affiliate.

Potential Competition Mergers

A potential competition merger involves one com-
petitor buying a company that
is planning to enter its market
to compete (or vice versa).
Such an acquisition could be
harmful in two ways. For one
thing, it can prevent the actual
increased competition that
would result from the firm’s
entry. For another, it would
eliminate the procompeti-

tive effect that an outside
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firm can have on a market simply by being recog-
nized as a possible entrant. What accounts for that
effect? The firms already in the market may avoid
raising prices to levels that would make the outside
firm’s entry more likely. Eliminating the potential
entrant through a merger would remove the threat of
entry and possibly lead to higher prices.

EXAMPLE: The FTC has challenged a number of merg-
ers between pharmaceutical companies where one firm
is already in the market with an-FDA approved drug and
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the second company has a drug that is in the approval

process and could compete once it is approved. Mergers
of this type eliminate a future competitor and further delay
price competition for certain drugs.
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