The Impact of Mergers on Economic
Performance and the Role of
Competition Policy

SHOBFENRLEFRBRODERE

Hiroyuki Odagiri
Hitotsubashi University
15 March 2007

Lunch seminar, Maison Franco-J aponaisy \



av]l]

YA

Y11

Y

_Y1I

gl

ME&AFZELIZIEML TLVS

Increasing cases of Mergers and Acquisitions
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Most M&As are acquisitions and capital participation, while
merger cases are actually few and not increasing
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The same tendency is observed with the JFTC data

$"l
| ()*+,-/-.01
[12345*+67089-00*:7.;<=0-1
T R r e I R P PP PR P ERPEREEPERPEPEEPEPEE
#"! ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,
s - - e s | |
Il! 777777777777777777777777777777777777

Hiroyuki Odagiti%% $i! Sl $NI$ $N& $Ir s




BEOaETIVICLLE8HDEEDR

An economic analysis with an oligopoly model

A—DERFZEHTCRIENGIMZEET S =1
KB —=I/) -9 EEZDH, SA - IBRH
FEE=HIONHDET S,
TDOED2HNEHRTHELEDIEB D,

Consider an n-firm Cournot equilibrium (without
entry or exit) in which all firms produce
homogeneous products with identical cost
conditions. Suppose that two of them merge.
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.E%ﬁi Results
o BHICKY (OEREBETHLSEVRY)
e EHELEDL T T7IIVTIET TS, IESH
TEDO L T7IIEINT S,

s SHERDHBBLIETT S, FEHE
EZOFRIFIFMT B,

After the merger (with other conditions unchanged

v'The market share of merger firms decreases
whereas that of non-merger firms increases.

v'The profits of merger firms decrease whereas
those of non-merger firms increase.
/7 \
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Business-stealing effect among 4 stores at a crossroad
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Do
When A lowers its price or
intensifies the marketing effort, it
can increase sales by stealing

customers from B, C, and D.
This is called the “business-

stealing effect”
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A merger causes the internalization of business-stealing effect

Store A|| ¢t
of A+B
C

Hiroyuki Odagiri

Store B
of A+B

ADBEEHT B L, BMHHD
BEEENISHEEICES
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When A merges B, there is no
merit for the firm to steal business
from B. That is, the “business-
stealing effect” is internalized
Hence, incentive for marketing
efforts is lessened.

/7 \

8



O LEBEBRERGIRDOARILIC KD EEEFENNDA
v T4 TETOER

Owing to this lessened incentive for marketing efforts,

o SEHICKY (oEELTDLSARY)

s EHLEDL I TIINTIET TS, IESHHLEE
D T7I3EMNT 5,

« EHEEDOHBROHLIETIT S, IFESHERD
FIZRIIENT B,

After the merger (with other conditions unchanged)

v The market share of merger firms decreases whereas
that of non-merger firms increases.

v" The profits of merger firms decrease whereas those
of non-merger firms increase.
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Then, why do firms merge?

. wEEFKDZE Empire-building hypothesis
¢« BEEBEEREIZEDEZAA
v Managerial theory of the firm
2. HEK - HFADB S M Collusion hypothesis
. REENSLEVEE, ALFIOREMEEEEY. BRO
BRLEBRINPTVC LNT—ABRICEITS M3lx4
HEg ] DTICK VMRS N TS
v Game theory on “trigger strategy” has shown that explicit
collusion (cartel) or implicit collusion is easier to maintain with

fewer firms
. BHICKB0ZFMMR E Efbciency hypothesis
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When a merger enhances efficiency and lowers
marginal cost of merger firms,

[RABRETESTFICKETNIEL. SHEROFE
[FEMT S,

v" When the merger lowers the marginal cost sufficiently,
the profits of merger firms can increase.

[RABRETERNE S ICKETNIEL, HEMHBHET
TEHLEDDD,

v When the marginal cost reduction is further large, the
equilibrium market price may be lowered.
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When the merger decreases marginal cost by /AC, there are
four possibilities.

Case No.:

Condition:

1)

O0<Ac <A@

(2)

AO<Ac <Ac*

3)

Ac*<Ac<p’-c

C))

p’-c<Ac

fli¥% Price

i

(i

i

U

HEERE

Consumers'

surplus (CS)

J

U

J

i

&0 ER
E]
Profits of the

merger firm

ZHRF

Social welfare
(CS+ .PS)

t/\
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Cases in which efficiency increase is large.

Case (4) SWEMEMEDRRKDT—X
o EIRHMET L. HEEBRE - £EEZREEM

v" Lower price and increased consumers’ & producers’ surplus

Case (3)

o fRIILALEBERRDRDTI0., FEENNZL
Bl 57-0#RE CHEERR+EEERT) JENT S,
WREDBRBEETHSEE., BHElOLETGN

v" Price increase reduces consumers’ surplus; however, profit
increase more than compensates this decrease in CS. Hence, no
need for regulation provided the social goal is to maximize the
total surplus. y \
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Cases in which efficiency increase is small.

Case (1) #h&FEMER EDTRNDIT—R

o MFRIBINL. MRFBRARDV TS, £1EL. SHEXRDFIE
BRI BHDT, AHN®4/t>?47HﬁMMTO

v" Price increases and the total surplus decreases. However, firms
should have no incentive for merger because of profit decrease.

Case (2)

- s L7 LERERRDPRDT S, SFtEFEOFEEM
LTEHNDA T4 TH5D, FEEIEHEERE
BEMDITIEICRE B, BRRIBDT D, £oTH

3ZWNTHHEDH D,

v Price increase reduces consumers’ surplus. Firms have an incentive

for merger but the profit increase is not large enough to compensate
for the CS decrease; hence, total surplus decreases. THE MERGER
SHOULD BE PROHIBITED. /\
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SHICK DA LDIFER
Sources for efficiency increase by mergers

> F O —3NR Synergy effects (EEHB. HRDNR. 1+1>20
NR)
« PERBTOERE - BEOEREDHTHE

v Complementary assets (tangible and intangible) between the firms
=3 Learning
o KUNENLGLEEDBEEFEvCKMZEZFEE
o KUMNENLGEEXDOBEEENESICHID (A—Rb—Fh -
HINF 2 ADREE)

v" Learning of superior management practices and technologies from
the partner

AR DX ™ Economies of scale

. f;?b*ﬁ*ﬁ@ﬁiﬁﬁﬁ“df)hli\ RDER. EPFMNEED
( ‘O

v With significant economies of scale, monopoly should be the \
competitive outcome. /
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Example: Claimed benefits of JAL-JAS merger
(October 2002)

INTEGRATION EFFECTS

COST reduction 73 billion yen 1. Facilities 31 billion yen
(in FY2005) 2.Manpower 24 billion yen

(In the first stage of 3.Aircraft 12 billion yen
integration we have to invest 4.Others 6 billion yen
in information technology -
about 20 billion yen a year)
INVESTMENT 100 billion yen 1. Aircraft 75 billion yen
(up to FY2005) 2. Facilities 25 billion yen
MANPOWER About 3,000 staff 1. Main ground personnel 840 STAFF
Reductions 2. Associated companies 2,050 STAFF
(up to FY2005) 3. Others
FLEET reductions About 10 aircraft This based on current fleet | !

planning of both airlines.

GROUP TARGETS
To establish stable and steady dividends at the earliest possible stage, by FY2005
Consolidated return on earnings 15%
Repayment of interest-bearing debt About 7 Years

Source: Japan  Airlines

Press

Release,

(http://www.jal.com/en/press/2002/012902/012902.html)

Hiroyuki Odagiri

January 29, 2002
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BAfRZE 2 )L — 72005 EROER &
JAL Group, 2005, Actual ROE

-31.9%

CNIIBINNET—RIEB DD 7

Is this an exceptional case?

7\
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Empirical results rarely found efficiency gains from mergers

PRfl - BROIRBENETICK D71 (KE

Studies with stock price or ROR data

[ZZ 1))

s BIRERICHREBELHOA F AR, #HBENEEIC

TSR

v’ Target firms may gain but acquirers do not (or may lose)

S5 7F—2IC&B 9

Studies with accounting data

« FIRTEIEHEICIETLLELETIHHNZN,

v Many found post-merger decline of profitability

Hiroyuki Odagiri
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Empirical results for Japan

& - /NAY] Hase & Odagiri). 1980-87. M&A

FaRE (Matsuoka), 1977-95. & (mergers)
o FlmE - ARFFIEHZIC Exm) ETER
(EICIZFEETREW)

v" Both found that profit rates and growth rates declined
relatively after the merger (though statistically
insignificant).
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Empirical results for Japan

ZEMET - %48 (Fukamachi & Makino). 1984-99,
4 EEDEHF104 (10 mergers in 4 industries),
i — 4 =AW /=REEBNEE (CAR) OO

(Studies of cumulative abnormal returns on stock, CAR)
c YA T AR 54 TIRAUMR 3H.
MREL 24

v Negative in 5 mergers, Positive in 3 mergers, No
effect in 2 mergers.
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BARICDNWTORIASHHERG

Empirical results for Japan

[ (Nagaoka), 1985-2003, 1988ft/SRILTF—4(C kK
5EHNER D747 (panel data with 1988 firms)

c FIRFEICFELMEREL
-%L&E%Ejiz%%<mobmbﬂ%éﬁmj
WTIEYA F AR (-6%)
s EARERZEICIIMESHICTDWTIYAFRAIR (-

7%)

v" No significant effect on profit rates

v Positive effect (2%) on sales growth but
negative effect (-6%) among ‘equal mergers’

v Negative etfect (-7%) on employment growth among ‘equal

mergers’
Hiroyuki Odagiri 22
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Empirical results for Japan

= HH (Yoshida), 1991-2002, &#531% (53 mergers)

o FIBRFTEIZTAFRIRE.
FEEERICIITSRENIEER

v' Negative effect on profit rates, Positive but

insignificant effect on labor productivity

Table 3. Changes in Relative Performance after Mergers

+,-./ 01234./
Profit rate change Labor productivity change
mean st. dev. t -value mean st.dev. t -value
"#$% 1st year after merger -0.0068 0.0294 -1.6989* 0.1115 0.6744 1.1807
I"&$% 2nd year after merger  -0.0046 0.0239 -1.4094 0.1112 0.7915 1.0032
"$% 3rd year after merger -0.0053 0.0254 -1.5189 0.2148 1.(7)?6 \ 1.4451
'$()* Average of 1-3 years -0.0056 0.0215  -1.8897* 0.1458 0.7097 1.4675

Hiroyuki Odagiri 23



BARICOWTORAEDHER-FL80
Empirical results for Japan: Summary

HBREPRREANDEHD TS AMRIIHZE S NEN
MFARHICOWTHEICYA FRER (FHD. SHEXEOD
FTEEMELUTHIZFE, VA FRERAMNEN & ZHRR
ERRVHROAEE (FHb. FERHEEMISEFELLST
TANMREHER)

Positive effects on profit rates or growth rates were not found.

Negative effects especially for equal mergers (Yoshida also found
that the negative effect is more prominent as the sales of the merger
partners are more similar).

Possibility of employment-reducing effect (Yoshida also found
positive, though insignificant, effect on labor productivity).
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Implications for competition policy

RIS ICEINE, DR LEZEZERAELTEH
ZHSWICART SH7DICIIEHDOMEER P
E2Thd,

RIERICENE, TOXDEHEIDOMMETE R LD
—RREY & (FOVZ IR,

Theoretical results suggest that substantial efficiency

increase 1s needed 1n order to socially accept mergers on
the ground of efficiency improvement.

Empirical results suggest that such substantial efficiency
Increase 1S uncommon.
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ZA - BADIRE
The role of entry and imports

BAYPSA (BFREE - SHELE) OFEHT7IC
I, aHICE>T BIFD. H50WIIERN
D) EEHM/RD L THMB LEFFESZNWETE
N, aHOHASHETA FT AR,
< AYTFRETIV - *—7 v MG
If the threat of imports or entry (by domestic or foreign
firms) 1s sufficiently strong, mergers should not lead to
higher market price, despite higher concentration (among

incumbent or domestic firms). Hence, mergers will have
no socially undesirable effects.

< “The contestable market theory”

/s \
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<HET - $EFICK D RAHER
Empirical results by Fukamachi & Makino

4 EEEP 3 EXTHHEZDOMS L5 = MY

1 EE (AAEm) TIEEHOMmgIRLEL, 7
B, AERHICDWTIZMEIEANT A FAZIE,

« BffLnEL THAL
Found post-merger price increases in 3 out of 4 industries.

In the remaining industry (petroleum), there was no price

effect of merger, but price decreases for naphtha and No.1
fuel oil

< Imports increased around the time of merger

/7 \
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EHAA RSA4 2 (107) ICEIT29EEDERE
Efficiency considerations in the JFTC Merger
Guidelines, 1/07

PERESRICBWT,  HAFESAIIIN—TOEEIRM LTI EICEKD
T, HESUHIT N —THHRENLTENE LD ENRIAENDIHEERIC
X, TEDOEHMKL TRFICHEZHZEL T S,

CDIZBICEITHEHICDNTIZ
TEESICEAFOMREL THERMENSM LETEHIHDTHD &,
EMEOR ENEIRAEETHD &
NEEDORLEICKVFEEEDODEENBKRTSHIHDTHSH &

D3 DDE=ENSHIET 5,

When improvements of efficiencys, ..., is deemed likely to make the company group to take
competitive conduct after the business combination, this factor will also be considered to
determine the impact of the business combination on competition.

Efficiency to be considered in this case is determined from three aspects:
(1) efficiency should be improved as an effect specific to the business combination,
(i1) improvement of the efficiency should be materialized, and / \

_ _ gii) improvement of the efficiency contributes to enhance users’ welfare.
Hiroyuki Odagiri 28
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Is the allowance for efficiency defense too restrictive?

HARSAUNE TREBEBOBRENDIERTDHC L] =
EXKLTEY, SHERICMBS LF I HRIEMENH
5T —AREHRL TS, MBS EFRICKDEESR
REIDRVEEBRETICESEEZRFIOEMD
L—FRF 71 EWDEEIFEN,

o HEPICKDT—RADIEFEDLTNSD, T—RAQB)IFFE

L TULVELY,

The Guideline requires it “contributes to enhance the
users’ welfare” and eliminates the case in which post-
merger price increase 1s expected. There 1s no room for
“welfare tradeoff” between CS decrease due to price
increase and PS increase due to cost reduction.

v’ Case (4) is allowed but Case (3) is not.

/s \
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T—A@IIBDHNZDB. T—AQ)ERH LN
Case (4) 1s allowed but not Case (3)

Case No.: (1) 2 3) (4)
Condition: 0<Ac<A€ AO<Ac<Ac* c*<Ac<p’- p’-c<Ac

I " # Price 'ﬂ‘ 'ﬂ‘

$ &' (

Consumers U U U 1l
surplus (CS)

) * o+,

Profitsof the
merger firm

i i
[ 01" (
Social welfare U U n il
(CS + PS) / \
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Z DRI SR

This restriction must be reasonable

B - RIS, FL—FATDT—XADNIRE
Y78 AT RETE (S L

A - BADZRSTHTHNIE, ERLEREF
BEINE,

Both theoretically and empirically, the probability of
such tradeoft 1s low.

With sufficient entry and import threat, the price should
not increase.

/7 \
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Asymmetric information

MEROIEXTRE] D2, HEHRIABICKSEHIR
DT IR, SHIBERICKVIIEHRENDFERICKY
BT D Z EDNA 7 ADBIRMED K
SHOBRFAFTZE LG, SHEDOBREHIBLPZDUR
CDONWTORBZEFRFHRA/DER TS LNERE
Owing to the presence of “asymmetric information”, the

competition policy authority tends to rely on the information
provided by firms, which 1s likely to lead to biased evaluation.

The authority should regularly investigate post-merger
restructuring strategies and performance of merger firms, and
thereby accumulate knowledge. v\
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Addendum: Is managerial capitalism necessarily
undesirable?

RERICKIBRRKEKRTHIL. Y/ OREFRKICH
59 % (Odagiri, 1981, 1992) , 7=7/=L.
* BRRIEKRDLEDHIC, MARARREEE LD JEPRBE,
« BEIE. FH@RE - HRAARLEVOABRARICESHDT
IEIINIFIE SN, MEAICK BHEBRIBRRIFEFREICIE
LR,
Growth pursuit by managers contribute to macroeconomic
growth (Odagiri, 1981, 1992), provided
v" R&D investment has to be made.

v" Growth should be pursued internally through investment in
tangible and intangible assets. External growth through M&A do
not contribute to economic growth.

7/ \
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Growth maximization model for managers (Odagiri, 1981, 1992)

valuationratio (v)

Hiroyuki Odagiri

_____________________________________

managerial indifference curve

v-g frontier
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