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I. INTRODUCTION

Three years ago, the Antitrust Division of the U.S. Department of
Justice and the Federal Trade Commission revised their Horizontal
Merger Guidelines to articulate in greater detail how they would treat
claims of efficiencies associated with horizontal mergers;' claims that are
frequently made, as for instance in the recently proposed merger between
Heinz and Beech-Nut in the market for baby food.? While these revisions

* Both authors are from the University of California at Berkeley. Farrell recently began
serving as Deputy Assistant Attorney General for Economics at the Antitrust Division of
the Department of justice, but this essay essentially was written before he took that post.
The analysis and opinions expressed here are not purported to reflect Division policy.
We thank Jonathan Baker, David Balto, Alec Chang, Craig Conrath, John Hayes, Ken
Heyer, David Majerus, Bob Majure, Marius Schwartz, and Gregory Werden for valuable
comments on earlier drafts.

' 1U.S. Department of Justice and Federal Trade Commission Horizontal Merger Guide-
lines § 4 (1992, revised 1997), reprinted in 4 Trade Reg. Rep. (CCH) { 13,104 [hereinafter
Merger Guidelines]. An important question, but one that we do not treat here, is how
the standard weighs consumer surplus against surplus accruing to the parties or other
non-consumers. At present there appear to be differences among jurisdictions on this
point. A recent case before Canada’s Competition Tribunal (Canada (Commissioner of
Competition) v. Superior Propane Inc., 2000 Comp. Trib. 15 (Aug. 30, 2000)) affirmed
a total-surplus standard, while a recent U.S. case (United States v. Franklin Electric, 00-
C-0334-C (W.D. Wisc.) (citing FTC v. Elders Grain, 868 F.2d 901, 904 (1989)), affirmed
a standard that requires benefits to consumers (or non-parties, such as consumers). The
European merger control statute forbids a “concentration which creates or strengthens
a dominant position as a result of which effective competition would be significantly
impeded . . .” (Article 2, Section 3), and this could be interpreted as hostility to efficiencies
achieved by dominant players. Some indeed have referred to an “efficiencies offense”
in Europe.

?The FTC voted 3-2 in July 2000 to challenge Heinz's acquisition of Beech-Nut.
According to the FTC, after the merger, two firms, Gerber and Heinz/Beech-Nut, would
control 98 percent of the U.S. baby food market. In October, judge James Robinson
denied the FTC'’s request for a preliminary injunction to block the merger. FTC v. H J.
Heinz Co., No. 1:00 CV 01688, slip op. (D.D.C. Oct. 18, 2000). While Judge Robinson
agreed that the FTC had established its prima facie case based on market definition,
concentration, and entry barriers, he found for the defendants based on efficiencies: “My
conclusion in this case does not rest on aspirational testimony, but instead credits powerful
evidence in the record about the efficiencies realized by the merger and about the
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we are inclined to accept merger-specificity. Thus, in an industry with
significant and highly specific assets, synergies are more likely to be
merger-specific. (But note that these are precisely the conditions under
which entry or expansion by other firms is likely to be hard, making
anticompetitive concerns greater.)

While we believe that such an inquiry into possible alternative partners
and business arrangements is necessary and unavoidable, it does raise
inevitable concerns about “speculative” analysis. Because the merging
firms could enter into a wide range of business arrangements either with
each other or with alternative partners in the absence of the merger,
and since such arrangements often pose subtle business and contractual
problems, there can be no simple or precise test for merger-specificity.
We certainly agree with the Guidelines that one should be wary of seeking
out business arrangements that are highly problematic and unusual but
might in theory enable claimed efficiencies to be achieved. In judging
the likelihood that alternative, efficient arrangements would arise, one
should (a) be realistic about what could in fact happen absent a merger,
and (b) treat as equivalent to merger, rather than as an alternative
disproving merger-specificity, contracts that necessarily include or pro-
duce competitive restrictions tantamount to merger. For example, for
two competitors seamlessly to share one another’s production facilities
or sales forces might (in a particular industry) be very unlikely, at least
without contractual provisions that limit competition almost as much as
a merger.

As we argued earlier, we reject the notion that as a general matter the
status quo (or history) should be taken as a conclusive indicator of what
can and will happen absent a merger. Yet, if an apparent inefficiency
has persisted and been noted for a long time, and other means of
resolving it have been tried and failed,* perhaps the efficiency may be
more merger-specific than one might have thought.®” On the other
hand, if the industry is changing rapidly in relevant ways, we would put
considerably less weight on such evidence.

% Difficult issues might arise here concerning firms’ incentives to experiment and invest
in making a nonmerger relationship work, when that is possible but difficult, if failure to
do so will facilitate merger clearance.

% An example might perhaps be the inefficiency associated with roaming arrangements
between wireless telephone providers in different territories; by charging each other above-
cost per-minute roaming fees, the two providers artificially inflate their marginal costs of
provide roaming services to their customers, possibly (though there are other theories)
raising the price of such services above what an integrated company would charge. A
rather similar potential efficiency appears to have been a source of concern to European
authorities in the proposed merger between Telia and Telenor, the Swedish and Norwegian
incumbent telephone companies.
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B. HyrOoTHETICAL EXAMPLES OF MERGERS WITH SYNERGIES

To illustrate the economic analysis of various synergies, we now con-
sider a number of actual and hypothetical synergies associated with
horizontal mergers.

1. Coordination of Joint Operations

British Petroleum and ARCO have jointly operated the Prudhoe Bay
oil field on Alaska’s North Slope for over twenty years.? Before merging,
they experienced persistent difficulties associated with joint management
of this resource, which arguably raised the cost of extracting oil from
the field. While institutions and contracts had developed over twenty
years to try to address these problems, the parties argued that nevertheless
some of the rules or institutions put in place were plainly inefficient. If
the firms can show that these inefficiencies are substantial (relative to
single-firm management) despite the parties’ best efforts to overcome
them, we would agree that better management of the joint asset would
be a synergy. Whether that synergy is merger-specific depends on whether
it can be achieved by means short of merger, but it is a reasonable
argument that the twenty years’ discouraging experience suggests that
it could well be merger-specific because there was no reason to think
that the relevant aspects of the market were changing dramatically.®

2. Sharing Complementary Skills: Manufacturing and Distribution

Toyota developed a new and superior approach to manufacturing cars,
but (initially) lacked a ubiquitous distribution network in North America.
General Motors had a well-established distribution network, but its manu-
facturing was less efficient than Toyota’s. Had Toyota and General Motors
proposed to merge, the bringing together of these assets would have
been a synergy. But the synergy could very likely be realized through
means other than merger. Toyota’s improved manufacturing approach
could perhaps—either through licensing, joint venture, or other
means—be taken up by General Motors. Alternatively, or at the same
time, Toyota could have either developed a distribution network of its
own or arranged distribution through other channels. Either of these
alternatives would seem more competitive than a merger, and absent a
merger, the firms had strong incentives to put the respective alternatives
into effect. But if these alternatives took a long time to bring to fruition

38 This example is taken from the recent merger of BP and ARCO; author Carl Shapiro
served as a consultant and expert witness for BP and ARCO in this merger.

% As a general matter, one can argue that something must be changing in the industry
because the proposed merger was not previously proposed. It is unclear how far one ought
to push that argument, and we merely note it for now.
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and required substantial investment, there might nonetheless have been
a merger-specific synergy.

3. Improved Interoperability

Two firms, each of which is a significant producer of word processing
software, produce rather different products. Firm A produces a fast
but stripped-down text processor, “ASCII Alphabet,” with very limited
features and font supports. Firm B produces a powerful but hard-to-use
desktop publishing package, “Beauteous Bitmap.” When the products
are introduced, the firms perceive themselves as being in unrelated
markets. Two years later, the firms become aware that a growing number
of end-users use Alphabet to draft documents and then import the
files into Beauteous. This process is sometimes fraught with problems,
however, because of the very different file formats, and customers increas-
ingly complain. Engineers from the two firms meet to work on improving
compatibility. These technical meetings, however, are increasingly can-
celed or postponed at management’s urging, as each firm’s marketing
department starts to report that users perceive the products as being
competitors. The firms then propose to merge, and claim that improved
interoperability will be an efficiency of the merger.

Clearly, improved interoperability would be an efficiency, and (if each
firm keeps its file format proprietary and subject to change) one that
neither firm could achieve unilaterally—in other words, a synergy. Turn-
ing to merger-specificity, we must then ask whether the synergy could
likely have been achieved by less-restrictive means. According to our
hypothetical, the firms tried to do so, but those efforts were stalled, not
by outside forces but (at least partly) because neither party was keen to
help a direct competitor. Whether a more careful negotiation could find
such a solution is unclear here.

This example thus brings out the point that synergies may be most
merger-specific when the firms are one another’s significant direct com-
petitors: in some rough sense, the competitive concerns grow pari passu
with the merger-specific component of the potential efficiency.

4. Combining a Patent with Manufacturing and Distribution

Brilliant Biotech patents its only product, Cognizance, an IQ-raising
treatment that enables the user to understand the economics of merger
efficiencies. Brilliant has no manufacturing or distribution capabilities.
Megadrug Pharmaceutical has excellent manufacturing, strong distribu-
tion, and a powerful brand name. Megadrug proposes to acquire Bril-
liant Biotech.
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If Megadrug has no competing product, there are no evident competi-
tive concerns, leaving aside potential competition issues. Plainly, there
is an efficiency from combining the patent rights with some manufactur-
ing and distribution capabilities, although it might seem surprising if
this required common ownership. Suppose, however, that Megadrug has
arival product, Allege. If there are other firms with suitable manufactur-
ing and distribution assets that lack rival products, this suggests that the
synergy is not specific to this competitively troubling merger, even if it
required a merger of some kind. If a leading alternative strategy is
that Biotech could build manufacturing and gain distribution at great
expense over time, the delay, and perhaps the cost, would be measures
of the synergy. On the other hand, if manufacturing and distribution
are readily traded, we would be reluctant even to call the combination

a synergy.
If Megadrug is much the best partner for Biotech, perhaps partly
because it knows the market for this therapeutic class, then the competi-

tive concern and the synergy specific to this merger go somewhat hand
in hand.

This case makes it particularly clear that it makes no sense to look
literally at pre-merger conditions to see if the acquisition offers efficien-
cies: prior to the merger, Brilliant Biotech simply was not getting its
patented product manufactured and distributed. Assuming that the prod-
uct just recently received FDA approval, it is plain that merger analysis
must to some degree make judgments about the various ways in which
Brilliant might proceed if not allowed to merge with Megadrug. This is
not speculation; it is a necessary part of the analysis.

5. Network Configuration

Two railroads each have a single track running between A and B.
Customers shipping products in one direction sometimes experience
delays when a train runs in the other direction on the same track,
necessitating complex siding work. The railroads propose to merge, and
offer as an efficiency that they will use one track exclusively for A-to-B
traffic, and the other for B-to-A.%

It is plausible that this side-by-side complementary specialization is an
efficiency. Moreover, neither firm alone can offer both an A-to-B-only
product and a B-to-A-only product, so if customers demand the ability
to get shipments in both directions from a single firm, then the efficiency

1 This, and the rest of the discussion, of course presupposes that the lines converge at
each end at some type of terminal, so that trains can shift from line to line (even if this
was not the practice pre-merger).
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is a synergy. It is less clear whether it is a synergy if customers would be
willing to buy these products separately, because then either firm could
unilaterally specialize and thus offer a superior product in its chosen
direction. Even if that were unrealistic for some reason, one could ask
about coordination to achieve this efficiency short of merger. If realiza-
tion of this efficiency made the A-to-B line essentially unavailable for B-
to-A traffic, then the competitive harm might appear inseparable from
the efficiency. If, however, it only meant that B-to-A traffic would be
delayed and perhaps priced higher, then the competitive harm might
be ameliorated somewhat by a nonmerger arrangement.

6. Fleet Rationalization

Two trucking companies propose to merge. They serve the same gen-
eral area and customers, and they assert that they will be far more
efficient together by virtue of combining their fleets and thus improving
fleet logistics.

This efficiency is not a synergy if it merely involves an expansion in
scale, as measured by number of trucks in the fleet: one or both compa-
nies could presumably add to its fleet, and would have an incentive to
do so if the scale economies are enormous. However, if it takes many
years to add trucks, perhaps because they are highly specialized, then
the efficiency takes on the character of a synergy (although not necessar-
ily one that is merger-specific if similar vehicles could be obtained from
other sources without the same threat to competition).

VI. WILL SYNERGIES LEAD TO CONSUMER BENEFITS?

In discussing no-synergies efficiencies, we noted two points: first, that
such efficiencies seem likely to be substantial and merger-specific only
when the parties possess market power; and second, that (at least in a
leading simple model) they are then unlikely to benefit consumers. We
make analogous points here, although much less strongly.

First, while there may well be efficiency gains from recombining assets
of any two firms, including firms lacking market power, those gains
may be less likely to be merger-specific where market power is lacking.
Consider this question: what prevents the firms from realizing the gains
from cooperation without a merger? One (by no means the only) cate-
gory of obstacle is that each firm is reluctant to help its competitor
(recall our Alphabet-Beauteous hypothetical). But this answer makes
clear sense only where that competitor is an important constraint on
the first firm’s profits. If the two firms jointly have no market power
(i.e., take the price as given), then each should be happy with any
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cooperation that improves the prowess of both.*! In this sense, firms
without market power, and firms that do not directly compete with one
another, should often find it less difficult to achieve synergies without
merger than firms, each of which is an important competitive constraint
on the other.*? Of course, there may well be factors pushing in the other
direction: for instance, if market shares are sticky, firms that are initially
very small may have much less chance to grow to efficient scale than
firms that start out fairly large.

Second, will synergies, such as economies of scale based on combining
the merging firms’ capital stocks,* benefit consumers even if they involve
the loss of a significant competitor? Some calculations suggest that quite
large reductions in marginal cost are required in order for a merger to
lower rather than raise prices. Thus, in our 1990 article, we found that,
in a symmetric Cournot merger between two firms, each with a 20 percent
market share, in a unit-elastic market, the price will rise unless economies
of scale are strong enough that doubling all inputs yields at least 2.4
times the output. Others have given similar calculations, showing that
substantial economies of scale or other synergies are required for signifi-
cant mergers to produce improvements in consumer surplus (as distinct
from total surplus).*

VII. CONCLUSIONS

Unlike many aspects of merger analysis, analysis of efficiencies should
not predictably feature merger proponents pointing out how much com-
petition there is (and how little between the parties), with opponents
taking the opposite position. Available non-synergy efficiencies may tend
to be largest just where there is pre-existing market power and thus the
greatest prospect for enhancing that power via merger. In addition,

41 Here we assume that improvements to both firms’ prowess are not passed through
to consumers, because they jointly lack market power.

2 Firms without market power may also be less likely to be accused or convicted of
collusion if they reach a cooperative agreement that implements synergies.

“ Why do we describe economies of scale as a synergy here, but not above? The point
is that here we are considering a situation in which there are hard-to-trade “capital stocks”
that affect the production function and that will be intimately combined post-merger, so
that the two firms jointly do indeed have a different production function than the sum
of the two.

4 See, e.g., Gregory J. Werden, A Robust Test for Consumer Welfare Enhancing Mergers Among
Sellers of Differentiated Products, 44 J. INDUS. Econ. 409 (1996); Luke M. Froeb & Gregory
J. Werden, A Robust Test for Consumer Welfare Enhancing Mergers Among Sellers of a Homageneous
Product, 58 Econ. LETTERs 367, 367-69 (1998). Hausman and Leonard offer a numerical
example in which a merger between a brand with a 50% market share and a brand with
a 5% market share, which leads to a 10% reduction in marginal costs for both merging
brands, generates net consumer benefits. Hausman & Leonard, supra note 3, at 715-16.
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direct competition between the parties pre-merger can be an important
obstacle to achieving synergies without a merger, and thus tends to make
efficiencies more merger-specific than they otherwise would be. As a
result, many arguments are double-edged. This may account for some
of the confusion surrounding the topic. It would not be surprising if
merging parties increasingly address the double-edged concern by
arguing in the alternative: if concerns about their union were valid,
then the synergies envisioned would indeed be merger-specific. But the
tension remains.

More substantively, these tensions indicate the complexity regarding
the question of when efficiencies matter most in practice. While there
is obvious sense in the Guidelines’ observation that efficiencies are most
likely to make a difference where there are in any case few competitive
concerns, our analysis above also suggests that efficiencies are most apt
to be important and merger-specific just where there are real competitive
concerns. The difficult balancing concerns are thus brought to center
stage.,



