
CRITICAL ESSAY 10 

ECONOMICS OF ANTI-TRUST 

In this essay we compute the anti-competitive effects of a merger. In order to 
compute the anticompetitive effects of a merger, we identify a consumer surplus 
measure, a net allocative loss and the Lerner index. Each represent a 
mechanical rule for anti-trust investigation 

Computing the consumer surplus measure 

We return to Figure 2 in your Information Notes Unit 3 and to compute a measure 
of the consumer surplus approximated by the triangle ABC = [cfh]. The level of 
monopoly price is pm and the benchmark competitive price is pc = LMC. The 
divergence in price can be captured by the following: 

. 

The difference , hence . 

The elasticity of the industry demand function: 

  

and our point of reference is the monopoly configuration [qm, pm]. By substituting 

, we redefine the elasticity as and further manipulation of the 
equation yields  

The area of the triangle [cfh] is: 

  

and by collecting terms we arrive at a measure of consumer surplus: 

  



Since [  ] is the total revenue accruing to the firm, , where the 
consumer surplus is approximated by the product of total revenue, industry 
elasticity and the price divergence. Also this data is more easily obtained. 

Computing the net allocative loss from a merger 

Again we consider Figure 2 and concentrate on areas A1 and A2. We have 
identified A1 as consumer surplus and presented a method of computation. So 
let us consider the geometric area of A2 as the area of the rectangle [gfba] = 

. The criterion for a positive merger [approvable] is that A2 > A1 => [A2 - 
A1] > 0. 

So rewrite the criterion by expanding the terms as follows: 

> 0 

Divide across by  

> 0 

Define ? as before, and substitute into the prevous equation 

> 0 

If we allow pc = long run average cost [AC], replace pc with AC on the left hand 

side and factor out the quantity ratio,  

> 0 

When it is > 0 we have a positive merger, a negative merger with < 0 and a 
neutral merger if 0. In the opinion of Brown Shoe v US (1962) reference was 
made to the fact that a "merger may be positive but lessen competition". From 
the criterion developed in this section, a merger would be approved if: 

>  



One empirical observation is as follows: if ? = 2 and AC would fall by as much as 
5 - 10% then prices would have to increase by 20% for the merger to be deemed 
negative. Such a price hike indicates substantial market power that must be 
curtailed. 

Computing the price-cost margin or Lerner index 

The emphasis has been on the total revenue TR and the concern for the firm is 
the change on total revenue dTR which we expand as follows: 

  

If we divide across by dq we convert the equation into a MR equation: 

  

The demand function has a negative slope so we replace the + with a - sign. If 
we assime that profit maximisation is allowed then MR = LMC hence 

MR = LMC =  

LMC = p - => = p - LMC => =  

The divergence of market price from the LMC depends on the number of firms in 
the market as well as the industry elasticity. So elasticity is a necessary condition 
but not sufficient to determine the degree of price divergence. Their empirical 
evidence showed that a duopoly with elasticity ? = -2 had a mark-up of 33% while 
a four firm indusrty with a lower elasticity ? = -1 had a similiar mark-up but a five 
firm industry with elasticity ? = -0.5 had a mark-up of 67%. The principle is that 
oligopoly pricing is inversely related to the number of firms and directly related to 
concentration and industry elasticity. While markets may resemble a monopoly, 
in terms of p > LMC, they may not be a monopoly market structure with high 
concentration ratios. With a high CR the market may significantly resemble a 
monopoly structure. Furthermore, the elasticity acts as a discipline on the firm's 
intention to increase price unilaterally in a market. The higher price ranges are 
more elastic, hence any increase in price will reduce the total revenue accruing 
to the firm. Forcing firms to price at the competitive price level where LMC = LAC 
may precipitate a loss for the monopoly firm.  



 

As illustrated in Figure 1 the monopoly position translates into a declining 
average and marginal costs which arise from large economies of scale. Allow the 
firm to set price at p1 where LAC = AR an there is a considerable mark-up on 
price, [ab]. If price is regulated to p2 at which price p2 = AR = LMC the firm would 
incur a deficit or loss of an amount [efgp2]. It would be economically incorrect to 
regulate a firm into possible bankruptcy where the objective is simply to attain a 
lower perfectly competitive price at p2. In other words, a lower price could be 
realised but it does not have to be the lower competitive price. 

Conditions for Prescribing Mergers 

Not all mergers are affirmed. In any focus on antitrust or regulatory issues there 
are three important issues worth considering. These issues are mitigating 
circumstances for merger approval. 

1. The actuality of post-merger concentration: the merger of two or more 
firms may increase the concentration of the market. The example op.cit. is 
the market A pre-merger and market B post-merger. The CR3 increases 
from 60% to 80% and the HHI increases from 0.20 to 0.28. 

2. The strategic conduct of firms: we notice that in market A the 5 firms have 
equal market share and one should question how this came about and 
how it can be sustained. In market C there are fringe firms with a 
combined market share of 20% which gives then a collective market share 
and the possibility of engaging in anti -competitive tactics. 

  



 

1. Duopoly pooling: as illustrated in Figure 2, firms in oligopolistic markets, 
particularly in duopolies, can pool the revenues earned from a shared 
route [say] Brussels-Paris or Dublin-London. The duopoly maximises profit 
where LMC = MR with N seats at a price of pm. Each airline supplies its 
seat capacity N1 and N2 but is pricing at a non-maximised output where 
LMC < MR. There is an incentive to boost revenue by supplying more 
seats, as long as the other firm does not retaliate. Pooling revenues forces 
the duopoly to think like a monopoly and in effect imposes a tax on the 
would-be cheat. As long as the two firms cooperate, the duopoly will last 
and joint industry profits will be maximised. In searching for the degree of 
anticompetitiveness, there are three rather important policy questions for 
anti-trust investigators 

2. is it possible for small firms to engage in anti-competitive tactics? 
3. do we need large firms in order to reap economies of scale? and 
4. how large, in terms of market shares, should a large firm be in the 

product-market? Satisfactory answers have to be delivered to these 
questions before we can confidently affirm or prescribe a merger or 
prescribe the behaviour of dominant firms in strategic markets. 

Impact on Profitability 

With respect to the second of the policy issues we can return to Figure 2 in your 
Information Notes Unit 3 where we identify two geometric areas: A1 which 
represents a consumer loss through a higher monopoly price and A2 which 
represents the cost savings from economies of scale. If A2 > A1 the proposed 
merger should be approved. However, there is no guarantee that the newly 
merged firm will transfer the benefits of economies of scale to the consumer in 
the form of lower prices. The benefit may materialise in terms of improved 
product technology. On the issue of post-merger price, the question remains as 
to what extent the merger, by increasing concentration in the market, contributes 
to the higher market price. Further issues for competition policy is how the 
proposed merger is to realise the cost savings in A2. One possibility is through 



cost rationalisation which inevitably translates into redundancies. The approach 
of the HKBC in the UK takeover battle with Lloyds for the Midland Bank in 1993 
illustrates the two different approaches, with Lloyds management opting for cost 
rationalisation and HKBC prepared to reduce profit margins. 

On the issue of higher post-merger prices, we must take cognisance of the 
economic nature of the product. For example, if the product initially enters the 
market as a procyclical product, the high income consumers are prepared to pay 
the higher price. This will recur, disregarding the conduct of firms. Alternatively 
many products enter the market on a penetration price which initially undercuts 
the rival price; but as the product matures in the market, the price ascends to a 
higher market price. A further dimension is the possible existence of net 
substitutes which may cushion a firm from the substitution effect of a rival product 
price increase. If the incumbent's product is a net substitute, the firm will have a 
buffer against the pricing strategies of the rival firms. The net substitute's market 
share is not directly affected by the price changes of the rival substitute product. 
Lower prices for cans of lager may have little or no impact on sales of bottles of 
wine, however, higher prices for wine may have a direct affect on increasing 
sales for lager. Wine and lager are therefore net substitutes. 

Market consolidation through the competitive process will impact on firm 
profitability as the competitive strategies impinge on market shares and ultimately 
sales revenue. The stakeholder-firms are classified accordingly to whether they 
are already in the product-market as the incumbents or are outside the market as 
potential entrants. The general term, rival firms, applies to all firms as they each 
perceive each other as rival firms. The particular nature of the type of rival firm 
whether extant or endogenous will influence the management response to the 
competitive process. As noted earlier in Essay 5 there is an interaction between 
market value and profitabilty; the issue in this section is the interaction between 
market share and the profitability of the firm. There has been a great deal of 
empirical work on profitability based on the homogenous product oligopoly model 
where the profit margin for the profit maximising firm can be defined as follows: 

  

where is the profit margin of the ith firm and the ratio of trading profits [profits 
inclusive of interest payments and depreciation] to sales. It is the closest 
approximation to the price-cost margin available from company accounts, it is 
usually written as the price-cost margin; however, under the assumption of 

constant returns, it is equivalent to in long run equilibrium. The term MSi is the 
market share of the ith firm and ?i is a conjectural variation term and ? is the 
industry price elasticity of demand. The conjectural variation term expresses the 
output changes firm i would expect from rivals on altering output. The Clarke-
Davies conjecture term is: 



  

which argues that if the ith firm has a market share of MSi then the magnitude of 
the other firms' output responses will be given by the ratio of market shares. In 
other words, the Clarke-Davies conjecture would have us apportion the strategy 
of matching output according to market share distribitions. If we look at the ?i 
equation, we can compute the first derivative such that 

= - < 0 

which implies that larger firms have smaller conjectures than smaller firms. If we 
substitute this expression for ?i into our equation we derive: 

  

where the profit margins are a weighted average of [  ] the margin under 

monopoly or perfect colluson and [  ] the margin under the Cournot case. 
Applying the Machin-VanReenen conjecture, we allow management's 
conjectures to be shaped by the firm's own market share with the conjecture: 

  

  

This emphasises the importance of market share and conjectures about rival 
firms response in determining profitability. The competitive process now has an 
important attribute, the conjecture on how other firms are going to respond. The 
essence of the competitive process is understanding the behaviour of rival firms 
in the product-market. We can capture the understanding by the concept of a 
reaction function which allows management to track the reaction of other firms in 
the context of price and quantity. The very nature of the reaction function 
requires accurate information on rival firm behaviour and assumes that rival firms 
remain trustworthy. This is unlikely in a modern firm environment where 
management occasionally perceive  each other as adversaries in a market share 
game. It is more likely when management opt to cooperate rather than compete. 

   


