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Chapter 1

Introduction

The last two decades of twentieth century brought massive changes to the world
economy. The leap in information technologies broadened to a great deal the or-
ganizational possibilities of firms, the deregulation and privatisation of many state
managed sectors in developed markets generated new horizons for the firms, global-
ization and merger waves contributed to creating larger ever firms. In consequence,
nowadays, anti-trust policies and the economic analysis that they are drawn from are
crucial for the economy. Oligopoly theory to which the material eloborated in this

thesis contributes, has become a field that receives much attention.

This thesis consists of four pieces of independent work. In broad terms two general
themes that it addresses can be classified as horizontal mergers and comparison of
equilibrium market parameters in Cournot and Bertrand competition. The analyses
are theoretical, and they employ non-cooperative game theory tools. Supermodular
game theory is used in one of the articles partly to get more general results and partly

to make the formal mathematical derivations concise.

The concept of equilibrium used in the analyses is Nash equilibrium. Under this
notion, firms in an oligopoly realize that their actions alter market outcomes and
thus they behave strategically. At equilibrium, each firm is doing what is in his best

interest given what other firms are doing. The strategic variable chosen by firms
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determines the mode of competition. Two most widely used competition modes are
the Cournot one where firms choose quantities, and the Bertrand one where firms
choose prices. Whether quantity or price is the appropriate choice variable has been
much debated. In practice, firms seem to make both types of decisions. The relevant
oligopoly model for a particular industry depends on the structural features existent
in that industry. Depending on these, price or the quantity may emerge as the
dominant variable. It is important to acknowledge that the theoretical economic
models presented here contain certain hypothesis of industry behavior. If the goal
is to draw conclusions or policy implications for a given industry, then one should
either tailor the theoretical models according to market specifics or, when this is
not possible, try to go for the setting that provides the correct intuition about the

functioning of the market in question.

In oligopolistic markets, a merger may harm competition by eliminating com-
petitive concern for some sellers who consequently would be able to increase their
prices. The evaluation of a specific merger by an anti-trust agency depends on the
relevant policy goals. In many occasions, these are related to consumer welfare or
efficiency, however, other targets such as protection of small or medium sized enter-
prise, or achievement of single-market integration may be pursued by agencies. A
merger raises concern due to two main categories of effects that it may lead to. The
unilateral effects are the ones that result when firms compete before and after the
merger according to some non-cooperative behavior. While, coordinated effects of a
merger are related to the idea that it might be easier for firms to cooperate in the
postmerger environment. Therefore, a merger might change the industry behavior

from “competition” to “cooperation”.

The first part of this thesis deals with mergers. In chapters two and three the
unilateral effects of mergers under different market scenarios are considered. The
approach is taken mainly from the firms perspective and most of the results presented

concern merger profitability. Many theoretical models raise doubts about mergers



being a fruitful business practice. The models presented here point out to some

settings where mergers are benefical for firms.

Chapter two deals with mergers in a homogenous goods industry with supply
function competition. Firms choose functions that determine the quantity that they
are willing to supply for each possible equilibrium price. The canonical models of
Cournot and Bertrand competition are the extreme cases of this broader competition
mode: in the former a firm commits to supply the same quantity for any price, and in
the latter a firm commits to supply any quantity at a single price. In terms of supply
functions they mean horizontal and vertical schedules in the (price, quantity) space.
Supply function competition, in effect, identifies if prices or quantities tend to be
the dominant variable in a specific industry. Steep marginal costs make the outcome
of the supply function competition resemble that of Cournot competition and flat

marginal costs lead to outcomes that are closer to that of Bertrand competition.

Under quadratic cost functions for firms, it is shown that any merger leads to
a reduction in total output of the industry. Contrary to what would happen in
Cournot competition where only merging firms reduce supply and the remaining
firms expand after a merger, in the present model all firms reduce their supply. The
fact that non-participating firms decrease their supply in the postmerger equilibrium
guarantees the profitability of mergers. The main driver of this result is the strategic
complementarity of the supply function slopes. Strategic complementarity means that
a firm finds it in his interest to acommodate the action of its rival. Here, it implies that
a firm finds it more profitable to increase (decrease) his supply when its rival increases
(decreases) his own. Thus, when merging firms decrease their supply after a merger
the rivals also reduce theirs. This further benefits the merging parties. The reverse
happens in quantity competition which is characterized by strategic substitutability.
There, a firm finds it more profitable to increase his output when its rival decreases
his. This being so, the merging firms can not internalize full effect of their quantity

reduction. Their rivals increase output, and the market price does not increase as
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much, harming the profitability of the merger.

Apart from reducing outputs, a merger affects the market shares of the firms as
well. In the quadratic cost setting this raises the possibility that mergers contribute
to welfare by decreasing total costs. If firms have asymmetric cost functions, at
equilibrium, the total output is not produced efficiently. In other words the marginal
costs of firms are not equalized at equilibrium. A merger may increase the share
of low marginal cost firms at equilibrium and thereby decrease the cost of total

1 If a merger increases sufficiently the symmetry of the cost

industry production.
structure in the industry it leads to more efficient production and contributes to
welfare. Obviously if a merger reduces the symmetry in an industry it results in a

welfare decrease.

Chapter three deals with mergers in a differentiated product setting under un-
certainty. In many markets, firms face some sort of uncertainty. Fast pace of tech-
nological advance in hi-tech industries gives rise to dubious industry conditions, as
often it is unpredictable which of the alternative production processes will turn out
to be more efficient, or which product line will be the survivor in a rapidly changing
environment. The speed and the extent of information diffusion has made consumers
more responsive to shocks that occur elsewhere. Often the varying conditions in a
market are observed by all firms active in that industry. For example, when SARS
epidemic breaks out, all airlines know that travel to East Asia will fall. It is not
necessary for an airline to be operating a route to/from there to sense the variation
in demand conditions. Other times the variation is only privately observable. For
intance, improvements or failures in a new production process are only observed by

the firms that switch to the new technology.

In this work, uncertainty is modeled to be of the first type. Risk-neutral firms

evaluate a merger decision when they expect an idiosyncratic shock to the market

!This is different than the output rationalization that will take place inside the merged firm. It
will occur even if the merging firms have the same cost structure, if this structure is less efficient
than the rivals’ production technologies.



demand. However, they know that, once uncertainty is resolved all firms will learn
the market conditions correctly. The analysis has two parts, first to compare the
incentives to merge under uncertainty with the incentives in a benchmark determin-
istic market, and second to observe the preference of a firm over its possible partners
when idiosyncratic random parameters are correlated. Under Bertrand competition,
uncertainty always increases the incentives to merge. Under Cournot competition,
it increases the incentives when they exist in the deterministic market, however, if a
merger leads to a loss in the deterministic market, uncertainty may increase or de-
crease these losses. In price competition, a firm prefers a partner that has positively
correlated random term with its own, while in quantity competition, it values more
a partner that has negatively correlated random term with its own. The difference
between the strategic natures of these competition games leads to this divergence in

preferences.

The second part of the thesis provides some comparisons between Bertrand and
Cournot equilibria. It points out, under particular settings, what would be the differ-
ence if an industry were characterized by price or quantity competition. Conventional
wisdom in economics suggest that prices are lower in Bertrand competition than in
Cournot competition. A particularly clear example of this phenomenon is the homo-
genous good common constant marginal cost setting where price is equal to marginal
cost in price competition, but the equilibrium mark-up is positive under quantity
competition. Although the intuition is valid in differentiated product setting as well,
there are cases when it does not apply. T'wo particular instances of this type, dynamic

competition and mixed differentiated product setting are reconsidered here.

Chapter four, a joint work with Ioana Chioveanu, is devoted to the analysis of
research and development (R&D) investments in a duopoly model. Innovative activ-
ity has become quite important for firms in a wide range of industries. The origins of
most modern microeconomic analyses related to innovation and technological change

can be traced back to the ideas of Joseph A. Schumpeter. He described the pro-
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cess of creative destruction and the dynamics of innovation as the main drivers of

competitive process:

“What we have got to accept is that innovation undertaken by large and dominant
firms has come to be the most powerful engine of economic progress. In this respect
perfect competition is not only impossible but inferior, and has no title to being set

up as a model of ideal efficiency.”

The fact that innovation is more likely in monopolistic rather than competitive
markets, places it as a central theme in oligopoly theory. Economists classify innova-
tion into two broad categories. Product innovation aspires to creating new goods or
to improving the quality of existing products. Process innovation aims at increasing
production efficiency and is typically modeled as an investment in cost reduction.
The present work concentrates on process R&D, though, in part, it conveys a mes-
sage that some of its results go beyond this setting. There are two main trends in
modeling R&D competition. In tournament models, firms compete in a patent race,
and R&D investment by a firm increases its probability of winning the race. The race
is for a given innovation and competitors do not have control over innovation level.
The winner of the race receives some degree of market power due to the innovation,
which, in many cases, is represented as a fixed monetary prize. The alternative path
is to model innovation as deterministic. In this case, the level of innovation is chosen
by the firm through R&D investment. Thus, post innovation market results are en-
dogenous to the model. Chapter four, which compares the dynamic equilibria of two
competition modes when innovation is possible prior to market competition, deals

with deterministic innovation.

A differentiated duopoly market with substitute goods is considered. Only one
firm can reduce marginal cost of production before product market competition takes
place. The demand originates from a representative consumer, R&D technology has
decreasing returns to scale and innovation outcome spills imperfectly to the rival.

Comparisons between the equilibrium results when firms compete in prices at the
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market stage and when they compete in quantities constitute the principal results of
the paper. Previous literature has shown that, typically, R&D investment is higher
under Cournot competition. This is mainly due to the difference in the strategic
effects. A price-setting firm realizes that it will decrease its price after a cost decrease
and this will induce price cuts by its rivals, which are detrimental to the profitability of
the firm. A quantity-setter infers that a cost-reduction will lead him to expand output
and this will induce output reductions by its rivals, which are beneficial to the firm.
The ordinary result in terms of market quantities is that, although under Cournot
competition firms reach to lower cost levels through higher investment, output levels
remain higher under Bertrand competition. In this work, it is shown that, with high
substitutability and low innovation costs: a) R&D investment can be higher under
Bertrand competition, if spillovers are low, and b) output, consumer surplus and
total welfare can be larger under Cournot, if spillovers are high. A new result is
that, with process innovation, both consumers and producers can be better off under
quantity competition. An extension concludes that the above novel ranking of the
innovation level is robust to the consideration of product instead of process R&D.
All the results can be encountered under both types of innovation as our remaining

results for process innovation are present in the product innovation literature.

The last chapter is about a differentiated product setting where both complement
and substitute goods are present on the market. Previous research in this setting,
has found examples where Bertrand prices are higher for some products than the
Cournot ones. This paper proposes a notion of “symmetry” for demand in such a
market is developed. Whenever a mixed products market fulfills this condition prices

of all products are lower under Bertrand competition.
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Chapter 2

Mergers with supply functions

(Another version of this chapter is forthcoming in the Journal of Industrial Economics

under the same title.)

2.1 Introduction

Intuitively, it seems that a merger should not be harmful to the merging parties
as their premerger actions can always be replicated by the new firm. However,
the literature on homogenous product markets suggests that, in many cases, this
intuition does not hold at equilibrium. In this paper, I analyze the effects of mergers
in homogenous good industries where firms compete by submitting supply functions.

I find that mergers always raise the joint profits of the participants.

Firms choose supply functions that relate their quantity to the market price. This
generalizes the traditional models of price or quantity competition which exogenously
impose vertical and horizontal supply schedules.! More importantly, supply func-
tion competition identifies when each of these special cases is more likely to arise.
Klemperer and Meyer [1989] demonstrate that, with steep marginal costs, supply

function competition resembles the Cournot model while, with flatter marginal costs,

LA vertical schedule in the (price, quantity) space corresponds to providing any quantity at a
certain price.
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it is closer to the Bertrand model.? The flexibility, obtained from choosing a relation
between its quantity and the price rather than a single variable, is valuable for a
firm that faces changing conditions. Thus, it is plausible that the first liberalized
wholesale electricity market, the British Pool, was designed to let the generators sub-
mit supply schedules to adopt to changing demand conditions during the day.® The
airlines, who also operate in a volatile market are known to use electronic reserva-
tion programs which offer different numbers of seats at different price levels on each
flight. Arguably, choosing a particular program can be thought of as choosing a
supply function.

In their paper which initiated the analysis of horizontal mergers, Salant, Switzer
and Reynolds [1983] use a constant average cost Cournot model to conclude that

4 Under constant

mergers are generally unprofitable in homogenous good industries.
average costs the merged firm does not differ from the others. Perry and Porter
[1985] consider Cournot competition and a cost function that depends on the assets,
and thereby the size of a firm. They find that profitable mergers are possible when
the merged firm is allowed to be twice as “large” as each partner in a two-firm merger.
However, cases in which mergers lead to losses still exist. McAfee and Williams [1992]
allow for different initial sizes for Cournot oligopolists, but use the particular case
of an asset dependent cost function to characterize the welfare enhancing profitable
mergers. Their analysis reveals that the profitability of the merger is only guaranteed
if the total output share of the merging firms is large enough. By contrast, all

mergers are profitable when firms compete by supply schedules under the same cost

and demand structure.

I show that the linear equilibrium of the supply function game is the equilibrium

% A model considered by Vives [1986], where firms choose optimal scale first and then a competitive
stage follows, produces qualitatively similar equilibrium results with respect to the flexibility of the
production technology.

3Today, such liberalized electricity markets are in operation in many countries, although with
differing rules. A few examples of the literature concentrating on the initial British case are Green
and Newbery [1992], Green [1996, 1999].

“In their setting a merger is not beneficial unless it includes 80% of the firms in the industry.



2.2. The Model 13

of a game in which firms choose the slope of their linear supply functions. In
the restricted game, the best responses are increasing, that is the slopes chosen are
strategic complements. If a firm decreases its supply by choosing a lower slope its
rivals do the same. Thus, when the merged entity reduces supply it benefits from
the reaction of its rivals. This makes any merger profitable. On the contrary, the
quantities are strategic substitutes in a Cournot game. If one firm decreases its
supply its rivals react by expanding their output. Thus, a merged entity can not
internalize all the benefits of its own output cut. The possibility of losses from a

merger in Cournot competition originates from this fact.

In Section 2.2, the cost and demand structure is defined and competition in supply
schedules is introduced. In Section 2.3, the equilibrium in linear supply functions is
formulated. The equilibrium effects of mergers are analyzed in Section 2.4. Finally,

Section 2.5 concludes.

2.2 The Model

There are n firms competing in an industry with a fixed total capital stock K.
Following McAfee and Williams, I assume that industry demand is linear with D(p) =
0 — bp, and firm i’s cost of producing a quantity ¢; is given by C;(¢;) = ¢?/2K; where
K; denotes its capital stock. Marginal cost, given by ¢;(¢;) = ¢;/K;, is linear and
decreases in the capital stock. An industry is symmetric when all firms have the same

capital stock, and therefore the same costs.

A strategy for firm ¢ is a supply function S;(p). The solution concept is Nash
equilibrium. If there exists a unique market clearing price p* such that D(p*) =
¥;Si(p*), then each firm produces the output given by its supply function at p* and
receives the corresponding profits. Following Klemperer and Meyer [1989)], I assume
that, if there is no such price, or there is more than one solution, no production takes

place and each firm gets zero profits.
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In general, the model possesses multiple equilibria. Given the other firms’ supply
functions, a firm faces a certain residual demand and has a unique profit maximizing
price-quantity pair. It can achieve this outcome with infinitely many different supply
schedules, since it has a lot of freedom in constructing the supply schedule at prices
that are not realized in equilibrium. However, as shown by Klemperer and Meyer,
uncertain demand can reduce the multiplicity. The residual demand of the firm is no
longer fixed, and as a result, the firm has different profit maximizing price-quantity
pairs for each realization of the demand.® Thus, an optimal supply function for
the firm should implement the profit maximizing pair for each possible realization
of demand. As the support of the uncertainty increases, more and more functions
cease to be ex-post optimal, causing the equilibrium set to shrink. In particular,
when the support of the uncertainty is unbounded, Klemperer and Meyer have shown
that, for a symmetric industry, the equilibrium is unique and the equilibrium supply
function are linear. Laussel [1992] extended this result to asymmetric duopolies. It is
worth noting that these results do not require any assumptions on the distribution of
uncertainty. Aslong as the support is unbounded, even if the distribution degenerates
into a mass point, the unique equilibrium consists of linear supply functions. This
result motivates my restriction on the strategy space of each firm to linear supply
functions.® In what follows, I will refer to an equilibrium in the space of linear supply

functions as a linear equilibrium.

2.3 Equilibrium in Linear Supply Functions

In this section I establish that the linear equilibrium is unique and characterize its

properties. The following lemma will prove useful in establishing uniqueness.

A similar logic applies to the case of the firms in some liberalized electricity markets as they
are allowed to submit only one supply schedule for a day although demand fluctuates during a day.
Even if firms are allowed to submit different schedules for different hours they might abstain from
variations to abuse their market power, in fear of the regulator.

SKlemperer and Meyer [1989).
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Lemma 1. Consider a game in which A; is a compact interval of the non-negative
reals and the best replies are continuous increasing functions of the type V; (a—;) for
all i where a_; = ¥jza5. If VU, (a—;) /a—; is strictly decreasing in a—; for all a_; # 0,

then the equilibrium is unique provided that ¥; (0) > 0.

Proof. Provided in the appendix. O

Proposition 1. There exists a unique linear equilibrium in which S;(p) = B;p, and

where (P71, .., By,) solves the n-equation system given by

. Ki(b+Xj467)
' K; +b+2j#6}"

Proof. For any firm i, if all other firms use linear supply functions, that is Sj(p) = 8;p
for all j # i, then the residual demand that ¢ faces at any p is given by

Di(p,0) = 0 — (b+ 5j2i8))p.
Firm ¢ will maximize its profits by choosing a point on its residual demand

1
max{f) — (b + Xj:0;)plp — K [0 — (b+Xj2i8;)p)”.

Differentiating, the optimal price solves

0 — (b+ 52,0 — (b4 SjiB,)p + 7 (b + 25810 — (b + Ej2i8;)p] = 0.

%

The second order conditions are met when Z#iﬁj > 0. The firm should choose its
supply such that S;(p) is equal to its residual demand at the optimal price. It follows
that

Si(p)[ K + b+ XjziB,] = Ki(b+ Xj2i8;)p,

and, solving for supply,
Ki(b+ Xj2i8;)

Sz(p) - K, +b+ Zﬁgzﬂjp'




16 2. Mergers with supply functions

There is a one-to-one correspondence between the set of equilibria in the game
where firms are restricted to submitting linear supply functions and the set of equilib-
ria of the game in which each firm i chooses 3; from the set [0, K] where K is the cap-
ital stock of the largest firm, and the payoffs are defined as above with S;(p) = 3,;p.”
The game is log-supermodular, that is, the payoffs satisfy 0 (logm;) /8[3iaﬁj >0
for ¢ # j and the slopes chosen by firms are strategic complements. Moreover, the
strategy spaces are compact intervals. The set of equilibria is non-empty by super-

modular theory.?

Let B_;, = ¥;x;3;. Then the best-response of firm ¢ is given by

Ki(b+B_,)
U; (B) = —— Pt
A
and W; (ﬂ_i) /B_; is strictly decreasing in f_,. By Lemma 1, the equilibrium is
unique and
- Ki(b+Xj4i67)
'K+ b+ Sl
fori#j,i=1,..,n. O

The unique linear equilibrium has several intuitively appealing properties. In
particular, firms with the same stock of capital supply the same amount of output,
and a firm with a larger capital stock supplies more output than a firm with a smaller

capital stock.

Corollary 1. At the unique linear equilibrium.:
(a) K; = Kj implies 3; = B for any two firms i and j.
(b) K; > K implies B] > B for any two firms | and s.

Proof. In the restricted game ¥; (8_;) = ¥ (Kj;, 8_;) for all i with Wk (-,-) > 0 for

all values. The result follows directly from Lemma 2 in the appendix. O

2
7Th€ payoff to firm ¢ in this game is: Uy (,6) = (5_ — %) (ﬁ?) .
i i J#i P

1
¥ A detailed discussion on this issue is in Vives [1999, section 2.2].
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When K7 is distributed asymmetrically, the system of equations defining the
equilibrium does not permit a closed-form solution except for the case of a duopoly.
The duopoly solution is provided in the appendix. In the case of an oligopoly, let
B = b+ BT where g7 = ¥ 1 B7. Then the system can be rewritten as

(85)? — (2K; + B) B + K;B = 0.

Its proper root satisfying §; < K; is given by

1
ﬁ;‘:§ [2Ki+B—\/4K§+B2].

Summing over all firms, B is defined implicitly by

1
B:b+KT+§ [nB—Z?_1\/4Ki2+BQ}.

Letting k = K7 /n, the solution in the symmetric case is

1

ﬁ::m [k(n—Q)—b—F\/[k(7l—2)—b]2+4(n—1)kb}.

It is interesting to compare the firm’s behavior in the above equilibrium to the
competitive benchmark. If firm ¢ behaves competitively, its supply function is the
inverse of its marginal cost function, that is, S;(p) = K;p. By contrast, in the Nash
equilibrium, the slope of firm i’s supply schedule, 57, is equal to §; K; where

o (b+ Zj;éiﬁ;) <1

Thus, in submitting its supply schedule, firm ¢ in effect claims to have a fraction, J;,
of its true capacity. I will refer to §; as firm i’s abatement factor. Firms with more
capital have lower abatement factors than firms with less capital since the former
have relatively more to gain from the withdrawal of capacity.’

The market equilibrium yields p = 6/ (b + ﬁT) and Q = 057/ (b + ﬁT). Since
total quantity increases and price falls in 7, higher values of 37 are better for con-

sumers. The value of 37 depends on the distribution of capital. Note that 57 /KT

9Corollary 1 implies that K; > Kj =0 < (Sj.
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is a measure of industry competitiveness as it is the ratio of aggregate supply to the
supply that would obtain if firms behaved competitively. It follows that the com-
petitiveness of the industry is just the capital weighted sum of the firms’ abatement
factors. Since higher capital firms have more weight and lower abatement factors, the

symmetric industry is the most competitive industry.

Proposition 2. For any n-firm industry with a total capital stock KT, the slope of

the equilibrium aggregate supply, BT, is mazimized when the industry is symmetric.

Proof. The best responses in the restricted game satisfy the condition that

1

[ (15-0) + ¥ (K3,6.,)] < ¥ (3

[K; + K] % (B +Bj]>

DN =

whenever K; < Kj and 8_; > 8_;. Lemma 3 in the appendix gives the result. [

Welfare is given by

0 b \| &1 [ 8N
W‘%Ff(ﬁ%ﬂ]‘fpgaQ+w)'

The symmetric capital distribution yields the lowest prices and highest output so it

is the best distribution for consumers. Furthermore, output is produced efficiently
only in symmetric industries. The efficient production plan requires that each firm ¢
produce a share K;/K” of the total output. This can only be obtained at equilibrium
when the abatement factors are the same for all firms, which in its turn requires K7 to
be distributed equally among the n firms. Thus, in a symmetric industry, competition

is toughest and production is efficient which leads to the following result.

Corollary 2. For any n-firm industry with a total capital level KT, total welfare is

mazximized when the industry is symmetric.

A similar result is obtained by McAfee and Williams. However, the Cournot

model with constant marginal costs gives the opposite result. Salant and Schafer
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[1999] demonstrate that welfare is higher in asymmetric industries holding constant
the sum of marginal costs. In such a case, the level of competition is invariant to
a reallocation of the marginal costs between firms, since the total output is only
dependent on their sum. However, the asymmetric distribution can lead to more

efficient production as lower cost firms produce higher shares of the fixed output.

Consider next symmetric industries with differing number of firms but where the
total capital K7 is fixed. The cost of a given output level is the same, regardless of
the number of firms. Therefore, welfare comparisons are determined solely by the
amount of competition, and naturally, competition amongst equals increases with

their number.

Corollary 3. For any two symmetric industries with the same amount of total

capital KT, welfare is higher in the industry with higher number of firms.

2.4 Mergers

In the quantity-setting version of the model, McAfee and Williams show that, the
merged entity produces less than the total pre-merger equilibrium output of its con-
stituents (although higher than the larger one), and any outsider produces more after
the merger. More precisely, the merged firms contract while the outsiders expand,
although total output declines. Thus, the merger always results in a lower total
output and a higher price. The latter result is true for a more general class of cost
structures than the current one. Farrell and Shapiro [1990] show that when firms are
playing Cournot, the price can decrease after a merger only if there are “synergies”
created by the merger - the synergies being defined as the efficiencies resulting from a
merger that are above the ones which could be created by reallocation of production

amongst the participants.

Under the linear equilibrium in supply functions, the post-merger behavior of

any outsider reflects the behavior of the merging firms. This is easy to see as the
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best response function is the same for a non-participating firm o before and after the
merger, and ¥, (ﬁ_o) is strictly increasing in S_,. Thus, non-participating firms
lower their output if the merging firms decrease their output. This response represents
a major difference from the Cournot model, and it has important consequences for

mergers.

Let 8% (v*) denote the vector of pre-merger (post-merger) equilibrium supply

slopes for the rest of this section.

Proposition 3. Let I be the set of firms that merge and m be the resulting entity.
Then, vk, < XicifB;. Moreover, the abatement factor for any firm that is outside of

the merger falls with the merger.
Proof. Provided in the appendix. O

It follows from Proposition 3 that any merger increases price and decreases total

output. Therefore mergers are harmful to consumers.

The merging firms are considered to have an incentive to merge if their post-

merger profit is higher than the sum of their pre-merger profits.

Proposition 4. Regardless of the capital distribution and the number of firms in

the industry, any merger is profitable both for insiders and outsiders.

Proof. 1t is straightforward that

r%aXﬂ-m (Kmaﬁn’mﬁim) > EiEI I%aXWi (Klaﬁzaﬂtz) = E’L'Elﬂ-i (B*) :
Since 7, (Km,ﬁm,ﬁ_m) strictly decreases in B_,, and v*,, < B*,,, the envelope
theorem implies that

Tm (V) = I%aXT"m (Kmaﬁm/)’*—m) > I%aXTrm (Kmv m:ﬁtm) .

m m

Then, the merger is profitable for the insiders. Similarly, v* , < %, results in

7r0 (’Y*) = Hka.X 7r0 (KO7/307 Pyio) > HéaXﬂ_O (K07 /807 5*—0) = 7I_O (5*) Y

o o
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so the merger benefits the non-participating firms as well. O

The existence of incentives for any merger at any industry composition, differs
from the result of this model under Cournot competition. In that case, outsiders
free-ride as they expand and benefit from the higher prices due to the contraction of
the merging parties. This creates an externality on the merging firms, decreasing

the profitability of their merger to the extent of making it unprofitable sometimes.!”

Although mergers are always profitable, the profitability of the merger depends
upon the marginal cost functions. Below I use simulations to illustrate how the prof-
itability of a merger varies with the slope of the marginal cost curve in a symmetric
industry. The simulations assume that § = 100, b = 1, and that each firm owns the
same amount of capital prior to the merger. The latter assumption implies that there

are no efficiency gains from merging. The following table summarizes the results:

Table 1: Incentives to merge

K price scale initial profits change in profits A

.01 9808 94.30 0.01 01%
1 .8538 609.85 3.81 62%
1 4692 938.36 129.4 13.8%
10 .1087 265.13 297.66 112%
100 .0130 32.47 171.63 529%
1000 .0013 3.32 63.89 1922%

price scale: The position of the market price given by the linear equilibrium in supply func-
tions in the initial symmetric industry, on the [0, 1] interval where 0 is the competitive price!!
and 1 is the Cournot price for the same market.

A: The percentage change in the total profits of two firms which merge.

10For example, McAfee and Williams find that there are no incentives to merge for any two firms
which share less than 22% of the market in a triopoly.

1A discussion on why competitive equilibrium price is singled out as the relevant Bertrand
equilibrium can be found in Klemperer and Meyer [1989] on page 1259.
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The marginal cost curve of a firm becomes flatter as K increases. The second
column of Table 1 demonstrates that prices approach Bertrand prices as marginal
cost curves become flatter. The total pre-merger profits of two firms are presented
in the third column and the change in profits from the merger are listed in the fourth
column. The fifth column measures the increase relative to the pre-merger level of
profits. Mergers are always profitable, but the increase in profits is largest when
K = 10. However, as the initial level of profits is very low in the triopolies with higher
capital stock, the relative incentives (A) continue increasing throughout. Then, if
merging is not costly, the firms can be considered to get more eager to merge as the
industry moves farther from the Cournot-like outcomes. The results belonging to
models with extreme cases of competition can be seen as limits of this phenomenon

in the intermediate range.

In the current model, apart from leading to an output decrease, a merger also
alters the equilibrium market shares of the firms. In an asymmetric industry equi-
librium 0; > 6; whenever K; < Kj, hence, the marginal costs are not equated and
the production in the industry is carried out inefficiently. Through redistributing
production, a merger can increase production efficiency by creating a more “sym-
metric” industry.'> Furthermore, the competition reducing effect of such a merger
will be less severe as competition amongst similars is tougher for a given number of
firms. These suggest that a merger is more likely to favor welfare if it increases the
“symmetry” in the industry. If the gains in production efficiency are higher than the
loss in welfare due to weaker competition, the merger will increase welfare. However,
when the initial situation is a symmetric industry, the merger creates asymmetry, and
both effects work in the same direction leading to a detoriation in welfare. It follows

directly from Corollary 2 and Corollary 3 that any merger from a symmetric industry

12The issue at stake is the efficiency of the overall production in an industry. Due to efficient
operation of plants a merger will always weakly increase the production efficiency of the merged
identity. However, in general, this does not mean that at the post-merger equilibrium the total
production is carried out in a more efficient manner, because a merger might increase the share of
the lower capital firms in the industry production.
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results in a welfare loss.

A second numerical exercise proves useful to demonstrate the role of “symmetry”
in the welfare implications of a merger in this market. This example involves an
industry which has n—2 large firms that have equal capital stock and two small firms
each equipped with half of the capital of a large firm. A merger of the two small
firms results in a symmetric industry. Obviously, for higher n the initial structure is
less asymmetric. Then as n gets lower the gain in symmetry created by the merger is
higher. This simulation is made for an industry with § = 100, b = 1, and K7 = 10.
The maximum amount of welfare is calculated to be 4545,45. Table 2 presents the

results.

Table 2: Symmetry and welfare

n nitial welfare change in welfare A

9 4544.6 .092 011 %

8 4544.2 144 017 %

7 4543.6 .200 024 %

6 4542.5 267 032 %

5 4540.0 101 012 %

4 4533.6 -2.958 -.358 %
3 4514.5 -58.181 -7.040 %

A: The change in welfare as a percentage of the industry’s revenues with competitive pricing.

All the mergers in this simulation are creating a symmetric industry, so their
redistribution effect is positive. The sole counteracting effect working on welfare
is from the descent in competition due fewer firms after merger. This negative
effect gets stronger as n decreases. Initially, the rate of welfare change is positive
and grows as n decreases until n = 6. From there onwards, it starts to decline
and eventually, when there are n* = 4 or less firms, the merger reduces welfare.

This trend suggests that the welfare augmenting effect is getting larger as one moves
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down the table. Then, as the increase in symmetry created by the merger becomes
larger, the positive effect is becoming stronger. The competition loss effect is also
getting stronger as n decreases, and after a certain point on, dominates the total
effect. Nevertheless, a positive relation between the increase in symmetry created
by a merger and its welfare augmentation is evident. The gains in welfare are quite
small as the industry is already producing a high amount of welfare relative to the
competitive level. In fact, for the upper rows, the original situation being quite
competitive makes easier for a merger to contribute to welfare as the competition
loss is smaller. Further calculations show that n* is decreasing in the capital stock
of the industry. This confirms the previous affirmation since higher K7 is conducive

to more competitive-like results for the industry.

2.5 Conclusions

I have analyzed the effects of a horizontal merger in a market where firms compete in
supply functions. Any merger raises price and lowers aggregate output. However,
unlike the Cournot model, the fall in output is not coming only from the merging
firms. Non-merging firms also supply less, since their response to a decrease in the
merging firms’ aggregate supply function is to decrease their own supply schedules.
As a result, mergers are always profitable. The possibility of a welfare increase
depends crucially on gains in productive efficiency. It can happen if the merger
makes the industry “more symmetric’. Any merger from a symmetric industry

results in a welfare loss.

This result should not be interpreted as predicting a monopoly. The model
ignores the organizational cost of mergers and institutional concerns that are present
in the real world. For example, potential mergers in the European aviation sector
have been hampered by the fear that the merged entity would not be entitled to
all the rights of the merging parties. Furthermore, some mergers proposed by firms’

executives are not realized due to coordination problems and informational issues.
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2.6 Appendix

Remark 1. In a duopoly the equilibrium is:

* 1 * *
Bi=35 [—(b+F)+\/(b+F)2+4Ki(b+F) B3 =6i +T
b(K; — K;)
here I' = 1 .
where K, + Kj +b
Proof. The two equations defining the equilibrium are: B* = F% and [ =
K;(b+87)

el Rearranging, K; (85 — 07) +b (8] — K;) +3568; =0, and —K; (8} — Bf) +

b(B; — Ki) + B;8; = 0. Subtracting the second from the first:

(K + K+ ) (85 = 8) = b(K; — i), s0 (8 = B1) = oty Lot T =58 = B,

then the equilibrium equation for i is (35)* + 8f (b+T) — K; (b+T) = 0. Solving

this yields 8] = —(b+D)+ (b+21“) +HAK(04T) -

Proof of Lemma 1. Take o’ and a” from the set of Nash equilibria such that Xa >
Ya!. From ¥;(0) > 0 and ¥; being increasing it is immediate that a) # 0 # a
for all . I claim that o’ ; > a”, for all 5. Assume o', < a”, for some 7, then

a, =, (aLi) < ¥, (a’ii) = a/ since ¥; (a_;) increasing in a_;. This results in

Ya, = d ;, 4+ d, < d”;, +d”, = Xa! which contradicts ¥a, > ¥a!. Therefore
a' ;> ad”; and a} > a/for all 5. Take j such that a} / a;-’ > al/all for all 4. It follows

that aja”; > a7ja’ ;. Thus ¥, <aL-) fa_; > ¥y (a’%) /a”;, and it should be that

aLj < afj. But, then a = U ( j> < U, (a’%) = a;-’ and Ya, < Xa. Thus

a' ;< d”,and @} < a} for all i and I conclude that a; = a. O

Lemma 2. Consider a game as in Lemma 1 in which V; (a—;) = ¥ (a;,a—;) for all
i where oy is an exogenous parameter for each player and W, (-,-) > 0 for all values.

Then a; = aj = a; = a

7 and a; > aj = a; > a; at the Nash equilibrium.

Proof. For the first part assume there exists a Nash equilibrium with o; = «; and

i) <

a; #a;. Let af > aj, it implies a*; < a®;. This gives a; = ¥; (a*;) = ¥, (a*
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| (a%) = aj as U () is increasing, which contradicts aj > aj. Thus, it must be
that a7 = a}.

aj and a; < a;-. Then a*; > aij and it follows that a;f =V, (aij) < ¥, (a"%-) <

For the second part, assume there exists a Nash equilibrium with o; >

U; (a*;) = a}, but this contradicts a} < aj, so I conclude that aj > aj. O

In what follows I will make use of Thm. 2.10 on page 53 in Vives [1999].
Let Af ={acA:a >T;(a)}, A ={acA:a; <Y, (@)}, 3 and At =
Nic NAj, A7 = NijenA;, where W; and W, are, respectively, the smallest and the

largest best response function of player .

Theorem 1. (Vives) Let G be a supermodular game with continuous payoffs. If
the players always select the largest (or the smallest) best response, then a Cournot
tatonnement starting at any a® in A* (A™) converges monotonically downward (up-

ward) to an equilibrium point of the game.

Lemma 3. Let G be a supermodular game with continuous payoffs, satisfying the
conditions of lemmas 1 and 2. If the best responses are such that

21U (i, a) + U (o, a-j)] < ¥ (3 (i +aj),3 (a; +a_;)) whenever a; > o and
a—; < a—j, then for any fized level of @ = Yoy, the sum of the equilibrium actions is

highest when & is shared equally.

Proof. Take any asymmetric distribution of o and denote its equilibrium by a*. Let
L and H be, respectively, the players that have the minimum and the maximum
elements in the vector a.. Let o/ be such that o) = o/ = 3 (g, + ay) and o = aj
for any other player j and denote the Nash equilibrium of the game under this
distribution by a’. I claim that Xa, > Xaf. Consider the action profile a” for which

af =adf; = % (a}, +ay) and @} = a] for any other player j. For a” it is true that

" " 1 " . :
a’;=ad y =3 (a*_L + a*_H) and a”; = a* ; for any other player j. Since oy < apy

and a* ; > a” ;; the condition on best responses apply: W (a}J, a’iL) =U (a}l, a’iH) >

13Where @_; is a vector of size n — 1 denoting the actions of players other than i.
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% [\I/ (aL,aiL) + 0 (aH,aiH)] = a} = df;. Then df € A; and df;, € Ay for the
game with /. For any other player j, W (a},a’%) =v (aj,a*_j) = aj = aj, so
a;-’ € Aj_ for the game with o/. Thus, by the above theorem the Cournot taténnement
starting at a® = o will converge monotonically upward to the Nash equilibrium of
the game. Then, at Nash equilibrium o I have Xa; > ¥V (q;,a”;) > Sa] = Sa}.
For any asymmetric « vector, o’ exists, therefore I conclude that the sum of the

equilibrium actions is maximum when @ is shared equally amongst players. [l

Proof of Proposition 3. Take the action profile 4/ for the postmerger situation where
for the merged entity v/, = Y;erf; and v, = 37 for any firm o outsider to the
merger, then Y9} = 37, Also v, = 8, for any o and it follows that ¥, (v_,) =
B = ~L. Tt is easy to verify that W (Km,’y’,m) < Yier¥ (Ki,’y’,m) where K,, =
YierK;. Moreover, for any i € I, I have 8*, >~+",  so 3 > ¥ (Ki,’/,m). Then,
it is true that W, (’y’,m) < Yic1Bf = 7),. Thus, for any firm [in the postmerger
situation ¥, (*y’_ l) <~} (with a strict inequality for m) and by Theorem 1 the Cournot
tatonnement starting at v° = ' will converge monotonically downwards to the Nash
equilibrium v*. I conclude v}, < W,, (’y’,m) < Yierf; and v} < Xv, = 337, Then,
for any outsider v} < 3, since v} > [ would contradict ¥y} < X8;. Thus, the

abatement factor for any non-participating firm falls after a merger. O

2.7 References
Deneckere, R. and Davidson, C., 1985, ‘Incentives to Form Coalitions with Bertrand
Competition’, Rand Journal of Economics, 16, pp. 473-486.

Farrell, J., and Shapiro, C., 1990, ‘Horizontal Mergers: An Equilibrium Analysis’,
American Economic Review, 80, pp. 107-126.

Green, R., 1996, ‘Increasing Competition in the British Electricity Spot Market’,
Journal of Industrial Economics, 44, pp. 205-216.



28 2. Mergers with supply functions

Green, R. 1999, ‘The Electricity Contract Market in England and Wales’, Journal
of Industrial Economics, 47, pp. 107-124.

Green, R. J., and Newbery, D. M., 1992. ‘Competition in the British Electricity
Spot Market’, Journal of Political Economy, 100, pp. 929-953.

Klemperer, P., and Meyer, M., 1989, ‘Supply Function Equilibria in Oligopoly Under
Uncertainty’, Fconometrica, 57, pp. 1243-1277.

Laussel, D., 1992, ‘Strategic Commercial Policy Revisited: A Supply-Function Equi-
librium Model’, American Economic Review, 82, pp. 84-99.

McAfee, R. P., and Williams,M. A., 1992, ‘Horizontal Mergers and Antitrust Policy’,
Journal of Industrial Economics, 40, pp. 181-187.

Perry, M. K., and Porter, R. H., 1985, ‘Oligopoly and the Incentive for Horizontal
Merger’, American Economic Review, 75, pp. 219-227.

Salant, S.W., and Shaffer, G., 1999, ‘Unequal Treatment of Identical Agents in
Cournot Equilibrium’, American Economic Review, 89, pp. 585-604.

Salant, S.W., Switzer, S. and Reynolds, R., 1983, ‘Losses for Horizontal Merger: The
Effect of an Exogenous Change in Industry Structure on Cournot-Nash Equilibrium’,

Quarterly Journal of FEconomics, 98, pp. 185-199.

Vives, X., 1986, ‘Commitment, Flexibility and Market Outcomes’, International
Journal of Industrial Organization, 4, pp. 217-229.

Vives, X., 1990, ‘Nash Equilibrium with Strategic Complementarities’, Journal of
Mathematical Economics, 19, pp. 305-321.

Vives, X., 1999, Oligopoly Pricing: Old Ideas and New Tools (MIT Press, Cam-
bridge).



Chapter 3

Mergers under uncertainty

3.1 Introduction

Many merger decisions are taken by firms that anticipate near term shocks to the
industry in which they operate. Firms may face some sort of uncertainty about the
effects of these shocks on the future industry conditions. In this case, they evaluate a
partnership differently in the presence of uncertainty. Therefore, analysis of mergers
under uncertainty is important for our comprehension of this frequent business prac-
tice. The existing literature on mergers concentrates on uncertain environments with
private information. Thus, those models do not differentiate between informational
rationale for mergers and effects of uncertain environments on merger incentives. This
paper intends to contribute to the issue by focusing solely on the effects of uncertainty

on merger decisions.

In an industry facing fluctuations of underlying conditions, a shock may affect
the market participants in different ways. Sometimes, the effects of a shock are only
privately observable. For example, in the electricity generation industry, a change
in wind conditions would most probably pass unnoticed by nuclear power generators
while they would be observed with much attention by the wind power generators.

Other times, the effects of a shock may be observed by all firms in the industry, even
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though they vary amongst firms. For instance, consider the tourism industry in the
Meditarranean bowl. The effects of a war in the Persian Gulf are quite different for
the firms that concentrate their operations on the western coast and the ones that
are more active on the eastern one. However, all parties observe the outbreak of a

war once it happens, and all are aware of its consequences.

In this paper, I try to assess the effects of uncertainty of the latter type on merger
decisions of risk-neutral firms. More precisely, I consider two main questions when the
uncertainty in the industry is such that all firms will possess perfect information after
its resolution.! Does uncertain environments increase attractiveness of mergers? How
do firms’ preferences over possible merging partners depend on the way uncertainty
affects them? I look for the answers under two standard competition models, the

Bertrand one and the Cournot one.

In the analysis of mergers in deterministic markets, Salant et al. [1983] find
that under homogenous product Cournot competition with constant marginal costs,
profitable mergers are uncommon, while Deneckere and Davidson [1985] establish
that under differentiated product Bertrand competition all mergers increase profits.
Perry and Porter [1985], by using quadratic costs obtain a hybrid result for the
homogenous product Cournot case where existence of incentives for merger depends

on market parameters.

The research in uncertain markets concentrates on the case where information is
private. Gal-Or [1985] uses a differentiated product model in which the uncertainty
is on a common parameter affecting all firms symmetrically while firms have private
information about it.2 She demonstrates that a merger might impose an informa-
tional disadvantage to the partners at the Cournot equilibrium while it rewards an
informational advantage at the Bertrand equilibrium. Hence, concludes that this

type of uncertainty may reduce incentives when competition is in quantities while it

'Tn other words, each firm will learns the values of all variable parameters upon the realization
of the uncertainty.
?Each firm receives equally precise imperfect information about a common parameter.
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reinforces them when prices are the strategic variables.

A recent study by Banal-Estanol [2002] considers mergers under a Cournot model
which can be seen as a quadratic cost homogenous product or constant marginal cost
differentiated product set-up, where the uncertainty is on a firm specific variable. He
shows that private information may turn a previously unprofitable merger in a certain
market into a desirable one in the relevant uncertain market. Also, he establishes that
under uncertainty firms always have more incentives to merge when the information

is private compared to when it is public.

Here, I find that with publicly observed parameters, uncertainty makes mergers
more attractive when competing & la Bertrand while it has an ambigous effect when
competition is of the Cournot type. In quantity-setting, uncertainty augments the
incentives if they already exist in the deterministic market, but it may increase or
decrease the losses when a merger creates losses in the deterministic market. On
the other hand, in both competition modes, firms have strict preferences over their
partners: Under price competition each firm prefers to merge with the rival whose
random shock is most positively correlated with its own, while with quantity com-
petition the best partner is the one that possesses the most negatively correlated
stochastic term with its own. This difference originates from the fact that prices are

strategic complements while the quantities are strategic substitutes.

In Section 3.2 the model is presented. Premerger and postmerger Bertrand equi-
libria are derived in Section 3.3, and incentives to merge are analyzed in Section 3.4.
Sections 3.5 and 3.6 repeat the previous analyses for Cournot competition. Finally,

Section 3.7 concludes.

3.2 The model

There are n > 3 firms competing in a differentiated goods market. Each firm produces

a single product and all products are substitutes. I consider the merger decisions of
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firms before the resolution of an uncertainty in demand, in two different scenarios:
when firms compete in prices (Bertrand model), and when firms compete in quantities
(Cournot model). I work with linear demand in both cases. This demand can be seen
as originating from the maximization problem of a representative consumer with a
utility linear in money (or in a numeéraire representing the rest of the economy) and

quadratic in the products of the industry under consideration.?

In the price-setting version, the demand for each segment of the market is given
by

Di(p):a—éi—bpmtcz:pk i=1,.,n; b,c>0; b>(n—1)c
ki
where 6; is an idiosyncratic random parameter representing uncertainty in demand.

The assumption that b > (n — 1) ¢ means that the own effect on demand dominates
the aggregate of the cross effects and guarantees the existence of a unique equilibrium

in the price-setting game.

In the quantity-setting version, the inverse demand for each firm is given by
Pi(q):a—ei—bqi—quk i1=1,..,mn; b,d>0; b>d
ki

where 6; is an idiosyncratic random parameter representing uncertainty in inverse
demand. The assumption b > d means that the own effect on price is stronger than
each of the cross effects and is enough for this game to have a unique equilibrium
since the inverse demand of each firm can be written as a function of its quantity and
the sum of its rivals’ quantities.*

A firm faces a lower demand (inverse demand) when it receives a positive shock. 1
assume that the vector of idiosyncratic shocks is distributed such that E (6;) = 6 and

var (0;) = o2 for all firms.® I denote cov (6;,0;) by 0;; and allow for these covariance

#A detailed analysis of the microfoundations for linear demands can be found in Vives (1999)
pp-144-147.

*For a concise discussion on the uniqueness of equilibrium for both type of games, see Vives (1999)
pp. 150.

The support and distribution of  is assumed to be such that all firms produce positive quantities
and make positive profits at equilibrium for any resolution of the uncertainty.
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parameters to differ amongst pairs of firms. I introduce these correlation parameters
to observe a firm’s preferences over its rivals in choosing a partner. A deterministic
market where 6; = 0 constitutes a benchmark against which I compare the results of

the markets with uncertainy.

I assume constant and equal marginal costs across firms. Since the level of constant
marginal cost leads to quantitative but not qualitative differences, I normalize them
to 0. In effect, for Cournot competiton, zero marginal cost and additive demand
uncertainty set-up is equivalent to one in which the random parameter 6; determines
Firm i’s marginal cost and the demand is deterministic. For merger analysis constant
marginal cost assumption represents the worst case scenario since two parties which
merge do not increase their efficiency and have no gains on the cost side. By shutting
off any effects coming from the cost side, this production technology allows to isolate

the effect of uncertainty on mergers.

I only consider mergers that consist of two firms coming together. Let these two
firms be 1 and 2. I compare the expected joint profits of these two firms before
and after a a merger involving them to see if uncertainty increases or decreases the
incentives to merge. An alternative would be to let any number of firms to merge
at once. Then the effect of uncertainty on the incentives to merge could be followed
by how the number of partners necessary to create a profitable merger changes when
uncertainty is introduced. However, the generality gained by allowing multi-firm
mergers does not justify the computational complexity with correlated parameters.
Moreover, in practice most mergers include only two participants at once, although

any of these participants itself might have resulted from a previous merger.”

The timing is as follows. First, two firms decide whether to merge or not. After

the decision concerning the merger, the uncertainty is resolved and all firms learn the

b1t is straightforward to see that the expressions for the profits of a firm are equivalent in the two
cases.

"Recall that I deal with an initial structure with single product firms only, while existence of past
mergers might create multiproduct firms competing in the market.
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complete 6 vector. There is no private information in the model as it would provide
an additional advantage to the merging parties altering the effects of pure uncertainty.
At last stage, firms make their pricing or quantity decisions, and afterwards receive
the corresponding profits according to the market. Therefore, the initial merger
decisions of the firms is based on their expected profits in the presence and absence
of the merger. This particular timing is more appropriate when the industry receives
shocks periodically over time so that there is always a shock that is expected. The
assumption that all firms have perfect information about the resolution of uncertainty
may seem to undermine this set-up’s value for one time shocks. It might seem natural
for firms to wait until things settle down and then take the merger decision rather
than basing it on expectations. However, sometimes in practice there are strategic
concerns that make it impossible for firms to wait. A prominent example is the
175 billion dollar takeover of Mannesmann by Vodafone which took place before the
auctioning of British 3G mobile spectrum licences® and a few years before the actual
implementation of this new technology. Notice that for the mobile phone operating
industry, the UK auction process was an uncertain element whose resolution was

known publicly once it was concluded.

3.3 Derivation of the Bertrand equilibria
3.3.1 No merger case

In this case after the resolution of uncertainty each firm faces the following maxim-

ization problem

max7m; = a—9i—bpi+02pk Ds- (31)
k#i

®In the fall of 1999, Vodafone announced its intentions for merger on November 16 and made its
hostile bid for acquisation on November 19 with March 27, 2000 being the last day for Mannesmann
shareholders to accept; while the auction ran from March 6 to April 27 of 2000.
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Solving for all firms simultaneously I obtain the unique Nash equilibrium of the
pricing game: Firm 1 prices as

a— 6 n en (01 —0™)
20— (n—1)c]  (2b+c¢)[2b—(n—1)c]’

plz[

where " is the arithmetic mean of the 6 vector after the uncertainty is resolved.
The first term gives the price of the firm if there was a unique uncertainty parameter
common to all firms, while the second is a term that corrects for having private
parameters. This correction is positive for the firms whose draw is higher than the
mean and negative for the ones with lower than mean draws. As the marginal gains
from pricing higher decreases in 67 the Firm 1’s price decreases in it. The expected
price of Firm 1 (p;) is equal to its price in the benchmark deterministic market where
each firm has §; = . Substituting the first order condition of the maximization
problem of the firm in its demand function one obtains that the amount sold by the
firm at the market equilibrium is equal to g1 = bpy and therefore its profits are equal

to m = bp%. Then, its expected profits in the absence of a merger is given by

E (m1) = b [pr° +var (p1)] = b [p1° + C*VA],

1
h = 9
where C T -(n=1)d and

Vi = ([2b—(n—2)c]2+(n—1)c2>02+2c[2b—(n—2)c]z

+2¢2 (Zakl - Zh# U1h> .

k<l

g
po 710

The firm’s profits in the deterministic market would be bp?. Thus, under uncertainty
expected profits increase in the variance of the firm’s price. When a firm is charging
the higher prices in its distribution it gains more compared to what it is loosing when

it is charging the lower ones. This is a consequence of the scale effect that the additive

o > 01 denominates the sum of all possible correlation parameters amongst n firms which would

k<l
. k=l—-1 l=n
be written formally as Y, —] 1—2 Okl
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uncertainty parameter creates.'? It is straightforward to see from the above formula
that a firm benefits, on expected terms, if its rivals’ demand shocks are positively
correlated with its own. The strategic complementarity of the prices is the key factor
that leads to this effect. A firm chooses a high price when it receives a low shock,
and it sells more at this price if its rivals also price high, that is, when rivals receive

low shocks as well.

3.3.2 Postmerger case

After a merger the non-participating firms face the same maximization problem as
in the premerger case, they each choose a price for their product facing (3.1). While
the merged entity 14 2 should decide upon the prices of its two products and it faces
the following problem

maxw%rQ: a—91—bp{w+62p{y pY+ a—Hg—bpéw—i-ch% L.
k#1 k#2

Solving for this and the outsider firms’ problems simultaneously reveals that the

merged entity prices its two products as

P (2b+c¢) (a —601) +nc(61 —6™) n c[2b— (n—2)c] (61 — 0)
2(b[20— (n—1)c] — c?) 4(b+¢c)(b[2b— (n—1)c] —c?)’

oM = (2b+c¢) (a — 02) +nc (62 — 6™) c[2b— (n—2)c] (62 —07)

2 2(b[20— (n—1)c] — c?) 4(b+c¢)(b[2b— (n—1)c] —c?)’

and any outsider firm k chooses

=0 ne (B — ™)
b 20— (n—1)c] (2b+c¢)[206—(n—1)(]
(2b+¢) (2a — 01 — 02) + nc (61 + 62 — 20™) 2
2(2b+c)[2b—(n—1)c] (b[2b— (n—1)¢] — ¢?)

YFor intuition, consider a monopolist facing an expected shock equal to 0. Its expected profits
increase in the variance of the random parameter. It sells more than average at a higher than average
price (when it receives a low shock), while it sells less than average at a lower than average price
(when it receives a high shock).
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The third term in the last formula is always positive under the assumptions made for
the distribution of the uncertainty.'’ Thus, independently of how the uncertainty is
resolved any outsider prices higher after the merger. As prices are strategic comple-
ments, the prices chosen by the merged entity for its products are higher than the
prices its constituents would choose in the absence of a merger. This is easy to verify
for the sum of the two prices, as the second terms cancel out. However it is true for
individual prices too, since for the firm with a negative second term, the increase in

the first term due to merger dominates the total effect on price.

Similar to the no merger case, any firm’s equilibrium price decreases in its random
parameter, and its expected price is equal to ]_QZ]-V[ , its price in the equivalent determ-
inistic market with merger, where each firm has 6; = 6. A similar substitution as in
the previous case results in the market equilibrium quantities q{\/l = bp{\/f — cpé\/f and
qéw = bpé\/f — cp{\/f for the merged entity which enables its total profits to be expressed

as i, =b [(p{” )%+ (pM )2} — 2epMpM . Then its total expected profits are
B () = b [var (%) + (57) -+ var (41) + (5F7)']
—2¢ [cov (p}", p3") + P}
— D2 [(b—c) (Vi+Va) + (b+¢) Zia +2[2b— (n— 1) ] ¢ (0 _012)]
w0 (o) 0 (o) — 201
1

h D= d
W b2 - (n—1)d — ) "

_ . (2b+c)[2b— (n—1)c] — 2 Ctn—Nd (6% — o
Z=c| " b= =2 (0>~ am).

In the equivalent deterministic market its total postmerger profit is

—\2  —\2 -
71'%_2 =b [<p11\4> + (p§w> ] — 2epMpd!. Total expected profits of the merged entity
increases in the variance of its prices while it decreases in the covariance between its

prices.

"' This term is equal to the sum of the prices of firms 1 and 2 if no merger occurred multiplied by
a positive constant.
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3.4 Incentives to merge under Bertrand competition

The incentives to merge are given by the increase in the total profits of two merging
firms. In the equivalent deterministic market it is easy to observe that the postmerger

total profits are larger than the no merger profits, the difference is given by
B M =7\ 7\ _ 22 M, M
A :7T1+2—(7T1+7T2):2b (pl) +<P2) —P1°p2” ) — 2epy py”.

The fact that there are incentives to merge in the price setting game is a consequence
of the upward sloping best-response functions. As outsiders also increase their prices,

the insiders gain from the merger.

In the market with uncertainty the difference between expected profits in the

presence and absence of the merger is

E (Wﬁg) —E(m+m) = AP+ [(b —¢)D? - bC’Q] (Vi + Vo) + (b+ ¢) D*Zy5
+D?2[2b — (n— 1) ¢ (0% — 012) -

The change in incentives due to the introduction of uncertainty, is

Ig = E(W%Z)—E(Wlﬁ-ﬂg)—AB
= [(b—c) D*=bC?| (Vi +Va) + (b+ ¢) D*Zz
+D?2[2b— (n—1)¢)*¢ (0% —012) .

Proposition 5. With Bertrand competition, if there is no correlation between shocks
of the firms Ig > 0, i.e. the incentives to merge are always higher under uncertainty

than in the equivalent deterministic market.

Proof. When oy = 0 for all pairs k # [, substitution gives

i
D202

= 2¢G ([Zb —n=2)*+(n—-1) c2>

2b+c
(b+c)

- [4bc2 + [2b— (n —2)d? c} ,
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[(4b+¢)[2b— (n—1)c] —2¢?] [2b— (n — 3) ]
(2b+¢)[2b— (n—1) ¢ '

G >1whenn>3andb> (n—1)¢'? so:

where G = b

I b
D‘Zﬂ > (20—1— (HC)) 20— (n—2)*c—2[2b— (n—1) ] &

Under the assumptions, the term on the right is positive as well as the denominator

on the left, therefore I, 5 > 0. [l

Due to the strategic complementarity of the prices, any firm, the merged entity
and any outsider to the merger, is pricing less agressively after the merger(i.e. higher
prices are chosen after a merger for any given parameter profile). Therefore, a given
variance of idiosyncratic terms results in a higher variance of the prices in the post-
merger world. Since expected profits increase in the variance of prices, o2 contributes
more to profits after a merger leading to incentives to merge increase with uncertainty

in the model.

Lemma 4. Under Bertrand competition the incentives of two firms to merge increase

in the covariance of their random parameters.

Proof. The coefficient of 012 in Ig is

vO= 2b(D2—C’2)2c[26—(n—2)c]

2
—D? (bic) 26— (n —2)]* +2¢% [2b — (n — 3) (]
By algebraic manipulations the following equality is obtained
v _ 4b(4b—c)[2b— (n — 1) ] — 8bc?
D2c?[2b — (n —3) ] (2b+ ¢)2[2b — (n — 1) ¢]?

(2b+ c) (0% — 2bc — ¢*) + b? [4b—4(n—3)c+(2b—c)]c
(b+c)(2b+¢)*[2b— (n—3) (]

(n—3)

(b+c)

12This is formally shown in the appendix.

_l’_
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Under the given assumptions of the model both the sum on the RHS and the denom-

inator on the LHS are positive, therefore the coefficient of o152 in I 5 is positive. O

A positive 012 means that the merged firm receives shocks that move together,
making his price pair fluctuate more compared to the case of a negative correlation
where the price pair would be formed of a high and a low price. This is because
the strategic effect amplifies the price movement. As expected profits increase in the
fluctuations, the contribution of o152 to expected profits is stronger in the postmerger
case. Thus, a firm with positive correlation helps more to the expected profits as a

partner than as a rival in the no merger case.

Proposition 6. Under Bertrand competition, all else equal, amongst its possible
partners a firm prefers to merge with the one whose demand shock has highest positive

correlation with its own.

Proof. This result follows from the above lemma by reinterpretation of the paramet-
ers. Suppose that Firm 1 is considering to merge with Firm 2 or Firm 3. Then ~
is actually the coefficient of 013 — 012 in the difference W13 — W19 where Wis is the
increase in the total expected profits of 1 and 2 when they merge. As 7y is shown to
be positive, all else equal, a firm prefers to merge with the firm who has the highest

correlated parameter with its own amongst its posssible partners. O

3.5 Derivation of the Cournot equilibria

3.5.1 No merger case

In this case, after the resolution of uncertainty each firm faces the following maxim-

ization problem

max m; = a—@i—bqi—quk G- (3.2)
ki
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The maximization problem in this case as given in (3.2) is exactly the one in (3.1)
where c is replaced by —d.'3 Therefore, one can obtain the equilibrium under Cournot
directly from the equilibrium under Bertrand just by substitution. When there is no
merger Firm 1 chooses its quantity as

a—@l dn <9m_91)
Wrm—1d  (—d2b+rn-1)d

Q1:[

where " is the arithmetic mean of the  vector after the uncertainty is resolved. The
first term gives the quantity of the firm if there was a unique uncertainty parameter
common to all firms, as before the second is a term that corrects for having private
parameters. However, this time correction is negative for the firms whose draw is
higher than the mean and positive for the ones with lower than mean draws. As the
marginal gains from producing more decreases in #; Firm 1’s quantity decreases in
it. The expected quantity of the firm (g;) is equal to its quantity in the equivalent
deterministic market where each firm has §; = 6. Proper substitution reveals that
the price at the market equilibrium is equal to p; = bg; and therefore its profits are
equal to w1 = bq%. Then, the expected profits of the firm in the absence of a merger
is given by
E(m1) =b[q* +var ()] = b [ + A*V{],

1
here A =
where A = o T b+ (=1 ™

Vi = (26+(-2)dP+ (-1 @)~ 212+ (n-2)d Y, ou

+2d? (Zakl - Zh# Ulh) .

k<l

g
h#1

The firm’s profits in the equivalent deterministic market would be bg2. Thus, under
uncertainty expected profits are higher and they increase in the variance of the firm’s

quantity. When a firm is producing the higher quantities in its distribution, it gains

!3This type of duality was pointed out first by Sonnenschein (1968) in a nondifferentiated frame-
work, the application here is similar to Vives (1999) chapter 6.
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more compared to what it is losing when it is produces the lower ones. This is because
in the occasions where quantity is chosen relatively high(low) the price received is also
higher(lower) than average. A firm benefits on expected terms from the existence of a
firm amongst its rivals with a demand shock negatively correlated with its own. It is
straightforward to see from the above formula that a firm benefits, on expected terms,
if its rivals’ demand shocks are negatively correlated with its own. The strategic
substitutabilty of the quantities is the key factor that leads to this effect. A firm
chooses a high quantity when it receives a low shock, and it receives a higher price if

its rivals choose low quantities, that is, when rivals receive high shocks.

3.5.2 Postmerger case:

The proper substitutions to the Bertrand case yield that the merged entity chooses

the quantities of its products as

v (2b—d)(a—6y)+nd (6™ — 6;) d[2b+ (n — 2)d] (02 — 61)
T TR+ (n- D) d — &) 1(b—d)(b[2b+ (n— ) ] )’
Mo (26—d)(a—92)+nd(0m—92)+ d[2b+ (n—2)d] (01 — 02)

“ T TR+ (n- D) d — &) 1(b—d) (b[2b+ (n— ) d — d2)’

and any outsider firm k chooses

Mo _ (a —0k) nd (0™ — 0x)

% = Dbrm-1d  (2-d) 2o+ n—-1)d
(2b — d) (2a — 01 — 02) + nd (20™ — 0, — 03)
22— d)[2b+ (n—1)d (b[2b+ (n—1)d] — &)

d>.

The third term in q,]g\/[ is always positive under the assumption for the distribution of
the uncertainty.' Thus regardless of how the shocks realize, any outsider expands
production after the merger. As quantities are strategic substitutes in this game the
merged entity chooses to produce less of each of its products than what its constituent
would have chosen in the absence of the merger. The second terms cancel out, and

each first term is smaller than the one in the no merger case, so the total quantity

Y4 This term is equal to the sum of the quantities of 1 and 2 if no merger occurred multiplied by a
positive constant.
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produced by the constituents decrease. However it can be verified that their quantities
decrease individually too, as even for the firm with a positive second term the decrease
in the first term due to merger dominates the total effect on quantity.

As in the no merger case, any firm’s quantity decreases in its random shock,
and its expected quantity is equal to qlw, its quantity in the equivalent deterministic
market with merger where each firm has §; = 0. A similar substitution as in the
previous case results in the market equilibrium prices pjl\/[ = bq{w + dqéw and pé” =
bqé” + dq{\/[ for the merged entity which allows to express its total profits as 7711\12 =

b [(q{”)g + (qéw)ﬂ + 2dq{wqé\/l. Then its total expected profits are

2 —\2
E (Wﬁg) = b [var (q{W) + <q{”> + var (qéw) + (qéw> }
+2d {cov (q{w,qéw) +q{wqé\/1}
= B2[(b+d)(V1’+V2’)+(b—d)Z{2—2[2b+(n—1)d]2d(02—012)]
— N2 .\ 2 -
+b (q%) —i—b(qéW) +2dq{”qé‘/‘[

1
h B = d
e T b2+ (n—1Dd —a2) "

(2b—d) 20+ (n — 1) d] — d?
(b—d)?

and Zizzd{ } 20+ (n—2)d] (0° — 012) .

In the equivalent deterministic market its total postmerger profit is 77%2 =
— 2 —\ 2 -
b [(q{w ) + (qéw ) ] + 2dq{w qé\/l . Total expected profits of the merged entity increase

in the variance of its quantities and in the covariance between its quantities.

3.6 Incentives to merge under Cournot

In the equivalent certain market it is ambiguous if postmerger or premerger profits

are larger. Their difference is given by

— 2 2 —
AY =g, — (71 +72) = 2b <<Q{\4> + <CJ§W> - ﬁQq_f) +2dqi" g3
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The fact that sometimes it is disadvantageous to merge in the quantity setting game
is a result of the downward sloping best-response functions. The insiders can not
internalize full effect of their quantity cut as outsiders free ride and increase their

quantities.

In the stochastic market the difference between expected profits in the presence

and absence of the merger is

E(m%y) —E(ri+m) = A%+ [(b+d)B*—0bA% (V] +V3) + (b—d) B*Z},
~B%2[2b+ (n—1)d]*d (0 — 012) -

The change in incentives due to the introduction of uncertainty, is

Ig = E(?T%_Q) —E(7T1—|-772)—AC

[(b+d) B® = bA%] (V] + V5) + (b~ d) B*Z],
~B%2[2b+ (n—1)d)*d (0? — 012)

Even if all the correlation terms are zero it is not possible to say if uncertainty adds to
the attractiveness of a merger or decreases it in general. In this respect, even knowing
the sign of merger profitability in the deterministic market is not always sufficient to
determine the sign of the change in the incentives due to uncertainty. Consider for
example when d tends to b. Then, the market is arbitrarily close to a homogenous
market where, in the deterministic case, a merger between two firms decrease their
profits when n > 3. However, under uncertainty, the positive term(the second one)
in the absence of correlation increases without bound as d tends to b (since Z' has
b — d to square in the denominator) suggesting that there must be a d* above which
the effect of uncertainty is always positive. Thus, it is not possible to decide on
the effect of uncertainty on merger profitability even if one knows that the merger
is detrimental to the total profits of two firms in the deterministic environment.
Nevertheless, if a merger is profitable in the deterministic case, then uncertainty

makes it more attractive.
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Proposition 7. With Cournot competition, if there is no correlation between shocks
of the firms, and the merger is profitable in the deterministic setting then Ig > 0,

i.e. the uncertainty contributes to incentives to merge.

Proof. When o = 0 for all pairs k # [, substitution gives

L (B -0k (2 (=D (0 1))
— |4bd® — (be__cg [2b+ (n —2) d]zd] :

If the merger is profitable in the deterministic market then the first term is strictly

2b—d
positive. Moreover, (=] [2b+ (n —2)d]*d > 4bd? when b > d. Thus, under the
assumptions, the term on the right is positive as well as the denominator on the left,
therefore Ig > 0. O

The quantities are strategic substitutes and, thus, although merged firm behaves
less agressively after a merger, the outsiders to the merger are more agressive in the
postmerger world(i.e. for any given parameter profile, merged entity chooses lower
quantities while the outsiders choose higher quantities after a merger). These two
opposing effects are at play both when the deterministic market is considered and
when the uncertain market is considered. However, they have different implications
on merger profitability. The output reduction of the merged entity is beneficial while
expansion of the outsiders is detrimental to merger profitability in a deterministic
market. On the other hand, less agressive postmerger behavior of the merged entity
means that a given variance level 02 has a weaker direct effect on the variance of
its quantities, while the more agressive postmerger behavior of the outsiders means
that a given variance level o2 has a stronger indirect effect on the variance of merged
entity’s quantities(both compared to the premerger case). Since, under uncertainty,
the expected profits depend positively on the variance of quantities, I g can be positive

even when A is negative.
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Lemma 5. Under Cournot competition the incentives of two firms to merge decrease

in the covariance of their random parameters.

Proof. The coefficient of 015 in [ g is

§ = —2b(B*-A%*)2d[2b— (n—2)(]
2

=

[2b+ (n — 2) d)* + 2d? [2b + (n — 3) d]

[(4b—d) [2b+ (n — 1) d] — 2d*] d[2b + (n — 3) d]
(2b— d)* [2b+ (n — 1) d)?

equality can be obtained through algebraic manipulation:

and B2 — A2 = — B? . The following

) 4b (4b+d) [2b + (n — 1) d] — 8bd?
B2R2[2b+ (n—3)d]  (2b—d) 26+ (n—1)d
(2b—d)(b+2bd—d2)2+b2[4b+4(n—3)d+(2b+d)]d
(b—d) (2b—d)?*[2b+ (n — 3)d]
_(n—S)d'
(b—d)

Under the given assumptions of the model the expression on the right is negative
and the denominator on the left is positive therefore the coefficient of o195 in Ig is

negative. U

A negative 019 means that the merged firm receives shocks that move opposite
and its pair of quantities fluctuate more since they are strategic substitutes. Expected
profits increase in these fluctuations, so the contribution of 015 to expected profits is
stronger in the postmerger case. In consequence, a firm with a negative correlation

helps more to the expected profits as a partner than as a rival in the no merger case.

Proposition 8. Under Cournot competition, all else equal, amongst its possible
partners a firm prefers to merge with the one whose demand shock has highest negative

correlation with its own.
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Proof. This result is directly obtained from the above lemma by reinterpretation of
the parameters. Suppose that Firm 1 is considering to merge with firm 2 or firm
3. Then 9 is actually the coefficient of 012 — 013 in the difference W15 — Wi3 where
Wig is the increase in the total expected profits of 1 and 2 when they merge. As ¢
is shown to be negative, the rise in total expected profits are highest when a firm

merges with the firm who has the most negatively correlated shock with its own. [

The fact that a firm’s preferences over its partners are completely reversed in the
Cournot case as to that of the Bertrand is closely related to the fact that prices are
strategic complements in the Bertrand game and quantities are strategic substitutes
in the Cournot game when (gross) substitute products are considered. Naturally, all
this would be reversed if products that are (gross) complements would be considered,
as quantity competition in this case is the dual of price competition in the previous

case.

3.7 Conclusions

I have analyzed the effects of uncertainty on the merger decisions of firms when the
resolution of the uncertainty is publicly observed although it affects firm specific vari-
ables. In the case of Bertrand competition, the uncertainty has been found to amplify
the private effects of a merger which are already positive in deterministic markets.
However, the result is not so clear cut when competition is of the Cournot type in
which case the effects in the deterministic market are, in general, ambiguous as well.
If there are incentives to merge in the deterministic case then uncertainty increases
them. The fundamental difference from the private information with idosyncratic
random terms case is that there are no informational gains from the merger. There,

a merged firm knows more parameters than the others and benefits from this.

The preferences of the firms over possible merger partners are reversed in passing

from one type of competition to the other. Amongst price setters, partners whose
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shocks are positively correlated are more valuable, while quantity setters would rather
merge with partners who have negatively correlated shocks. This is due to the dif-

ferent strategic nature of the two variables.

3.8 The Appendix

Lemma 6. G — 1 is positive under the assumptions of the model.

Proof. 1 rewrite G — 1 as

I {2?’_0 i (09— (1) )
c(Bb+c)(n—1)c

(2b+¢)?[2b— (n—1) (]

I have (b—c)[2b— (n—1)¢] — 2¢® > 0 when b > (n —1)c thus I conclude that
G—-1>0. O
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Chapter 4

Innovation in an asymmetric
setting: Comparing Cournot and

Bertrand equilibria

(This chapter is joint work with Ioana Chioveanu.)

4.1 Introduction

The present note compares the outcomes and the dynamic efficiency of Cournot and
Bertrand equilibria in a differentiated duopoly where only one firm can invest in cost
reduction. We show that output and consumer surplus can be larger under quantity
competition, and that Bertrand firms may invest more in RED than Cournot ones.

These results differ from the existing ones in the process innovation literature.

Singh and Vives [1984] show that when a duopoly interacts only in the product
market Bertrand equilibrium results in larger output, consumer surplus and welfare,
and lower prices than Cournot equilibrium. Vives [1985] shows that in a differenti-

ated products oligopoly prices are lower under Bertrand competition. These results
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support the view that price competition is more efficient than quantity competition
when a static market is considered. However, in a dynamic setting, where firms make

some strategic choices before market competition, the situation might be different.

A number of more recent contributions compare Bertrand and Cournot compet-
ition modes in differentiated duopolies, when strategic investments in research and
development (for process or product innovation) precede the market game. Qiu [1997]
considers a symmetric duopoly and allows R&D outcomes to spill over. He shows that
Cournot firms invest more in innovation than Bertrand firms. He also demonstrates
that while quantity and consumer surplus are still larger under price competition,
total welfare may be larger under quantity competition if the spillovers are large
and the substitutability is high. In this paper, we find well defined examples, in the
symmetric setting, outside Qiu’s parameter restrictions where Cournot quantities and

consumer surplus are larger than Bertrand ones.

Bester and Petrakis [1993] use an asymmetric setting where only one firm can pay
a fixed amount to achieve a discrete cost reduction. They show that the incentives
to invest in process innovation can be larger under price competition if the goods are
close substitutes. Their analysis does not allow for spillovers and, as they work with

global methods, does not provide market outcome or efficiency comparisons.

Symeonidis [2003] complements Qiu’s analysis working in a symmetric setting
with quality improvement instead of cost reduction investment. In his setting, R&D
outcome directly enters consumer’s utility unlike cost reduction that has only an
indirect effect through the quantities. Qiu’s results on innovation levels and total
welfare are still valid with this new type of R&D. Symeonidis shows that it is pos-
sible to have larger quantities and consumer surplus under Cournot competition if
spillovers are high and goods are close substitutes. As he points out, product RED
boosts demand and helps this result. However, the result can be obtained under process

R&D, as well.

In a tournament model, Delbono and Denicolo [1990] consider a homogenous
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good oligopoly where firms first engage in an R&D race for a cost-reducing patent
and then compete in the market in prices or in quantities. They find that, with linear
demand, the R&D investment is larger when the market competition takes place in
prices. However, as they show, this investment may be too excessive compared to
the socially optimal level leading welfare to be lower than the quantity competition

case.

In a setting similar to that of Qiu we allow only one firm to invest in cost reduction

and show that:

a. Innovation maybe larger in Bertrand than in Cournot competition if goods are

close substitutes, spillovers are low and efficiency of cost reduction is high;

b. Quantities of both firms are larger in Cournot than in Bertrand competition

if goods are close substitutes, and spillovers and efficiency of cost reduction are high;

¢. Consumer surplus and total welfare might be higher under quantity compet-
ition than under price competition if goods are close substitutes, and spillovers and

efficiency of cost reduction are high.

Our first result (a), confirms the findings of Bester and Petrakis when innovation
is chosen optimally, and extends them for low, but positive spillovers. In Bertrand
competition, only the level of output has a positive effect on innovation. Spillovers,
strategic complementarity of the prices, and the cost of R&D negatively affect in-
novation. Asymmetry in the R&D abilities and low differentiation favor the output
effect, while low spillovers and R&D cost decrease the negative effects, so that under

these conditions Bertrand firms may innovate more than Cournot ones.

A new result is the ranking of quantities (b). Unlike the previous papers dealing
with process R&D, we report that the Cournot quantities may exceed the Bertrand
ones. This happens in a region where Cournot firms innovate more than Bertrand
ones and where the spillovers are high. Interestingly, this result does not depend on
the asymmetry of the model or on the nature of innovation (process vs. product).

In the asymmetric setting, in addition, it is possible to have the quantity of the
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non-innovator larger under quantity competition in cases where the output of the

innovator is larger under price competition.

The dynamic efficiency comparison (c) shows that, consumer surplus is higher
in Cournot than in Bertrand. This result is driven by the quantity ranking. Total
welfare can be higher under quantity competition, like in the symmetric case. In fact,
we point out that both consumers and producers can be better off under quantity

competition.

Comparison of Bertrand and Cournot equilibria can be interpreted as an analysis
of the effects of increased competition on innovation and dynamic efficiency. Our
analysis reveals that with a high level of product substitutability and efficient R&D
technology, both the innovation level and dynamic efficiency can be ranked in any

order across different types of competition, depending on the level of spillovers.

Section 4.2 introduces our linear-quadratic model with asymmetric process innov-
ation; Section 4.3 presents the market outcomes and the efficiency measures under
Cournot and Bertrand competition. The comparisons between different competition
modes follow in Section 4.4. Some final conclusions are contained in Section 4.5, and

all proofs missing from the text are relegated to an appendix.

4.2 The Model

Consider a differentiated duopoly producing substitute goods. In the first stage, one
of the firms can invest in marginal cost reduction. The outcome of the innovation is
deterministic and it may spillover to the rival. In the second stage, firms compete in
the product market. We consider two alternative competition modes, allowing firms
to choose quantities and, respectively, prices. The timing of the game can be justified
by the fact that R&D investment is a long term decision related to the production

technology, while firms can change their output level or prices faster.

Following Singh and Vives [1984] and Qiu [1997] we work in a partial equilibrium
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setting and assume that the utility function of the representative consumer is given

by:

1
Ulgra) =aln+a) -5 (6 +2vq102 + @3) -

Then, ¢; is the quantity of product i, and v € (0,1) is a measure of product substi-

tutability: Product differentiation decreases with ~.

The inverse demand function is given by:
pi =0 —q; — 4G5 Z.aj:1727

and the direct demand is given by:

1
1—~2

4 = [a(l =) —pi+p]  i,5=12

Prior the R&D investment in the first stage, the duopolists share the same pro-
duction technology, having equal constant marginal cost, ¢ < «. The innovation
capabilities are asymmetric: Only one firm can invest an amount V (z) = % to
achieve a cost reduction of z. The parameter v is inversely related to the efficiency of
the R&D activity. Notice that the innovation technology exhibits decreasing returns
to scale. This is necessary for concavity of the first stage profits. The innovation
outcome spills over to the rival at a rate p € [0, 1]. Thus, at the end of the first stage

the innovator has a marginal cost ¢ — x, and the rival has a cost ¢ — px.

We solve by backward induction for the Subgame Perfect Equilibrium of the
two stage game. First, we consider quantity competition in the second stage and,
then, price competition. We compare the market outcomes (innovation, quantities,
prices) and the dynamic efficiency (consumer surplus, profits, total welfare) of the

two competition modes.
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4.3 Cournot and Bertrand equilibria

Consider, first, quantity competition in the second stage. Firms choose an
output level to maximize their profits.

Ti=qi(pi—¢)=¢(a—q—vg—c) i,j=12 andi#j.
The Cournot-Nash equilibrium, and the corresponding profits and prices are given
by:

(2—’}/)a+’}/0]‘—20i:|2

q; = 4_,}/2 y Ty = 4—’72
2—Y)a+ye — (V2 —2) ¢
andpfz( ) 47—Jv2 (=2 i,j=1,2, and i # j.

Let Firm 1 be the innovator. In the first stage Firm 1 chooses a cost reduction level,

(2—w)(a—0)+(2—w)w} 2
2

vz? ey
i — #5-. The equilibrium

x, to maximize its overall profit, ch = [

R&D level is:

c_2(-0@2-7)2-)
TR TC R .

The second order condition for an interior maximum requires:
2 2
v(4—72) —2(2—yp)" > 0.

The equilibrium quantities and prices are given by:
c_vl—c(-7)2-19)
b2 22—
< — v(4-7)2-(a—0c)-22—9p)(a—c)(1—p)
2 h— .
v(4—-12)?-2(2—vp)
Lemma 7. In the reduced form game,
a  2(2—1p) 2(2—9p)7(1—p)
c(247) (4 -7 (4 —~2)>

s mecessary and sufficient for positive post-innovation costs, and is sufficient for the

>[0land[ (4.2)

second order condition of the maximization problem, while

2(2—9p)(1—p)
(4= (2-7)

v >
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is necessary and sufficient for qQC > 0.

Equilibrium consumer surplus and total welfare are given by:
2 2
(a)” + 2vqf'd§ + (45)
2 9y
2 2 2
3(aF)" +2vaPa5 +3(a5)" v (2%

C _ _
W= 2 2

CS¢ =

Finally, consider price competition in the second stage. Firms choose a price
to maximize their profits.

| = Ci o .
Wi:%(pi_ci):%[O{(l—’Y)—pi+’7pj] i,j =1,2 and i # j.

The Bertrand-Nash equilibrium, and the related equilibrium profits and quantities

are:
p_ 1= @+y)a+e+2
b = 4 2 )
-7
2
p_ 1 (-7 +yatry-(2-7)q
o 1—92 4 —~2 ’
5 (1=7R2+yaty-2-7)a .
q; = i,j=1,2and i # j.
’ -7

In the first stage, Firm 1, the innovator, chooses an R&D level, z, to maxim-

(1=7)2+y)atye;—(2=7?)e
4—~2

2
ize its overall profit, IIZ = 17172 [ ] - ”T"ﬂ The equilibrium

innovation is:
B 290+ (1-72-7-) (45
vl —72) (4 — 72 —2(2 — 12— yp)?
The second order condition of the maximization problem requires:

v(l—ny) (4—72)2—2(2—72—'yp)2 > 0.
The equilibrium quantities and prices are:
po e+ (-7
Ll -2 (-2 22—y - 22)
gz 9(d-) @) -2 -9 @-w-7)1-p)
i v(1-7) (=72 —22—9p 72’

>[0land (] (4.4)
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Lemma 8. In the reduced form game,

L 020+2)(1-9)(2-7" =)  29(1=p) (27" ~p)
c (1-92)(4-~2)° (1-9%) (4927

s mecessary and sufficient for positive post-innovation costs, and is sufficient for the

second order condition of the maximization problem, while

2(2-9p-7*) (1-p)

A=) 2+ (1—7)

is necessary and sufficient for ¢ > 0.

Notice that these conditions require the efficiency of R&D to be quite low when
the goods are very close substitutes and spillovers are not very strong: If the costs of

innovation are not high enough, Firm 2 would be pushed out of the market.

In equilibrium, consumer surplus, profits and welfare are:

(aP)? +2vqPa? + (¢8)?
2 )
3-292) (¢8)* +29¢Baf + (3-29%) (¢8)® v (2B)’

s_ _
W= 2 2

CSB =

Finally, using Lemma 7 and 8 we can write the necessary condition for the equilib-

rium innovation to be well defined under both types of product market competition.

Assumption 1:

v > 2max [A, B, (] (A1)
where
_a (2= 2—yp)7( -p)
c(2+7)(4-7?) 4-2>

2= —7")1-p)

(4= 2+7)(1=9)
a2+ A =-792-7"=)  10-p) (27—
¢ (1=9%)(4—9?)7 (1-72) (-2

B =

C =
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4.4 Comparisons

4.4.1 Innovation comparison

We start the comparison of the outcomes under quantity and price competition with

the R&D levels given by (4.1) and (4.3).

Proposition 9. Suppose A1 holds, then given ~y:

C

a) 28 > 2B ify<1—¢/a,

b) If v > 1—c/a then there exists v* (y) such that:

i) ¢ > 2B for allv > v* (v), and

¢ < 2B for p < p*,and

it) for any v < v*(y) there exists p* (v) € [0,1] with
¢ > 2B for p > p*.

Furthermore, v* () and p* () increase with ~y.

This result is consistent with the findings of Bester and Petrakis [1993]. In their
linear-quadratic model, one of the duopolists in a differentiated market can buy a fixed
level cost-reduction, and the rival firm does not benefit from any spillovers. They show
that the incentives to innovate -the gain in profit due to the decrease in cost- might be
larger in Bertrand than in Cournot if differentiation is low.! Then, it is intuitive that
when the innovating firm has the option to choose cost-reduction optimally, it might
invest more in R&D under Bertrand competition. Our findings confirm this intuition
and extend the result to the case of low but strictly positive spillovers. When the
products are close substitutes, and the efficiency of R&D activity is high enough, a
threshold spillover, p*, can be defined such that for levels below this, Bertrand firms

innovate more. This threshold value increases with the substitutability.

!This happens in a region where a social planner does not produce both varieties. They also show
that the incentives to innovate are socially excessive under market competition if the products are
sufficiently close-substitutes and the fixed cost-reduction is low. On the contrary, market competitors
underinvest in process R&D if the efficiency gain is large or the products are sufficiently differentiated.
In the absence of spillovers, these results should also hold in our setting.
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This model deals with constant marginal cost reduction, therefore a firm with
a larger output has more incentives to innovate. This market size effect is positive
regardless of the competition mode. The incentives to innovate are supported by the
strategic effects in Cournot competition as the quantities are strategic substitutes.
After a cost-reduction the innovator expands his output and this makes the rival con-
tract his output increasing innovator’s profits. Under Bertrand competition, where
the prices are strategic complements, the strategic effect on innovation incentives is
negative. A cost-reduction makes the innovator lower his price, inducing a price cut
by the rival which decreases innovator’s profits. The difference in the strategic effect
is strong enough, so that symmetric firms invest more in R&D in Cournot compet-
ition. In our asymmetric setting, when spillovers are low, the cost reduction favors
the innovator, whose market share is larger than in the symmetric setting. This
makes the positive market size effect be stronger when only one firm innovates, and
explains why Bertrand firms may invest more than Cournot ones.? However, this res-
ult depends on low differentiation, low spillovers and efficiency of the R&D activity.
Both the spillovers and the costs of innovation have a negative effect on the levels
of R&D, so they counteract the positive market size effect. If spillovers are high the
market share advantage of the innovator gets smaller, and the results are similar to
the symmetric setting. When the goods are close substitutes firms compete more and
output is higher. Then, the market size effect helps Bertrand firms innovate more
than the Cournot ones when spillovers are low. This still holds in the limit when
the goods become perfect substitutes. An instance with perfect substitutes where
Bertrand firms invest more in R&D is the tournament model considered by Delbono

and Denicolo [1990].3

2Cournot R&D investment is larger in the asymmetric setting compared to the symmetric one if
v —2p > 0 and Bertrand R&D investment is larger in the asymmetric setting if v — 2p +~v%p > 0.
Also v — 2p > 0 is necessary for % > 2 in the asymmetric game.

3Notice that when firms engage in an R&D race for a cost-reducing patent the resulting marginal
costs are asymmetric and the winner can make profits in the market game even if the products are
homogenous.



4.4. Comparisons 61

4.4.2 Quantity comparisons

Consider, first, the quantities of the innovator.
Proposition 10. Suppose A1 holds, then given ~y:

C

241

e’ . 2(2-1
a)qlB>qchf;>30W<7=—( )
b) If% > 3 and v > <" then there exists v** () such that:

i) qP > gt for allv > v** (v), and
ii) for any v < v** () there exists p** (y) € [0,1] with ¢ > ¢§ for p < p**, and

qf’ < qf for p>p*.

Several conditions are necessary for the innovator to produce more under Cournot

competition:

Marginal cost before innovation, ¢, has to be high enough relative to total market

demand;

Product differentiation should be sufficiently low;

R&D costs should not be too high;

Spillovers have to be strong.

In the absence of innovation Cournot firms produce less than Bertrand firms. In
order for the dynamic effects to overturn this ordering, the marginal cost reduction
under quantity competition should be sufficiently high compared to the reduction
under price competition. Hence, initial marginal cost has to be large enough for
Cournot firms to achieve a significant cost advantage over Bertrand ones. Similarly,
for the innovation under Cournot to be significant, the R&D technology should be
efficient, and the products should be close substitutes. Low differentiation leads to

stronger competition, and makes cost reductions more valuable. Unlike the former
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determinants, the spillovers have a negative effect on innovation. However, this neg-
ative effect is more detrimental in the case of price competition. For instance, in the
extreme case of almost homogenous products and perfect spillovers, cost reduction
is worthless for the innovator in the Bertrand market while it is still valuable in the

Cournot one.

Next, we examine the quantities of Firm 2, prices and consumer surplus when

Firm 1 produces more under Cournot competition.

Proposition 11. If qlc > qlB then qg > qQB, and, consequently, plc < p?, pg < pQB
and CS¢ > CSB.

In a static model, for any given cost difference between duopolists, the quantity
difference between low cost firm and high cost one is lower in Cournot competition.
This is due to the low cost firm’s less competitive behavior in quantity competition.
In both types of competition, this quantity difference increases in cost difference at
a decreasing rate with the rate being slower in Cournot. The innovator produces
more in quantity competition when innovation is significantly larger for Cournot
firms. However, the cost advantage gained is less significant since strong spillovers
are necessary for this case. It turns out that at equilibrium innovation levels quantity
difference is lower in quantity competition when qlc > qlB, and it follows that firm 2
is producing more as well. In fact, it is possible for this firm to be producing more in
quantity competition even when the innovator produces more in price competition.
For example, when a =7,¢c=3,v=0.9, p = 0.95, v = 0.63 we have that qlc = 2.338,
qf = 2.346 together with ¢§ = 2.213, ¢P = 2.211 at equilibrium.

When both quantities are larger under Cournot competition, it follows that prices
are lower and consumer surplus is higher than in Bertrand competition. If only Firm
2 produces more under quantity competition, consumer surplus ordering depends on
the amplitude of qlB — qlc relative to the amplitude of q2B — qg . In the previous
numeric example, consumer surplus is larger under price competition, CS® = 9.8666

> C'S = 9.8202, and both prices are higher under Cournot competition, p’lg = 2.6636
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< p§{ =2.6745 and pf = 2.6771 < p§ = 2.6866. However, considering v = 0.625 and
the other parameters same as before, we obtain qlc = 2.3468, qlB = 2.3504 and
q2c = 2.2243, qlB = 2.2143 at equilibrium. Consumer surplus is larger under quantity
competition, CS? = 9.8978 < CS® = 9.9255, and both prices are higher under
Bertrand competition, pf = 2.6567 > p{ = 2.6513 and p& = 2.6703 > p§ = 2.6636.

The fact that both quantities can be larger under Cournot competition is not
driven by the asymmetry of the model. In a symmetric setting, Qiu [1997] reports
that Bertrand quantities are always larger than Cournot ones whenever a necessary
condition for the social planner’s problem to have an interior solution holds.* Never-
theless, there are parameter ranges where both Cournot and Bertrand equilibria are
well defined, and symmetric output is larger under quantity competition than under

> In the symmetric setting, the conditions for well defined equi-

price competition.
libria are more restrictive.® Symmetric post-innovation marginal costs approach zero
faster because spillovers flow in both directions. With asymmetric R&D abilities, it
is possible to have positive post innovation costs for more efficient innovation tech-
nology. Then, the resulting higher innovation levels allow the asymmetric Cournot

quantities to be larger.”

4Under his condition optimal post-innovation costs are positive for any v and p. This condition
is sufficient, but not necessary for the market equilibria to be well defined.

®For instance, with @ = 7, ¢ = 3, v = 0.95, v = 1.25 and p = 0.99, the symmetric quantity is
larger in Cournot, ¢ = 21495 > ¢® = 2.1208. In fact, for these parameters, in the asymmetric
game, quantities are larger in Bertrand, ¢¥ = 1.6682 < ¢f = 2.0396 and ¢§ = 1.6595 < ¢& = 2.0284.

%The positive post innovation costs constraint does not allow for relatively more efficient R&D
technology. There is a range of low values for v, where the asymmetric equilibria are well defined,
but the symmetric ones are not.

"This happens when spillovers and substitutability are high, so that Cournot firms innovate
significantly more than Bertand ones. Notice that in the example in footnote 5, despite high spillovers
and substitutability, asymmetric quantities are larger in Bertrand. This is due to the relatively high
R&D cost that is needed for interior symmetric equilibria.
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4.4.3 Welfare and profit comparisons

Singh and Vives [1984] show that Cournot duopolists make larger profits than Ber-
trand ones when they have the same profile of (possibly asymmetric) marginal costs.
This means that, given a level of innovation, x, the profits of Firm 1 are higher under
quantity competition, IT{' (z) > I (). In our model, Firm 1 optimally chooses an
innovation level, so that ch (a:c) > ch (a:B ) with ¢ and z? being the equilibrium
R&D levels in Cournot and, respectively, in Bertrand. Then, it follows that T1{ (.rc)
> H? (a:B) > H{B (xB), the equilibrium profits of the innovator are larger under
Cournot competition than under Bertrand competition. The rival does not choose
an optimal R&D level, it only benefits costlessly from spillovers whenever p > 0.
The ranking of his profits depends on sign (qg — qu ) . From Proposition
3 it follows that whenever qlc > qIB at equilibrium, Firm 2’s profits are also larger
under quantity competition than under price competition, 11§ > ITZ. These results
together lead to W = CSY + SII¢ > WB = €S8 + S,11P and we have the

following proposition.
Proposition 12. Suppose A1 holds, then at equilibrium.:
i) 0f > 107,

i) if ¢f > ¢ thenTl§ > T8 and W > WP,

Total welfare can be higher under Cournot even when both quantities are larger
under price competition. This is due to the fact that, when innovation is higher
in quantity competition, the benefits of larger cost-reduction may compensate the
negative effect that lower output has on consumer surplus. This was observed by Qiu
in his symmetric set-up. He showed that, in a dynamic model, quantity competition
can produce more welfare even when quantities are larger in price competition. For
our set-up, Proposition 12 already reports the possibility of Cournot competition
being dynamically more efficient than the Bertrand one. However, the cases covered

by this proposition do not conclude all situations where this occurs. For example,
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when a =7, ¢c=3, v =0.9, v=0.65, p=0.95 we have qlc = 2.2852 < qlB = 2.33
and ¢§ = 2.1705 < ¢f =2.2002 , but W¢ =17.294 > W5 = 11.516.

4.5 Extensions and conclusions

R&D activity can focus on cost-reduction or, alternatively, on quality improvement.
In Appendix B, we show that our ranking of the R&D levels extends to the case
of product innovation. We consider a duopoly facing a linear quality-augmented
demand following Symeonidis [2003]. In the first stage, only one firm can buy a fixed
quality increase, and in the second stage, competition takes place in quantities or
prices. We identify a parameter equivalence that proves that all the results of Bester
and Petrakis generalize to the case of product R&D. As our model suggests, these
results should continue to hold when the firm can optimally choose a product R&D
level. That is, in an asymmetric model of product innovation, it is possible to have
larger RED levels under Bertrand competition than under Cournot if products are
not too differentiated. This contrasts with the results of Symeonidis who shows that,

in a symmetric model, innovation is always larger under quantity competition.

In a model where only one of the duopolists engage in cost reducing R&D we
have shown that under price competition the innovating firm can be reducing costs
more or less than under quantity competition depending on the level of product
differentiation, the rate of spillovers and the R&D efficiency. Furthermore, we show
that the duopoly can produce more of both products under Cournot competition
leading to a higher surplus both for consumers and producers. Thus, a priori, both
the ordering of innovation and the market quantities between the two competition
modes are ambiguous, and the previously mentioned parameters play a crucial role

in their determination.
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4.6 Appendix A

Proof of Proposition 9.

el

sign [ Q(Ojfcﬂ =

sign [v(4—v2)2(1—7)(1+p)—2(1—p) 2-7*=) (2—w)}

The condition for 2 > € is

2(1-p) (2= —p)2=7p) _ D

VS T @ 1))

For this condition to hold under A1 we need the following signs to be positive:

: . . ) (1— a
sign (D —2A) = sign (D — 2C) = sign % — ;] ,

sign (D — 2B) = sign (v — 2p) .

First notice that if v < 1 — ¢/a then the sign of D — 2A is negative for any p € [0, 1]
and, consequently ¢ > 2 whenever Al holds. Second, when v > 1 — ¢/a noticing
2
that D is decreasing in p and letting p = 0 gives v* (y) = % with ¢ > 2B
for any v > v*(y). For any v < v*(v) define p* = min[y/2,y, z] where y solves
_ 2092 —w) =)
(4-72)2(1-7)(1+y)
and y = 1 leads to v > 0 and v is continuous) and

(there exists such y € [0, 1] since y = 0 leads to v < v* ()

o o 2 o

z=5 [(1+7+2(1=7) —\/(1+7+;(1—7)) —dy(1-2(1-9)
For any p > p* either D — 2B or D — 2C is negative or v > D , thus 2¢ > 28
whenever A1 holds. If A1 holds and p < p* then we have 28 > 2©. O

Proof of Proposition 10.

sign (¢f — ¢f) =

sign {v(4—v2)2(1—v)+2(2—’v)72+2(2—w)(27—2—7/3)
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The condition for ¢’ > ¢F is

2[(2=0) 2+ —27) - (2-7)7"]
(4-9%7(1-7)
For this condition to be holding under A1 we need the following signs to be positive:

v < E

. . 6%
sign (E — 24) = sign [2—27+p7—72+p72—/1272—;(2—7/))(1—7)},

sign (E — 2B) = sign [4p — 2y — pv* — 2p°y + p7°] ,
sign (E —2C) =
. (0%
sign 2= 2y +py = 27" +9° +p7" = p*y" =~ (1-7) (Q—VQ—VP)} :

We have that if sign (E — 2A) is positive sign (E — 2C') is positive as well.
First, notice that if ¢ > 3 then sign (E — 2A) is negative for any p € [0,1], and

for any v € (0,1) leading to ¢ > ¢{ under Al. Second if v < 2(5;11) = ~* then
sign (E — 2A) is negative for any p € [0,1], consequently ¢ > ¢{' under Al. For
with

part b), noticing that E increases in p and letting p = 1 gives v** (v) = ﬁ

qP > ¢f for any v > v** (y). For any v < v** () define p** (7) = max [f, g, h] where
a
f solves 2—27+f’y—’yz+f’y2—f272—2(2—7f)(1—7) =0,
g solves 4g — 2v — gv* — 2¢%y + 97> = 0,

hsolvesU(4—72)2(1—7)—2((2—7h)(2+7h—27)—(2—’7)72) =0.

For each equation LHS has different signs when 0 and 1 are substituted for the
corresponding variable thus f, g, h € [0, 1].

For any p < p** either E—2A or D —2B is negative or v > F , and qlB > qlc whenever
Al holds. If Al holds and p > p* then we have ¢’ > ¢F. O

Proof of Proposition 11.

sign (g8 — qg) = sign (F + G) where
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F =v?(4-9?% [v(4—72)2(1—7)+2(2—7)72+2(2—’yp)(27—2—7p)] and
signF = sign (qlB —qlc),

2
G=-204-") (1= A=py)+47*(1=p)(2=70) (2% —1p)
Assume ¢{' > ¢P then

v(A=7) (1= +2@ -7 +22— ) (27— 2—p) <O. (5)

We claim that G is strictly negative. Assume to the contrary that G is non-negative.

Then

v(4=7%)" (1= p7) = 2(2=7p) (2= 7% —7p) 0. (6)

Summing up inequalities (5) and (6) gives a contradiction:

vd-)’2-v-pm)+22-1 <0

Thus G is strictly negative whenever F is strictly negative. We conclude that ¢§' > ¢%
if qf > qlB . It is straightforward to check that if qg > qQB and qlc > qlB then pg < pQB ,
p§ < pP and CS¢ > CSB. O

4.7 Appendix B

Consider the linear-quadratic model of Bester and Petrakis [1993]. In the first stage,
Firm 1 can buy a cost reduction of A by paying a fixed amount. In the second stage,
firms compete in prices or quantities. Using the profits in the reduced form game,

we can compute the innovation incentives of the firms.
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Ic =7 (c1 — A o) — 7§ (c1,e2) =
AB*A[(28 — ) o = 2Be1 +yep + BA]
(46” = 22)°
Ip =P (c1 — A eo) — 78 (e1,¢0) =
(26° —7%) BA [20/(8 =) (28 +7) — (2e1 = A) (267 = +°) +26es]
(8% —9?) (482 = ?)°
Bester and Petrakis show that for high values of the substitutability parameter
(7), it is possible to have IZ > I°.

’

Consider now the quality augmented linear-quadratic model of Symeonidis [2003]
with zero marginal cost, and a similar game. Firm 1 can buy a quality increase of A
by paying a fixed amount. In the second stage, firms compete in prices or quantities.

Using first stage profits, we can compute the innovation incentives of the firms.

16A (4uy + 2A — oug)
(16 — 02)?

2(8—0?) A[(8—0?%) (2u1 + A) — dous]

(4 — 02) (16 — 02)? '

I; = 7rlc (u1 + A ug) — W? (u1,u2) =

9

Iy = 77’13 (u1 + A, ug) — 7r_{3 (u1,u2) =

Letting ¢; = 1 — u;, it can be shown that Ic = I, and Ip = I, for a = 1,8 =
2,7 = 0. Therefore, when substitutability is high, the incentive to invest in product
quality may be higher under price competition. In fact, all results of Bester and
Petrakis will continue to hold under product innovation, including comparisons with

social incentives.
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Chapter 5

Comparing Bertrand and
Cournot prices: A case of

substitutes and complements

5.1 Introduction

It is an old conventional wisdom that Bertrand competition leads to lower prices than
Cournot competition. Strongly supporting results have been obtained in certain
types of differentiated products markets. This note, widens the scope of the belief
to markets where substitutes and complements coexist. Under certain symmetry

criteria, price competition results in lower prices for these mixed markets as well.

Vives [1985] confirms that Bertrand competition is more efficient when firms pro-
duce gross substitute products, or when they operate in a symmetric industry.! The
first result is built on the fact that the price setting game is supermodular in the
case of substitutes. The latter one relies on a contraction condition. This note re-

laxes the symmetry assumption to the extent of allowing coexistence of substitutes

!The symmetric industry can be complement type or the substitute type.
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and complements, and dispenses with the contraction condition allowing multiple of
equilibria. I provide conditions for the existence of equilibria leading to symmetric
prices. When they are fulfilled, there is always a Bertrand equilibrium with a lower

price for any Cournot equilibrium leading to a single price.

Okuguchi [1987] works with a model including complements and substitutes where
the demand system satisfies a dominant diagonal condition. He finds that, at a
Cournot equilibrium, firms would be willing to cut prices, if they were to choose

2 Starting from this, he derives a comparison for the equilibrium prices in

prices.
the two games. Although, his method relies on a mathematical theorem about non-
negative solvability of linear equation systems, not on supermodular theory; in essence
the result is driven by the assumption of supermodularity of the price game. When
complement products exist in the model, this is a very strong supposition. Indeed,
the fact, that the best response of a firm is increasing in the prices of some of its rivals
and decreasing in the prices of others, is the main drawback for a straightforward
comparison in the mixed case. Even though, starting from the Cournot equilibrium
prices all firms decrease their prices in the initial stage of the price adjustment process,
it is ambiguous where to the dynamics lead afterwards. Amir and Jin [2001] provide
a triopoly example,? where one firm chooses a higher price in the price game while
the others comply with the convention. In such situations where there is no unilateral

ordering of equilibrium prices, the value of comparing them is questionable as the

products are differentiated.

5.2 Demand system

Consider a market for n differentiated products where substitutes and complements
coexist. I assume that the product set N has a partition formed of two sets, namely

N7 and Nj such that within each set products are gross substitutes and across sets

21 rediscover this behavior under a milder assumption.
3There are two gross substitutes and a third product which is a gross complement to both.
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they are gross complements according to the C? demand system h. Formally:

Oht/dp; > 0if i,j € Ny or i,j € No
Oh'/dp; < 0if i € Ny and j € N2, or i € Ny and j € Ny.

I assume that the Jacobian of the demand, J, is a negative definite matrix for any
p such that h? (p) > 0 for all 4. Then, .J;, is invertible in any rectangular region X in
the price space which leads to positive demands for each firm, yielding the Jacobian

of the inverse demand system f, denoted by Jy.

Let M be the matrix obtained by replacing the k' column e of the identity
matrix I, by —e® for each k € Ny. Then, the matrix Z = M~1J, M is a negative

4 However, Z has all the offdiagonal elements nonnegative which

definite matrix.
implies that its inverse Z=!1 = M~1J +M has only nonpositive elements.” All this
amounts to say that in such a product set, J, being negative definite guarantees the
preservation of substitute and complement relations with respect to the partition in

the inverse demand system:

Of 1/0q; <0ifi,j € Ny ori,j € Na,
Of 1/0q; > 0if i € Ny and j € Na, or i € Np and j € Ny.5

Denote the elasticity of the demand by 7; and the elasticity of the inverse demand
by €3, so n; = — (pi/q) (Oh'/Op;) and ;5 = — (¢i/pi) (Of */0qi) . Differentiating the
identity p; = f* (b (p), .., K™ (p)) with respect to p; gives 1 = (0f */8q;) (Oh'/Op;) +
>t (0f “/0q;) (Oh? /Op;) . The previous analysis shows that each element of the
second term is nonpositive, so (8 e/ 8qi) (8hi / apl-) > 1. Thus, as demonstrated in
Vives (1999), for any price vector p and any product i we have g; > 1/n; (strict

whenever a cross product is negative).

1By Lemma 20.3 on page 362 in Nikaido [1968].
°By Theorem 6.3 on page 95 in Nikaido [1968].

®Okuguchi (1987) uses a dominant diagonal assumption where ‘g—zi‘ > Zj i

K

g—hl. for all 7 to
pj

establish the same.
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5.3 Equilibrium price comparison

Assume that for each firm 4, the cost function ¢;(q) is twice differentiable, increasing

and convex. Then, at any interior Cournot equilibrium

Py = (b (p°))
Py

The optimal price adjustment requires

pi—c (W (pip—i)) 1

Di n; '

= ¢; for each firm 3.

Ase; (pc) >1/n; (pc) starting from a Cournot equilibrium, the best response of a
C .

—1

firm ¢ in the Bertrand game would satisfy ¢; (p ) < pic. Whenever the Bertrand game
is supermodular this price cutting behavior at p© can be used to show the existence
of a Bertrand equilibrium with lower prices than any Cournot equilibrium.” However,
for the current setting where substitutes and complements coexist, a supermodular
price-setting game is a forced assumption. Nevertheless, it is possible to make a

comparison when some symmetry is introduced.

Let p, € R"! be a vector with all components equal to p € R and let * (pi,p) =
h* (p;,pr) . In words, p; is the firm’s own price and p is a common price charged by

its rivals in the derived demand 2°.

Definition 1. The demand system h is two-dimensionally symmetric when 1" (.,p) =

U (. ,p) for alli.

Examplel.hAf—l—pA—i—Z)—f—%,hB—l_pB_pFC,
PA T DB

he =1 — po— PATPE

C bc 12

Example 1 presents a two-dimensionally symmetric demand system that is quite
different from the usual symmetric demand. Nevertheless, when coupled with sym-

metric costs, this property guarantees a symmetric Bertrand equilibrium.

"Vives [1985].
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Proposition 13. If the cost structure is symmetric and the demand system is two-
dimensionally symmetric with a price limit P at which no firm receives a strictly
positive demand when it is the single price in the market, there exists a symmetric
Bertrand equilibrium where all firms charge a price p? < p© for any symmetric

Cournot equilibrium price p©.

Proof. Notice that ¢; (p) = ¢; (p) for all 4, j whenever p is a symmetric price vector.
Then, the restriction of the best response correspondence to symmetric price vectors
can be represented by a continuous mapping ¢, ,,, from [0, ] to itself. Take the lowest
symmetric Cournot equilibrium price vector p©, we know that Dsym (pC) < p®. Thus
Psym (pc) is a point below the diagonal in the square with side [0,7] in which the
graph of ¢, lies. Then ¢,,,,, must have crossed the diagonal at least once below

pC, at a point p? which is a symmetric Bertrand equilibrium price. QED. O

Notice that a two dimensionally symmetric demand system h does not guarantee
a Cournot equilibrium leading to symmetric prices. Such equilibrium exists for sure,
if additionally J;, is symmetric with equal diagonal elements and each of its rows is

a permutation of another.® An example in the linear case is provided below.

5 PB  PC  PD 5 PA  PD PC
E le2 hy=1-2p, 4 2B _PC_PD 4 1 2 pa _ PD
xamp e5 ha 4pA 5 3 % , hp 4pB+ > 3 1
Pp PA DB pc PB DPA
hc=1—-pc+——-——=——— hp=1——-pp+—= —— — —.
¢ PeT 3 47’ PP 3 4

If similar assumptions were put on the inverse demand system instead, the result
would be: For any symmetric Cournot equilibrium, a Bertrand equilibrium leading

to a higher quantity for each product exists.
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