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In standard merger analysis, we typically do not 
distinguish owners from firms.
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Typical Horizontal Merger

• Do we need to worry about the distinction between owners and firms?
• Behind the scenes, there is more going on.

‣ Owner/Investors; financial interests; corporate control
• If there is no cross ownership before or after the merger, the allocation of control 

across owners is irrelevant.
‣ Owners’ interests are aligned pre- and post-merger.
‣ We can ignore the complexities of ownership and control and use established 

techniques to analyze the merger.
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• Now, owners post-merger interests are not aligned if:

‣ Acquiring shareholder wields control/influence over firm A, or
‣ Acquiring shareholder gains control/influence over firm B

• We know how to analyze this in theory (MHHI or PPI, O’Brien & Salop, ALJ, 
2000).
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Merger/Partial Merger Via Cross Ownership

• No pre-merger cross ownership; owners interests aligned are aligned
• Investor 2, an owner of Firm A, acquires shares in Firm B
• Now, owners post-merger interests are not aligned if:

‣ Acquiring shareholder wields control/influence over firm A, or
‣ Acquiring shareholder gains control/influence over firm B

• We know how to analyze this in theory (MHHI or PPI, O’Brien & Salop, ALJ, 
2000).

• We do not know very well how to measure control.
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• Azar, Schmalz, & Tecu (“Anticompetitive Effects of Common 
Ownership,” Working Paper, 2015) use the O’Brien/Salop 
partial ownership framework to study institutional cross 
ownership in airlines.

• They find that institutional cross ownership in the industry is 
associated with higher airline prices.

• Specifically, the Blackrock/Barclays merger increased a 
measure of cross-ownership, leading to higher prices.

• Elhauge (“Horizontal Shareholding” Harvard Law Review, 
2016) calls this finding an “Economic Blockbuster.”  

• How does this work?
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Blackrock/Barclays Merger Example

• Initially no cross ownership
• Institutional investors Blackrock and Barclays merge
• If the merged institutional investor has some control over either airline, 

the merger has anticompetitive effects.
‣ The size of the harm depends on ownership shares and the degrees 

of control.
• How control works is critical.
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Azar et al.’s Control Assumption
• Azar et al. assumed “proportional control.”

‣ The manager’s objective is to maximize a weighted average of the 
industry-wide returns to the shareholders that own/control the firm.

‣ The weights reflect the owners control or influence over the 
manager.

‣ Under proportional control, the weight given to an owner is the 
same as its ownership share.
- For example, an investor that owns 5% of firm receives 5% of 

the weight in the manger’s profit objective.

• Proportional control was one of several special cases analyzed in 
O’Brien and Salop.

• There is no reason to believe that it is the right control assumption.
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Importance of the Control Assumption

• Suppose Blackrock and Barclays each own 5% of their respective 
airlines.

• Suppose there are thousands of minority shareholders, and their 
shareholdings are very small.

• Under proportional control, a combined Blackrock/Barclays would have 
virtually complete control of United and American post-merger.

• The outcome would be nearly perfect collusion by United and American.
• Do we believe this outcome?
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Importance of the Control Assumption

• By law, the management of United and American has a fiduciary 
obligation to minority shareholders.

• A minority shareholder of United has different incentives than the 
institutional investor.
‣ Institutional investor wants to maximize joint profits.
‣ Minority shareholder want to maximize United’s profits.

Q. Do United’s minority shareholders have an incentive to file a shareholder 
suit to wrest control from the institutional investor?
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• In this example, a United shareholder would gain from a successful lawsuit.
‣ United would expand output.
‣ American’s best response would be to contract its output.
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• In this example, a United shareholder would gain from a successful lawsuit.
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‣ Total profits would fall, but United’s share would rise enough to make the 
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The Role of Fiduciary Obligation

The Shareholder Lawsuit Game

• In this example, a United shareholder would gain from a successful lawsuit.
‣ United would expand output.
‣ American’s best response would be to contract its output.
‣ Total profits would fall, but United’s share would rise enough to make the 

minority shareholder better off.

• However, if minority shareholders of both United and American filed suits and 
won, the minority shareholders of both would be worse off.
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Summary

• The competitive effects of cross ownership, by 
institutional investors or others, depend critically on 
the nature of control. 

• Given an understanding of control, we know how to 
analyze these effects. 

• However, we currently do not have good theories 
about how ownership translates into control. 

• There are different mechanisms for gaining and 
exercising control.  With that, I’ll turn it over to David.



Importance of Control

Key Equation for Analysis:  MHHI = HHI + ΔMHHI   

Example 1: Silent financial interest 

• Five equally-sized firms are initially diffusely held with no 
cross-ownership. 

• A shareholder of firm 1 purchases a 20% share of firm 2. 

• If the large shareholder has no control over firm 1 or two, 
ΔMHHI = 0. 

• The investment has no competitive effect.



Importance of Control

Example 2: Total control of firm 1; Silent financial 
interest in firm 2 

• Now suppose the large shareholder holds 100% of 
firm 1 and acquires 20% of firm 2.   

• The delta MHHI is ΔMHHI = αs1s2 where α is the 
acquired financial interest and s1 and  s2 are market 
shares. 

• Here, ΔMHHI = (.2)(20)(20) = 80, a smallish effect.



Importance of Control
Example 3: Total control of firm 1; Proportional control of 
firm 2 

• Now suppose the large shareholder with 100% of firm 
1 acquires 20% of firm 2 and gains proportional 
control.   

• The ΔMHHI = α + α /[(1-α)2 + α2]s1s2 where α is the 
acquired financial interest and s1 and  s2 are market 
shares. 

• Here, ΔMHHI = (0.2 + 0.2/[(1 - 0.2)2 + (0.2)2])(20)(20) 
= 198, a much larger effect.



Importance of Control

Example 4: Total control of firm1; Total control of firm 
2 

• Now suppose the large shareholder with 100% of 
firm 1 acquires 20% of firm 2 and gains total 
control.   

• The ΔMHHI = (α + 1/α)s1s2 where α is the acquired 
financial interest and s1 and  s2 are market shares. 

• Here, ΔMHHI = (0.2 + 1/0.2(20)(20) = 2080, a very 
large effect.



The Empirical Analysis of  
Azar et al.

• Uses regression analysis to relate price to the HHI and ΔMHHI, 
based on the condition MHHI = HHI + ΔMHHI  

• Concentration provides only a rough gauge of the likely harm from 
a merger. 
‣ Suitable for safe harbors, but not the end of the analysis (far 

from it) 

• There are conceptual problems in using regression analysis to 
relate price to concentration. 
‣ A transaction that raises price may raise or lower concentration. 

• Economic theory does not imply a particular relationship between 
price and concentration except under limited circumstances.



Benefits of Institutional 
Investment

• Mutual funds reduce the transaction costs of 
portfolio diversification by retail investors. 

• True diversification may require positions in stocks 
of more than one firm in an industry. 

• The ability to diversify through a single transaction
—by investing in a mutual fund that owns multiple 
firms in an industry—may have significant benefits.


