


SOME ANTITRUST CONCERNS OF PARTIAL EQUITY ACQUISITIONS 

Abstract 

If a firm acquires stock in a competitor, further price 
competition may impose a penalty in the form of devalued holdings. 
The purchase, by penalizing price cuts, may help to support tacit 
collusion betwee 0.05 Tc 1 T3.411 0 0 10.2 420.23 547.4r
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have been several legal cases that view equity acquisitions by 

5 competitors as suspect. Recent work by Reynolds and Snapp (1986) 

and Bresnahan and Salop (1986) offer theoretical support for these 

actions. These authors suggest that partial ownership 

arrangements could result in 
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Petroleum-Kuwait Investment Office Case. The paper ends with a 

brief sUIllDlary. 

Acquiring a Competitor's Shares 

In an oligopolistic market, a firm's partial ownership of a 

competitor will penalize that firm if it cuts prices and will 

therefore reduce the incentives to cut prices. A firm 

contemplating a selective price cut aimed at increasing its 

revenues would cut prices below the industry-wide 'accepted' 

prices only if it expects marginal profits on the additional sales 

made as a result of the cut. If the firm believes that its 

competitors will not retaliate promptly, by matching this lower 

price, the temptation to break the agreement and cut price may be 

substantial. If the firm is a shareholder in a competing firm, 

however, the decision structure is altered. The price-cutting 

firm could still make the additional sales, but it would suffer a 

loss due to the devaluation of its holdings in its competitor's 

7 
performance. This occurs because gains from additional sales at 

the lower price are higher, if competitors continue to hold the 

higher industry-wide 'accepted' price, but reduced in direct 

proportion the size of the holdings. Even without the threat of 

retaliation, these considerations alone might be sufficient to 

render price cutting unprofitable. Under general conditions, the 

7Under efficient markets this devaluation is instantaneous. 

4 











Some Antitrust ... 

depreciate if Firm A cuts prices whether Firm B retaliates or not. 

These 2 firms meet in a 
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the industry wide collusive price. It follows that ~ (Pd,P ) > 
a c 

~ (P ,P) > ~ (Pd,Pd ) > ~ (P ,Pd ). a c c a a c 
Denote then ~ (P ,P) as 

a c c 

payoffs to Firm A from cooperative behavior. 

Does it pay for A to defect unilaterally given that Firm B 

continues to cooperate? Whether Firm A obtains a net gain from 

such a move depends on his gains, the discount rate, the reaction 

delay, and the size of his equity participation in Firm B. In 

general, it is possible to support the cooperative allocation as a 

perfect equilibrium of the infinitely repeated game using trigger 

strategies, provided the following holds for both firms, 

(1) 

where 0 is the discount rate. 

What effect does the equity participation have on preempting 

defection? ~ is the net gain to firm A of defecting in period 1 
a 

assuming Firm B is committed to a trigger strategy. Then, 

~ -a 

~ (Pd,P ) - ~ (P ,P ) - o/(l-o)[~ (P ,P ) - ~ (Pd,Pd )] -a c a c c a c c a 

10 
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where the terms in the third line represent the net contribution, 

14 
~, of the acquired shares to Firm A's gains from cutting prices. 

From here it is possible to reevaluate the "no defection" 

condition outlined in (1) above with this new consideration. From 

(2) above, 

(3) 

The rightmost terms in both the denominator and numerator are 

infinite convergent series due to the infinite stage nature of the 

game. Thus, the equilibrium condition 

under the partial equity position is, 

~ (Pd,P ) - ~ (P ,P ) - ~Sb a c a c c 
(4) 

o 
~ (Pd,P ) - ~ (P ,P ) - ~Sb a c a c c 

This implies that the larger the loss to Firm B if A defects, i.e. 

the potential loss brought about by A's price-cutting action, the 

less likely - in terms of reduced incentives, other things being 

equal, will unilateral price-cutting yield a gain to Firm A. 

14 
The model assumes that increases in Firm B's gross earnings 

accrue fully to shareholders. 

11 
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By purchasing f3 the acquiring firm proceeds beyond merely 

signaling its willingness to avoid price-cutting behavior, to 

effectively committing itself, by realigning its incentive 

structure, to favor the collusive, preferred, outcome. This 

action establishes the necessary mutual trust necessary (but not 

sufficient) for successfully maintaining supracompetitive prices. 

Localized Competition 

What happens if the duopolists compete only in some local 

geographic markets which contribute some fraction e of total 

corporate profits? This section will show that, the 'facilitating 

device' role of the shareholdings diminishes in effectiveness the 

smaller the competitive overlaps between firms A and B. In other 

words the threshold percentage of holdings which would deter 

active price competition (and concern antitrust authorities) 

becomes smaller as the proportion of corporate profit contributed 

by a market decreases. 

Assume that the relative contribution to profits (P
b

) of a 

market in which the two firms compete is some fraction e of B's 

corporate profits (1r
b

) , i.e. P
b 

91f
b

. Then the result above 

suggests that under these conditions the following proposition 
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The British Petroleum-Kuwait Investment Office Case 

In early 1987 the British government announced that it 

intended to sell of its 31.5% remaining stake in BP.
15 

The KIa, 

which had stated on several occasions that it had no intention of 

seeking any influence on BP's management, bought up stock to a 

16 
level of 21.6% of the total shares outstanding. The Monopolies 

and Mergers Commission however, ruled that KIa's interest in BP 

"may be expected to operate against the public interest," (MMC, 

1988,p.2 and p.46) and ordered the KIa to reduce their holdings 

down to 9.9%. While clearly limited in scope the approach 

proposed here can nonetheless offer some insight into the 

anticompetitive concerns of this case. 

The main competitive overlaps between KIa through the Kuwait 

17 
Petroleum Corporation ("KPC") were refining and distribution. In 

18 
1987, BP Oil International's ("BPOI") operating profit totaled 

15 The government had previously reduced its interest in BP 
from over 50% to 31.5% and made clear of its intention of total 
divestment as part of their privatization program. 

16See The Monopolies and Mergers Commission, "The Government 
of Kuwait and The British Petroleum Company p1c," London: Her 
Majesty's Stationery Office, October 1988. 

17 This assumes that the KIa which is, in principle, a holding 
company, exercise control over the companies in its portfolio. 
The MMC analysis assumes this. 

18 
This is the division of BP responsible for marketing oil, 

refined petroleum products, and associated goods and services to 
wholesalers and retail customers. 

14 
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$703 million. BPOI contributed 30.8% of BP's profit after 

taxation and minority interests which was $2,281 million in 1987. 

Assuming that any losses accruing to BP from heightened 

competition in refining and distribution by KPC is passed on to 

shareholders, KPC' s disincentives to compete vigorously are, at 

its es (that )Tj031.0217 0 0 10.2 253.39 584.659 Tm (and .2 f 1.7498 0 0 10.2 53.39 584.65mos (that )T9825.6596 0 0 25)Tj 53.39 584.65geig(vig)mpete )T1501.4652 0 0 1 tax,buted of is is BP in 3.4445.6596 0 0 314.085106T1932.89level (and .2312.8055 0 0 398.234106T1932.89 Tm (of )T661.1888 0 0 41v.344106T1932.89holdrefs30.8% )T1113.3083 0 0 47in 3.6154 9095 0 0 17 
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that would oblige BP to act against its best interests. In fact, 

the similarity of interests leads one to believe that what 

antitrust authorities should be concerned about is the possibility 

of tacit collusion. A quick glance however, indicates that the 

acquisition does not confer Kuwait any additional ability to bring 

about this collaboration that it might not already have. 

Conclusions 

If a firm acquires some of a competitors shares, lowering 

price later imposes a penalty in the form of devalued holdings. 

By penalizing the incentive to cut prices, a policy of partial 

acquisition may help to support tacit collusion between firms. 

This paper shows how the partial acquisition enables firms to 

accomplish these objectives without formal coordination. However, 

when competition occurs only in localized markets that generate a 

fraction of total profits then, the minimum shareholdings needed 

to reduce the incentive to defect must increase inversely 

proportional to this fraction. For small markets that generate a 

small fraction of total corporate profits the required minimum 

percentage of shares that would be required to enforce a tacit 

agreement, and concern antitrust authorities, may have to be 

unreasonably large. The case study provided, the partial 

acquisition of British Petroleum by the Kuwait Investment Office, 

while admittedly broad, serves to highlight the theoretical point. 

16 
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Appendix 

Proof of Proposition 1: 

Proof: The following condition follows from the equilibrium 

19 condition for the general case: 

[~ (Pd,P ) - ~ (P ,P ») a c a c c 

In a localized market then, 

and, when Pb - ~b' 

and p ~ ~ as e ~ O. QED. 

19 Assume S - 0 with no loss of generality. 

17 
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