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Political contributions, subsidy and mergers

M. OZGUR KAYALICA,! RAFAEL SALVADOR ESPINOSA RAMIREZ?

Abstract: We examine, in a oligopolistic partial equilibrium model, the effects of
mergers and internal lobbies in shaping national subsidy policies. Domestic and
foreign firms compete in the market for a homogeneous good in a host country,
then the optimal output of the firms can be affected ambiguously by the government
subsidy policy in the host country. Domestic firms offer political contributions to
the government, that are tied to the government’s policy decision. The government
sets the optimal policy maximizing a weighted sum of total contributions and ag-
gregate social welfare taking into account merger of domestic firms as a competitive
response.

Resumen: A partir de un modelo oligopolistico de equilibrio parcial, modelamos los
efectos de las fusiones y el cabildeo politico doméstico para definir politicas nacio-
nales de subsidio. Empresas locales y foraneas compiten en un mercado de bienes
homogéneos en un pais huesped de inversion. La produccién optima de las empresas
va a depender de la politica de subsidio. Las empresas locales ofrecen cabildear
con contribuciones econémicas al gobierno para afectar la decisién de politica. El
gobierno establece la politica 6ptima maximizando el peso entre las contribuciones
politicas y el bienestar social agregado, tomando en cuenta las fusiones que hacen
las empresas locales como respuesta a la competencia foranea.
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» [Introduction

The emerging of Foreign Direct Investment (FDI) as a crucial source of development
for many developing countries has produced many challenges inside these countries
because this investment is not only an opportunity, but also the origin of disturbances
into the domestic market.3 The significant increase in foreign investment since the
90’s in developing countries has been accompanied with a strong tendency to open
economies and the natural reduction and elimination of trade barriers.

The flow of investment into these developing countries has taken the form of new
investment, acquisition, and cross-border merger.# Especially acquisitions and cross-
border merger have been considered as the best and faster way in which foreign direct
investment is promoted to get into the developing economies.5 However, the lack of solid
regulations in terms of competition policy, the weakness of an institutional environment
and the fast openness of trade have produced some monopolistic distortions. A clear
example is the acquisition and cross-border merger in the bank system in Latin America
and especially in Argentina and Mexico where, after a very unclear and irregular
government intervention and regulation, many banks were sold to foreign bankers. In
response to this situation, in several countries, the argument has become prominent that
governments should allow large-scale mergers between domestic firms (often called
“national champions”). Even though such mergers may reduce even more competition
and harm domestic consumers, the hope is that the newly created champion will play a
significant role on world markets competition.6

In this sense, the firms located in developing economies urged of foreign
investment, and in a cloudy institutional environment, react competitively against
foreign competition by pressing the government in favor of their interest (lobby) and
by merging in order to get some competitive advantage. Clear examples are the national
owned banks and the supermarket chains, all in Mexico, facing foreign competition.
After the main cross-border acquisitions and mergers during 1995-2005, the remaining
national bankers and the national supermarket chains pressed to Mexican government
and merger in order to gain competitive advantage over the foreign competition.

3 As an important element of global economic activity, FDI has received enormous attention from scholars
worldwide. See, for example, Brander and Spencer (1987), Ethier (1986), Haufler and Wooton (1999), Hel-
pman (1984), Horstmann and Markusen (1987) and (1992), Itagaki (1979), Janeba (1995), Lahiri and Ono
(1998a) and (1998b), Markusen (1984), Markusen and Venables (1998), Motta (1992), and Smith (1987).

4 During the period between 1990-2000, most of the growth in international production has been via cross-
border Mergers and Acquisitions (M&As) rather than greenfield investment. The total number of all M&As
worldwide (cross-border and domestic) has grown at 42 percent annually between 1980 and 1999. The value
of all M&As (cross-border and domestic) as a share of world GDP has risen from 0.3 percent in 1980 to 8
percent in 1999 UNCTAD (2000).

5 This urgency for FDI comes from the needs for growth and employment looked for developing economies.

6 One example of such a policy has been the acquisition of the German energy and gas provider RUHRGAS by
its competitor EON in 2002. German competition authorities originally blocked that merger, on the grounds
that it would lead to a dominant position on the domestic energy market. However, this decision was overruled
by the federal government, which argued that the creation of a Germany-based global player is still in the
interest of society, despite the detrimental domestic effects.
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The government designs their policies not only according to welfare concerns, but
also in response to the interests of organized lobby groups’. Therefore, the political
processes generating economic policy is likely to be affected by pressure groups as far
as foreign investment is concerned.8

In this work, we develop a partial equilibrium model of an oligopolistic industry in
which a number of domestic and foreign firms compete in the market for a homogeneous
good in a host country. It is assumed that the optimal output and competition strategies
of foreign firms can be affected by government policy in the host country. The host
country government uses two types of per unit subsidies to impact the optimal output
of foreign firms. This distinguishes our model from the bulk of the literature, since we
allow the government to use subsidies instead of direct trade policies like tariff and
quota. Moreover, we allow uniform policies to see how the behavior of lobby group
changes when receiving the same benefit as the foreign ones. On the other hand, our
model consider merger as competitive strategy used by domestic firms and the reaction
of local government policy to this strategy. In this case, we follow closely the paper of
Collie (2003), who developed a significant paper on mergers of local and foreign firms
and trade policy under oligopoly.?

Collie (2003) analyzes the reaction of the government (through trade policy)
facing both foreign and domestic merger. As Collie (2003), we analyze the reaction
of the government as domestic firms merge through the subsidy (tax) schedule. Even
when most of the literature consider the need for regulating and preventing merge
and acquisitions (M&A), the use of subsidy in our model is rooted in the existence of
an open economy and a cloudy institutional environment.!9 Closed examples are the
supermarket chain and banks in Mexico, where the government pursues some lax tax

7 For instance, almost all countries have well-organized local producers (such as the automobile industry)
who lobby the government for higher levels of protection against imported goods or against the goods of the
foreign-owned plants producing in the country.

8 There are many models in the international trade literature that use political process. These include the tariff-
formation function approach of Findlay and Wellisz (1982), the political support function approach of Hill-
man (1989), the median-voter approach of Mayer (1984), the campaign contributions approach of Magee et
al (1989), and the political contributions approach of Grossman and Helpman (1994). The literature has been
surveyed in several works, including Magee, Brock and Young (1989), and Rodrik (1995).

9 Ross (1988) shows that a domestic merger driven by fixed cost savings leads to lower price increases in the
face of unilateral tariff reduction than otherwise. In a two country oligopolistic model, Long and Vousden
(1995) show that bilateral tariff reductions increase the profitability of a domestic merger when the asymmetry
between the merging firms is large enough. Benchekroun and Chaudhuri (2006) show that trade liberalization
always increases the profitability of a domestic merger (regardless of the cost-savings involved). Espinosa
and Kayalica (2007) analyse the interface between environmental policies and domestic mergers externalities.
Despite these works, domestic mergers have been an issue not explored enough by the economic literature.

10 Governments’ policy measures regulating M&A activities affect the welfare of billions of consumers, as
discussed in Benchekroun and Chaudhuri (2006), as well as the welfare of other economic agents such as em-
ployees and employers. For example, Bhattacharjea (2002) claims that if foreign mergers and export cartels
can be treated as a reduction in the effective number of foreign firms, this can actually reduce home welfare
below the autarky level, as the free-rider benefits that greater concentration bestows on domestic firms who
are not party to the merger are insufficient to compensate for the loss inflicted on domestic consumers. This
is a very serious regulatory issue in the world economy. The countries should pursue local and international
policies in order to regulate possible unfair competitive strategies in case of mergers. This question has been
addressed by Bhagwati (1993), Gatsios and Seabright (1990) and Neven (1992).
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policies in the case of supermarkets chain o even some kind of fiscal support in the case
of the bank system.!!

As seen before, domestic firms merge for several reasons, for instance, in order to
obtain competitive advantage against foreign rivals. Mergers of domestic firms appear
to be a surviving strategy. Our model extends the model developed by Collie (2003) in
two ways: first, allowing domestic subsidy policies instead of trade policies considering
an open economy; and second, introducing lobbying in a cloudy institutional setting
to determine the optimal subsidy policy. Both features are relevant to characterizing
a developing economy with a weak institutional environment and these are the key
contributions of this paper.

Lobbying is modeled following the political contributions approach. Domestic firms
offer political contributions to the government, that are tied to the government’s policy
choices. Then, the government sets the policy to maximise a weighted sum of total
contributions and aggregate social welfare. Lobbying in our model has the structure
of the common agency problem explored by Bernheim and Whinston (1986), which is
later used by Grossman and Helpman (1994a) to characterize the political equilibrium
under trade protection and finally generalized by Dixit, Grossman and Helpman (1997)
for wider economic applications. A clear example that fit with our model is given by
the alleged political contribution offered by a domestic supermarket chain in favor of a
political candidate running for the presidency in Mexico.

Under the above specification, we examine aspects of the political relationship
between the government and the domestic firms under different degrees of corruption.
In other words, the optimal policies in the absence of lobbying are also analyzed to
see how policies change by pressure from the interest group. The basic structure is
given in the next section where we use a lobbying framework that follows Grossman
and Helpman (1994a) and Dixit et al. (1997). In the third section we analyze the
comparative static of discriminatory and uniform subsidy. The optimal discriminatory
subsidy and merger in domestic firms is analyzed in the fourth section. In this sense,
in the fifth section we consider merger and uniform subsidy. We conclude in the last
section.

w The Basic Framework: Lobbying

We consider an economy in which there are m identical domestic firms and n identical
foreign firms located in a host country which may offer a per unit subsidy, s'(where
i = d.f), to each type of firms. The marginal costs of the domestic and foreign firms
are ¢ and ¢’ respectively. These marginal costs are assumed to be constant, and thus
they also represent average variable costs.

On the other hand, the domestic firms form a lobby group whose political
contribution schedule is defined by C(s), where s is the per unit subsidy granted by the

1 Multiple tax deduction is a normal practice for supermarket chain, and the government intervention in assu-
ming some debts in Banks was the consequence of bank crisis from 1994 to 1996.
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host government to domestic firms, which we examine later in detail.!2 Each domestic
firm has the following utility,

(1) V=1 C(s),

where 71° is the profit of a domestic firm. Consumers have identical quasi-linear
preferences and are given some exogenous level of income, Y . The preferences of
the consumers are represented by u(y,D) =y + f(D) where y is the consumption
of a numeraire good produced under competitive conditions with a price equal to 1.
There is also just one factor of production whose price is determined in the competitive
sector. We denote the consumption of the non-numeraire good by D, while function fis
increasing and strictly concave in D. Hence, with income Y each individual consumes
D = g(p) of the non-numeraire good and y = Y — pg(p) of a numeraire good (where
p is the price of non-numeraire good). We can then derive the consumers’ indirect
utility.

2) Vi=CS+Y

where CS is the consumer surplus (CS = f(g(p)) — pg(p)). The government collects
the subsidy cost from consumers by taxing. We denote the total cost of the subsidy by
TR. The government’s objective can be written as

3) G = pmC+(V'm+ V= TR)

where p > 1 is a constant parameter we call corruption level, so the first term in (3)
is the political contribution impact of the m firms on government objective function.!3
Even when in some countries the political contribution is part of the political campaign,
there are another countries where it is not allowed at all (it is part of the public budget),
or there exists at least a limit to this contribution. We consider the latter case in which
P becomes a corruption parameter. The second term in (3) is the total social welfare.14

The political equilibrium can be determined as the result of a two-stage game in
which the lobby (representing domestic firms) chooses its contribution schedule in the
first stage and the government sets the level of subsidy in the second. Then, the political

12 The model is adapted from Kayalica and Lahiri (2007), which developed a similar framework. Besides,
we are considering only the lobby by the domestic firms but not by foreign firms. If we consider two lobby
groups, the net effect will depend on who is paying more. The result may change certainly, but our assump-
tion is based on the fact that domestic firms have the political closeness to the political structure given that
they may be part of it directly. It is a common case in many developing economies where the domestics firms
are part of the domestic establishment. On the other hand, in many countries, it is absolutely prohibited the
foreign political contribution to the party in the power for any political campaign.

13 Using equations (1) and (2), government’s objective function can also be written as
G =pCm+(7'm—Cm+ CS+ Y —TR). Reorganizing the equation, we get G=(p —1)Cm +(2'm+ Y+ CS—TR)
. Hence, government attaches a positive weight to contributions provided that p > 1. In other words, there
is no political relationship between the government and the domestic firms when p = 1. The weight that the
government attaches to social welfare is normalized to one.

14 We are assuming that foreign firms repatriate their profits.
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equilibrium consists of a political contribution schedule C’(s), that maximizes the
profits of all the domestic firms given the anticipated political optimization by the
government, and a subsidy level, s°, that maximizes the government’s objective given
by (3), taking the contribution schedule as given.

As discussed in Dixit et al. (1997), the model can have multiple sub-game
equilibria, some of which may be inefficient. Dixit et al. (1997) develop a refinement
that selects truthful equilibria that result in Pareto-efficient outcome.!5 Stated formally,
let (C°(s°,V"),s°)be a truthful equilibrium in which V' is the equilibrium utility level
of each domestic firm. Then, (C°(s°, V"), s°,V*) is characterized by

4) C(s,V") = Max(0,A)

) s* = Argmax,{ pC(s,V")m + V'm + (V= TR)(s )}
and

(6) Vi(si)m+ V' (s1) = TR(s)) =

PC(s" V" )m + V" (s )m + Ve (s°) — TR(s")

where V* is defined in (2) and
@) Vi=m'— A
®) 51 = Argmax,{V*(s)m + V*(s)— TR(s)}

Equation (4) characterizes the truthful contribution schedule chosen by the lobby,
where A can be interpreted as the compensation variation. Hence, equation (4) (together
with (7)) states that the truthful contribution function C (s, V"“) relative to the constant
V" is set to the level of compensating variations. In other words, under truthful
contribution schedules, the payment to the government is exactly equal to the change
in domestic firms’ profits that is caused by a change in policy s (see Dixit et al. (1997,
p-760)). Equation (5) states that the government sets the subsidy level to maximize its
objective, given the contribution schedule offered by the domestic firms.

Equation (6) implies that in equilibrium, the contribution of the lobby has to provide
the government at least the same level of utility that the government could get if it did
not accept any contributions. The lobby pays the lowest possible contribution to induce
the government to set s° defined by (5). Then, the government will be indifferent
between implementing the policy (s, ), by accepting no contributions and implementing

15 Bernheim and Whinston (1986) develop a refinement in their menu-auction problem. Following this, first
Grossman and Helpman (1994) and later Dixit et al. (1997) develop a refinement (as in Bernheim and Whins-
ton (1986)) for the political contribution approach that selects Pareto-efficient actions.
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the equilibrium policy (s°) and accepting contributions. In the first case, contribution
would be zero and the government would maximize its objective function as if the
domestic firms were politically unorganized. Using (1) to (3), it can be seen that the
government does not accept any contribution at all when p = 1. Totally differentiating
(3) we get

)] dG = pmdC + dCS — dIR
where, differentiating (4) (and (7)), and assuming A > 0 we have A(-) = C(-) we get
(10) dC = dn’ .

When p = 1 equation (9) serves for the case in which the government refuses the
firms’ contributions, and simply maximizes the social welfare. That is, when p = 1 we
obtain s, defined by (8). Equation (9) helps us to examine the public policy outcome
of political relationship between the government and the lobby. After analyzing the
equilibrium subsidy level, we focus on the effects of mergers and the optimal respond
of the government facing a decrease in welfare.

It is a well known fact that

(11) dCS =—Ddp.

Having described the political equilibrium, we shall now introduce the rest of the
model. We consider an oligopolistic industry with m identical domestic firms and
n identical foreign firms. The domestic and foreign firms compete in the domestic
market of a homogeneous good. The inverse demand function is derived from one
specific case of the preferences mentioned in the beginning of this section such that
u(y,D) =y + oD — BD*/2 for this commodity gives us the following expression

(12) p=a-pD,

where D is the sum of outputs by domestic and foreign firms, i.e.,

(13) D = mx" + nx’,

where x’ and x’ are the output of a domestic and a foreign firm. We examine optimal
subsidy levels when the government imposes discriminatory and uniform subsidy
policies. Profits of a domestic and a foreign firm are respectively given by

(14) ' =(p—c'+s")x’

(15) ' =(p—c +s)x'
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where s¢ and s’ are respectively the per unit subsidies imposed on the domestic and
foreign firms, with negative values of s representing taxes.

It is assumed that the domestic and foreign firms behave in a Cournot-Nash fashion.
Each firm makes its output decision by taking as given output levels set by other firms,
the number of firms, and the subsidy level set by the government. The equilibrium is
defined by a three-stage model: first, the government chooses the subsidy level taking
everything else as given; in the second stage, the number of foreign firms is determined
given the level of subsidy and output levels; finally, output levels are determined.

Using (14) and (15) we find the first order profit maximization conditions as

(16) Bx'=(p—c'+s"),
17) Bx' =(p—c' +s'),

Using (12) to (17) we find the following closed form solutions

(18) n' = B(x’),
(19) = ﬁ(xd)z,
20) ,_atm(c’—s) = (m+1)(c" ~s')

21) x!

Where A =m +n+ 1> 0. Now we have the backbone of our analysis. We shall
proceed to analyze the effect of subsidies on government objective function.

n  Comparative Static

After setting the model, we are going to consider the effect of subsidies on domestic
profits (and therefore on political contribution), consumer surplus and the subsidy cost.
In this section, we discuss the case of comparative static of discriminatory and uniform
(s* = s/ = s") subsidies.

Discriminatory subsidy to domestic firms is not our interest given the strategy feature
of domestic merger. In other words, if merger is a competitive strategy of domestic
firms, there is no sense to talk about a merger in response to a domestic firm subsidy.
We are considering that the domestic firms will merger only if there is a perception that
any government policy may affect their competitive position facing foreign firms. In
this sense, the analysis of discriminatory domestic subsidy is not relevant since there
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are not incentives to domestic merger once they benefit from a subsidy. We shall now
totally differentiate (14) and using the closed form solutions (16-21) to get.!6

d
(22) dm'|, = =21 g1
d
(23) ar'l, . . = —ZTde”.

Equation (22) states that when only foreign firms are subsidized, the profits of
the domestic firms go down. This is because subsidizing foreign firms give them a
competitive advantage over the domestic firms due to a cost reduction. On the other
hand, equation (23) states that a uniform subsidy will increase the domestic profits.

Next, the effect on consumer surplus can be found using (11), (12) and the closed
form solutions (16-21) as

nD
(24) dcs|,_, = "2ds',
+m)D |,
(25) acs|, , . = %dsb.

Subsidizing the foreign firms reduce the cost of foreign firms and increase the
cost of domestic firms. However, the cost reduction in foreign firms is larger than
the cost increase in the domestic firms and it will increase the total output consumed
and therefore the market price is reduced. A discriminatory subsidy to foreign firms
will increase the consumer surplus. On the other hand, a uniform subsidy will reduce
cost in both foreign and domestic firms increasing the output and reducing the price,
increasing the consumer surplus.

Finally, the total cost of financing per unit subsidy is defined as

(26) TR = s'mx’ + s'nx’.

From total differentiation of (26) and using again (16-21) we get the following
general expression

sfn(m + 1)
(27) dTR |Xt/:o = [nx.f + T‘ de’
B SU(m + Yl) v
(28) dTR =g/ =gV D +T_ds .

16 These results were first established in the work of Brander and Spencer (1985) on strategic trade policy.
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Needless to say, subsidizing foreign and domestic firms (in a discriminatory or
uniform way) increases the total cost of subsidy. So far, it is clear that subsidizing
the firms has opposing effects on the various components of government’s objective
function or welfare, as we will mention in the following sections.

» Discriminatory subsidy and mergers

Having described the general framework above, in this section we shall begin our
analysis with the case when the government uses a discriminatory policy, namely
subsidizing the foreign firms but not the domestic ones.

A relevant question for this section is why foreign firms could be subsidized (taxing)
different to domestic firms? Basically, it is expected that domestic firms rents shift
away with a subsidy to foreign firms, and these domestic firms may expect to lobby in
favor of taxing foreign firms. However, there is plenty of evidence where governments
subsidy foreign firms in order to get some benefit derived from foreign investment and
competitiveness. There is discriminatory subsidy in favor of foreign firms when the
government tries to pursue an aggressive policy to attract foreign investment in many
developing economies.!” On the other hand, the government may offer subsidy to new
or existing foreign firms to create or stimulate the competitiveness in some strategic or
unexplored sectors where there already exist domestic competitors. Such policy is quite
useful to promote some productive sectors where technological advances are limited!s.

Substituting (22), (24), (27) in (9) we find

a6 = —2p0mx'+ D — Ax' — s’ (m+ 1)]

(29) as’ |, = A

As discussed above, subsidizing the foreign firms has opposing effects on welfare
through its various components. The above equation reflects this ambiguity. Clearly, a
subsidy to foreign firm will reduce the benefit of the domestic firms and therefore the
contribution made by them. It can be seen in the first term inside the square brackets in
(29). On the other hand, a foreign subsidy will increase the consumer surplus according
to the second term in (29). Finally, the last two terms tell us that financing the subsidy
to foreign firms produces a negative impact on welfare. Assuming G to be concave in
s’, we get the optimal subsidy equalizing (29) to zero as

* m
30) s’ :mﬂxd(l—2p)—ﬁxf< 0.
From (30) it is clear that the cost of subsidizing foreign firms plus the loss in
political contribution is larger than the benefit in consumer surplus. In this case, the

17 Aclear example is the subsidy offered by the Mexican government to foreign firms in the automotive industry
in order to get some future investment.
18 The Colombian government offers subsidies in order to develop the renewable energy sector.



Political contributions, subsidy and mergers m 71

optimal subsidy will be unequivocally negative and taxing foreign firms will be the
optimal policy. Stating the above results formally,

Proposition 1. In the absence of any policy towards the domestic firms, the optimal
subsidy to the foreign firms is negative.

Intuitively speaking from the domestic firms’ point of view, a discriminatory subsidy
seems to be an unfair policy for them. Even they may not know about the optimal policy
chosen by the government, the perception is that they must do something in order to
compensate the political advantage given to foreign firms. Or even if they know the
optimal setting of the political policy, the domestic firms may react strategically in
order to get some competitive advantage. One of the competitive strategies used to gain
some advantage over the competitors is merging.

Generally, the domestic firms merger in order to get some economies of scale
looking for some monopolistic advantages over the foreign competition. They may
be unable to compete against foreign firms since the level of technology or the ways
in which foreign firms have more financial opportunities give them a considerably
advantage against domestic competitors. Actually, the merger of domestic firms may
be the result of a merger or some predatory acquisition of foreign firms. An interesting
example in Latin America and Asia is the banking acquisitions and mergers made by
foreign banks after hard periods of financial crises between 1998 and 2009, where most
of the governments rescued the bank and sell them in preferential conditions (equivalent
to a shadow subsidy) to international investors (Goddard et al., 2012). The common
response of the surviving domestic banks was to merger in order to face a foreign
competition and obtain economies of scale that guarantee some competition level.

Of course, the foreign firms may have some cross-border merger as mentioned
before, or some predatory acquisitions; however, we are just interested in this paper to
focus on the domestic reaction rather than model a more general stylized fact, since a
more sophisticated model is far from the aim of this paper. On the other hand, due to the
nature of this model, it is expected to have a consumer surplus reduction with a merger
in foreign firms reducing unequivocally the welfare. At the end, the merger in domestic
firms will produce more interesting results on welfare given by their policy relation
with the government. This could be a good extension, but we suspect the results may
produce similar results in terms of the objective of this paper.

We shall now analyze the effect of local merger when the optimal policy has been
set. It will be useful to review the effect of merger on welfare when the domestic
government pursues an optimal per unit subsidy policy.!® Following Salant, Switzer
and Reynolds (1983), the horizontal merger is modeled as an exogenous reduction in
the number of domestic firms.20 We will analyze the effect of a change in the number

19 In terms of value, about 70 percent of cross-border Mergers and Acquisitions are horizontal (see UNCTAD
(2000, p.xix.).

20 Although the number of domestic and foreign firms take an integer value, it will be treated as a continuous
variable.
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of firms m on welfare. This change is given by the differentiation of (9) with respect
to m as

dG dm’  dcS dIR
G %:pﬂd+pmdm+dm_dm

The first and second term in the right hand of (31) show the change in the political
contribution given by the merger (the change in the domestic profit and the contributing
number of firms). The third and fourth terms are the changes in the consumer surplus
and the cost of subsidizing firms respectively. From (11)-(21) and (26) we get the effect
of merger in each component as

dam' __2m' _ dcs _ Dpx’ dIR _ _ nx’
dm — A dm T A

(32) > 05 an = A

The effect of domestic firms’ merger on domestic firms’ profits is positive as mergers
increase the market share for domestic firms. A reduction in the number of domestic
firms will reduce the consumer surplus due to a reduction in the amount of output
available to consume and therefore the price increases. Less domestic firms mean more
subsidy to be paid by the government because of the increase in the market share, so a
merger will increase the expense in subsidy made by government.2! Substituting (32)
in (31) and using (30) we get

(33) 4G = T [p(1~m)+m].

Once the optimal policy has been set, there are opposite effects of merger on welfare.
First of all, the political contribution presents an ambiguous result in the presence of
domestic merger. From the two first terms in (31) and using (32) we have

(34) d(%ﬂ): pzd[n+1—m].

In this case, a merger will reduce the number of contributing firms but increases
the proportion each remaining firm contributes to the political lobby. The net effect
will depend on the number of competing domestic and foreign firms in the market.
When the number of remaining domestic firms respect to foreign firms is larger,
the contribution offered by the remaining domestic firms is larger than the loss in

2t In our case, with a negative optimal subsidy, a merger means more tax revenue.
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contribution given by a reduction in m. In opposition to this, a larger number of foreign
firms over domestic firms will reduce the share of contribution that each domestic firm
offers to the government and the merger will reduce the political contribution.

On the other hand, as mentioned before, a merger will reduce the consumer surplus
because the amount of firms producing the consumed output is reduced and so the total
production, increasing the price and reducing the consumer surplus. In the same sense,
a merger means a reduction in competing firms so, in this case, the amount of output
produced by foreign firms increases and, given that the optimal policy is a per unit
subsidy, the amount of tax revenue increases.

After this explanation, from (33) we can see that the net effect of merger on welfare
is going to depend on the number of domestic firms. In an extreme case, if the merger
leads us into a monopoly (m = 1), the monopolist would be unable to offer a larger
contribution than that offered by two or more firms. In this case, a merger will reduce
the benefit in welfare and this result is independently of the level of corruption.22

Only with a sufficiently large amount of domestic firms over foreign firms, the
merger will increase the political contribution according to (34). In this case, the benefit
in political contribution and tax revenue is larger than the loss in consumer surplus. A
merger will increase the welfare. Formally, we can say

Proposition 2. When the government applies discriminatory subsidy to foreign firms, a
merger of domestic firms will increase the welfare when m > n . On the other hand, it
will be reduced when m = 1.

Finally, to finish this section, we follow the analysis made by Collie (2003). When
a local merger reduces the welfare, the government tries to correct this negative
externality using the policy instrument. It is clear that subsidy (tax) is not the only
policy to correct the negative externality of a merger, there are many options indeed.
In fact, many developed countries have some anti merger regulations to avoid this
disturbing strategy. However, in many developing countries it is not the case as weak
enforcement policy and corruption are just some examples of limited merger policy.
We focus on subsidy (taxing) as the main instruments, due to the general knowledge
and practice about using fiscal policy to overcome a competition problem. However,
many policies could be available to face the merger disturbance on welfare and a good
extension of this paper can be made with many policy options.

In this case, when the government pursues an optimal subsidy to foreign firms, how
should the domestic country government respond to a local merger? In order to solve
this question, we obtain the comparative static of a reduction in the number of local
firms on the optimal subsidy policy such that

22 This result can be also reached when the corruption is sufficiently small (p =~ 1), and the political contribution
is negligible making the loss in consumer surplus larger than the benefit in tax revenue. However, we do not
consider this case here as we assume p > 1 since the beginning.
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ds” 7’

(35) dm = (v AL = 2PN+ 2p) % (m 4 1))

Taking into account that the government is going to respond politically to any local
merger as long as it affects negatively the welfare, the conditions, under which this
situation happens, are when merger lead us into a domestic monopoly in the country
(m = 1).23 Assuming these values on (35), we can rewrite it as

das” _ 7'
dm — 2A

(36) [(1-2p)(n+2p)+2]. <o0.

This result is unequivocally negative and, since the optimal subsidy is negative (a
tax), the optimal response is a tax reduction over the foreign firms. Formally, we can
say

Proposition 3. When the government applies discriminatory subsidy to foreign firms,
the optimal response of the domestic country to a local merger is to decrease the tax
levied to foreign firms.

The intuition behind is quite straightforward. Once the optimal policy has been set
by the government, evaluating not only the impact on consumer surplus and the total
profits of domestic firms, but also the benefit on tax revenue, the domestic firms react
and merge in order to get better profits by obtaining monopolistic advantages. Then
the government is willing to reduce the tax levied to foreign firms in order to stimulate
the competition and increase the consumer surplus by reducing prices. The consumer
surplus is the most important consideration since the contribution has a negative impact
on welfare given by the monopoly condition.

»  Uniform Subsidies and Mergers

Having described the case in which we have a discriminatory subsidy addressed to
foreign firms, we shall follow our analysis with the case when the government uses
a uniform subsidy. As we mentioned before, we are not going to analyze the case of
discriminatory domestic subsidy as the local merger is a competing strategy that does
not fit with a domestic subsidy.

A uniform subsidy is a fair policy to both kinds of firms. Different to the
discriminatory subsidy, where the lobbying made by domestic firms determine the
political contribution in clear opposition to a discriminatory subsidy in favor of foreign
firms, in the case of uniform subsidy, the lobby effort is made in order to receive more

23 As mentioned before, when government objective function increases with a merger of local firms, the gover-
nment does not have incentives to change the optimal policy and, therefore, we ignore the analysis.
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subsidy even it is uniformly equal between foreign and domestic firms. More subsidy
means more contribution offered by domestic firms, despite the foreign firms benefit.
Substituting (23), (25), (28) in (9) (with (10)) we find

dG L

ds’ |._,_.  BA

s=s" =35

(37)

[20mBx* + (m + n)BD — BAD — s (m + n)]

As mentioned previously, subsidizing uniformly to both kinds of firms has
opposing effects on G through its various components. The above equation reflects
this ambiguity. Clearly, a uniform subsidy will increase the benefit of the domestic
firm and therefore the contribution made by them. It can be seen in the first term inside
the square brackets in (37). On the other hand, a uniform subsidy will increase the
consumer surplus according to the second term in (37). Finally, the last two terms in
(37) tell us that financing the subsidy to both firms produces a negative impact on
government objective function. Assuming G to be concave in s, we get the optimal
uniform subsidy equalizing (37) to zero as

(38) sV = mﬁn[mxd@p —1)—nx'].

From (38) we have an ambiguous vale of the optimal uniform subsidy. It is clear
that the cost of subsidizing firms is contrary to the benefit in political contribution
and consumer surplus. We can see that a larger corruption level will produce a larger
positive perception about political contribution by the government. If this is the case,
the benefit given by political contribution and consumer surplus will be larger than the
loss given by financing subsidy and the optimal policy will be a subsidy.

However, if the corruption level is small enough and so the political contribution, the
optimal uniforms subsidy will depend on the efficiency of domestic and foreign firms.
When the domestic firms are sufficiently more efficient than the foreign firms, the
government will adopt a subsidy since the benefit of the domestic profits and consumer
surplus is larger than the cost for subsidizing uniformly both kinds of firms. On the
other hand, when the foreign firms are sufficiently more efficient than the domestic
ones, the domestic profits are small and, despite the benefit in consumer surplus, the
cost for subsidizing firms uniformly is larger than the benefit in consumer surplus and
domestic profits. In this case the optimal subsidy will be negative and taxing uniformly
will be the optimal policy. Stating the above results formally,

Proposition 4. In the presence of a uniform subsidy to domestic and foreign firms, the
optimal subsidy will be

if p> 1, then s > 0,

if p;land ¢’ < c/(c’> ¢’), then sV > 0(s"" < 0).
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Even when a uniform subsidy is a fair policy, the domestic firms may take advantage
of their local position and set a strategic behavior against the foreign competitors. As
the last section, we consider merging as the competitive strategy implemented by
domestic firms once the optimal policy has been set. All the explanation and intuition
used in the last section respect to consumer surplus and political contribution effects of
merger apply in this case. The only difference comes from the effect of merger on the
cost of subsidizing. The cost of a uniform subsidy can be seen as

TR = Ds".

Differentiation of this expression with respect to m we gets the effect of merger on
the cost of subsidizing as

TR _ x*
(39) aIR 2y

From (39) we can see that a merger will reduce the cost of subsidy both firms
as soon as the optimal policy is positive. Otherwise, a merger will increase the tax
revenue. Substituting (38) in (39) and together with (32) (where apply) in (31) we get

ac _ PBx’

(40) am = (m+1>[xd(p(n—m)+m>+nxf].

The effect of a merger on the government objective function is ambiguous and it
is going to depend on the level of corruption and the number of domestic and foreign
firms. If merger leads us into a situation in which the number of foreign firms is larger
or equal than the number of domestic firms (n > m), then a merger will reduce the
welfare.24 On the other hand, a merger can increase welfare if the number of domestic
firms is larger than the number of foreign firms and the corruption level is sufficiently
large. Formally, we can say.

Proposition 5. When the government applies uniform subsidies to foreign and domestic
firms, a merger of domestic firms will reduce the government objective function when
n=m. On the other hand, the government objective function will increase when
p > 1 and/or n < m.

Intuitively speaking, with a merger, the consumer surplus will be reduced
unequivocally. However, in the first case (n > m) and according to (34), the policy
contribution is reduced by merger because the amount of contributing firms is reduced.

24 Although the same result can be obtained with no corruption level (p = 1), we just consider that p > 1 because
for any level of corruption the condition n = m holds.
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The reduction in consumer surplus and policy contribution is larger than the reduction
in the cost of subsidizing firms. In this case, with a merger in domestic firms, the
welfare will be reduced.

On the other hand, when m > n and p > 1, a merger of domestic firms will reduce
consumer surplus as the previous case, but the political contribution will increase given
the larger market share enjoyed by the large number of domestic firms despite the
reduction in contributors according to (34). In brief, in the second case, a merger will
promote a reduction in consumer surplus in smaller proportion than the increase in the
benefit obtained by political contribution and the reduction in the cost of subsidy. With
a merger in domestic firms, the welfare will increase.

As in the previous section, we wonder how the government is going to respond in
terms of the political policy as a result of welfare’s decreasing local merger. Again, we
will differentiate the optimal policy function ( ) with respect to m, and we get

ds’ Bx*

B b’
dm — (m+nyA

@) [(20 = 1)+ =)+ nom + )] + (1B

Considering only the condition under which the government objective function is
reduced by merger (n > m), it is clear that (41) is positive. In this sense, the optimal
government’s responses to a domestic merger is to decrease the optimal uniform
subsidy. Formally we can say.

Proposition 6. When the government applies uniform subsidy to foreign and domestic
firms, the optimal response of the domestic country to a local merger is to decrease the
uniform subsidy.

Intuitively speaking, the fall in consumer surplus and political contribution will be
compensated by a reduction in subsidy cost. Even when a reduction in subsidy may
affect negatively the output produced by both firms through an increasing production
cost, affecting negatively the consumer surplus and the amount of contribution (already
decreased by the merger of domestic firms), the government is willing to reduce the cost
of subsidy reducing the optimal uniform subsidy. This result is quite interesting as we may
suppose that the optimal respond would be to increase the subsidy in order to benefit from
consumer surplus and political contribution. However, it seems that the benefit produced
by the reduction in the cost for subsidizing overcomes the possible benefit of increasing
consumer surplus and political contribution independently of the political corruption level.

»  Conclusions
In this work, we develop a partial equilibrium model where the foreign and domestic

firms compete under oligopolistic conditions. The government is endowed with per
unit profit subsidies (taxes) to impose on both groups of firms (discriminatory and
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uniformly), while facing political pressure from a special interest group representing
the domestic firms. Under this structure, the government maximizes a weighted sum
of the total political contributions from interest groups and aggregate social welfare.

Using the above framework, we determine optimal policies in the presence of
lobbying. We found that in the case of discriminatory subsidy for foreign firms, the
optimal policy is to tax foreign competitors when the government receives political
contributions from the domestic firms. In the case of uniform subsidies, when the
government is highly corrupted, we show that the optimal subsidy is unequivocally
positive and a subsidy will be given to both types of firms. However, when the level
of corruption is sufficiently small, there is practically an absence of lobbying. The
government is only concerned with maximizing the aggregate social welfare. In this
case, the optimal uniforms subsidy is going to depend on the relative efficiency of both
groups of firms. In particular, we found that the optimal uniform subsidy is positive
(negative) if the foreign firms are less (more) efficient than the domestic ones.

We also analyze how the mergers of domestic firms change the equilibrium levels of
subsidies and contribution payments. Our results show that, in the presence of lobbying,
a merger of domestic firms is going to have different results according to the subsidy
structure. In the case of a discriminatory subsidy, if merger leads us into a monopoly in
domestic firms, then the welfare would be reduced given by a reduction in contribution
and consumer surplus. This result is identical in the absence of corruption given clearly
by the null effect of contribution in the government objective function. On the other
hand, when the number of domestic firms is larger enough with respect to foreign firms,
then the welfare will increase by a merger due mainly to an increase in contribution and
the low level of monopolistic distortions.

In the presence of a uniform subsidy, the effect of a merger on welfare will depend
again on the number of foreign and domestic firms as well as the corruption level. A
merger will reduce welfare as soon as the number of foreign firms is equal or larger than
the number of domestic firms. Different to the discriminatory case, it is not required
to have a domestic monopoly to have a welfare reduction; it is enough if the foreign
firms are at least the number of domestic firms. The explanation is the same than in the
discriminatory case. On the other hand, a merger will increase welfare if the number of
domestic firms is larger than the number of foreign firms, as in the discriminatory case,
and the level of corruption should be large enough. It makes the political contribution
significant in the policy decision.

Finally, we consider the optimal policy response of the government facing welfare’s
decreasing situation due to a merger in domestic firms. The result is quite interesting
as we have contrary responses in both cases. At the discriminatory case, a merger in
domestic firms will be answered decreasing the tax levied to foreign firms (as the
negative subsidy means a tax to foreign firms). The interest to reduce the monopolistic
distortion seems to be the key consideration in the political decision. On the other hand,
in the case of uniform subsidy, the optimal response will be to reduce the uniform
subsidy to both types of firms. It seems that the cost of financing is larger than the loss
in consumer surplus and political contribution.
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