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1 Introduction

Failing firm acquisitions have long posed a challenge to competition policy. Although
the acquisition of a financially distressed firm by a competitor increases market concen-
tration, competition authorities may nevertheless approve such a transaction when the
counterfactual is the target firm’s inevitable exit from the market, no less anticompeti-
tive purchaser is available, and the firm’s assets would otherwise exit the market. This
exception is known as the failing firm defense.

Failing firm acquisitions generate incentives that differ from those of standard ac-
quisitions. In a standard acquisition, the target remains in the market without the
acquisition, reducing the number of competitors, and increasing the acquirer’s market
power. By contrast, if the target exits regardless of acquisition, the number of com-
petitors remains unchanged. Thus, failing firm acquisitions are generally considered
unattractive unless they generate efficiency gains or synergies.

However, failing firm acquisitions are frequently observed. For example, in the auto-
motive parts industry, after Takata, a supplier of safety systems such as airbags, experi-
enced financial distress and filed for bankruptcy, its competitor Joyson Safety Systems
acquired Takata.! Such cases suggest that acquisitions of failing firms may involve eco-
nomic benefits for the acquiring firms beyond merely preventing market exit.

We demonstrate that such incentives may arise from changes in input prices in a
vertical market. Specifically, we consider a setting in which an upstream firm supplies
a common component to multiple downstream markets. In one downstream market, a
failing firm competes with several other firms, whereas in the other downstream market,

an independent downstream firm exists. For example, upstream suppliers such as Bosch,

!More details about this acquisition can be found at the following URL:
https://www.reuters.com/article/business/key-safety-systems-completes-deal-to-acquire-air-bag-
maker-takata-idUSKBN1HI3CG/



which supplies sensors and electronic components, provide similar components not only
to the automotive safety systems market, but also to markets with different applications,
such as industrial control equipment and measurement instruments. In such an industry
structure, changes in the market structure of one downstream market may affect the
upstream firm’s overall demand for inputs through their effects on demand in other
markets.

The key mechanism is that preserving the failing firm’s production alters the com-
position of aggregate input demand. When demand in that market is more price-elastic
than in other downstream markets, preserving production raises the elasticity of aggre-
gate input demand, weakens upstream market power, and lowers the equilibrium input
price. Acquiring firms benefit from lower input costs. Hence, even without efficiency
gains or synergies, competing firms may have incentives to acquire failing rivals.

We also examine the welfare effects of a failing firm’s acquisition. By maintaining pro-
duction, the acquisition expands the final goods supply and lowers input prices. Under
conditions that generate endogenous acquisitions, both consumer surplus and total wel-
fare increase. This mechanism also extends to an oligopolistic upstream market. These
findings suggest that competition authorities should consider spillover effects through
vertically related input markets, in addition to downstream market concentration, when
evaluating a failing firm’s defense.

The remainder of this paper is organized as follows: Section 2 reviews related litera-
ture, Section 3 presents the model, Section 4 analyzes acquisition incentives and welfare
effects, Section 5 extends this analysis to an oligopolistic upstream market, and Section

6 concludes the paper.



2 Related Literature

This study contributes to the literature on horizontal mergers, input pricing, and failing
firm acquisitions.

Horizontal merger analysis is a central topic in industrial organizations. Salant et al.
(1983) show that horizontal mergers are not necessarily profitable under the standard
Cournot model. Perry and Porter (1985) identified the conditions under which mergers
become profitable with increasing marginal costs, and Farrell and Shapiro (1990) analyze
their welfare effects under general demand and cost functions. These studies provide a
theoretical foundation for horizontal merger analysis.

Subsequent research extends this analysis to vertically related markets, in which
upstream suppliers affect merger incentives and welfare. Horn and Wolinsky (1988),
Ziss (2005), Milliou and Petrakis (2007), Symeonidis (2010), and Ghosh et al. (2022)
examine horizontal mergers in vertically related markets from different perspectives,
including vertical integration, successive oligopoly, and bilateral oligopoly.

Our mechanism is closely related to the literature on input pricing and downstream
market structures. Tyagi (1999) demonstrates that equilibrium input prices are inde-
pendent of the number of downstream firms under constant slope elasticity. Koulamas
and Kyparisis (2010) show that an increase in the number of downstream firms may
raise input prices when downstream marginal costs decline with market size. Arya and
Mittendorf (2010), Yenipazarli (2023), Monden and Mizuno (2026), and Monden et al.
(2025) further demonstrate how the downstream market structure influences equilibrium
input prices.

Empirical evidence also links the downstream market structure to input prices. Bhat-
tacharyya and Nain (2011) find that downstream mergers reduce input prices, particu-

larly when the upstream market is more concentrated and attribute this effect to buyer
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power. Instead, we propose a different mechanism by showing that downstream acquisi-
tions can lower input prices without increasing buyer power through the higher elasticity
of aggregate input demand faced by upstream suppliers.

This study also contributes to the literature on failing firm acquisitions and the
failing firm defense. Previous studies mainly examine whether failing firm acquisitions
improve welfare relative to market exits. Persson (2005) studies asset sales, Mason and
Weeds (2013) analyze the dynamic effects on entry and entrepreneurship, and Vascon-
celos (2013) examines the implications of competition policy.

Other studies examine firms’ incentives to acquire failing rivals. Fedele and Tognoni
(2010) show that capacity constraints can encourage such acquisitions, whereas Bouck-
aert and Kort (2014) demonstrate that firms generally lack incentives to acquire failing
rivals in the absence of efficiency gains.

Our study identifies a novel source of acquisition incentives. The existing explanations
rely on efficiency gains, capacity expansion, or asset preservation. By maintaining the
failing firm’s production, an acquisition changes the composition of the aggregate input
demand, weakens upstream market power, and lowers the equilibrium input price. Thus,
this study links the literature on failing firm acquisitions, vertical markets, and input

pricing.

3 Main Model

We consider a market with one upstream firm, denoted by firm U, and four downstream
firms. There are two downstream markets: In downstream market X, firms 1, 2, and f
operate, whereas downstream market Y, firm 0 operates. Firm f is a failing firm, and

we consider the situation in which firm 1 acquires firm f.



The upstream firm produces input at zero marginal cost and sells it to the downstream
firms at input price w. Each downstream firm produces one unit of the final good using
one unit of input. Let ¢; (i € {0,1,2, f}) denote the output of downstream firm i. The
products supplied by the downstream firms in market X are differentiated. We also
assume that the products sold in markets X and Y are independent. We define the

inverse demand function for each downstream firm as follows:

p = ax—q—B(@+qr), p2=ax—q—L(q+q), pr=ax—qr—B(q1+a9), po= ay—qo,

where p; represents the price of downstream firm i, ax and ay represent the market
sizes of the two downstream markets, and 8 € (0,1) represents the degree of product
substitutability. If firm f exits the market without an acquisition, g = 0. Let the
ratio of market sizes be represented by r = ax/ay. To ensure positive outcomes in the
equilibrium, we assume that 7, = (2+ 8)/(8 +28) <r < (7+ 5)/3 = "maa-

Each firm’s profit function is defined as follows:

™ = (pl - w)Ql; Ty = (p2 - w)Qz, T = (pf - w)CIf — F,

o = (po — w)qo, 7wu =w(q1+ ¢+ 95 + ),

where F' denotes the fixed cost of downstream firm f. We assume that F' takes the
minimum value such that the profit of firm f is exactly zero in the equilibrium with-
out acquisition.? When downstream firm 1 acquires downstream firm f, the objective

function of the acquiring firm is given by mf = m + 7.

2 Assuming a value of F larger than the one that makes the profit of firm f exactly zero does not
qualitatively affect the results of this paper. A larger F' reduces the range of parameters for which a
failing firm acquisition occurs.



Consumer surplus is defined as follows:

GG+ 28(0a + adp + geay) L4
B 2 2’

cS

The total surplus is defined as follows:

75 m + T + 7 +mo + CS if an acquisition occurs,

T + T + 7o + CS if an acquisition does not occur.

It is important to note that the fixed cost F' is not included in the total surplus
when an acquisition does not occur. We considered two periods: before and after the
acquisition decision. Before the acquisition decision, firm f has already paid the fixed
cost F', which becomes sunk at the time of the acquisition decision. If firm 1 acquires
firm f, the acquiring firm must bear the fixed cost F' of production in the subsequent
period. In contrast, if firm 1 does not acquire firm f, it does not incur this fixed cost,
and because firm f has already exited the market, the fixed cost F' does not need to
be paid in the subsequent period. Therefore, F' corresponds to the fixed cost in the
periods before and after the acquisition decision. This treatment of fixed costs in the
total surplus has also been adopted in previous research (Bouckaert and Kort, 2014).

The timing of the game is as follows: In stage 1, firm 1 decides whether to acquire
firm f. In stage 2, upstream firm U determines the input price w. In stage 3, each

downstream firm chooses its output level. We solve the game using backward induction.



4 Equilibrium Analysis

4.1 Fixed cost of downstream firm f

First, we consider the condition under which downstream firm f exits the market before
the acquisition occurs. The minimum fixed cost that causes firm f to become a failing

firm is given as follows.

Lemma 1 When F = F = a2 [1+ 8 —r(5+28))?/[16(4 + 58 + 5%)?], downstream firm

f earns zero profit and exits the market.

Proof. See Appendix.

In the following analysis, we assume that the fixed cost of downstream firm f is given

by F'.

4.2 Quantity and input decisions

Next, we consider the case in which no acquisition occurs. In this case, downstream
firm f exits the market and, thus, ¢gf = 0. Given this, the quantities in the downstream
markets are determined by solving the first-order conditions as follows:

ax —Ww _ay—w
2—’—5’ qo_ 2 .

q1 = q2 =

Substituting the downstream quantities into the upstream firm’s profit function and

using the first-order condition and r = ax /ay, we obtain the input price:

N ay(2+44r +B)
o 26+p6)

w



where the superscript NV denotes the case in which no acquisition occurs. Therefore, the

equilibrium outcomes are given by:

N N:a%[2+5_2r<4+6>]2 N:a%(10+5—41”)

T T TR 826+ 82 16(6+ )2
N _ a3 (B+10—4r)? a2 (B+1)[2+8—2r(3+4))
 32(B+6)2 4(8 +2)2(B + 6)2 '

TSN =7l + 7 + =y + CSY.

Finally, we consider the case in which downstream firm 1 acquires downstream firm f.
From the first-order conditions, we determine the quantities in the downstream markets
as follows:

o (ax—w)(2-5) __ax—w _ay —w
q1 = qf = 2(2_‘_26_52)’ Q2—2+25_627 do = 9 .

Substituting the downstream quantities into the upstream firm’s profit function and

applying the first-order condition, the input price is given by:

a_ 24285+ 2B 9)
- 25— ) |

where the superscript A denotes the case in which the acquisition occurs. From the



above results and F' = F, the equilibrium outcomes are given by:

4 _0y(2=BPA+B)2+28—-5-2r(5+ 8- ay[1+8—r(5+26)]"

E 88— P2+ 25— )2 G
A GGR+28-F-2G+A-F) 4 dd14-28- 523 B)
[ O S T Ry R 16(8 — 02)2 7

4 a3 [B+28—14—2(8 - 3)r]’
€57 = 32(8 — 32)2

. a2 (B — 182+ 83+6)[2428 — 82 +2(82 — 8 —5)r]
16(8 — 32)2(2 + 28 — 32)? ’

T54 = Wff + 75 + it + CSA

By comparing the input prices before and after the acquisition, we obtain the main

result of this study regarding the effect of a failing firm acquisition on input prices.

Proposition 1 When market Y is larger than market X, the input price after the ac-

quisition is lower than that without the acquisition. That is, w* < w™ ifr < 1.

The rationale behind this result is as follows. Because the inverse demand functions
for final goods are linear, a larger intercept of the inverse demand function implies that
demand for the final good is less elastic. This property is inherited from the price
elasticity of input demand. In this model, there are two final goods markets, and the
price elasticity of input demand depends on the share of the input used in each final goods
market. When market X is smaller than market Y—that is, when r = ax/ay < 1—the
input demand in market X is more elastic than that in market Y. When downstream firm
1 acquires downstream firm f, the input demand in the more elastic market increases.
Consequently, the aggregate input demand becomes more elastic. Therefore, when r < 1,

the acquisition of the failing firm reduces the input price.
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4.3 Acquisition incentive and its effects

Next, we consider the incentive of firm 1 to acquire firm f. Firm 1 undertakes the

acquisition when the following expression is positive:

A _ N _ ay (2f + @i'r + @5r?)
T T T6(1 4 P2 + B+ P26+ B)A(8 — BRR(2 + 28 — 5P

where the definitions of @34 (j € {0,1,2}) are provided in the Appendix. By solving
@()4 + @{‘r + <I>’24r2 > (0 with respect to r and comparing the solutions with r,,;, and 7,44,

we obtain the following proposition:

Proposition 2 When max{ri,,r{*} < r < ri}, the downstream firm 1 acquires down-

stream firm f, where

O VA (R LT R e VAC SO R ST
! 2Pt Tk 204 '

Figures 1 and 2 present the thresholds for Proposition 2. The horizontal axis repre-
sents the degree of substitutability between goods in markets X, and the vertical axis
represents the relative market size r = ax/ay. The blue and red curves represent rj\
and r{!, respectively. The gray region represents the parameter combinations outside the
scope of the model.

The figures show that firm 1 has an incentive to acquire firm f when market X is
relatively small and the degree of substitutability between the goods in market X is
low. The intuition behind this result is as follows. Compared with the case without
acquisition, the case with acquisition increases the total output of goods 1 and f. This
increases the profit of the acquiring firm but also requires payment of the fixed cost. The

acquiring firm produces two types of goods and the total output of goods 1 and f becomes
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Figure 1: Acquisition incentives over the entire parameter space
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Figure 2: Acquisition incentives at low values of r

smaller than the outputs before the acquisition. This effect reduces the acquiring firm’s
competitiveness in market X, preventing it from recouping its fixed costs solely through
the sale of good f. Therefore, the effects related to output reduction and fixed cost
recovery reduce the acquiring firm’s profit. This effect is referred to as the production
effect. The production effect weakens as the degree of substitutability between goods in

market X decreases.

Next, according to Proposition 1, when market X is smaller, the acquisition makes
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input demand more elastic and reduces the input price. We refer to this effect as the input
price effect, which increases the acquiring firm’s profit. This effect becomes stronger as
the size of market X decreases. Therefore, when the degree of substitutability between
goods in market X is low and market X is small, the acquiring firm’s profit is more likely
to increase, leading to the proposition.

Next, we analyze the welfare effects of the acquisition. By comparing the consumer

surplus and total surplus with and without acquisition, we obtain the following results:

a2 (1 — B) (D55 + OS5y + OF5r?)
602+ AP0+ B8 — PP+ 28— P
a2 (DL + o159y + ¢15y2)
16(1 + B)2(2+ B)2(4 + B)2(6 + B)*(8 — B)2(2 + 26 — B*)*

0S4 — oSN =

TS4—TSN =

where the definitions of <I>jCS and (I)jTS (7 € {0,1,2}) are provided in the Appendix. By
comparing the roots of ®§* + &¢5r + ®F5r? = 0 and OIS + &7y + &T5r? = 0 with r,,

and 7,,4., we obtain the following proposition:

Proposition 3 (i) The acquisition of a failing firm always increases consumer surplus.
In other words, CS* > CSN. (ii) When T < 7 < min{rp.., 7%}, acquisition in-

creases the total surplus, where

rs _ — 15 + V@P — 1070

" 2915

(111) When an acquisition incentive exists, the acquisition always increases the total sur-

plus.

Figure 3 illustrates the threshold values in Result (ii) of this proposition. The hori-
zontal axis represents the degree of substitutability between goods in markets X, and the

vertical axis represents the relative market size r = ax /ay. The black curve represents
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the threshold value r7. The gray region represents the parameter combinations outside
the scope of the model. The figure shows that the acquisition of the failing firm increases
the total surplus when market X is small and the degree of substitutability between the

goods in market X is low.

r
25] e

[ rTS
2.0r Unprofitable, A

i Unprofitable, welfare-reducing I

r welfare-improving acquisition acquisition
1.5¢ proving 58 | A

[ /
1.0 Profitable, N 2@ m===- I'max

r welfare—improving acquisition

LN~ e I'min
0.5

0.0 0.2 0.4 0.6 0.8 1.0

Figure 3: Acquisition incentives and welfare effects

The intuition behind this proposition is as follows. First, the mechanism underlying
result (i) is straightforward. The acquisition of a failing firm allows consumers to consume
a wide variety of goods. Therefore, the consumer surplus increases.

The mechanism underlying result (ii) can be explained by several factors. First, we
consider the effect of acquisition on the input price. According to Proposition 1, the input
price decreases when r is small and increases when r is large. In other words, depending
on the value of r, the acquisition changes the extent of the double-marginalization prob-
lem. When 7 is small, the acquisition substantially reduces the double marginalization
problem and thus increases the total surplus.

Next, we consider the relationship between acquisition and degree of substitutability
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B. According to Proposition 2, when the degree of substitutability is high, the acquisition
is less likely to recover the fixed cost F', and the producer surplus tends to decline.
Furthermore, when the degree of substitutability is low, an increase in the number of
available goods substantially affects the consumer surplus. Therefore, when the degree
of substitutability is low, an increase in consumer surplus is sufficient to counterbalance
a decrease in producer surplus, resulting in an increase in total surplus.

The policy implications of Proposition 3 are as follows. Competition authorities may
evaluate the acquisitions of failing firms under the assumption that private incentives
and social welfare do not necessarily coincide. However, in the environment considered
in this study, where the acquisition incentive is sustained by lower input prices, acqui-
sitions of failing firms are not merely less harmful alternatives to exit. These can be
welfare-enhancing transactions because they soften upstream market power and lower
input prices. Therefore, in this model, the situation in which firms choose to make
an acquisition coincides with that in which the total surplus improves. Consequently,

preventing such acquisitions may hinder the socially desirable restructuring.

5 Extension: The role of upstream market power

The main model assumes that the upstream market is monopolized. This section demon-
strates that an upstream monopoly is not an essential assumption for the main results.
The key factor was the degree of power in the upstream market.

We assume that n symmetric firms exist in the upstream market. Each upstream
firm produces a homogeneous input with a zero marginal cost. The production quantity
of upstream firm U, (u € {1,...,n}) is denoted by zy,. Following the assumption of

a successive Cournot oligopoly (Greenhut and Ohta 1979; Salinger 1988), we determine
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the input price. Specifically, downstream firms choose their production quantities by
taking the input price w as a given. From the market-clearing condition for the input
market g1 + ¢ +qr + qo = Z?Zl xy;, solving for w yields the derived inverse demand
function for input w(Z?zl xy;). The upstream firms face this derived inverse demand

function and compete on quantity. The profit of the upstream firm U, is given by:

n
Ty — W E ZEUj Tyy-
j=1

In the main model, the ratio of the market sizes of markets X and Y, r = ax/ay,
must take an intermediate value to ensure that the equilibrium outcomes are positive. In
this section, we assume that 7,,,(n) = (24+8)/(2+6n+5+np) <r < (3+4n+np)/3 =
Trmaz (1)

The timing of the game is as follows: In stage 1, firm 1 decides whether to acquire
firm f. In stage 2, each upstream firm chooses its input production quantity zy,, and
the input price is determined. In stage 3, each downstream firm chooses its production

quantity. All the other aspects of the model are identical to those of the main model.

5.1 Fixed cost of downstream firm f

The downstream production quantities are identical to those in the main model. From
the proof of Lemma 1, we obtain ¢; = ¢» = ¢5 = (ax —w)/[2(1+ )] and ¢p = (ay —w)/2.
Solving the input market-clearing condition ¢, +¢2+qs +q0 = > __, 7v; for w, we obtain

the following derived inverse demand function:

n Bax + (ay — 31 wy;)(1+ B)
(&) -

1+ 8
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Substituting this into each upstream firm’s profit function and using the first-order con-

dition, the input production quantity chosen by upstream firm U, is given by:

. o 3ax—|—ay(1—|—ﬁ)
YT (4 n)(1+8)

Based on this result, we obtain the following lemma by deriving the minimum fixed cost

level at which downstream firm f becomes bankrupt:

Lemma 2 When the fized cost of downstream firm f is F = F , downstream firm f

earns zero profit and exits the market, where

ay[1+ B —r(1+ +4n+ fn))?

F= 41 +n)2(1 + B)2(4 + B)?

In the following analysis, we assume a fixed cost level, 2

5.2 Quantity and input decisions

First, we consider the case in which no acquisition occurs. The downstream production
quantities in this case are identical to those in the main model and are given by ¢; =
¢ = (ax —w)/(2+ B) and go = (ay —w)/2. From q1 + g2 + g0 = Y_}_, v, the inverse

demand function faced by upstream firms is obtained:

w (il ngj> _ 4CLX + (2 + 5)(@}/ -2 Z?:l JZUj)'

6+0

The first-order condition gives the input production quantity chosen by upstream firm

U.:
ay (2 + 6+ 4r)
2(1+n)(2+8)

TUu =

17



The equilibrium outcomes are as follows:

N ay(2+ 5+ 4r)

(1+n)6+73)’
SN _ =N ay[2+ B8 —r(2+ B8+ (B+6)n) SN _ ay[4 —4r + (8 + 6)nf
o B+22(B+62(n+1)2 7 % 4B +6)2(n+1)2
el 2 [(B+6)n—40r—1] EB+1)[2+8—r2+ 8+ (B+6)n)
8(8+6)*(n+1)? (B+2)2(8+6)*(n+ 1) 7

~N N N~ ~ N
TS =7 +ay +7y+CS .

Next, we consider the case in which an acquisition occurs. From the results of the
main model, the downstream production quantities are ¢; = ¢5 = (ax —w)(2—5)/[2(2+
28 — ﬁQ)], g = (ax —w)/(2+ 26 — 52)7 and g0 = (ay —w)/2. From q; + g2 + 45 +qo =

Z?Zl xy;, the upstream firms’ inverse demand function is given by:

n _ a2 B . |
" (Z ij> _ 2ax(3-8) + (2+28B_ 52 Jay — 257, 20)
7j=1

The first-order condition gives the input production quantity chosen by upstream firm

U.:

_ay 2428 -+ 2r(3 - B)]
T TR 28— 1)

18



From these results and F = F , the equilibrium outcomes are given by:

4 ay[2428 - 5+ 2r(3— )]
- (n+1)B—p5) ’
0 _ BB N[R426 -5 —r (2428 + (8~ )]
1/ 2(8 — £2)2(2 + 28 — #2)2(n + 1)2
1+ B8-r(1+8+(B+4)n)
AB+12(B+4)2(n+1)> 7
4 _ 02426 B —r (2426 5+ (8= F)n)]"
? (8= B2)2(2+ 26 — B2)2(n + 1)? ’
4 a8 =Bn+2(8-3)(r - 1))
48— B2)*(n+1)2 ’
oA ab (8= +2(8=3)(r — 1))
N 8(8 — 82)(n + 1)2
(B =T +8B+6)[2+28 B —r(2+28— 3+ (8- )
48— B2)2(2+28 — B2)2(n + 1)2 ’

TS =7y +7 +7; +CS .

+

By comparing the input prices before and after the acquisition, we obtain:

oV — oA = 2ay(1 — T)(2 — 30+ 52)
(n+1)(B+6)@8—5%)

Therefore, we obtain the following results regarding the effect of acquisitions on input

prices.

Proposition 4 (i) If the size of market X is smaller than that of market Y, the input
price after acquisition is lower than that without acquisition. In other words, @WN > W4
if r < 1. (ii) As the number of upstream firms n approaches infinity, the input price does

not change, even if an acquisition occurs. In other words, lim,, (0" — @) = 0.

This extends Proposition 1 by incorporating the effect of the number of upstream
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firms. Because result (i) is identical to Proposition 1, the intuition behind this result is
the same. Result (ii) implies that when the number of upstream firms becomes infinitely
large, the input price in both cases converges to the marginal cost of the upstream firms,
which is zero. This property is consistent with the Cournot limit theorem and confirms
that an increase in the number of firms reduces the ability of upstream firms to exercise

market power.

5.3 Acquisition incentive and its effects

As in the main model, downstream firm 1 acquires downstream firm f if and only if
71y — @ > 0. The term determining the sign of @y — 77" is a quadratic function of r,

(564 + 5’147" + </15§47“2, and the roots of %lAf — 7V =0 are given by:

~ ~ \2 ~ o~ ~ ~ \2 ~ o~
- \/ (81) - 243 ~Bf + \/ (81) - 243
i (n) = 2 . Ti(n) = 250 :

The definitions of C/ISQA, C/IS{‘, and CTDS‘ are provided in the Appendix. Therefore, we obtain

the following result for the acquisition incentive:

Proposition 5 When max{7,,i,(n), 7 (n)} < r < 7i{(n), downstream firm 1 acquires

downstream firm f.

At first glance, one may expect the acquisition incentive to disappear once upstream
competition becomes sufficiently intense. Proposition 5 characterizes the acquisition
region for a given number of upstream firms but does not reveal whether this region
eventually vanishes as the number of upstream firms increases. The next proposition

is that this intuition is partially correct. Although the acquisition region persists for
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every finite number of upstream firms, it disappears in the case of perfect upstream

competition.

Proposition 6 (i) For any finite number of upstream firms n, a parameter region exists
in which downstream firm 1 acquires downstream firm f. (ii) As n — oo, the acquisition

mcentive disappears.

Proof. See Appendix.

For result (i) of this proposition, for any number of upstream firms n, if the degree of
product substitutability is positive but sufficiently close to zero and the relative market
size of market X, r, is sufficiently close to the lower bound 7,,;,(n), then downstream
firm 1 acquires downstream firm f. For result (ii), as the number of upstream firms
becomes infinitely large, and the input price converges to the upstream firms’ marginal
cost, the input price effect disappears, eliminating the incentive for acquisition.

Next, we analyze the welfare effects of acquiring a failing firm. To examine the effect
on the consumer surplus, we consider C/'T?A — C/’BN. The term determining the sign of
5"~ 5 isa quadratic function of r and takes the form ®§S + ®¢Sr + dFSr2. The
definitions of (”13205 , &\)ICS , and Cioos are provided in the Appendix, and all are positive.

Therefore, we obtain the following result:

Proposition 7 The acquisition of downstream firm f by downstream firm 1 increases

the consumer surplus.

This result corresponds to result (i) of Proposition 3 and shows that the result is
robust even when the upstream market is oligopolistic. Therefore, the rationale behind

this result is the same as that in Proposition 3.
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Finally, we discuss the effect of the acquisition of the failing firm on the total surplus.

~A  ~N
Although this effect is given by T'S — TS | its expression is complex. To avoid un-

necessary complexity, numerical simulations suggest that the alignment between private

incentives and welfare effects remains robust under upstream competition. By substitut-

~ A ~N
ingn =2,520into T'S —TS and the threshold values for the acquisition incentive, we

obtain Figures 4, 5, and 6, which illustrate the regions in which the acquisition increases

the total surplus and the conditions under which the acquisition incentive exists.
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welfare-improving acquisition
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acquisition

0.0

0.2

0.4

0.6 0.8 1.06

Figure 4: Acquisition incentives and welfare effects with n = 2
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Figure 5: Acquisition incentives and welfare effects with n =5
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Figure 6: Acquisition incentives and welfare effects with n = 20

The horizontal axis represents the degree of product substitutability, whereas the
vertical axis represents the relative market sizes of markets X. The grey regions indicate
parameter combinations outside the scope of this analysis. The figures can be divided into
three regions. In the left region, the downstream firm 1 has an incentive to acquire the
failing firm, and the acquisition increases the total surplus. In the middle region, there is
no acquisition incentive, but acquisition increases the total surplus. In the right region,
there is no acquisition incentive, and the acquisition decreases the total surplus. As the
number of upstream firms, n increases, the curves representing the thresholds shift to the
left. Therefore, intensified competition in the upstream market weakens the incentive to
acquire a failing firm and narrows the region in which the acquisition increases the total
surplus. However, when the acquisition incentive remained, the acquisition increased the

total surplus.
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6 Conclusions

This study analyzes incentives for failing firm acquisitions and their welfare effects, pro-
viding a new explanation based on input pricing in vertically related markets. We
consider a setting in which an upstream firm supplies common inputs to multiple down-
stream markets and analyze the acquisition of a failing firm by a downstream competitor.
When demand in the failing firm’s market is relatively elastic, preserving its production
increases the elasticity of the aggregate input demand, weakens upstream market power,
and lowers the input price. Therefore, the acquiring firm benefits from lower input costs
even after paying the acquisition cost.

The analysis yields the following three main results: First, competing firms may
have incentives to acquire failing firms even in the absence of efficiency gains or direct
synergies. Unlike conventional acquisitions, these incentives arise from lower input prices
rather than increased market concentration. Second, failing firm acquisitions always
increase consumer surplus, while their effect on total welfare is ambiguous and depends
on the model parameters. Third, the mechanism extends to an oligopolistic upstream
market, although stronger upstream competition weakens the upstream market power,
thereby reducing the acquisition incentives arising from lower input prices.

An important direction for future research would be to examine alternative forms
of downstream competition. While this study assumes Cournot competition to obtain
tractable analytical results, it would be valuable to investigate whether the proposed

mechanism also holds true in other competitive settings, such as price competition.
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Appendix

A1l. Proof of Lemma 1

From the first-order conditions for quantity competition in downstream markets, we
obtain ¢ = ¢ = ¢5 = (ax — w)/[2(1 4+ B)] and ¢ = (ay — w)/2. Substituting these
quantities into the upstream firm’s profit function and using the first-order condition
with respect to the input price, we obtain w = ay (1 + 3r + 3)/[2(4 + 5)], where we use
r = ax/ay. Substituting the above results into the profit function of the downstream

firm f and solving for the value of F' that makes its profit equal to zero yields:

at[1+ 8 —r(5+28)

F= 16(4 + 58 + 32)?

Therefore, the lemma is as follows. O

A2. Proof of Proposition 6

To demonstrate result (i), it is sufficient to show that 7*(n) < Fpuin(n) < 7i1(n) holds for

£ = 0. Substituting # = 0 into these thresholds yields:

1
1+3n

7

- -0 = 75

)]0 = 1.

ﬁmn(”) ‘ﬁ=0 -

Therefore, Result (i) is as follows:

Next, we consider result (ii). As n approaches infinity, we obtain:

lim 7' = lim 73 = 0.
n—oo n—o0

Thus, the incentive to acquire a failing firm disappears. O
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A3. Definition of variables

¥ (j €{0,1,2} and k € {A,CS,TS}) are defined as follows.

O = — (44 108 + 662 — 5% — BH2(1792 — 10243 + 9925% + 8643° — 603* — 132°
—2943% —247),
O =2(77824 + 3932163 + 7459845% 4 7208963° + 5303681 + 4069765° 4 1218563
— 15132837 — 1331723% — 145643° + 186605 + 65645 — 8352 — 38943
. 70ﬁ14 . 4&15)7
®y = — 126976 — 12492803 — 31114243 — 3294208 — 18113923* — 6535683
+ 41280.3°% 4- 4400008” + 2837645% + 106083° — 463285 — 137243 + 63132
+ 8923 + 1483 + 861,
d§Y =(4 + 68 — 3%)%(288 — 808 — 684% + 1653% + 53,
®F5 = — 2(4608 + 156163 + 90243% — 103685° — 5632* + 34403° + 141235 — 52057
— 16438 + 283° + 78'9),
B =2(11520 + 308480 + 348842 — 203523% — 21923* 4 5752° + 6823° — 74057
—1098% + 358% + 63),
OIS =(4 +108 4+ 65% — 32 — B*)*(5376 — 74248 — 2912 + 19363% 4 7208* — 56/3°
—384° — 347),
OTS =2(61440 + 4136963 + 10736643 + 13355523° + 660608 — 2593283° — 4895683°
— 17224087 4 507763° + 467205 4 52405 — 30328 — 8084 — 24 4 155 + '),
OIS =1265664 + 21544965 — 374220853% — 103119365 — 5227392 + 32871043
+ 3514496 6% + 27105657 — 6087603° — 1771243° + 266225 + 1755631

+ 136382 — 4208 — 824 — 4%,
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¥ (j €{0,1,2} and k € {A,CS}) are defined as follows.

D =— (4+ 108+ 68% — B° — BH2(1792 — 10248 + 992> + 864> — 603* — 1323
—298° —257),

OL =2(4 4+ 108 + 682 — 5> — BY)[7168 + 138243 + 44803 + 54408° + 13584 3" + 40883
—36524°% — 189447 — 23% + 14957 + 31310 + 2™ + (12288 4 358403 + 286723
42227233 + 172804* — 3683° — 62643% — 20843" + 1744% 4 1983° + 355 + 25 )n],

D =— (4+ 108+ 68% — B° — BH2(1792 — 10248 + 992> + 8643° — 603* — 1323°
—293% — 287) — 2[49152 + 2662403 + 5468163% + 5785603 + 415744 3* + 2404483°
4 240008° — 11273647 — 746408° — 33405% + 115128 + 34568 — 1423 — 221"
— 3768 —28%n + 3(192 + 803 — 168* — 105 + 5*)%(16 + 3683 + 24/3* + 63> + 24*
— 8% —26%n?,

BSS =(8 4 2)%(8> — 28 — 2)%[96 — 165 — 2852 + 83° + 3% + (192 — 643 — 408> + 83>
+26"n],

DS = — 2(B+2)(8% — 28 — 2)[—384 — 512 + 20852 + 2323° — 768 — 465° + 83° + 337
+ (=768 — 16643 + 8003% + 560> — 2483* — 763° + 208° 4 487 )n],

Y5 =(52 — 28 — 2)2(48 — 326 + 262 + 36%)(2 + 5)° + (48 — 88 — 68> + °)%(8 + 1653 — 63
— 66 + 36%)n% 4 2(1536 + 71684 + 51843% — 49924 — 26243" + 18563° + 5963

— 29687 — 683% + 163° + 38')n.
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