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Introduction 
In November 1998, Cargill, Inc. announced that it was going to acquire the 

grain business of Continental Grain Company. At that time, Cargill was the largest 
privately held company in the United States and Continental Grain was number 
five. If the acquisition was to be approved by the authorities, the transaction would 
lead to Cargill having both a monopoly and a monopsony in the U.S. grain market. 
During the recent years leading up to this event, highly intensive global 
competition conditions had strained Continental Grain s sales and market share. 
Both Continental s and the United States grain export positions were in jeopardy 
due to competition from overseas and South American countries. The managers of 
Cargill realized that the same thing could happen to that company. The acquisition 
would make Cargill stronger by using Continental s high-fixed cost production 
system to capture economies of scale. At the same time, it seemed too late for 
Continental to solve its diversification of products problem, which required both 
large capital investments and time to develop. To be acquired by Cargill seemed to 
be the best choice for Continental Grain, because Cargill had what Continental 
needed. 

In this study we briefly analyze a variety of approaches to business 
combination: mergers & acquisitions, consolidations, and joint ventures. In 
addition, we try to explain possible reasons for acquisitions by using monopoly, 
monopsony, and economies of scale theories.  

In this study of Cargill and Continental Grain after the acquisition, Cargill 
would almost certainly have monopoly and monopsony power in the U.S. grain 
market and could make large profits from this position. Some of the questions to 
investigate are: Will Cargill use that power or not? , If it uses its market power, 
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who will be at a disadvantage? , Are farmers and local elevators going to lose? , 
Will Cargill share the profits with farmers and local elevators by paying them 

higher prices for their commodities? And finally, how will the acquisition affect 
Cargill s competitors both overseas and in the domestic market? We are able to 
attempt to answer some of these questions, but most of them will be answered in 
the future as a result of Cargill s future strategies.  

Mergers 
Mergers are fusions of two or more firms.  Weston et. al. (1990) define 

mergers as transactions that form one economic unit from two or more previous 
ones.  The Columbia Encyclopedia (1993) defines a merger in corporate business 
as a fusion of two or more corporations that transfer all their properties to one 
corporation.  We can talk about three types of mergers.  Weston et al. (1990) 
examine mergers as vertical, horizontal, and conglomerate. If two or more firms 
have different types of businesses, the merger is vertical; if they have similar 
businesses, the merger is horizontal; and if the firms are engaged in unrelated types 
of business activities, the merger is a conglomerate merger (for example a merger 
between Mobil Oil (an oil company) and Montgomery Ward (a consumer retail 
company).  

Acquisitions 
Ross et. al. (1996) indicate that acquisition types are the same as merger 

types (vertical, horizontal, and conglomerate acquisitions).  If two firms compete 
with each other in the same industry and one decides to acquire the other, the 
acquisition type would be horizontal.  In a vertical acquisition, the acquired firm 
and acquiring firm are at different steps of the production process.  For example, 
acquisition by an airline company of a travel agency is a vertical acquisition.  In a 
conglomerate acquisition, two unrelated firms unite.  Acquisition of a food-
products firm by a computer firm would be considered as a conglomerate 
acquisition.  

Ross et. al. (1996) examine three basic legal procedures of acquisitions: (1) 
acquisition of assets, (2) acquisition of stocks, and (3) merger and consolidation.  
In the acquisition of assets, one firm acquires another firm by buying the firm s 
assets and a formal vote of the selling firm s shareholders is required, so that type 
of acquisition will avoid the potential problem of having minority shareholders. 

A second type of acquisition is acquisition of stocks.  Ross et. al. (1996) 
state that in this legal procedure, a firm purchases another firm s voting stocks in 
exchange for cash, shares of stocks, or other securities by a private offer from the 
management of one firm to another.  Sometimes the offer is taken directly to the 
selling firm s stockholders by the use of a tender offer.  A tender offer is a public 
offer (by newspaper advertising) to purchase shares of the target firm by bypassing 
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the target firm s management and the board of directors. Acquisition of stocks is 
usually unfriendly, because this effort circumvents the target firm s management, 
which may potentially be resisting the acquisition. The third legal type of 
acquisition, consolidation or merger will be investigated under the topic of 
consolidation.  

Consolidations 
Ross et. al. (1996) indicate that a consolidation is similar to a merger, with 

the difference that the merging parties create a new firm.  In a consolidation, the 
acquired firm and the acquiring firm loose their identities, which means both the 
acquired firm and the acquiring firm terminate their previous legal existances and 
become a new firm.  The distinction between both firms is not important, and the 
rules for consolidations and mergers are almost the same. 

Ross et. al. (1996) point out that acquisitions by consolidations and 
mergers refer to combinations of the assets and liabilities of acquired and acquiring 
firms.  Suppose firm X acquires firm Y in a merger and suppose firm Y s 
shareholders are given one share of firm X s stocks in exchange for three shares of 
Y s.  Although, from the legal standpoint, firm X s shareholders would not be 
affected by the merger, firm Y s shares cease to exist.  In a consolidation, for a 
share of a created new firm, firm Z, firm X s shareholders and firm Y s 
shareholders would exchange their shares.  

Joint Ventures 
Weston et. al. (1990) define joint ventures as; two (or more) firms (parent 

firms) combining subsets of their assets  for a specific business purpose and a 
limited duration which is usually ten to fifteen years or less. One of the 
publications of the Organisation for Economic Co-Operation and Development 
(OECD) (OECD Press, 1986) argues that unlike a merger, a joint venture typically 
involves only temporary, partial, and small activities.  Thus the parent companies 
are still free to continue their activities separately.  The idea is that in case a joint 
venture fails, the parent firms would be less affected.  Since a joint venture has a 
limited time, it can be terminated after the business is completed.  

Theoretical Framework 
Economies of Scale 
For a firm, economies of scale are accomplished by increasing the level of 

productivity by reducing the average cost of production.  Ross et. al. (1996) point 
out that firms can grow to an optimal point, but after that point diseconomies of 
scale occur and average cost increases (Figure 1).      
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Figure 1: Economies of Scale and the Optimal Size of the Firm    

                       

Ross et. al. (1996) emphasize that spread of overhead is related to 
economies of scale.  That means companies who merge can share some basic 
facilities such as corporate headquarters, management, and computers. Thus, these 
costs can be spread out over a larger volume of output.  

Shepherd (Shepherd, 1985) talks about several sources of economies of 
scale that are specialization, physical laws, and management. For the first source 
Shepherd says: 

Specialization has long been known as a basic cause of scale economies, 
ever since Adam Smith put it at center stage in 1776 in his Wealth of Nations. As a 
plant s workforce expands, it can be put to more specialized tasks. The workers 
learn to do their specific tasks rapidly and precisely. They also avoid a loss of time 
and effort from shifting among tasks.

 

According to Shepherd (1985), machines can be more specialized and 
thereby more efficient. Specialized machines are usually complex, expensive, and 
capable of long production periods. With long periods, the fixed costs of the 
machine are spread out per unit of output. The second source, physical laws usually 
favor larger size operations. For example, high-temperature processes usually work 
more efficiently, when they are used on a large scale. Thus, from 1920 to 1970, 
larger electric generators used greater levels of heat and become more efficient. 
The third source, management efficiencies are realized at larger plant sizes as a 
manager may be capable of managing hundreds of employees using modern 
methods of processing information (computers, telephones). Thus, management 
gains can reduce costs as production increases.   

Hogendorn (1995) examines that a firm s average cost declines as output 
increases, at least up to some level, if the firm commands significant economies of 
scale.  Economies of scale (Figure 2.) are associated with large mass-production 
industries. For example, in figure 2, the average cost curve (AC) falls as the output 
level (Q) increases from 1000 to 15,000.  At this point, we can say that all 
economies of scale have been achieved, and the AC curve rises after this point. 

 
Average  
Cost            Minimum cost     

   Economies of   Diseconomies of   
           Scale          Scale          

Output 
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Figure 2: Economies of Scale:            

When economies of scale occur, average cost drops until production hits a 
quite high level. Minimum cost is reached at a large volume of output.  

Market Power or Monopoly and Monopsony 
Merging of two firms can potentially cause a reduction in competition and 

an increase in prices charged to the consumer or a reduction in prices paid to the 
producer in the case of a monopsony.  Ross et. al. (1996) emphasize that if the 
merger of two firms reduces competition, this may be challenged by the U.S. 
Department of Justice or the Federal Trade Commission (FTC).  One of the most 
basic reasons to merge is cost reduction because a combined firm may operate 
more efficiently than two separate firms. 

Hogendorn (1995) talks about the natural monopoly , and this is 
illustrated in Figure 3.  When economies of scale occur, a firm may gain some 
control over the price that it charges.  Let s assume that D1 represents the entire 
market demand for a product that is being produced under conditions of decreasing 
cost.  If only one firm was the producer in the industry, it could make a high profit 
by selling its products at P1 and P2 price levels. Let s assume that another firm 
enters the industry and gets the half of the sales.  Demand curve D2 shows that 
each firm faces a demand that is just half of what it was when only one firm was in 
the entire market.  The quantity demanded along curve D2 is half what it was along 
D1 at any price level.  In this case neither firm can make a profit because there is 
no price level that will cover the cost of production. For example, points A and B, 
which correspond to prices P1 and P2, respectively, both  lie below the AC curve. 
Demand curve D2 lies below AC, so one firm can make a profit in this industry 
and will have the opportunity to choose the price it charges.  Two firms can t 
survive in this industry and a natural monopoly occurs.  Hogendorn (1995) thinks 
that the weaker or less aggressive firm will be forced to merge with the stronger 
firm or it will be driven out of existence.   

$    

            

                                      AC  

0 
         1000

 

                                   1500                         Q

 



 

140 

Figure 3: Monopoly. 
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In the figure there is not enough demand so that two firms can charge a 
price that equals or exceeds AC, but enough for one firm to do so.  

Shepherd (1985) talks about monopsony. He states that in a pure 
monopsony there is a single buyer for the entire market and a monopsony is an 
attractive position for that buyer. His reasoning is that in a monopsony it is the 
buyer s market power against the sellers. Thus, a single buyer has a power to offer 
lower prices for sellers products and the buyer can make a large amount of profit. 
This profit may be returned as salaries to the buyer s employees, as dividends to 
shareholders, as a higher price for sellers.    

Operating Synergy Theory       
Economies of scale or scope also relate to the operating synergy theory.  

Weston et. al. (1990) indicate that as in economies of scale, mergers can help 
achieve higher levels of activities.  For example, one firm might be weak in 
research and development (R&D) but strong in marketing while the other may be 
in an opposite position. After merging, the problems of both might be eliminated.  
Weston, et. al. state: Operating synergy or operating economies may be achieved 
in horizontal, vertical, and even in conglomerate mergers. The theory based on 
operating synergy assumes that economies of scale do exist in the industry and that 
prior to the merger, the firms are operating at levels of activity that fall short of 
achieving the potentials for economies of scale.

 

Weston et. al. (1990) point out that, because of indivisibilities, economies 
of scale arise.  For example, people, equipment, and overhead may cause 
increasing returns if they are spread over a large number of units of output.  Thus, 
heavy investment in plant and equipment may produce such economies in 
manufacturing operations.  For example, a high-cost machine such as the large 
presses used to make auto bodies requires optimal utilization.  Large chemical 
companies have a large staff of highly competent scientists who can develop and 
oversee a larger number of product areas.  

There is one potential problem in merging firms; how to combine and 
coordinate the good parts of the firms and eliminate what is not required? Weston 
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et. al. state: Often the merger announcement will say that firm A is strong in 
research and development but weak in marketing, while firm B is strong in 
marketing but weak in research and development, and the two firms combined will 
complement each other.  Analytically, this implies underutilization of some 
existing factors and inadequate investment in other factors of production.  

For example, as we will see later in Chapter V, Continental Grain excelled 
in bulk export trading but was not diversified enough in processing to effectively 
compete in the market unlike Cargill. By acquiring Continental, Cargill will use 
Continental s experience and efficiency in processing bulk export products to 
lower cost.  

Alternatives to Mergers and Discussion of Regulations: Mergers & 
Acquisitions, Joint Ventures, and Firms  

After merging, the new owner may change the firm s structure in response 
to new technologies or even changes its strategic directions and use of resources.  
Indeed, some firms acquire other firms because they want to optimize the use of 
resources. 

Rose et. al. (1996) discuss the fact that the value of a firm can increase 
when a firm changes  its management  style.  In addition, Weston et al. (1990) 
argue about the inefficient management theory and say: Another control group 
might be able to manage the assets of an area of activity more effectively.  Or 
inefficient management may simply represent management that is inept in an 
absolute sense.  Almost anyone could do better.  If so, this would provide a 
rationale for conglomerate mergers.  In the differential efficiency (or managerial 
synergy) theory, the acquiring firm s management seeks to complement the 
management of the acquired firm and has experience in the particular line of 
business activity of the acquired firm.  

Weston et. al. (1990) also discuss the financial synergy theory.  This theory 
hypothesizes about complementaries between merging firms.  It is not about the 
management capabilities, but about the availability of investment opportunities and 
internal cash flows.  A firm in a declining industry has few attractive investment 
opportunities, so it would typically produce large cash flows.  A growth industry 
has more investment opportunities than cash with which to finance them, so the 
merged firm can have a lower cost of capital because of the lower cost of internal 
funds.  

On the other hand, Killing (1983) thinks that joint ventures are difficult to 
manage because they have more than one parent and these parents, unlike 
shareholders of a widely held public corporations, are powerful and visible, so they 
may have problems on just about anything: how a joint venture should grow, how 
it should be organized.  The other usual problems are who should be the general 
manager and how the board of directors decisions should be made.  Making a 
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decision via the boards of directors could take time because of disagreements on 
data or strategies.    

Are Joint Ventures an Alternative to Mergers and Acquisitions?  
OECD (1986) points out that the merger and joint venture (horizontal) of 

large companies may eliminate competition, but in some industries, where the 
economics of scale are substantial, they may be effective in saving distributions 
and transaction costs.  

A joint venture may be used prior to a merger or acquisition.  Cole (1998) 
shows that two companies may check out each other s philosophy and style by 
way of joint ventures.  After the business is done if they are still interested in each 
other, a merger or acquisition strategy may be pursued.   

Mergers & Acquisitions, Joint Ventures, and Regulations  
The legal nature of mergers & acquisitions and joint ventures may play an 

important role when firms make decisions about arrangements between each other.  
OECD (1986) points out that legal authorities usually are more gentle to joint 
ventures because they are not cartel-type arrangements.  

Mergers and acquisitions are different legal situations.  Martin (1959) says: 
As amended, Section 7 of The Clayton Act prohibits industrial corporations from 

acquiring either the stock or assets of another corporation, if there is a reasonable 
probability that the effect will be substantially to lessen competition in a market.

 

Hoyenkamp et. al. (1994) argue that in the 1960 s, Structure-Conduct-
Performance (S-C-P) type analysis was governing industrial organization theory.  
S-C-P suggested that the firms in concentrated industries would naturally find 
collusive or oligopolistic conduct more profitable. Hoyenkamp et. al. state: The 
importance of the S-C-P paradigm was that market structure entailed poor 
performance, because the structure itself made oligopoly conduct inevitable; that is, 
given a highly concentrated structure, the profit-maximizing strategy for a firm was 
to behave oligopolistically.  

In the 1970 s, S-C-P came under increasing attack from those who argued 
that high concentration was necessary for firms to capture economies of scale and 
they could still continue to perform competitively even at high levels of 
concentration.  

According to Hoyenkamp et. al. (1994), antitrust courts today are about as 
committed as ever to using underlying market structure as a guide in their decisions 
about the competitive consequences of mergers. In 1992, the Antitrust Division of 
the Department of Justice and the FTC jointly issued a Guidelines outlining their 
policies with respect to horizontal mergers.  Wisner and Hayenga (1999) indicate 
that the Guidelines state that mergers should not be permitted to create market 
power. 
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The European Union and Mergers in the United States 
The European Union and Export Policy 
The European Union (EU) or the European Common Market was 

established in 1958. Today the EU has 15 members: Austria, Belgium, Denmark, 
Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, 
Portugal, Spain, Sweden, and the United Kingdom. Cramer et. al. (1997) indicate 
that the first Common Agricultural policy (CAP) regulations were introduced in 
1962. The first regulations covered grain, poultry, pork, eggs, fruits, and 
vegetables. Regulations for beef, milk, rice, fats and oils, sugar, tobacco, hops, 
seed, flax, and fish followed the first regulations. Historically, there were three 
components of CAP: Common Pricing, Community Preference, and Common 
Financing. 

Common Pricing can be explained by an example from the grain market. In 
order to support sales, a target price is fixed in the major deficit consuming areas. 
Let s say the location used is Duisburg, Germany. For the operation of open market 
forces, small variations are permitted around this target price, which is called 
intervention price. The government purchases the grain at the intervention price. It 
does same thing when selling of grain stocks. For example, assume the target price 
for wheat is $5 per bushel with a minimum intervention price of $3.90 per bushel. 
Since we are transporting wheat from the port of entry to the major consuming 
areas, our threshold price is the floor intervention price minus the transportation 
cost. If we assume the transportation is 20 cents per bushel of wheat, the threshold 
price would be $3.70 per bushel and this is also the price in the EU central grain 
market (Rotterdam). So the price in Duisburg would be $3.70 plus 20 cents. The 
difference between the import price and the threshold price is the variable levy. 
The variable levy is the cost, (insurance and freight (CIF)) that is used for 
protection of the intervention price. Also it s a tax and is not fixed. It can be 
changed in the CIF import price or the target price of products. The EU eliminates 
price and quality competition from other countries by using this method.  

Community Preference is accomplished by using variable levies and export 
subsidies. Imports could be restricted and the EU producers have historically been 
protected by using variable levies. Since there were no limitations on production, 
there have historically been surpluses and these subsidized surpluses have been 
dumped onto the world grain market.  

Common Financing is the term used to describe the fact that all countries 
in the EU have to finance the CAP. They have the European Agricultural Guidance 
and Guarantee Fund from which all their expenditures come. This budget consists 
of member s contributions, custom duties, and levies on agricultural imports. 
Salvatore (1998) talks about results of these policies and states:  Particularly 
troublesome are the very high support prices provided by the European Union (EU) 
to maintain its farmers income under its common agricultural policy (CAP). These 
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high farm subsidies lead to huge agricultural surpluses and subsidized exports, 
which take export markets away from the United States and other countries, and 
are responsible for some of the sharpest trade controversies between the United 
States and the European Union.  

The CAP is unfair to non-farmers groups especially for lower income 
groups because it keeps domestic consumer prices for agricultural products at high 
levels. In addition, it represents a misallocation of resources between the 
agricultural and non-agricultural sector. Large farmers benefit the most because of 
product-tied support. The CAP distorts world markets because the EU market has 
been closed to many countries for many products over the last three decades. 

Folmer et. al. (1995) point out that from 1973 to 1990 the EU self- 
sufficiency ratios changed for cereals, sugar, wine, butter and beef. This trend 
indicated that the EU moved from being a net importer to being a net exporter (a 
regime switch). 

             
Table 1: The European Union self-sufficiency ratios (1.00 = self 

sufficiency, <1.00 = importer, and >1.00 = exporter).   
Product (group) 1973

 

1990

 

Wheat 0.93

 

1.29

 

Coarse grains 0.83

 

1.13

 

Sugar 0.91

 

1.39

 

Oilseeds 0.15

 

0.51

 

Wine 0.99

 

1.08

 

Beef 0.96

 

1.11

 

Cheese 1.03

 

1.09

 

Butter 0.98

 

1.21

 

Skimmed milk-Powder 1.43

 

1.4

  

Source: Calculated from FAO, Trade Yearbook and Production Yearbook, CEC, The Agricultural    
Situation in the European Community, 1995.  

Table 1 illustrates that the EU s 1990 self-sufficiency ratios have moved 
higher than in 1973 for all products except skimmed milk-powder. 

Folmer, et al. (1995) examine the phenomena that the EU trade share plays 
an important role in the world trade. Table 2 illustrates that the EU has become an 
important exporter of cereals and also has an important and increasing role in other 
products, like sugar, cheese, beef but is losing share in butter and other dairy 
products. 

                




