Ralph’s Merger

Management at Ralph’s Firm is considering merging with Other Firm. Ralph believes Other would be worth 150% of its current value if it were to merge with Ralph. Thus, if it is worth v to Other it is worth 1.5v to Ralph. Ralph believes that currently Other is worth between 0 and 100. Ralph believes each value is equally likely. Other knows its value prior to receiving the offer from Ralph.

1. 
From society’s standpoint, should the merger take place? Why?

2. 
Does there exist a price P, paid by Ralph to Other, that would make both better off?

3.
Of course, Ralph is not dumb. It is aware that a trade will not take place unless it makes an offer P that makes Other better off after the trade. Remember, only Other knows what it is worth at the time Ralph makes his offer. For simplicity, assume away any haggling, so that Ralph makes a take-it-or-leave-it offer to Other. Do you think the trade will take place? Explain why or why not.

4.
Suppose Ralph can hire Honest Auditor to reveal whether v is Low (between 0 and 50) or High (between 50 and 100). The audit will be performed prior to Ralph making its offer P. How would Ralph best use Honest Auditor? Does this change your answer to 3.?
5.
What is the maximum amount society would pay for the audit? How much of this cost is each party to the transaction willing to bear?

