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Chapter 5

Conclusion

My thesis studies three distinct economic applications of contest theory. The first

application analyses the problem of endogenous coalition formation in contests. In

the model presented in chapter 2, identical players form coalitions based on the non-

cooperative approach developed by Bloch (1996) and Ray and Vohra (1997). In this

approach, players sequentially engage in a negotiation process before a coalition is

formed, but once agreed upon, the coalitions are contractually binding. After the

coalition formation process is complete, the coalitions engage in a contest. I specify a

contest success function through three assumptions for the context of group contests,

and show that the coalition structure formed at equilibrium is unique and asymmetric:

no two coalitions formed at equilibrium are of equal size. Further, I impose additional

restrictions on the contest success function to determine the number of coalitions

formed at equilibrium and the probability distribution (of winning the contest) across

those coalitions.

The next chapter studies an application to innovation markets. I consider mergers

in markets in which firms invest in a portfolio of independent research projects of
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varying profitability. A firm engages in a contest with the rival firms by investing

in a project. The winner of this contest appropriates the profits generated by the

innovation, while the losing firms obtain nothing. Investing in a project increases the

marginal cost of investing in another project, which generates negative externalities

across them.

I show that there can be two reasons why firms invest inefficiently: first, because

of competition, they excessively invest in the most profitable project; second, due

to the lack of appropriability of the social gains from an innovation, they tend to

underinvest in socially desirable projects.

A merger internalizes two innovation externalities. A negative externality that

arises because the investment of a firm in one project lowers the probability the

partner firm wins the contest for that project. A positive externality because the

investment of a firm in one project increases the marginal cost of that firm in the

other project, which raises the likelihood the partner firm wins the contest for the

alternative project.

I show that, when the winning firm appropriates all the social surplus from an

innovation, then mergers are always welfare improving. In different words, if firms

can perfectly price discriminate in the product market, a merger necessarily aligns

the social and the private incentives. Otherwise, mergers may increase or decrease

welfare, depending on how the appropriability of the social surplus from an innovation

varies across markets.

Lastly, the fourth chapter develops a model of conflict resolution over scarce water

in a trans-boundary river. In our model, I consider countries located along a river

that made a military investment. After that, they sequentially bargain over the

surplus of water, or engage in a military conflict with their upstream neighbour. The
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probability of winning a military conflict is determined by a contest success function

which depends on the military investments made before. I speak about a peaceful

agreement if the countries rationally decide to bargain over the water instead of

engaging into a military conflict. I show that, if all benefit functions are increasing

and concave, then for every level of military investment, there always exists a peaceful

agreement where every country prefers to bargain peacefully for the water.

In conclusion, my thesis studies the applications of contest theory to three diverse

economic settings. I first study the problem of coalition formation in the context of

contests in Chapter 2. Chapter 3 applies this theory to markets to study problem

of mergers and innovation. The common thread with Chapter 2 is that a merger is

equivalent to a coalition, while contest success functions are used to model innovation

races. Lastly, using contest theory to model conflicts, I study how nations can agree

peacefully over potential conflicts that may arise while sharing a river in Chapter 4.
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