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I. INTRODUCTION

SINCE 1950 the Department of Justice and the Federal Trade Commis-
sion have filed more than 500 antitrust complaints against firms involved
in mergers, on the grounds that these mergers would ‘‘substantially lessen
competition’” and thus violate Section 7 of the Clayton Act.! Approxi-
mately 85 percent of the complaints were filed against horizontal combi-
nations, and most resulted in divestiture or cancellation of the merger.
Stigler perceives another consequence of these prosecutions; he attri-
butes the decline in the relative frequency of horizontal mergers in the
United States since 1950 to the deterrent effect of vigorous Section 7
enforcement.?

* We wish to thank Christopher James, Gregg Jarrell, Herwig Langohr, Megan Partch,
Walter Vandaele, and in particular Robert Stillman for helpful comments. This research was
funded in part by the Social Sciences and Humanities Research Council of Canada, grant no.
494-83-009, and the University of Oregon Foundation. Part of our data base was generously
provided by the Antitrust Division of the U.S. Department of Justice and the Bureau of
Competition of the U.S. Federal Trade Commission. Opinions in the paper are the authors’
own and do not reflect the position of either agency.

! With the Celler-Kefauver amendment in 1950, Section 7 of the Clayton Act of 1914
replaced Section 2 of the Sherman Act of 1890 as the principal federal antitrust law regulat-
ing corporate mergers and acquisitions. A potential threat to competition constitutes an
offense under this law, and it is not necessary to prove a horizontal relationship between the
combining firms. Furthermore, anticipated or demonstrated economic efficiencies are not a
defense against the illegality of a merger that may lessen competition (United States v.
Procter and Gamble, 386 U.S. 568, 580 (1967)). Prior to the Celler-Kefauver amendment,
Section 7 applied to the transfer of corporate stock only and was applied exclusively to
horizontal mergers.

2 George J. Stigler, The Economic Effects of the Antitrust Laws, 9 J. Law & Econ. 225
(1966).
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In theory, mergers between competitors—horizontal mergers—can
lead to accumulations of market power.> However, recent empirical evi-
dence developed by Eckbo and Stillman indicates that the mergers chal-
lenged by the government between 1963 and 1978 were not, in general,
anticompetitive.* Both authors use stock price data to test the hypothesis
that these mergers would have promoted profitable collusion in the defen-
dants’ industries. Collusive mergers generate increased net cash flows for
the combining firms and their industry rivals. In an efficient stock market,
the present value of increments to expected future cash flows will be
reflected in positive abnormal stock returns for industry members when
collusive mergers are announced. Subsequent Section 7 challenges will
induce negative abnormal stock returns if investors expect the govern-
ment to eliminate collusive behavior in the merging firms’ industries.
Eckbo and Stillman do not observe the stock price patterns predicted by
the collusion hypothesis. In fact, Eckbo’s data suggest that had they
survived, the challenged mergers in his sample would have been econom-
ically efficient on average rather than anticompetitive.

How can the government’s apparent failure to prosecute anticompeti-
tive mergers be explained? In this paper we test the proposition that legal
constraints in effect during the Eckbo and Stillman sample periods pre-
vented the agencies from obtaining the information needed for judging a
merger’s competitive impact before filing a complaint. The implementa-
tion of the Hart-Scott-Rodino (HSR) Antitrust Improvements Act in Sep-
tember 1978 significantly relaxed those constraints.> A major purpose of
the HSR Act was to increase the precision with which defendants are
chosen by providing the agencies with more information about potential
Section 7 violations and more time to analyze that information before they
take legal action. We examine a sample of Section 7 cases filed after 1978
for evidence that HSR has enhanced the agencies’ ability to select anti-
competitive mergers for prosecution, but we find no such evidence. Our

3 Oligopoly models in the tradition of Augustin Cournot, Recherches sur les principes
mathématiques de la théorie des richesses (1838), and the information-based oligopoly
model of George J. Stigler, A Theory of Oligopoly, 72 J. Pol. Econ. 44 (1964), imply that the
difference between the actual and competitive price level is inversely related to the number
of independent producers in the industry. Since a horizontal merger by definition reduces
the number of firms by one, the potential anticompetitive effects of such mergers are typi-
cally analyzed in terms of these oligopoly models. See also id., Monopoly and Oligopoly by
Merger, 40 Am. Econ. Rev. 23 (1950).

4 B. Espen Eckbo, Horizontal Mergers, Collusion, and Stockholder Wealth, 11 J. Fin.
Econ. 241 (1983); Robert Stillman, Examining Anti-Trust Policy towards Horizontal Merg-
ers, 11 J. Fin. Econ. 225 (1983).

5 Public L. No. 94-435, 90 Stat. 1390. The law took effect on September 5, 1978, with the
promulgation of the Premerger Notification Rules, 43 Fed. Reg. 33, 450 (1978).
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study indicates that the government’s tendency to challenge efficient
mergers cannot be explained by constraints on the enforcement process.

Our empirical analysis addresses two additional issues of central im-
portance for drawing public policy inferences from a study of this type.®
First, we discuss a conclusion reached by Elzinga, by Pfunder, Plaine,
and Whittemore, and by Ellert.” They argue that the government’s suc-
cesses in Section 7 cases represent ‘‘paper victories’’ because the relief
imposes no significant economic constraints on the firms’ behavior. Their
argument implies that if mergers provide opportunities for anticompeti-
tive activity, these opportunities are undisturbed by judgments against the
mergers. If this is a valid contention, Section 7 suits are unlikely to affect
industry rivals’ share prices whether or not the prosecuted mergers are
anticompetitive. Thus, the Eckbo-Stillman methodology cannot reliably
discriminate between hypotheses about the mergers’ competitive effects.
We reject the “‘paper victory hypothesis’ for the defendant firms in our
sample. Furthermore, results obtained from tests in which rival firms are
grouped according to the outcome of the cases support the conclusion
that the challenged mergers would have been efficient rather than anti-
competitive. Finally, we test whether the earlier conclusions concerning
the market power hypothesis depend on the method used to select eco-
nomically relevant rival firms. Eckbo and Stillman use different selection
procedures, and for the purpose of our last test we use both. We find that
share price performance is similar across the two sets of rival firms and
uniformly inconsistent with the market power hypothesis.

In sum, our results do not support the contention that enforcement of
Section 7 has served the public interest. While it is possible that the
government’s merger policy has deterred some anticompetitive mergers,
the results indicate that it has also protected rival producers from facing
increased competition due to efficient mergers. The additional enforce-
ment powers granted under the HSR Act apparently have not led the
agencies to pick cases better.

The remainder of the paper is organized as follows: Section II provides
a brief background for the HSR Act. We summarize hypotheses about the

¢ Recently, the law enforcement agencies have shown an interest in using the Eckbo-
Stillman test to diagnose anticompetitive mergers: ‘‘[One] tool that might be considered [for
detecting price fixing], an Antitrust Division lawyer said, would be a study of stock prices of
companies involved in a merger and their competitors . . .”* (Wall Street Journal, January 10,
1984), at 3.

7 Kenneth Elzinga, The Antimerger Law: Pyrrhic Victories? 12 J. Law & Econ. 43 (1969);
Malcolm Pfunder, Daniel Plaine, & Anne M. Whittemore, Compliance with Divestiture
Orders under Section 7 of the Clayton Act: An Analysis of the Relief Obtained, 17 Antitrust
Bull. 19 (1972); James Ellert, Mergers, Antitrust Law Enforcement and Stockholder Re-
turns, 31 J. Fin. 715 (1976).
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competitive effect of horizontal mergers in Section III. Section IV de-
scribes the agencies’ case selection procedures, characteristics of our
data base, and the methodology used to test the hypotheses. Section V
presents the results, and Section VI concludes the paper. Information
about the eighty-two cases in our sample appears in the Appendix.

II. THE HART-ScoTT-RODINO ANTITRUST IMPROVEMENTS ACT

The HSR Act addressed two perceived handicaps borne by the agen-
cies charged with enforcing Section 7 of the Clayton Act. First, under
the 1962 Antitrust Civil Process Act the Department of Justice could
not require third parties, such as competitors and trade associations, to
provide information about corporate acquisitions until after a Section 7
complaint had been filed. Thus the Antitrust Division had to rely on
voluntary cooperation from interested outsiders during precomplaint in-
vestigations. Congress thought that such cooperation was withheld *‘far
too often,”’ leaving the division with two unsatisfactory choices: either to
drop an investigation for lack of information or to file a ‘*skeleton com-
plaint’’ based on scanty data, in the hope that post-complaint discovery
would uncover facts that supported the charge.® Congress noted that the
Federal Trade Commission and many federal and state agencies had
investigatory powers that the DOJ lacked. The HSR Act established
the right of the DOJ to issue Civil Investigative Demands to the merging
firms and to other parties not directly involved in the merger prior to filing
a complaint.

Second, until the HSR Act, the government could not require post-
ponement of proposed acquisitions pending investigation. The agencies
regard prevention of mergers as the most efficient way to cure anticom-
petitive problems. The agencies can always request a court to enjoin a
proposed acquisition, but they must provide the court with evidence that
the acquisition is likely to be anticompetitive. Such evidence is difficult to
accumulate on a few days’ notice. The HSR Act required firms planning
“large’’ mergers to notify the FTC and the DOJ before completing the
transaction. Premerger notification is required if®

1. as a result of the transaction the acquiring firm would hold at least 15
percent, or more than $15 million worth, of either the assets or voting
securities of the acquired firm, or more than $15 million worth of the
assets and voting securities of the acquired firm combined; and if at
least one of conditions 2—4 applies;

8 H. R. Rep. No. 1343, 94th Cong., 2d. Sess., reprinted in 1976 U.S. Code Cong. & Ad.
News 2597.

° Note 5 supra.
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2. the acquiring firm has assets or sales of $100 million or more and the
acquired firm is in manufacturing and has annual net sales or total
assets of $100 million or more;

3. the acquiring firm has annual net sales or total assets of $100 million or
more and the acquired firm is not engaged in manufacturing but has
total assets of $10 million or more;

4. the acquiring firm has net sales or assets or $10 million or more and the
acquired firm has annual net sales of $100 million or more whether or
not either firm is engaged in manufacturing.

If these conditions apply, the merger may not be completed until thirty
days after the FTC and DOJ have been notified (the waiting period is
fifteen days for a cash tender offer). A request for further information by
the agencies triggers another twenty-day delay (ten days for a tender
offer). Filings not in substantial compliance with the rules can extend the
delay considerably.

According to the FTC, the notification requirements and delay have
largely eliminated the ‘‘midnight merger.’’” They assure that ‘‘virtually all
significant mergers or acquisitions occurring in the United States will be
reviewed by the antitrust agencies prior to the consummation of the trans-
action.”’'® The information provided by the parties ‘‘usually is sufficient
for the enforcement agencies to make a prompt determination of the
existence of any antitrust problems raised by the transaction.”’'!

III. MARKET PoweRr AND EFFICIENCY HYPOTHESES:
REVIEW OF PREDICTIONS

Table 1 summarizes the implications of alternative market power and
economic efficiency hypotheses for the behavior of the stock prices of
bidders, targets, and their competitors. The predictions are based on the
presumption that stock prices are unbiased estimates of the present value
of stockholders’ claims to firms’ future cash flows.'? Changes in these
cash flow estimates caused by merger-related events will induce changes
in stock prices when the events are announced. We assume for all of the
predictions outlined in Table 1 that mergers are value-enhancing invest-

' 6 FTC Ann. Rep. to Cong. concerning HSR Act 11 (1983). During the period September
1978 through December 1982 the DOJ and the FTC observed 4,274 reported transactions and
received 7,761 notifications (more than one filing may be received for a single transaction
where there are multiple parties and where the transaction is completed through several
steps).

"' Id. at 11.

'2 This efficient markets/rational-expectations assumption underlies numerous empirical
studies in the finance and industrial economics literature. For a methodological survey, see
G. William Schwert, Using Financial Data to Measure Effects of Regulation, 24 J. Law &
Econ. 121 (1981).



