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I. Introduction

The last 3 decades of vigorous enforcement of
U.S. antimerger laws is based on the market con-
centration doctrine, one of the oldest and most
controversial propositions in industrial econom-
ics. This doctrine, which is an implication of
oligopoly models in the tradition of Cournot
([1838] 1927) and Nash (1950), holds that the
level of industry concentration is a reliable index
of the industry’s market power. The empirical
implication is that a relatively high level of indus-
try concentration, which in the presence of entry
barriers is believed to facilitate intraindustry col-
lusion or dominant-firm pricing, should be asso-
ciated with relatively large industrywide monop-
oly rents.! Following Bain (1951), numerous
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1. A closely related but somewhat less general prediction
is that high levels of concentration should be associated with
relatively high, supracompetitive product prices. Although
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The market concentra-
tion doctrine predicts
that a horizontal
merger is more likely
to have collusive, anti-
competitive effects the
greater the merger-in-
duced change in indus-
try concentration.
Since a collusive, anti-
competitive merger
generates an increase
in the industry’s qual-
ity-adjusted product
price (or a decrease in
factor prices), it also
follows from the doc-
trine that the merger-
induced expected
benefits to the product
market rivals of the
merging firms should
be an increasing func-
tion of the concentra-
tion change. The em-
pirical results of this
paper, which are based
on the industry wealth
effect of a large sample
of horizontal mergers,
including cases found
in violation of anti-
monopoly laws, fail to
support this prediction.
This conclusion is ro-
bust with respect to as-
sumptions concerning
the probability that a
proposed merger will
be prevented by the
law enforcement agen-
cies, and it continues
to hold after transform-
ing the industry wealth
effect into a hypothet-
ical, constant expected
change in the indus-
try’s product price.
The results imply that
the levels of concentra-
tion and market shares
found in the Department
of Justice’s merger
guidelines are unlikely
to identify truly anti-
competitive mergers.
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studies have attempted to test this proposition by estimating the cross-
sectional correlation between accounting measures of industry profits
and the level of concentration.? However, although this correlation is
indeed typically found to be positive, the same studies have generally
failed to discriminate between the market concentration doctrine and
alternative propositions, including the hypothesis that the positive cor-
relation is simply driven by cross-industry differences in risk or aver-
age costs of production.® Furthermore, although mergers between pro-
ducers of close substitutes represent an important cause of rising
industry concentration, systematic tests of the market concentration
doctrine based directly on the history and wealth efects of merger
activity are virtually nonexistent.* Thus, the rather extreme view of the
empirical validity of the market concentration doctrine reflected in
antimerger policy is based on a relatively weak set of empirical evi-
dence, which is at best only indirectly relevant for assessing the anti-
competitive impact of horizontal mergers.’

This paper uses capital market data to test the antitrust thesis that a
horizontal corporate combination is more likely to have anticompeti-
tive effects the higher the premerger level of, and merger-induced
change in, industry concentration. In an efficient capital market,® a
merger-induced change in expected future product and factor prices
translates into merger-induced abnormal stock returns to firms compet-
ing in the same industry as the bidder and target firms. In particular,
the announcement of a horizontal merger that is expected to increase
the probability of successful collusion among rival producers, or that
eliminates one of the competitors of the price leader, will cause the
market to impound the resulting expected increase in the industry’s
monopoly rents in the market values of the merging firms’ close com-
petitors. Eckbo (1983), Stillman (1983), and Eckbo and Wier (1985)
reject this prediction based on the merger-induced abnormal perfor-
mance of rivals of horizontal mergers challenged with violating Section
7 of the Clayton Act, the major federal antitrust law regulating merg-

evidence of supracompetitive pricing is sufficient to conclude that market power is pres-
ent, it is clearly not necessary: monopoly rents can also be generated by means of
collusion on nonprice variables, by monopsonizing inputs, or by sophisticated price
discrimination schemes that need not be evident through the observed product price.

2. For a survey of the literature on the ‘‘structure-conduct-performance’’ paradigm,
see, e.g., Scherer (1970) and Weiss (1974).

3. Brozen (1970), Demsetz (1973), Peltzman (1977), and Carter (1978) present evi-
dence that supports the theory that industry concentration is predominantly a result of
the expansion of relatively cost-efficient producers. The issue of cross-industry variation
in risk is not explicitly addressed in the literature.

4. See, e.g., the survey of the literature by Brozen (1982).

5. See the merger guidelines issued by the Department of Justice in 1968 and revised in
1982 for a policy description.

6. See Muth (1961) and Fama (1970) for an elaboration of the efficient markets/rational
expectations hypothesis under which security prices ‘‘fully reflect”” available infor-
mation.
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ers.” These studies do not, however, attempt to exploit information on
firm- and industry-specific characteristics that can shed light on the
market concentration doctrine itself.

A horizontal merger produces a measurable change in the industry’s
level of concentration, as well as a change in the risk-adjusted present
value of industry rents that is directly associated with the concentra-
tion change. Under the market concentration doctrine, this change in
industry rents should, ceteris paribus, be positively correlated with the
change in concentration. This value-based test in the changes of the
two variables allows more specific inferences than can be drawn from
the traditional cross-sectional correlation between the levels of (ac-
counting) profits and concentration. The test results are also directly
relevant for the issue concerning whether the levels of concentration
and market shares given in the Department of Justice’s merger guide-
lines are likely to identify truly anticompetitive mergers.

The rest of the paper is organized as follows. In Section II, I outline
the nature of the cross-sectional regressions and how the framework
relates to the more traditional *‘structuralist’ approach to testing the
market concentration doctrine. The basic dependent variable is the
industry wealth effect of a successful merger. However, I also focus on
a particular transformation of this variable, which, in a ‘‘constant-
growth” valuation framework, can be interpreted as the expected
product price change caused by a hypothetically anticompetitive
merger. As discussed in Section III, the results are based on a sample
of 196 large horizontal mergers, of which 80 were challenged by the
government under Section 7 of the Clayton Act, as well as on a ‘‘con-
trol”’ group of 70 nonhorizontal (vertical or conglomerate) mergers.
The estimation procedure is outlined in Section IV. I measure the
industry wealth effect relative to the day of the first public announce-
ment of the merger proposal, adjusting the abnormal returns by a max-
imum likelihood estimate of the probability the proposed merger will
be prevented under antitrust laws. The regression results are discussed
in Section V, and Section VI concludes the paper. The results of this
paper provide no support for the market concentration doctrine.

II. Concentration and the Industry Wealth Effect of Anticompetitive
Mergers

A. The Regression Model

Consider the public announcement of a horizontal merger that, be-
cause of the new (and higher-valued) production/investment policy to

7. Section 7 makes illegal any merger where the effect ‘‘may be substantially to lessen
competition or to tend to create a monopoly.’’ Since the Celler-Kefauver Amendment of
1950, the Department of Justice and the Federal Trade Commission (FTC) have chal-
lenged more than 500 mergers under this statue.
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be implemented by the merged firm, is expected to change equilibrium
product and factor prices in the merging firms’ industry. Let dv denote
the total change in the equity value of the representative rival of the
merged firm implied by this change in industry equilibrium. If the
merger announcement drives the market’s estimate of the probability
that the merger will be successfully consummated from zero to one,
shareholders of this rival firm will earn announcement-induced abnor-
mal returns of AR = dv/v. Assume that (1) the merger is anticompeti-
tive (e.g., by facilitating a collusive agreement in the industry or by
eliminating competition from one of the rivals of a price leader); (2) the
merger does not signal opportunities for efficiency gains available to
the rival firm; and (3) the rival firm has no risky bonds in its capital
structure. In this case, dv is the present value of the expected increase
in monopoly rents following the merger-induced increase in the (qual-
ity-adjusted) product price or the decrease in prices of specialized
factors of production. Under the market concentration doctrine, this
increase in monopoly rents is a positive function of the increase in
concentration caused by the horizontal merger.?

We examine this prediction by estimating the coefficients of a cross-
sectional regression model of the following form:

where CR; represents the premerger level of concentration in the indus-
try of the jth horizontal merger, dCR; is the resulting change in concen-
tration, and e; is a mean zero random error term possibly containing the
influence on AR; of other relevant factors, which are assumed to be

8. Suppose, e.g., that the bidder firm is part of a coalition of producers in the industry
who jointly determine the industry’s price by unilaterally reducing their output, letting
the rival “‘fringe’’ firms taking full advantage of the output restriction (i.e., a classical
dominant-firm or price-leader framework). In the presence of entry barriers, it may pay
the coalition to buy up one or more of the fringe firms in order to restrict industry output
and raise the product price further. In the dominant-firm model it is easily shown that
(p — me)lp = sllea + (1 — s)ef, where p is the product price, mc is the sum of the
marginal costs of the firms in the coalition, s is the market share of the price leader, and
e4 and ey are the numerical values of the price elasticities of industry demand and fringe
firm supply. Thus, ceteris paribus, the increase in the industry’s price that results from
the dominant coalition’s purchase of one of the fringe firms is an increasing function of
the market share of the target. Since all firms in the industry benefit from this product
price increase, it also follows that AR will be increasing with the increase in concentra-
tion. Alternatively, one could use Stigler’s (1964) oligopoly model, which is not based on
ad hoc conjectures concerning firm behavior, to support the prediction in the text. In
Stigler’s framework, the success probability of a collusive agreement is inversely related
to the number of firms in the industry. The fewer the number of firms, the lower the costs
of policing the cartel agreement and the closer the cartel price will be to the single-firm
monopoly level. Note that because my empirical analysis focuses on stock returns, and
since stock prices permit any (price or nonprice) source of monopoly rents, the empirical
results of this paper are not necessarily restricted to the product price prediction of any
particular oligopoly model.



