THE JOURNAL OF FINANCE e VOL. XLVII, NO. 3 e JULY 1992

Mergers and the Value of Antitrust
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ABSTRACT

While the U.S. has pursued a vigorous antitrust policy towards horizontal mergers
over the past four decades, mergers in Canada have until recently been permitted to
take place in a virtually unrestricted antitrust environment. The absence of an
antitrust overhang in Canada presents an interesting opportunity to test the
conjecture that the rigid market share and concentration criteria of the U.S. policy
effectively deters a significant number of potentially collusive mergers. The effective
deterrence hypothesis implies that the probability of a horizontal merger being
anticompetitive is higher in Canada than in the U.S. However, parameters in
cross-sectional regressions reject the market power hypothesis on samples of both
U.S. and Canadian mergers. Judging from the Canadian evidence, there simply
isn’t much to deter.

THE UNITED STATES, CANADA, and Europe have over the past four decades
implemented substantially different antitrust policies towards horizontal
mergers. Since 1950, U.S. antitrust authorities have placed strict regulatory
limits on permissible levels of industry concentration and market shares of
merging firms, effectively constraining firm size ex ante.! To support this
policy, the government has filed more than 500 antitrust complaints against
horizontal mergers, of which more than 80% resulted in forced divestiture or
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! For example, according to the 1968 Merger Guidelines of the Department of Justice, a merger
between two firms each having 4% of the sales in a market with a four-firm concentration ratio
of 75% or more was likely to be deemed to “substantially lessen competition” and therefore
violate Section 7 of the Clayton Act, the principal federal antitrust law regulating corporate
mergers. More recent guidelines issued in 1982 and 1984 shift the definition of concentration to
one based on the Herfindahl index and are somewhat less restrictive, but retain the basic focus
on market structure.
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cancellation of the proposed merger transaction.? There can be no doubt that
this enforcement policy significantly deters horizontal merger activity.® At
the other extreme, until 1985 mergers in Canada were allowed to take place
in an effectively unconstrained legal environment.* The policy in most Euro-
pean countries has been the intermediate solution of encouraging firms to
adopt the unconstrained optimal size ex ante, with antitrust authorities
monitoring an industry’s product price ex post.® Naturally, these diverging
antitrust philosophies have substantially different implications for the
amount of resources needed for effective enforcement, as well as for the social
cost of the implicit constraints on productive activity.

The relatively vigorous ex ante enforcement policy of the U.S. implicitly
assumes that the theoretical models used to separate anticompetitive from
socially efficient takeovers are empirically accurate, and that the policy’s
deterrent effect on merger activity is welfare enhancing. As to the first
assumption, although the U.S. antitrust authorities’ reliance on structural
standards for selection of merger cases has some intuitive appeal (the cost of
enforcing a tacit collusive agreement is inversely related to the number of
producers in the industry, Stigler (1964)), there is currently no empirical
study which suggests that industry concentration is a reliable index of an
industry’s market power. Traditional empirical studies of the “structure-
conduct-performance” paradigm also has minimal power to discriminate be-
tween this market concentration doctrine and the alternative hypothesis that
competitive pressures cause firms to specialize their productive skills and
resources, which in turn leads to increased concentration whenever the
resulting cost-advantage increases optimal firm size (Peltzman (1977).

%2 The government’s success rate is not surprising; under Section 7 of the Clayton Act, a
potential threat to competition constitute a civil offense, and anticipated economic efficiencies is
not a permissible defense against the illegality of a merger that may “substantially lessen
competition”.

8 Stigler (1966), Ellert (1976), Wier (1983), and Eckbo and Wier (1985) present evidence of
significant costs imposed on challenged firms.

4 Under the Canadian Combines Investigation Act of 1910, it is a criminal offense to form
business mergers, monopolies or other agreements to limit competition, requiring the prosecu-
tion to prove the alleged offense beyond reasonable doubt. This has proved difficult; there has
never been a convictions on a monopoly charge, and only one conviction on the merger section of
the Combines Act. With the introduction of the Competition Act in 1985, undertaking anticom-
petitive mergers constitute a civil offense also in Canada, and a tribunal now screens merger
proposals for such effects prior to approving the merger transaction (see the 1991 Merger
Enforcement Guidelines of the Consumer and Corporate Affairs Canada for details).

°An exception is Germany, where prenotification and approval of potentially anticompetitive
mergers are required. Furthermore, it appears that the European Economic Community now is
moving more towards a North-American model for antitrust policy.

6 See, e.g., Scherer (1980) and Schmalensee (1989) for surveys of the empirical evidence in this
area of the industrial organization literature. Stigler (1982) also notes that the economics
profession has provided little tested knowledge to support the market shares and industry
concentration criteria which form the basis for U.S. antitrust policy.
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In an efficient capital market, merger-induced changes in expected future
product and factor prices translate into abnormal stock returns to firms
competing in the same industry as the merging firms. A collusive, anticom-
petitive merger raises the product price and thus benefits the nonmerging
rivals as well. Under the market concentration doctrine, this benefit is
increasing in both the pre-merger level and merger-induced change in con-
centration, an implication which I have rejected in earlier empirical work
based on capital market data (Eckbo (1985)). Stillman (1983), Eckbo (1983),
and Eckbo and Wier (1985) also present stock return evidence which rejects
the proposition that the average industrial horizontal mergers challenged by
U.S. antitrust authorities over the 1963-1981 period would have had collu-
sive, anticompetitive effects. Extending these tests into the 1980s, the evi-
dence in Schumann (1990) leads to the same conclusion, as do the related
results in James and Wier (1987) for horizontal (unchallenged) mergers in
the banking industry. Collectively, these studies increase the odds that the
mergers challenged under U.S. antitrust laws would have been efficient had
they been allowed to go through.

A finding that the enforcement agencies tend to block efficient mergers is
not sufficient to conclude that the policy is socially suboptimal. While difficult
to measure, the policy’s total social benefit also includes the expected value of
deterring potentially anticompetitive mergers from being proposed. This
paper takes some first steps towards examining the empirical relevance of
this deterrence argument through a comparative empirical analysis of the
anticompetitive significance of observed mergers in the U.S. and in the
Canadian unregulated environment. The Canadian-U.S. comparison is inter-
esting for at least four reasons. First, as noted earlier, there was a virtual
absence of an antitrust overhang in Canada prior to 1985. Second, Canadian
industrial markets are characterized by fewer firms and greater concentra-
tion of output relative to the U.S. markets, increasing the a priori chance of
anticompetitive effects of horizontal mergers. Third, prior to the 1988 free
trade agreement with the U.S., foreign entry into Canadian industrial mar-
kets were restricted by trade barriers. Thus, the strict U.S. antitrust policy
most likely had little if any spillover effect on Canadian domestic markets.
Fourth, Canadian policy makers were in fact sufficiently concerned about
possible anticompetitive effects of Canadian domestic mergers to eventually
put in place the new and much stricter antitrust rules in 1985.

Consequently, under the “effective deterrence hypothesis” of this paper, the
probability of observing anticompetitive horizontal mergers is predicted to be
higher in Canada than in the U.S. prior to 1985. As explained in Section I, I
examine this hypothesis by comparing the estimated parameter values in
cross-sectional models explaining the announcement returns to merging firms
and their nonmerging industry rivals as a function of industry concentration
across the two countries. Data sources and sample selection procedures are
described in Section II, while Section III discusses the empirical results.
Section IV concludes the paper.
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I. Concentration and Industry Wealth Effects of Horizontal
Merger

Let AR; denote the abnormal stock return to firm j as a result of the public
announcement of a merger proposal between two firms in the same industry.
The focus is on the merging firms and, in particular, their nonmerging
industry rivals since the effect of the horizontal merger on product prices
tend to cause a revaluation of the rival firms in the direction of the product
price change. Assume AR; is determined by the following linear cross-
sectional model,

ARJ=xJ¢+8J, J=1,’,N, (1)

where x; is a set of explanatory variables, and the residual ¢; is assumed to
satisfy

E(g)=0, E(sf)=0>  E(s,5)=0 forj+j".

In this context, ¢; represents a summary statistic for variables that are
omitted by the econometric equation (1) but which are publicly available to
participants in the capital market and therefore reflected in the abnormal

return AR;. The explanatory variables included in the model are given by:
x;p =y + ¢1In(Vg/Vp); + ¢’2Rj + ¢’3Cj + ¢, dC;, (2)

where V and V. are the market values of the bidder and target firms, R is
the number of nonmerging rival firms in the industry of the horizontal
merger, and C and dC are the pre-merger level of and merger-induced
change in industry concentration (defined below).

In order to arrive at the predictions of the effective deterrence hypothesis,
assume that a horizontal merger can be either “efficient” or
“anticompetitive.”” Frequently cited examples of efficient mergers are those
which take advantage of technological complementarities or synergies (which
may either increase or decrease the combined output of the merging firms);
replace inefficient management teams and organizations; reduce agency costs
associated with the incentive to appropriate quasi-rents created by large
sunk investments; capture unused corporate income tax credits; or internal-
ize bankruptcy costs. Reflecting the antitrust authorities own view, an anti-
competitive merger is perhaps best illustrated in the context of the classical
dominant firm or price-leader model. In this model, the bidder firm is part of
a coalition of producers who determines the industry’s product price by

" Both categories presume mergers are value-increasing investments for shareholders of the
bidder and target firms. Privately inefficient, value-decreasing mergers fall outside the domain of
the antitrust policy debate. The merger literature recognizes that such mergers may take place,
whether due to shareholder costs of monitoring managers (see, e.g, Jensen and Ruback (1983),
Malatesta (1983), Jensen (1986)), or systematic overbidding on the part of acquiring firms’
managers (Roll (1986)). As shown below, in the sample studied here, there is substantial
evidence that the mergers on average enhanced shareholder value for both firms involved in the
transactions.



