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Antitrust Policies on mergers

There are two main laws that govern the legality of mergers in this country.

• The first is the Sherman Act, passed in 1890. It says : Every person who shall monopolize or
attempt to monopolize... any part of the trade or commerce among the several states, or with
foreign nations shall be deemed guilty of a felony.1

• Clayton Act, Section 7 on mergers to monopoly. No person... shall acquire directly or indirectly
... the assets of another person, where in any line of commerce or in any activity affecting
commerce.. the effect may be substantially to lessen competition, or to tend to create a
monopoly.2

• Enforcement of an antitrust laws in the U.S. are done by one of the 4 agencies:
(i) The antitrust division of the Department of Justice

(ii) The Federal Trade Commission
(iii) The National Association of Attorneys General-State government
(iv) Private plaintiffs

• The department of Justice and the federal trade commission jointly publish Merger Guidelines
which explain when they plan to challenge aa merger. The latest version, written in 2010, was
written by Shapiro an economist at UC-Berkeley.

• From the merger guideline, the decision of whether a merger would lead to substantially less
competition boils down to two factors: the competition of the industry and pricing in the
industry.
To understand concentration, one needs to develop an understanding of the product market.
As 2 examples: 2 office superstore- Staples and Office Depot wanted to merge in 1997. The
concentration of the market depended on whether Best Buy, Target, Walmart, etc were in the
market. In 1995, 2 tortilla masa flour mills wanted to merge, Gruma Foods of Mexico and
Archer-Daniels Midland. The issue there was whether tortillas made with cooked corn directly
were good substitutes for tortillas made with flour from one of these mills.

• The Guidelines specify a formal test for the definition of a market. The test is known by the
acronym SSNIP which stands for small but significant and non-transitory increase in price.
The SSNIP test says that a set of products is sufficiently broad to represent the full product
market if a hypothetical monopolist that owned all the products in the set could raise prices
5% over a competitive level for a long period. The SSNIP test then defines the market as the
smallest set of products that meets this test.

• Consider Staples and Office Depot. If the 2 superstores merged, would they raise prices 5%? If
so, they would form a market and if not, we would need to keep adding stores in like Walmart
until we get to the 5% level.

• Definition: SSNIP test (Small but Siginificant and Non-tranditory Increase in Price) also called
the Hypothetical Monopoly Test is a test that is used in order to define the relevant market in
an antitrust case. What it says is that we start with the firms with products that overlaps with
the products produced by the merging firms, and ask the questions whether a hypothetical
monopoly over all those product could raise the price by 5% or more for a year or more. If it

1Note that monopolization is illegal but not monopoly being illegal and where the interstate commerce clause comes in
2The interpretation of the law is where the economical analysis comes in
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could, then we have the definition of the relevant market, if not then we include more firms
until the hypothetical monopoly could raise the price by 5% which gives us the relevant market
definition.

We saw last class that defining the product market is challenging and an issue that is addressed by
the Guideline with the SSNIP test. We gave an example of office superstores. Another example
is airlines. Here a market can’t be ”air travel” in general. I f want to flu to NY, I won’t be too
happy if I end up in LA. Thus a market is a city origin and city destination. E.g. Tucson to New
York. Within this, there are still subtle issues. For instance, most big cities have multiple airports.
E.g. New York/Newark and New York/JFK. Are these in the same market? That is the question
of interest.

Using this market definition, the government will analyze whether the market is concentrate or
not based on the Herfindahl index.
Hirschmann-Herfindhl Index, or HHI is a measure of the sum of squared shares.

Airlines Route tickets sold Market share
AA TUS-Newark 400 .67
UA TUS-Newark 200 .33

HHI = sum of the square of the shares ×10, 000

=
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3

)2
+
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)2]×10, 000 = 5555.6 Note that with 2 equal-sized firms, the HHI will be 5, 000. With

2 unequal sizeed firms, the HHI will be higher. Similarly, with 3 firms, the HHI will be at least
3, 333. The Merger Guidelines define the following measure of concentration and accompanying
policy:

HHI Market Policy
< 1500 Unconcerntrate No likely challenge

> 1500 & < 2500 Moderate concentrated Potential challenge
> 2500 highly concentrate likely challenge

What is the economic justification behind these policies? Underlying them is what the Guidelines
call unilateral effects. These are implicitly saying that in a simple oligopoly model of competition,
such as the Cournot model, we expect dead-weight loss from market power to drop as the number
of firms rises.
The other way in which a merger can reduce competition is through coordinated effects. Essentially
here we mean that a merger can facilitate firms talking to each other and collude.

The Guidelines also recognize that products are not identical, but are instead differentiated. In
the case of airlines, products are differentiated based on a number of factors: comfort of seating,
frequency and time of the flight, on-time performance, meals, etc.

When there are differentiated products, the Guidelines suggest merger simulation models as one
of the possible tools to understand the impacts from mergers. Most industries have differentiated
products and the use of simulation models are real data is becoming more and more commonplace
in this setting.

Another mitigating factor in allowing a merger is entry. If there is a credible source of entry that is
likely to occur in the 2 to 5 year timeline, then this is a legitimate reason that will mitigate market
power. The merger is then more likely to go forward unchallenged.

Background on Delta airlines(based in Atlanta) and Northwest airlines (based in Minneapolis) both
are legacy airlines. Read the merger case before the Nov. 8 class. We would like to know what is
the impact on price resulted from the merger.

Prepared by Chrystie Burr
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Figure 1. Graphical representation of the shrinking size in deadweight loss as the number
of firms increases in the market
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