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Ex post merger review: what is it and why

do we need it?

Is merger policy effective, and how can governments know whether they can rely on

the established analytical tools to help them make the right enforcement decisions?
Daniel Hosken, an economist at the US Federal Trade Commission, considers how
guantitative and qualitative ex post merger review can be used to test the current methods

Merger review has rapidly become an important
component of antitrust enforcement throughout the
world. Governments have realised that solving the
competition problems caused by consummated
mergers is very costly and time-consuming, and that
the final remedies are often imperfect at best."

While the regulatory framework controlling government
merger review varies throughout the world, most
antitrust agencies face the same challenge. A general
pattern is that firms notify the antitrust agency of an
intent to merge. This notification begins the agency’s
merger investigation, which must be completed within
a time period determined by statute. The goal of
merger review is quite ambitious: within a few months,
government attorneys and economists are required to
forecast how a major change in market structure will
affect competition in that market. The investigative
team must quickly learn what products the merging
firms produce; identify the substitutes to those
products; identify the firms’ current and potential
customers; infer both supply and demand substitution
in the markets affected by the proposed transaction;
evaluate merger efficiencies; and forecast the
likelihood and efficacy of potential entry. The evidence
used in the investigation comes from an extensive
review of company documents, conversations with
company executives and industry participants and,

in some cases, econometric analysis of market data.
At the end of the merger review the antitrust agency
must decide whether to allow the merger, allow it
subject to modification (eg, divestiture of assets), or
attempt to block it.

Given the necessity of quick decision-making with
limited information, antitrust economists and attorneys
have developed methodologies to forecast the price
and output effects of mergers.2 In the USA, for

example, courts have typically relied on analysis

of patient flow data (measuring where a hospital’s
customers live, and how far they travel for hospital
services) to determine the geographic markets to be
used to decide whether to allow hospital mergers.
Over the last decade, antitrust economists analysing
mergers in consumer goods markets where scanner
data is available often forecast the price effects of a
merger by first estimating demand, and then simulating
the price effects using an assumed model of
competition.® There are many attractive attributes

of the demand estimation/simulation approach. The
approach is very transparent: the assumptions made in
forecasting the merger are explicitly stated. In addition,
market data describing observed consumer purchasing
behaviour is used in making the forecasts. What is not
known, however, is whether the forecasts generated by
merger simulation are informative of observed
post-merger pricing.

Is merger policy effective? The rules used by an
antitrust agency could be systematically too aggressive
in merger enforcement, challenging mergers that would
have resulted in lower consumer prices; or not
aggressive enough, allowing mergers that increase
consumer prices. Similarly, if the assumptions and
methodologies used in merger enforcement do not
provide useful information, enforcement agencies and
courts could make incorrect enforcement decisions.
How can governments learn whether they are making,
on average, the right enforcement decisions, or
whether the tools used in merger analysis are providing
useful information? A useful source of information is a
careful examination of how markets have changed
following mergers. These studies provide information
about whether, on average, a government has been
too aggressive or too lenient in merger review. We can
also learn whether the assumptions made and the
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methodologies employed in a prospective merger
review provide reliable information to inform merger
enforcement. In the remainder of this article | will
describe what an ex post merger review is, and what
kinds of information it can provide.

Ex post merger review

There are two major types of ex post merger study.
The first is a descriptive (often qualitative) study, the
goal of which is to describe what happened following

a merger, rather than establish causality. These studies
often seek to determine whether the conclusions or
assumptions made as part of the merger investigation
were, in fact, correct. For example, if the antitrust
agency allowed a merger because of anticipated entry
into a market, the study would determine whether the
entry did indeed take place, and whether that entry was
successful. The 1999 report from the US FTC Bureau
of Competition is a good example of this first type of
study.* The goal of the FTC's study was not to estimate
how the divested assets performed relative to the
counterfactual of not allowing a merger,® but rather to
determine what happened to the assets divested by the
merging parties—in particular, whether the divested
assets were still in the market. The data used in the
study was qualitative rather than quantitative, and
consisted of interviews with industry participants.

It found that nine of the 37 divestitures examined were
‘not viable’, meaning that the divested assets had
effectively left the market that was the focus of the
antitrust investigation.® The investigative team also
examined characteristics of the successful and
unsuccessful divestiture packages in order to provide
recommendations for better future relief, such as
requiring merging parties to divest assets quickly and
to ensure that key assets (possibly not directly related
to the merger) be made available to ensure the viability
of divested assets.

The second type of study is quantitative, and does
seek to establish causality. Most often these studies
seek to estimate the price (and/or output) effects of a
merger; that is, they estimate how a merger causes
prices to change.

This distinction between descriptive and causal studies
may appear subtle, but it is quite important. To
measure how a merger affects prices, the economist
must model how prices would have changed ‘but for’
the merger. Finding a credible forecast of the
counterfactual change in price following a merger is
typically the most important (and most difficult) part of
the ex post merger evaluation. Mergers do not occur
randomly: they are choices made by firms. The
endogeneity of the decision to merge may confound a
researcher’s ability to measure accurately the effect of
the merger on price. For example, firms in a shrinking
industry may merge in order to rationalise capacity. In
markets with falling demand, we might expect prices to
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fall but for the merger. If we observe that post-merger
prices have fallen, it will be difficult to determine
whether the price decreased because the merger

was efficient (resulting in lower prices), or because it
was anti-competitive (prices fell, but by less than they
would have done had the firms remained competitors).

The most common approach taken to estimating the
price effects of a merger is to use some form of a
difference-in-differences estimator. In a difference-in-
differences model, the price effect of the merger is
isolated by comparing how a price changes in the
market affected by the merger relative to the price in

a comparison market; that is, the price effect of the
merger is the ‘difference-in-the-difference’ in pricing
pre- and post-merger between the merger market and
comparison market. The strength of the difference-in-
differences approach is that the researcher does not
have to specify explicitly the cost and demand factors
that affect pricing (independent of market structure).
Instead, the researcher assumes that changes in those
factors affect the merger market and the comparison
market identically. For example, we could measure the
price effects of a petroleum merger affecting a
Midwestern US city (such as Louisville, Kentucky)

by measuring how the price of gasoline in Louisville
changed relative to another city facing similar supply
and demand conditions, but unaffected by the merger
(such as Chicago, lllinois). The price effects of the
merger would then be estimated as the change in price
in Louisville pre- and post-merger relative to the
change in price in Chicago pre- and post-merger.”

The key difficulty in these studies is in finding a good
comparison market for the merger market. Most
research papers provide substantial justification for the
comparisons selected and, where feasible, examine
the robustness of results relative to different
comparison markets.

What can we learn?

There are significant limitations on what we can

learn from ex post merger review. Mergers are highly
idiosyncratic. They occur in many very different
industries and the level of competition required in one
industry might be different from that required in another
industry. Similarly, markets change over time. A merger
that might have been anti-competitive in 1990 might not
be problematic today (possibly as a result of
globalisation). Ex post merger reviews are case
studies: the researcher estimates how a market
changes following a specific change in market
structure. The findings of any single merger review
might be informative only about that transaction. It is
only by gathering evidence from many mergers that

we can begin to draw broader inferences about merger

policy.

There is also an important sample selection that takes
place that affects the set of consummated mergers we
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observe.? Because of the existence of antitrust laws
and enforcement agencies, the most problematic
mergers are never proposed, so the mergers that we
observe are those that survive antitrust scrutiny.
Furthermore, the overwhelming majority of mergers
pose no competition concern because either the
merging parties do not produce competing products,
or the markets in which they operate are not
concentrated. Each year in the USA thousands of
mergers are filed with federal antitrust authorities, but
only a small fraction of those—roughly 3%—are subject
to a full merger investigation.® Because of this
selection, the average price effect of all consummated
mergers should be negative.® To determine whether
antitrust authorities are being effective, however,
researchers should focus on estimating the price
effects of mergers on the enforcement margin, rather
than the price effect of the average merger—that is,
those mergers where the antitrust authority was
roughly indifferent between challenging and allowing
the merger. If we observe that, on average, the
marginal merger resulted in a price increase, we would
infer that antitrust regulation was not strict enough. In
contrast, if the marginal merger were associated with
a price decrease, we would conclude that enforcement
was too severe. Because of these selection issues,
most studies that measure how mergers affect pricing
actually study mergers where the change in market
structure could plausibly increase the market power of
the merging parties.

Over the last 30 years, more than 20 studies have
been published that estimate the price effects of
consummated mergers.'" The majority of these studies
examine mergers in just four industries (airlines,
banking, hospitals, and petroleum), because these
are the industries where price and output data is most
available. Even though most of these studies find that
the studied mergers resulted in price increases,'? one
cannot conclude that antitrust enforcement has been
too lenient. These studies examine only a fraction of
mergers and, more importantly, a small fraction of the
industries experiencing mergers. The results of this
literature do, however, show that mergers in
concentrated industries can result in significant
increases in consumer prices.

Ex post merger evaluation can sometimes inform us
about the efficacy of tools used in prospective merger
analysis. Recent research examining the price effects
of hospital mergers offers important information on the
efficacy of a key tool used in US hospital merger
review: Elzinga—Hogarty analysis." This is a
methodology used to measure flows of patients into
(and out of) a region in which a hospital is located, and
is a tool used in geographic market definition. The
analysis frequently shows that most consumers use
local hospitals, but a significant fraction of patients
travel large distances (typically to major cities) to
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receive hospital care. Courts have often interpreted
evidence of this type as suggesting that hospital
markets are very large. The courts reached that
conclusion by inferring that, because some patients
travel great distances to a preferred hospital at
pre-merger prices, if prices were to increase then
many more consumers would switch to distant
hospitals. Recent research, however, shows that very
few (if any) of those consumers using local hospitals
switched to distant hospitals in response to
merger-related price increases. This evidence strongly
suggests that Elzinga—Hogarty analysis was not a
useful tool for defining geographic markets in hospital
merger analysis.™

Demand estimation and merger simulation have
become popular tools in merger analysis. The appeal
of these techniques is quite clear. If economists can
estimate demand, and if firms engage (approximately)
in differentiated Bertrand price competition, then
merger simulation can provide important information on
the likely price effects of a merger. To my knowledge,
three papers have examined how well commonly used
merger simulation tools predict the price effects of
these mergers.'® The evidence from these papers,
although quite limited, is mixed. Each one estimates
demand, simulates the price effects of mergers using
these demand estimates, and then compares simulated
price effects to price effects estimated using pre- and
post-merger pricing data and a difference-in-
differences technique. The merger simulations in
Peters (2006) correctly predict that the five airline
mergers he examines result in price increases. The
simulated price effects, however, are often quite
different from the difference-in-differences estimates.
Weinberg and Hosken (2008) examine two consumer
product mergers and find that, in one case (a
passenger car motor oil merger), the estimated price
effects are very close to the simulated price effects.

In the second merger (breakfast syrup), the simulated
price effects are large while the estimated price effects
are essentially zero. Finally, Weinberg (forthcoming)
finds very small simulated price effects for a merger of
manufacturers of feminine hygiene products, while his
estimated price effects are both statistically and
economically significant.

Conclusion

Ex post merger is resource-intensive. Quantitative and
qualitative studies require a significant investment in
person-hours, and often the acquisition of market data.
The cost of these studies is likely to be justified by the
expected benefits. Only by analysing the efficacy of
past enforcement decisions can antitrust agencies
improve their decision-making. Furthermore, through
careful selection of which mergers to study,
researchers can evaluate the efficacy of tools used

in merger analysis.
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