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and new interpretations are being given to classic works in 

industrial organization. While it is too soon to say what ulti-

mate impact the debate over the market concentration doctrine 

might have, it is already clear that challenges to the traditional 

view have altered the consensus from what it was in 1968 and these 

challenges have important implications for future changes in 

public policy. 

This paper is organized as follows: First, the basic concepts 

of oligopoly theory which form the foundation for the traditional 

view that market concentration can lead to poor economic perform

ance are discussed very briefly. Next, much of the empirical 

evidence available on the welfare costs of monopoly and 

administered pricing is evaluated to obtain a rough estimate of 

the magnitude of the market power problem and to determine whether 

that literature provides a sound basis for broad-based horizontal 

merger guidelines. l Third, a large portion of the literature on 

the relationship between concentration and profitability is 

examined to answer two questions--what was the economic consensus 

in 1968 when th� Justice Department merger guidelines were 

promulgated 'and w hat is the current state of our knowledge? The 

1 We will not discuss some other possible bases for broad-based 
antit�st action. For instance, the relationships among market 
structure and technological progressiveness, political power, and 
worker alienation might be used to defend antitrust initiatives. 
In addition, case studies of actual mergers might be used to 
justify market intervention. We will not discuss this latter 
literature, however, since it tends to deal with conglomerate (as 
opposed to horizontal) mergers and because it does not lend itself 
to useful general conclusions. See Fisher and Lande (1981) and 
Scherer ( 1980) pp. 128-41. \ 
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INTRODUCTION 

The eminently believable notion that the concentration of 

productive capacity in fewer and fewer hands in a given market 

will often lead to higher prices and lower output has been 

standard fare for students of economics for decades. This concern 

about market concentration is evidenced by the large amount of 

research devoted to the theoretical study of competition among few 

competitors and empirical studies of the effects of market concen

tration on welfare, prices, and profitability. During the last 

decade, however, the basis for this fear of concentration has been 

attacked by those who argue that increased concentration will most 

often lead to (or is the result of) efficient'procilction, ·lower 

costs, and lower prices. 

In this paper, we attempt to chronicle the debate over the 

effects of concentration on market performance. In the process we 

I 
compare the state of our economic knowledge currently with that 

which existed in 1968. That year is chosen because. at that point 1 
I 

the Justice Department's Antitrust Division felt secure enough in/ 
its knowledge of the effects of market structure on market per-

formance to issue market-share/concentration-ratio guidelines for 

horizontal mergers. l What we find in our review is an interest

ing, and as yet incomplete, metamorphosis in economic thought 

over the past few decades. Old ideas are slowly being modified 

1 The Justice Department offered both horizontal and vertical 
merger guidelines. We will be concerned only with horizontal 
problems. 



From these passages it is not possible to discern how S mith. 

might have viewed current horizontal merger policy, but he clearly 

realized at least one of the tradeoffs �hat would have to be made 

in passing law s which limit the freedom of groups of firms . 

With this early view as a springboard, we can begin to 

examine the more recent intellectual impetus for an antimerger 

policy. In the economics literature this impetus can be traced to 

the earliest ideas relating to oligopoly theory. Cournot's ( 18 3 8 ) 

theoretical work indicated that an increase in the number of 

competitors in a market had a definite salubrious effect on per

formance. His model, which assumed rather naive behavior on the 

part of rivals, shows that the equil�brium achieved by non-

colluding firms approaches the coupetitive equilibrium as the 

number of rivals increases. Although Cournot's model has been 

subject to a number of refinements in later years, it still serves 

as a bas.is for 1111ch economic research today .1 . 

More recently a considerable literature on the character-

istics of oligopoly markets has developed with at least two 

distinct models.of pricing emerging . One, the dominant firm 

model, is really an exposition of monopoly pricing behavior by a 

large firm(s) given the existence of a fringe of competitors who 

1 In fact, it is quite likely that this model is used more often 
in oligopoly research than is justified. See Alger (1981). 
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latter question is answered by an examination of a stylized debate 

between
_

the •traditional�sts• (who believe that market concentra

tion often leads to monopoly power) and the •revisionists• (who 

argue that market concentration generally occurs due to efficiency 

considerations) . Finally, assuming the traditional view to be 

correct, the literature on •critical" concentration or market 

share levels is examined to gain insight into possible revisions 

of horiz.ontal merger policy. While our review of the literature 

does not lead to a st.atement of a consensus view , it does show the 

evolution of thought and evidence on the structure-performance 

paradigm through time. 

OLIGOPOLY THEORY AND COLLUSION 
I 

As with almost every other idea in economics, one can argue 

that Adam Smith originated the thought that competitors would 

attempt to collude if given the opportunity when he wrote: 

People of the same trade seldom meet together, 
even for merriment and diversion, but the 
conversation ends in a conspiracy against the 
public, or in some contrivance to raise 
prices. 

It is interesting that Smith immediately went on to note that: 

It is impossible to prevent such,meetings by 
any law which could be executed, or would be 
consistent with

' 
liberty and justice. But 

though the law. cannot hinder people of the 
same trade from sometimes assembling together, 
it ought do nothing to facilitate such 
assemblies{ much less to render them 
necessary. 

1 Smith (1776), p. 128 . 
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act as price takers. l The second model of oligopoly pricing 

focuses on the interactions of the various rivals in a market. 

Central to most of this literature is the idea that as the number 

of firms in a market decreases, the probability of effective tacit 

or explicit collusion increases., ceteris paribus. This result 

stems from an increased awareness of significant mutual interde� 

pendence among rivals as well as from the higher probability of 

detection and punishment of "cheaters" in an oligopoly setting . 2 

There is an important reason fpr stressing the differences between 

the dominant firm and collusion models other than the fact that 

they imply different equilibria in many cases. The two models 

also imply rather different treatment of mergers. For instance, 

if one believes that the collusion model describes the world of 

business rather well (and one also believes the collusive equili= 

brium is relatively stable), then the traditional policy of inves= 

tigating me rge�s __ of tw() !_airly small competitors (say two 

5-percenters) might be considered reasonable to reduce the likeli

hood of collusion. On the other hand, if one believes that the 

dominant firm model provides a better description of the world, 

1 See Worcester (1957) and Gaskins (1971) for a discussion of the 
dominant firm model and the long-run instability of the equili
brium attained in that model. 

2 See, for instance, Markham (1951), Stigler (1964), and Osborne 
(1976). Chamberlin (1933) can be credited as one of the first to 
argue that as the number of rivals fell and mutual interdependence 
rose, a "critical" level of concentration might be reached which 
would allow concerted action to lead to noncompetitive price 
levels. 
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one would be rather unconcerned about mergers among nonleading 

firms since the growth of larger third, fourth, and fifth firms 

would reduce the dominance problem.l Antimerger policy is clearly 

complicated if these theories each apply in many individual situa

tions. If this occurs, then a broad-based policy toward mergers 

that applies to all situations may be wrong a substantial propor

tion of the time. 

Obviously, current antimerger law is intended to have a 

beneficial effect regardless of the exact economic model assumed. 

Ideally it reduces both the occurrence of mutual interdependence 

(or collusion) and the probability of dominant firm pricing by 

maintaining the largest possible number of firms in a market, 

there� maximizing the number of independent decisionmakers.2 

This result of antimerger policy would reduce the likelihood of 

1 The different types of equilicria attained under the dominant 
firm and collusion DDdels have imPlications· for conpetit1on 
policy. In the first case mergers or growth of small firms is 
clearly to be encouraged to reduce resource misallocation. How
ever, in the second case, growth of smaller firms (or elimination 
of small rivals) may simply lead to a mere stable collusive 
outcome. 

2 The largest possible number of firms is {or should be) 
dependent upon the minimum size of firm necessary for efficient 
production. A reading of the 1968 Justice Department merger 
guidelines shows that scale economies or merger-specific economies 
were given little role as a defense; but efficiency considerations 
may well have been considered in setting the original guideline 
levels. For a discussion of the welfare tradeoffs between a 
higher probability of collusion and economies resulting from a 
specific merger, see Williamson (1968a, b;  1969) 1 DePrano and 
Nugent {1969), Jackson (1970), Ross (1968) 1 and Posner (1975). 
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successful oligopolistic interdependence and improve performance 

if the traditional literature on oligopoly is correct.l , 2  

THE WELFARE COST OF K>NOPOLY 

An important economic rationale behind the enforcement of the 

antitrust law s flows from the argument that market power can lead 

to misallocation of resources and welfare losses. These losses 

include those incurred from production of the wrong set of goods 

and services, from technical inefficiency in production, and from 

production of inappropriate quantities of output.3 While all 

economists recognize these potential costs of monopoly, there is 

considerably less agreement on how substantial the coats really 

are. Early work in estimating the allocative cost portion of the 

welfare loss by Harberger (1954) and Schwartzman (1960) led to 

the conclusion that the welfare costs of -monopoly probably 

amounted to a very small percentage ( .1 percent) of gross national 

1 Stigler (1955) argued the anttmerger law was needed to prevent 
situations which give rise to monopolistic (oligopolistic?) 
practices. He offered a set of merger guidelines, in part, to 
reduce the role-of discretion by the antitrust authorities in 
administering the Clayton Act. 

2 For a more complete review of oligo�oly literature, see Scherer 
(1980), pp. 151-168. 

3 See Kamerschen and Wallace (1972) for discussion of a longer 
list of possible losses from monopoly power. Leibenstein (1966 , 
1978) has added X-inefficiency to the list in arguing that monopo
listic firms may allow costs to rise since they are not subject to 
stringent market constraints. This position is not, however, 
without vocal critics. See Stigler (1976). For a review of 
literature on the possible cost increasing aspects of monopoly 
power due to suboptimal capacity, excess capacity, X -inefficiency, 
and rent-seeking behavior, see Siegfreid and Wheeler (1981). 
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product. That the allocative effects were small was given furth11r 

support in the work of Worcester (1973 ) . These studies undoubt

edly led to the belief held by many economists that the alloca

tive costs associated with monopoly power were relatively small in 
-

the aggregate. However, other theoretical and empirical work by 

Kamerschen (1966) , Bergson (1973 ) , and Cowling and Mueller (1978} 

might lead one to question that view .  

Kamerschen found that the aggregate loss could be as high as 

6 percent of GNP when he used estimated industry demand elastici

ties rather than assumi�g (as Harberger did) that all elasticities 

were unitary.l Cowling and Mueller (CM} have obtained a range of 

welfare loss estimates for the United States that include values 

as low as 4 percent and as great as 13  percent of gro�s corporate 

production.2 These estimates provide some support for the notion 

1 Since higher elasticities lead to greater welfare loss esti
mates when using the Harberger methodology, Harberger's assumption 
of unitary elasticities for al� industries insured that he would 
find low total losses. See Cowling and M ueller {1978) , pp. 
729-30 ,  and Harberger (1954), pp. 81-2 , note 2 .  However, this 
argument applies only to Barberger's particular method of calcula
ting the welfare loss. As a general proposition, elasticity and 
welfare losses would be inversely related. See Landes and Posner 
(1981), pp. 991-96. 

2 CM compare the dollar values of the welfare loss to Gross 
Corporate Product. On the basis of average Gross National Product 
over the period the percentages are substantially lower, ranging 
from 0 . 6  percent to 2 .2 percent of GNP. Of course, the appropri
ate comparison for policy purposes is not the absolute welfare 
loss versus GNP but rather the loss relative to the cost of 
reducing or eliminating the loss. Precisely what a well
constructed cost/benefit analysis of this tradeoff would show 
appears to be a matter of considerable debate. 
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that Harberger's estimates were too low. While the CM study cor-

rects some of the shortcomings of Harberger's analysis, the upper 

range of the estimates depends crucially on the argument that a 

portion of advertising expenditures should be added to monopoly 

profits since, in their view , these expenditures can be regarded 

as excessive. They also add total advertising expenditures 

directly to the loss estimates due to the Tullock (1967)-Posner 

(1975) argument that such expenditures to attain monopoly power 

are a pure social loss. This procedure virtually assures that the 

welfare loss will be large and that the individual firms identi

fied as the major producers of the loss are the large adverti

sers. ! Those with a less extreme view of the evils of large scale 

advertising would be better served by placing greater reliance on 

the lower end of the range of welfare loss estimates. 2 

1 In addition to the research of CM, Siegfried and Tiemann (1974) 
have noted that estimates of the welfare cost can, in many 
instances, be attributed to specific industries. However, their 
attribution of a major portion of the welfare loss to the drug 
industry (due to its large R&D and advertising expenditures) has 
been challenged by Cocks (1975). Marvel (1980b) has also identi
fied a group of highly concentrated industries that have a high 
probability of exhibiting monopolistic performance. His procedure 
is based, in part, on an examination of the stability of rates of 
return. Marvel's work is discussed in more detail in a later 
section. 

• 
2 For a forceful defense of advertising and its lack of effect on 
welfare loss, see Worcester (1978). 
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' 
Still, the lower end of the range indicates fairly subs tantial 

absolute ( if no� percentage ) losses due to monopoly .! 

Give n the lack of aqreement in the welf are loss literature , 

one cannot be too sanguine about basing policy prescriptions on it 

alone. However, it does seem clear that some monopoly elements 

exist and that  an ability to pinpoint the sources of welf are los s  

would allow greater precision in policies des igned to reduce the 

welfare loss imposed by monopoly . Whether the cost of pinpo int ing 

the sources and pursuing a re .medy is sufficiently low to make the 

l The losses  estimated by CM are· derive d using a technique that 
obviates the need for direct estimates of indus try ela-sticities as 
in Kamerschen's case . Using a COMPUS TA T  tape s ample of 734 firms 
for 1963 -1966 , CM sum the "excess"  prof its ( those above a co mpeti
tive return on capital) for the f irms , including adjustments for 
excessive adve rtis ing expense . They do not, ·howeve r, include any 
firms whose "e xcess• profits are negative . ( That is, all f irms 
earning less than the mean rate are deleted . See CM (1978, p. 
731)). This procedure might be thought to be preferable to making 
arbitrary assumptions concerning demand elasticities in various 
industries, but. it is still subject to a number of nontrivial 
criticisms . First, it is a partial rather than general equilib
rium approach ( see Bergson (1973 )). Second, it seems to view all 
monopoly profits as a net loss. If monopoly profits are largely 
due to efficiency of large firma r9lative to smaller rivals , the 
profits might be better viewed as· rents that cannot be,bid away . 
( Much more will be s aid about this po int in the section on the 
revisionist view of the concentration/prof itability relations hip . ) 
Third, the treatment of advertis ing expense  as a pure loss is 
ext remet although CM argu e that some other expenses incurred to 
gain or maintain monopoly power are not included in the los s  
estimate, making the ir calculations conservative . Recognition of 
these problems is probably one reason that CM  of fer  no policy 
pres cription eve n  though they believe the welf are los s to be 
substantial . ( See CM,  p. 746). 
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e ffort worthwhile is a broader problem that this literature doe s  

not address . ! 

THE ADMINISTERED PRICE HYPOTHESIS 

The early oligopoly literature did not lend/ itself easily to 
, 

e mpirical tes ting due to the relative ly vague nature of the 

theories and the unavailability of inexpensive s tatis tical and 

computational aids . However,  one hypothesis did emerge : that 

being the thesis of adminis tered pricing . Beginning with Means 

(1935) economis ts have sought �Q__Q�_termir1e whether prices in 

concentrated industrial markets are less  flexible than those in 

other environments.  Until 1970, the accepted answe r was  yes . 

Work on a relatively small s ample of Bureau of Labor Statis tics · 

data ( BLS ) had indicated that the price series of many industries 

were fairly insensitive to general economic trends . They tended 

to re�in high in recessions and rise les s  slowly during periods 

of  prosperi-ty . Means did not originally argue that administered 

prices in an oligopoly setting would necessarily be higher than 

those in competition ( though he might well have believed that) , 

but only that prices would be more s table and less  s ub je ct to 

1 Pinpointing the sources of monopoly powe r is a tricky tas k  at 
bes t  given the inability of accounting profit data to re flect true 
economic prof its due to m:mopoly . See Brozen ( 1969) , Solomon 
(1970), and Stauffer (1971) for discussions of the accuracy of 
accounting data for these purpos es . 
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change due to exogenous f actors in industries using admi nistered 

pricing .1 

Since 1970 the bulk of the research in this area has 

questioned the validity of the administered pricing hy pothesis. 2 

The first majo r  attack on the admi nistered pricing hypothesis was 

the work of S t igler and Kindahl (1970} . They argu ed that the BLS 

data on list prices used by Means was clearly de f icient and that 

other more reliable data  on transact ions prices collected by the 

National Bureau of Economic Research (NB) led to a different 

answer than that obtained by Means. Stigler and Kindahl analyzed 

this. alternat ive data and discove red that the NB and BLS price 

trends did not dif fer during periods of stable or rising prices, 

but the BLS price indices of list prices fell more slowly than the 

NB tra·nsactions price series during periods of ge nerally falling 

1 Means' administered price hy pothesis should not be conf used 
w ith the rathe r  dif ferent argu ment that large firma in concen
trate� i�dustries •cause• infla tion. The two hypotheses can have 
prec isely opposite empirical implicat ions. For some evide nce 
contradict ing the concentration-infla t ion hypothesis see W ilde r, 
W illiams, and Singh (1977} . 

2 This literature doe s  not argue that pricing formulas and 
attempted coordinat ion of pricing policies do not exist in 
oligopolies, but that, according to the available data, the 
existence of these pract ices and inst itut ions does not have 
net ef f ect of reducing price flexibility . 
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prices . l More importantly , Stigler and Kindahl f ound no convinc-

ing e vidence of adminis tered pricing when a two contrac� 
i 

tions ( July 19 57  to April 19 58,  May 19 6 0  to February 19 61 ) and 

two e xpansions ( April 19 5 8  to.May 19 6 01 February 19 6 1  to November 

1966) was undertaken. This was true even  though the sample chosen 

by the authors was des igned s pecifically to include those 

indus tries thought mos t likely to exhibit administered pricing 

behavior .  

Means ( 19 7 2 ) o f fered a defense o f  the administered pricing 

hypothesis using Stigler's and Kindahl's NB data.  Howeve r, find

ing evidence of such pricing behavior in the NB data required 

arbitrary reclassification of seve ral industries into a "market 

dominated" pricing category and redef inition of the turning points 

of  the busines s  cycle . 2 Regardles s·of whether one wholeheartedly 

accepts the criticisms of Means '  work, they do indicate that a 

finding of adminis tered pricing is ve ry sensitive to the data used 

1 Recent s tatis tical time series research has 'indicated that at 
least a s ubset of the BLS and NB price series examined by Stigler 
and Kindahl do diff er significantly , with the NB transaction price 
series being more sens -itive to marke t conditions than the BLS 
series•. See Wecker ( 19 81 ) . 

2 See Stigler and Kindahl ( 19 73 ) . It is not entirely clear 
whether Means applied more o.r les s  subje ctive criteria to choose 
his s ample than those employed by Stigler and Kindahl. Howeve r, 
Stigle r and Kindahl do make a f airly s trong case that the 
administered price thesis is so vague that it is virt ually 
unassailable ( and it is therefore an empty theory . )  

-13-



and the interpretation of the business  cycle . l Thes e  facts alone 

could lead one to question the validit y  of a tes t purporting to 

demonstrate the exis tence of adminis tered pricing. 

With one notable exception, more recent. research has found 

litt le support for the administered pricing hy�othesis and even in 

the exception the evidence is equivocal .  Recent work in w hich 

little, if any , support was found includes Lus · ga rten ( 1975), 

Qualls ( l9 7 7 a, b ) , and Garber and Klepper (1980). Lus tgarten 

s tudied the period f rom 1958 through 1970 using BLS data on 225 

4-digit manufacturing indus tries . He found that price changes 

were unrelated to four-f irm concentration ar.d that prices in 

concentrated indus tries were not les s  res pons ive to the recessions 

o f  19 60-61 and 19 69-70  than prices in less concentrated markets. 

Qualls ( l9 77 a) examined BLS price index data f <.,r 85 4- digit.manu

facturing industries from 1967 through 1972 an,i f ound little 

evidence of adminis tered pricing, although he doe s  note that dur

ing one s ubperiod (1967 to 1969) a a-s haped relations hip consis 

tent with the hypothesis exis ted betwe en price changes and 

1 See Kottke (1978) who dis cusses data and judgmental problems 
inherent in any tes t of adminis tered pricing . Kottke's . paper 
focuses on the mos t recent research regarding this subject, but 
his criticisms. are applicable to much of the research on 
indus trial pricing . 
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concentration. ! Qualls ' mode l does  not perform particularly well 

in terms of ove rall explanatory powe r or in coefficient signifi

cance, but it doe s  seem s ufficient to support his conclusions . In 

a second related paper, Q ualls ( 19 7 7 b) examined a 79-indus try 

subset and f ound a pos itive re lationship between the va riability 

o f  price/cost margins and 4- firm concentration directly contra

dicting the predictions of his ve rsion of the adminis tered price 

hypothesis .  

In a final study  which ques tions the adminis tered price 

thesis, Garber and Kleppe r  ( 19 80 )  argue that prior s tudies by 

Weiss (19 66), Dalton (19 7 3), and Cagan ( 19 7 5 } were in error 

because they used an e s timating technique that did not adjus t for 

an errors-in-variables problem . To es timate the effect of concen

tration on pricing behavior, Weiss had regressed the perc�ntage 

change in price on meas ures of ave rage labo� and materials cos t  

change s and output changes as we ll as fou r-firm concentration. 

Garbe r and Klepper note that such a model is inappropriate because 

among other things it ass umes fixe d ( rather than random) 

coef f icients, because it employs  ave rage rather than marginal cost 

measures,  and because it uses a cos t-change weighting s cheme that 

does not yield weights that sum to unity as the compe titive model 

1 Qualls ( 19 7 7 a), pp. 7-9,  argued that competitive firms and ve ry 
tight oligopo lies might be expected to exhibit pricing flexibility 
while looser oligopoly structures ( mo re sub je ct to the collapse of 
pricing discipline ) might exhibit less  fle xible prices .  This 
reasoning led him to expect a U-shaped relationship between price 
change s and concentration during cyclical expansionse 
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would suggest. To remedy this situation Garber and Klepper e sti� 

mate the model making specific assumptions regarding the nat ure of 

the measurement errors found in the Weiss model. Using data on 

365 4-digit SIC manufacturing industries from 19 5 8  to 19 7 1, they 

find evide nce that is ge ne rally consis tent with the conpe ti'tive 

pricing model. In the few time periods where the concentration 

coe f f icient is nonzero ( a  result inconsistent with the co mpe titive 

mode l) , the coe fficients are s uch that the popular interpretation 

of the adminis tered pricing hypo t hesis is als o re jected. That is, 

the authors find "t hat �elative to less concentrated industries, 

prices increased less in more concentrated industries during the 

expansionary period of 19 67-19 68 and the recessionary period of 

1969-19 7 0 , -and by a greater aiii)unt in more concentrated industries 

during the recovery of 19 7 0-19 7 1 .  "1 

The stud y  of Garber and Klepper and the bulk of the other 

s tudies of administered pricing since 19 7 0  seem  to imply that the 

thesis is not a particularly robust challenger to the competitive 

model of price determination. Howeve r, one recent study doe s  pro-
' 

vide some weak support for the administered price thesis. weiss 

{ 19 7 7 )  e xamined the Means ( 19 7 2 ) and S tigler-Kindahl ( 19 7 0 , 19 7 3 ) 

data from the National Bureau of Economic Research argu ing that 

the two data sets were not particularly different. Using Means' 

classification of prices as marke t dominated, intermediate ,  or 

adminis tered,  Weiss found that adminis tered prices in the NB 

1 Garber and Klepper ( 19 80 ) , p. 4 3 0 . 
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series, used by Stigler, fell substantially less  than market 

dominated prices during two recession� ( July 1957 to April 1958; 

May 1960 to February 1961). Howeve r, he fou nd that the prices of 

intermediate cases fell eve n  more than market dominated prices, 

leading one to be suspiciou s of the classification scheme. ! 

Weiss's evidence relating to recoveries was eve n  weaker and gave 

little evidence for the admi nistered price hypothesis ( or any 

other pricing theory for that matter) • Despite his relatively 

weak evidence, Weiss conclude s  that " the NB series do follow 

patterns that support the administered-price hypo thesis. " 2 A more 

conserva tive conclusion { and one in keeping with the empirical 

results and the level of data accuracy ) would seem to be that the 

evidence is inconclusive . 

Given the current state of the research on adminis tered 

pricing, it is dif ficult to claim that such a theory provides a 

firm base of support for antitrust action. The evidence, based on 

rather poor aggrega te price series da ta, is equivocal at best, and 

the nos t that an advocate for the hypothesis could currently claim 

is that the theory has not ye t been fully reje cted.  

1 It is interesting that Weiss {1977, p.  617) apparently does not 
consider an examination of the relationship between price varia
bility and concentration over differing p'eriods of the b.lsiness 
cycle to be a true test of  the administered price hypothesis . He 
cites Means for the proposition that prices may be "administered" 
even in relatively competitive industries with feW participants. 
If Weiss's interpretation of Means is correct, then corroboration 
of the hypothesis is useless from a policy standpoint, since one 
should care little about admi nis tered prices per se  if such pric
ing is generally consis tent with a competitive ou tcome. 

2 Weiss (1977), p. 619 . 
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THE CONCENTRATION- PE RFORMANCE RELATIONSHIP 

A. What Did We Think We Knew in 1968? 

A basic economic element unde rlying horizontal antimerge r 

policy is the notion that merge rs reduce the numbe r of independent 

competitors, increase concentration, and lead to a higher prob

ability of tacit or explicit collusion. Since this ide a served as 

the basis of economic and legal analy sis prior to 19 6 8, we will 

brief ly review a representative portion of the literature produced 

on this issue to de termine the state of economic knowledge at the 

time the 19 6 8  Department of Justice merge r gu idelines we re 

promulgated .  
' 

The empirical economics literature supporting the struct ure

conduct-performance paradigm was begu n  by Joe s. Bain ( 19 51, 

1956 ) .1 In his pioneering work, Bain focused on the role of con

centration and its relationship to performance . He investigated 

e mpirically the relation be tween �fter-tax prof it rates on equity 

and level of concentration for a select sample of 42 o.s. manu

facturing industries for the time period 19 3 6-40 . 2 Osing ave rage 

profit rates for dominant firms as observa tions and dividing the 

1 The following discussion of Bain's and Michael Mann's work is 
adap�ed from Qualls ( 19 7 2 ) . 

2 Since oligopoly theory predicts high prices ( but not necess
arily high prof its) , Bain's use of profitability as a performance 
measure can be questioned .  As an alternative , one might use 
price/cost margins rather than profitability , but data on these 
margins were not available to B ain. 
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sample into two classes--high concentration ( eight-firm concentra

tion ratio equal to or greater than 70 percent ) and moderate-to

low concentration ( eight-firm concentration less  than 70  

percent) --Bain found a s tatis tically significant difference 

between the average profit rates on equity of the two classes .  

Since he found only a weak regression relations hip between 

equity profit rates and concentration in the whole sample and 

within each of the two concentration classes, he tentative ly con

cluded that there is, perhaps, a critical concentration thres hold 

( pres umably somewhere in the neighborhood of 70  percent 8- firm 

concentration) above which indus try performanc� in terms of 

res ource all9cation leans toward monopoly and below which indus try 
r 
� 

performance :tends toward conpetition. 

In his later s tudy dealing with a res tricted sample of 20 

indus tries for the time periods 19 3 6-40 and 19 47- 51, Bain ( 19 5 6 )  

inves tiga ted the impact of both concentration and barriers to 
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entry . l In rega rd to concentration, the s ample was divided into 

t�o groups, the demarcation again being an 8- firm concentration 

ratio of 70 percent. In rega rd to barriers to entry, the sample 

was divided into three groups· de signated as having •very high• 
.J,; 

•substantial, • and •moderat� to low" barriers to entry . Industry 
. 

classification was accomplis hed on the basis of a judgmental 

assessment of the ge neral magnitude of entry barriers. 

Bain once again found a distinct cleavage between concentra

tion and class-ave rage prof it rates on equity , and a distinct 

difference between the clas s-ave rage rate for . "ve ry  high• and that 

for •substantial" barriers. A s malle r dif ference between class 

ave rage prof it rates for "s ubstantial" and "mode rate to low" 

barriers was found in both time periods . In orde r to test for 

separate-impacts of seller concentration and barriers to entry , a 

1 We should note at the outset that the term "barriers to entry• 
has dif f erent meanings to various authors . Bain used the term to 
denote situations in which an entrant would be at a cost disadvan
tage for any reason. For ins tance, standa rd scale economies would 
present a barrier to entry at less than minimum e f f icient size in 
Bain's rubric. Stigler ( 19 68a ) , on the other hand, de f ined 
barriers as "a cost of producing ( at some or every rate of output ) 
which 1111st be borne by a firm which seeks to enter an industry but 
is not borne by firms already in the indus try. • Thus, elements 
that could present barriers in Bain's terminology may not present 
barriers in Stigler' s ,  but s imply represent possible scale 
economie s .  The current literature does  not seem IIUCh cleare 'r on 
this point, with many researcners s till equating s cale economies 
with barriers to entry. See"Spence ( 19 81 )  and von Weizsacker 
( 19 80 ) for a co mparison. Indeed, some ( e . g . ,  Weiss ( 19 79 ) , pp. 
1119-1123  economis ts have argued that failure to recognize scale 
eco nomies as a barrier can make the term "barrier" useless in 
evaluating marke t power.  
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cross-classification scheme was utilized . The high-concentration/ 

high-barriers class was found to have a distinctly higher mean 

profit rate on equity than the high-concentration/substantial

barriers class, but the dif fere nc e  was not subjectec to 

s tatis tical tests of significance. ! 

In a s ubsequent s tudy Michae�Mann ( 19 6 6 ) , follOAing the 

approach of Bain's later s tudy and using a 30- firm industrial 

sample cove ring 19 50-19 60 ,  found a s tatistically significant dif 

ference between the class-average after-tax prof it rate on equity 

for 21 indus tries of " high" concentration and that for 9 

industries - of "moderate to low"' concentration. 

Classif ying industries on the basis of estimated lieights of 

entry barri.ers, Mann found the •very high barriers" grc.lp to have 

a subs tantially higher average rate of return than the "s ub-

stantial barriers" class. The ave rage for t):le "subs tar.tial 

barriers " group was highe r  than that for the "mode rate to low 

barriers " group; howeve r, this dif ference was less than half that 

between the "ve ry  high" and "substantial" barrier groups. 

The 21 industries of high concentration were then classified 

by Mann into the 3 entry-barrier categories, and the results 

paralleled those of the Bain study. As in Bain' s case ,  a cle ar 

dif ference was found between the clas s-ave rage rates o -f return on 

1 Bain was very care ful to indicate the shortcomings of his 
methodology and data and the tentative nature of his results . 
These qualifications were not reemphasized for at least 15 years. 
See Brozen ( 197la) . 
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equity for the high-concentration/high-barriers and high

concentration/substantial-barriers classes, but no such difference 

was observed between the two lower barriers-to-entry classes. 

Mann agreed with Bain's conclusion that the failure to find 

distinct differences in class-ave rage equity profit rates ( where 

just the industries of high concentration are considered )  between 

the •substantial barriers• a nd "mode rate to low barriers• classes !, 

might be due to the condition of entry for seve ral or most of the 

industries classified in the "mode rat& to low barri.ers" group. 

Since this group was characterized by "ine ff&ctive ly impeded 

entry" , established firms coul d charge high prices and earn re la
I � 

tive ly high r�tes of return for only a short time be fore entry 

would be induced� 

These studies implied that both concentration and the height 

of entry barriers are important structural dimensions influencing 

market performance . However, Mann noted a need·for further 

research because "rates of return may be inadequate indicators of 

price/cost margins • • • ( and) the particular barrier-�o-entry 

classification into which an industry was placed may be incorrect 

e • • • • ( 19 6 6 ,  p. 300) • 

To correct the problem involve d  in the use of return on 

equity as a profitability me asur�, Qualls ( 19 7 2 )  investigated the 

resul t s  obtained when the return on sales above a competitive 

benchmark return ( a  proxy for the price/cost margin) was substitu-

ted for the return on equity as a performance measure in samples 
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close to those used by Bain and Mann. In addition, he obtained 

results using both Mann's entry barrier classifications and a 

refined classification. Using small samples of 20  and 30  indus

tries, he found evidence that  generally supports Bain and Mann and 

that  strengthens the resulting relation between concentration and 

profits and that between barriers to entry and prof itability. An 

overall conclusion to be drawn from these conparisons of ave rage 

rates of return is that high barriers to entry matter and concen

tration may matter even if barriers are low, although the latter 

half of this conclusion is more tenuous. l 

Prior to 19 6 8  only one major study  had appeared which indi

cated that the relationship between prof itability and concentra

tion was tenuous. 2 Using a large r sample than that available to 

Bain, Stigler ( 19 63 )  found that during the �9 3 8  to 19 50  period 

1 /There is a conside rably large r literature written prior to 1968 
supporting the notion that concentration and prof itability are 
positively related • .  Perhaps the best known of this .literature is 
the work of Collins 'and Preston ( 19 68) . They used the large st and 
best available sample which consited of 243  four-digit SIC code 
industries. This data  set indicated that the association between 
price/cost margins and concentration rose from 19 58 to 19 6 3  and 
that the relationship was stronger for consume r goods than 
producer goods indlstries. They also argued, based on concentra
tion changes, that lower costs did not appear to explain the 
higher profitability of large flrna. A conplete review of the 
literature on profitability and concentration __ prior to 19 6 8  may be 
f ound in Weiss ( 19 74 ) . 

2 Comanor and Wilson ( 19 67 )  had f ound that concentration was an 
insignificant determinant of prof itability when scale economies 
and capital requirements were simultaneously considered, but the 
insignificance of the coe f f icient of the concentration measure 
could have been due .to collinearity with the scale economies 
measure . See Davies ( 19 8 0 ) . 
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there was not a significant relationship between concentration and 

after-tax return on asse ts for all IRS minor manufacturing indus-

tries.  He also found that for a small subse t of 16  industries 

that overlaps with Bain's {195 6 )  sample a positive relationship 

did exist. Toge ther these findings would tend to indicate that 

Bain's relative ly small sample could have been biased . Stigler 

also investigated the relationship during the early to mid-19 50 's 

and found a significant positive correlation between concentration 

and return on assets consistent with the ncnopoly power explana

tion . Thus;-st.ig!er'--s- evide nce was equivocal. ! The following 

year Stigler ( 196 4 )  presented more evide nce from a very limited 

sample of highly concentrated industries that was consistent with 

his information-based theory of oligopoly and with at least one 

version of the traditional structure-performance paradigm .  He 

found evide nce that there is a rela tionship between concentration 

( as measured by a 4- firm concentration ratio ·or a Herfindahl ( H) 

index)  and rates of return but only when H exceeds . 25 or when 

4- firm concentration exceeds 80 percent . 2 

1 Weiss ( 197 4 ) , pp. 2 0 0 , 2 0 3 , has argued that S tigler's insigni
ficant results for the 19 4 0's are probably due to the existence of 
price controls during World War II . Weiss would not necessarily 
expect the profits/concentration relationship to be found for any 
such period . In addition, the marke ts delineated by IRS minor in
dustries are very broad and poorly de fined relative to four-digit 
SIC industries or line of business da ta which were used in later 
research. 

2 The Herfindahl index is de fined as the sum of the squared 
market shares of the individual firms. This measure decreases as 
the numbe r of firms increases and increases as the dispersion of 
firm market shares from the industry ave rage increases. 
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Although Stigler's work did not provide strong support for 

the notion that market concentration was a ge neral problem, his 

studies did indicate that increased concentration could have 

detrimental effects in soue time periods or when concentration 

was relatively great initially . As such, they would not have done 

much to dissuade the Department of Justice from e stablishing 

horizontal merge r guidelines .  

As of 19 68  it seems that the empirical evidence amassed by 

economists pointed toward a significant positive relationship 

between concentration and prof its. This was particularly true 

whe n  barriers to entry existed and when concentration was rela-

tively high. In addition, the traditional explanation for the 

relationship--that it was caused by monopoly power--was well 

accepted and had yet to be seriously attacked . Finally, e vidence 

on scale economies seemed to indicate that in most industries the 

cost savings related to plant and firm size we.re exhausted at 

relative ly low market share levels implying that low costs were 

inpose d  by prohibiting further firm growth in these industries.! 

Give n this understanding, the 1968 Department of Justice hori

zontal merge r guidelines appeared to be on a rather firm footingo 

1 For a review of this literature, see Scherer ( 1 9 7 0 ) , pp. 
7 9 -10 3 . At the end of his review of plant and firm scale
e conomies studies Scherer states what seemed to be a typical view 
in the late 19 6 0's: 

"It is evide nt from studies of scale economies 
in particular industries and the observation 
of broad survival patterns that in many and 
perhaps oos t American industries high concen
tration is not a technological, marketing, or 
financial imperative . "  
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The Neal Report on antitrust policy also indicated that 

sever.al influential membe rs of the economics and legal professio.ns 

felt that broad-based antitrust policies were not inappropriate in 

1968. 1 The majo rity of the members of the panel recommended an 

Act to deconcentrate individual oligopoly markets2 and a second 

Act designed to prevent large conglomerate mergers. 3 In a 

separate statement attached to the Report, Pau.l MacAvoy noted the 

risks involved in deconcentrating individual oligopoly markets but 

concluded that they were worth the expected bene fits. In a 

gene ral statement of the economic basis for the oligopoly 

deconcentration recommendation, he noted that: 

1 White House Task Forc·e ( 1969) , de live red to the President on 
July 5 ,  1968. The Report's panel include d Phil C .  Neal, Cha irman, 
William Baxter, Robert Bork, Carl Fulda, William Jones, Dennis 
Lyons, Paul MacAvoy , James McKie, Lee Pre ston, James Rahl, George 
Re ycraft, Richard Sherwood and s .  Paul Posner. 

2 The Report contained specific targe t market shares for the 
reduction of concentration in oligopoly ma rkets. It advocated a 
reduction of 4-firm concentration to below the 5 0  percent leve l 
and reduction of individual firm shares to 12 percent or less. 
See White House Task Force ( 1969) , pp. A-2 ,  A-13 . 

3 The majority of the panel also proposed substantial revision 
o f  the Robinson-Patman Act, compulsory patent licensing, the . 
accumulation of better information relevant to the formulation of__ 
anti trust policy , and that resale price maintenance be declared 
per se illegal. 
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. ' . 

•Economic evidence, from a large number of 
research articles and monographs on the 
re lation of concentration to industry 
performance, provide s  a sound basis for 
predicting general e ffects from reducing 
industry concentration. The lack of evidence 
indicating general loss of efficiencies from 
deconcentration furnishes further strong 
support for this policy. There is substantial 
basis on which to conclude that 'remedies to 
reduce concentration should be made available 
as part of a conprehensive antitrust policy. ' 
Work reJIICl.ins to be done to establish that 
oligopolies of four or five firms can be 
expected to restr1ct output and raise price 
under most or all market conditions, but the 
evidence presently available is strong enough 
to provide rationale for this legislation. •! 

Although not everyone on the panel shared his view of the state of 

our economic knowledge ,  MacAvoy's position probably reflected 

generally accepted economic wisdom in 19 6 8 . 2 

1 The White House Task Force ( 19 69 ) , pp. 1-B t? 2-B. 

2 In separate statements attached to the Report, _Robert Bork and 
Richard Sherwood indicated considerable skepticism about the 
economic foundation for the market deconcentration proposal .  Bork 
noted that:  1 

•My objection to the proposed statute is 
that the studies re lied upon are shaky and 
open to question and that the corre lation 
[between industry concentration and 
profitability], if it were shown to exist, 
woul d prove nothing . • 

•The dissolution of such firm woul d be a 
disservice to consume rs and to national 
strength. When firms grow to sizes that 
create concentration or when such a structure 
is created by me rge r and per.sists for many 
years, there is a very strong prima facie case 
that the firms' sizes are re lated to 
e fficiency. • [pp. 1-A to 2-A] 

( footnote continued)  
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B. Revisionist Views and Debate , 1 9 7 0-? 

1 .  The Persistence of Profits, Concentration and Barriers 

To Entry. Since 197 0  a reinterpretation of the concentration

prof itability literature ha� been gaining adherents. The well

accepted monopoly powe r explanation for the concentration/profits 

correlation was first criticized in a series of writings by Yale 

Brozen ( 1 9 7 0 , et  seq) . 1 Be argued that previous findings were 

large ly the result of a market disequilibrium . Be presented 

e vidence that the high rates of return in the concentrated 

industries studied � Bain, Mann, and Stigler tend to disappear in 

later years. In addition, in the re�atively unconcentrated 

industries studied �· Bain ( which had re lative ly low profits) the 

prof it ·rate tended to rise. Thus, the high rates of return 

( footnote continued )  

In another separate statement Sherwood argu�d that •in the present 
state of economic and lega l knowle dge the sweeping condemnation 
which the Task Force has accorded them [large firms, me rge rs, and 
single patent lice nsees] appears to be rooted in dogmas I do not 
share . •  ( pp. 1-C to 2-C ) Intere stingly , in re ference to the 
Justice Department's recently proposed merge r guide lines of 19 6 8 , 
he went on to decry the trends att�ay from •hard economic and lega l 
analy sis to the lotus-land of percentage tests. • ( p. 8-C )  

1 '!'here are those who can reasonab'ry claim precedence to Brozen. 
For example , Bork's dissent from the Nea l  Report's position and 
Demsetz's ( 19 68) influential work on utility regulation should 
have had some influence on Brozen's work. In Dems etz's article, 
he argued that even a natural monopoly ma rket nee d  not necessarily 
lead to poor perf ormance if potential service provide rs can bid 
for the right to serve the market. For a recent short critique of 
Demsetz's approach see Eke lund and Hebe rt ( 19 8 0 ) . 
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observe d by all three researchers may have been indicative of 

disequilibria rather than collusion among firms in concentrated 

industries. ! 

In a reformulation of Bain's study , Brozen ( 197la) noted- that 

Bain's sample of 42 industries was biased2 and that a large r 

sample of indu stries ( using FTC data on 89 industries) does not 

produce the positive concentration/profitability relationship in 

two of the years studied by Bain. 3 Brozen also argued that Bain's 

decision ( required by a paucity of data) to represent industry 

profitability by the profit rates of the large firms in the 

industry biased the results. This could be true if concentrated . I 
I 

industries became concentrated du e  to the fact that l�rge r firds 

were more . efficient or innova tive than smaller rivals. The rela-

tive ly large firms would obtain high profits due to efficiency 

rather than monopoly. Ignoring the smaller ( less efficient) 

1 Precisely why the samples would have all shCMn disequilibria in 
the three time periods used is unclear. ' Also, · the fact that 
concentrated industries had. prbfits above equilibrium and uncon
centrated indu stries had profits below equilibrium in each case is 
certainly indicative of a nonrandom pattern. Thus, in his first 
stud y  Brozen did not show that the relationship between concen
tration and p rofits was spuriou s, but only that it was not persis
tent in any individu a-l industry. 

2 The argument that Ba in' s saniple was not representative due to 
lack of a· large sample of. indus tries seems to be well accepted .  
See Weiss ( 197 4 ) ,  pp. 2 2 1- 2 .  

3 Brozen' s FTC data related only to 1939 and 194 0 ,  not Bain' s 
entire 19 3 6· to 1940 period . On that basis, a claim of disequilib
rium observation is at least as applicable to this portion of 
Brazen' s study as it is to Bain's . 
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firms ' profits would then bias the concentrated industry 's rate of 

return upward . l Brozen  found evidence f or this view in the fact 

that, for the concentrated . indus tries in B a in's sample , the 

large st firms tended to earn higher returns than the next large s t  

set of firms . As Brozen expe cted, the converse was true in the 

unc oncentrated indu stry subsample . This and other evide nce 

presented by Broz en led him to conclude that •it seems that the 

less concentrated indu stries were les s  concentrated because that 

was the efficient pattern of organization jus t  as the more concen

trated became s o  because that was the e f f icient way to organize 

them . The market selected the appropriate structure for each 

industry . •2 

Broz en'a analyses of thes e  iss ues did not go unchallenged . 

Wende rs ( 197 1 ) ,  and MacAvoy , Mc Kie , and Preston ( 1971 )  took issue 

with the argument th at a move ment of rates of return toward the 

norm was occurring q uickly enough in concentrated markets to 

vitiate the problem of industrial concentration. These  authors 

reworked portions of the Stigler, Bain, and Mann studies to show 

that profits in industries with high and stable concentration di d 

not fall to the sample ave rage s within 10  years. They took this 

as evidence of persistently high rates of return and poor economi c 

l The conve rse could be true in unconcentrated industries where 
relative ly small firms are the presumably most ef f icient. Using 
large firm prof itability as a proxy for industry prof itability 
would bias unconcentrated returns downward . 

2 Brozen ( 197la) , p. 3 6 7 . 
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performance . ! Howeve r, Brozen ( 197la, b )  notes that as a theore

tical matter, entry barriers are nDre re.levant than concentration 

and he also shows that his critics relied on ve ry small samples or 

on inappropriate or incomplete classific ations of industries into 

the •high stable concentration• grouping . When these problems are 

corrected ( to the extent possible) ,  the already weak evidence of 

persistently high prof its weakens further. 2 Although Brozen may 

have occasionally overstated his case, 3 he seemed. to. have won this 

round of debate. 

1 Wende rs also argued t hat the correct comparison would be 
whether prof its in high-s table concentration industries feli to 
equilibrium as fast as they would were the industries 
unconcentrated . 

- 2 Only Wenders' analysis of S tigler's data avoid$ Brozen' s axe 
and even there B rozen shows that a large r ( but still 1 small) sample 
o f  F TC data for 19 39  to 1940 indicates no persistenc.e of high 
prof its. 

3 Brozen ( 197la) ,  p. 491, states: 
•we need not, howeve r, be concerned that 
above-normal prof its are nD re prevalent in 
concentrated inatstrtes.  tt;�appears that 
f indings to this ef fect are the consequence of 
the use of small sanples. Large r sampl:es do 
not show any re la tionship between 
concentration and rates of return . • 

Subsequent research on. large r samples and bet ter data than that 
used by Brozen caused this conclusion to become questionable . 
During the early and mid-1970 ' s  the issue was more appropriately 
cast as whether high prof its are persistent and whe ther antitrust 
policy is a useful means of approaching the problem of persistent
ly high returns: in· concentrated marke ts . We na y, howeve r, find 
that B rozen was correct ( albeit for the wrong reason) depending 
upon the ultimate findings from line-of-business data now be ing 
deve loped . ( See section V . c . )  This data should be welcomed by 
all sides in the debate due to its higher quality and lack of 
contamination by dive rsification. Of course, Brozen ( 1969) , among 

( footnote continues) 
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The issue of pers i s tent prof i ts was further e xami ned by 

Qualls ( 19 7 4 ) , Mueller ( 19 7 7 ) , and Marve l ( 19 8 0 b ) . Qualls used 

two di f ferent samp le s  upda t i ng the 30- i ndu s try samp le of Mann 

( 19 6 6 )  •nd the 2 2 0  large-f i rm s amp le of S h epherd ( 1 9 7 2 ) . Fol low

i ng Bain ( 19 5 6 )  and B roz en ( 19 7 l d ) , he argu ed that conc entrat ion, 

by i tself , wou l� �ot necessar i ly lead to h igh e r prices and p rof its  

unless it was support ed by barr i ers wh ich could k eep potent ial 

entrants ou t  of the • rk e t .  Qualls exami ned t h e  di f f erenc es 

be twee n  average excess price/c os t  ma rgi ns in i ndu s tries c lass i f ied 

as havi ng h igh ,  suba�ant ial , and mode rate-to-low entry barriers . l 

Be also exami ned di f ferenc e s  in these ave rage s bas ed on h igh ( 7 0 

percent 8- f irm) c o nc entrat ion ve rs u s  low conc e ntrat ion i ndu s tr ie s e 

ror Mann ' s sample , Qualls fou nd s ign i f ic ant di fferences betwee n  

price/c os t  margi ns for i ndu s tries w i th h igh ve rsu s  low entry 

barr iers and be twe en margi ns for indu s tries w i th h igh ve rsus low 

conc entrat ion . Furthermo re ,  he found that th is relat ionsh ip was 

the same in 19 6 1- 6 5 as in 19 5 0-19 6 0 , i ndi c at ing that the margi ns 

( footnote cont inu ed )  

o thers , has als o  attack ed the u s e  o f  accou nt i ng da ta as a gu ide to 
economic rates of return and h is analy s is of those rates has 
alw ay s  been done i n  an � arguendo f as h ion. See B roz en ( 19 7 lb) , 
pp . 5 12 . Inf lat ion may als o  have som rather important effects on 
prof i tab i l i ty compari sons in large s amp le s .  For some di scu s s ion 
of the issues invo lved see S ho ve n  and Bulow ( 19 7 5 ,  1 9 7 6 ) , Bol land 
and Myers ( 19 8 0 ) , and Praume n i  and Jorge nson ( 19 8 0 ) . 

1 Exc ess ma rgi ns were de termi ned to be the calcu la ted p r ice/c o s t 
margi n less a 6 percent •norma l •  a f ter tax rate of re turn for the 
ave rage u nconc entrated indu s try . See Qua lls ( 19 7 2 ) , p. 14 9 , not e  
a-. 
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did not fall to the average over time as one might expect if 

competition prevailed .  Using Shepherd's sample , Q ualls found that 

f irms in highly concentrated industries tended to obtain higher 

price/cost margins than those in less concentrated industries and 

that barriers to entry generally had the anticipated impact on 

margins. These results appeared to be fairly consistent over 

time . That is, the high price/cost margins found in concentrated 

industries having entry barriers did not erode over the three 

periods ( cove ring 19 5 1  to 19 6 8 )  studied .  As a ge neral matter, 

Qualls considers entry barriers and concentration to be inter

active and f ully capable of producing persistently high economic 

prof its. 
I I 

Qualls' work was supported by another inve stigation of varia

tion in rates of return on gross assets ove r  time � Mueller 

( 19 7 7 ) . Mueller reasoned that .if prof its above and below the norm 

are a transito� phenomenon, the probability of a firm having a 
I 

given rate of return at any point in time should be ,independent of 
I 

its previous prof it rate, for a period taken suf ficiently far 

back. l Mueller divide d his sample , cove ring 2 4  years ( 19 49 to 

1 9 7 3 )  and 47 2 individual COMPUSTAT f irms, into 8 groups of 59 

firms each based on their 19 49 before-tax rates of return on total 

1 One obje ction to this approach might be that efficient firms 
would be expected to retain high prof its for an extended period 
due to their e f f iciency . Howeve r ,  if no barriers exist, one would 
also expect less successful f irms to copy those that are the most 
successful, thereby driving down the high rates of return. See 
Mueller ( 19 7 7 ) , pp. 3 7 7 - 8 . 
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assets .  Be tes ted to de termi ne whether the probabi l i ty that a 

f �rm i n i t ially in one of these groups had an equal p robabi l i ty of 

be i ng in any other group in the later period . Mue ller fou nd that 

f i rms that began in the h igh e s t  p rof i tabi l i ty c a tego r i es tended to 

s tay there and the same type of re lat ions h ip e xi s ted in the lowes t  

categories . l Pirms i n  the mi ddle of the di s tr ibu t ion,  howeve r ,  

were 11D re  like ly to mve ou t  o f  the i r  i n i.t i al grou p than mi gh t  be 

expec ted .  Mueller takes all of th i s  as evi de nc e  that indic ates 

• s tronq re jec t ion of the comp e t i t ive e nvi ronme n t  ·hypothes is . • 2 In 

a second tes.t, Mueller exami nes the probabi l i ty tha t  the leve l of 

cu rrent normalized p rof i ts for a f irm is i ndep ende nt of ini t i al 

prof i ts .  Be f inds that th i s  is not the case and that although 

th&re is a tendency for h igh prof i ts to f al l  and low prof i ts to 
' 

r ise , firms• with h igh profi ts r.etain those prof i ts longe r and rrore 

frequently than one wou l d  e xp ec t  if a h igh degree of. conpe t i t ion 

l 'lbere was a mo ve me nt of firm ou t  of the i r  i n i t ial c ategor ies 
but not as mc h as one wou ld expec t  i f  the conp e t i tive mode l  w as a 
good approxi ma t ion to rea l i ty . I f  ful l mo b i l i ty of f irms exi s ted , 
one mi gh t  expec t  tha t  a f irm i n  group 1 in 19 4 9  woul d  have a . 12 5  
probabili ty of be ing i n  that grou p i n  subs equent years . aoweve r ,  
Muelle r  fou nd the probabi li ty to be • 3 4 . S imi lar ly ,  f i rms i n  
group 8 ini t ia l ly had a . 19 ( rather than a . 12 5 )  probabi l i ty of 
rema ining i n  that lowe s t  prof it group .  

2 Mue lle r ( 19 77 ) , p .  3 7 3 . 
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preva i led . Finally ,  Muel le r  e xami nes and ge ne rally re jec ts 

alternat ive e xp lanat ions for h is f indi ngs based on risk, samp le 

b i as , and superior talent of h igh prof it f irms . l 

F i na l ly ,  two intere s t ing attempts to . p inpo int those indu s 

tr ies earning pers istent monopo ly prof i ts are du e  to Marve l 

( 19 8 0 b )  and L inde nberg and Ross ( 19 8 1 ) . Us ing da ta on 2 6 7  low 

conc entrat ion ( CR4 < S O  percent)  4-digi t C ensus indu s tries for 

1 9 6 7 , Marve l obt ai ned a •c ompet i t ive benchmark • di s tribu t ion of 

prof i t  rates � regres s ing the pric e/c oa t  ma rgi n on ,me asures of 

c ap i tal and adve r t is ing i ntens i ty , geograph ic dispers ion , indu s try 

grow th , workers ' hou r ly earnings , ove rhead p ay ro l l  s ign i e ic anc e ,  a 

consume r goods dummy , and the s ign i f icanc e  of import compe t i t ion . 2 

Give n  the es t ima ted coe f f ic ients and res idu als from that benchma rk 

equat ion, Marve l obtained es t ima tes of the �tes of return 

exp ected for 1 1 5  concentrated i ndu s t r ies ( CR4 �> SO percent) had 

they been compe t i t ive .  He fou nd that the me an of the 9i s tribu t ion 

of res idu als for the h igh conc entrat ion grou p was above that of 

1 The mi s s ing eleme nt in Mue ller ' s  s tudy is an explanat ion of 
how f i rms ma nage d to ma i ntain domi nant s tatus that leads to h is 
results . I t  is als o  a bi t su rpris ing that the lowe s t  prof it
abi l i ty f irms s eem to rema i n  in that c atego ry  s ince one mi gh t  
expec t them t o  exi t the indu s try i f  the ir f inan�ial perf ormanc e  
rema i ned poo r .  

2 Wh i le the use o f  a me asure of import compe t it ion is not 
unknown , i t  is re lat ive ly uncoi'DJD:)n in the conc entrat ion/prof its 
l i terature . In th is part icu lar case,  the coe f f ic ient of the 
import compe t i t ion va riable was ins ign i f ic ant. Howeve r ,  in 
another s tudy Marve l ( 1 9 8 0 a )  fou nd a s ign i f icant nega t ive impac t 
when an alternat ive ( and mo re approp r i ate) es t ima t ion technique 
was u sed . The s ign i f ic ance of import compe t i t ion is als o being 
emphas iz ed in the rec ent ant itru s t  law l i te�ature . See Landes and 
Pos ne r ( 1 9 8 1 )  a nd a comme nt by Schma lensee · ( 1 9 8 1 ) . 
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the less concentrated group ,  i ndic at ing some monopo ly contami na

t ion in the h igh conc entrat ion grou p .  He als o notes , howe ve r ,  

that h is est ima tes indic ate that two -th i rds of the h igh conc entra

t ion grou p  are coupe t i tive . 1 

S i nc e  the previ ou sly me n t ioned results are sens i t ive to h is 

arb i trary c lass ificat ion scheme , Marve l tests h is me thodo logy by 

u, ing 9 years ( 19 6 3- 7 1) o f  f i rm-leve l p rof i t  rate da ta for 7 7 8  

f irms f rom the COMPUSTAT f i le . In th i s  analy s is he fou nd no 

s ign i fic ant di f ference· in the rates of re turn on total assets 

ach ieved by the h igh -concentrat ion monopo ly group ve rsus the other 

nonmo nopo ly groups, 2 bu t he did f ind that the mo nopo ly group 

exh ibi ted lowe r  p rof i t  devi at ion w i th i n  the qrou p and a greater 

pers is tence of p rofit rates than other grou ps ove r t ime . Wh i le 

these results are not conc lu s ive , they are cons is tent w i th the 

not ion that mo nopo ly power can cau se s ign i f ic ant problems in at 

leas t a · not incons equent i al s ubs e t  of conc entrated i ndu s tries . 

1 Ove r one-half of the indu s tries w i th conc e ntrat ion above 8 0  
percent were c lass if ied as exh i bi t ing monopo ly performanc e .  

2 Marve l argu ed that the mos t l ikely reasons for the equali ty of 
returns for the monopo ly and nonmo nopo ly grou ps we re me asureme nt 
problems made wo rse by the f ac t  that monopo ly re nts had p robably 
been c ap italiz ed p revi ou s ly i n  the as set base .  For a di scu s s ion 
of th i s  now f ami l i ar argu me nt see Tu l lock ( 19 67 )  or Pos ner 
( 19 7 5 ) . 
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Lindenberg and Ross ( 19 8 1 }  use an approach that differs from 

virtually all previou s research. ! They argue that Tobin' s "q, " 

t he ratio of a firm' s ' market value to its replacement cost, should 

equal one for a conpetitive f irm t hat doe s  not earn monopoly or 

e f ficiency rents. Thus, actual . "q " values can serve as an index 

o f  the upper bound of the monopoly rents obtained by firms. Using 

SEC data on replace ment costs for 19 7 6  and 19 7 7  and a recursive 

e stimating formula, the authors calculate the replacement cost of 

2 4 6  large firms from 1 9 6 0  through 19 7 7 . The ma rke t value of the 

f irms is obt ained from stock quotations ana�from calculations of 

the ma rket value of each firm's debt taking t he ma turity of the 

variou s debt is�ues into account . The va lues of "q " for each year 

are then ave rage d  ove r  the 19 6 0  to 19 7 7  period to obtain an index 

o f  the upper bound on monopoly rents. Lindenberg and Ross find 

that values of " q "  are abo ve one for most firms 2 and that the 
-

dispers ion of ma rket powe r  across firms and industries is quite 
- -- --

wide . Firms that tend to have high " q "  values are often those 

with uniq ue, differentiated products and factors of productione 

1 Thomadakis ( 19 7 7 }  attempted to use a ma rke t value approach to 
calculating t he relationship between ma rket struct ure and profit
ability similar to that used by Lindenberg and Ross. He had con
cluded t hat profits due to e fficiency or ma rke t powe r  did not seem 
tO---erode ove r time and that firms see med to be able to ext end 
current market advantages into the future . Some of the advantage s 
o f  Lindenberg and Ross's work ove r that of Thomadakis include 
be tter accounting for the replace ment cost of the firm's capital 
and a large r sample . 

2 The ove rall ave rage "q " a fter adjustme nt for economy-wide and 
firm e ffects was 1 . 5 .  
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Conve rs e ly , low "q ' s " a re often observed f or highly regu la ted 

f irms and dy ing or corrpetitive industries. 

Lindenbe rg and Ros s  also exami ned the relationship between 

•q • a n d  two mo re tradi t ional measures o� monop oly power :  the 

fou r-f i rm  conc en trat ion rat io and t he Lerner index . l They find 

that the Lerner i nde x i s  s ign i f ic antly associated with •q • and 

that it tends to provide a lowe r bound for ·�. · 2 Howe ve r, the y  

find a pos it ive bu t  insignificant relat ionship between " q" and 

concentration. 3 

To date, the ne t results of the prof i t  persistence deba te 

seem t o  be that the profits of le ading f i rms ( with barrie,rs to 

entry or in concentrated industries} d o  tend to e rode ove r time , 

but only slowly and not as quickly as the existence of a highly 

compe titive econo� would sug ge st .  To the ext ent that this prof i t  

persistence is due to e f f iciency conside rations, we would not be 

too conce rned .  In cases whe re Lt -is due to avo i dable ent ry 

barriers i t  is st ill not obvi ous t hat the situat ion can be 

l The Lerner index i s  de fined as the de viat i on of product price 
from mar gi nal cost divi ded by the pr ice .  See Lerner ( 19 3 4 } . 

_ 2_ This result is de r ive d f rom a re gr;ession of " q" on the price
cost margin across 2 4 6  firms and 18 years. Howeve r, the authors 
argue tht the Lerner  index is not a f ully adequate measure of 
marke t power because some of the de viation of price f rom marginal 
cost occurs due to scale economy effects and does not contribute 
to marke t value in excess of replacement cost.  See Lindenbe rg and 
Ross ( 19 81 ) , pp. 8-9 ,  2 8 .  

3 This result was obt ained using only 1 9 7 2  data  for 2 4 6  firms . 
The regression coe f f ici ent of concentration is  insign i ficant when 
" q" is re gressed on concentrat ion alone or when the price/cost 
margi n is als o included in the IlOde l .  
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remedied at reasonable cos t .  However, some form of indus trial 

pol icy aimed at slow ing the growth of concentrat ion or at reduci ng 

barriers to entry or firm mobi l i t y  may be supportable based on the 

evide nce from the debate . It see ms  that mu ch of the debate boils 

down to whether barriers to entry and immobility among firms are 

really  serious enough to be concerned w ith, and i f  they are , 

whether they can be reduced efficiently through ant itrus t 

measures . While Broze� was concerned w ith gove rnmentally  imposed 

barriers, Bain, Qualls , Mann, and Muel ler seem to be concerned 

with a wider range of pos s ible entry barriers includ ing scale 

economi es,  advertis ing expense or intens ity,  patents,  and the 

l i ke . l As Qual ls noted in 19 7 4 , at this s tage of our know ledge , 

it  seems likely that if we are going to be concerned w ith this 

problem we shoul d " [p] erhaps • • •  worry less about indus tries  in 

which high concentration is  unacconpanied �y s i.gni'ficant entry 

barr iers . And pe rhaps attempts to reduce entry barriers s hould be 

regarde d  as important along with direct attacks on high sel ler 

concentration .  n 2 

1 The l iterature and debate concerning the exis tence and impor
tance of these potent ial barr iers ( part icularly advert is ing) . i s  
immense . We w i l l  not review i t  here . Discuss ion of the adve rt i s 
ing barrier issues ma y be found i n  Orns te in ( 19 7 7 ) , Tuerck ( 19 7 8 ) , 
and Comanor and Wilson ( 19 7 9 ) , as we l l  as Scherer ( 19 8 0 ) . For 
recent contribut i ons to this literature many of which emphas i ze 
the entry enhancing features of adve rt is ing see B loch ( 19 8 0 ) , 
Simon ( 19 8 0 ) , Spence ( 19 8 0 ) , H irsc he y  ( 19 8 1 ) , and Lynk ( 19 8 1 ) . 

2 Qual ls ( 19 7 4 ) , p.  6 1 2 . Simi lar thoughts have come from many 
quarters , including McEna l ly ( 19 7 6 ) . 
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2 . The Relat ive Profi ts of Large and Smal l  Firms . Follow ing 

Brozen ' s  lead , Oemse tz ( 19 7 3 , 1 9 7 4 )  be gan a debate on the re la

tionshi p  between concentrat i on and the re lative prof itab i l i ty of 

large versus smal l  firms that would eve ntually span at least seven 

years. Be opine d  that •in the absence of e ffect ive barriers to 

entry it would seem that the concentration of an industry 's output 

in a few firms coul d only de rive from t he i r  superiority in produc

ing and marketing products or in the supe riority of a structure of 

industry in which there are only a few firms. .  n l He went on to 

argue that high profits result ing f rom the superiority of a par

t icular si ze of firm nee d  not be e liminated q uick l y  by competition 

if the reason f or the superior performance is f irm-specif ic ( such 

as superior management or special i ze d  inputs) . 2 Fu rther,  he 
• f 

characterized the atta inme nt of monopo ly as part of a compe t i tive 

process to ga in consume r acce ptance . Monopoly power ga ined ·  in 

t his pursuit may not be attri butable to the creation of entry 

1 Dems e t z  ( 19 7 3 ) , p. 1 . The simple logi c is as follows: Firms 
became d i f fere nt ially prof itable e it her because they charge high 
price s or have low uni t  costs or both. Given a lack of entry 
barrie rs, firms cannot long mainta in prices above those of their 
compe t itors. Thus, low unit costs mu st be the explanat ion of high 
profits. These low uni t  costs could be the result of scale 
economi es ( as Brozen argued ) ,  or they coul d be due to innovations 
which reduce the unit cost structure of large firms at all output 
leve ls ( as emp hasized by Peltzman ( 19 7 7 } ) .  Of course , to the 
extent that riva ls can copy an innovation , or grow to eff icient 
size , these fact ors wil l  not lead to susta ined hig h  prof itability . 

2 Demsetz seems to view competition as a slow ly evolving process 
w hich ,  ove r time , weeds out ine f f iciency but which can y ield  high 
long-term rewards to the sk i l lf ul entre preneur .  
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barriers but to the "natural frictions and ignoranc e that charac� 

terize any real economy . "l 

-
To support these views, Demsetz presents evidence that for 9 5  

3-digit industry groups in 1963 , the small firms tend to be less 

profitable than large firms and that the di fferential profit

ability of large firms does not fall as concentration (and the 

probability of collusion) increas es. Since an effective collusive 

agreement would presumably include small as well as large firms, 

the smaller firms should share in the gai ns from collusion . 

Therefore, there should not be such a di vergence of large anc 

small firm profitability if collusion i s  the correct explanatior. 

for the positive relationship between concentrati on and profi ts . 

H owever, such a divergence would be expected i f  large firms t�n� 

to be the efficient form of organization in concentratec 

industries. 

Demsetz's conclusions were not above chal lenge , howev� : 

Bond and Greenberg (1976) not ed that using Demsetz ' s  C l9 � � ) dat a 

the coefficient of four-firm concentration i s . not significant i n  

regression on profitability i f  industry advertising intensi ty i :  

also included as a regressor . They apparently interpret � h � 

advertising intensity measure as an indicator of the abili tv � =  

firms to differentiate. products or to erect entry barr i er� . As 

such, their results could i n�icate that the entry barrier r3 t h er 

1 Demsetz (1973 ) ,  p. 3 .  Precisely how one distinguishes " natu ra . 
frictions" from the strategic use of market characteristics tc 
enhance profi tabili ty is not clear from Dems et z ' s  discussic� 
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th an -: c nc e n t ra t ion i s  the .. � a l  c au se jf : .•e obs e rve d ?CS i t lve 

=onc e " � rat i on prof i tabi li ty re la t ions h ip .  ?ur th e r .  � � ls resu l t  

�ou l d  � as t  s o me  dou bt on Dems e tz ' g  : � t e rp re ta� 1on that ��e pos i -

� ! ve cor�e lat 1on be tween conc entra� 1on and p rof i t  r a t e s  �as du e  :o 

:he et t lc iency of large f i rms • .!. :n a rep ly , : ems e tz 1 1976) 

: re s e n eea e v 1 de nc e  that the corre la 1: 1on oe tween r e turn on a s s e t s  

�nd concenLt a t io n  ac ros s al l s 1z ' c ia s se s  jf f i rms  �as pos 1 � ive 

and ge ne t a��y s 1gn 1 f ic ant bu t  tha t  no suc h  re lat 1ons n 1p cou l d  be 

� ou nd w � tn in the i ndivi du a l  s iz e  c las s e s . 2 �e result s �end to 

� ndic ace a s tronge r pos i t ive corre lat ion w 1 th 1 n  the large r s iz e  

c la s ses . ou t f ew  of the i ndi vi du al s iz e  c la s s  corre la t ions are 

s ign i f ic ant . l r.  addi t ion,  the corre lat ions ge t we ak e r  w ne n  the 

•ffects of adve �t is ing i ntens i ty on prof i tabi l i ty are t ak e n  i nto 

acc ou n t ,  i ndic a t l ng that conc entra t io n  pe r se may not be a re a l  

: ro o lem 1 n  any e ve nt .  3 

1 Dems e tz ' s  (1976) rep.ly ':u c.n l s  part icu l a r  c r i t ic i sm ( p .  20 7 J l S  
not ful ly pe rsu as ive . He argu e s  that ou r  u nde rs tandi ng of the 
e f f ec t s  of adve r t is ing on perf orma nc e  i s so l i mi ted that h e  i s  
J na b le to de r ive m c h  inf orma t ion f rom a pos i t ive adve r t i s ing 
: ntens i ty coe f f ic i e nt . 
-
" Th i s  f 1ndi ng w as oased o u  da t a  f o r  1958, 1 963 , 196 6, 1967 and 
� S i O  on app ro xi ma te ly 100 indu s tr i es ( depe ndi ng cr. the year 
e xami ned }  • 

3 Rou nd (197 5) app l i ed Dems e t:z ' s  (1973) tes t of the di f f ere nt 1 a l  
? rof i tabi l i ty o f  large ve rs u s  sma l l  f i rms to Au s tral i an i ndu s 
t r i e s . He fou nd evi de nc e  cons is tent � i th Dems e tz ' s  hypothes is 
that ef f ic ie ncy exp l a i ns the di f f e r i ng p rof i t  rates . Unf ortu
nate ly , Rou nd ' s da ta we re so poor th at rather li t t le we igh t c an 
be p l aced on the a l ready �e ak emp i r i c a l  result s he obt ai ns . 
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Rec e nt ly ,  Ca rter ( 19 7 8 )  h as attemp ted to tes t D ems e tz ' s  e f f i

c ie ncy e xp lanat ion for the pos i t ive prof i ts/c onc entrat ion corre la

t io n  u s i ng a re f ined da ta set ( of ove r 6 0 0  4- digi t 

Cens u s  i ndu s tr ie s  for 19 6 3 ,  19 6 7 , and 19 7 2 ) , an improve d  e s t ima t

i ng equat ion , and re la t ive ( as oppos e d  to abso lu te )  f irm s iz e  

c la s s i f ic a t ions . Carter divi des the f irms in each indu s try into 

two groups:  leade rs ( th e  top fou r f irms ranked by va lu e of  sh ip

ments ) and s econda ry f irms ( th e  f i f th through e igh th f irms ) . I n  

h is mo de l  he regresses . the p r ic e/c o s t  ma rgi n o n  adve r t is ing 

i ntens ity ,  c ap ital i ntens i ty ,  and concentrat ion w i th each explana

tory var i able s trat if ied by the leade r-secondary des ignat ion . He 
I 

f inds that the concenttat ion 
1
coe f f ic i�nts of , leadi ng f irms are 

pos i t ive and s ign i f ic ant bu t  the seco�dary f irm conc e ntrat ior. 

c oe f f ic ient is cons ide rably sma l le r  and not s tat i s t ic a l ly d i f f er-

ent f rom z ero . He interp re ts these results as be ing c ons istent 

w ith the not ion that leadi ng f i rms a re able to ma i ntain p r ic e s  

above cos ts bu t  only to the e xt e nt o f  the ir cos t adva ntage ove r 
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3ec c naa ry r '  rms . l  Th e  f i nd i ngs thu s  le nd gome suppo r t  to 

Jems e tz ' s  ea r l i e r  work w i th sma l le r  s amp l � s . � 

�n i le C ar ter ' s  wo rk supports D ems e tz . o ther �esearch er ; have 

bee n mo re c r 1 t ic a l .  Port e r  ( 1 9 7 9 )  h as argu e d  t h at mo bi l i ty 

barr 1 ers 1 n�o and ou t  of s trategic grou ps are s ubs tant i a l  a nd that 

�hes e  oarr 1ers accou n t  for a ma jo r  part of tne d i f ferent i al p rof 

l tabi l i ty of !arge r  f irms in conc e ntrated i ndu s tr ies . 3 ae notes 

l See C arter ( 19 78 ) , pp . 4 3 8 , 4 4 1 . Car t e r  seems to argu e th at 
h is resul t s  are cons is tent w i th a lack of  compe t i t ion amo ng the 
large f i rms as we l l  as w i th the e f f ic i e ncy s tory . Howe ve r ,  any 
c o l lu s ive ga i ns are s tr ic t ly l imi ted by c os t adva n t age s .  As a 
s ide l i gh t , Carter als o  fou nd that the adve rt is ing a nd c ap i tal 
i nt e ns i ty var i ables obt a i ne d  pos i t ive and s ign if ic ant coef f i
c ients . He esch ew s  interpre tat ion of the adve r t i s i ng i ntens i ty 
resu l t , l e av i ng the re ade r to de t ermi ne w h e th e r  i t  is du e  to 
adve r t is i ng ac t ing as an entry barr i e r  or w h e ther i t  re f lec t s  the 
f ac t  that prof i table produc t s  are mo re he avi ly adve rt ised . 

2 The wo rk s of bo th Dems e tz and C arter a re sub jec t to the 
: r i t ic i sm t h a t  umb re l la p r ic i ng by the lead i ng f i rm( s )  may enable 
the e nt ry  or con t i nu ed vi abi l i ty of ine f f ic i ent f i rms . I f  th i s  i s  
tru e ' one cou l d  we ave a s tory of indus tz:y dy nami c:s -tha t  leads to 
the o bs e rva t ion of di f f erent ia l ly g r e a te r  p rof i ts for the le adi ng 
f irms due to mo nopo ly pr ic ing as oppos e d  to the i nh ere nt re lat ive 
e f f ic i ency of large f i rms .  See We i s s  ( 19 7 4 ) , pp . 2 2 6- 7 . 

3 See Porter { 19 79 ) , pp . 2 2 6-7 . Por t e r  also d i scu s s e s  some 
sho r tcomi ngs of Manck e ' s  ( 19 7 4 , 1 9 7 7 )  a lt e rnat ive random luck 
theory of la rge f irm p rof i tabi l i ty .  Us i ng a s imu lated G ibrat-type 
grow th mo de l ,  Manck e demo ns trated tha t  a pos i t ive re l a t ionsh ip 
be tw e e n  p rof i t  and ma rk e t  sha re c an ar i s e  w i thou t e i ther mo nopo ly 
powe r  or eco no mi e s  of sc ale , bu t by c h anc e 1 the luck i e r  f i rms are 
more prof i table and grow mo re rap idly . Howe ve r ,  Cave s ,  G ale , and 
Port e r  ( 1 9 77 )  have shown th a t  the mo de l  M anck e assume s  may not be 
real i s t ic .  Th e i r  evi denc e sugge s ts tha t  the pos i t ive ass oc i a t ion 
be tween prof i t  and ma rk e t  share was not i n  ge neral s tronge r ,  the 
more u nc e rt a i n  the envi ronme n t ,  as Manck e ' s  mo de l  wou l d  p redic t .  
For a s imp le e xample of how luck cou l d  lead to the obs e rve d  
corre la t ion be tween prof i tabi l i ty and conc e ntrat ion, see B roz en 
( 19 77 ) , pp . 844-47 . 
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th at i n  the a bs e nc e  of these barr iers the sma l le r  or u nsuc c es s ful 

f ir ms  wou l d  imi t ate the i r  mo re suc c es s fu l  r iva ls ,  and one wou l d  
' 

not e xp ec t  to o es e rve the pers i s tent prof i tabi li ty d i f fere n t i a ls 

that seem to e xi s t .  Port e r  has fou nd evi denc e  that the s truc tural 

determi nants of f irm p rof i tabi l i ty d i f fe r  be tween grou ps of f irms 

dependi ng on the i r  statu s  in the i r  par t icu l a r  indu s try ,  and that 

in ma ny i ndu s tr ies the le adi ng f irms are not the mos t prof itable . ! 

He cons ide rs th i s  evi de nc e  damagi ng to Dems e tz ' s  super ior e f f i

c ie ncy explanat ion of the re lat ions h ip .  Howeve r ,  D ems e tz wou l d  

p robab ly conc e de that h igh e r  prof i tabi l i ty c a n  e xi �t for f irms i n  

the sma l le r  s iz e  c lass f o r  some per iod o f  t ime ,  bu t h e  wou l d  

e xpec t that thos e indu s tries wou l d  become le s s  conce ntrated o ve r  

t ime as the large s t  f irms rEI(duc�d the i r  s iz e  t o  t h e  op t ima l  

leve 1 . 2 

The de bate ove r the correc t interpret ion of the coneentra-

t ion/prof i tabi l i ty re lat ions h ip was con t i nu�d by Pe ltzma n  ( 19 7 7 ) , 

who took an ec lec t ic vi ew that conc e ntration wou l d  l ik e ly ac t as ·a 

p ro xy for both mo nopo ly and cos t-reduc i ng e leme nts in a regres s ion 

of  conc e ntrat ion on p rof i tabi li ty .  Thu s ,  he set ou t  to e s tabl i s h  

the re lat ive s iz e  of the two e f f ec t s . H i s  forma l mode l  a l lowed 

1 Porter ' s  resul t s  are based on a data set of  only 3 8  I RS mi nor 
( 3- d i g i t }  c onsume r  goods indu s tr i es . Thes e  indu s try def ini
t ions are p�obably too c rude to provi de much useful informa t ion . 

2 At a mi n imum , i t  seems that th is is Broz e n ' s pos i t ion . See 
Broz e n  ( 1 9 7 l a ) , p. 3 6 7 . S i nc e  Porte r ' s • mo bi li ty ba rriers •  mi gh t 
work i n  to inh ib i t  mo ve me nts of f irms to sma l le r  s iz es he wou l d  
not h ave to agree that di f ferent i a l  p rof i tabi l i ty wou l d  be only a 
ve ry s hort term phenome non . 
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for s h i f ts in ent i re cos t cu r ve s  and not ju s t  econo mi e s  of sc ale 

a t t a i ne d  f rom mo vi ng a long one cu rve . Th i s c han9e i n  emphas i s  

( re l a t ive t o  McGeel ) was du e  t o  t h e  f ac t  tha t  the bu lk  o f  econo-

me t r ic evi de nc e  i ndicated that sc a le economi e s  we re not so sub-

s tant ial that mo s t  indu s tr i es s hou l d  be e xpec td to be 

o l i gopo l i e s . 2 Us ing da ta on 1 6 5  4-d i qi t S I C  c onsume r  and p roduce r 

i ndu s tr ie s  wh ich experi enc ed ma jo r  u n i t  cos t ch ange s  du r i ng the 

19 4 7  to 19 67  per iod , , P eltzma n  fou nd that bo th inc reased and 

dec reased conc entra t io n  we re ass oc i a ted w i th subs t ant i ally lower 

unit cos t s  ove r the per iod , bu t th at the cos t reduc t ions in  

i ndu s tr i e s  w i th i ncreas ing conc entrat ion we re subs t an t i a l ly 

l arge r . 3 'l'hus he conc lud e d  that " l ong p e r iod change s in  ma rk e t  

s truc ture are accomp a n ied by i nc re a s ed e f f ic i e ncy . Th is e f f i-

c iency ga i n  i s  mo s t pronou �c e d  where conc e ntrat ion is  h igh and 

r i s i ng and where demand is grow i ng . " 4 Th is f indi ng d i d  not ,  o f  

cc� rs e ,  e nd t h e  inqu iry , s inc e the ques t ion only reve rts to 

whe ther pr ic e s  i nc rease e nough du e  to the c o l lu s ion e f f ec t  of 

i nc reased conc e ntrat ion that the e f f ic iency ga i ns are of f se t .  To 

answe r th is , P el tz ma n  u nde rtakes two analy s es : one , a regr e s s ion 

l See Mc Gee ( 19 7 1 , 1 9 7 4 ) . 

2 See Pe1tz ma n  ( 1 9 7 7 } , p .  2 3 1 .  

3 Peltz ma n  d i d  not di s t ingu i s h  produc e r  from consume r  goods 
ma nu f ac turers in h is emp i r ic a l  mo de l .  G ive n the di f f e r i ng re s u l t s  
that h ave bee n  obt a i ne d  by other res e a rc h e rs for the two grou p s , 
one mu s t  cons ide r  th i s  a we ak n e s s  in Peltzma n ' s  approac h .  See 
Sc he re r  ( 1 9  7 9 ) • 

4 Peltz ma n  ( 1 9 7 7 ) , p .  2 5 1 . 
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of p r ice/c o s t  margins on conc e ntrat ion and the ass e t/va lu e of 

s h ipme nt s , and two , a regress ion of the c hange s in conc e.ntrat ion , 

un i t  cos ts ,  and total reve nue s  on i ndu s try pr ic e  i ndi c e s . From 

the s e  regres s ions , he f inds that less than the ent i re cos t 

reduc t ion i s  pass ed on to cu s tome rs ( as one mi gh t  e xpec t in the 

long run in a pure ly compe t i t ive wo r ld ) , bu t that the � e f f ec t  

o f  c h ange s in conc e ntrat ion i s  to reduce pric e  subs tant ially . He 

notes tha t  prof i ts r i s e  not bec aus e  prices r i s e  bu t  bec ause they 

f a l l  less th an uni t  cos ts . l He thus conc lud e s  that broad-based 

deconc e ntration po l ic i es are l ike ly to be de t r ime ntal . 

I n  a comme nt on Peltzma n ' s  work , Sc here r  ( 19 7 9 )  argued that 

the f a i lu re to di s t ingu i s h  process from p roduc t i nnova t ions led 

Peltzman to mi s s  the true engi ne of economic cha nge ove r the 

per iod he s tud i ed .  Scherer notes tha t  s inc e 1 9 4 7  c onc entrat ion 

tended to fall  in produc e r  goods indu s tr i es where prcic ess innova 

t ions predomi nate bu t  that it tended to r is e  in  consume r goods 

i ndu s tr ies charac te r ized by produc t innova t ion, i ndic a t i ng that 

more cons ide rat ion shou l d  be gi ve n  to the type of  buye r .  After a 

det a i le d  e xami nat ion of the h i s tor ies of ma ny of the more concen

trated i ndu s tr ie s  in  Pel tzma n ' s  s amp le , Sc herer conc lud e s  that 

cos t -reduc ing i nnova t ions we re di rec t ly not respons ible for the 

1 Peltzma n ,  pp . 2 5 9- 6 0 , c re d i ts the erroneou s popular vi ew that 
conc e ntrat ion i s  bad to the qu ick inc idenc e  of the collu s ion 
e f f ec t  and the lagge d  occu r re nc e  of the cos t-reduc ing e f fec t .  
Th i s  e xplanat ion leads one to wonde r how the ne t e f f ec t  c alcu la
t io.n wou ld come out i f  approp r i ate d i scou nt rates we re appl ied . 
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inc reases in conc entrat ion obs erve d  i n  ma ny re a l  mark e ts bu t  

rather that u n i t  CO$ t reduc t ions may have bee n c au se d  by produc t 

i nnova t ions wh ich led to rap i d  grow th and resul t ing sc a le 

eco no mi e s . l F i n a l ly ,  Sch e re r  obs e rve s  that ant i t ru s t  wo rk s  w i th a 

long lag and any ga i ns f rom e f f ic ient ope rat ions w i l l  h ave bee n  

ach ieve d by the t ime the ant i t ru s t  au thor i t ies ac t t o  alter an 

i ndu s try ' s  s truc ture . Wh i le Scherer ' s  po i nt app l i es to a c as e-by

c as e  approac h  to mo nopo ly powe r ,  th i s  may not be t ru e  of an ant i

me rge r  po licy s ince �uch a po l icy c an preve nt the attainme nt of 

pos s ib le economi es at the ou ts e t . 3 Of cou rs e ,  ant ime rge r po l icy 

wou l d  a l low internal e xp ans ion to obt a i n  suc h  economi es { un l ik e  - . . 

some ac ros s -the-boa rd deconcentrat ion recomme ndat ions } .  

The de bat e  ove r the me an i ng of a pos i t ive re la t ions h ip 

be tween prof i tabi l i ty and conc e n trat ion has s t i l l  not ende d . I n  

f ac t ,  rec e nt res earch by Rave nsc raf t ( 1 9 8 l a )  sugge s ts that we ma y  

have only begu n  t o  di s entangle the ef f ic i ency s tory from the 

co l lu s ion s to ry . Be takes a nove l approach by app ly i ng Mon te 

l Sc herer als o  c r i t ic iz e s  Peltzma n ' s  u s e  of ind i c e s  to me asure 
cos t reduc t ion , bu t the errors in  the i ndices may wo rk to unde r
s tate the ef f ic i ency ga i ns f rom conc entrat ion es t ima t ed by 
Pe ltzman . See Pe ltzma n  ( 1 9 7 9 ) , p .  2 1 0 . 

2 See Schere r  { 19 7 9 ) , pp . 2 0 6- 7 . 

3 In h is reply , P eltzma n  ( 1 9 7 9 )  seems to be bo thered l i tt le by 
Schere r ' s c r i t ique ma i n ly bec au se he fee ls that a di s t inc t ion 
be tween process and p roduc t i nnova t ions is u nnec e s s a ry . Both 
types c an reduce u n i t cos ts i n  h i s mo de l .  Pe ltz ma n  s imp ly 
reemp h as iz es h is skep t ic i sm of deconc e ntrat ion po lic i es .  S inc e 
the deconcentrat ion mo veme nt is dy i ng ( i f not de ad) , the debate 
ove r  the po licy imp l ic a t ions of Peltzma n ' s  work is  probably of 
less importanc e today than it was a few ye ars ago . 
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Carlo s imu lat ion analy s is to two regre s s ion mode ls re lat i ng prof 

i ts at both the i ndu s try and f irm leve l to fou r-f irm conc e ntra

t ion . The compet ing mode ls are the ' tradi t ional ' model and the 

supe r ior i ty ( or e f f ic ie ncy ) mode l . The only d i f ferenc e  between 

the s e  mode ls i s  that i n  the compe t i t ive equ i l i br ium of the the 

trad i t ional mo de l ,  e xp ec ted i ndu s try price s hou l d  equal u n i t  cos t 

at mi n imu m  opt ima l  sc ale w hereas the super ior i ty model allow s  the 

pos s i b i l i ty that price w i l l  not be drive n  to u n i t  cos t eve n  i n  the 

abse nc e  of collu s ion as the more e f f ic ient f irms obt a i n  rents . l 

Us i ng s imu lated da ta,  Rave nsc raf t exami nes the b i as that exi s ts i n  

the coe f f ic ient o f  the conc entrat ion me asure . For the super ior i ty 

mode l ,  the coe f f ic ient i n  the i ndu s try prof i t  equat ion i s  b i as ed 

upward i f  var i ables me asur i ng the cos t-reduc i ng e f fec t of re lat ive 

s iz e  are omi tted . 2 Th is is  bec au se the conc e ntra t ion coe f f ic ient 
--

p ro x i e s  bo th the e f f ic ie ncy and mo nopo ly e lements i n  the les s -

than-fu l ly - spec i f ied mo de l .  Th is b i as doe s  not seem to exi s t  if  

the supe r io�i ty model i s  u sed to e s t ima te a f irm- leve l  ( rather 

than i ndu s try - leve l )  prof i t  func t ion , bec ause a ma rk e t  share 

1 See Ravensc raf t ( 19 8 l a ) , p .  9 .  

2 Rave nsc raf t d i scu s ses two such var i able s :  m1 n1mum op t ima l  sc ale 
( MOS )  and a cos t d i sadva ntage rat io . See C ave s ,  K hal iz aaeh 
Sh i raz i ,  and Porter ( 19 7 5 )  for a d i scu s s ion of these me asure s . 
I nc lu s ion of both measures subs tant i a l ly reduc e s  ( bu t  does not 
el imi nate ) the upward b i as in the coe f f ic ient of the conc e ntrat ion 
var i able . Muc h of the emp i r ical research s inc e  19 7 5  has inc luded 
cost d i s advantage and MOS measures to re flec t  the view that 
e f f ic i ency due to sc ale economi es may be a ma jor reason for pric e s  
in  e xc es s  of cos t for large f i rms . 
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me as u re c an be di rec t ly used i n  f irm- leve l  regress ions to p ick up 

any c os t-reduc i ng e f f ec t  of re lat ive s iz e .  

For the trad i t ional mode l ,  whe re a l l  f i rms p roduc e at mi n imum 

opt ima l  sc a le o r  above in equ i l i br ium , the coe f f ic i ent of the con

c en t ra t ion me as u re i s  b i as ed downw a rd and u nde re s t ima t es the 
� 

c o l lu s ion ef f ec t  in bo th the i ndu s try - and f i rm- le ve l  equat ions . l 

At the f irm leve l ,  th i s  b i as occu rs bec au se ma rk e t  s hare is  an 

endoge nou s var iable in the tradi t iona l mo de l .  At the i ndu s try 

leve l ,  the bi as occu rs f ro m  the e ndoge ne i ty p roblem a s  �e l l  as 

f ro m  an omi t ted va r i able b i as du e  to the lack of a cos t-reduc t ion 

p ro xy  va r i able . These result s  f rom s imu lat ed da t a  i ndi c a te that 

one mu s t  be ve ry  c are ful  in i nterp r e t ing the regr e s s ion coe f f i

c ient of a conc entrat ion me as u re .  The bi ase s  inc lud e d  i n  the 

c oe f f ic ient c an le ad one e i th e r  to i nfer mo nopo ly powe r  when i t  

does not e xi s t  or to i nf e r  a lack of suc h powe r  when i t  i s ,  i n  

f ac t ,  present.  For tu nate ly , the bi ases c an be part i a l ly hand le d  

through the use o f  f irm- leve l p rof i t  equat ions wh ich seem to be 

less sub jec t to
-
b i as . 2 

3 .  The Relat ionsh ip Be twee n  Pr ic e s  and Conc en trat ion . The 

revi s ion i s ts have rather e f f ec t ive ly ra i s ed naggi ng doubts abou t 

1 As i n  .the supe r ior i ty mo de l ,  the f i rm ' s p rof i t  is  a func t ion of 
both conc e ntrat ion and ma rk e t  share . The coe f f ic i ent of ma rk e t  
share i s  also b i ased downw ard i n  the tradi t ional mo de l o f  f i rm 
p rof i tabi l i ty .  

2 Th is conc lu s ion res ts on ly on the s imu lat ion evi de nc e repo rted . 
i n  Rave nsc raf t ' s paper .  Othe r  s imu l a t ion ( us i ng va r i ou s  parame t e r  
va lu e s )  ma y  lead t o  di f f e rent conc lu s ions . 
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the correc t interpre t at ion of the re sul t s  obt a i ned f rom prof i t/ 

conc e n trat ion s tud i es . S i nc e prof i ts can be h igh du e to h igh 

pr ic e s  or low uni t cos ts , we c anno t unamb iguou s ly interpre t ma ny 

o f  the emp i r ic al result s . Howeve r ,  the l i te rature l i nk i ng p r ic e s  

and c o nc e ntrat ion is  not sub jec t t o  th is  amb igu i ty . Stud i es of 

the p r ic e/c o nc entrat ion re lat ion s h ip are not ple n t i ful du e to a 

pauc i ty of useful da ta on pric e s  and ( as w i th al l the other i s sues 

rev i ewed so f ar)  the evi de nc e  is no t one-s ided , bu t that wh ich 

doe s  e xi s t  tends to weak e n  the re vi s ion i s t  pos i t ion that inc reas ed 

conc e ntrat ion ge nera l ly le ads to a ne t reduc t ion in produc t 

pric e . 

A numbe r of pric e/c o nc e ntrat ion s tud i e s  have bee n  done in  the 

area of bank i ng servic e s .  Be l l  and Murp hy ( 19 6 9 ) , Asp inwall 

( 19 7 0 ) , Hegge s tad and M ingo ( 1 9 7 6 ) , and Hes ter ( 19 7 7 ) h ave all  

e xami ned some aspec t of bank i ng and fou nd that an i nc rease i n  the 

numbe r of compe t i tors or dec reased conc e ntrat ion : i s  assoc i ated 

w i th be tter performanc e . ! Be l l  and Murphy ( 19 6 9 )  s tud ied the 

re lat ions h ip be twee n  the annu al s e rvice c h arge per re gu l ar check-

i ng accou n t ,  the margi nal cos t of th at servic e ,  and the th ree - f irm 

conc e n trat ion rat io . The i r  da ta cove r i ng 1 4  mark e t  areas indic ate 

that 3- f i rm conc e ntrat ion was abo ve 7 0  percent i n  eac h  of the 

1 We s hou ld note th at bank i ng may be a spec i al c ase du e  to the 
regu la t ion of entry i nto the i ndu s try . In  f ac t , s tud i es of the 
bank i ng i ndu s try may ac tu a l ly be cons is tent w i th the revi s ion i s t  
pos i t ion that gove rnme n t a l ly - imposed barr i ers to entry are the 
mos t formi dable and c ause the gre ates t d i s tor t ions . For a longe r 
rev i ew of  th ree of the bank i ng s tud i e s  l i s ted here see We i s s  
( 1 9 7 9 ) , pp . 1 1 0 7- 1 5 . 
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markets rega rdless of whethe r the conc e ntrat ion c a lcu l a t ion 

i nc luded only sma l l , only large , or all ch eck i ng accou nts . Us i ng 

th i s  re l a t ive ly conc entra ted s amp le , the au thors fou nd a cons i s -

tent pos i t ive and s ign i f icant re la t ions h ip betwe e n  the natura l 

loga r i thm of the price of ch eck i ng s e rvic es and the loga r i thm of 

ma rk e t  conc entrat ion . Howe ve r ,  the au thors note that s inc e some 

evide nc e  of sc ale eco no mi e s  in bank ing e xi s ts ,  th is evi denc e  of a 

price-ra i s i ng e f f ec t  of conc e ntrat ion c anno t  be used by itself to 

deny bank me rge rs . l 

Asp i nw a l l  { 1 9 7 0 )  e xami ned the e f fec t  of 3- f i rm t ime depos i t  

conc e ntrat ion and the numbe r  o f  mo rtgage lendi ng i ns t i tu t ions on 

contrac tual mo rtgage rates in 3 1 S t anda rd M e t rop o l i tan S tatis t ical 

Are as for 19 6 5 . His mo de l  ad ju s ted for other inf lu e nc es on the 

rates such as the dema nd for c redi t ( the perc e nt age ch ange i n  the 

number of hou s eholds ) ,  per c ap i t a  i nc o me , loan r i sk ( loan pric e  

ra t io ) , and the s iz e  o f  the le nde r ( loga r i t�m of the numbe r  of 

depos i t  acc ou nts.) . Us i ng a s ample w i th ave rage 3- f i rm conc en tra-

t ion of 38 pe rc e n t ,  Asp inw a l l  f ou nd that the conc entra t ion 

var i ab le obt a i ne d  a pos i t ive s ign i f ic an t  coe f f ic ie nt . 2 

1 Be l l  and Murphy d i d  not inc lude any 
mi n imu m  op t ima l  sc ale i n  the i r  mode l .  
educ a t ed gu e s s  abou t the ne t e f f ec t  of 
ma rk e t s . 

me asure of bank s iz e  or 
Thu s ,  one c annot mak e an 
a me rge r in one of these 

2 The resul t s  on conc e n t rat ion are sub jec t  to ch ange depe nd i ng on 
the me thod of c a lcu l a t i ng three-f i rm conc e ntra t ion.  If  tot a l  
depos its ( rather than t ime depos i ts ) are u sed , the conc entrat ion 
coe f f ic i ent,  is pos i t ive bu t  i ns ign i f ic ant . Asp i nw a l l  di smi s s es 
th is result , howeve r ,  due to the lower R2 obt a i ne d  i n  the equat ion 
u s i ng total depos i ts ( . 4 5 ve rs u s  . 5 6 ) . 
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S imi l a r ly ,  a s ign i f ic a n t  nega t ive = oe f f ic i e n t  w a s  obt a i ned for the 

loga r i thm o f  the numbe r of mo r tga qe l e nde rs .  H� c onc lu de s f rom 

h i s s tudy that cons ide rab le suppo r t  exi s ts fo r t � e  premi s e  that 

ma rk e t  s truc t u re s  af f ec t  i ntere s t  rates ( pr 1ces ) and that the 

re l a t i ve di f fere nc es aRD n g  a r e as l r. the numb e r of le nde rs is a 

mo re t mpo r t a n t  de t e rmi n a n t  of mc r : �o:1 ge r i t e s  chan the abs o lu te 

d i f f e r e nc e s . 

Hegge s tad and M i ngo ( 19 7 6 )  e xa mi n e d  t he re la t ions h ip be tween 

Herf indahl  i nde x ( ba s ed on tot a l  depos i ts ) , seve r a l  intere s t  

r a t e s , and me asures of nonprice compe t i t ion amo ng 3 3 2  bank s i n  69 

SMS A ' s . l  The au thors regressed ( i n t u r n ) the i r  va r iou s  � asures 

o f  l n t ere s t ra tes , se rvi c e  c h a rge s :  hou rs ope n ,  and the provi s ion 

of spec i a l s e rv i c e s  on i ndepe nde nt va r i o:1b les de no t ing the bank ' s  

loc a t ion , total depos i t  s iz e , area pe rsona l  i ncome grow th ,  pe r 

c ap i t a i nco me , th e b a nk ' s  ma rk e t  s h ar e , a nd the de ma nd depos i t/ 

t- r t .1 l  �epos i t ra t i .., ! 9  we l l  1 �  t: h � R. e r f  i n d.a h l  ( B ) i nde x .  l'hey 

.: .J•H \ 1  a pos i t i ve ""' c; n t � :1e 3 r ( : o nc l ' ."! : r-: �  '.Je low ) r e l a t ions h ip 

b e tw e e n  th e H - i nde x � n d l o a n  r .1 t e s  .., h l c �  i nd i c a t ed a l a r ge r  e f f ec t  

o f  i nc r e a s e s  in  c onc e n t r a ton in thos e mark e ts wh ich we re i n i t i-

a l l y unconcentrated . I n  1dd1 t ion,  c.h.:y t ou  nd th a t  the s e r vi c e  

c h a r ge s  on dema nd je pvS l t 3 we re h ign e r  i n  .no r e  c o nc e n t ra t e d  

1 The H e rf i ndah l  i nde x va lu e s  i n  the ·samp le range d  f r om . 0 4 6 5  to 
. 4 4 7 1 . The me an va lu e i s  . 1 8 . 
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ma rk e t s  s u pport ing t h e  p r ior f ind i ngs of B e l l  a nd M u rp h y  c 1 9 6 9 ) · . 1 

I n t e r e s t i n g ly , th e ba nk ' s  ma rk e t  s h a re i s  i ns i � i f i c a n t i n  

e xp l a i n i n g i n t e re s t ra t e s  or s e rvi c �  c h a rge s .  � i s  � i nd i n g l th a t  

ma rk e t  s h a r e i �  i ns i gn i f ic a n t  w h i l E  � c o nc e n t r a t i o n  me a s u r e  i s  

s i 9n i f ic a n t ) d i f f e r! c o n s i de r a b l y f ro m s o me  o t h e r  re s e a rc h  th a t  i s  

occu r r i n� i n  l i ne -o f -bu s i ne s s  s tud 1 e s  of ma nu f ac t u r i n g . 2  

A f i n a l  b a nK i ng s t udy by H e s te r ( 1 9 7 9 )  e x a mi n e s  le a n  t e r ms  

( i n t e ro! � t  r! t e !' ,  m2 t u t i. ty ,  amc u n t ,  a n ci c o l l a t e r a l  r � u i re d }  a n d 

me a s U !'"ta !=  of l:'. ! n.l. c: l1 a r ac t e r i s t i c s 3 a n d  o n e  s um ma tj· me a s u r e  c f  

bo rrowe r- c h a r a c t e r i s t ic s , Lhe l c ga r 1 t hn o f  bo rr ow e r 1 .:  t o t a l  

a s s e t s . H.e ! t e r c c nc l u de s th a t :  

� E  au th c t s  do ne t di s cu s s  a t  l e ngt h t h e  r e s ul t s  o b t a i n e d  f o r 
ma n;· o f  t h (  no nt;: r ic e dep e nde n t  va r i a b le � .  = i nc e f ou r o f  th e i r  
nonp :- i c e  me a s u re s  ...,e r e du mmy v a r- i a b l e s  t a.k  i nc: o n  o n ly z e ro o r- o n e 
va lu e s , tl'l� OLS e s t ima t i ng t ec h n iq u E:  u s e d b�- H e g ge s t ad a nd M i n go 
w as proba b ly i n  e erc r i n  any e ve n t .  rh e  au t h o r s  de nc t e  t h e  
1 n t. e rp r e t  a t  i o n  p ro b 1 e Jt , how e ve r . S e e a e g ge s t a c a n  c M i n gc ( 1 9 7 6 } , 
p .  l l. : , n .  1 3 . Th i s p r c c l e m  di d no t de t e r  t h e n  f r c rr  c c nc lu d i ng 
tha t s t ud i e s  u Lf. n g ju s t  one p r ic e  rtE a s u r .: a nd e sc t. e o'i  i n g n c n� r i c e  
va r i ab l e s  ma :,;  s i gn .lf i c a n t ly u nde r e s t i ma t e  t h E  de l e t e r i o·..1 s e f f ec t s 
o f  ma rk e t  c onc e n t r a t i on o n  p r ic e . 

2 Fo r a di scu s s i o n o f  th e l i ne of bu 5 i n e s s  r � s u l t �  s e e  s ec t i c n  
V . C . be low . A c o � a r- i s on o f  th e e f f ec t s o f  ma rk e t.  s h a r e s  i n 
bank i ng ve rs u s  l i ne of bu s i ness ma nu f ac t u r i ng s tud i es is ma de 
d i f f icu l t  by the f ac t  that ma rk e t  s h a r e  may no t p ro xy  sc a l e  
e f f ec t s  ve ry we l l  i n  ba nk i ng .  I f  ba nk i n g ma rk e t s a re loc a l i z e d , 
sc a le may be be t t e r c ap tu re d  by a s s e t  s i 7 � ,  c: i nc e  sma l l  ba nk s 
cou l d  h ave l a r ge s h a t' e s  c f  sma ! �  ma r�. � ·- ::  

3 Bank c h a rac t e :- i s t ic s  i nc lu d e lo a n/a s s e t  r a t ios , d El ma nd depos i t  
and t ime defos i t  r a t i �s ,  n e t wo r t h q r � t h i n  de � � d  depos i t  and 
t ime depos i t r a t i os ,  � n �  h .: .,lr � i z �  ( a s � <" � n r �? ci  hv t h o l o ga r i thm 
of to t a l ba nl( =- � � e t St ) .  
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[ T l o an as ton i s h i ng e xt e nt hypotheses i nvo l vi ng 
the Herf i ndah l  i nde x  are acc ep ted . Al l three 
coe f f ic i ents d i f f er s ign i f ic antly from z e ro at 
the 0 . 0 5  leve l w i th the exp ec ted s igns .  The 
e s t ima tes imp ly la rge di f f ere nc e s  in loan te rms 
when ext reme ma rk e t  s truc tu res are corrp ared . 
For e xamp le , re lat ive to a ne a r :y compe t i t ive 
ma rk e t  a mo nopo l i s t  wou l d  charge a 2 7  pe rc ent 
h igh er i nteres t rate and wou ld of fer a 7 4  
percent sma l le r  loan to a cu s to me r  of a gi ve n  
s iz e .  S imi la rly , c o l lateral i s  muc h mo re 
l ik e ly to be req u i red i n  a mo nop o l i s t ic 
ma rk e t . l 

Taken toge ther these fou r s tud i e s  of the i ndu s tr i a l  orga n iz at ion 

of bank i ng le nd s u pport to the be l i e f  th a t  the ne t e f f ec t  of 

i nc reased conc e ntrat ion is to raise  p r ic e s .  They seem �o 

repre s ent the be s t  ava i lable evi de nc e o f  o n e  part icu lar k i ad uf 

mark e t .  Stud i es of the pric e/c o nc e n t rat ion relat ions h ip in 

var iou s other ma rk e t s  sls o  exi s t  and we w i l l br iJe f ly re vi ew a f ew 

of  thes e .. 

Poss ibly the bes t  know n s tudy o f  the relat ions h ip be tween 

price and the numbe r  o f  compet i tors ls  th � t  of Kes s e l  ( 1 9 7 1 ) . He 

e xami ned the tax-exe mp t  bond mark ;:-t- �u r i n q- t he  19 6 0 ' s and f ou nd 

that as the numbe r of bids rec e i ve d  f rom u n de tw r i te rs inc re ases , 

the "spread " be twe e n  the bu y ing and s e l l i n g p r ic es of unde tw r i t e rs 

dec reases and the price rec e i ve d  by the i s suer r i s es . 2 He also 

1 Hes ter ( 1 9 7 9 ) , p.  3 5 7 . 

2 Aga i n ,  as i n  the c as e  of the bank i ng s tud i e s ,  go ve rnme n t 
regu la t ion wh ich res tricted entry i nto the b i ddi ng for tax-exe mp t  
bonds by comme rc i al ba nk s  may have bee n  a s ign i f ic ant reason for  
the  ma rk e t  di s tort ion fou nd by K e s s e l .  He chos e to  s tudy th is 
ma rk e t ,  i n  par t ,  du e to t h e  e x i s t � nc e  o f  the entry barr ier . 

_ , ,., _  



fou nd t h a t  the e f f ec t  of an i nc ro a s e d  number o f  b i dde rs i s  not 

l i ne a r .  Th a t  i s , b eyo nd the pc i n t where s e ve n  to t e n  b i ds  are 

rec e i ve d  an i nc re as e  i n  the numb e r  o f  b i ds doe s no t appea r  to 

re duc e the spre ad or the p r ic e rec e i ve d . ! 

Bo t h  che ba nk i ng a nd be nd ma rk e t  s tud i e s f ocu s ed on ma rk e ts 

whe re e n t ry  was c lo se ly regu l a t ed by the go ve rnme n t .  As suc h ,  

t h es e ma rk e ts do no t provi de a ve ry c le a r  " t e s t"  of revi s ion i s t 

v i ew s .  Howe ve r ,  pr ic e/c onc e n t ra t ion re l a t ions h ip s  h ave also bee n  

e xa mi ned i n  u nre9U l a t ed f ood i ndu s tr i e s  by Ma r ion , Mue l l e r ,  

Cc t t e t i l l , G e i thma n , and S me lz e r ( 1 9 7 9 )  a nd by L amm ( 1 9 8 1 ) . 2 Bo th 

! t u d i e ! f i nd a pos i t ive e f f ec t o f  ma rk e t  s truc ture me as u re s  on 

pt i c e s . Mar ion e t  a l . f i nd a pas i t  i ve re l a t i on s h ip be twee n  f ou·r� 

f i rm conc e nt ra t ion and p r ic e s  a s  we l l  as be twe e n  re l a t ive ma rk e t  

s h are a nd p r ic e s  in  food re t a i l i n g .  Lamm f i nds s imi l a r  re sul t s  i n  

c h a t  indi v i du a l ma rk e t  s h are s  and c o nc e nt r a t ion me as u re s  bo th 

o b t a i n  s ign i f ic a n t  c o e f f ic i e n t s  and the ma rk e t  s ha re me as u re s  

e xp l a i ned mo re of  the va r i a t ion i n  p r i c e s  than t h e  mo re aggr e ga t e d  

c o nc e n t r a t i o n  me asure s .  Lamm u s es B u r e au o f  L abor S ta t i s t ic s  da t a  

o n  a f ood ma rk e t  baske t f o r  a f ami ly o f  4 i n  1 8  SMSA ' s  ove r the 

y ea rs 19 7 4- 1 9 7 7 . ae regres s e s  p r ic e  on f i rm ma rk e t  s h are s , p r ic e s  

o f  f i n i s hed consume r f oo ds t o  re t a i l e rs ,  a wage rate i nde x ,  

1 K es s e l  ( 1 9 7 1 ) , pp . 7 1 8 - 7 2 7 .  

2 Lamm ( 1 9 8 1 ) h as argu e d  t h a t  subs t a n t i a l  nongo ve rnme n t al 
b a r r i e rs to e n t ry  exi s t  i n  food re t a i l i ng .  ae l i s ts c ap i t a l  
requ i reme n t s , s i te ava i la b i l i ty ,  ec o nomi e s  i n  purc h as i ng i npu t s , 
p ro mo t ion e xp e n s e s  and adve r t is i ng adva n t age s as some of the s e  
bar r i e rs .  
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ave rage s tore s iz e  ( to p roxy plant sc a le economi es ) , and three 

reg i onal dummy va r i able s .  H i s  re sul t s  indicate that large r s hares 

by the le adi ng three f i rms tend to raise pric e s  of food w h i le a 

large r s hare for the fou rth f irm t e nds to lower p r ic e . l When the 

s tanda rd f ou r-f irm conc entrat ion rat io is used in the regr e s s ion 

the coe f f ic ient is als o  pos i t ive and s ign i f ic an t .  

I n  a s tudy o f  the re t a i l  ga s o l i ne ma rk e t, Marve l ( 19 7 8 )  has 

e xami ned the re l a t ions h ip betwee n  pric e s  and ma rk e t  conc e ntrat ion 

as me asured by the Herf i ndah l  inde x .  Us i ng BLS p r ice data for 

1 9 6 4- 19 7 1  cove r i ng 22 c i t ie s ,  he regr essed the me an price on gaso

l i ne transport cos ts , taxe s ,  B ei:f inda h l  inde x ,  and c i ty popula-

t ion . Be f i nds that the coe f f ic ie nt of the Berf i ndah l  i nde x is  

pos i t ive and s ign i f ic ant fQr the e n t i re 19 6 4-19 7 1  per iod p ar t i 

cularly in  the low-pr iced e nd of the gas o l i ne re t a i l i ng s amp l e s . 2 

When the equat ion is es t ima ted on a year-by-year bas is , the 

H- inde x obt a i ns a pos i t ive s ign in  19 6 4  and 1 9 6 8  through 19 7 1  in 

the h igh -pr ic e s egme nt of the indu s try bu t  the coe f f ic i ent is 

ins ign i f ic ant and nega t ive in  19 6 5  through 19 6 7 . Marve l takes 

th i s  as evi de nce that c o l lu s ion bega n i n  the gas o l i ne re ta i l i ng 

ma rk e t  in 19 6 5  and broke down in the late 19 6 0 ' s  and early 

l In sec t ion v. o .  o n  c r i t ic a l  conce ntrat ion rat ios we w i l l  di s 
c u s s  the vary ing e f f ec t s  o f  di f fere nt ma rk e t  shares i n  somew hat 
more de ta i l . 

2 Marve l s egme nted h is s amp le into h igh -priced and low -pr ic ed 
subgroups . The coe f f ic ie nt on the H- inde x i s  much large r for the 
low-pr iced subgrou p .  
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l9 7 0 ' s . l Th is pattern is cons ide red to be cons i s tent w i th 

S t igle r ' s ( 19 6 4 )  i nf orma t ion-based theory of o l igopo ly and i t  

tend� to support the not io n  that c o l lu s ion c an have s ign i f ic an t  

s hort-run pric e  e f f ec t s . 2 

Finally ,  a pric e/c o nc entrat ion s tudy in the new spaper i ndu s 

t ry  was conduc ted by L andon ( 1 9 7 1 ) . Us i ng a re la t ive ly c rude 

mode l ,  he regressed new spaper adve rt is ing rates ( or the spre ad of 

advert is ing rate&} 3 o n  the large s t  f irm' s share and c i rcu l a t io n . 

Be cons is tently fou nd a de le ter i ou s  e f fec t  of large r f irs t f i rm 

s hares on adve r t is ing rates in h is s amp le of 1 2 0  new sp apers . How

eve r ,  he als o  fou nd a s ign i f ic ant pric e  reduc t ion ef f ec t  of la rge 

s iz e  up to a c i rcu l a t ion of 100 - 2 0 0 , 00 0  c op ie s .  He conc lud e d  

that thf : ne t e f f ec t  o f  i nc reases in s iz e  du e t o  hor izontal m rge r 

o f  two mo rn i ng or eve ni ng new spape rs appeared to be a dec rease i n  
. 
adve rt is ing rates ac ros s the board . Al though a pr ic e-ra i s i ng 

1 Marve l [ 19 78 ]  pp . 2 5 5- 5 6 ) - i nterprets the coe f f ic ients of the 
Herf indah l  i nde x i n  a unique ma nne r .  He argu e s  that in a regr e s 
s io n  o f  prices on the Herf indah l  inde x ,  a low H - i nde x coe f f ic i e nt 
indic a tes co l lu s ion s inc e i t  c an imp ly th at pric e  dispers ion i s  
abs e n t .  An i nc rease i n  the coe f f ic i e nt af ter 1 9 6 5  indic ates a 
c o l lapse of the c o l lu s ion as mo n i tor i ng of cheat ing i n  both the 
low- an� h igh -priced subgrou ps f a i le d . Care DU s t  be taken i n  
apply i ng th i s  type o f  interpretat ion to other s i tuat ions s inc e a 
low H - i nde x c oe f f ic ient mi gh t  be used to support a f indi ng o f  
c o l lu s ion when such a f indi ng cou l d  als o be cons i s tent w i th 
compe t i t ion . 

2 Th is dat a  on re ta i l  gas o l i ne ma rk e ts has rec e n t ly bee n used by 
G e i t hma n ,  Marve l ,  and We i s s  ( 1 9 8 1 )  to exami ne the issue of 
•c r i t ic a l • c onc e ntrat ion leve ls .  Ge i thma n et al . als o  e xami ned 
data from K es s e l ' s  ( 19 7 1 ) bond ma rk e t  s tudy and Mar ion e t  a l . ' s  
( 1 9 7 9 )  superma rk e t  pric i ng s u rvey . See p.  8 1  note 2 be low . 

3 Landon ( 1 9 7 1 ) , p .  99 . 
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e f f ec t  of concentrat ion was of ten fou nd by L ando n ,  th is s tudy 

wou ld s eem to le nd some supPort for the revi s ion i s t  vi ew that the 

ne t e f fec t  of inc re as ing s iz e  w i l l  l ik e ly be an improve me nt i n  

economi c  perf ormanc e . 

Suc h  a conc lu s ion a ls o  rec e ive s  some weak support f rom a 

mu lt i - indu s try s tudy of p r ic ing by Bodof f ( 19 7 5 ) . She updated and 

e xp anded Schwartz ma n ' s  ( 19 5 9 )  c ompar ison of pr ic e/c os t  ma rgi ns 

( rat io of va lu e of · s h ipme nts to di rec t cos ts ) in unconcentrated 

u . s .  and conc entrated C anadi an i ndu s tr i es . Fo l low i ng B raz en ' s  

approach di scu s sed ear l i e r ,  Bo do f f expanded the Sc hwartz ma n  s amp le 

f rom 19 to 3 4  indu s try p a i rs and e xami ned the disequ i li br tum 

nature of h igh rates of re turn . l Bodof f fou nd that C anadi an 

conc entrated i ndu s tr ie s  had i ns ign i f ic antly h igh e r  p r ice/c os t  

rat ios than the i r  u nconc entrated u . s .  c ou nte rpart s .  In  add i t io n ,  

she fou nd t h a t  ma rgi ns tended t o  f a l l  s l i gh t ly ove r t ime i n  thos e 

i ndu s tries f ac ing s ign i f ic ant import compe t i t ion.  · Bodof f ' s  "' 

resu l t s  are not part icu la r ly s tr ik ing e vi de nc e for e i ther the 

tradi t iona li s t  or revi s io n i s t  vi ew s .  Internat iona l compar i sons 

are di f f icu lt at bes t  and the use of price/c os t  ma rgi ns rather 

than s imp le pric e  dat a  leads to amb i guou s  f indi ngs . In  addi t io n ,  

t h e  s trength o f  the resul t s  is suc h  that they cou l d b e  u s e d  f o r  

vi rtually any pos i t io n .  Howe ve r ,  Bodof f ' s  e f f ort is the only 

1 As a bas is for c o mp a r i son Bodof f used 6 5  indu s try pairs in 
wh ich the indu s try was unconc e ntrated i n  both the u . s . and Canada . 
A 5 9  perc e nt 4- f i rm conc e ntrat ion leve l was chos e n  as the 
arbi trary d i vi d i ng l i ne be tween conc e ntrated and u nconc e ntrated 
i ndu s tr i es . 
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ava i lable s tudy wh ich attemp ts to matc h  indu s t r ies in a me a n i ngfu l  

way t o  obt a i n  a large s amp le o f  indu s try data on the re la t ionsh ip 

be twee n  ma rgi ns and c onc e ntra t ion . 

C .  What Do We Thi nk We Know Now ? 

The ques t ion rema i ns as to whether the ec onomic l i t e rature 

conc erni ng the conc e ntrat ion/prof i tabi l i ty and c o nc entrat ion/pric e 

re lat ionsh ips c an serve as a useful bas is for broad-based hor i

zontal me rge r po licy . I t  is c lear tha t  the l i terature i s  in a 

s ta t e  of flu x . Th e  tradi t ional vi ew has bee n  los ing grou nd to the 

revi s ion i s ts for some t ime .  Howeve r ,  ne i ther s ide has prove n i ts 

c as e  beyond a reasonable dou b t . The tradi t iona li s ts mu s t  contend 

w i th the e ff ic iency argu me nt as we l l  as w i th rather forud dable 

eco nome t r ic and data problems . l , 2 Th e  revi s ion i s ts ,  o n  the othe r 

hand , have fai led to rebu t  evi denc e  that dec rease s  in the numb e r  

o f  compe t i tors s eem to r a i s e  pric e s  ( and . no t ju s t  prof its } nor 

have they ful ly exp l a i ned the pe rs is tenc e  of prof i ts in many 

indu s tr ie s . I n  add i t ion, evi de nc e  on sc ale economies doe s  not 

l The econome t r ic p roblems h igh l i gh ted by P h i l l ip s  ( 19 7 6 )  are 
s low ly be i ng e xami ned . Sys tems es t ima t ion ( rather th an s ingle 
equat ion es t ima t ion) is becomi ng more common in an attemp t  to 
reduc e e ndoge ne i ty problems . See S tick land and We i s s  ( 19 7 6 )  and 
Mart i n  ( l 9 7 9 a ,  b ) . Howe ve r ,  the s e  s tud i es do not f ind a 
part icu larly s trong d i rec t re lat ionsh ip be twee n  conc entrat ion and 
prof i tab i l i ty nor can the e f f ec ts of mi n imu m  e f f ic ient sc a le be 
eas i ly d i s entangled f rom the c o l lu s ive e f f ec ts of h igh er 
conc e ntrat ion . 

2 The da ta problems inherent in the use of two - through fou r
d igi t S I C  o r  c ens us indu s tries may be reme d i ed through use of the 
FTC l ine-o f -bu s ine s s  or P IMS data sets . More w i l l  be s ai d  abou t 
s tud i e s  us ing th is less contami nated data s hortly . 
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indic ate subs tant ially greater economi es than were previ ou s ly 

though t to e xi s t , l although the theory of mu lt iplant sc ale 

econo mi e s  tends to po i n t  i n  that d i rec t ion.  F inally ,  s tud i es of  

i nd i vi du al me rge rs have not cons i s ten t ly i ndic ated that economi e s  

occ u r  du e  t o  me rge r ac t ivi ty a s  one mi gh t  e xp ec t  i f  the 

rev i s ion i s t  pos i t ion is correc t . 2 On ne t ,  it does not appear that 

we now know whether the tradi t ional vi ew shou l d  be gi ve n  more or 

les s  we igh t  than the revi s ion i s t ' s  pos i t ion.  Howeve r , the re is  

hope that two s e ts of rec e n t ly deve loped da ta w i l l  y i e ld at  leas t 

e nough de f in i t ive answe rs to reduc e the scop e  OL the de ba te .  

1 .  Bus i ne s s  Un i t  Data Researc h . Dur i ng the las t few ye ars , .  

improve me nts have bee n  ma de i n  the da ta ava i lable to economi s ts to 

tes t the s truc ture-conduc t -performa nc e  paradigm a nd the 

revi s ioni s t  pos i t ions . Two da ta s e ts on bu s iness un i t  prof i ts and 

s hares are cu rre ntly be i ng mi ned to de termi ne whether the pos i t ive 

corre la t ion be tween prof i tabi l i ty and conc e ntrat ion e xi s ts in th is  

1 Although some s tud i es ( Mc Gee 19 7 1 )  seem to imply that sc ale 
eco nomi es are vi rtually l imi t le s s  in ma ny indu s tr i es , the ma jo r i ty 
of s tud i es wou l d  lead one to be l i e ve that ga i ns f rom sc ale 
i nc reases va ry qu i te w ide ly amo ng i ndu s tr ies and ac ros s f i rms 
w i t h i n  an i ndu s try . Of cou rs e ,  as Pe ltz ma n  ( 19 7 7 , 1 9 7 9 )  noted , 
sc ale economi e s  per se are not essent ial for the e f f ic iency s tory 
to be correc t .  For revi � s  of much of the sc ale economi es 
l i terature see Sch e re r  ( 1 9 8 0 ) , pp . 8 1- 1 1 8 , Gold ( 1 9 8 1 ) , and a 
re vi ew py S iegf r i ed and Wheeler ( 1 9 8 1 )  o n  the i nve rs e  re la t ions h ip 
be tw e e n  subop t ima l c ap ac i ty and conc e ntra t ion.  

2 Th e  s tud i e s of me rge rs and result i ng e f f ic i enc i es have not bee n 
revi ewed h ere . They tend to be of rather mi xe d qual i ty and 
pre s ent amb i guou s resul t s . In part , th is  may be du e to the 
d i f f icu lty of quant i f y i ng the ga i ns f rom me rge r .  For a re vi ew of 
th i s  l i terature in i ts va r iou s  forms see F i s he r  and Lande ( 1 9 8 1 ) . 
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less contami nated da ta a nd to de termi ne the c au s e  of the re l a t i<Jn"M 

s h ip i f  i t  exi s ts . l 

Beg i nning i n  the mi d- 19 7 0 ' s the S tra tegic Plann i ng I ns t i t u te 

began to deve lop a bu s iness-uni t-leve l  da ta s e t  conta i n i ng i nfor-

ma t ion on ma rk e t  share 1 re turn on i nve s tme n t ;  R&D , adve r t is in g , 

and ma rk e t i ng e xp ens es 1 c ap ac i ty u t i l iz at ion ; c ap i tal s truc t u re ; 

1 • and o ther va r i ables . The pro jec t  focu s ed on the prof i t  impac t of  

ma rk e t ing s t rategi e s  ( PIMS } .  Wh i le seve ral s tud i e s us ing th i s  

data hav� bee n  u nde rtaken,  we w i l l focu s on only one o f  these . 2 , 3  

I n  a pre l i mi na ry  paper,  G al e  and Branch ( 1 9 7 9 a )  h ave used the 

P IMS data on 1 , 08 0  l i ne s  of bu s iness to de termi ne whe th e r  mark e t  

conc e ntrat ion i s  a c au s e  of h igh p rof i ts .  They present resul t s  

l Whi le rese archers have fou nd a pos i t ive e f f ec t of both conc en 
trat ion and ma rk e t  share o n  pro'f i tabi l i ty us i ng f i rm- leve l  da t a  
( see Dalton a n d  Penn , ( 19 7 1 ) , and Dalton arid Levi ne ( 1 9 7 7 } , for 
suc h  evi de nc e  for food ma nu f ac tu r i ng )  u n t i l  ve ry rec e n t ly they 
h ave not had acc e s s  to da ta at  the bu s ine s s  u n i t  le ve l .  

2 A de sc r ip t ion of the P IMS d a t a  c a n  be fou nd i n  B u z z e l ,  G al e , · 
and Sul t an ( 19 7 5 ) . The da ta were obt a ined f rom la rge f i rms w ho 
vo lu ntar i ly contribu ted i nforma t ion on t�e i r va r iou s  l i ne s  of  
bu s i ne s s . There fore , the PIMS data doe s  not repres ent a rando m 
s amp le of l i ne s  of bu s ine s s  or i ndu s tries . I n  add i t ion , the f i rms 
were f ree to de f ine the ma rk e ts w i th i n  w h ich they operated w h ic h  
cou l d  c au se i nc ons i s tenc i es i n  repo r t ing p a t tern s  by f i rms a s  a 
grou p .  

3 Rec ent s tud i es of sc ale ec ono mi e s  and ma rk e t  share me a su reme n t  
are a ls o  ava i la b le . ( Gale and B ranc h  l9 7 9 b ,  G al e  19 7 9 ) . S i nc e  
the c onc lu s ions of these other s tud i e s are cons is tent w i th thos e 
fou nd i n  Gale and B ra nch ( l 9 7 9 a )  we w i l l  di scu s s  only the l a t t e r  
paper .  The PIMS d a t �  have a ls o  bee n  u s ed t o  s tudy the re la t ion
s h ip be tween ma rk e t  s hare s tab i l i ty and conc e n tra t ion.  See C ave s 
and Porter ( 1 9 7 8 ) . 
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that indic ate that conc entrat ion is not s ign i f icant in rate-of -

retu rn regress ions when f i rm ma rk e t  share i s  als o i nc luded .  Wh i le 

part of th i s  result may be du e to co l l i ne a r i ty be twee n  share and 

conc entrat ion and to less than comple te mo de l  spec i f ic at ion, i t  is 

not c le ar that these problems accou nt ent i re ly for the i ns ign i f i 

c anc e of the conc e ntrat ion coe f f ic ie n t . ! Gale and B ranch conc lu de 

that ma rk e t  share is much mo re important than conc e ntrat ion i n  

e xp la i n i ng p rof i tabi l i ty ,  and they then e xami ne the reasons for 

the re lat ions h ip between ma rk e t  share and p rof i ts .  Aga i n  u s i ng 

rath e r  i ncomp lete mode ls , they f ind that mo re of the va r i a t ion in 

re lat ive prices in nonhomo ge neou s produc t c ategor ies is exp l a i ne d  

by perc e ive d  p roduc t qua l i ty than by ma rk e t  share , bu t ma rk e t  

share is s t i l l  s ign i f ic ant and pos it ive i n  a regress ion o f  re la

t ive price on qual i ty and ma rk e t  share . 2 �n add i t ion , they f ind 

that re lat ive di rec t _pe r  u n i t  cos ts tende d to be lowe r for bu s i-

nes ses w i th large re lat ive ma rk e t  share s .  Toge ther,  these results 

1 Gale and B ranch note that the correlat ion be tween share and 
conc e ntrat ion is . 27 in the i r  sample . S i nc e  the mode l they used 
conta i ns only concentrat ion and s h are as independe nt va r i able s ,  it 
i s  probably unde rspec i f ied . Gale and B ranch i ndi rec t ly note 
th i s  po i n t  thems e lve s  at p. 1 7 . In mo re ful ly spec i f ied mode ls 
o ther res earchers have a ls o  fou nd an ins ign i f ic ant or eve n nega 
t ive coe f f ic ient on conc e ntrat ion me asures in regress ions of f i rm 
or l i ne of bu s i ne s s  price/c os t  ma rgi ns on conc e ntrat ion. Bu t some 
o f  these res u l t s  may be rather sens i t ive to the spec i f icat ion of 
the mode ls . See Shepherd ( 1 9 7 2 ) , We i s s  ( 19 8 0 ) , and Grabow sk i and 
Mue l l e r  ( 1 9 7 8 ) . 

2 Produc t qual i ty may have bee n  judge d  by the bu s ine s sme n them
s e l ve s ,  pos s i bly present ing a s amp le bias problem . See B u z z e l ,  
Gale , and Su l t an ( 1 9 7 5 ) , p .  1 0 1 , and compare Gale and B ranch 
( 1 9 7 9 a ) , p .  1 6 . 
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imply tha t  h igh -share bu s i nesses tend to charge somew ha t  h ighe r  

pric e s  than the i r  r iva ls part ial ly du e to h igh qua l i ty ( and 

poss ibly some ma rk e t  powe r ) , bu t much of the i r  h igh e r  p rof i t 

abi l i ty i s  l ik e ly to be du e  t o  lowe r  per u n i t  cos t s . 

I n  the same pape r the au thors als o u nde rtake an analy s is of a 

r iche·r acde l inc lu d i ng vi rtua l ly a l l  imag i nable s hare inde x i nter

ac t ions . Two part icu l a r ly intere s t ing resu l t s  are u nco ve red . 

They f ind that ma rk e t  s hare ins tabi l i ty is  assoc i ated w i th s ig

n i f ic antly lowe r p rof i t-ab i l i ty·. Th is resu l t  is cons is tent w i th 

ear l i e r  work by Cave s - and Porter ( 1 9 7 8 )  . 1 I n  add i t ion,  they f i nd 

that when produc t qua l i ty and ma rk e t  shares are comb i ned in an 

interac t ion term ,  the interac t ion i s  nega t i ve ly re lated to rates 

o f  re turn . They interpret th i s  as evi de nc e  that •a  s trong ma rk et 

l Cave s and Porter ( 1 9 7 8 )  argu ed that ma rk e t  s hare i ns tabi l i ty 
cou l d  be u sed as a me asureable indi c a tor of r iva l f i rm' s behavi o r .  
Howeve r ,  share i ns tabi l i ty has amb i gu ou s  we lf are imp l ic at ions to 
Cave s and Port e r  s inc e i t  c ou l d  be du e  to the exi s tenc e  of a h igh 
c o l lu s ive pric e and e xc e s s ive nonp r ic e  compe t i t io n .  The res u l t 
that ma rk e t  s hare i ns tabi l i ty is  ass oc i ated w i th lowe r  prof i t
abi l i ty may be somew hat at odds w i th Lus tga rten and Thomadak i s ' 
( 1 9 8 0 )  rec ent wo rk on the pos i t ive ser i a l  corre lat ion of rates of 
re turn in conc e nt rated indu s tr ies . I n  that paper they argu e that 
c ap i tal  immo bi l i ty c an be a c au s e  of h igh risk and h igh prof i ts in 
many conc entrated ma rk e t s  s ince e ntrep re neu rs mu s t  be compe ns ated 
for the h igh r i sk invo l ve d  in produc t ion in indu s tries 
c harac t er iz ed by h igh barr iers to entry and e xi t .  
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pos i t ion c an help of f se t  the d i s adv�ntage s of lowe r  produc t 

qua l i ty .  • l 

Th is resaarch us ing d i s aggr e ga ted da ta is  intere s t ing ,  bu t i t  

s t i l l  s eems t .,  be in. a f le dg l i ng s tage . I n  fu ture ye ars , better 

mode ls may be ap�l ied to the data to a l low us to draw more de f in i -

t ive conc lu s ions . At th is re lat ive ly ear ly s tage , we can s ay that 

the da t a  do not �ppear to support the not ion that conc e ntrat ion 

le ads to subs tantially h igh e r  p r ices or p rof i ts .  Whe ther the 

evide nc e  of a pos it ive e f f ec t  of ma rk e t  share on re turn on i nve s t-

me n t  is an ind ic a t ion of e f f ic iency or some ma ni f e s ta t ion of 

ma rk e t  power ,  suc h  as domi nant f irm p r ic i ng , is not obvi ou s .  

A s ec ond bu s ine s s  u n i t  da ta set con t a i ning i nforma t ion on 

3 0 0 7  bus inesses in 25 7  4- dig i t  indu s tries has bee n comp i led in the 

Fede ral Trade Co 1lmi s s ion ' s  L ine of B u s i ness { LB )  P rogram . Th is 

data h as rec ently bee n  used by Rave nsc raf t  ( 1 9 8 lb )  to s tudy the 

e f f ec t  of mark e t  share on return on sales and p r ice/c os t  ma rg i ns 

at the bu s iness unit and i ndu s try leve ls ,  respec t ive ly . 2 

1 Gale and B ranch ( 19 7 9 a ) , p .  2 8 . Th is resul t may be large ly du e 
to c o l l i ne ar i ty of the quali ty/share interac t ion and ano th e r  
i nterac t ion term ( pr ice-d i f f ere nc e/share ) i nc lude d in  the 'node ! .  
Gale and B ranc h  1rgue that the price-d i f ferenc e/sh are interac t ion 
p icks up the e f f ec t s  of h igh e r  qual i ty of f se t  by h igh e r  price s . 
The only rema i n i ng u ne xp la ined va r iat ion to be c ap tured by the 
qual i ty/share interac t ion term occu rs where ( for some une xp l a ined 
reason ) h igh quali ty ( cos t )  produc ts are sold at noncompens atory 
prices . Thus ,  they argu e  that the nega t ive re lat ions h ip be tween 
return on inve s tme nt and the qua l i ty/share interac t ion is not 
une xpec t ed . 

2 Another rec e nt s tudy 'us ing th is da ta has bee n  done by We i ss and 
Pascoe ( 19 8 1 ) . Rave nsc raft ' s  work is an e xt e ns ion and mo di f ic a
t ion of the i r  mode l .  
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Rave nsc raf t f o l low e d  p revi ou s  theo re t ic al a nd emp i r ic a l  work to 

de ve lop a rather comp le te e s t ima t i ng equat ion. l Us ing ge nera l i z e d  

l eas t squares es t ima t ion ( to correc t for h e teroskedas t ic i ty } ,  h e  

found t h a t  i n  t h e  bu s i ne s s  un i t  regress ion,  fou r- f i rm conc e nt ra

t ion was negat ive ly c orre la ted w i th re turn on sales w h i le ma rk e t  

s h are obt a i ne d  a s ign i f ic ant pos i t ive coef f ic i e n t . 2 , 3  Very 

d i f f e re n t  results were obt a i ne d  in  the i ndu s try price/c os t ma rg i n 

regress ion where the coeff ic i e nt of conc e nt rat ion was pos i t ive and 

l The large numbe r of va r i ables emp loy e d  p rec lu de s  l i s t ing them 
here . A two-and-o ne -h alf -page summa ry table may be found in 
Rave nsc raf t ( l9 8 lb ) , pp . 1 0- 1 2 . The r ic h e r  mo de l spec i f ic at ion . is 
o ne ma jo r  advantage of th is s tudy ove r that of G ale and Branc h  
( 1 9 7 9 a } . 

2 Th i s  pattern may imply tha t  there are adva n tage s to h igh e r  ma r 
k e t  s hare , bu t these adva ntage s dimi n i s h  i f '  r iva l  f i rns are also 
l arge . Th is i nt e rp re tat ion is c o ns i s tent w i th Kwok a ' s ( 19 7 9 }  
resu l t s . 

3 Other l i ne-of -bu s iness s tud i e s by Ma r t i n  .( 1 9 8 1 )  and Sco t t  
( 1 9 8 1 )  h ave reve a led s imi l a r  re sul t s  f o r  conc e ntrat ion me asure s . 
Mar t i n  f ou nd that the Herf i nda h l  i nde x w as - nega t ive ly re la ted to 
price/c os t  ma rgi ns . Mar t i n ' s s tudy emphas iz ed the e f fec ts of 
i nterf i rm ( as oppos ed to i nter i ndu s try } o r ga n iz at ional d i f f e re nc e s  
o n  pr ice/c os t  ma rgi ns . H i s  s imu l t aneou s equat ions mo de l  inc lude d 
4 2 var i ables me asur i ng p rof i tab il i ty ,  sales and conc e ntra t ion,  
sales efforts , sc a le economi e s ,  d e ma n d  c ondi t ions , c ou nterva i l i ng 
powe r ,  d i s tr i bu t ion e xp e ns e ,  transportat ion , R & D ,  s iz e ,  and 
c ap i tal i ntens i ty .  Wh i le he fou nd that ma ny rel a t ionsh ips · 
o bs e rve d at the i ndu s try leve l  are a ls o  fou nd at the li ne-o f -bu s i 
n e s s  leve l ,  d i f f erenc e s  ar i s e  i n  t h e  imp ac t  o f  conc e n trat ion o n  
pr ic e/c os t ma rgi ns , c ap i tal i ntens i ty on ma rgi ns ,  and p rof i t 
abi l i ty on s a l e s  ef forts . In  add i t ion,  Mar t i n  f inds some weak 
evide nc e  cons i s tent w i th cou nterva i l i ng powe r  argu me nts . Sc o t t  
( 1 9 8 1 )  a ls o  o bs e r ve d  a nega t ive re l a t ions h ip be tween conc e ntrat ion 
and p r ic e/c os t  ma rgi ns and a pos i t ive re l a t ions h ip be twee n . ma rk e t  
s hare and ma rgi ns i n  h is s tudy o f  mu l t ima rk e t  f irm contac t . How
e ve r ,  Sco t t  also noted that i f  f i rms tend to me e t  eac h  other i n  
many ma rk e ts and thos e ma rk e ts are conc e ntrated , then pr ic e/c os t 
ma rgi ns are s ign i f ic antly h igh e r  th an i f  only one or none of tho s e  
condi t ions holds . 
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s ign i f ic ant and a cos t d i s adva ntage me asure was i ns ign i f ic ant. l , 2 

The s h i f t  in s ign for the conc e ntrat ion coe f f ic ient - f rom the bu s i

nes s  to i ndu s try leve l •supports the hypo thes is that concentrat ion 
r 

ac ts as a proxy for mark e t  share in i ndu s try regress ions . Benc e ,  

a pos i t ive coe f f ic ient o n  concentrat ion i n  the i ndU s try leve l 

regress ion c annot be taken as an unamb igu ou s  representat ion of 

ma rk e t  power . I t  III:)S t  l ike ly re flec ts the pric e-rais i ng or cos t

reduc i ng e f fec t  of ma rk e t  share . • 3 Seve ral o ther coe f f ic ients 

d i f f ered between the i ndu s try and LB leve l ,  leadi ng one to wonder 

whether previou s research u s i ng sma l ler samp les at the i ndu s try 

leve l real ly .has give n  us muc h re l i ab le informa t ion. 4 

A more comple te mode l u s ing ma rk e t  share interac t ion terms 

that i nc lude the i ntens i t ies of adve r t i s ing ,  assets , R&D ,  and con

c entrat ion was als o  e s t ima ted . In th is spec i f ic at ion, the share 

1 Indu s try data were obt a i ned by aggrega t ing up from the LB 
leve l .  A we igh t i ng scheme based on ma rke t share was used to 
accompl ish the aggrega t ion . 

2 A c os t  dis advantage me asure replac ed the share var iable i n  the 
indu s try regress ions s inc e there is no u se ful i ndu s try leve l 
equ iva lent to ma rk e t  share . 

3 Rave nscraf t ( 19 8 lb ) , p .  1 9 . 

4 The coe f f ic ients of var i ables measuring adve rt is i ng and R&D 
i ntens ity ,  the assets-to-sales rat io , the degree of ve rtic al inte
grat ion, and the ext ent of dive rs i f ic at ion d i f fered subs tant ially 
dependi ng upo n  the aggrega t ion leve l of the regress ion. One 
e xp lanat ion for the di f f ering LB and i ndu s try results is that 
there are di f fere nt theore t ic a l  explanat ions for the use of LB and 
i ndu s try va riables . The i ndu s try results mu s t  there fore be 
int erpre ted W' i th c au t ion s ince tr. e i ndu s try leve l  spec i f ic at ion 
c annot inc lude re levant LB var i ab le s .  

· 
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var i ab le i ts e lf had an i ns ign i f ic ant pos i t ive coe f f ic ient indi c o.t-: 

i ng that the i n terac t ions c aptu re mos t of the pos i t ive prof i t/ 

mark e t-share re la t ions h ip .  Al l of the i nterac t ions had the 

expec t ed s igns bu t  only adve r t i s ing and ass e ts we re s ign i f ic an t .  

Rave nsc raf t takes th is as evi de nc e support in9 both the cos t

reduc t ion and p r ic e-ra i s i ng e xp l a na t ions of the s hare/prof i t  

re lat ions h ip 1  bu t  the large r  and m re s ign.i f ic an t  co�f f ic ient on 

the adve r t is i ng i nterac t ion sugge s ts tha t  the pr ic e- ra is i ng e f f ec t  

may be domi na nt. Fi n a l ly , the nega t ive ( bu t  i ns i gn i f ic a n t )  

coe f f ic i e nt on conc entrat ion and the conc entrat ion/sh a re i nter

ac t ion imp l i es that a co l lu s ion mo de l  may be i napprop r i ate . l , 2 

To de termi ne the c au s e  of the u s u a l ly obse rve d  pos i t ive 

ma rk e t-share/prof i t  re lat ions h ip ,  Rave nsc r a f t regresses the 

coef f ic i ents of the ma rk e t  s hare va r i able from 2 4 1  4-di g i t l i ne 

o f -bu s i ness indu s try equat ions on a numbe r o f  indu s try -spec i f ic 

1 Rave nsc raf t ( 19 8 lb ) , pp . 2 0- 2 1 .  

2 Rave nsc raf t also e xa mi ned subs amp le s  of the da t a ,  mak ing 
consume r/proauc e r  goods and c onve n i e nc e  ve rs u s  nonconve n ienc e 
goods di s t i nc t ions . He f ou nd that conc en trat ion was not a 
s ign i f icant de termi nant of prof i tab i l i ty in any of these 
par t icu l a r  subgrou ps whi le ma rk e t  s hare was s ign i f ic an t  and 
pos i t ive in eac h  case . In add i t ion , Rave nsc raf t e xami ned some 
2-d i g i t indus try subs amp les and f ou nd some s tat is t ic a l ly we ak bu t  
pos i t ive conc e ntrat ion/prof i t  relations h ips eve n w hen ma rk e t  
s hares we re he ld cons tant.  Th i s  latter result tends to i ndi c ate 
that a co l lu s ion e f f ec t  of  conc e n t ra t ion may exi s t  i n  some ( bu t  
c e r t a i nly not al l )  i ndu s tr ie s . F i n a l ly , a sma l l  numbe r  of 
indu s t r i es exh ibi ted a nega t ive re lat ions h ip be twee n  ma rk e t  s hare 
and p rof i tabi l i ty in contras t to the ge nera l p a t te rn of re sul t s .  
The s e  nega t ive coe f f ic ients may s imp ly be anoma l i es ( as ye t 
u ne xp la i ned)  , or  they may indic ate thos e indu s tr i es in w h ic h  some 
f i rms have grown beyo nd op t ima l  s iz e .  
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var i ab le s .  Wh i le mos t of the var i ables obt a i n  i ns ign i f ic ant 

coe f f ic ie nts , suppl i e r  di spers ion and f ou r-f i �m conc e ntrat ion 

obt a i n  nega t ive s ign i f icant coe f f ic ients and the i ndu s try ass e t/ 

s ales rat io obt a i ns a pos i t ive · coe f f ic ient . From these result s  he 

conc lude s ( tentat ive ly ) that ma rk e t  share results in some d i sc re

t ionary mo nopo ly powe r  that is enhanced by barriers to entry du e 

to assets . I f  o ther f i rms in the indu s try are large or suppl i e s  

come f rom only a few indu s tries th is  powe r  is  lessened . 

Both the data sets compos ed of bu s iness unit  data, P IMS and 

LB , i ndic ate that ma rk e t  share is a mo re s ign i f ic ant de termi nant 

of prof itabi l i ty than concentra t ion . ! Beyond th i s  ge neral po int 

o f  agreeme nt,  the researchers have f a i led to come to u nanimou s 

c onc lu s ions . The reasons for the s ign i f ic anc e  of ma rke t share are 

s t i l l  in d�spu te and w i l l  l ike ly rema i n  so for the foreseeable 

fu tu re . The one th ing that does seem c lear f rom a l l  the bu s iness 

u n i t  da ta s tud i e s  is that the heavy emphas is economi s ts have 

p lac ed o n  fou r - and e igh t-f i rm conc entrat ion fn the past is  prob

ably mi splac ed .  Fu ture research shou l d  more ful ly address the 

e f f ec t s  of di f f erential ma rke t s hares and ma rk e t  domi nance rather 

than emphas iz i ng concentrat ion per s e . 2 

1 In  ma ny tradi t ional p rof i t/c o nc entrat ion s tud i es the relat-ion
s h ip between prof i ts · and conc entrat ion is we akest du r i ng p e riods 
o f  uns table pric e s .  To the e xt ent th is is tru e ,  the 19 7 0 ' s  ( for 
which the PIMS a nd LB data are ava i lable ) may be les s  than ide a l  
f o r  tes t ing th is re lat ions h ip .  

2 Much of the evi de nc e support ing the sw i tch of emphas is from 
i ndu s try -wide conc e ntrat ion me asures to ma rk e t  s hares or two - f i rm 
conc e ntrat ion is discu ssed in  s ec t ion V . D .  be low . 
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2 .  The S tate o f  the Deba te . A vas t amou n t  of i nk  has been 

sp i l le d  i n  the tradi t iona l i s t/re vi s ion i s t deba t e .  D iscu s s ions of 

the app rop r i ate da t a  and mode l  s pec i f ic a t ion abou nd .  Unfortu

nate ly , the debate h as ye t to lead to any ge nerally acc ep ted con

c lu s ions . I t  seems that much of the di f fere nc e  be twee n  the trad i 

t ional and revi s ioni s t  vi ew s  bq i ls down to a di f f erenc e  of op i nion 

on two cruc ial i s sues : the ext ent of bar r i ers to entry , and the 

p re sump t ion of e f f ic iency . I f  barr i e rs are ge ne rally low , then 

h igh prof i tabi li ty shou l d  be a trans i tory pheno me non or du e  to 

nonreproduc i b le adva ntage s of large f i rms . l Whe re barr i e rs are 

subs t.ant ial , bot h  s ide s wou l d  agree that h igh prof i tab i l i ty c an be 

ma i n t a i ned . The di f f ere nc e  i s  tha t  the revi s ion i s ts s ee competi -

t ion e rodi ng a ny barr iers ra ther qu ickly ( w i th the exc ep t ion of 

gove rnme ntally imposed barr i e rs ) ,  whereas tradi t iona l i s ts s ee a 

broade r me nu of mo re du rable barr ie rs to entry inc lud i ng adve rt is 

i ng i ntens i ty , sc a le eco nomi e s ,. abs o lu te c ap i tal req u i reme n ts ,  

natu ral resou rc e mo nopo ly , patent pro tec t ion, s trategic p reda t io n ,  

1 An e xamp le o f  a nonreproduc i bl e  ass e t  mi gh t  b e  super ior entre
pre neurs h ip .  Many tradi t iona l i s ts wou l d  argu e tha t  suc h  ass e ts 
are prec i s e ly the type of barr i ers to entry they are di scu s s ing as 
a me ans to mo nopo ly pow e r .  The di f f erenc e  in vi ew s  then h inge s on 
the de f in i t ion of a ba rr i e r  to entry and the we lf are imp l ic at ions 
of the barr i e r .  
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etc . 1 Wh i le these barriers need .no t  be "unnatura l , " they may 

s t i l l  h ave the e f fec t  of reduc i ng compe t i t ion and ma i nt a i n i ng 

d i f ferent ially h igh prof i tabi l i ty .  

The revi s ioni s ts also pass the bu rden of proof for e f f ic ien

c ies to the i r  tradi t iona l i s t  opponents . Based on a dynamic vi ew 

o f  the compe t i t ive process and p rof i t  ma xi mi:z i ng beh avio r ,  ,the 

revi s ionis ts conc lude tha t  the conc entrat ion leve ls that e xi s t  

mu s t  be du e  to ma rk e t  forc es and that they repres�nt ef f ic ient 

resou rc e a l loc at ions . Thu s ,  the bu rde n of provi ng otherw i s e  is 

square ly placed on those who wou l d  interve ne in the ma rk e t .  The 

bes t  that the tradi t ional i s ts have bee n  able· to show is that sc a le 

eco nomi e s  are not perva s ive and that s tud i e s  of spec i f ic me rge rs 

do not tend to i ndic ate ma ny resou rc e s avi ngs or e f f ic ienc ies . 2 . 

They h ave f a i led , howe ve r , to mu s ter enough evi de nc e  to rebu t  the 

1 We have not d i scu ssed in de tai l ma ny aspec ts of the barr iers 
to-entry problem . The trad i t iona l s ta t ic discu s s ions o f  barr iers 
began w i th B a i n  ( 1 9 56 )  and con t i nu ed w i th the work of Mann ( 1 9 6 5 ) , 
Qua l ls ( 19 7 2 ) , O r r  ( 19 7 4 ) , and We bbink ( 19 7 9 ) . · These e f forts we re 
c o mp le me n ted by wo rk on l imi t -entry pr ic i ng mo de ls by G ask ins 
( 1 9 7 1 )  and Pas h igi an ( 1 9 6 8 ) , amo ng o thers . More recently , Cave s 
and Porter ( 19 7 7 )  and Por ter ( 1 9 7 9 )  h ave popul a r iz e d  the ide a  of 
mobi l i ty barr i e rs among f i rms w i th in an i ndu s try ,  and seve ra l  
researchers have e xtended the theore t ic a l  di scu s s ion o f  entry 
barr i e rs to i nc lude s trategic e le me nts suc h  as preemp t ive c apac i ty 
e xp ans ion, or patent accumu la t ion , produc t pro l i f erat ion, f irs t 
mo ve r  adva ntage s ,  and learn i ng cu rve e f f ec t s  to me nt ion a few . 
See , for e xamp le , Schma lensee ( 1 9 7 8 ) , Rao and Ru tenbe rg ( 1 9 7 9 ) , 
Spenc e  ( 1 9 7 9 , 1 9 8 1 ) , D ixi t ( 19 7 9 ) , Sa lop ( 19 7 9 ) , G ilbert ( 19 8 1 ) , 
and Porter ( 19 8 1 ) . For an i ntere s t ing argume nt that entry 
barr i e rs mi gh t improve we lf are , see von We i sacke r  ( 1 9 8 0 ) . For a 
ve ry rece nt and nontechnical ove rvi ew o f  many of the issues 
i nvo l ve d  i n  the barriers -to-entry problem ,  see Wat erson ( 1 9 8 1 ) . 

2 See Meehan ( 1 9 7 8 ) , pp . 7 8 8 - 9 1 . 
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asse r t io n  ( based on a broad vi ew of compe t i t ion as a proc e s s ) that 

current conc entrat ion leve ls are ge ne ral ly cons is tent w i th 

eco nomic e f f ic i e ncy . ! 

Wh i le attack s on t h e  usefulness o f  c as e-by-c ase ant i tru s t  

ac t ion to remedy the mos t �gregiou s problems are probab ly ove r

s tated , 2 eve n some of the mos t noted p ropo ne nts of ant i tru s t  h ave 

weak e ne d  the i r  pos i t ions e ve r  the pas t dec ade . Sc herer ( 1 9 8 1 ) , 

for i ns tanc e ,  has noted that "s imp l i s t ic i nterpre t at ions of pos i 

t ive conc entrat ion prof i t  corre la t ions as evi de nc e  o f  ' mark e t  

powe r '  are no longe r supportable . " 3 Wh i le one c a n  h a rdly take 

suc h a s tateme nt as a r3c antat ion of the ma rk e t  conc e ntrat ion 

doc t r i ne ,  it is  a s tep in  that d i rec t ion .  In add i t io n ,  We i s s  

( 19 7 9 )  c au tiou s ly s tated that rec e n t  emp i r ic a l  work o n  the 

conc e n trat ion/prof i ts re l a � ions h ip tends to i ndic ate "that we 

s hou l d  not contes t hor iz o r tal me rge rs that c a nnot inc rease the 

2 - f i rm conc e nt rat ion rat io abo ve 3 5  or the 4- f irm rat io above 5 0  

and we shou ld not contes t hor izo ntal me rge rs unless they a f f ec t  

f i rms that rank f irs t or s ec o nd or wou l d  rank f i rs t or second 

l Perh ap s  we s hou l d  note that wh icheve r  s ide of the 
trad i t iona l i �t/re vi s ion i s t  de bate bears the bu rde n of proof w i l l  
p roba b ly los e .  Revi s ion i s ts and ma ny forme r trad i t ional i s ts have 
bee n adep t at show i ng that conc e ntrat ion does not usu a l ly l e ad to 
poor pe rf orma nc e . Howeve r ,  there doe s  not yet e xi s t  muc h ( i f any ) 
d·i rec t emp i r i c a l  e vi de nc e  that ma rk e t  domi nanc e  is  ge ne ra l ly 
be n i gn . 

2 For two di f f e r i ng vi ew s  of the ro le of ant i tru s t  ac t ivi ty , see 
Ec khard ( 1 9 8 0 ) and a response by H i lk e  and N e ls on ( 1 9 8 1 ) . 

3 Sc he rer ( 1 9 8 1 ) , pp . 7 8 8 - 9 1 .  
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af ter the me rge r .  • l If P rof essors Schere r  and We i s s  have come 

th i s  far toward the revi s ion i s t  vi ew , one mi gh t conc lude that 

eco nomi s ts in ge ne ral f ind the economic rat ionale for the 

s tr i nge nt s tandard of present broad-based ant ime rger pol i c ies to 

be less than compe l l i ng .  

Desp i te th is conc lu s ion , the evi de nc e  that conc e ntrat ion ( or 

ma rk e t  share ) and prof its are pos i t ive ly re la ted may s t i ll be d i s -

turbing e nough to warrant broad-based hor iz o n t a l  me rge r enforc e -

me n t  through gu ide l i nes if  one fee ls tha t  the cos t o f  err i ng o n  

t h e  s ide o f  too len i ent a po l icy i s  h ign . 2 Th is wou l d 1 be l ike ly 

to. be the c as e  i f  one f inds the essenc e  of the revi s ion i s t  • s argu -

me nts unconvi nc i ng .  

I f  we assume that a bene f i t/c os t � 4 1cu l a t ion of ' a broad-based 

me rge r po l icy wou l d  lead to cont i nu ed � a e of ant ime rge r gu ide 

l i ne s , then i t  is useful to de t ermi ne �he e xt e nt to w h ich the 

eeononn.c l i terature sheds ligh t �n �he �pprop r i ate  s t ruc tural 

ru l e s  of thumb . In the ne xt sec t ion, the li t � ra tu re on "c r i t ic a l "  
/ 

c once ntrat ion rat ios w i l l  be e xami aed to accomp l i s h  th is task . 

Throughou t the review we w i l l  assume that the e f f ec t  be i ng 

l We i s s  ( 19 7 8) , p.  1 1 19 . Wh i le he felt these resul t s , l a rge ly 
based on Kwok a ' s  ( 19 7 9 )  work , are too tentat ive to serve as a 
bas i s  for prec ise recomme nda t ions , We i s s  did not e  that these new 
s tandards wou l d  s ign i f icantly change me rge-r · Po licy . 

2 S i nc e  we now th ink th at economi s ts we re too unconc e rned w ith 
e f f ic iency in the 19 5 0 ' s and 6 0 ' s , there is room f or healthy 
skep t ic ism abou t  the prof es s ion ' s cu r rent emphas is on those 
economi es and dimi n i shed conce rn that mo nopo ly or o l igopo ly pos es 
a problem . 
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me asured 1 $ , in f ac t ,  the mo nopo ly pow e r  e f f ec t  of concentra t ion 

( o r  shat &$ } r a the r  th an an e f f ic i e ncy a t t c� t .  �hu s ,  the app ro ac h 

presents the vi ew th a t  hor iz o n t a l  me rge rs :nay produc e ItO nopo ly 

pow e r  in the k i nde s t  l i gh t -- a l i gh !  .� ... � · .. � ... d� -r ':.han th4l' �u r re r. t  

s ta t e  o f  eeonomi c  u nde r� t a nd i � g  a : : =w �  

o .  Cri t ic al ·concentrat ion Leve ls 

A few re s ea rc h e rs haV@ a t temp t � 1  �� go beyor. d  t � �  ge ne ra l 

l i n e a r  conc e n t ra t i on/prof i t s re la t io ns h ip and de t ermi ne wheth e r  

t h e  e mp i r ic a l e vi de nc e i nd�c a � es tha t  a c r i t ic a l  l eve l  of  

c onc e n t r a t i on e x i s ts .  I de n t i f i c a t i o n  of a c le a r  break i n  the 

c o nc e n t r a t i on/p rof i t � re l a t ions h i p c ou l d  h ave impor tant imp l ic a-

t i ons for ant i t� s t  po l icy . We have al ready d i scu s se d  the 

e a r l i e s t  wo rk on th i s sub jec t oy Sa l n  ( 1 9 5 1 ) . He noted a break at 

the 8- f i rm 7 0  pe rce nt c o nc e n t r a � lo �  l e ve l .  Howe ve r ,  he a ls o  

o bs e rve d  a seco nd di scon t i nu i ty a t  3 0  pe rcent-th a t  i s , prof i t s . 

w e re h igh e r  i n  both the leas t conc e ntrated and the mos t conc en-

t ra ted po r t ions of h i s  s amp l e  w h i le mi dd l e  range conc �ntratio,n_ �as . .  

a s s oc i ated w i th re la t i ve ly law prof i t a b i l i ty .  Seve ra l researchers 

a f ter B a i n  u sed th i s  7 0  pe rc e n t  8 - r i rm cu tof f as a c o nve n i en t  

plac e  to break the i r s amp l e s , and addi t ional e f forts to de l i neat e 

c r i t ic a l c o nc e nt r a t io n  leve ls l a ngu i s hed . l Howeve r ,  i n  the e a r ly 

1 In part , th is lack of i nt eres � i n  the c r i t ic a l  le ve l  of c o nc e n 
t r a t ion w a s  du e  to the f ac t  th at ma ny re searchers fou nd that a 
con t inuou s re l a t ions h ip s ee me d as approp r i a t e  a s  a di scont inuou s 
one . Howe ve r ,  the s tud i e s re ac h i ng t h i s  c onc lu s i o n  we re a l l  b a s e d  
o n  sma l l  s amp l e s  or f a i le d  to t e s t for a d i s c o n t i nu ou s re la t ion
s h ip .  See , for i ns tanc e ,  Co l l i ns 3nd Pres ton ( 1 9 6 8 )  a nd 
K ame rsc h en ( 1 9 6 9 ) . 
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19 7 0 ' s , Rhoades and C leave r ( 1 9 7 3 ) a t temp ted to de f ine such a 

leve l u s ing 1 9 6 7  Census data for 3 5 2 4�digi t ma nu f ac tur ing 

i ndu s tries . They regressed p r ice/c os t  ma rgi ns on fou r-f i rm con

c e n t rat ion , indu s try grow th , the c ap i tal /ou tpu t ratio,  a p roduc e r/ 

c onsume r goods dummy va r i able , and a geograph ic ma rk e t  inde x .  

Us i ng th is _ mode l they fou nd f ou r-f irm concentra t ion to be pos i

t ive ly and s ign i f ic antly assoc iated w i th the price/c os t  ma rgi n 

when a continuou s  spec i f ic at ion was used . Howeve r ,  they als o  

e xami ned the pos s ibi l i ty tha t  a d i scont inuou s re lat ionsh ip mi gh t 

e xi s t  by searc h i ng ( o ve r  2 4  poss ible cu tof f le ve ls ) for a break-- -- - - - -----

po i n t  in  the c onc entrat ion/ma rgi n re lat ionsh ip . ! They fou nd that 

the mode l was not part icu l a r ly sens i t ive to the breakpoint 

c hose n ,  bu t they conc lude d that a 51 perc e nt 4- f irm c o nc entra

t ion leve l p rovi ded the mos t di s t inc t  break . They als o  fou nd a 

s ign i f icant d i f fe re nc e  i n  the s lope of the conc e ntrat ion/ma rgi n 

re lat ions h ip above and be low the 5 1 percent cu tof f when dummy va r

i ables and poo led dat a  we re used . 2 In  add i t ion, they fou nd that a 

s ign i f ic ant pos i t ive re lat ionsh ip e x i s ted for the 1 0 4  h igh concen

trat ion i ndu s tries bu t  that no suc h re lat ions h ip exis ted f or the 

2 4 8  low c o nc entrat ion i ndu s tr ies when separaee grou p regress ions 

1 The search proc edu re used to obt a i n  c r i t ic al va lu es for 
c onc e ntrat ion can c au se cons ide rable problems in interpret ing the 
f inal resul ts . See - p . 8 1  note 2 be low . 

2 From t h e  grap h  presented by Rhoade s  and C le ave r  plott ing mar
g i ns aga i ns t  conc entrat ion( the 5 1  percent cu tof f is di f f icu l t  to 
d isc e rn and the s ign i f ic anc e  leve ls of the concentrat ion slope and 
i nterc ep t dummy va r iable s are not part icu l a r ly h igh . 
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�ere e s t ima ted . Furthermore , the au thors tes ted the �o subs a� 

p l es separately us ing the s ame mo de l  on e ac h .  They noted that 

. �ortant s truc tu ral  di f f erenc e s  e x i s ted be tw e e n  the h igh and low 

: onc e n tra t ion grou ps . l The f indi ng led them t o  conc lude that bo th 

� r. e  cont inuou s and d i sc o r. .. i nuou s me thods of es t ima t ing the conc e n-

� rat ion/ma rgi n re lat ionsh ip i n  a s ingle equat ion a re i napprop r i ate 

, l nc e thos e poo led da t a  me thods c o ns tra i n  the coe f f ic i ents of the 

ta r i ables in the equat ion to be equ a l  for the two subs amp l e s . 2 

The �obu s tness of Rhoade s and C leave r ' s resul ts was c hal-

: e nged by D alton and Penn ( 1 9 6 7 )  who u sed a s amp l e  of 9 7  food 

manu f ac tu r i ng f i rms to tes t for a c r i t ic al conc e ntra t ion rat io . 3 

�he s e  au thors regressed the a f ter- tax re turn on eq u i ty on fou r-

! irm a nd e igh t-f i rm conc entrat ion leve ls and c r i t ical leve l 

. 
• The slop e  coe f f ic i e nt of conc e ntrat ion was pos i t ive and s ig-
n i f ic ant at the . a s leve l in the h igh conc en t rat ion s amp l e . Ip 
add i t ion,  the coe f f ic ients on the c ap i tal/ou tpu t rat io and the 
produc e r/c onsume r goo ds dummy ( c o nsume r • l )  appeared to be sub
s tant i al ly h igh e r  in the h igh conc e ntrat ion subs amp le . 

2 Rhoades and C le ave r go on to draw the po l i cy imp l ic at ion tha t  
me rge r  e nf o rc e me n t  and d i ve s t i tu re ac t ions shou l d  b e  di rec ted at  
i ndu s tr ies at o r  approach i ng 50  percent in  4- f i rm conc entrat ion . 
Be l ow  tha t  leve l  no sys tema t ic evi de nc e  e xi s ts l i nk i ng conc entra
t ion to h igh e r  ma rgi ns . 

3 Dalton and Penn ( 1 9 7 6 ) , p .  1 3 5 ,  c r i t ic iz e the Rhoade s and 
C l e ave r  s tudy on a numb e r  of grou nds , mos t notably bec au se the i r  
pr ic e/c os t  ma rgi n fai ls to ne t ou t adve rt is ing e xp e ns e  and the 
mode l doe s  not inc lude an adve rt is ing i ntens i ty me as u re . The 
Dalton and Penn s tudy a ls o  revi ew s  wo rk by Mee h an and Duc hesne au 
( 1 9 7 3 ) o n  the c r i t ic a l  conc e ntrat ion issue . They had conc luded 
( f rom r a th e r  we ak evi de nc e )  that c r i t ic a l  leve ls e xi s t  at 4-
f � rm conc e r.trat ion of 55 pe rc e nt and at 8- f irm conc e n t rat ion of 7 0  
p e r-: e n t . 



interac t ion terms , l f irm ma rk e t  s hare , the adve r t i s ing/s ales 

rat io , the inve rs e  of . the loga r i thm of assets ( a  f irm s iz e  

me asure ) , and indu s try grow.th . They fou nd that c r i t ical  leve ls 

e xi s t  for 4-f i rm concentrat ion at 45  perc ent and for 8- f i rm con

c entrat ion at 60  perce nt . 2 They als o  f ou nd a s ign i f ic ant di f fer

e nc e  in the s lope of the re lat ionsh ip between h igh and low 

c once ntrat ion subgrou ps when the data we re poo le d ,  bu t when the 

subgroup s  were exami ned i n  separate regress ions , no s ign i f ic ant 

relat ions h ip was found betwee n  conc entrat ion and p rof i tabi l i ty . 3 

Dalton and Penn conc lude f rom th ie evi denc e  that the re lat ionsh ip 

be twee n  concentrat ion ( at both the f ou r- and eigh t-f irm leve l )  and 

1 The au thors search ove r 5 percent inc reme nts in conc entrat ion 
for the •best• breakpo int. The au thors do not present evi denc e  
in the paper rega rdi ng t h e  resul t s  o f  the search for th is break , 
but they note that such evi de nce is ava i lable . 

2 The coe f f ic ients of dummy var i ables ref lec t ing thos e leve ls 
were s ign ificant at the . O S leve l in the regress ions us ing the 
ful l s amp le and a heteroskedas t ic i ty adju s tme nt.  

3 The au thors als o  f ind some subs tantial di f ferences in the 
coe f f ic ients other than that of concentrat ion acros s the two 
groups of f irms·. The h igh conc entrat ion subs �le tends to have 
lower ma rket share coe f f ic ients , h ighe r  adve r t is ing/s ales rat io 
coe f f ic ients , and large r coe f f ic ients on the f irm s iz e  me asure . 
Although the h igh conc entrat ion subs amp le has sma l le r  coef f ic ients 
on the ma rket share me asure , those coe f f ic ients are s ign i f ic ant . 
Toge ther, these resul ts s eem to indic ate that pool i ng the two 
subs ample s may be inapprop r iate, although Dalton and Penn appear 
to ignore th is imp l ication . 
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prof its for food manu f ac tu r ing f i rms i s  d i scont i nuou s , and a 

d ichotomou s va r iable c ap tures th i s  re lat ionsh ip approp r i ately . ! 

More rece nt res ea rch on the c r i t ic a l  leve l of concentrat ion 

h as taken a s l i gh tly d i f f ere nt app roach . Kwok a ( 19 7 7 )  h as ques 

t ioned the usefulne s s  of fou r- or e igh t-f i rm conc e ntrat ion as a 

measure of mo nopo ly powe r . 2 He argu e s  that the asymme try of f irm 

s hare is ma sked by these me as u res and that th i s  c au se s  one to mi s s  

the rea l  sou rce of ma rke t  powe r- f irm domi nanc e .  3 Us ing a samp l e  

of 3 2 2  Census 4-digi t ma nu f ac tu r i ng i ndu s tries , h e  provi de s 

evi de nc e  that a me asure of ma rk e t  domi nanc e  performs better than 

4- f irm conc entrat ion in reqre s s ions us ing p r ice/c os t  ma rgi ns as 

l The ge neral result s  d i f fer from Rhoade s and C le ave r  ( 19 7 3 ) o n ly 
in that Dalton and Penn obs e rve no d i f ferences in s lopes w i th in 
grou p s . Thus ,  a subs amp le approach may not be nec e s s ary on tha t  
bas i s .  Dalton and Penn a re unw i l l i ng t o  put forth any pol icy 
imp l ic at ions , not ing that the pos i t ive concentrat ion ( o r mark e t  
share ) a n d  p rof its re lat ions h ip c ou l d  b e  du e  to e f f ic iency . 

2 Although we w i l l  not spend muc h t ime on the i s sue of wh ich 
part icu la r  ma rk e t  s truc ture me asure ( s )  i s  ( are ) impl i ed by 
part icu la r  ass ump t ions abou t the beh avior of f irms ,  the i ssue i s  
o f  some importanc e .  Th e  beh avi oral mo de l  assume d ( i . e . , Cournot 
behavio r ,  domi nant f irm, large -f i rm c o l lu s ion , e tc . ) c an have 
ma jo r  impac t on the typ e  of inde x one mi gh t  want to u s e  to me a s u re 
ma rk e t  s truc ture . For a di scu s s ion of th i s  po int ,  see Dans by and 
W i ll i g  ( 19 7 9 ) , Enc aona and Jacquemi n ( 1 9 8 0 ) , Hau s e  ( 19 77 ) , and 
Kel ly ( 19 8 1 ) , Kwok a  ( 19 8 1 ) , and S avi ng ( 1 9 7 0 ) . 

3 The ide a tha� domi nanc e  i s  mo re impor tant than concentrat ion 
f low s  in part f rom Mann ' s ( 19 7 0 ) e a r l i e r  work on asymme try of 
ma rk e t  share s . we shou l d  note that the e f f ec ts of s hare 
asymme try are not theore t ic a l ly unamb i gu ou s .  Unequal s h ares may 
lead to ma rk e t  domi nanc e  as Kwok a sug ge s ts ,  bu t they are als o  a 
f ac tor w h ich comp l ic ates the atta i nme nt and ma i ntenance of a tac i t 
or e xp l ic i t  c o l lu s ive agr eeme n t .  
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the depende nt var i ab le . l , 2  Spec i f ic a l ly ,  he f ou nd that the . 

- coe f f ic ient of  the domi nanc e  me a su re was pos i t ive and h igh ly 

s ign i f ic ant and m re robu s t  w i th respec t to m de l  c!lange s than 

the trad i t ional conc e nt rat ion me asure . 

I n  later work , Kwok a ( 19 7 9 )  r� f ine d  th is approach further bf 
emphas iz i ng the e f f ec t  of i ndivi du a l  f irm ma rk e t  s hares on 

i ndu s try price/c os t  ma rgi ns .  Us i n� da ta on 3 1 4  4-digi t Censu s 

indu s tries for 19 7 2 , he regressed p r ice/c os t  ma rgi ns on var iou s  

me asures of the f irm s iz e  d i s tr i bu t ion, 3 the c ap i tal/ou tpu t rat io , 

a geograph ical  d i spers ion i nde x ,  i ndu s try grow th , a consume r/ 

l Kwoka ' s  me asure of domi nanc e  i s  the sum of  the squared d i f fer
e nc e s  between shares of the f irms ,  o nce they are ranked f rom 
h ighes t to lowe s t .  In add i t ion to the domi nanc e  i nde x e xami ned by 
Kwoka ,  o ther alternat ive s  to the concentrat ion me asure of ma rke t 
s truc ture h ave bee n

.
propos ed . These i nc lude an entropy inde x 

( St ig ler l9 6 8 b 1  M i l le r  1 9 7 2 ) , a we lf are gradi ent i nde x ( Dansby 
and W i l l i g  19 7 9 ) , a ge nera l iz e d  Herf i ndahl me asure ( Kel ly 19 8 1 ) , 
and s eve ral alternat ive s  to the Herf indah l  inde x  ( Sc hma lensee 
1 9 7 7 ) . 

' 

2 The m de l  u ses the domi nanc e  i nde x ,  conc entrat ion , the number 
o f  companies , the c ap i tal/ou tpu t rat io, a geographic al market 
i nde x , _ i ndu s try grow th and a prodtc e r/c onsume r  goods <iunmy 
(consume r  • l )  as independent va r i able s .  

3 Th e  s iz e  d i s tr i bu t ion va r i ables i nc luded the four-f irm concen
trat ion rat io , the Herf i ndah l  inde x ( the sum of tne squared ma rket 
shares in an indu s try ) ,  two -f i rm concentrat ion, indivi du a l  s hare s ,  
and dummy var iab les indic at ing c r i t ical  va lu es fo.r the indivi du al 
f irm ma rke t . s hare s .  



produc e r  goods cllmmy , and me asures of mi n imu m  e f f ic i ent sc ale,. l A 

ser i es of  regres s ions us ing i nd i vi du al s hare s of the top one 

through four f irms i n  the i ndu s try indic ated that use of a four

f irm c onc entrat ion rat io wou l d  h ide a cons i de rable amou nt of 

i nf orma t ion . 2 The s h ars� of the top two f irms h ave coe f f ic ients 

tha t  are cons i s tently pos i t ive and s ign i f ic ant , wh i le the coe f f i

c ients of the th i rd and f ou rth f irm' s s hares are nega t ive and 

o f ten ins ign i f ic a n t .  I n  addi t ion , a comp a r i son of equat ions w i th 

fou r - f i rm conc e ntrat ion as the f irm s iz e  di s tr ibu t ion me asure 

ve rsu s  thos e us i ng the i nd i vi du a l  s hares of the top fou r f irms 

ind i c ates that a s ign i f ic ant i nc rease in e xp la natory powe r is  

ga i ne d  f rom the latter ( le s s  res tr ic t ive )  spec i f icat ion . 

Tak i ng th is ana ly s is one s tep fur ther, Kwok a searched ove r  

var i ou s  comb i nat ions of c r i t ical  s hare va lu es for the f i rs t 

three f irms i n  an indu s try . He fou nd that h is mo de l  f i t bes t  for 

l _ _ _ Indu s try sc a le economi e s  we re me asured in two alternat ive way s :  
as the share of an i ndu s try ' s  mi dpo i nt plant s iz e  and as an 
i nt erac t ion of th i s  share w i th a cos t di s adva n tage rat io of sma l l  
f irms . See Kwok a ( 19 7 9 ) , p .  1 0 2 . Apart f rom the mo re de tai led 
analy s is of s iz e  di s tr i bu t io n ,  the addi t ion of the sc ale me asures 
i s  the subs tant ive improve me nt ove r Kwok a ( 1 9 7 7 ) . we w i l l  not 
dwe l l  on the results of the i ndepende nt va r i ab les other than 
mark e t  s hare , e xc ep t  to note that they perform cons is tently and as 
e xpec ted i n  the repor ted regress ions w i th pos i t ive and s ign i f ic ant 
coe f f ic ients on a l l  the va r iables other than the geo graph ical  
d ispers ion inde x w h ich obt a i ns the e xp ec t e d  nega t ive s ign . 

3 Kwok a als o  e xami ned the re lat ive me r its of us i ng a H erf indah l  
i nde x rather than the fou r-f i rm conc e ntrat ion me asure i n  h is 
mo de l .  Be conc lude d ( based on goodnes s  of f i t and coe f f ic ient 
s ign i f icance ) th at the re sults " ·  • •  provi de l i ttle support for 
the a l le ge d  supe r ior i ty of the ( Herf i nda h l ]  inde x . " Kwok a ( 1 9 7 9 ) , 
p .  1 0  3. 
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c r i t ic a �  sh ares of 2 6 ,  l S . and 1 6  pe rc e n t ,  re spec t ive ly , and du mmy 

var i ables oased on these c r i t ic a l  va lu e s we re h igh ly s ign i f ic ant 

in the pr ic e;c os t margt n regress ions . - Al though the s tat i s t ic al 

s ign i f ic anc e of these f ind i ngs 1s d i f f tcu : �  tc e va lu ate,  du e to 

the s earc t.  procedu re used t= oot a i n  the c r i t lc a :  va lu es ,  the 

t mp l lc a'C 1ons are c t; ::. t.e unport.ant:. . ..  l n  o r 1 e : . t�. c:: resul t s  i ndic ate 

t.nat:. 1:. t. n .;  f irs t / : !:"m' s snare ( S 1  1 e xc ee ds � c  pe rc e n t ,  ma rgi ns 

r t s e  � 3 . 5 to 5 perc en t ,  and 1 £  the sec o na t 1 rm ; � s hare ( 52 ) 

e xc ee ds 1 5  perc e n t ,  ma rgi ns are 4 to 5 perc ent n �gn er than other-

w ise . If both these cond1 t 1ons occu � < S: / 2 o  and 52 > 1 5 ) ,  then 

p r ice/c os t  marg1 ns may r 1 se by 8 to 9 �e rc entage po ints . Finally , 

1 Dummy va r i ables based o r  the f i rs t twc = r i � ic a l va lu e s  obt a i n  
pos i t ive and s ign i f tc an �  s tgns ir.  t h e  regr�ss ion mo de l .  Th e  du mmy 
var i able based on the th i r d- t 1 rm c r i t ic a l  s � are obt a i ns a s ign i f f
c ant negat i ve s ign , 01.0 -: t.z-. :. .� ce su l : L s  oasec on on ly f ive obs e rva 
t ions and nu st be we 1. gn t. e - ac..c o r d 1  ng ly . See Kwok .:: ( 1 9  7 9 )  , p .  1 0 7 . 
Kwok a als o  searc h ed ove _ .; a r .l.O\J. Q  cwo - t 1 rm c onc e n t. ra t lon leve ls to 
obt a i n  the bes t  f i tt 1 ng c t .aL .ons n 1f .  H� fou n :  � c r i t ic a l two 
f i rm leve l  of 3 5  perc e n t .  ho� t \le r ,  h e  � cgu ec that eve n- th is 
" be s t" two - f i rm leve l lS no t p r e f e r ab l e c ;;,  a t  '. ndi v i du a l share 
approach s inc e  be tter f l t �  t.o t.ne da t e.  a r� oot a 1 ned u s ing 
i nd i v i du a l  share s .  

2 Kwok a de termi ne d the c r i t Lc a l  s h ar�  l e ve 1 s th rou gh suc c ess ive 
ma rk e t  share du mmy va r i ables and con t inu ou c- va r 1.  ab lP. interac t ions 
u s i ng the ent ire mode l .  Th i s proc e du re c ause� the s tanda rd e rrors 
of the share coe f f ic ie nts to be b i ased oow nw � r .  , ,.. the f i nal 
e s t ima t ion anc it spur 1.ou sly 1 nc re ase� the & l gn l f ic anc e  of the 
e s t ima t ed c n . t 1c a l va lu e s .  Rec e n t l)' , s a � ·  r .: 9  1 �  nas tr i e d  to 
avo i d th is problem by us ing a proc edu r e  w h ir . es� ima tes the c r i 
t ic a l  leve l  s imu l t aneou sly w i th the rema � n 1 ng c oe f f ic i e nts of the 
mode l . His tec h n ique produ c e s  s tanda rc e!"ro rs that are not sub
jec t to bi as .  When us i ng Kwok a ' s ( l 9 ry 7 d a c a .  Sant d t d  not f i nd 
c lear evi denc e  of a c r i t ic a l  l e ve l  of s n a ce o� conc e ntrat ion du e 
to th e im� rec is ion of the es t ima t e �  Th � s r e s u l �  � s t  le ad one 
t o  be somew hat skep t ic a l of Kwok a ' s  c r 1 t �c a � le ve ls . Th i s s ame 

c r i t ic i sm a lso appl i e s  to the e a r l i e r  c : � � lc a l- - e ve _  l i tera tu re • 
. f oo t no t e  c o n t 1 nu es )  



the e f f ec t  of a l a r ge th i rd f 1 rm i s  s a lu b r iou s .  I f  th e th i r d  . 

f i rm ' s s h a re e xc e eds 1 6  pe rc e n � . p r i c e /c os t  ma rgi ns t e nd t o  f a l l  

by 1 3 to 14 pe rc e n t . l Th e s e  f i nd i ngs i nd i c a t e t h a t  c o nc e nt r a t i o n ,  

b y  i ts e lf , may not be de t r ime n ta l , bu t th a t do mi n a nc e  ma y  b e  a 

( f oo t not � : o n t inu e d )  

I n  a Wt r:"f  -:ec e n t  e f f o r t  to .: d l.cu l. a c.e '; r :. � :.c a l  .: � nc e n t ra t i o n  
l e ve ls i n  t h e  ma rk e t s  f o r  oonds , ; a s o l .:. ne ,  a nd : ::>od � e ta i l i ng , 

G e i t hma n ,  Ma r ve l ,  and W e i ss ( l 9 d l  � a qe : r t e c  : =  avo 1 d  �n � s  
p ro b l e m  by us in9 m l t iple c o nc e n c .c a c l c n  dummy : 3 r 1. ao ie s � n  one 
regre s s ion rath e r  than s e a rc h i ng : o r  : = l. t lc a i  - � ve ls � ne a t  a 
t ime .  Us i ng th i s  proc edu re , G c i t nm4 n  � c  � � .  : i nd s u ppo r t  f o r  
Kwok a ' s  two -f i rm c r i t ic a l  s h a re 1. e \1e l  o .f  3 5  �e rc e nt .:. :1  t h e 1.- r  
e xami n a t ion o f  pr ic i ng i n  the re t a i l ga s o l i ne ma rk e t . � ey f a i l  
tc f i nd a c r i t ic a l  conc e n tr a t ion l e \Te l  i n  :he i r  �a t a  � n  tne p r ic e s  
o f  supe rma rk e t  c h a i ns . a l though chey d o  f i nd a ?OS l t ive l i ne a r  
re l a t ions h i p be twe e n  �r ic e s  and c onc e n tra t ion . = �  the ma r� e c  f o r  
bonds , th e au thors ! i nd t h a t  c r i t ic a l 4- f i rm c o nc e n c r a t 1 o n  i s  no 
lowe r than SO -:>e rc e n t  ;.f 5uc h  a, c r i t ic a l  le 'lle l  � x1 s cs ac al l .  I n  
c o nc lu s ion . '1 e t thma n "! t  a l . a r 9U e  t h a t  1.1 s e  o f  a s 1 ng �e : r l t lc a.J.
c onc e n t r a t ion :e � l  �a sed on s tud i e s for a l l  1a nu f ac tu r 1 ng l S  
l ike ly t o  res'u l t  :..n s rro-es i n  ma ny spec i f ic c as e s . �u s ,  o ne 
wou l d  w a n t  :o :le :-a ther = are ful i n  apply i ng t h e  re su l t s of 
broad- bas ed s tud i es of c r i t ic a l  c o nc e n tra t io n .  

1 I f  a l l  th ree ! i rms e xc eed the c r i t ic a l  le ve l ,  th en the me as u r e d  
e f f ec t doe s  no t di f f e r f rom � e ro .  Thu s ,  the e x i s t e nc e  of th ree 
re la t ive ly l a rge ! i zmE ' :10 ':lne o f  w h ich i s  c l e a rly do mi na n t ) c a n 
l e ad to co�et i t ive perf o rma nc e . A9a i n ,  th i s  resul t  is based on a 
s ma l l  s amp le . Rec e nt .:e sea rc h 'ay L amm ( 1 9 8 1 }  o n  ma rk e t ba sk e t s  o f  
food p roduc t s  : n  :a = i t ies ove r 4 y e a rs provi de s s ome support f o r  
Kwok a ' s  c r i t ic a l  s h are �e � ls . Howe ve r ,  L amm f ou nd a la rge fou r th 
f i rm t e nded t o  1 nc re as e  = o mp e t i t ion , wh i le a large th i rd f i rm d i d  
not . Bo t h  au tho rs agr ee �h a t  th e f ou r- f i rm c o nc e n t r a t ion rat io 
o bs c u r e s  too nu c h  i n f o r'I'Tia t t O T'I  '. 1"1 s t ud i e s of 'lla rk e t  s truc t u re and 
pe rf o r ma nc e . 



a mo re important problem . l They also indic ate the subs tant ial 

amou n t  of informa t ion h idden by the use of aggrega ted me asures of 

f ir� s iz e  di s t r i bu t ion suc h  as the H erf indah l  inde x or four-f irm 

conc e ntrat l.on . 2 

Althou?h the s tudy was not de s igned eo e xami ne the c r i t ic al 

conc e ntrat ion i ssue , work � Fraas and Greer t l9 7 7 )  s heds some 

l igh t  on the numbe r of f 1 rms req u i re d  eo fos ter compe t it ive behav-

ior . Thes e  au thors revi ewe d 6 0 6  c as e s  of forma l c o l lu s ion cove r-

ing 1 9 1 0  to 19 7 2  fou nd 1 n  tne f i le s  of the Departme ne of Jus t ice . 

The i r  analy � is is bu i lt on tne prenu s e  t h a t  i f  fewness of f i rms is 

l The use£ .  ln �ss  of Kwok a '  s wo rk h a s  bee n que s t ioned by G ale and 
Branc h  ( l9 7� a ) , pp . 1 9- 2 1 .  Us i ng the P I MS l i ne-o f -bu s ine s s  da ta 
for 1 0 8 0  f irms , they s trat ify a s amp l e int� two grou ps--one con
s is t i ng of the leadi ng two f i rms in � ac h  i ndu s t ry , tne other con
s is t i ng of the rema i n i ng f i rms .  They regress returr. on i nve s tme n t  
aga i ns t  re lat ive ma rk e t  share and f ou r-f i rm concentrat ion and f i nd 
that the coe f f ic ient of conc entra : �on obt a � ns a pos 1 t 1ve bu t  
ins i gn i f icant s ign , wh i le the coe f f lc i ent "" tn�e s nar � 1nde x i s  
pos i t ive and h igh ly s ign i f ic an t  f o r  oo th grou ps . Tn ey ar gu e  that 
if Kwok a was correc t ,  share wou l d  obt � i n  an ins 1gn i f 1c ane s ign in 
the regress ion for t h e  s econd gro� ; .  There are o numo� r of 
problems w i th th is tes t, i nc lud 1 ng ge ne r a l  u nde rspec i t 1c at ion of 
the es t imat 1ng eq uat ion , ve ry law e xp l a na tory powe = of tne mode l ,  
and the use of fou r-f i rm conc e ntrat lo � i n  en� mode : e ve r.  though 
Kwok a ' s  ma jo r  po i nt was that suc n a me a sur� was 1 n approp r i ate . 
S t i l l ,  the resul t s  indic ate that us i ng d i s aggrega ted da t a  may mak e  
a d 1 f f erenc e  in the re lat ions h ip fou nd be ewe en re tu rns and ma rk e t  
s ha:: .� . 

2 As w i th al l of the c r i t ic a l  conc e nt rat ion l i terature , one mu s t  
rema in c au t iou s  i n  apply ing Kwok a ' s  e s t ima t es , s i nc e the 
i ndu s e= les typ ic a l ly used do not conform ve ry we : i.. tc indu s tr ies 
as th�y �u ld be de f ined in a c as e-by -c as e  c o nee x� For e xamp le , 
i t  � =  .ntere s t ing to compare the a ve r age fou r-f i rm concentrat ion 
leve �: fou nd in B u z z e l ' s ( 1 9 8 1 )  s tudy u s 1 ng ene PIM3 l i ne-of 
bu s ine s s  da ta w i th Kwok a ' s  ( 1 9 8 1 ) work w i th fou r-d igi : S I C  c a te
gor i e s . Buz z e l no t e s  ave r age l a r ge - f l rm l i ne -of -bu s l ness fou r
f i rm c o nc e n t r a t ion i s  appro x i ma t e ly 70  pe rc en : , whe re as Kwok a ' s  
s amp l e  impl i ea an ave rage C R4 of only 4 0  p e rc e nt . 
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conduc ive to co l lu s ion .  then a freauency d i s tr i bu t ion of a l l  

�ons p i racy c ases w i th res�ec t t o  · he �mber of f i rms invo lve d  

s hou l d  h ave lowe r me asures of c e n t r a l  tende ncy than a comp arable 

f requency d i s tribu t ion of  the numbe r of f i rms ln i ndu s try ge neral

ly . Th e i r  revi ew l e ads �nem � o  oel ieve th at �he number of f i rms 

i nvo l ve d  i n  a cons p iracy amo ng ma nu f ac turers �ends :o be low 

( me d i an of 7 )  wh i le the numbe r of cons p i r i ng f i rms �s h igh in 

the c ons truc t ion and di s tr i bu t ion indu s try grou p s  ( 1 1 and 1 5 , 

re spec t ive ly ) .  They also note th a t  seve r a l  i ns t i tu t ions or prac

t ices f ac i li t ate collu s ion am;:) ng large numoers of  f i rms or we re 

origi nated to avo id c oordi nat ion problems c au sed by dema nd and 

cos � co� l e xi t ies . These �. nc lude trade assoc i at ions , patent s , 

b id- r 1 gg1 ng , p roduc t s t andardiz a t ion , sales age nc ies , e xc lu s iona ty 

prac e ices , and ma rk e t  al locae ions . The s t at i s t ic a l  resu l t s  are 

no t s trong , bu t they tend : c  indi c ate that • a s  the �umb e r  of 

part ies inc reases and/o r  as  the s truc tural _ condi t io ns become 

i nc re as ingly co�le x ,  c o ns p i rators mu s t  inc reas i ngly resort to 

arrangeme n ts of mo re e la borate de s iqn or gr eater ef f ic iency i f  

1:hey are to ach ieve jo i n t  prof i e  ma ximi z i ng o b je c t i ve s .  " l The 

evi de nc e  leads the au thors to conc lude that an indu s try is like ly 

to be wo rk aoly co�e t i t ive on ave rage i f  : 2  or 11C r e f i rms exi s t  

l Fraas and Gree r { 1 9 7 7 ) . pp . 4 2- 4 3 . 
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wh ich are not too u nequal i n  s iz e  and i f  there e xi s t  no ac t ivi t ie s  

that f ac i l i tate tac i t  o r  forma l c o l lu s io n . l , 2 

I t  i s  not obvi ou s how th i s  evi de nce on op t ima l  f irm numbers 

mi gh t t i e- i n  w i th the conc entrat ion/prof i t  rate l i terature . 

Neve rtheless , some e xp e r ime ntal economics res ea rc h  presently i n  

progress tends t o  i nd i cate that an e ve n lowe r  number of f irms than 

fou nd by Fraas and Greer c an lead to compe t i t ive performa nce i n  

the absenc e  o f  c o l lu s ion-f ac i l i tat ing prac t ic e s . 3 

CONCLUSION 

We h ave e xami ned the theor ies  and evi de nc e  re leva nt to ma ny 

of the economic bases for hor izon tal a nt itru s t  ac t ivi ty .  As i s  

t h e  c as e  i n  mo s t survey s ,  ge nera l iz at ions abod t t h e  cu r rent s tate 

of know ledge in an evo lvi ng f ield c an be ma de only w i th mo re than 

a mo dicum of trep ida t io n . Neve r the le s s  ( and aga i n, as in mos t 

survey s ) , we w i ll p rof fer some d i s pu table impress ions of the 

c u rrent mo ras s . � 

1 Give n  the resul t s  for ma nu f ac tu r i ng a lone , a lowe r  c r i t ic al 
numbe r of e igh t f irms mi gh t be approp r i ate . 

2 One potent ial p roblem w i th the F raas and Greer me thodology is 
that the i r  samp le may not con t a i n  only c ases  of we lf are-reduc i ng 
c o l lu s ion . Asch and Senec a ( 19 7 6 )  h ave argu e d  that co llu s ion is 
o f te n  fou nd in i ndu s tries where produc e r  prof i ts are ve ry  low or 
nega t ive and where c;onsume rs are not pay i ng nc nopo ly pric es .  I f  
th i s  is true ,  the s amp le o f  collu s ion c a s e s  used by Fraas and 
Gre e r  may not u namb i gu ou s ly i ndic ate subs tan t i a l ly d i mi n ished 
welf are . St i l l ,  the i r  samp le of forma l c o l lu s ion c ases  i s  almo s t 
c e rta i n  to cont a i n  at le as t as ma ny c ases of we lf are reduc t ion as 
an equal- s iz ed s amp le of h igh prof i t  or h igh price/c os t  ma rgi n 
f irms . 

3 For i ns tanc e ,  see P lo t t  { 19 8 1 ) a nd Gre ther and Plo t t  
{ for thcomi ng )  • 
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The debate conc e rn ing the c orrec t interp re tat ion of prof i t/ -
-

conc e ntration s tudi es doe s  not qu ite s eem to h ave ende d ,  bu t the 

rec e n t  tradi t ional l i t erature has taken a ch ange i n  d i rec t io n .  

Prior to 19 70 , the co l lu s ion mo de l  o f  ma �k e t  poWe r  imp ly ing a 

pos i t ive conc e ntrat ion/prof i tabi l i ty re 1 a t i �ns h ip held sway . 

S inc e at leas t 1 9 7 7 , the emphas i s  has s h i f ted toward the ma rk e t  

domi nanc e  problem , and the la rge ma rk e t  sha �es held by lead i ng 

f irms have become the focu s of a t tent ion . Th i s  s h i f t c an i n  la rge 

part be attr i bu te d  to the revi s ion is t  e le me nt of the econo mi c s  

p rof ess ion, wh ich has emphas iz e d  t h e  d i f f icu l t ies inherent i n  

ach ievi ng a n d  ma i ntaining co l lu s ive ou tc o me s and the ga i ns f rom 

large -se a le produc t ion . Another reason for the s h i f t f rom t h e  

mo r e  tradi t ional c o l lu s ion mode l h as bee n  th e ve ry  rec ent results 

o bt a i ned f rom 1 i ne-o f -bu s i nes·s da ta,  wh ic h  i. ndic ate that ma rk e t  

share s ,  rather th an conc e ntra t ion,  a re rela ted to h igh prof i t-

abi l i ty .  

Des p i te the sh i f t  in emp i r ic a l and
-

theore t ic a l  research , a .  
--ma:Jo r

--1s sue- n il-1 s eparates the trad i t ionali s ts and the revi 

s io n i s t s .  Th is issue i nvo lve s  the e xi s tenc e  and importanc e  of  

entry ba rriers . Wi thou t s uc h  ba rr iers , the tradi t ional e xp la n a

t ion for ma rk e t  powe r  du e  to e i th e r  c o l lu s ion or ma rk e t  domi na nc 

bec o me s u nappe al i ng .  In add i t ion , the revi s io n i s t de sc r ip t ion c 

an i ndu s tr i al economy mak e s  use of the wn a tu ral f r ic t ions and 

i gnoranc e  tha t  c h arac te r iz e any re a
·
l ec onomy . w l 

1 Dems e tz ( 19 7 3 ) , p .  3 .  
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Whe ther such •natural f r ic t ions• c an reasonably be ch arac teriz ed 

as barriers to entry may be de batable , bu t these fric t ions do pro

vide the revi s ionis t ' s  rat ionale for the exi s tenc e and pers i s tenc e 

o f  economic rents obt a i ned by l arge f irms .  

What does ou r  evi de nc e  imply for horizontal ant i tru s t  pol icy ? 

F i rs t ,  i t  wou ld s eem t h at a broad-based ant ime rge r  po licy mu s t  

rec ogn iz e the importanc e  o f  the presenc e or abs enc e  o f  barr iers to 

entry in spec i f ic c ases . Second , eve n  the trad i t ional l i teratu re 

now i ndic ates that poor performanc e  du e  to ma rk e t  conc entrat ion 

is not a seriou s problem i f  di spa r i ty �n the s iz e  of leading f i rms 

i s  not too large . Th i s  wou ld seem to imply that me rge rs wh ich 

i nc rease the _equali ty of f i rm s iz e s . may be bene f ic i al to 

compe t i t ion as long as the abs olu te number of f i rms i n  
·
a ma rk e t  is 

not too sma l l . Beyond these two ge neral s tateme nts , ; rather l i ttle 

c an be said . The emp i r ic al evi de nc e  i s  too i ne xac t to allow us to 

determi ne the correc t ma rk e t  share s tanda rds that shou l d  trigge r 

enforc eme n t  conc e rns and ou r  theories give us l i t tle i f  any 

gu ida nc e  i n  choos ing s pec i f ic mark e t  s hare or conc entrat ion 

leve ls that are l ikely to lead to poor economic performanc e .  

Desp i te the lack o f  economic cons ensus on these important issues , 

i t  s�ems c lear from a revi ew of the economic l i terature that 

informe d ant i me rge r--po l icy wou l d  c a l l  for a read ju s tme nt of the 

Gu ide l i nes proposed by the Jus t ic e  Departme nt in 19 6 8 . 
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