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I. Introduction

There is substantial evidence that economic syn-
ergies constitute an important reason for gains to
stockholders of merging firms.! Synergistic gains
can arise through elimination of redundancies
when the merging firms are technologically or
spatially proximate. These efficiency gains lead
to lower marginal costs, consequently lowering
output prices and increasing consumer surplus.
Synergistic gains can also arise through the exer-
cise of market power, with a concomitant reduc-
tion in consumer surplus.? The finance literature,
focusing on valuation effects of merger an-
nouncements, supports the importance of effi-
ciency gains in mergers and rejects the possibil-
ity of monopolistic wealth transfers.3 In contrast,
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1. See Jensen and Ruback (1983); Bradley, Desai, and Kim
(1988); and Jarrell, Brickley, and Netter (1988) for empirical
evidence.

2. Market power, also referred to as monopoly power,
may be defined as the ability to profitably raise price above
the competitive level in a market. Exercise of market power
would be socially efficient only if the firm can perfectly price
discriminate.

3. The term “‘efficiency gains’’ actually includes all actions
that reduce costs. Neither the studies cited here nor the pres-
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While research using
stock prices has re-
jected the hypothesis
that market power is
important in motivating
horizontal mergers,
studies of airfares find
evidence consistent
with a dominant role of
market power in airline
mergers. I integrate
the two lines of re-
search by examining
the same set of airline
mergers from a capital
market viewpoint. Fur-
ther, I link changes

in the stock market to
changes in the product
market, presenting a
dual market perspec-
tive. I conclude that
airline mergers result in
both increased market
power and more effi-
cient operations. The
article has implications
for antitrust policy.
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studies of air fare changes following airline mergers provide evidence
suggesting that wealth transfers from consumers also take place.

Eckbo (1983) and Stillman (1983) examine the stock market reaction
of rival firms to the announcement of horizontal mergers. Though they
find significantly positive abnormal returns to stockholders of rival
firms, they explain that the positive valuation effect may be due to
positive information released by the merger, such as an ‘“‘in play”’
effect—that rival firms are now more likely to be takeover targets. To
separate the market power effect from the information effect, they
investigate stock market returns to rival firms at the time of an antitrust
challenge to the merger. The studies find no statistically significant
abnormal decreases in the stock prices of rival firms, which the authors
claim is inconsistent with the hypothesis that market power is an im-
portant motivating factor in the sample mergers.

In contrast, Borenstein (1990) and Kim and Singal (1993) examine
changes in airfares around airline mergers to test for market power.
They find that airfares on routes affected by a merger increased sig-
nificantly relative to routes not affected by a merger. In addition, Kim
and Singal (1993) find a positive relation between airfare changes and
changes in concentration, which is consistent with the market power
hypothesis. They conclude that, while the airline mergers also lead to
efficiency gains for the merging firms, the effect of market power on
airfares dominates the effect of efficiency gains leading to the observed
net increase in fares.

The differences in the above results underscore the distinction be-
tween tests relying on stock market data and those relying on product
market data. This distinction is also important from an antitrust policy
perspective: while the product market tests directly measure the effect
of mergers on consumers during an observation period, these tests
represent an indirect measure of the effect on stockholders of merging
firms who are responsible for the mergers. However, the stock market
tests, while directly measuring the effect of mergers on stockholders of
merging firms, only indirectly measure the effect on consumer welfare.

With this in mind, a more complete picture of the impact of mergers
requires testing with both stock market and product market data, and
integration of results from the two sources. Furthermore, stock market
tests are considered to have less power than product market tests to
detect market power.* The weakness of traditional stock market tests

ent study makes an attempt to categorize the sources of those gains whether they arise
out of economies of scale and scope or wealth transfers from employees, bondholders,
or the government. Market power, however, refers to wealth transfers from consumers
alone.

4. For a critique, see McAfee and Williams (1988, pp. 199, 203); Bhagat, Shleifer,
and Vishny (1990, pp. 11-12); Prager (1992, pp. 123-24); and Kim and Singal (1993, p.
551). Prager (1992) also analyses a 1901 merger involving two railroads.
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is also illustrated by Slovin, Sushka, and Hudson (1991) who study
airline mergers using stock prices but find no support for the market
power hypothesis in the postderegulation period. Their result is incon-
sistent with my result herein and with the conventional wisdom:
Shleifer and Vishny (1990, p. 748) state, ‘‘The hands-off policy in the
1980s permitted the wave of related acquisitions. In a few cases, such
as airlines, enforcement should probably have been tighter.”

In this article, stock market tests are strengthened by my methodol-
ogy which is devised to reduce some of the potential sources of noise.
First, my sample of airline mergers is drawn from an environment
where enforcement of the antitrust policy was relaxed. In accordance
with the Airline Deregulation Act of 1978, the governance of the airline
industry was transferred to the Department of Transportation (DOT)
on January 1, 1985, for a period of 4 years (1985-88). Until then, from
1938 to 1984, the Civil Aviation Board governed the airline industry.
After 1988, the airline industry was completely deregulated and subject
to antitrust laws like any other industry. During the period of this
study (1985-88), when the DOT also had authority over consolidations,
it did not deny any mergers proposed to it for approval.’ Early on, the
Department of Justice (DOJ) objected to some combinations on anti-
trust grounds: United’s purchase of Pan Am’s Pacific routes, North-
west’s acquisition of Republic, and TWA'’s acquisition of Ozark. How-
ever, DOT, as the final authority, approved them over the objections
of the Department of Justice. In March 1987, the Congress attempted
to (but could not) hasten the transfer of authority to approve airline
mergers from DOT to DOJ. The Department of Justice did not object
to any of the other airline mergers because their ‘‘arguments on earlier
combinations had been ignored.’’® After transfer of antitrust authority
to the Department of Justice on January 1, 1989, DOJ said that airline
mergers will receive closer government scrutiny in the future and that
the department will enforce tougher standards for approval.” Thus, a
study covering airline mergers during the period 1985-88 allows an
examination of firm behavior in an environment in which firms are

5. Dempsey (1990) states on p. 13: ““The DOT approved every airline merger submit-
ted to it.”” Similarly, Berry (1989, p. 176) states: ‘‘After that decision [Northwest-
Republic approval], many mergers were proposed and approved quickly before the
DOT’s power in the area ran out at the end of 1988.”” The feeling is summed up by
Alfred Kahn, the architect of airline deregulation. Carter (1986, p. 64) quotes him in
Fortune: “‘DOT never met an airline merger it didn’t like.”’

6. A quote from Air Transport World (Feldman 1989, p. 36) is illustrative: ‘‘Justice
opposed the mergers that some feel have led to higher fares at St. Louis, Minneapolis
and other points, he [Charles Rule, DOJ’s antitrust chief] reminds. But when asked
why Justice did not oppose the USAir-Piedmont merger, over which there was more
opposition at the time, Rule told ATW, ‘‘ ‘(Our arguments on) the three others (mergers)
were rejected.’”’

7. See Barrett 1989.
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allowed to operate and merge relatively free of controls over corporate
conduct.?

Second, due to the availability of a rich database, we are able to
accurately compute changes in concentration for each market.” My
data also allow me to identify direct competitors as rival firms.!° Fi-
nally, I compute abnormal returns to rival firms relative to the Center
for Research in Security Prices (CRSP) value-weighted index and an
industry value-weighted index comprising airlines not directly compet-
ing with the merging firms. The latter index controls for any common
industrywide effects of the merger.

In Section IV, I report that the stockholders of acquiring and target
firms earn significantly positive abnormal returns. In contrast, stock-
holders of rival firms do not gain, on average, relative to the airline
industry. An examination of abnormal stock returns to individual rival
firms reveals the existence of rival firms that are hurt, and of rival
firms that are helped, by mergers. This finding that rival firms are both
hurt and helped suggests that mergers have both effects: more efficient
operations and less competition. We also find that rival firms of merg-
ers opposed by the DOJ gain significantly more than rivals of other
mergers—this effect is expected if the DOJ is more likely to oppose
market-power-enhancing mergers than other mergers.!' The existence
of both effects is further confirmed when the market power hypothesis
is investigated in Section V. I find that abnormal returns to rival firms
are positively correlated with changes in concentration, which is con-
sistent with increased market power, but negatively correlated with

8. Such an environment is preferred because the presence of an effective antitrust
policy is likely to deter many mergers with a significant increase in market power. The
evidence in Eckbo (1983) and Stillman (1983) is based on mergers in industries governed
by an antitrust policy. Though they are careful in selecting only challenged mergers,
which are most likely to exhibit reduction in competition, the presence of an antitrust
policy is likely to reduce the number of cases where there was a significant increase in
market power. I further test whether the 1985-88 period reflects a relaxation of the
antitrust policy by investigating whether the mergers opposed by the Department of
Justice are different from other mergers: abnormal returns to rival firms are regressed
on a DOJ opposition dummy (equal to one if the DOJ opposed the merger). As rival
firms gain from an increase in market power, I expect the coefficient of the DOJ dummy
to be positive if the increase in market power in opposed mergers is greater than in
other mergers. Regression results reveal that the coefficient of the DOJ dummy is indeed
significantly positive, implying that rival firms in mergers opposed by DOJ gained more
than rivals in other mergers. This also justifies selection of the 1985-88 period during
which mergers could be successful despite DOJ opposition. If the period of study is
extended to include the entire period after deregulation, then two other mergers (Conti-
nental Air with Texas International in 1981 and Air Wisconsin with United Airlines in
1991) would meet the criteria laid down for inclusion in the sample. However, I choose
not to include these mergers because they take place in a different antitrust environment.

9. A market is defined as the route from a passenger’s origin to her or his destination.

10. It is important to identify close competitors because inclusion of other ‘‘unaf-
fected’’ airlines as rivals will weaken our tests.

11. See n. 9 above.



