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ABSTRACT 

In the 1 980s, the antitrust enforcement agencies 
have rejected the idea that mergers in declining 
industries should receive special consideration. This 
paper develops reasons why declining industry mergers 





I. INTRODUCTION 

In the 1980s, there has been an ongoing debate in the antitrust 

community concerning the appropriate policy towards mergers in declining 

industries. Companies have asked the Department of Justice (DOJ) and 

Federal Trade Commission (FTC) to look favorably on mergers in declining 

markets to generate benefits for stockholders. Under the Reagan 

administration, the antitrust agencies rejected these requests, leaving firms 

in declining industries with only the ability to appeal to the special 

circumstance considerations currently used in merger analysis. 

We believe it is time to reconsider this decision. In particular, there 

are two attributes of a declining industry that merit detailed examination. 

First, the traditional analysis ignored the special consideration that price 

increases and efficiencies deserve in the context of a declining industry. 

Second, recent economic literature suggests that the market solution to the 

declining industry problem (given the government has proscribed mergers) 

may not be efficient. Thus, current policy towards declining industry 

mergers may be imposing real welfare costs on society. 

This paper highlights the efficiency reasons for a more permissive 

failing industry antitrust policy. In Section II, we review the existing 

literature on declining industries and antitrust in order to examine the 

current policy of focusing on post-acquisition price and giving declining 

industry mergers no special consideration. Section III discusses the potential 
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industries are evaluated in Section IV. We note 



alternative purchaser exists, the firms in a declining industry are likely to 

merely sit by and watch it exit. No firm will need to buy the business to 



production agreements to remain in business. The program was justified by 

pointing to the increase in economies of scale that was transforming the 

industry into a number of local natural monopolies (Carlson, 1982 at 671). 

Although the natural monopoly problem differs from a generic declining 

industry problem in that surviving firms are likely to be profitable, both 

situations require a rationalization of the number of competitors. By 

allowing joint production agreements, the government hoped to facilitate the 

exit of redundant production assets from the business, while maintaining 

some independence for the firms. Since only four firms used the program 

from its inception in 1970 to 







the merger, government enforcement action can be expected to protect 

consumers and their low prices.7 

The economic justification for the price test appears to be based on 

Posner'S 



producers are allowed to make a competitive return on their investment. Let 

us say that the sovernment was considering requiring General Motors and 

Ford to sell cars at their short run marginal cost. In the short run, GM 

and Ford would produce more cars, 



maximum value of goods and services at minimum cost. In a world where all 

resources are perfectly mobile, any adverse shifts in supply or demand would 

generate economic losses that would induce firms to either exit or contract. 

Thus, the declining industry problem would quickly correct itself. 

In the real world, 



discontinuity in the relevant marginal cost curve, it is by no means 



Figure 1 
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(3-3) l/ed < (l - (v/P2)J/MS 

as the condition for a reduction in output not to occur. 

For instance, let us assume that the market share of �~� combined firm 

is 60 percent, the market price downturn is 5 percent, and the percentage of 



antitrust case can be as high as (l/.05) 20. Thus, the antitrust authorities 

can be expected to bring a large number of collusion cases where the 

relevant market elasticities in absolute terms are between I (which appears 

to be the Schwartz threshold) and 20. Therefore, Schwartz's critique does 

not pertain directly to DoweWs model. Rather it is a criticism of the rules 

by which antitrust cases are brought. 

C. Price May Rise. But There is No Free Lunch 

Given that the conditions of Part B do not hold and the merger will 

result in higher prices, the government's price-based antitrust policy appears 

justified in the simple world described in Part A. After an adverse supply 

or demand shock, the market responds by lowering the value of sunk assets. 

Businesses still earn normal returns on their variable costs, although 

substantial losses may be incurred in accounting terms on their sunk assets 
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Figure 2 
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to produce a higher level of output in long run equilibrium (point F instead 

of point D). Thus, the 





permissive policy, firms will be unable to justify the lower risk premiums 

necessary for the lower prices. Guidelines, stating a declining industry 

policy, may represent a way around this problem. If the government 

attempts to cheat on this policy, then the merging parties can use the 

government's own guidelines against it in court. 

Third, a change to a 
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industries are more subject to collusion because of a lower threat of entry, 

it appears highly likely to us that they would seek to block such a merger. 

The industry structure postulated above is likely to generate exit 

externalities which could be captured through merger. The reason is that 

there is a high variation of firm size, and thus a high variation in the levels 

of the return to the externality of 





first industry has a pre-acquisition H of 3000 and a variation coefficient 

(v2/n) of 1333. The second has an H of 2800 and a variation coefficient of 

300. Thus. using this method we can conclude that the first industry H 



that the best method of internalizing these factors is by merger, a tight 

merger policy may result in inefficient exit from declining industries, and 

thus higher long term prices to consumers. 

Our analysis suggests that a more lenient declining industry antitrust 

policy is appropriate. Whether the policy is implemented on a case-by-case 

basis or through rules depends on the overall efficiency of each approach. 

A case-by-case analysis would compare efficiencies to welfare triangles and 

then consider the coefficient of variation of the Herfindahl Index to capture 

exit externalities. A declining industry rule would attempt to allow 

acquisitions in declining industries as long as price does not rise 

significantly above the long run competitive level. Such a rule c o m p e t i t 7 5 . 5 3  T m  ( c o m p a r e  ) 0 . 0 5  T c  1 1 . 2 0 0 7  0  n o t  coefficient 





Appendix 

Comparing the "Dueling Triangles" 

This appendix will derive a method for determining which of the 
"dueling triangles" of Figure 2 is larger in expected value. Let p equal the 
probability of industry decline. Consumers in a permissive policy regime 
receive triangle AEH with probability I-p. Consumers in a tight policy 
regime receive triangle FBG with probability p. If the permissive policy is 
more favorable to consumers it implies 

(A-I) (l-p) AEH > p FBG 

With linear demand curves we know that 

(A-2) AEH "" .5 (PI - Ps) (EH). 

where k is a function of the slope of the demand curve. This implies 

Similarly. 

For the permissive policy to favor consumers implies 

or 

In expected value terms. we know that the area lost to producers in a 
downturn (PIDCP2) equals the area gain to producers under a permissive 
policy (P1AHP2). This implies 

Let R :0: Q2/Ql' R<l. (A-7) can be rewritten as 

Substituting into (A-6) and dividing both sides by p yields 

as the condition for the permissive policy to be favorable. We also know 
that 

26 



or 

(A-II) 

Substituting into (A-9) and dividing by (PI - p:z)2 yields 

(A-12) 

It can be shown that the smaller R is, the higher p must be. For 
simplicity, let R-t. (A-12) becomes 

(A-13) p(l-p) > (l_p)2 

or 

(A-I4) p>.5 

We expect R to be slightly 
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