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Does Common Ownership Explain
Higher Oligopolistic Profits?

Edward B. Rock and Daniel L.. Rubinfeld

13.1 INTRODUCTION

There is compelling evidence that both concentration and profitability in oligopolis-
tic industries have increased over the past two decades. Over roughly the same time
period, the concentration of shareholding in the hands of the largest institutional
investors has dramatically increased, with a corresponding increase in the degree to
which investors (such as Vanguard, State Street, and BlackRock) own large equity
stakes in competing portfolio companies. A number of authors have argued that the
growth in this ‘common ownership” has caused the increase in oligopoly profits and
have proposed a variety of policy responses.

In this paper, we review the available evidence. We argue that as of now (a) the
evidence that common ownership is the driving force behind the increasing oligop-
oly profits is unconvincing, (b) there are plausible competing explanations for the
correlation between profitability and common ownership. As a result, (c) regulatory
intervention directed against common ownership is not currently warranted, given
the significant costs of such intervention.

This paper proceeds as follows. In Section 13.2 we provide an overview of the
evidence that concentration and profitability have increased. In Section 13.3,
we consider the evidence that increased common ownership is the cause of the
increase in profitability. Section 13.4 considers alternative explanations for the cor-
relation between increasing concentration, increasing profitability, and increasing
common ownership, along with the available evidence in support of these alterna-
tive hypotheses. Section 13.5 considers the policy implications of the current state
of play.

Edward B. Rock is the Martin Lipton Professor of Law at NYU; Daniel L. Rubinfeld is Professor
of Law, NYU and Robert L. Bridges Professor of Law and Professor of Economics, Emeritus, UC
Berkeley.
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13.2 THE EVIDENCE: CONCENTRATION AND PROFITABILITY

Over the past two decades, major industries in the US and worldwide have become
more concentrated and, over the same time period, more profitable. The US
Council of Economic Advisors 2016 ‘Issue Brief documents that between 1997 and
2012 changes in the revenue share of the largest firms in a variety of industries have
ranged between —2% and 11.4%, with the majority of those firms showing substan-
tial increases." More recently, a study by Bajgar et al. used firm-level concentration
measures and found that the share of industry sales due to the 10 largest companies
in 10 European economies increased on average by 2% in manufacturing and 3% in
non-financial services from 2001 to 2012.* The authors conclude that there has been
a clear increase in industry concentration in both Europe and North America (from
2000 to 2014) by between 4% and 8%, with the absolute increase being somewhat
greater in North America.

Industry-specific studies support and augment this broad picture. To mention just
a few, a 2010 Congressional Research Service study by Shields found that between
1971 and 2002 dairy industry concentration increased in eight of the nine agricul-
tural industries studied.* Gaynor, Ho, and Town found that between the early 19gos
and 20006, the average HHI for hospital markets increased by about 50% to approxi-
mately 3,200, substantially above the DOJ/FTC Guidelines’ 2,500 cutoff measure
of high concentration.” With respect to mobile wireless, concentration has steadily
increased over time, highlighted by the recent successful acquisition of Sprint by
T-Mobile, that left the US with only three facilities-based wireless carriers having a
national footprint.®

Interestingly, there are significant exceptions to this overall pattern in some high-
profile markets. Froeb and Werden found that US airline route-level HHIs slightly
decreased over their broad period of study, ranging from 1984 through 2012.7 Likewise,

US Council of Econ Advisers, ‘Issue Brief: Benefits of Competition and Indicators of Market Power’

(April 2016).

Matej Bajgar and others, ‘Industry Concentration in Furope and North America’ (2019) OECD

Productivity Working Papers, Paper No 18, 2019.

3 The increased consolidation in the US has been echoed in the Canadian economic environment. A
2019 study by Bawania and Larkin shows that one-third of Canadian industries have seen an increase
in the HHI of over 50%. See Ray Bawania and Yelena Larkin, ‘Are Industries Becoming More
Concentrated? The Canadian Perspective’ (20 March 20 2019) (unpublished manuscript).

4+ DA Shields, ‘Consolidation and Concentration in the US Dairy Industry’ (2010) Cong Research
Service Rq1224. See also R] Sexton and Tian Xia, ‘Increasing Concentration in the Agricultural
Supply Chain: Implications for Market Power and Sector Performance’ (2018) 10 Ann Rev Resource
Econ 229 (discussing concentration and coordination in the agri-food supply chain).

5 Martin Gaynor, Kate Ho, and Robert Town, “The Industrial Organization of Health-Care Markets’

(2015) 53 ] Econ Lit 235.

For historical perspective, see FCC, ‘Eighteenth Mobile Wireless Competition Report’ (2015) 30

FCC Red 14515 (18).

LM Froeb and GJ Werden, ‘Don’t Panic: A Guide to Claims of Increasing Concentration’ (2018)

Antitrust Magazine. Froeb and Werden reference three papers with differing periods of study. For the
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a study by the UK Social Market Foundation found little indication of increasing
concentration in most UK consumer markets over the period of 2000 to 2017.5

The link between concentration and profitability has been more contested. Antitrust
law, scholarship, and policy have all been based on a link between the two.? Indeed,
that link has been one of the foundations for the DOJ-FTC Horizontal Merger
Guidelines. The Guidelines, in turn, were highly influenced by the ‘Structure-
Conduct-Performance paradigm’ in Industrial Organization.' Convincing empirical
analysis has historically been sparse for a variety of reasons that modern industrial
organisation scholarship describes. For one thing, concentration is not an exogenous
force; as a result, we cannot be certain of the direction of the concentration-profitability
relationship. For another, published concentration measures are often not coincident
with the relevant economic markets that underlie industrial organisation economics.

Studies looking for evidence from earlier periods have found weak or no corre-
lation between these variables." Indeed, the uncertain connection between indus-
try concentration and anticompetitive outcomes is one of the reasons why, in the
Guidelines, HHI levels are the starting point for further investigation and do not,
on their own, trigger challenges.” Post-2000, however, the evidence of this link is
more robust. A Swiss finance Institute Research Paper by Grullon et al, supports the
correlation between concentration and profit margins.’® The authors find that more

1984—90 period, Borenstein found that route-level HHIs on domestic US routes decreased slightly.

See Severin Borenstein, “The Evolution of U.S. Airline Competition’ (1992) 6 J Econ Perspectives

45. For the 1995-2009 period, according to Hiischelrath and Miiller the HHIs for the largest 100

short-, medium- and long-haul routes revealed a general downward trend in concentration. See Kai

Hiischelrath and Kathrin Miiller, ‘Low Cost Carriers and the Evolution of the Domestic U.S. Airline

Industry’ (2012) 13 Competition & Regulation in Network Industries 133. Finally, for the 2007-12

period, the US Government Accountability Office (GAO) concluded that there was a slight reduc-

tion in concentration in the highest-travelled markets. See GAO, ‘Airline Competition: The Average

Number of Competitors in Markets Serving the Majority of Passengers has Changed Little, but

Stakeholders Voice Concerns about Competition” (June 2014) 26 www.gao.gov/assets/gao-14-515.pdf.

Scott Corfe and Nicole Gicheva, ‘Concentration not competition: the state of UK consumer mar-

kets’ (The Social Market Foundation, October 2017) www.smf.co.uk/wp-content/uploads/zo17/10/

Concentration-not-competition.pdf. See also TA Lambert and ME Sykuta, “The Case for Doing

Nothing About Institutional Investors’ Common Ownership of Small Stakes in Competing Firms’

13 Virginia Law and Business Review 213 (2019).

9 P. Areeda and H. Hovenkamp, Antitrust Law: An Analysis of Antitrust Principles and Their
Application (CCH), Paragraph 404(d)(concentration-performance evidence). F.M. Scherer & David
Ross, Industrial Market Structure and Economic Performance 4-6, 411—447 (Houghton Mifflin 1990);
Herbert Hovenkamp, Federal Antitrust Policy: The Law of Competition and Its Practice 1.7, at 42—44
(1994) (describing the relationship between the structure-conduct-performance paradigm and merger
law of the 1950s-1960s).

' The SCP paradigm can be traced back to the work of Bain. See, e.g. ]S Bain, ‘Relation of Profit Rate

to Industry Concentration: American Manufacturing: 1936 to 1940’ (1951) 65 OJ Econ 293.

For a thoughtful early overview, see Richard Schmalensee and Robert Willig, Handbook of Industrial

Organization, vol 2 (Elsevier 1989) 951-1009.

2 DOJ and FTC, ‘Horizontal Merger Guidelines’, s 1.5, ss 2—5.

3 Gustavo Grullon, Yelena Larkin, and Roni Michaely, ‘Are US Industries Becoming More
Concentrated?’ Review of Finance, Volume 23, Issue 4, July 2019, pp. 697—743.

https://doi.org/10.1017/9781108899956.018 Published online by Cambridge University Press


http://www.gao.gov/assets/gao-14-515.pdf
http://www.smf.co.uk/wp-content/uploads/2017/10/Concentration-not-competition.pdf
http://www.smf.co.uk/wp-content/uploads/2017/10/Concentration-not-competition.pdf
https://doi.org/10.1017/9781108899956.018

Does Common Ownership Explain Higher Oligopolistic Profits? 255

than three-fourths of US industry have experienced an increase in concentration
levels over the past two decades and that those industries with the highest increases in
concentration have seen higher profit margins. The authors credit these changes in
part to reduced antitrust enforcement and increased technological barriers to entry.”

Along the same lines, an informative paper by Gutierrez and Philippon shows clearly
that there has been an increase in the HHI in most US industries and correspondingly
an increase in profit margins as measured by the Lerner index.’® The evidence that,
since 2000, increased concentration is correlated with increased profitability suggests
that an adequate theory must explain two things: why is there a correlation between
concentration and profitability? And why has there been a strong(er) correlation post-
2000 than pre-2000? Jonathan Baker tells a compelling story. According to Baker,
large businesses have profited by using sophisticated pricing algorithms and customer
data to secure substantial, persistent advantages over smaller players.'7

13.3 HAS COMMON OWNERSHIP LED TO HIGHER PROFIT
MARGINS? THE CLAIMS AND A CRITIOQUE OF THE EVIDENCE

Much of the current debate results from the extraordinary attention attracted by Jose
Azar, Martin C. Schmalz and Isabel Tecu’s (AST) widely read working paper (now
published in the Journal of Finance) that claims the increased common ownership
by diversified investors has caused a significant increase in the price of airline tick-
ets.® A related paper claims that the same effect is found in commercial banking."
In response to the dramatic claims of these papers, there has been a huge outpour-
ing of theoretical and empirical research and analysis. In this section, we briefly
review that research.

13.3.1 The AST Claim

Azar, Schmalz, and Tecu make two main arguments. First, they argue that manag-
ers of firms in concentrated industries characterised by high levels of common own-
ership will have an incentive to adopt a ‘soft competition” strategy out of deference

4 See ibid 6-11.

5 ibid.

Germin Gutierrez & Thomas Philippon, ‘Declining Competition and Investment in the US’ (2017)
National Bureau of Economic Research Working Paper No 23583. The Lerner index is a measure of a
firm’s profit margin (typically the gross profit margin as a percentage of the price of the product). See
¢.g. RS Pindyck and DL Rubinfeld, ‘Market Power: Monopoly and Monopsony” in Microeconomics
(gth edn, Pearson 2018).

Jonathan B Baker, The Antitrust Paradigm: Restoring the American Economy (Harvard University
Press 2019).

José Azar, MC Schmalz and Isabel Tecu, ‘Anti-competitive Effects of Common Ownership’ (2018) 73
J Fin 1459.

José Azar, Sahil Raina & MC Schmalz, ‘Ultimate ownership and bank competition’ (May 4, 2019)
(unpublished manuscript) https://ssrn.com/abstract=2710252.
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to their shareholders” ownership of competing firms. Second, they argue that, in
fact, this is what has happened in the airline industry — with the effect of increasing
ticket prices. As noted, a related paper finds that common ownership had the same
effect in the commercial banking industry.

13.3.2 Concerns with the AST Claim

There are a variety of theoretical and empirical concerns that have been raised
in response to these claims. As we have argued in detail elsewhere, it is unclear
whether shareholders as a group would in fact have an incentive to encourage firms
to adopt a ‘soft competition” strategy.* While there is clearly a degree of common
ownership among airlines, there is also substantial heterogeneity, with a mix that
has varied substantially over time. Thus, while the common holdings of the larg-
est index funds have remained fairly constant, as would be expected for funds that
track an index, the holdings of actively managed investors are large and have varied
substantially over relatively short time periods. AST’s argument that managers of air-
lines will sacrifice their own airline’s profits out of deference to investors’ holdings
in competitors assumes a degree of commonality in the holdings of investors that,
in practice, does not exist. Moreover, when investors” portfolios are heterogeneous,
each investor will have a different view of the right sort of competition within the
industry and the extent to which managers should take into account the effect on
competitors of a competitive strategy.

These concerns point to a more fundamental question: how exactly would an
individual firm find a way to maximise the weighted average of the profits enjoyed
by the shareholders of all of the firms in the industry, accounting for some share-
holders’ ownership of horizontal competitors? Does this broader more complex
objective function explain the strategic behaviour of the airlines more accurately
than the usual firm-based profit maximisation assumptions? We have seen no com-
pelling evidence that firms, in fact, take their sharcholders” investment portfolios
into account in setting competitive strategy.

This leads directly into a second set of concerns with the AST argument: what is
the basis for thinking that common owners have the ability to influence managers
to soften competition even if doing so would increase the investors’ portfolio value?
The corporate governance channels by which investors would influence managers
in the way that AST hypothesise remain obscure. While sharecholders elect direc-
tors, who disclose vast amounts of information in proxy statements, we are not aware
of any directors who have ‘run’ on a ‘soften competition’ platform. While sharehold-
ers have a periodic non-binding vote on management compensation, this is likewise
too blunt an instrument to be plausible.

** EB Rock and DL Rubinfeld, ‘Antitrust for Institutional Investors’ (2018) 82 Antitrust L] 279.
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What has led the AST paper to attract such attention, however, is not the theo-
retical possibility but, rather, the empirical claim that common ownership has actu-
ally resulted in significantly higher prices in airlines and other industries. Their
empirical analysis of the airline industry starts with an analysis of the correlation
between the change in the degree of common ownership and airline fares (using a
measure of overlapping ownership that O’'Brien and Salop used in their quite dif-
ferent cross-ownership context — the MHHIA). AST then treat an exogenous event
that increased ownership concentration — BlackRock’s 2009 purchase of Barclay’s
iShares business — as a natural experiment to determine whether a change in owner-
ship concentration leads to an increase in ticket prices.

Every step of this analysis has been subjected to substantial scrutiny. First,
Hemphill and Kahan show that the use of MHHIA as the measure of ownership
concentration is problematic because it is not the right measure for testing plausible
channels of influence and the channels of influence that it tests are not plausible.”
Others agree that the MHHIA is not a useful measure for a variety of other reasons
and have tried to develop alternative approaches.*

Second, and more fundamentally, Backus et al show that looking for correla-
tions between prices and common ownership concentration runs into all of the
same issues that have long been raised about correlations between prices and market
concentration, as measured by the HHI.* Specifically, the results are often spuri-
ous or impossible to interpret; ultimately, the relationship identified is an equilib-
rium outcome that may well not identify any meaningful economic relationship.
Moreover, there are issues concerning the appropriate choice of profit weights and
endogeneity with respect to the determination of prices, outputs, market shares, and
concentration.

Third, the empirical results in the airline industry are not robust. Dennis et al
and Kennedy et al have both shown that the AST results are extremely sensitive to
initial assumptions.™

* CS Hemphill and Marcel Kahan, “The Strategies of Anticompetitive Common Ownership’ (2020) 129
Yale L] 1392.
Matthew Backus, Christopher Conlon, and Michael Sinkinson, “Theory and Measurement of
Common Ownership’ (2020) 110 AEA Papers and Proceedings 1; Matthew Backus, Christopher
Conlon, and Michael Sinkinson, ‘Common Ownership and Competition in the Ready-to-eat
Cereal Industry’ (Draft, September 2018); Erik Gilje, TA Gormley and Doron Levit, ‘Who's Paying
Attention? Measuring Common Ownership and Its Impact on Managerial Incentives’ Journal of
Financial Economics, 2020, vol. 137, issue 1, 152-178.
3 Matthew Backus, Christopher Conlon & Michael Sinkinson, ‘The Common Ownership Hypothesis:
Theory and Evidence’ (2019) Brookings Economic Studies Paper, Feb 5 2019.
* See PJ] Dennis, Kristopher Gerardi, and Carola Schenone, ‘Common Ownership Does Not Have
Anti-Competitive Effects in the Airline Industry” (2019) Mclntire School of Commerce Working
Paper https://papers.ssrn.com/sol3/papers.cim?abstract_id=3063405#. For a broader criticism of AST,
see Pauline Kennedy, Daniel P. O’Brien, Minjae Song and Keith Wachrer, “The Competitive Effects
of Common Ownership: Economic Foundations and Empirical Evidence’ (July 2017) (unpublished
manuscript) https://papers.ssrn.com/solz/papers.cfm?abstract_id=3008331.
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Fourth, if the AST theory is correct, one would expect to find similar effects in
markets other than airlines and banking. To our knowledge, such attempts have
failed. Backus et al, in a working paper, find that the results cannot be replicated in
the ready-to-eat cereal market, despite similar levels of market and ownership con-
centration.” With respect to banking, Gramlich and Grundl find little evidence of
economically large effects of common ownership on profits 2

Koch, Panayides, and Thomas have carried out some interesting empirical tests
across a wide range of product markets. They conclude that higher industry com-
mon sharcholding levels have no robust, positive effects on industry profitability
measured as either the average cross-industry ratios of revenues over costs or the
price-cost margin.*” Knowing the difficulty of drawing causal conclusions absent an
ideal randomised experiment (the system receives a random shock in the form of an
unexpected change in the extent and/or form of common ownership) the authors
looked for structural breaks in time series that might be indicative of the possibility
of a related quasi-experiment. They found no systemic changes in markups or price-
cost margins following dramatic changes in common ownership. The same conclu-
sion flowed from industry-level regressions of profitability on non-price competition
proxies for common ownership, with controls that take into account other aspects of
institutional ownership and differences in industry structure.?

Although the research triggered by the AST paper reinforces our doubts about the
unilateral effects theory that is at the heart of the AST analysis, we remain agnostic
with respect to the more general claim that common ownership has led to higher
profit margins and prices. As we explain in our most recent common ownership
paper, there are a number of potential links, but we have yet to see empirical evi-
dence establishing a compelling causal story linking the growth of common owner-
ship with systemic coordinated anticompetitive effects.*

»  Backus, Conlon, and Sinkinson, ‘Common Ownership and Competition in the Ready-to-eat Cereal
Industry’ (n 23).

Jacob Gramlich and Serafin Grundl, “The Effect of Common Ownership on Profits: Evidence from
the US Banking Industry’ (2018) FEDS Working Paper No 2018-06g.

7 Koch, Andrew & Panayides, Marios & Thomas, Shawn, 2021. “Common Ownership and Competition in
Product Markets,” Journal of Financial Economics, Elsevier, vol. 139(1), pp. 109-137.

For a study that draws similar conclusions, see Katharina Lewellen and Michelle Lowry, ‘Does
Common Ownership Really Increase Firm Coordination?’ | Fin Economics (2021) vol. 141(1), pp. 322-344
(finding no evidence that common ownership increases the likelihood of firm coordination, as
measured by joint ventures, strategic alliances, or mergers).

EB Rock and DL Rubinfeld, ‘Common Ownership and Coordinated Effects’ (2020) 83 Antitrust L]
201, 222-24. A recent paper by Mengde Liu (‘Players Behind the Scenes: Common Ownership in the
Hospital Industry,” Draft, October 31, 2019) claims to find causal price effects from common ownership
in the hospital industry. The author conducts a range of statistical tests, but in the end several major
conceptual flaws remain: (1) The lead-lead and other methods to treat endogeneity are not compelling;
(2) There is no explanation as to the causal mechanism by which the common owners impact hospital
management behaviour (while the author cites our coordination paper, the paper uses a unilateral effects
methodology); and (3) There is no attempt to account for any hospital or hospital systems mergers.
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13.4 ALTERNATIVE EXPLANATIONS FOR THE CORRELATION
BETWEEN CONCENTRATED MARKETS, HIGHER PROFITS,
AND CONCENTRATED COMMON OWNERSHIP

If the increase in common ownership is not the cause of the increase in concentra-
tion or profitability, what might that cause be? In this section, we consider some
alternative explanations.

13.4.1 Reverse Causation? Suppose that Savvy Investors Invest in Oligopolies?

Observers have noted that Warren Buffett, a legendary investor, tends to invest in
oligopolies.? Indeed, he has explicitly noted that the most wonderful business to
invest in is one with pricing power.?' If other savvy and successful investors follow a
similar strategy, then the increase in common ownership in concentrated industries
may be the result of concentration and profitability and not the cause of either.

As an explanation, this has some plausibility. Because oligopolies and monopolies
tend to have high and sustained profits, it is not crazy to think that savvy investors
would disproportionately gravitate to such investments and, having identified an
oligopoly, invest in many if not all the firms in the market.

At the same time, this explanation has its limits. First, it does not explain the tim-
ing: why did concentration, common ownership, and profitability all increase since
around z000? Second, the persistence over time is puzzling because it is unclear
why unsophisticated investors would not eventually learn to follow the lead of the
sophisticated investors. Third, it may be a complementary rather than competing
explanation if Buffett and the other common owners somehow put pressure on mem-
bers of an oligopoly not to engage in sharp competition, or if, in anticipation of such
pressure, managers tailor their strategies to the savvy investors’ portfolios.

13.4.2 Might There Be a Common Cause?

The most interesting and puzzling finding in the literature is that the link between
concentration and profitability is clearer post-2000 than pre-2000. Concerns about
the limits of oligopoly competition go back decades, as do concerns with common

3 Jonathan Tepper and Denise Hearn, ‘Where Warren Buffett and Silicon Valley Billionaires Agree’
(Barron’s,11 December 2018) www.barrons.com/articles/myth-of-capitalism-book-excerpt-51544500404;
Paulo Santos, ‘A Warren Buffett Insight: Buy Monopoly-Like Situations (Seeking Alpha, 28 December
2015)  https://seckingalpha.com/article/3778976-warren-buffett-insight-buy-monopoly-like-situations;
Vincent Fernando, ‘Warren Buffett Building a Cosy Insurance Oligopoly” (Business Insider, 26
February 2010) www.businessinsider.com/buffett-2o10-2; ‘Finding Stock the Warren Buffet Way,
Part 3: A Screen for Identifying Consumer Monopolies™ http:/Aveb.csulb.edu/~pammerma/finz82/
screener/buffetts.htm.

3" Nicholas Vardy, Ts Warren Buffett the Ultimate Anti-Capitalist?’ (Liberty through Wealth 20 November

2018) https://libertythroughwealth.com/2018/11/20/warren-buffett-anti-capitalist-anti-competition.
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and cross-ownership.3* The fact that the link has become stronger since 2000 raises
the possibility that some other recent change is primarily responsible.

What are the main changes that plausibly could have such a significant effect?
Two candidates come to mind: technology (especially in markets with strong net-
work effects); and the old bogeyman, regulation. Might some combination of these
explain the observed changes? Might the increase in concentration, the increase
in profitability and the increase in common ownership all be a consequence of the
impact of technology and/or regulation? In this section, we examine the plausibility
of this suggestion.

In an insightful paper by Autor, etal., the authors suggest that ‘superstar firms’ - firms
whose productivity and rate of innovation allows them to outgrow their competitors —
account for the increased market shares of the leading firms in some industries.?? Put
simply, the higher productivity of the superstars allows them to cut costs and reduce
price (while in many cases increasing their price/cost markups and their profitabil-
ity).3* The ability to undercut competitors allows the firm to grow market share as well.

What ‘special sauce’ could make a firm into a superstar and allow it to remain
one? Autor and his co-authors suggest that the increase in market shares might be
attributed to greater competition caused by globalisation, especially in markets
in which demand is relatively elastic. This, however, seems unlikely because, as
Bessen points out, there does not appear to be any correlation between the extent of
globalisation and the extent of industry concentration.?

Bessen makes a plausible argument that the ‘special sauce’ is the sustained
increase in productivity that derives from proprietary advances in information tech-
nology. Whether due to network effects, technological advances, or more generally
effective competitive mechanisms, we can expect the more technologically produc-
tive firms to have a substantial competitive advantage over firms that are less pro-
ductive. This offers a good explanation for the increased profitability of a number of
oligopolistic industries.

Delving more deeply into the sources of I'T" productivity, Bessen credits the dif-
ferential productivity of firms to management’s ability to utilise its software devel-
opment abilities to take advantage of economies of scale as well as network effects.
He notes that the development of I'T systems has varied substantially across firms.3

3* USv EI du Pont de Nemours & Co, 353 US 586 (1950).

33 David Autor, David Dorn, Lawrence Katz, Christina Patterson and John Van Reenen, “The Fall of
the Labor Share and the Rise of Superstar Firms’ (2020) 135 OJ Econ 645.

34 ibid 6. Autor et al. point out the conditions under which higher markups are likely to be achieved.

35 James Bessen, ‘Information technology and Industry Concentration’ (2019) Boston University
School of Law, Law and Economics Research Paper No 17-41 https://scholarship.law.bu.edu/
faculty_scholarship/267.

36 Dan Andrews, Chiara Criscuolo, and PN Gal, “The Best versus the Rest: The Global Productivity
Slowdown, Divergence across Firms and the Role of Public Policy” (2016) OECD Productivity
Working Papers No 5 (016); Giuseppe Berlingieri, Patrick Blanchenay, and Chiara Criscuolo, “The
great divergence’ (2017) OECD Science, Technology, and Industry Policy Papers No 39.
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The key is whether firms (a) have the ability to develop cutting edge systems and
(b) have the management or software development skills to put new technologies
into the marketplace.

This is a compelling perspective that offers a set of explanations for why there
has been substantial variation in the growth and profitability of oligopolistic firms.
In particular, it potentially explains why there has been a parallel increase in con-
centration in airlines and banking: in both, proprietary I'T has arguably provided
enduring competitive advantages.

With respect to banking, nearly a decade ago Hughes and Mester found evidence
that I'T development costs along with network effects help explain the presence
of substantial-scale economies.?” They pointed out that proprietary I'T" can help
explain the reallocation to more productive firms, increased industry concentration,
and growing profit margins. Delving more deeply into the cost functions of banks,
the authors emphasise that larger banks have a greater ability to manage the scale
economies that flow from the diversification of risk.3®

Now consider airlines. The airline industry utilises highly sophisticated software
technologies in managing (i) the allocation of equipment among a multitude of
available routes; (ii) the allocation of available seats among the available categories
(first class, economy plus, regular economy as well as ‘opaque’ seats sold to businesses
that are heavy users); and (iii) the offering of ticket prices up to 11 months in the
future for all air classes. These software technologies, along with the substantial
network effects that flow from the hub and spoke business model, have allowed
three of the four major US carriers to achieve reasonable levels of profitability in a
competitive environment. The fourth, Southwest Airlines has been the most profit-
able.? Southwest has at best a partial network operation. It has benefitted generally
by flying point to point in competition with profitable network routes, while utilis-
ing airports with relatively low utilisation fees.

[tis worth considering whether the increase in common ownership is driven by the
same technological changes. Asset management likewise combines extreme compe-
tition with economies of scale driven by technology. The largest managers of index
strategies — BlackRock, State Street, and Vanguard — have developed systems that
allow for the deployment of massive amounts of capital at an extraordinarily low cost
(at Vanguard, 4 basis points), while still making money. BlackRock combines addi-
tional technological advantages with its Aladdin platform, an operating system for

37 JP Hughes and L] Mester, ‘Who Said Large Banks Don’t Experience Scale Economies? Evidence
from a Risk-Return-Driven Cost Function’ (2013) 22 ] Fin Intermediation 559.

For recent empirical evidence that these scale economies are significant, see DC Wheelock & PW
Wilson, “The Evolution of Scale Economies in US Banking’ (February 2017) (unpublished manu-
script). See also SA Asongu and NM Odhiambo, ‘Size, Efficiency, Market Power, and Economies of
Scale in the African Banking Sector’ (2019) 5 Fin Innovation 4.

39 See, e.g. Mark Israel, Bryan Keating, Daniel L. Rubinfeld and Bobby Willig, ‘Airline Network Effects

and Consumer Welfare” (2013) 12 Rev Network Econ 1.

38
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investment professionals that manages large volumes of investment data, maintains
quality control, and allows for a wide range of analyses for its clients. On the other
hand, itis less clear whether the technological sophistication of BlackRock, Vanguard,
and State Street provides any enduring competitive advantage, given that the sort of
technology necessary for running an index fund at scale is likely to be widely avail-
able. The popularity of index strategies combined with standard economies of scale
provide an alternative explanation for the increased concentration in asset manage-
ment, even as asset management overall remains a fragmented industry.*

If some version of the claim that proprietary improvements in information tech-
nology is the heart of the special sauce is correct, it could explain why AST observe a
correlation between concentration, common ownership and profitability in airlines
and banking while Chris Conlon and co-authors find no such relationship in break-
fast cereals. Here, the suggestion would be that proprietary software and network
effects play an important role in airlines and banking but a relatively minor role in
a classic consumer product market like ready to eat cereals.

13.5 CURRENT POLICY IMPLICATIONS

The rise of the large institutional investors over the last 30 years has been the biggest
‘story’ in corporate governance.* With AST’s pathbreaking work on the competi-
tive effects of common ownership, we are at the beginning of what promises to be
a fascinating investigation of the competitive effects of common ownership. In this
section, we consider some of the policy implications of this new debate.

Some who are convinced by the AST analysis have proposed systemic solutions
to what they believe is a systemic problem. Einer Elhauge argues that the current
common ownership by the largest institutional investors constitutes a continuing
violation of Section 7 of the Clayton Act and possibly Section 1 of the Sherman Act
and advocates for government enforcement actions and private class actions.# As we

4 While BlackRock, Vanguard, and State Street are the dominant players for indexed strategies, the
overall asset management industry is quite unconcentrated. See e.g. Francesco Franzoni, ‘Table 1’
in ‘The effects of concentration in the asset management industry on stock prices’ (VOX-CEPR,
3 June 2019) https://voxeu.org/article/concentration-asset-management-industry-and-stock-prices;
Itzhak Ben-David, Francesco Franzoni, Rabih Moussawi and John Sedunov, “The Granular Nature
of Large Institutional Investors’ (2020) National Bureau of Economic Research Working Paper 22247
www.nber.org/papers/w22247; Kenechukwu Anadu, Mathias Kruttli, Patrick McCabe and Emilio
Osambela, ‘The Shift from Active to Passive Investing: Potential Risks to Financial Stability?” (2018)
Federal Reserve Bank of Boston Working Paper RPA 18-04 www.bostonfed.org/-/media/Documents/
Workingpapers/PDF/2018/rpai8oy4.pdf.

# EB Rock, “The Logic and (Uncertain) Significance of Institution Shareholder Activism’ (1991) 79
Geo LJ 445; Bernard Black, ‘Agents Watching Agents: The Promise of Institutional Investor Voice’
(1992) 39 UCLA L Rev 811; LA Bebchuk, Alma Cohen, and Scott Hirst, “The Agency Problem of
Institutional Investors” (2017) 31 ] Econ Perspectives 89; EB Rock and Marcel Kahan, ‘Index Funds
and Corporate Governance: Let Shareholders be Shareholders’ 100 B.U. Law Review 1771 (2020).

+ Einer Elhauge, ‘Horizontal Shareholding’ (2016) 129 Harv L Rev 1267, 1301-16.
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have discussed at length elsewhere, we disagree with Elhauge’s legal analysis.#® For
what it is worth, we are not aware of any enforcement actions or private class actions
embracing Elhauge’s legal theory.

Posner, Scott Morton, and Weyl are, likewise, convinced by the AST analysis
and have proposed an alternative to complete divestiture. In their view, the danger
posed by common owners is so severe that they should be put to a choice: divest all
but one firm in each oligopoly; or limit holdings to less than 1% and pre-commit to
governance passivity by sterilising votes.* Given the huge benefits of index investing
for ordinary investors, and what we view as the generally positive role that the largest
institutional investors play in corporate governance, we think that the Posner et al
policy change is not warranted by the evidence gathered to date, and would cause
significant harm.

For both Elhauge and Posner et al.’s proposals, the difficulty of replicating the
AST results in other industries, discussed above, undermines the case for a global/
systemic reform. Rather, any intervention addressing the anticompetitive effects of
common ownership should require a specific showing of such effects, based on
particularised industry findings. Although common ownership is a market wide phe-
nomenon, there is no evidence that the supposed anticompetitive effects of com-
mon ownership obtain in every concentrated market.

Although unconvinced that common ownership undermines competition system-
ically, common ownership does raise significant antitrust issues that enforcement
authorities should investigate. First, in oligopolies, shareholders — whether they are
common owners or undiversified owners — can indisputably play an anticompetitive
role. They can, for example, organise competitors into a ‘hub and spokes’ conspiracy
and, if they do so, will violate Section 1 of the Sherman Act and be subject to crimi-
nal sanctions and treble damages.®> Likewise, there are a variety of other plausible
coordinated scenarios in which shareholders can cause competitive harm, such as if
shareholders act as a trustworthy conduit for communication among competitors, or
advocate an industry-wide anticompetitive compensation structure and even possi-
bly as the spreader of anticompetitive practices.#® In each of these cases, depending
on the factual context, shareholder conduct may violate existing antitrust law and
be subject to sanctions.

Finally, there may be implications for merger policy. The European Commission,
in the Dow/DuPont matter, suggested that, in light of the AST analysis, the treat-
ment of traditional measures of market concentration, such as the HHI, should
be supplemented by the MHHIA to take into account the competitive effects of

# Rock and Rubinfeld, supra note 20, at 251-262.

# This can be implemented either by common owners committing not to vote their shares or, to avoid
depriving companies of a quorum at the annual meeting, committing to vote their shares in propor-
tion to how the non-common owners vote (what is known as ‘mirror voting’).

4 Rock and Rubinfeld, ‘Common Ownership and Coordinated Effects’ (n 30).

4 ibid.
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common ownership. This is unwarranted for a number of reasons beyond the pre-
liminary nature of the AST results. First, in mergers of commonly owned firms, while
incorporating MHHIA may affect the threshold at which enforcement officials look
closely at mergers on the grounds that HHI understates the pre-merger competitive
condition, it will likewise reduce the significance of any increases in HHI resulting
from the merger (on the same grounds). Second, while focusing on MHHIA points
in the right direction in the review of mergers between a large incumbent and a
non-commonly owned maverick firm, merger policy already subjects such mergers
to enhanced scrutiny. In such cases, focusing on MHHIA adds little.

But suppose that the relation between increased industry concentration, increased
oligopoly profits, and increased common ownership since 2000 is all the result of
a common cause. What if it turns out that the rise of superstar firms, driven by
changes in information technology, network effects, regulation, and/or globalisa-
tion, is responsible for the simultancous increase in concentration and common
ownership? What are the implications?

This will be an important debate going forward. Some will argue that the rise
of superstar firms should justify stricter merger control.#7 Others, however, will
argue that the rise of the superstar firms — firms that become and remain superstars
because they reduce costs and increase output at the same time as they increase
profits — calls into question the fundamental assumptions of current merger regula-
tion. If the superstar firm hypothesis is confirmed, these will be among the most
important debates of the next era of antitrust enforcement.

47 See Carl Shapiro, ‘Protecting Competition in the American Economy: Merger Control, Tech Titans,
Labor Markets’ (2019) 33 ] Econ Perspectives 69, 75 (noting that if Azar, Schmalz, and Tecu’s claims
find additional support in future research, they would provide an additional basis for stricter merger
controls).
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