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IS Rising Product Market Con-
centration a Concerning Sign
of Growing Monopoly Power?

Big firms are coming to dominate markets, but that need not imply it's time for

government to step in.
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ecent evidence suggests that pro-
Rduct market concentration has

been on the rise in the U.S. since
the early 1980s.' This means that sales
in a broad set of markets appear to be
concentrating in a smaller share of firms.
In other words, big firms are coming to
dominate markets. This rise in concentra-
tion concerns policymakers, as it suggests
that product markets are becoming less
competitive. Healthy competition, most
economists agree, is an important feature
of a well-functioning market, allowing
consumers to get the best possible prices,
quantity, and quality of goods and
services. And to ensure that competition
prevails, government should enact and
enforce antitrust regulations.

Rising concentration has coincided with
other, related long-run changes: rising
firm profit rates and markups, weak wage
growth (and a related decline in the share
of output paid as compensation to work-
ers), low firm investment, low productivity
growth, and a decline in firm entry.

In this article, I review recent studies
related to this rise in concentration and
consider the economic significance of
this trend. I suggest a more positive inter-
pretation of the evidence. It may be that
firms are growing larger due to a change
in productive technologies that favors
larger firm size, as development in infor-
mation technologies is making it feasible
to operate on a larger—even global—scale.
In this context, the benefits of concen-
trating economic activity may outweigh
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the costs of larger firms profiting from their market power.
But to fully understand the situation, we need more detailed
analyses of specific markets.

Interpreting the Evidence
Economists often interpret market concentration as a measure
of market power. It’s a straightforward analysis: Just use sales
revenues to calculate the share of market activity accounted
for by large firms.>

The U.S. Census Bureau tracks market concentration by
industry, providing measures of industry-level concentration
with comprehensive coverage of economic activity across
the U.S. This evidence reveals increased concentration since the
early 1980s, with product markets in most industries becoming
more concentrated (Figure 1). Between 1982 and 2012, the market
share of the top four firms increased from 14 to 30 percent in
the retail trade, 22 to 29 percent in the wholesale trade, 11 to 15
percent in services, and 39 to 43 percent in manufacturing.
In utilities and transportation, furthermore, the same measure
increased from 29 to 41 percent between 1992 and 2012.3

FIGURE 1

Top Firms Have Seen Their Share of Total Sales Grow
5-year percentage point increase in share of industry sales going to 20 largest
firms in each industrial sector, 1982-2012 for retail trade, wholesale trade, services,
and manufacturing, 1992-2012 for finance and utilities and transportation.
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Sources: U.S. Economic Census; Autor et al. (2020).

Rising concentration appears to be an international pheno-
menon. Evidence from Organisation for Economic Co-operation
and Development (OECD) sources shows measures of concen-
tration rising between 2001 and 2012 in Europe, with a 2 to 3
percentage point increase in the share of industry sales going to
the largest 10 percent of firms.+

Before drawing conclusions from this evidence, it is good to
recall that market concentration is an imperfect measure of
market power because it represents an outcome of competition
that in turn depends on various features of the market environ-
ment. Market power refers to the ability of a firm to influence
the prices it charges, which generally leads to higher prices than
in a competitive market. Although market power is generally
associated with concentrated product markets, a very compe-
titive product market could also raise market concentration by
preventing all but the lowest-cost providers from entering. In
other words, the relationship between competition and concen-
tration can go either way.s

It is also important to define a product market thoughtfully
when calculating market concentration. Concentration statistics
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are generally aggregated, so they ignore more-detailed product
heterogeneity as well as the geographic aspect of product mar-
kets, which can be local rather than nationwide.

Due to these caveats, I see if two alternative indicators of
market power are consistent with the suggested increase in
monopoly power.

Alternative Measure No. 1: Profit Rates
During this increase in market concentration, the average
corporate profit rate for publicly traded firms has risen substan-
tially, from 1 percent in 1980 to 8 percent in 2016.6 The increase
has been driven by growth in the profitability of the most profit-
able firms, rather than by an across-the-board increase in firm
profitability. The most profitable firms have become even more
profitable, attaining profit rates of 15 percent or more.

Extending these calculations to the broader universe of firms
is challenging, because information on the balance sheets of
privately held firms is private. However, studies using more-
aggregated (and hence less-detailed) data covering the broader
universe of firms show a rising share of aggregate firm profits
since the early 1980s, too.”

These calculations suggest that the share of output paid
to workers as well as the share of output paid to capital have
both declined over this period. As a result, the share of output
going to firm profits has risen. We should remain cautious in
interpreting these intriguing findings, however, as calculating
the share of output paid to capital involves making a number of
assumptions that influence the results. Firms own various kinds
of capital but do not generally report estimates of the corre-
sponding costs of holding these assets. Moreover, a share of
firms’ productive assets—such as software and product designs—
are not even physical, making it even more difficult to assess
the corresponding costs.®

Aggregated data have the benefit of allowing us to study
the evolution of profits over a longer time horizon. (The data
on publicly held firms are less suited to this purpose because,
earlier on, fewer firms chose to become publicly traded.) Thanks
to the longer time frame, we see that even though the average
of firm profits has risen since the 1980s, today’s average is not
particularly high relative to the broader period since World War
II. From this perspective, the changes in profitability are not
so alarming.

In any case, firm profitability is also an imperfect measure of
market power. Even though there are circumstances where
a fully competitive market should drive profits to zero, there are
natural circumstances where one would expect to observe
positive profits in a competitive market—for example, when firms
invest in capital up front and recover related profits later. This
capital may be tangible, like equipment and structures (and hence
more easily measured), or it may be intangible and thus harder
to measure. The growing importance for firms of intangible capi-
tal, which is associated with the development of new technologies
for producing goods and serving customers, may contribute to
the recent changes in profit rates.
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Alternative Measure No. 2: Markups

Recently, economists have closely observed an alternative mea-
sure of market power, the price-cost markup that firms charge
(that is, the ratio of price to the cost of producing an additional
unit of output to sell). In a fully competitive market, competition
should drive prices down to zero markup. A monopoly producer,
on the other hand, would generally set a higher price, selling
fewer units at a positive markup.

Recent studies have found that markups, like profit rates, have
indeed increased: Based on evidence on public firms, the average
markup has risen significantly, from 20 percent in early 1980 to as
high as 60 percent in 2016 (Figure 2). And as with profits, this rise
in average markups was driven by high-markup firms growing
larger and taking over a larger share of industry sales.

FIGURE 2

Average Markup Rose as the Largest Firms Took a
Greater Share of Sales

Average markup for publicly traded firms, 1980-2016
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Sources: Compustat North America Fundamentals
Annual via Wharton Research Data Services (WRDS);
De Loecker et al. (2020).
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Again, we must be cautious in interpreting these findings due
to the assumptions behind the measurement. Firms use different
types of inputs; taking them all into account appropriately poses
a challenge, especially when seeking to calculate markups across
a broad range of industries at the same time.®

If anything, the increase in markups appears to have been
larger than the increase in profit rates. We can reconcile the
magnitudes of the two effects (that is, the size of the increases
in profits vs. markups) if we consider the increase in overhead
expenses. If a growing share of firm costs take the form of over-
head, markup measures tend to grow for that reason alone. Even
in a fully competitive environment where profits remain zero
throughout, an ongoing increase in overhead requires firms to
raise markups to cover these expenses.'°

4 Federal Reserve Bank of Philadelphia

Research Department 2021Q2

Making Sense of It All

Profit rates and markups, in addition to the increase in concen-
tration, suggest that market competition is declining. It seems
that sales in many markets are increasingly dominated by large
firms making greater profits through higher markups (while
leaving their workers with a smaller share of the pie). This sug-
gests that the government needs to use antitrust law to limit the
growth in market power of large firms. However, there remain
reasons to be cautious when considering this evidence.

For one, the phenomenon is affecting not just the U.S., so it is
likely not driven by U.S.-specific policies. This suggests that the
underlying causes may be technological rather than institutional.
Perhaps modern technology, most notably the development of
information technologies, favors a larger scale of operations.
There may be social costs associated with firms profiting from
their market power, but if the technology has changed to favor
operating at a larger scale, the benefits of increased firm size may
outweigh the costs."

Although this economywide evidence helps us observe broad
patterns, to ultimately understand what is happening we must
analyze individual industries and the concrete changes affecting
them. There is substantial heterogeneity across markets, after all.
To illustrate this point, I revisit the trends in market concentration
from two alternative perspectives. One perspective defines
a market as a narrow geographic area, instead of considering total
industry sales across the U.S., while the other defines a market
in terms of a product.

The Importance of Localized Product Markets
Many product markets are local. Examples include grocery stores,
and the retail sector more generally, as well as many services,
like haircuts. In these product markets, transportation costs limit
the number of providers of goods and services that individual
consumers (or firms) can choose from in practice, an issue that
economists ignore when they calculate concentration measures
using all providers nationwide. It turns out that when we re-
define a market as a localized geographic area, we no longer find
rising product market concentration.

When a recent study defined a market as all firms in a specific
industry in a specific county, it found that average market con-
centration fell from 1990 to 2014, even while the more broadly
defined measures of concentration rose. Local product markets
have thus seen sales spreading out among more firms over this
period, rather than the opposite.

The finding of falling concentration in more narrowly defined
product markets holds across a broad range of industries. This
means that for product markets that are truly local, such as many
markets for services and retail, the nationwide statistics are mis-
leading. On a national level, sales may be concentrating in
a smaller number of large firms, but in local product markets we
see the opposite.
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How can we reconcile these two opposing trends? National
sales may be concentrating in a smaller number of large firms,
but these large firms may be expanding into a growing number
of local markets served by smaller local firms. Indeed, the study
found that the expansion of the largest firms explains much of
the divergence in these trends, while local competitors persist
despite the entry of these large firms into their local markets.

The Importance of Product-Level Markets
Industry-level concentration statistics also aggregate over differ-
ent types of products, sometimes more appropriately viewed as
separate product markets. A recent study looked at changes

in product-level markets, focusing on the retail trade and items
generally found in grocery stores.

The study documented a growing number of product varieties
per product category available to households. Households’
options have thus increased, whatever may have happened
to firm competition during this time. And correspondingly, ag-
gregate household spending has also spread out across varieties,
with households taking advantage of this increase in options.

Yet the study found that individual households are concen-
trating their spending on a shrinking number of varieties. Even
though the product space is expanding with options, suggesting
increasing competition in these markets, individual households
are self-selecting into smaller niche markets—making it less clear
whether competition in the relevant product markets is increasing
or decreasing.

To connect these product-level observations to competition
among firms, we must connect product varieties to the
relevant firms, something the study did not attempt. Howev-
er, this example highlights the need to carefully consider the
changing competitive environment in individual markets before
drawing conclusions from broader aggregate-level patterns.

Conclusion

Faced with evidence of rising concentration, profits, and markups,
it is hard to avoid thinking that the economy is seeing a wide-
spread increase in monopoly power, which calls for increased
government intervention in markets. However, this conclusion
might not be warranted. Technological change may favor a
larger scale of operations, justifying larger firm size despite
corresponding increases in market power. What’s more, aggre-
gated evidence can mask what is actually happening. The
bird’s-eye view has its benefits, but we need to consider specific
markets in more detail before taking action. H
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Notes

1 See Council of Economic Advisors

(2016) and Autor et al. (2020).

2 The two most common mea-

sures of market concentration are
the Herfindahl-Hirschman Index—
the sum of squared market shares

across firms in the market—and

the combined market shares of

the largest firms in the market.
3 See Autor et al. (2020).

4 See Bajgar et al. (2018) and

Criscuolo (2018).

5 See Syverson (2019). There is
corroborating evidence that the

share of output paid as compen-

sation to workers has declined

more in industries that are more
affected by rising concentration,
which is consistent with firms in
these industries retaining greater

profits. See Autor et al. (2020)

6 See De Loecker et al. (2020).

7 See Barkai (2020).

8 See Karabarbounis and Neiman

(2018).

9 See Basu (2019), Syverson
(2019), and Traina (2018).

10 See De Loecker et al. (2020).

11 See Autor et al. (2020) and De

Loecker et al. (2020).

12 See Rossi-Hansberg et al. (2020).

13 See Neiman and Vavra (2020).
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