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Macroeconomists have traditionally had little interest in market power. This is perhaps because the
aggregate effects of market power were seen to be small; Harberger (1954) found that the
deadweight loss due to market power was “no more than a thirteenth of a percent of the national
income”.

This indifference has changed recently, with interest fueled by the increasing availability of firm-level
data sets, falling labour shares and the rapid emergence of new large firms (particularly in the tech
industry) which seem to have market power verging on monopoly.

Key players in this burst of research interest in market power and the macroeconomic implications
include prominently Professor Eeckhout and his collaborators. The estimates they have found for
markups are quite stunning, and have literally been making headlines around the world.

What’s the Fuss About?

The following figure (taken from Eeckhout 2019) shows one of the more well-known results, that
average markups for US publicly listed firms have increased by 40 points, from 1.21 in 1980 to 1.61
in 2016, while median markups have remained quite constant. The most cited number in the recent
literature and the media seems to be 1.6, with accompanying calls for urgent action to improve
competition policy to remove the market power which has allowed markups to increase to such a
level.

Figure 1, De Loecker, Eeckhout, and Unger (2018)
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The results by De Loecker and Eeckhout (2018a) for Australia are similarly striking, as illustrated in
the next figure (taken from Eeckhout 2019), with an average markup of 1 in 1980 rising to nearly 1.6
in 2016.



Figure A.2, De Loecker and Eeckhout (2018a)
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The global picture also reveals a similarly stunning increase in markups, as below (taken from
Eeckhout 2019):

Figure 1, De Loecker and Eeckhout (2018a)
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So, what to make of this? The literature has focused on issues around data and methodology in
examining whether or not such findings are robust. Some observations on this will be given later. For
the meantime, two issues are highlighted, as follows:

1.

For the U.S. there is a rapid increase in the average markup in the last two years; see the
first figure above. This increase seems highly unlikely. Also, if competition policy is failing, as
is argued, then how did it fail so spectacularly in such a short time frame, whereas it seemed
to be successful in holding markups approximately constant at below 1.5 for more than ten
years prior the last two years.

The huge spike upwards in the estimated average markup had a different timing in Australia,
occurring in 2000 and 2001. A 10% Goods & Services Tax (GST) was introduced from 1 July
2000, which seems a likely contributor to this increase. That is, perhaps the data have not
been adjusted for sales tax, instead interpreting the collection of this tax by firms as
contributing to their markups of revenues over costs. The two-stage increase of the average



markup across 2000 and 2001 further suggests this is the case; the authors seem to use
calendar years meaning that approximately only half of the impact of the 10% GST would be
expected to be seen in 2000 given the introduction on 1 July.

A (Very) Brief History of Markup Estimates

There was a previous surge in interest in markups following the seminal work of Hall (1988, 1990) on
their estimation using U.S. industry level data. This research drew many strong reactions and
commentary, such as the following:

o Nordhaus (1990, p. 151): “The results are an embarrassment to the theory, with scale
factors of 33 in food products and 138 in chemicals. The results are completely inconsistent
with engineering production function,..., and common sense.”

e Baily (1990, p. 147): “[a]nother important innovation of this research program has been the

introduction of some rather whacky variables as instruments . . .. In general, it is
problematic to insert instrumental variables without a model to guide how to interpret what
is found”

Hall’s results also spurred on a lot of “stress testing” of his work. This included examining alternative
instruments (e.g. Burnside 1996). It was also noted that Hall econometrically estimated a parameter
and then inverted it to get his markup parameter, which is not the same as estimating it directly
(Bartelsman 1995).

Results for different industries and countries, using different methodologies and both value added
and gross output definitions of output, provided a range of markup estimates for consideration and
debate. Many of these markups were found to be quite high:
e Morrison (1992) found almost 1.3 for U.S. manufacturing and over 1.4 for Japanese
manufacturing.
e Basuand Fernald (1997) found markups of up to 1.72 in U.S. “Manufacturing Durables” and
“Private Economy”.
e Diewert and Fox (2008) similar found high markups for some industries, as illustrated in the
following figure.

Selected Markups for U.S. Manufacturing Industries, Diewert and Fox (2008)
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Fig. 2. Selected markups.



The above figure from Diewert and Fox (2008) illustrates a common feature across this older
literature; markup estimates were high but they did not have large increases over time, and did not
have huge upward spikes as are found in the results of Eeckhout and colleagues.

Stress Testing is Ongoing

As happened following the results of Hall (1988, 1990), stress testing has followed the recent finding
of rapidly increasing markups. It seems that other authors are able to find alternative estimates that
do not exhibit large increases in markups.

Issues raised in the literature include the following:

1. The firm accounting data used are not constructed for measuring economic markups.

2. The classification of variable costs can be important; should it be just Cost of Goods Sold
(COGS) (as used by Eeckhout and co-authors) or also include Selling, General and
Administrative Expenses (SG&A) (as suggested by Traina 2018)? Complicating matters,
classifications for these different concepts may differ across industries (Syverson 2019).

3. Intangible capital should be (fully) accounted for but is typically not.

4. The calculation of user cost can be done under different assumptions.

Commentary on such issues can be found in excellent reviews by Basu (2019) and Syverson (2019).
Some responses to issues raised are provided by “Some Thoughts on the Debate about (Aggregate)
Markup Measurement” by De Loecker and Eeckhout (2018b).

In the following two sections | will add another two items to the list, the first of which has already
been noted in the literature, the second of which | believe is new.

Aggregation

Edmond, Midrigan and Xu (2019) have noted that cost-weighting is more reasonable and leads to
average markups which do not increase like those calculated using the sales-weighted methodology

of Eeckhout and co-authors; see figure 8 from Edmond, Midrigan and Xu (2019) which is reproduced
below:



Figure 8: Cost-Weighted vs. Sales-Weighted Average Markups, Compustat
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Solid blue line shows the sales-weighted average of firm-level markups in Compustat data, as in De Loecker and Eeckhout (2017).
Dashed red line shows the cost-weighted average of firm-level markups. The former has increased by a larger amount, but the
latter is the relevant measure of the aggregate distortion to first-order conditions that results in welfare losses.

It is hard to see why sales share weighting would be chosen for aggregation in this context. The
arguments put forward by De Loecker and Eeckhout (2018b) appeal to the fact that the Consumer
Price Index (CPI) uses sales shares. It is hard to see the connection between the context of a measure
of consumer price inflation and firm markups. Specifically, the weights used for CPI construction are
natural for the context, but that is not the case for markups.

A markup, W, for firm n, with output price vector p, and corresponding output quantity vector yn,
and input price vector w, and input quantity vector x», can be written as follows:

Hn = [PnYn/Wn-Xa]y

where y is a scale factor. Summing over all n=1,...,N firms using cost share weights gives the
following:

Zpn = Z[WaXn/WX][PnrYn/WnXnly = [pry/w-X] ¥

Thus, cost share weighting ensures that the definition of a markup is the same at the aggregate level
as at the disaggregate level. That is, the aggregate markup is the markup of the aggregate. This
seems a simple requirement. Without this, any weighting, and hence any result, becomes
admissible.

It seems unambiguous, therefore, that cost share weighting should be used to get the aggregate
markup. The available evidence (from Edmond, Midrigan and Xu 2019) suggests that doing so results
in markups which in fact have not increased dramatically over time.

Downward Bias in the “Within” Term of the Markup Decomposition

De Loecker, Eeckhout and Unger (2018) use a decomposition of markup growth to look at within,
reallocation and net entry effects. That is, the extent to which markups are changing due to the



markups of firms’ growth, versus reallocation towards firms with higher markups, versus the
replacement of firms with lower markups by firms with higher markups. They find that the role of
the within term has been falling while the role of reallocation has been large, as in the following
figure (taken from Eeckhout 2019):
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Figure 10: Decomposition of markup growth at the firm level.

The decomposition they use has a within term which is not invariant to the treatment of time and
this is likely to create a downward bias, leading to an overstatement of the contribution of
reallocation.

The issue can be illustrated as follows. Their within term is mo(li-Ho), where . is the period t
markup, t=0,1, and mg is the period 0 weight. Consider a reversal of time, or p; = po. Then the within
term is ma(Mo-pa). In general, this will not be the negative of mo(ui-Lo). This is because of the
different weighting of the changes (U1-Ho) and (Ho-p1); Mo is the weight for the first change while m;
is the weight for the second change.

With growing sales of firms with increasing markups, this implies a downward bias in the within
term, as in this case -mi(po-pt1) = m1(pa-Ho) > mMo(pa-Ho).

A Bennet-indicator style of within term, 0.5(m+mo)(l1-Mo), will not have this bias. The reallocation
term would then need to be redefined as well; see Diewert and Fox (2010, equation 31) for more on
decompositions of this type.

Overall

Professor Eeckhout (and his collaborators) have been central to pioneering a re-invigorated
literature on market power. This macro market power literature has examined and revealed much
about:

= |abour’s declining share of income,

= increasing corporate profits,

= increasing margins,

= increasing competition,

= slower productivity growth,

= decreasing firm entry and dynamism



= and reduced investment rates.

This is all extremely valuable. However, it would be inappropriate to conclude that the literature has
reached a conclusion on the role of market power in driving the observed trends. More evidence is
needed, methodological improvements are required, data issues need to be more satisfactorily
addressed and gaps need to be filled.

Hence, while there are many who are claiming otherwise, my view is that there is not enough
conclusive evidence to support radical changes in competition policy. There still seems to be too
much hard and fast uphill “pedalling” to defend markup estimates, that become much more
reasonable with e.g. an entirely reasonable change in weighting in aggregation.
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