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It is beyond doubt that competition in markets, impacting a common consumer’s life at present, is much higher in comparison to what it used to be earlier in the Vietnamese context. The question though is whether the consumer is benefiting and will continue to benefit from enhanced level of competition. 
Let’s take an interesting case from India: 
Earlier the telecom consumer of India had to suffer at the hands of the public sector service providers, e.g. Mahanagar Telephone Nigam Ltd. (MTNL). With liberalization of the telecom sector, private players were allowed to enter the wireline and wireless (includes local loop and mobile telephony) segments of the telecom space. At present there are around 17 established entities offering each of these services to around 400 million plus customers across different telecom circles of India. Although across all telecom circles there are more than 12 established entities offering these services in each telecom circle, the number of service providers that operate is around 5 in each of the telecom circle (region designated to the providers for provision of service in each region of India). In spite of competition being ushered and consumers joining in throngs in the mobile telephony space, the telecom companies present in one telecom circle as late as 2007-08, were only allowing the consumers of mobile service providing companies not present in their circle to inter-connect at exorbitant charges.  Finally the regulator created by the Government of India known as the Telecom Regulatory Authority of India (TRAI) had to step in and set the rules.  In the last two years, this sector has witnessed a spate of mergers. In spite of the presence of competition and telecom tariffs falling steeply in the mobile telephony segment, the Government in the beginning of 2009 accused the ‘Big Three’ mobile service providers of cartelization and hoarding of spectrum beyond contractual obligations. 

The example above clarifies that competition in a sector is not permanent once it gets injected. Continued efforts are required for it to be retained and further enhanced. A strong competition law and an institution that can implement it effectively are therefore required. 
I. Economic Approach to Competition Law
1.1 From the experience of other countries, it is reasonable to say that a strong competition law, particularly in the context of Vietnam, can only function if it is complemented by an analytical approach that can help in creating normative standards, provide techniques that can utilize data to clarify concepts and be consistent in its interpretation as the law evolves. This is exactly where the added value of an economically oriented approach to competition law manifests itself. To put it succinctly:

1. Economic analysis provides insights into relative normative standards for the purpose of competition policy and law;

2. Economic criteria become useful to clarify meaning of several concepts within competition policy and law; and

3. Econometrics (a branch of economics) arms analysts with quantitative techniques which can help in utilization of various forms of data relevant to the case in point.
1.2 Dominant view within competition authorities in the EU and the US (where competition policy and law has evolved over the last three decades), is that the goal of competition law is to protect competition in a market as a means of ensuring efficient allocation of resources and enhancing consumer welfare.  (Source; Van den Bergh R. & Camesasca P. (2006); European Competition Law and Economics: A Comparative Perspective; Sweet & Maxwell; London)
1.3 This module assumes that efficiency and consumer welfare are appropriate normative goals of competition law.
1.4 The following is the scheme of the material enclosed for this module;

· Sections II to VI introduce the reader to the basic microeconomic concepts and their applications to competition law;

· Sections VII and VIII sheds light on concepts such as appreciable adverse effect on competition and substantial lessening of competition 
· Sections IX and X provide insights on the concept of ‘relevant market’

· Sections XI discusses the concept of ‘market power’ and shares some insights on various methods use to measure the same

II. Some basic concepts

2.1 In order to fully appreciate different notions of efficiency (such as allocative, productive and dynamic efficiency) and consumer welfare and their relevance for competition policy, it is important to introduce ourselves to basic micro-economic notions such as perfect competition, consumer surplus, producer surplus, monopoly and oligopoly.

2.1.1 Perfect Competition, Consumer Surplus and Producer Surplus
When analysts refer to perfectly competitive market, they are referring to a market with the following characteristics:

· Supply side: there are a large number of producers (firms) acting as price takers who decide independently without collusion on their actions. No single firm has a sufficiently large degree of market power to influence the market outcome;

· Demand side: there are a large number of buyers who are acting independently and have no power to control the market place through their behaviour;

· Entry and exit: cost of entry and exit is low therefore allowing producers to exit and enter a sector freely and easily.
· Product homogeneity: the products sold are assumed to be homogenous and therefore do not allow consumers to perceive quality differences between goods. Price therefore remains the only variable that influences purchase of goods.

· Zero transactions costs
: goods can be exchanged without costs and flow freely to ones that value them the most. 

The following is graphical representation of a perfectly competitive market.






The aggregate market demand curve shows the quantity that consumers are willing to purchase at different prices. This demand curve is the relation between total demand of all consumers in the market and the price of the goods being sold. The market supply curve shows the quantities that producers are willing to supply at different prices. 
The short-term aggregate demand and supply curves are simple summations of individual demands and individual supplies.

The point where demand and supply curve intersect is market equilibrium (at point E in the graph above). 

Since some consumers are willing to pay higher amounts for the product than the market price, they earn a consumer surplus. In the graph above, this is the equal to area of ∆ Ap*E. This area measures the willingness to pay within consumers. 
The producer surplus is equal to the area of ∆ Bp*E. This area is a measure for the difference between the revenue and production costs for firms. 
Total surplus = consumer surplus + producer surplus = Area of ∆ Ap*E + Area of ∆ Bp*E = Area of ∆ AEB

The total surplus at the level of the market is maximized at competitive equilibrium, i.e. at point E. 
2.1.2 The following table captures important differences across different market structures such as perfect competition, monopoly, monopolistic competition and oligopoly:

	
	Perfect Competition
	Monopoly
	Monopolistic Competition
	Oligopoly

	STRUCTURE
	
	
	
	

	Number of firms
	Many
	One 
	Several
	Few 

	Type of output
	Homogenous
	Not applicable
	Heterogeneous
	Homogeneous or Heterogeneous

	Entry/Exit
	Free
	Barriers to entry
	Free
	Strategically created barriers to entry

	Information
	Full and symmetric

	Firm’s demand curve
	Price taker – horizontal 
	Price Maker – downward sloping
	Price Maker – downward sloping
	Price Maker – downward sloping

	Market demand curve
	Downward sloping
	Firm is the same as market
	One does not really draw it
	Downward sloping

	CONDUCT
	
	
	
	

	Behavioural assumptions and implications 
	Profit maximizing firms’

Marginal Revenue (MR) = Marginal Cost (MC)  at profit maximizing output
	Profit maximizing firms’ MR = MC at profit maximizing output

	Short run profit
	Could be positive, zero or negative

	Long run profit
	Zero
	Positive or zero
	Zero 
	Different under different situations

	PERFORMANCE
	
	
	
	

	Allocative efficiency
	Yes 
	No
	No 
	Possible in certain cases

	Productive efficiency
	Yes 
	Probably
	No 
	Probably

	Price versus Marginal Cost
	Price = MC at profit maximizing output
	Price is greater than MC at profit maximizing output
	The relationship between price and marginal cost is defined by situations 

	EXAMPLES
	a wholesale vegetable market; a market for taxi services in Hanoi, market for ball point pens below the value of VND 3,000 per unit; market for normal variety of lead pencils that can be sharpened
	Market for railway services; market for fixed line telephony before telecom sector was liberalized. 
	Market for cola drinks that do not contain fruit juice; packaged fruit juice market
	Market for refrigerators and washing machines in Vietnam. 


III. Allocative Efficiency
3.1 At a general level, allocative efficiency implies that firms produce what buyers want and at prices they are willing to pay for. For example, let us take market for lead pencils that can be sharpened using a normal sharpener. We find that firms entering this market face no barriers to entry or to exit. More importantly, they manufacture lead pencils that buyers want and are in a position to sell it at a price which is affordable to consumers. One finds that prices for a pack of these lead pencils (a pack of 12 or 10 such pencils is generally sold in shops) of a particular lead quality/thickness, always gyrate in a very small range. This manufacturers arrive at their individual prices (within that small range) based on their experience in the market thereby making the market allocatively efficient. They very well know that if they cross that range, the consumers will not be willing to pay for the price and hence the allocative efficiency will be breached.
3.1.1 Allocative efficiency in perfectly competitive markets

An equilibrium of a perfectly competitive is allocatively efficient. This is explained as follows: 

If the price deviates from its equilibrium level, excess supply or excess demand would result in the marketplace. In the case of surplus, with the actual price being higher than equilibrium value, the excess production will be reduced by a price decrease. As a result of the price decrease, the firms that are still able to cover their production costs will produce less and those that are not in a position to do so will exit the market. 
Thus, at an equilibrium price in a perfectly competitive market, firms are in a position to produce an equilibrium quantity of goods required by consumers at a price they are willing to pay. 

3.1.2 Allocative efficiency in case of monopoly markets

Due to higher prices in a monopoly market, consumers also purchase less quantity of goods in comparison to what they purchased in a perfectly competitive market. This is termed as a ‘deadweight loss’ for the economy. This is so-called allocation effect of monopoly. 

By combating monopolies and cartels that achieve monopoly power, competition authorities reduce the negative consequences of monopolies and improve upon allocative efficiency. 

IV. Consumer welfare
4.1 Besides concepts of consumer and producer surplus (discussed above) two other concepts are critical to measure consumer welfare. They are Pareto optimality and Kaldor-Hicks criterion.

Pareto optimality is realized when it is no longer possible to enhance the welfare of one or more economic subjects (in our case a consumer or a firm) by a change in the transaction or production conditions without diminishing the welfare of some other subject in the same economic system. 

4.2 Consumer welfare in perfectly competitive markets
As shown earlier, the total surplus (sum of consumer and producer surplus) is maximized at competitive equilibrium, whereas disequilibrium situations result in surplus losses. Total welfare is therefore maximized in perfectly competitive markets.
We have already seen that a perfectly competitive market is allocatively efficient. Moreover, in a perfectly competitive market when products are sold at prices covering the marginal cost of production no consumer (producer) can be made better off without making a producer (consumer) worse off. Hence a perfectly competitive market is also Pareto efficient. 
4.3 Consumer welfare in monopoly markets

In the context of a monopoly market, a part of the consumer surplus is redistributed to the monopolist as producer surplus or monopoly rent. This is the so-called price effect of monopoly, i.e. consumers pay more price in comparison to the price that would have been paid for the same product in a perfectly competitive market. The price effect, which may actually result in a loss of consumer welfare, may not necessarily result in a total welfare loss. 

The deadweight loss (allocation effect of a monopoly) caused by the monopoly (as discussed above) indicates the scope for Pareto improvements.
4.4 Kaldor-Hicks criterion
The most important question that arises from discussions in 4.2 and 4.3 is whether maximization of total surplus would necessarily lead to maximization of consumer surplus. In fact, the main argument against the consumer welfare standard based on the concept of ‘surplus’ is that it discriminates between individuals in different interest groups (shareholders and consumers).
The Kaldor-Hicks (K-H) criterion typically addresses this problem. The K-H criterion accepts restraints of competition if they lead to an increase in welfare of producers that is greater than the ensuring loss suffered by consumers. 

A K-H criterion allows for changes in which there are both winners and losers, but requires that gainers gain more than what losers lose. 

V. Productive and Dynamic Efficiency

5.1 Productive or technical efficiency implies that output is maximized by using the most effective combination of inputs thereby minimizing internal slack (popularly referred to as X-inefficiencies). The goal of productive efficiency implies that more efficient firms, which produce at lower costs, should not be prevented from taking business away from less efficient ones.

5.2 Dynamic efficiency is achieved through diffusion of new products and production processes over time, such that there is enhancement in social welfare.
5.3 Application of efficiency criteria 
When welfare improvements concern allocative efficiency, it must be shown that there are cost efficiencies and that these efficiencies are sufficiently large to be passed on to consumers. In the case of dynamic efficiency, it must be shown that new and improved products create sufficient value for consumers. 

While measuring welfare improvements in the case of allocative efficiency is possible, the difficulties to assign values to dynamic efficiencies remain an issue to be resolved.

Conflicts between different efficiency goals 
– Use of K-H criterion in Merger Control
The tensions between allocative, productive and dynamic efficiency goals are clearly visible in merger control regulation. Mergers may enable merging firms to achieve important scale economies and thus improve productive efficiency, but at the same time enable previously independent firms to collude and raise prices above competitive levels, thereby causing allocative inefficiency. 

By using the K-H criterion which allows for maximization of total welfare, competition authorities may clear mergers that enable the merging firms to achieve important scale economies and thus improve productive efficiency. 

The total welfare standard accepts that producers capture the surplus as long as their gains are higher than the losses of consumer surplus.

Source: Van den Bergh R. & Camesasca P. (2006); European Competition Law and Economics: A Comparative Perspective; Sweet & Maxwell; London

VI. Efficiency goals, Consumer Welfare and the Competition Law 2004 of Vietnam
6.1 The Competition Law 2004 of Vietnam prohibits certain competition-restricting agreements (in other words, anticompetitive agreements), but allows exemption for a definite term if these agreements meet one of such criteria as: (i) Rationalizing the organizational structure, business model, raising business efficiency; (ii) Promoting technical and technological advances, raising goods and service quality; (iii) Promoting the uniform application of quality standards and technical norms of products of different kinds; (iv) Harmonizing business, goods delivery and payment conditions, which have no connection with prices and price factors; (v) Enhancing the competitiveness of small- and medium-sized enterprises inter alia; in order to reduce costs to benefit consumers.
 In addition, those cases of economic concentration (in other words, mergers and acquisitions) which are otherwise prohibited by the law could be exempted if “the economic concentration has an effect of expanding export or contributing to socio-economic development, technical and technological advance”.
 
6.2 It is clear from these provisions that the Competition Law 2004 of Vietnam is open to the possible use of Kaldor-Hicks criterion as a normative standard if it is in a position to protect consumer interest. 
VII. Appreciable Adverse Effect on Competition and Substantial Lessening of Competition

7.1 Agreements and combinations can generate efficiencies as well as adversely impact competition in a relevant market or a geographical jurisdiction. For example, assume that two firms who individually control around 10% of the market share in a said relevant market decide to merge. While they may not be in a position to use their market share to adversely impact the market, it could very much be possible that with a 20% market share post merger they would be in a position to inflict injury on their competitors and consumers as a result of their enhanced market share. The infliction of injury could be more serious if the combination is vertical in nature. Competition authorities are concerned about agreements with adverse impacts that are appreciable in character. 
7.2 In the context of the EU, agreements between undertakings are caught by the prohibition rule of Article 81(1) when they are likely to have an appreciable adverse impact on the parameters of competition on the market, such as price, output, product quality, product variety and innovation. Agreements can have this effect by appreciably reducing rivalry between the parties to the agreement or between them and third parties. However agreements that genuinely benefit consumers and do not unnecessarily restrict competition are still permitted.
7.3 The European Commission also follows a practice of promulgating mechanisms such as “block exemption regulations” (BER) that set out circumstances under which vertical arrangements are automatically exempted under Art. 81(3). The BER makes great strides in applying economic rather than formalistic analysis to the antitrust treatment of vertical restraints, and explicitly recognizes many of the efficiency enhancing reasons for vertical restraints.

7.4 Nevertheless, Article 81 is still likely to subject a greater number of agreements to condemnation than would US antitrust law. For example, the exemption applies only to firms with less than thirty percent market share; US courts typically use a higher market power threshold as a screen for rule of reason analysis. Further, the BER explicitly spells out several categories of so-called “hard core” distribution restrictions that essentially are per se illegal, including indirect minimum resale price maintenance, some territorial and customer restrictions, restrictions to sell only to end-users imposed on retailers in a selective distribution system, restrictions on cross supplies within a selective distribution system, and restrictions on component suppliers to sell the components they produce to independent repairers or service providers.

7.5 Art. 81 subjects more vertical agreements to summary condemnation than the US Sherman Act § 1, which analyzes all vertical agreements (with the exception of explicit minimum resale price maintenance) under the rule of reason. 
8.6 The concept of substantial lessening of competition is seen to be utilized in merger regulation. It is extremely popular in US jurisdiction. Section 7 of the Clayton Act, 15 U.S.C. § 18, makes it illegal for two companies to merge “where in any line of commerce or in any activity affecting commerce in any section of the country, the effect of such acquisition may be substantially to lessen competition, or to tend to create a monopoly”. 
7.7 Herfindahl-Hirschman Index (HHI), which measures the sum of the squares of the market shares of every firm within the market, thereby giving greater weight to the market shares of the largest firms, is frequently utilized by the US authorities to indicate substantial lessening of competition. The HHI takes into account the relative size and distribution of the firms in a market, increasing both as the number of firms in the market decreases and as the disparity in size among those firms increases. The absolute level of HHI can provide an initial indication of the competitive pressure in the market post-merger. 
7.8 According to the US Department of Justice Merger Guidelines, a market with an HHI of less than 1000 in “unconcentrated”. An HHI between 1000 and 1800 indicates a “moderately concentrated” market, and any market with an HHI over 1800 qualifies as “highly concentrated”. Further, according to the Merger Guidelines, unless mitigated by other factors which lead to the conclusion that the merger is not likely to lessen competition, an increase in the HHI is excess of 50 points in a post-merger highly concentrated market may raise significant competitive concerns. In cases where the post-merger HHI is less than 1,800, but greater than 1,000, the Merger Guidelines presume that a 100 point increase in the HHI is evidence that the merger will create or enhance market power. 

7.9 While the Competition authorities in EU and US have relied on HHI as a significant indicator, authorities also get a flavour of the competitive impact of the merger while defining relevant product and geographic markets (read section IX for further information on this concept).
VIII. Appreciable Adverse Effect on Competition and the Vietnam Competition Law (VCL) 

8.1 The VCL dedicates a whole chapter (Chapter II) with 30 provisions (from Article 8 till Article 38) to deal with competition-restricting acts. These include anticompetitive agreements (listed at Article 8), abuses of dominant positions (listed at Article 13), abuses of monopoly position (listed at Article 14), and economic concentration cases (defined at Article 17 and further elaborated upon at Article 18).
8.2 Both concepts of “appreciable adverse effect on competition” and “substantial lessening of competition” are utilized by the VCL, though not in these definite terms. Article 3(3) of the VCL defines “competition-restricting acts” as those “acts performed by enterprises to reduce, distort and prevent competition in the market”, including the aforementioned categories. As also mentioned above, the definitive acts are subsequently listed in respective provisions of the law. The aspects of “appreciable” and “substantial” are, however, defined by using market share thresholds. Specifically, as regards anticompetitive agreements, only naked foreclosing and exclusionary acts, and bid-rigging acts are prohibited per se, whereas other agreements, such as agreements on directly or indirectly fixing goods or service prices; agreements on distributing outlets, sources of supply of goods, provision of services; agreements on restricting or controlling produced, purchased or sold quantities or volumes of goods or services; agreements on restricting technical and technological development, restricting investments; and agreement on imposing on other enterprises conditions on signing of goods or services purchase or sale contracts or forcing other enterprises to accept obligations which have no direct connection with the subject of such contracts; are prohibited only if the parties to the agreements have combined market share of 30% or more on the relevant market. We can deduct that the Vietnamese law-makers thought only those agreements whose parties have such combined market share, are capable of causing “appreciable adverse effect on competition”.
      
8.3 Similarly, enterprises shall be considered to hold the dominant position on the market if they have market shares of 30% or more on the relevant market or are ‘capable of restricting competition considerably’.
 There is, however, no specific test to be used to define this capability of “restricting competition considerably”. Article 22 of the Decree No. 116/2005-ND-CP (which explains in detailed some provisions of the VCL) only elaborates on some base on which to determine whether an enterprise possesses such capability, which include financial resources, technological capacity, intellectual property rights and scope of distribution system. There is no exemption available for abusive acts of such dominant enterprises. 
8.4 For merger cases, which the VCL calls “economic concentrations”, the threshold where the combination shall be prohibited is prescribed as 50% on the relevant market. We, thus, can deduct that the law-makers of Vietnam thought only those mergers whose combined market shares on the relevant market are 50% and over would lead to a “substantial lessening of competition”.   
IX. Concept of a Relevant Market in Competition Analysis

9.1 Defining a relevant market is the most critical part of a competition dispute. The main function of the market definition is to identify the competitive pressures and constraints faced by a firm in a systematic manner. These may include products and regions which are, or could potentially be, such close substitutes for on another in the eyes of the consumer, that they restrain behaviour of suppliers.

9.2 Market definition is not an end in itself. It is merely an intermediary tool. A definition of a relevant market conveys meaningful information on market power, as it enables the calculation of market shares and assessment of dominant position in the market. 
9.3 Qualification of markets as anti-trust market – Contribution from US Legal Practice
9.3.1 Since the second half of the twentieth century, US legal practice, governed by prominent Supreme Court precedents has made a seminal contribution in the area of methodology utilized to identify relevant antitrust markets. The earliest US Supreme Court decision to offer some coherent framework for market delineation was Times-Picayune
, where the court recognized that the key to market definition is substitution. The Supreme Court further borrowed cross-price elasticity of demand from economic theory, and declared it to be relevant test in assessing the closeness of substitution. 

9.3.2 In the famous 1953 Cellophane
 case, Du Pont, an exclusive cellophane producer accounted for three-quarters of the sales of cellophane in the US. It was alleged that Du Pont was abusing its market power. The market definition purported by the Court in the Cellophane case entailed two components. First an appraisal of the cross-price elasticity of demand between the product in question (i.e. cellophane wrapping material) and possible substitutes. The second, a condition of ‘reasonable interchangeability’ between the product in question and substitutes. Thus in this case, the court defined relevant market as a market of products that were interchangeable for consumers, considering their purpose, price, use and quality. Following this line of reasoning, the court concluded that cellophane encountered sufficient competition from other packaging materials, and hence did not constitute a relevant market on its own. 
9.3.3 The revised US Merger Guidelines of 1982 and 1984 laid to rest ambiguities associated with the definition of relevant market. The Guidelines identified two sources restricting the ability of a firm with market power to exercise it: 
· Demand substitutability: relates to the willingness of consumers to switch to alternative products or regions on the occasion of a price increase; and
· Supply substitutability: relates to the ability of competing producers, not yet selling the products in question, to change their production facilities and start selling the products in question. 
Applying US Guidelines of 1982 and 1984 – Example of a proposed merger between beer manufacturers

Consider a proposed merger between two beer producers. The relevant market under the Guidelines’ approach would include potential substitutes in the demand for beer (e.g. wines). Soft drink companies’ not currently selling beer could be identified as market participants and assigned market shares provided they are capable of switching to beer production in a timely manner. In this way, a market defined according to the Guidelines encompasses all factors having a meaningful power to restrain exercise of market power.

9.4 Hypothetical Monopolist or SSNIP Test
9.4.1 The acronym SSNIP stands for – Small but Significant and Non-transitory Increase in Price. The SSNIP test initiated by the Guidelines identifies the source of significant market power within an industry, by asking whether a profit-maximizing price increase for a hypothetical monopolist over a group of products, would be at least 5% for at least one year. The test is aimed at both product and geographic markets. A common misunderstanding of the SSNIP test is to ask whether a 5% price increase would be profitable for the hypothetical monopolist, rather than whether a profit-maximizing price increase for the hypothetical monopolist would be at least 5%. The Guidelines pioneered the idea of a hypothetical monopolist as the focal point for merger analysis.
9.4.2 Subsequent Guidelines in 1992 and 1997 introduced further refinements. For example, the 1992 Guidelines changed the time period for a price increase from one year to “the foreseeable future”. The supremacy of the SSNIP test as the cornerstone of market definition and primary algorithm for its assessment remains in the US competition framework.

Applying US Guidelines of 1982 and 1984 – Example of a proposed merger between beer manufacturers

Consider a dairy product industry consisting of 3 different brands of butter, 2 different brands of margarine and 3 types of cheese. Upon an attempted merger between two of the butter producers, a market definition investigation would have to be begin with the products of the two merging parties, and to consider whether a profit maximizing hypothetical monopolist over the two brands of butter could profitably impose a 5% permanent price increase. If the answer is affirmative (namely the profit maximizing price increase for the hypothetical monopolist is greater than 5%), then the two brands constitute a relevant market for the anti-trust purposes. If, on the other hand, the answer is negative, then apparently considerable competition originating from outside the tentative market is able to restrict the profitability of the hypothetical monopolist (created due to merger of two butter brands). The market therefore would have to be broadened to include the third brand of butter, or even alternative dairy products if necessary.
9.5 Potential Difficulties in application of SSNIP Test
9.5.1 The application of the SSNIP test in the context of a monopoly or dominance investigation raises a host of serious concerns, stemming from the fundamental difference between the nature of analysis undertaken in dominance as opposed to merger cases. 
9.5.2 In merger investigations, the competitive concern is that a concentration will significantly impede effective competition as a result of the creation or strengthening of a dominant position and will therefore result in an increase in price, above the prevailing price level. Analyzed from this perspective, merger investigations (or pre-merger investigations) are forward looking, as they are mostly concerned about competitive environment subsequent to the merger.

9.5.3 The situation is different when one analyzes claims pertaining to dominance. In a dominance investigation, the scrutiny focuses on whether the firm can act at present, independently of its competitors. The analysis therefore seeks to establish whether the dominant firm already possesses a considerable degree of market power. 
9.5.4 This problem is commonly referred to as Cellophane fallacy. In the Du Pont case (as cited in 10.3.2) the US Supreme Court believed that cellophane material being produced by Du Pont belonged to a larger market of flexible packaging materials, and did not constitute a relevant market on its own. The Court failed to recognize that Du Pont, being the exclusive producer of cellophane, had already set price so high that alternative products were able to provide an effective competitive constraint. Thus the high level of cross elasticity exhibited in this case was in fact communicative of the dominance of Du Pont and not about availability of cheaper flexible packaging options.
9.6 Elzinga-Hogarty Test for defining relevant product market
9.6.1 The Elzinga-Hogarty (E-H) Test specifies two criteria that are based on shipments data: LIFO (Little in from outside) and LOFI (little out from inside). A high LIFO indicates that demand is primarily served by local production (few imports), whereas a high LOFI indicates that the majority of the local production is used to serve the local market (few exports).

LIFO = (production – exports)/Consumption

LOFI = (production-exports)/Production

9.6.2 If trade patterns observed in a region fail either the LIFO or LOFI conditions, this testifies that the region is subjected to external competition. The candidate geographic market is expanded until the inflow and export rate (calculated over the total number of sales) is sufficiently low, for example 10%.

9.7 Criticism of E-H Test
9.7.1 The choice of the threshold (for example 0.9 as the critical value for both LIFO and LOFI) is arbitrary and not always appropriate for each individual case. 

9.7.2 Conclusions on the geographic size of the entire market are taken by referring to the purchasing behaviour of a minority consumer. If the silent majority of consumers face high transportation costs and if the demand for the products concerned is rather inelastic, suppliers may enjoy strong market power. If a broader market definition is chosen on the basis of the low number of purchases outside the geographic area, the result of the E-H Test becomes unreliable. 
9.7.3 Finally, the test does not answer whether a hypothetical monopolist can profitably impose a SSNIP on the candidate region. 

X. Relevant Markets in the context of the Vietnam Competition Law 2004
10.1 The concept of relevant market is central to the VCL. The VCL not only defines relevant markets right from the beginning at its Article 3(1) but also proceeds to showcase its relevance while conducting inquiry of anticompetitive agreements and dominant position of enterprises as well as while conducting inquiry into an economic concentration case. 

10.2 Article 3(1) of the VCL provide definitions of “relevant market”, “relevant geographic market” and “relevant product market” respectively. The following are definitions of these concepts as found in the VCL 2004:

10.2.1 “relevant market” means “relevant market of products and relevant geographic market”. 

10.2.2. “relevant geographic market” means “a specific geographic area in which exist goods, services which are interchangeable under similar conditions of competition, and which is considerably differentiated from neighboring areas”. 

10.2.3 “relevant product market” means a market of goods, services which are interchangeable in terms of characteristics, use purposes and prices”.
10.3 The Decree 116 then further prescribe the methodology to be utilized by the competition authorities of Vietnam while defining the relevant markets in its Chapter II (Controlling competition-restricting acts) Section I (Defining Relevant Markets) from Article 4 till Article 8.
10.3.1 The Decree 116 seems to use both those criteria of “reasonable interchangeability” as well as an appraisal of the cross-price elasticity of demand between the product in question and possible substitutes for defining relevant product market. Specifically, the Decree provides that “goods and services can be considered as substitutes for each other in term of price if over 50% of a random group of 1,000 people living in a relevant geographic area switch, or plan to switch, to other goods and services with the same characteristics, and use as those of the goods and services they are using or plan to use, in case the price of the latter increases more than 10% and the price increase is sustained in 6 continuous months.

10.3.2 The Decree 116 also describes the use of the supply substitutability test in defining relevant markets, the methodology for defining relevant geographic market, and what constitute entry barriers.        
XI. Market Power

11.1 Traditional definitions of market power found in industrial organization literature are seen to be drawn from the model of perfect competition by focusing on the individual firm’s power to raise price above the competitive level. This approach is manifested in several competition law provisions. For example, the European Commission’s guidelines on vertical restraints define market power as “the power to raise price above the competitive level and, at least in the short term, to obtain supra normal profits.”
 
11.2 Generally, competition authorities identify market power based on the following three elements:
· The exercise of market power leads to lower output;

· The increase in price must lead to an increase in profitability; and

· Market power is exercised relative to the benchmark of the outcome under conditions of perfect competition.

11.3 Indicators of market power
11.3.1 The following are some economic methods utilized to indicate market power:

· Own price elasticity of demand: In order to predict whether the increase in price will offset the declining demand, it is important to gauge the demand conditions faced by the firm. On a price increase, consumer’s ability to substitute depends on whether the consumer can and wants to switch to other products, and on the extent to which alternative suppliers of the same product are available in the market. Consequently a firm’s ability to exercise market power depends on the sensitivity of demand to price changes, which is measured by the firm’s own price elasticity of demand. 
The own price elasticity of demand for a product indicates the responsiveness of its quantity demanded to a change in its price. Specifically, the own price elasticity of demand is defined as a percentage change in quantity demanded of a product resulting from a one percent increase in its price. 

ε= %∆Q/%∆P   

An estimated elasticity can precisely reveal consumer reaction to a price increase. For example, an elasticity of -2 reveals that a 1% price increase will result in a 2% decrease in the quantity demanded. Demand is said to be elastic if a 1% price increase lead to a more than 1% decrease in quantity. High own price elasticity implies that the extent to which a firm can increase price above the level that would prevail under effective competition is limited, since for every 1% increase in price, sales would fall by more than 1%. If the price elasticity of demand is less than 1, demand is said to be inelastic, as any price increase will be associated with an insignificant drop in sales, entailing that the exercise of market power is more likely.
· Lerner Index: The above discussion shows that magnitude of market power is negatively correlated to the price elasticity of demand. Specifically, the degree of market power can be shown to be proportional to the reciprocal of the elasticity of demand. Upholding the profit-maximizing condition of the monopolist or the dominant firm, the following relationship can be derived:
Price – Marginal Cost = -1
                                                             Price                   ε

The expression on the left-hand side of the above equation is known as Lerner’s Index, relates to market power. 
· Cross-price elasticity: The cross price elasticity of demand measures the degree of substitutability between two products, and is defined as the percentage change in quantity demanded of one product (X) resulting from a 1% increase in the price of another product (Y)
εxy= %∆Qx/%∆Py
A positive value of cross-price elasticity indicates that substitution between the products exists, 
since an increase in the price of one increases the demand for the other. Alternatively, a negative value for the cross-price elasticity indicates that the products are complements, since 
an increase in the price of one reduces sales of other. 
Cross price elasticities are often estimated for the purpose of analyzing the competitive constraints faced by the firm.  Using cross-price elasticities, it is possible to deduce whether a producer of a given product is disciplined by the presence of a large number of substitutes. Such inference allows a better understanding of the competitive interaction within a industry, provides a measure of interchangeability and a ranking of substitutes. 
Case Study: Use of Demand elasticities in competition law analysis
Kimberly-Clark (KC) and Scott were leading American manufacturers of tissue products with substantial operation in Europe. They notified the authorities of their intended merger in 1995. KC was a main supplier of a wide range of paper products for personal, business and industrial uses, including a variety of consumer products such as disposable baby nappies, adult incontinence, feminine protection and sanitary issue. Scott was primarily active in the manufacture and sales of tissue products for personal care, environmental cleaning and wiping, health care and food services. 

Following the merger, the two companies were expected to form the world’s largest manufacturer of tissue products. The main interest in the investigation was the provision of bath tissue products. At the time of merger KC had introduced its Kleenex Bath Tissue premium product into certain areas of the US, whereas Scott was offering two bath tissue products, the premium brand Cottonelle and the economy brand ScotTissue.  Within the market for bath tissues, Kleenex had a 7.5% pre merger market share, Cottonelle 6.7% and ScotTissue 16.7%. The dominant brand in that market was Charmin, produced by the competitor P&G, and holding a 30.9% of the market. Other recognizable premium brands were Northern (12.4%) and Angel Soft (8.8%). Economy bath tissue market shares were 16.7% for ScotTissue, 7.6% for private label tissue and 9.4% for all smaller brands combined.
The pertinent questioning this case was whether the merged entity could raise the prices of Kleenex Bath Tissue, Cottonelle and ScotTissue, unilaterally. Considering the market share figures presented above, a KC/Scott merger would presumably increase concentration in an already highly concentrated environment, allowing the firms a greater degree of market power, and enabling it to act independently of its competitors to increase prices.
The data utilized for this case comprised a weekly Nielsen supermarket scanner data collected in five US cities over a period of 41 months, and enabled a direct estimation of the demand structure for bath tissue.
	
	Kleenex
	Charmin
	Cottonelle
	Northern
	Angel Soft
	ScotTissue
	Priv. Label
	Other

	Kleenex
	-3.375
	0.686
	0.191
	0.214
	0.129
	0.178
	0.033
	0.510

	Charmin
	0.066
	-2.746
	0.039
	0.023
	0.036
	0.108
	-0.222
	0.090

	Cottonelle
	0.135
	0.269
	-4.517
	0.810
	0.512
	0.224
	0.051
	0.013

	Northern
	0.041
	0.112
	0.429
	-4.211
	0.550
	0.410
	0.121
	-0.063

	Angel Soft
	0.019
	0.171
	0.380
	0.772
	-4.077
	0.075
	0.168
	-0.153

	ScotTissue
	0.061
	0.536
	0.143
	0.417
	0.123
	-2.943
	0.077
	-0.109

	Priv. Label
	0.124
	-0.112
	0.198
	0.494
	0.409
	0.417
	-2.024
	0.272

	Other
	0.462
	0.341
	0.128
	0.152
	0.026
	-0.031
	0.181
	-1.980


The table above depicts demand elasticities among the varying brands of bath tissue, both own price and cross-price. The light-shaded cells provide the own-price elasticity estimates for each one of the merged entity’s tissue brands. Kleenex’s own price elasticity was estimated to be around -3.4%, which implies that a 10% price increase in the price of Kleenex would result in a 34% decrease in its sales. Moreover, Kleenex’s highest cross price elasticity was with Charmin (0.686), which suggested that the competition between Charmin and Kleenex was the closest.  Similar observations can be also made for Cottonelle and ScotTissue.
From these results, it was possible to infer the existence of two separate market segments: premium and economy. The high own price elasticity of Kleenex, combined with the fact that the three largest cross-price elasticities were with other premium brands, was consistent with a notion of a premium bath tissue market. Cottonelle’s elasticity figures supported such conclusions, because it too faced high own-price elasticity and competed with the premium brands Northern and Angel Soft. At the same time, while ScotTissue was perceived by consumers as a viable substitute for Charmin and Northern in the event of their price increase, only a small fraction of consumers were shown to switch from ScotTissue to premium brands in case of the former’s price rise, thereby implying a separation of the premium and economy market segments. As KC was only active in the premium segment and Scott was present both in the premium and economy segments, a merger between them would not necessarily lead to an anti-competitive outcome. 
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Equilibrium in the context of a perfectly competitive market involving aggregate demand and aggregate supply curves








� Transactions costs are expenses that occur by the exchange of the produced good and are not production costs


� See Article 10, VCL


� See Article 19, VCL


� See Article 9, VCL


� See Article 11, VCL


� Times-Picayune vs. United States; 345 US. 594 (1953)


� United States vs. E. I. Du Pont de Nemours, 353 US. 586 (1957)


� See Decree 116, Article 4(5.c)


� Commission Notice, Guidelines on Vertical Restraints OJ C 291/1 (2000)
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