The EC’s consultation
on market definition

Observations by RBB Economics

1 Introduction

The European Commission (“the Commission”) has launched a welcome public
consultation regarding its Notice on market definition (“the Notice”).! This paper,
prepared by RBB Economics, sets forth a number of observations on the Notice's
content and on the current role that market definition plays in cases. We also provide
some recommendations for a next version of the Notice.

In the past decade, there has been a debate — mostly in the US - regarding the
usefulness of market definition.? Although some have criticised the use of the concept
in any type of competition case, most criticisms have been directed towards the use of
market definition in merger investigations in particular.

We believe that the definition of the relevant market represents a valuable first step that
brings important rigour to any competition law investigation, provided that it is made
according to appropriate principles.

The reason for the importance of market definition is threefold:

e First, notwithstanding the fact that a proper economic assessment of competition
cannot be confined to a structural analysis, we note that market shares still play an
important role in that assessment. Whenever market shares are used to inform the
competitive assessment, the definition of the market and the basis for choosing that
definition is very important. Since market shares are regularly used as a proxy of a
firm’s competitive significance (notably by the Commission), it is critical that they are
calculated for a market that is defined meaningfully, following sound principles to
identify the relevant competitive constraints.?

e Second, market definition identifies the relevant set of products that exert an
effective competitive constraint upon the products of interest, allowing the
Commission to focus its investigation.* Given that the objective of European
competition policy is precisely to protect effective competition, market definition is a
tool that helps establish what that means in practice for any given industry and case.

e Third, contrary to what some academic commentators have argued, none of the
other tools that have been suggested is able determine the scope of anti-competitive
effects “directly”, circumventing market definition.® The tools that have been
considered as possible alternatives to market definition (such as price pressure tests
or merger simulation analyses) are subject to important limitations, and in our view
represent at most complements — rather than substitutes — to market definition.®

The Commission’s Notice on market definition provides important guidance for this
first useful step in a competition investigation. The current Notice, issued in 1997,

was the first policy document published by the Commission that clearly referred to
economic principles. The Notice was generally welcomed at the time, and it has clearly
played an important role in advancing economic analysis in European competition law
investigations.

The EC’s consultation on market definition
Observations by RBB Economics 1



Many of the concepts that the current Notice builds upon represent sound economic
principles and their application should be promoted, rather than abandoned, going
forward. Other concepts in the Notice, however, are rather vague and do not allow for
a consistent application of market definition (and therefore competition policy) across
industries and cases — these concepts should be revised or discarded.

In this paper, we seek to identify the main elements that should be maintained, if not
strengthened, in a next version of the Notice, and also those that should be put aside. In
doing so, we also briefly discuss the Commission’s use (and misuse) of market definition
in actual cases.

Our general recommendation to the Commission through this paper is to define markets
in accordance with the Hypothetical Monopolist Test (“HMT"”) framework. The HMT
should not be regarded as providing one possible experiment or method for evaluating
market definition — as the current Notice does - but as the only valid conceptual
framework that can be used for defining markets on a sound and consistent basis across
industries and cases, and that can guide the assessment of all evidence on market
definition, including more qualitative evidence. In this paper, we explain that the HMT
framework is also sufficiently robust and flexible to address all possible market features,
including differentiated products, multi-sided platforms, zero-price transactions, or

the globalisation of the economy. We believe that the next version of the Notice should
unambiguously put the HMT at the centre of market definition, and provide guidance as
to how it should be applied in different settings and with different types of evidence.

2 The Hypothetical Monopolist Test as the only
valid framework

The Notice sets out clearly at the outset that market definition must be a robust exercise.
In particular, paragraph 2 reads:

“The main purpose of market definition is to identify in a systematic way the
competitive constraints that the undertakings involved face. The objective of defining
a market in both its product and geographic dimension is to identify those actual
competitors of the undertakings involved that are capable of constraining those
undertakings’ behaviour and of preventing them from behaving independently of
effective competitive pressure”.’

However, when discussing how to delineate markets in practice, the Notice leaves

the method of market definition too open to interpretation. Paragraph 7 of the Notice,
for example, suggests that markets can be defined by checking whether the products
share the same characteristics or price level. However, products with different
features can compete effectively against each other, including when their prices differ
substantially.® Paragraph 8 of the Notice, regarding geographic markets, is also vague,
as it comments on “the conditions of competition” being sufficiently homogeneous
across territories, but it does not explain what this means in practice and leaves room
for misinterpretation. For example, this paragraph has often been misunderstood as
implying that differences in market structure between two countries (e.g. differences in
market shares) necessarily imply different relevant markets.®

The Hypothetical Monopolist Test (HMT), also known as the SSNIP test, is the only
available tool that meets the objective above.”®" Indeed, the HMT is precisely a
systematic exercise meant to identify the set of products and geographies that exert an
effective competitive constraint upon the product and geography of interest. Although
the Notice does discuss the HMT (paragraphs 15 to 17), it presents it as only “one way”
in which markets can be defined."
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Many of the reservations raised regarding the HMT relate to the fact that the experiment
it describes can rarely be implemented in practice. We do not think that this is a valid
reason to undermine the usefulness of the HMT. This is because the HMT should not be
viewed as an actual experiment to be operationalised in practice, but rather as providing
a conceptual framework to guide the assessment of all evidence on market definition,
even that of a qualitative nature. Although it is indeed rather uncommon to be able to
apply the HMT empirically or assess it statistically, it is practically always the case that
the relevance of available evidence on market definition (be it quantitative or qualitative)
can be assessed using the HMT logic. However, the Commission rarely does this — we
discuss this further in the following section.

Finally, we note that the Notice puts forward the HMT as an exercise to capture demand-
side substitution. However, its role is wider than this, as it is also capable of capturing
supply-side substitution. If producers of Product B were to start producing Product

A sufficiently quickly in response to an increase in Product A’s prices, a hypothetical
monopolist of Product A would not be able to raise prices profitably. It would be useful
for the next version of the Notice to make this clear. We also recommend that the new
Notice adds more clarity on the logic of the test — for example, by referring explicitly to
the “hypothetical monopolist”. This is currently not done, e.g. in paragraphs 15-17.

In summary, the updated version of the Notice should put the HMT framework squarely
at its centre. Moreover, we recommend that the Notice gives clear, practical guidance
on how the different sources of evidence can be used to inform the assessment of the
HMT, including, among others, past price and volume sales data, customer switching
data, margin data, customer surveys, market shocks, production data, competitors’ and
customers’ testimony, existing market research studies, and internal documents.

3 The Commission’s practice

In the previous section, we have explained that the current Notice is ambiguous as

to how markets ought to be defined. This ambiguity is effectively translated into
cases, where we generally find that the Commission has not applied market definition
principles in a consistent manner.

We have reviewed the market definition analyses conducted by the Commission in all

Phase Il merger cases in the past 10 years." For each of these cases, we have first identified
whether the HMT logic is mentioned or referred to in any way in the decision. If it is, we have
looked into the way in which the HMT is actually used, and in particular whether it is used

as a framework to guide the overall assessment on market definition. Finally, we have also
looked at whether there are (potential) inconsistencies between the definition of the relevant
market(s) and the competitive assessment, in particular where market definition has been
left open or a competitive assessment has been conducted for narrower segments within
the relevant market. Our findings are summarised in Table 1 below.

Table 1: The Commission’s use of the HMT in Phase Il merger decisions, from 2010 to April 2020

Number of decisions

Total number of decisions published 64
HMT logic mentioned? 36
If HMT logic mentioned, used as an overall framework? 0

Market definition left open or competitive assessment

34
for market segments?

Source: RBB Economics based on all Phase Il decisions published by the Commission as of April 2020.
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As the table above illustrates, we have identified three main recurring practices that are
worth discussing.

First, in a large number of cases (28 of the 64 decisions assessed), the market definition
discussion either relies on precedents and/or it is not framed by reference to the HMT.
In this respect, we note that:

e Precedents are often old and relate to significantly different cases — this can be
problematic, because the industry may have evolved significantly, the market
definition may genuinely differ (the definition of the market can change depending
on the products/firms of interest), or the definition of the relevant market in the
previous case was not investigated thoroughly (it was not particularly important).
It would be useful for the Notice to comment on the specific role to be played by
precedents, and how this can vary across cases.

¢ Inthe cases where a market definition exercise is conducted but no reference is
made to the HMT, the information relied upon comes from internal documents,
marketing presentations, or generic questions sent to customers or rivals. This of
course risks leading to markets that are narrower or wider than would be implied
by the HMT.

Second, in around half of the decisions (36 out of 64), we find that a reference to the
HMT is made. Importantly, its application is very limited. Indeed, in none of these
cases is the HMT used as the conceptual framework to assess all the evidence on
market definition — the HMT is only used as a complementary experiment. As noted
above, we believe that the role to be played by the HMT should be wider than this.

Moreover, we note that the Commission’s application of the experiment itself is

typically incomplete. In virtually all of these cases, the Commission makes use of its
questionnaires to customers to gather their views as to whether they would switch away
from the candidate product market in the event of a 5-10% price increase.' Based on

the responses it obtains, the Commission provides statistics regarding the proportions
of surveyed customers that indicated that they would (or would not) switch away from
the candidate market, but it does not engage in translating these switching statistics

into an assessment of whether a SSNIP would be profitable or not for the hypothetical
monopolist (that would also require an appraisal of prevailing margin levels, for
instance).'s®

Third, also in about half of its decisions (34 of 64), the Commission performs a
competitive assessment for segments that have not been clearly defined as relevant
markets. These cases can in turn be classified into two types:

e In many of these cases, the Commission provides a competitive assessment for
segments that are contemplated only as plausible relevant markets in the market
definition assessment, where market definition has been left open.” For clearance
decisions where market definition may require substantial work, leaving the market
definition open can be justified on the grounds that it ensures an efficient use of the
authority’s resources.' For intervention decisions, however, this should be avoided
- by keeping market definitions open in cases where a Significant Impediment of
Effective Competition (SIEC) is found likely, the Commission can effectively bypass
the discipline imposed by the HMT framework.

* In some other cases, segments of the market are identified in the competitive
assessment despite having concluded on a wider relevant market.!
In practice, in some of these cases, the Commission effectively conducts a separate
competitive assessment at the level of segments of the relevant market (including,
inter alia, an analysis of concentration or market shares) - this is at odds with the
principles underpinning the HMT and should be avoided going forward.?0:2!
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It should be noted that the above comments do not argue for the competitive
assessment of the Commission to be based on “wider markets”. Rather, these
comments argue for the Commission’s competitive assessment to be based on the
relevant markets as properly defined using the framework provided by the HMT. If,

in a given industry, the Commission finds that a given product or customer segment
constitutes a separate relevant market according to the HMT, a competitive assessment
will rightly have to be conducted on the basis of that segment.

To conclude, we emphasise that the Commission’s practice of market definition should
adhere more strictly to the discipline imposed by the HMT than it currently does. As
noted above, we recommend that this is also reflected in the next version of the Notice.

4 Market definition with differentiated products

It has been argued that market definition does not work well for differentiated-product
industries.?*? This, critics argue, is because market definition implies the delineation of
an artificial boundary that determines which products are “in” and which products are
“out” of the market. On this view, in industries characterised by product differentiation,
the relevant market as defined using the hypothetical monopolist test may be “too
narrow” because it excludes alternatives that still exert some competitive constraint
upon the products of interest, or “too broad” because it includes alternative products
that represent more distant alternatives than those that compete more directly against
the product of interest.

We believe that these criticisms are unjustified.?* Market definition, and the HMT in
particular, is precisely meant to assess product and geographic differentiation, and
to identify on this basis the collection of primary competitive constraints that exert
effective pressure on the products under investigation.

e Markets cannot be “too narrow” if the HMT is applied correctly. The fact that a
competitive force is deemed to be out of the relevant market means that it is not
as central to the investigation, but not that it will be ignored. For example, these
alternatives will have to be considered when analysing the scope for market entry
(which might mean repositioning these products closer to those of the firms
under investigation), and may well play an important role for the overall case in
this respect. It would be useful for the next version of the Notice to provide some
guidance on the role to be played by out-of-market competitive constraints (currently
paragraph 24 discusses this topic, but only superficially).?

e When suggesting that relevant markets are “too broad”, critics highlight that some
substitutes within the relevant market may exert a weaker competitive constraint
than others.?® We believe this is explained by a confusion as to the weight that
should be placed on market shares in such an industry. It is the case that in some
industries an analysis of market shares can misrepresent the strength of the
competitive constraints provided by particular products vis-a-vis the products of
interest — in these settings, market shares should be interpreted very cautiously.
However, this should not affect the validity and usefulness of market definition.
Market definition is the selection of products that collectively exert an effective
competitive constraint upon the products of interest.?” How each of these competing
products are assessed, or weighed, later on in the competitive assessment will
depend on the analyses that are considered most appropriate for the industry and
case at issue, which should include, among others, an assessment of closeness of
competition. Indeed, market definition should not be taken as a substitute for the
competitive assessment, but it does bring rigour to it.
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Some commentators have mentioned that, in differentiated product markets, one
should seek to test the scope for anti-competitive effects directly, circumventing market
definition.? In our experience, the tools that have been put forward to achieve this,
such as price pressure tests or merger simulation analyses, are not capable of replacing
market definition in these cases. This is because these analyses rely on oversimplified
models of competition, and therefore their predictions are likely to be unreliable.

e First, these tools do not capture supply-side substitution and, as a result, they focus
on a narrow set of products or firms - they do not account for alternatives on the
supply side that may not be available currently but that would become available
quickly in the event of a permanent, significant price increase. Market definition
seeks to capture these.

e Second, these tools do not account for product repositioning or product line
extension by rivals. In practice, it is not possible to assess the scope for these to
occur without having defined the relevant market first. Indeed, it is not possible to
assess the extent of dynamic responses by rivals if one has not first determined all
of the products and rivals that are part of the relevant market.

e Third, and similarly to the above, these tools do not account for market entry. In
practice, market definition is also necessary to assess this — how easy it is for a firm or
product to eventually become an effective competitive constraint crucially depends on
the specific products (or geographic areas) via which that can be attained.

Following all the above, the HMT is fit-for-purpose in differentiated-product industries,
and pricing pressure tests or merger simulation analyses are not capable of replacing
the role of market definition in cases. It would be useful that the next version of the
Notice also makes this clear.

5 Market definition in the digital economy

One of the reasons given by the Commission for reviewing the Notice is the growing
importance of the digital economy, notably the prevalence of multi-sided internet
platforms, and the challenges that these platforms pose for market definition.?

Commissioner Vestager's three experts’ report on the future of competition policy in the
digital era goes as far as recommending that less emphasis be placed on the analysis

of market definition, with a more direct focus on theories of harm.3® The main reasons
put forward for this are that digital platforms are multi-sided, that digital markets are
evolving rapidly, and relatedly, that platforms may compete for some services but not
others, all of which add significant complexity to the exercise of delineating market
boundaries. In short, the report suggests that defining markets, which could be achieved
in the old economy, has become too challenging for the digital era.

It is not clear, however, why these complexities could be more easily handled by focusing
directly on the theories of harm considered in merger control or competition law
infringements. The purpose of market definition is to identify those competitors that exert
effective competitive pressure on the firms concerned by an investigation. This objective
is no less fundamental for the digital economy. Although we recognise that the digital
economy raises a number of challenges, we believe that the HMT framework is sufficiently
general to account for these. In what follows, we briefly discuss the challenges posed by
multi-sided platforms and non-price transactions in particular.
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5.1 Multi-sided platforms

An important aspect of some multi-sided digital platforms is that user demand for
the good or service on one side of the platform is related to the level of demand on
another side. Interestingly, many examples of multi-sided platforms can be found in
the old economy.®' The textbook example is a newspaper that sells news to readers
and advertising space to advertisers. A popular newspaper can sell a wide reach

to advertisers, allowing it to charge a premium rate for advertisements. To expand
readership, which is valuable to advertisers, newspapers have an incentive to charge
lower prices to readers, possibly even below the incremental cost of producing one
more copy.®? When setting prices, newspapers consider the interrelated demand from
readers and advertisers. Importantly, this attribute has not prevented competition
authorities from defining relevant markets in this sector.

We note at the outset that many firms, even in the old economy, can be considered to

be two-sided (or multi-sided) platforms. Two-sidedness only matters, however, when

the indirect network effects (or the interdependencies between user demand across the
different sides) are sufficiently strong. Indeed, when indirect network effects are strong,
they should be accounted for in the market definition analysis —failing to do so could result
in defining relevant markets that are too narrow. For example, the success of ride-hailing
platforms such as Uber depends on effectively matching riders and drivers. If these
platforms were to raise passenger fares, this would cause a reduction in riders’ demand,
which in turn would make platforms less attractive to drivers, causing a loss of profit on that
side. As fewer drivers participate in ride-hailing platforms, prices and/or waiting time would
increase, which would further diminish demand on the rider side, causing a further loss of
profit.3 In this case, the losses associated with the putative price increase are amplified.

A complete profitability assessment of raising prices by a small but significant amount
would have to consider the effects on both sides of the platform.

We recognise that multi-sided platforms give rise to challenges. For example, a
question is often raised as to whether it is more appropriate to conduct market
definition exercises from the perspective of each side of the platform separately
(taking into account, for each, the effects on profitability on the other sides), or rather
a single market definition exercise that contemplates a simultaneous price increase
across all sides. The answer to this and other similar questions may vary across cases.
Importantly, these challenges do not apply to market definition only — they apply to the
competitive assessment of the case as a whole. Therefore, market definition remains an
important tool in cases involving digital multi-sided platforms. It would be helpful for
the next version of the Notice to give practical guidance as to how the HMT framework
can be applied in them.

5.2 Non-price transactions

Another feature of the digital economy that is regarded as a challenge to conventional
market definition analysis is the fact that some of these platforms offer services that are
free of charge. The reason why certain users do not pay is often because the platforms
in question are earning revenues on another side, where a different group of users

is paying (e.g. advertisers are charged to place display advert on websites). The fact
that platforms give users free access is frequently an indication that there are indirect
network effects. Practically, however, one cannot consider the consequences of raising
prices by 5-10% in these settings.

Importantly, price is not the dimension on which platforms compete when they offer

a service for free — they do so on service quality.®® For example, users select a web
search engine for the relevance of its results, a real-estate online site for the search
functionalities offered, etc. The HMT conceptual framework can be equally applied in
these cases, although the exercise would have to consider a small quality deterioration
relative to the competitive level (rather than a small price increase) — this is also known
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as a “SSNDQ".¢ For example, the question to be examined would be whether a single
firm controlling all online real-estate platforms would be able to reduce investment in
the quality of its service in a small but significant manner. If, in response, a sufficiently
large number of users were to stop consulting these platforms and instead consult
directly the website of real-estate agencies, such quality deterioration would not be
profitable — the hypothetical monopolist would lose (a sufficiently large) part of its
audience, leading to revenue losses on the sellers’ side. In that context, the candidate
market would have to be broadened.

Defining markets involving non-price transactions can raise practical difficulties — for
example, the determination of what represents a SSNDQ is not trivial. However, this does
not mean that market definition is less important in these cases, nor that the framework

of the HMT cannot be applied. Importantly, this cannot mean either that the definition of a
SSNDQ becomes an arbitrary exercise — currently, in cases, there can be long, unresolved
debates between the parties and the Commission over whether a given quality deterioration
is “significant” or not. In this regard, it would be useful for the updated Notice to give clear
practical guidance as to how a SSNDQ ought to be defined, and on the different types of
evidence that can be used to inform the HMT in these cases.

6 Market definition and globalisation

In recent years, it has been mentioned that the Commission may be too conservative
when defining the geographic scope of the relevant market, failing to appreciate that
in certain cases they are global in nature.®” Following this, Commissioner Vestager
has referred to the globalisation of the economy as one of the reasons why the current
Notice may have to be reviewed.®®

The fact that the economy is subject to a globalisation trend should not alter in any

way the methodology by which markets are defined, and therefore the Notice. The
relevant market should be defined on a case by case basis in accordance with the HMT
framework. Globalisation means that in some instances, alternatives located in other
geographic areas may now be closer substitutes than before — this applies to both
demand-side substitution (consumers being more willing/able to buy in other territories
than they were before) and supply-side substitution (suppliers being more willing/able
to re-direct supplies to other territories than before) — but in other instances, this may
not be the case. Importantly, whether this is sufficient to justify a wider market cannot
be determined by blanket statements and depends on the specifics of the case at hand.

In this context, it is worth mentioning that more precise guidance is required on how
swift supply-side substitution has to be in order for the supplier in question to be part

of the relevant market.*®* The HMT is based on the assumption that the putative price
increase has to be profitable if exercised on a “permanent” (or “non-transitory”) basis.
Being able to increase prices profitably for a week or just a month cannot represent

the right policy principle. At the same time, supply-side substitution that is exercised
more than a year later would not seem immediate enough, and should typically be
assessed as potential market entry.*® It would be important for the next version of the
Notice to shed light on this point, and also on how the relevant time periods may change
depending on the characteristics of the industry.*

RBB Economics
9 October 2020
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