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ABSTRACT

“You shall not follow a crowd to do evil; nor shall you testify in a dispute so as to turn aside
after many to pervert justice. You shall not show partiality to a poor man in his dispute.’

(NKJV: Exodus 23: 2-3)

This thesis is concerned with the question of whether the Korean competition authority is
well prepared for the open market with regard to vertical restraints. This further brings some
issues such as of whether the authority partially scrutinises enterprises without proper
evidences based on economics. This question has come from the following, ‘what is the
fundamental matter in competition laws of Asian developing countries which have different
economic development backgrounds than western developed countries?” This subject has
brought a question, even now, to the point the relationship between macroeconomic and
microeconomic policies in the middle of competition law. Most of competition scholars focus
on microeconomic way of competition law and policy but, in fact, it often seems that
macroeconomic concerns have influenced competition laws in developing countries such as

the Republic of Korea.

Because the Korean economy is still fledging and experiencing further challenges for
development, the Korean competition law should be more experimented in order to adjust to
the rapid changes in global economy. This task should be done in both macro- and
microeconomic levels and also a critical analysis of competition law of the Republic of Korea
with reference to the US and the EC since these regimes have diverse legal techniques.
Furthermore, since the Korean competition law was heavily influenced by the Japanese
antimonopoly law, a comparative study of the Japanese law is necessary. This thesis aims to
develop the Korean competition law on vertical restraints through a critical assessment by
economics and comparative studies. This is, therefore, the first means for testing concerning
vertical regulation that is probably still controversial in the Korean market. Lastly,
translations of titles, authors, and publishers from the Korean works are unofficial, and the

laws in this thesis are up to date at May 2009.
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Introduction

1.1. Global and Comparative Perspectives in Competition Policy on Vertical Restraints

Competition policy on vertical relations has come to assume an important position, not only
for domestic competition concerns, but also international economic concerns, because
business activities commonly transcend national borders.' There is no perfect industrial sector
without distribution, and the commercial world is becoming increasingly interdependent.
Multinational Corporations (MNC) look for distributors to sell their products in foreign
markets, and spend enormous effort to develop strategies and improve their distribution
systems. This activity can be highlighted in the field of competition law. A competition
authority should consider the effects of global competition through international trade,
influencing vertical levels in the domestic market. This influence of globalisation from
foreign competition awakens competition authorities’ interest, since this issue is also related
to the state economy. Therefore, states have made efforts to create a framework of
competition law to solve the problems, not only of public trade restraints, but also private.

However, this is not an easy task.

In particular, regimes in small market economies face a dilemma, whereby the aims of
their competition laws are in conflict with national macroeconomic policies of trade. For this
reason, competition policy on vertical relations remains one of the most difficult subjects for
competition authorities in small market economies, because vertical relations can influence

domestic and international competition. Moreover, the issue of whether vertical relations are

! See Eleanor Fox, ‘Competition Law’ in Andreas Lowenfeld, International Economic Law, 2nd edn, Oxford
University Press, Oxford, 2008, p. 418. For further discussion about complementaries between international
trade and competition law, see also Kevin Kennedy, Competition Law and The World Trade Organisation: The
Limits of Multilateralism, Sweet & Maxwell, London, 2001, pp. 2-5.
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problematic has long been disputed, based on diverse microeconomic theories. Therefore,
vertical arrangements in domestic and global markets are directly related to macro- and
microeconomic policy. The competition regime in the Republic of Korea (hereafter referred
to as Korea), as a small market economy, has faced the task of implementing a sound

competition law for all of these reasons.

Vertical relations can be divided into two areas, vertical integration and vertical
restraint. Vertical integration can be thought of as integration between firms at different
levels of transaction. This can inhibit competition, where it forecloses the market by means of
extension of monopoly, or raising rivals’ costs. It can also expand market concentration,
thereby creating a monopolistic or oligopolistic market. This anti-competitive result is more
likely to occur where a market is highly concentrated. However, vertically integrated firms
normally get some benefits from legal exemptions, compared with the horizontal merger.
Despite some negative views on vertical integration, competition authorities generally take a
less strict approach, because of their expectation of positive effects. Vertical integration may
be crucial in some industrial sectors, especially those in their early stages. It is beneficial for a
national economy regarding efficiency concerns, when a firm performs some functions for
itself, and should otherwise purchase goods from foreign firms with higher prices.” Therefore,
the incentive of vertical integration occurs when the integration of the manufacturer and
distributor relationship is advantageous, such as from reduction of transaction costs,’ and this

incentive encourages a national economic policy on vertical integration.

Vertical restraint is also related to the supply of goods or services between two or
more firms, located at different stages of the production and distribution level. A firm might
be a manufacturer, industrial purchaser, distributor, or local retailer. Whilst the main aim of
anti-competitive horizontal restraints is a collusive strategy, the concern arising from vertical

restraints is exclusive or foreclosure,” which may block international rivals. Vertical restraint

* See Herbert Hovenkamp, Federal Antitrust Policy: The Law of Competition and Its Practice, 3rd edn, West
Publishing, St. Paul, MINN, USA, 2005, p. 374.

? See Kip Viscusi, Joseph Harrington, Jr., and John Vernon, Economics of Regulation and Antitrust, 4th edn,
The MIT Press, Cambridge MA, USA, 2005, p. 236.

% See Peter Zweifel and Roger Zich, ‘Vertical Restraints: The Case of Multinationals’, The Antitrust Bulletin,
Vol. 48, No. 1, 2003, p. 273; Michael Whinston, Lectures on Antitrust Economics, The MIT Press, London,
2006, p. 133. A manufacturer may consider selling products to an independent distributor, or integrating the
distribution function entirely. Vertical restraints are, thus, an intermediate solution between full independence
and vertical integration.
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1s an essential feature of commercial life, and to some extent a substitute for vertical
integration.” Vertical restraints impose restrictions on the commercial freedom of enterprises,
according to certain agreements. Moreover, these practices can make consumers pay higher
prices. ® However, vertical restraints may enhance competition where they improve
competition between brands; thus, controlling them is still one of the most controversial areas
in competition law. Competition law scholars have debated whether vertical relations should
be always defined as restrictions of competition, if these restraints have some negative effects
on competition. If these are not always anti-competitive, many argue that it is necessary to
ask to what degree competition authorities should allow them, according to research based on

the market structure, and degree of entry barriers.

The academic issue of balancing effects from vertical restraints, therefore, increases
the demand for revolutionary vertical regulations in developing countries, not only for
eliminating trade barriers, but for the benefits from pro-competitive results. A competition
authority needs to re-examine and reform its legal measures if its competition law allows
excessive exemptions or, on the other hand, unnecessary restrictions on vertical restraints.
Some may argue that, although economic analyses are essential to assess the effects of
vertical restraints, competition law and policy still come in diverse forms, since policy-
makers do not unanimously express one opinion on vertical practices. Furthermore, a mere
legal reasoning or defective economic theory sometimes results in harm to competition and
public policy.” It is thus not an easy task for a competition authority with a short history of
competition legislation such as Korea. The Korea Fair Trade Commission (KFTC) is often
criticised for its lack of experience of vertical restraint examination.® As the economics of
vertical restraints improve, the KFTC needs to reassess diverse applications of competition

laws.

* See Mark Furse, Competition Law of the EC and UK, 6th edn, Oxford University Press, Oxford, 2008, p. 163.
%See Mat Hughes, ‘The Economic Assessment of Vertical Restraints under UK and EC Competition Law’,
European Competition Law Review, Vol. 22, No. 10, 2001, p. 424; Alison Jones and Brenda Sufrin, £C
Competition Law: Text, Cases, and Materials, 2nd edn, Oxford University Press, Oxford, 2004, p. 604.

7 See Oliver Williamson, ‘Assessing Vertical Market Restrictions: Antitrust Ramifications of The Transaction
Cost Approach’, University of Pennsylvania Law Review, Vol. 127, No. 4, 1979, p. 953.

¥ See Ho Young Lee, ‘Su-Jik-Jok-Jae-Han-Go-Rae-Ui-Kyu-Jaec (Regulations on Vertical Restraints)’ in
Ohseung Kwon (ed), Gong-Jung-Go-Rae-Wa-Bub-Chi [Fair Trade and Regulation], Bubmunsa, Seoul, 2004,
pp. 621-2.
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Some may then question whether the Korean authority can adopt and apply various
competition law techniques from such large, developed countries such as the US, the EC, and
Japan. If it can, how much can it modify particular legal techniques, considering its own
economic, political, and social consequences? In general, it can be assumed that competition
authorities with a short history should adopt legal and economic structures from advanced
competition regimes, regardless of their different economic and social structures. In particular,
this assumption seems plausible when competition authorities rely heavily on the
universalism of economic theories.” Nevertheless, each country has different economic and
competition policies from each other. The Korean competition policy-makers have, of course,
to examine their unique market features when they suggest better ideas, in reference to legal
and economic theories in other regimes. They can learn other regimes’ legal practices, which
may give guidance on better paths for development,'® and modify them to fit their own
economy and market. Examining and criticising current working regulations is, therefore,
important to find whether the existing regulations are satisfactory. If they are not, a
comparative study is beneficial to solve the problems that cannot be solved by its own
method, and this is what the KFTC needs to begin. This comparative analysis can offer a
larger variety of solutions than could be made in a system in one country. However, the
suggested reform should be tempered by the approach of a micro-comparative legal study,'’

. . . . .. 12
because of its different circumstances in economy and cultural jurisprudence.

1.2. Korean Brand Competition Law, Economic Growth and International Trade

The evolution of a national competition policy involves two different types of concerns. The

first issue is the manner of competition law application, in order to make domestic firms

compete vigorously with foreign firms for domestic competitiveness improvement. At the

’ See Damien Neven, Pénélope Papandropoulos, and Paul Seabright, Trawling for Minnows: European
Competition Policy and Agreements Between Firms, Centre for Economic Policy Research, London, 1998, p.
17; Wolfgang Kerber and Oliver Budzinski, ‘Competition of Competition Laws: Mission Impossible?’ in
Richard Epstein and Michael Greve (eds), Competition Laws in Conflict: Antitrust Jurisdiction in the Global
Economy, AEI Press, Washington D.C., 2004, pp. 36-40.

' See Eleanor Fox, ‘Harmonization of Law and Procedures in a Globalized World: Why, What, and How?’,
Antitrust Law Journal, Vol. 60, 1991, p. 595.

' See Konrad Zweigert and Hein K&tz, An Introduction to Comparative Law, 3rd edn, Oxford University Press,
Oxford, 1998, p. 3.

2 See Ki-Su Lee and Jin-Hee Ryu, Kyoung-Jae-Bub [Anti-trust and Consumer Law], 7th edn, Sechang
Publishing, Seoul, 2006, p. 14.
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same time, competition law should ensure fair benefits for consumers and Small and
Medium-sized Enterprises (SME) from competition, as well as encouraging efficiency and
innovation. Hence, globalisation through free trade eventually requires domestic competition
laws and policies, which must not unsuitably weaken the potential for competitiveness of
domestic enterprises in global markets. The second issue concerns the opportunity for foreign
firms to increase their market shares in the domestic market. Domestic consumers may get
benefits from tough competition through international interaction, but domestic firms are put
in danger of losing their market shares, as their international rivals gain a foothold."* Thus, a
different type of foreign restraint has been implemented to attract the attention of policy-
makers in Korea. Market access restraints by private enterprises foreclose their markets to the
foreign.'* This can happen where domestic firms have power to establish entry barriers in the

vertical level.

Because of all these concerns, the KFTC should take distinct policies on vertical
restraints for the different market structures and different aims of competition laws. It should
be concerned about domestic competition policy regarding international trade and economic
growth, whilst simultaneously examining current regulations of vertical practices. The rapid
economic growth of Korea made policy-makers consider adopting the models and methods
applied in the leading competition regimes such as the US, the EC and, mainly, Japan. Some
commentators even argue that the Korean competition policy on vertical relations gets its
influence largely from US antitrust law.'> However, Korean competition policy differs from
the US, due to its unique economic characteristics and concentrated market structure, which

have influenced Korean competition policy as well as macroeconomic policy. Certain

" See Carl Green and Douglas Rosenthal, Competition Regulation in the Pacific Rim, Oceana Publications Inc.,
New York, 1996, Foreword.

' Eleanor Fox, Supra., note 1, p. 428.

'S See John Haley, Antitrust in Germany and Japan: The First Fifty Years, 1947-1998, University of
Washington Press, Seattle and London, 2001, p. 3; Ohseung Kwon, Kyoung-Jae-Bub [Economic Law], 5th edn,
Bubmunsa, Seoul, 2005; Cassey Lee, ‘Model Competition Laws’ in Paul Cook et al (eds), Competitive
Advantage and Competition Policy in Developing Countries, Edward Elgar, Cheltenham, UK and Northampton
MA, USA, 2007, p. 29. Lee states that, for example, Thailand in drafting its competition law borrowed from
Korea, which in turn was influenced by Japanese and German competition laws. Moreover, Japanese and
German authorities implemented their laws during the occupation period by the US. The historical contexts out
of which competition policy developed in Japan and Germany appear in many respects to be similar. However,
there are some differences between the two regimes. Germany chose competition, the free market, and single
market integration. Japan opted for pervasive governmental guidance, industrial policy, and trade protection.
Each regime has developed its own competition law based on its economic and cultural background. As a
unique feature, therefore, the Korean competition law whose legal technique is different from others can also
influence other countries.
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competition techniques which work successfully in other regimes simply do not apply to the
Korean market. Besides, the increase in international trade and the demand for economic
development raises apprehensions about the Korean vertical structure, since the market is
highly dominated by a few large enterprises. In particular, their strategic vertical relations

have demonstrated noteworthy influence in the market and national economy.

The outcome of economic development policy in Korea caused the problem of market
concentration through coordination with large conglomerates, the so-called Chaebols.'®
Korean competition policy has focused on fairness, in other words, equality of opportunity
for all businessmen. However, most Korean Chaebols have used forms of vertical integration
and distribution channels, and this structure has restricted competition. This has made Korean
competition policy on vertical relations different from other countries. The historical
development of Korean competition law through amendments shows that the KFTC has
strengthened regulations on business conglomerates.'” Because the influence of Chaebol has
been very significant in the Korean market, the amendments have, until recently, been
intended to reduce their inefficient and unfair business practices. Chaebols have a unique
corporate structure, only existing in Korea, and have also played an important role in the
business environment of the market. They have practised market dominant positions through
vertical integration and restraints in order to increase shares in the foreign market, such as by
leverage strategies. The government caused the emergence of Chaebols, coordinating with
them and supporting their export-led policy during the 1960-70s, allowing Chaebols’ total
monopolies, for the benefit of rapid economic growth. Chaebols, from their inception, have
generated considerable side-effects, creating an oligopolistic market. However, since
competition law legislation in 1980, their business strategy has been changed, as Korean
government economic policy has been amended. They could no longer stick to old-fashioned

business practices, even though these had brought them their past success.

Since the beginning of Korean competition law legislation, the KFTC has sought to
rein in the law, by providing consumer and SME protection, rather than efficiency. This was
practical in the early days of legislation, since there were significant restraints on

administration in international trade, and the only thing the KFTC had to do was to restrict

' Infra., Chapter 2 and glossary.
' The first amendment to the Korean competition act in 1986 already confirmed its aim of competition policy of
prohibition on market concentration.
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large firms, disregarding the influx of foreign competition. However, because public
restraints have been very much reduced since then, the KFTC should reconsider the aims of
Korean competition law. It needs, of course, to investigate whether the current law is
sufficient to eliminate or reasonably reduce the problem of market access restraints, hence
creating a welfare increase through a fair share for consumers. Excessive relaxation of
restrictions on vertical arrangements may increase anti-competitive problems in the Korean
market. It should, however, reassess the benefits from efficiency-improvement by vertical
restraints. The KFTC needs to allow efficiency-enhancing vertical restraints where they do
not harm domestic competition and international trade. In conclusion, the KFTC is required
to trade-off between the positive and negative effects of vertical restraints on micro- and
macroeconomic levels. The crucial technique to balance them is a sufficient degree of
tolerance within the criteria to prohibit anti-competitive practices. Considering all of these

issues, the KFTC has to create a new vertical regulation through reforms.

1.3. Research Questions and Structure of Thesis

This thesis intends to examine current Korean competition law and policy on vertical
relations, particularly vertical restraints. This eventually aims to suggest a regulatory reform
of Korean type vertical regulation, thereby preventing the Chaebols’ anti-competitive effects,
and also to improve efficiency and international trade. This thesis reflects two aspects of
study of Korean vertical regulation. The first is the stress placed on an explanation of why
Korean vertical regulation should be different from other regimes, based on historical
perspectives. The second element is the exposure to benefits from vertical restraints and
changing ideas about them. It is time for the KFTC to prepare a new vertical regulation that
fits into the market and economy, which will trade-off the negative and positive effects by
vertical restraints. This thesis, therefore, brings some questions to bear on this research
outcome. First, how and why did Chaebols emerge in the Korean market, and what are the
main anti-competitive concerns about their abusive conduct through vertical relations?
Second, what are the distinctive approaches of the KFTC to vertical restraints, and what are
the problems in its policy and regulation, as reviewed in the cases? Third, how can the KFTC
and the courts develop competition law, through amendments and case law, which fit into the

Korean market and economy?
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In this thesis, the following major issues should be brought to bear on these questions:
(1) fear of unwieldy size and market foreclosure; (ii) failure to apply proper provisions; (iii)
development of clear guidance; (iv) balance and trade-off tests; and (v) implementation of
appropriate objectives of competition law. These issues can be explained as following: first,
Chaebols have tried to set up, or already established, domestic market entry barriers through
vertical integration and restraints, which can be called a ‘market containment effect,” since
Chaebols, or even large foreign firms, can foreclose the Korean market geographically,
without high costs of predation."® Second, although the Korean market becomes more open,
the KFTC does not expect more vigorous competition, and is heavily concerned about market
dominance. This anti-largeness policy makes the KFTC fail to implement proper provisions.
Third, the KFTC has not given clear guidance on the application of relevant provisions, e.g.,
market share threshold, which could result in legal certainties. Fourth, reasonable balance and
trade-off tests by rule of reason will be necessary in vertical cases to foster competition. All
of these new approaches may achieve the aims of competition law. This thesis, therefore,
focuses on the most recent developments in Korean competition policy on vertical restraints

and suggestion of a new idea.

This thesis consists of eight chapters, including an Introduction and Conclusion.
Chapter 2 introduces the historical development of the Korean economy and competition law
with a comparison with the Japanese case, since Korean economic and competition models
were influenced by the Japanese. The objective of this chapter is to provide a brief overview
of the historical development of Korean competition law through government economic
policy, focusing on international competence by large firms. It discusses how and why the
Korean economy was developed through the Chaebol policy, and depicts the evolution of
competition law legislation. It also clarifies why rapid economic growth brought negative
side-effects, such as economic concentration, and a danger of domino effects of Chaebol’s
failure.'”” These problems were caused from the lack of well-equipped competition law during

the period of economic growth policy fuelled by export fever. This chapter illustrates the

'8 E.g., Intel Corp., Intel Semiconductor Ltd, and Intel Korea, KFTC Decision 2008-295, 2007 Dokgam1790 and
2008Sijang1126, Nov. 5, 2008. Intel’s market share in Korea was even larger than that in the world market.

' Chaebol’s affiliated enterprises brought high risks of their groups’ failure from the cross-debt guarantee
system.
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legislation of competition law in 1980 and amendments to control Chaebol. This will give an

idea about the objectives of Korean competition law.

Chapter 3 analyses the rationales of vertical relations, which discusses the arguments
of pro- and anti-competitive effects, mainly from vertical restraints. Economic explanations
are necessary to articulate problems such as extension of monopoly, commitment and
restoration of market power, raising rivals’ costs, and, also, benefits of inter-brand
competition and blocking free-riding. Economic theories are, therefore, very useful to explain
why competition authorities have a less strict application of legal approaches to vertical
arrangements, and this debate is helpful in comparing various competition policies on vertical
practices. This chapter thus has a comparative overview of historical development in other
competition regimes, such as the US and the EC because these regimes have developed their
enforcements on vertical restraints by means of diverse legal methods. These can help the
KFTC and the courts attempt to experiment economic theories to vertical cases. After this
explanation, it provides a summary of substantive statutory provisions, the Monopoly
Regulation and Fair Trade Act (MRFTA), particularly Articles 3-2, 19, 23, and 29 MRFTA®
and guidelines with a comparison with the Japanese Antimonopoly Law (AML). The
MRFTA was heavily influenced by the AML. Therefore, this comparison will be helpful to
analyse the current laws in these two regimes whether they are pro-competitive and result in

efficiency outcomes.

Chapter 4 explains the case law, and also the KFTC’s practices. This demonstrates
how the KFTC and the courts in Korea have been cautious to deal with vertical restraints, and
how they have developed justifications in vertical cases. This chapter compares the case law
development with other jurisdictions. This chapter intends to explore the essential
implementation of the law. This is critically reviewed, and it is necessary to explain the
problems of existing Korean vertical regulation for the proposal of reform in the following
chapters. The main part of this chapter is concerned with a discussion of the economics-

justification methods in case law.

20 MRFTA, amended by the law no 9554, Mar. 25 2009, Article 3-2 (Prohibition of Abuse of Market
Dominance); Article 19 (Unfair Concerted Act); Article 23 (Unfair Business Practices); Article 29 (Resale Price
Maintenance).
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The emphasis shifts, in Chapter 5 and 6, to the problems of regulatory structure in
vertical regulation, then amendments. Chapter 5 continues critical analyses of the current
Korean competition law of vertical restraints from the cases studied in Chapter 4. In this
chapter, the problem of application of law as a technical matter is discussed. It examines the
issues in Article 3-2 MRFTA, the provisions of abuse of market dominance, application of
Articles 19 and 23 regarding concerted and unilateral problems, and Article 29 of resale price
maintenance. This chapter also discusses the problems according to the relevant guidelines,
which do not give legal certainty, but only create strait-jacket effects. To establish a model of
Korean brand vertical regulation and case law development, Chapter 5 also deals with legal
1deas on vertical restraints as well as economic theories. Therefore, it discusses controversial
legal arguments in interpretation of relevant provisions regarding the achievement of
purposes of Korean competition law. Chapter 6 then introduces a regulatory reform of
Korean vertical regulation by an amendment, which can be thought as revolutionary. Chapter
6 suggests various ideas of reform regarding presumption of abuse of market dominance in
Articles 3-2 and 4 MRFTA, application of Articles 19 and 23, and withdrawal of Article 29.
This chapter also proposes new vertical guidelines, which include market share threshold test.
This mainly argues that the current MRFTA is very strict and may not satisfy the aims of

Korean competition law.

Chapter 7 critically assesses the new model that is suggested in Chapter 6. This
chapter examines the issues for small market economies of developing countries and
competition policy, including concerns about opening the domestic market. On theoretical
grounds, there are number of reasons why the KFTC should follow a more economics-
justification approach in vertical restraints, where the market is becoming mature, and open
to international competition. This chapter focuses on the development of Korean vertical
regulation as a model of balancing negative and positive effects, based on these grounds. This
gives an example of how competition authorities in small market economies, which have
similar experiences or circumstances in micro- and macroeconomic policies, should provide
legal measures, and apply their laws in order to enhance economic efficiency and pro-

competitive effects. Finally, Chapter 8 concludes the ideas in the thesis.

Various elements are comprehensive factors in the determination of anti- and pro-

competitiveness of vertical restraints, depending on the degree of market concentration and

10
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international trade. This thesis attempts to examine the Korean case as an example of a
developing country, regarding competition law, and also international trade. This thesis
provides insight into the historical development of economic and societal changes which
influence competition culture. As the Korean economy presumably grows gradually, the
Korean competition authority should and will develop regulatory techniques more quickly
than expected. The KFTC has been one of the most active authorities, particularly amongst
Asian countries. Therefore, because developing countries can have a similar experience of a
highly concentrated market with the pursuit of export-enhancing policy, the study of Korean
competition law and policy on vertical restraints will be valuable to anticipate or suggest
development and changes in their competition laws. In conclusion, this thesis will trace and
forecast the development of Korean competition law and policy, and also give an example of

development of vertical regulations.

11



Chapter 2
Historical Development of Korean Economy and Competition Law

Chapter 2

Historical Development of Korean Economy and

Competition Law

2.1. Korean Economic Policy of Rapid Economic Growth and Its Costs

In many developing countries in East Asia, including Korea, competition policy will tend to
lose out if there is a conflict with other government policy objectives. Government policies,
which influence the competitiveness of their domestic firms in international markets as well
as the welfare of consumers, involve not only traditional trade policy, but also competition
policy.! Governments frequently intervene in business activities to promote certain industries.
Such an environment makes it difficult to establish a culture of competition. Competition
laws thus vary in terms of their coverage and content, reflecting diverse social, political,2
cultural and legal contexts.’ Therefore, the important factor to understand competition policy
is what the underlying economic problem is. At almost all points, economic theories are

usually part of social or political philosophy.*

There are some reasons to believe that less mature markets, especially in developing
countries, tend to be more vulnerable to anti-competitive practices. The reasons include high

entry barriers’ due to inadequate business infrastructure, such as distribution channels of

" See Jonathan Eaton and Gene Grossman, ‘Optimal Trade and Industrial Policy under Oligopoly’, The
Quarterly Journal of Economics, Vol. 101, No. 2, 1986, p. 383.

%' See Bruce Doern, ‘Comparative Competition Policy: Boundaries and Levels of Political Analysis’ in Bruce
Doern and Stephen Wilks (eds), Comparative Competition Policy: National Institutions in A Global Market,
Clarendon Press, Oxford, 1996, p. 34.

? See Ping Lin, “The Evolution of Competition Law in East Asia’ in Erlinda Medalla (ed), Competition Policy in
East Asia, Routledge, London and New York, 2005, p. 16.

* See Eleanor Fox, ‘Economic Concentration, Efficiencies, and Competition: Social Goals and Political
Choices’ in Eleanor Fox and James Halverson (eds), Industrial Concentration and the Market System: Legal,
Economic, Social and Political Perspectives, ABA Publishing, USA, 1979, p. 140.

> See Sigrid Stroux, US and EC Oligopoly Control, Kluwer Law International, The Hague, 2004, pp. 23-4. The
author illustrates 3 types of entry barriers: (i) legislation; (ii) technology; and (iii) strategies set up by firms.
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large firms. High entry barriers make it easier to achieve market power, and can also prevent
the erosion of monopoly power in the long run. Therefore, once achieved, concentration may
not be easily undone in a short period.® In general, consumers and Small and Medium-sized
Enterprises (SME) in these countries could be harmed by anti-competitive practices. For this

reason, there are increasing demands to protect them against abuses of market dominance.’

The Korean case conforms to this model. Korean competition enforcement cannot be
separated from the economy’s historical, social, and political background.® The outstanding
economic development of Korea over the six decades after the Korean War was surprising,
and became legendary to other developing countries. Since the early 1960s, Korea has
demonstrated remarkable economic growth and change in economic structure.’ During the
time of its economic growth, government intervention influenced the allocation of resources
amongst market entities. ' Although this intervention seemed to be similar to other Asian
countries, especially Japan, fundamental Korean government policy was slightly different,
due to its unique strategy of export-led industrialisation policy. Selective industrial policies
for export contributed to Korea’s rapid economic success and international competitiveness
in several industries.'’ To achieve this export-led economic goal, the government had to rely
on the specific enterprises that could give best effort for export, and compete with other
Multinational Corporations (MNC). This policy eventually led to significant economic

improvement, with market concentration by several business groups, Chaebols, which have

% See Michal Gal, Competition Policy for Small Market Economies, Harvard University Press, Cambridge MA,
USA and London, 2003, p. 75.

" See Robert Anderson and Frédéric Jenny, ‘Competition Policy, Economic Development and the Possible Role
of a Multilateral Framework on Competition Policy: Insights from the WTO Working Group on Trade and
Competition Policy’ in Erlinda Medalla (ed), Competition Policy in East Asia, Routledge, London and New
York, 2005, p. 63.

¥ See David Round, ‘Regional Cooperation in Competition Policy’ in Erlinda Medalla (ed), Competition Policy
in East Asia, Routledge, London and New York, 2005, p. 252.

? See Ha-Joon Chang, The Political Economy of Industrial Policy, St. Martin’s Press, New York, 1994, p. 92;
Paul Kuznets, ‘Causes, consequences, relevance: Korea’s industrialization’ in Yun-Shik Chang and Steven Lee
(eds), Transformations in Twenties Century Korea, Routledge, 2006, New York, p. 102. Between 1965 and
1986, Korea’s annual per capita GNP growth showed 6.7 per cent that was significantly high compared with that
of 2.9 per cent of the developing world as a whole.

' See Larry Westphal, ‘Industrial Policy in an Export Propelled Economy: Lessons From South Korea’s
Experience’, The Journal of Economic Perspectives, Vol. 4, No. 3, 1990, p. 41. These were taxes and subsidies,
credit rationing, various licensing, and creation of public enterprises.

1 1bid., p. 41; Paul Kuznets, Supra., note 9, pp. 89-92.
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. 12 . . . .
numerous affiliates. © They were always associated with governmental interference in

production and distribution."

This policy meant heavy reliance on a few large enterprises at the cost of their anti-
competitive activities, and was later criticised heavily. It was also obvious that the closed
domestic market for foreign competitors could not improve international competitiveness,
because there was less foreign interaction. In the end, the state-aided domestic large
enterprises chosen as national champions could not be transformed into competent
international firms.'* This economic policy for rapid growth eventually brought economic
distortions, and also created government resource allocation and an artificially-structured
market concentration.'” During this period, many argued that this was essential to develop the
Korean economy in order to provide economic competence. Therefore, it was inevitable that
this export-motivated nature brought a high level of centralisation to achieve scale economies
for future international competition. It was unquestionable that the government-sponsored
export-led policy accelerated growth maximisation by coordinating the advantages of market

intervention.

Although this policy brought growing exports in a large number of foreign markets, as
planned, the state-supported enterprises achieved tremendous market dominance in the
domestic market. Whilst the government emphasised the gains from large enterprises’
competitive advantages in the foreign market, it ignored the importance of competition law.
A large number of domestic industries were restrained by them, and the domestic market
became monopolistic or oligopolistic.'® In addition, the government instructed individual
enterprises as to which industries were open to them, and used the banking system to

implement its policy. This allowed them to enjoy market dominance to increase their market

"2 For further details about Chaebol structure, see Myoungsu Hong, ‘Features of Chaebol’, Journal of Korean
Competition Law, Vol. 9, 2003, pp. 170-71.

13 See Paul Kuznets, ‘Government and Economic Strategy in Contemporary South Korea’, Pacific Affairs, Vol.
58, No. 1, 1985, p.55; Seung-Wha Chang, ‘Competition Law and Policy in Transaction’ in Carl Green and
Douglas Rosenthal (eds), Competition Regulation in the Pacific Rim, Oceana Publication. New York, 1996, p.
263; Ho Young Lee, ‘Regulation of Undue Internal Dealings under the Monopoly Regulation and Fair Trade
Act’, Journal of Korean Law, Vol. 4, No. 2, 2005, p. 87.

'* See Tat Yan Kong, The Politics of Economic Reform in South Korea: A Fragile Miracle, Routledge, London
and New York, 2000, p. 109.

" See Un-Chan Chung, ‘The Korean Economy Before and After the Crisis’ in Duck-Koo Chung and Barry
Eichengreen (eds), The Korean Economy Beyond the Crisis, Edward Elgar, Cheltenham, UK and Northampton
MA, USA, 2004, pp. 25-6.

'® Seung-Wha Chang, Supra., note 13, p. 263.
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power,'” although market power should have been viewed as tending to damage efficiency

: 1
and economic progress.'®

The Korean government, in a word, granted licences to Chaebols to operate in various
fields of businesses, particularly those seen to be strategic to economic development. This
demonstrated its tendency of protecting producer’s interests over those of consumers. Since
the dominant concern for the policy-makers was how to achieve rapid growth, it was easy to
understand the relative imbalance in the government’s focus. One example of economic
policies favouring producers over consumers was the restriction on imports, which prevented
most imports of consumer goods. This restriction has recently been phased out for the most
part. However, the entry barriers against foreign enterprises in the Korean market during this
period can be seen to have led to a resulting lack of competition, which ultimately brought

inefficiency to the market."

As a result, the Korean economy became very vulnerable, even to a small external or
internal economic shock, and could easily go into an economic crisis when there is a loss of
confidence in its economic prospects. This is what Korean policy-makers learned, at a
considerable cost, in 1997, when they received loans from the International Monetary Fund
(IMF). They recognised a considerable and harmful market distortion from the high
economic concentration.”’ In fact, a concern about the oligopolistic market structure arose
from the view of competition aspects in 1980. As the Korean public demanded more

democratic procedures to accompany economic growth and globalisation, the politics-

7 Un-Chan Chung, Supra., note 15, pp. 25-6. On the financial side, poor monitoring practices and the
politicisation of funding increased non-economic performing loans. This was the core figure amongst the large
business groups, which was similar to the concerns brought in Japanese competition law. See also Masako
Wakui, Antimonopoly Law: Competition Law and Policy in Japan, Arima Publishing, Suffolk, 2008, p. 20.

'8 Some scholars distinguish market power from monopoly power as the latter is often defined in the cases as the
power to control price or to exclude competition and understood as a significant degree of market power.
However, in the Korean system, these two terms seem to be treated as the same. For further discussion about the
definition, see William Shepherd, ‘Theories of Industrial Organization’ in Harry First, Eleanor Fox, and Robert
Pitofsky (eds), Revitalizing Antitrust in Its Second Century: Essays on Legal, Economic, and Political Policy,
Quorum Books, New York, 1991, p. 37; Phillip Areeda, Louis Kaplow, and Aaron Edlin, Antitrust Analysis:
Problems, Text, and Cases, 6th edn, Aspen Publishing, New York, 2004, p. 368; Luc Peeperkorn and Vincent
Verouden, ‘The Economics of Competition’ in Jonathan Faull and Ali Nikpay (eds), The EC Law of
Competition, 2nd edn, Oxford University Press, Oxford, 2007, p. 9.

" For discussion about inefficient results by Chaebol, see Sung-Hee Jwa, A New Paradigm for Korea’s
Economic Development: From Government Control to Market Economy, Palgrave, New York, 2001, pp. 12-3;
Myoungsu Hong, Supra., note 12, pp. 155-61.

2 Un-Chan Chung, Supra., note 15, pp. 25-6. The author explains that inefficient and unprofitable firms were
supposed to be shut down, and only efficient firms should survive, but the Korean large firms continued to
develop by taking advantages from governmental protection.
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business practices became untenable.”' The concept of unfairness in competition has
influenced competition law and policy in Korea, which resulted in a unique Anti-Chaebol
policy.?”* The market has been affected by tough competition, which was dependent on
competition law. This historical development of the Korean economy and competition law

has influenced competition in the Korean market.

Before moving to the substantive Korean competition laws, it is thus important to get
an idea of the variety of competition aims from the historical background. This will provide a
grounding knowledge of the relationship between macroeconomic and competition policies in
Korea. This will also give explanations for the problems in competition law of vertical
restraints. This chapter will address how the Korean competition system has been identified,
based on national economic development and the fear of large firms, which resulted in an

extreme treatment by Anti-Chaebol policy.

2.2. Historical Context of Competition Law Development

2.2.1. Chaebol and Problems of Market Concentration: Comparative Perspective

There were two notable features of Korea’s economic development. One was the economic
leadership of the government, and another was the emergence of Chaebols.” These large
family-owned conglomerates had roots in the colonial period. The government leadership
was a part of Korea’s colonial inheritance from the 1930s, when the Japanese colonial
administration used private banks to direct resources towards heavy industries, under the
large business groups, Zaibatsu.** To Korean policy-makers, the Japanese government-led,

Zaibatsu-driven development was considered suitable for the Korean economy. The Japanese

2l See Uk Heo and Sunwoong Kim, ‘Financial Crisis in South Korea: Failure of the Government-Led
Development Paradigm’, Asian Survey, Vol. 40, No. 3, 2000, p. 503.

* See Kwangshik Shin, ‘Kyoung-Jae-Wi-Ki-Wa-Kyoung-Jaeng-Jeong-Chaek (Economic Crisis and
Competition Policy and Law)’ Journal of Economic Policy, Vol. 20, No. 1 and 2, 1998, p. 8.

* See Gerardo Ungson, Richard Steers, and Seung-Ho Park, Korean Enterprise: The Quest for Globalization,
Harvard Business School Press, Boston, 1997, pp. 24-7; Tat Yan Kong, Supra., note 14, p. 168. See also
glossary.

* For further discussion about Zaibatsu, see Eleanor Hadley, Antitrust in Japan, Princeton University Press,
Princeton, 1970, pp. 20-21; John Haley, Antitrust in Germany and Japan: The First Fifty Years, 1947-1998,
University of Washington Press, Seattle and London, 2001, p. 9; David Flath, The Japanese Economy, 2nd edn,
Oxford University Press, Oxford, 2005, pp. 46-9. See also glossary.
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case hints at a valuable description for development of Korean competition law and policy on

large business groups.

Zaibatsu were groups of powerful enterprises from the banking, coal, steel, heavy
industry, trading, securities, and other sectors.” In particular, sales of plants, contracts and
subsidies from the Japanese government helped to concentrate the development of
transportation and heavy industry in the hands of a small group of families. Zaibatsu were the
main economic tools for Japanese economic growth during the 1930-40s, correspondingly for
the Korean case in the 1960-70s.?° They were restructured during post-war US military
occupation and evolved into the present-day Keiretsu ' by the legislation of the
Antimonopoly Law (AML).? This was introduced in 1947 as part of the occupation policy
after the Second World War, and has often been seen as one of the main issues concerning
the Japanese economy.” The AML is an inheritance of US occupation, and thus has some
features in common with US antitrust law. For example, some features of the Sherman Act
and the Clayton Act were incorporated into the Japanese statute, such as ‘conspiracy in
restraint of trade’ and ‘tend to monopolise’.>® The AML has been often the focus of political
controversy, although it seems an important tool in the Japanese government’s efforts to

make the market more compatible with other countries.”!

» See Mitsuo Matsushita, Introduction to Japanese Antimonopoly Law, Yuhikaki Publishing, Tokyo, 1990, p. 1;
Kenji Suzuki, Competition Law Reform in Britain and Japan: Comparative Analysis of Policy Networks,
Routledge, London and New York, 2002, p. 37.

*® For further information about emergence of Zaibatsu and the AML, see Hiroshi Iyori and Akinori Uesugi, The
Antimonopoly Laws of Japan, Federal Legal Publications, Washington, 1983, pp. 4-10; Mitsuo Matsushita,
Supra., note 25, preface; Hidemasa Morikawa, Zaibatsu: The Rise and Fall of Family Enterprise Groups in
Japan, University of Tokyo Press, Tokyo, 1992, Chapter 2.

7 See Kenichi Miyashita and David Russell, Keiretsu: Inside the Hidden Japanese Conglomerates, McGraw-
Hill, New York, 1994, Chapter 1; Akira Goto and Kotaro Suzumura, ‘Keiretsu’ in Leonard Waverman, William
Comanor and Akira Goto (eds), Competition Policy in The Global Economy: Modalities for Cooperation,
Routledge, London and New York, 1997, pp. 362-7. See also glossary.

* The AML was first named as ‘Law Relating to Prohibition of Private Monopoly and Methods of Preserving
Fair Trade’. This seems that Japan took the pure microeconomic concept of competition rather than
macroeconomic idea. For further discussion, see Masako Wakui, Supra., note 17, pp. 12-3.

¥ See Peter Beck, ‘Revitalizing Korea’s Chaebol’, Asian Survey, Vol. 38, No. 11, 1998, pp. 1018-9.

%% David Flath, Supra., note 24, pp. 250-1. Although the MRFTA adopted a number of provisions in the AML, it
did not adopt ‘monopolisation clause’.

31 See Mitsuo Matsushita, ‘The Antimonopoly Law in Japan’ in Edward Graham and David Richardson (eds),
Global Competition Policy, Institute for International Economics, Washington D.C., 1997, p. 151; Kenji Suzuki,
Supra., note 25, p. 35.
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Chaebols can be compared with Zaibatsu or present-day Keiretsu,>* in that direct
industrialisation reappeared in the 1970s, when the administration tried to establish and
develop Heavy and Chemical Industries (HCI). Government-driven Chaebolisation was
generated to avoid the risk of entering new and risky industries, through its financial
support.”® By the end of the 1970s, the most successful of those favoured business groups
developed into highly diversified Chaebols. The 1970s represented the decisive stage in the
formation of the Chaebols. Many of the economic and social distortions commonly
associated with Chaebols originated during this time. This was detrimental to competition.**
They possessed features that have contributed to their longevity.*® Chaebols grew larger,
generating the common sentiment and theory of ‘too big to fail’.*® One may ask why they
diversified into many economic activities through affiliates, although there was often a loss,
instead of specialisation. A possible answer might be that such expansion helped to spread
the risk, allowing the slack in one sector to be compensated for by the others. However,
instead of spreading risk, their affiliates were so intertwined through cross-shareholdings®’
that the collapse of one was likely to trigger a domino effect throughout the groups. Another

answer for diversification could be the desire for vertical integration within the group, to

ensure the supply of critical parts of manufacturing,®® and also to foreclose the market.”

Vertical integration or diversification into unrelated areas took the form of creation or
acquisition of enterprises, which resulted in entry barriers.*” Based on this consideration, the
government started focusing on SMEs, because most of its Chaebol policy during the 1960-

70s drove anti-competitive effects onto the market. The growth of Chaebols soon became a

% Chaebol has its structural similarity with Keiretsu and also Konzern but it is still very unique and some
scholars argue that it cannot be compared with the large groups in other regimes. See Myoungsu Hong, Supra.,
note 12, pp. 186.

3 Paul Kuznets, Supra., note 9, pp. 93-5; Seung-Ho Kwon and Chung-Sok Suh, ‘Transformations in Korean
capitalism: A case study of the Hyundai Business Group’ in Yun-Shik Chang and Steven Lee (eds),
Transformations in Twenties Century Korea, Routledge, New York, 2006, pp. 127-8.

** See Jongwoo Han and L.H.M. Ling, ‘Authoritarianism in the Hypermasculinized State: Hybridity, Patriarchy,
and Capitalism in Korea’, International Studies Quarterly, Vol. 42, No. 1, 1998, pp. 67-8; Tat Yan Kong,
Supra., note 14, pp. 47-51.

35 paul Kuznets, Supra., note 9, p. 94.

%% Sung-Hee Jwa, Supra., note 19, pp. 10-11.

°7 Un-Chan Chung, Supra., note 15, p. 27.

*¥ See Gary Hamilton and Nicole Biggart, ‘Market, Culture, and Authority: A Comparative Analysis of
Management and Organization in the Far East’, The American Journal of Sociology, Vol. 94, 1988, p. S65; Tat
Yan Kong, Supra., note 14, pp. 88-90.

** For further discussion about vertical foreclosure in the oligopolistic market, see Esther Gal-Or, ‘Vertical
Integration in Oligopoly’, Journal of Law, Economics, & Organization, Vol. 8, No. 2, 1992, p. 393.

“ See Sea Jin Chang and Unghwan Choi, ‘Strategy, Structure and Performance of Korean Business Groups: A
Transactions Cost Approach’, The Journal of Industrial Economics, Vol. 37, No. 2, 1988, pp. 429-30.
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burden to economic policy. Accountable as they were for a large share of the Korean
economy’s assets, sales and debts, Chaebols inevitably influenced the majority of industrial
policy measures. From their privileged positions, Chaebols initiated large-scale projects
without fear. Their strategic concerns in oligopolistic markets forced them to expand their
capacity through ‘market containment power’.*' This market structure sufficiently satisfied
the first legislation of Korean competition law, to solve Chaebols’ dominating situations so
that the free market system works well.*> This was different from the Japanese case, since

there was no foreign pressure for competition law legislation.

2.2.2. Establishment of Korean Competition Policy

In the 1950s and 60s, after liberalisation from Japanese rule, and the Korean War, both
Presidents Rhee and Park aimed to establish heavy industries that could produce more
industrialisation,” and put economic development as a top priority. That was what most
people wanted. The government-business relationship was created during this time, and
private sector cooperation with government administrators arose from a combination of
nationalism and shared interests.** The government actively participated in the public and
private sectors of the economy, achieving its position through government-driven economic
planning.*’ This targeted certain industries during the 1960-70s for their implementation and
execution.*® The case of the ‘Flour, Sugar, and Cement’ price cartels in 1963, however,
brought public concerns about abusive conduct of monopolists and demanded competition

law legislation.

*I Sung-Hee Jwa, Supra., note 19, pp. 10-11; Hyun Yoon Shin, Kyoung-Jae-Bub [Korean Competition Law],
2nd edn, Bubmunsa, Seoul, 2007, p. 32. Shin explains that this ‘unbalanced economic growth policy’ brought
the wide government’s control.

“2In general, the primary purpose of the competition law should be to remedy situations in which the free
market breaks down. See Mark Furse, Competition Law of the EC and UK, 6th edn, Oxford University Press,
Oxford, 2008, p. 1.

“ See Steven Lee, ‘Introduction: Korea’s twentieth century transformation’ in Yun-Shik Chang and Steven Lee
(eds), Transformations in Twenties Century Korea, Routledge, New York, 2006, p. 17.

* Ha-Joon Chang, Supra., note 9, pp. 110-11; Tat Yan Kong, Supra., note 14, pp. 140-41. A number of the
features of anti-competitiveness could be seen even after competition law legislation, such as shared interests
between the government and Chaebols.

* Gary Hamilton and Nicole Biggart, Supra., note 38, p. S77.

“ In the 1960-70s, the government was strong enough to resist the societal pressures that might have
undermined its long-term economic priorities. See Steven Lee, Supra., note 43, p. 17.
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For this reason, the government first attempted to propose price stabilisation
legislation. Following this government’s attempt, the Law Institute of Seoul National
University submitted the ‘Fair Trade Act Proposal’ in 1964. However, because Chaebols
strongly hindered this proposal, policy-makers could not enact competition law.*’ In the
1970s, concerns about domestic competition arose again due to the problems of inflation,
distortion of competition, and concentration of economic power. In particular, worries about
the monopolistic market increased significantly. Therefore, the government reconsidered
legislation. Although the first legislation effort was made in 1964, the most significant
endeavour was implemented in 1972 for stabilising prices and controlling inflation caused by
the oil shock,* which could make policy-makers re-evaluate competition law legislation,

because of the oil shock’s effect on industry.

Direct price controls were provided under the Price Stabilisation Act in 1973 for the
surging prices. This act was legislated to establish fair trade by forbidding refusal to sell and
achieve price control on goods and services. After this, the government implemented further
legislation, the Price Stability and Fair Trade Act,” enacted in 1975. By revising the Price
Stabilisation Act, this clarified the prohibition of unfair business practices, and provided a
legal groundwork for issuing corrective measures for violation of the law. This act also
provided price settings, such as maximum prices, and prices for some products, including
utilities. Furthermore, it stipulated directions for the supply and distribution of goods and the
implementation of measures for coordinating supply and demand in the case of emergency.
This statute was principally aimed at controlling price inflation rather than enhancing
competition in the market, which was different from the Japanese legislation. These

legislations, however, remained at an immature stage.

These acts created external issues, such as preventing proper functioning of the price
mechanism, because the purpose of the statutes was mainly focused on attaining price

stability. The attempted statutes eventually distorted competition and created the possibility

“7See Yong-Duk Jeon, ‘Kyu-Jae-Ui-Ie-Ik-Jib-Dan-Ie-Ron-Kwa-Gong-Jung-Go-Rae-Bub (Theory of Regulated
Interest Groups and Competition Law)’, Journal of Social Science Research Vol. 6, No. 4, 1999, pp. 173-83;
Ohseung Kwon, Kyoung-Jae-Bub [Economic Law], 5th edn, Bubmunsa, Seoul, 2005, p. 93.

* See Ohseung Kwon, ‘Dok-Jom-Kyu-Jae-Bub-Ui-Hyun-Hwang-Kwa-Kwa-Jae (Current Competition Law and
the Problems)’ in Ohseung Kwon (ed), Gong-Jung-Go-Rae-Bub-Kang-Ui Vol. II [Lectures on Competition Law
Vol. II], Bubmunsa, Seoul, 2000, p. 3.

* Price Stabilisation and Fair Trade Act, Law No. 2798, Dec. 31, 1975.
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of inflation, which resulted in the refusal of production and creation of higher prices. In the
end, the acts generated these external factors deepening the problems of the monopolistic and
oligopolistic market. Whilst focusing on the failure of price regulation, the policy-makers
saved the sections involving fair trade in the Price Stability and Fair Trade Act, and brought
in new legislation.’® This effort of modification became a cornerstone of the Monopoly
Regulation and Fair Trade Act (MRFTA) in 1980. This effort on macroeconomic policy,
which was not completely abandoned in the 1980s, exerted strong political pressure on the
Korean competition system at the beginning of MRFTA legislation.”’ This legislation was

only the first step towards the fully effective competition statute in the 1990s.>

Although economists have long advocated free trade as an ideal, nearly all market
economies protect at least some industries from foreign competition. Korea was not an
exception. Korea provided higher levels of protection in the 1960-70s than developed
countries. In protecting a domestic industry from import competition, Korea risked imposing
costs of market concentration, which was the increase of domestic monopolists’ power.>
This made the Korean public criticise the practices of Chaebols for their historical abuses of
market power, thinking ‘small is beautiful’.>* Therefore, the MRFTA has been developed in
order to restrict market concentration, rather than efficiency improvement, and has been
supported by consumer groups and SMEs. The Korea Fair Trade Commission (KFTC) has
implemented the law with stringent measures, focusing less on efficiency than protection of

consumers and SMEs.” This seems influenced by the idea that competition law was not

% The government published the reason for this legislation, stating ‘the Korean market and the firms have
developed, and if the government intervenes in the market activities, it may prevent the freedom of individual
firms and distort market mechanism such as pricing; therefore, the government proposes the Fair Trade Act to
enhance fair and free competition.” The KFTC website: http://kftc.go.kr/eng (accessed 11 Nov. 2006). This
source is withdrawn.

°! See Michal Gal, ‘Reality Bites (Or Bits): The Political Economy of Antitrust Enforcement’ in Barry Hawk
(ed), International Antitrust Law and Policy: Fordham Corporate Law 2002, Juris Publishing, Huntington NY,
USA, 2002, p. 605. The author argues that small market economies show stronger political pressures on
competition laws than large regimes, and this was the Korean case in the 1980s.

>* For further discussion, see Hyun Yoon Shin, Supra., note 41, p. 65; Ohseung Kwon, Kyoung-Jae-Bub
[Economic Law], 6th edn, Bubmunsa, Seoul, 2008, pp. 40-41.

> See Paul Krugman, ‘Protection in Developing Countries’ in Rudigher Dornbusch (ed), Policymaking in the
Open Economy: Concepts and Case Studies in Economic Performance, Oxford University Press, Oxford, 1993,
p. 127.

>* See Kwangshik Shin, Supra., note 22, p. 16.

> See Seungchul Lee, Gong-Jung-Go-Rae-Kyoung-Jae-Hak [Antitrust Economics], Korea Economics Research
Institute, Seoul, 1999, pp. 30-31.
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adopted to maximise the greatest possible efficiency outcome and, therefore, it should help

consumers rather than penalise them.*®

2.2.3. Modification of Policies through Financial Crisis: Competition Law Experiment

Chaebols’ economic influence became even more pervasive in the 1980s, due to their
expansion and leading role in the frontier industries.’’ Implementations such as increasing the
number of large scale economies through mergers in the 1980s continued, resulting in entry
barriers. The ultimate privilege of economic power had already been obtained to assure their
survival, regardless of how incompetent and inefficient they might be.”® Furthermore, they
could still create erosion of economic freedoms.” This feature of market concentration was
seen in Korea in the 1980s. The main reasons were the short history of competition law
implementation and policy-makers’ misunderstandings. They were extremely concerned
about excessive competition between domestic enterprises, and assumed severe competition
in the domestic market might cause social waste from ‘destructive competition’,® for
example, by price wars that could be harmful to enterprises. The fear of excessive

competition allowed the policy-makers to provide laws in the form of entry restrictions.®'

This implication was wrong, because the policy-makers did not fully understand
competition as a means to achieve efficiency. This eventually made the society demand
vigorous social aims in competition policy, such as protection of consumers and SMEs.®
Competition law came into being in 1980, after four abortive attempts at legislation in 1964,
1966, 1969, and 1971. However, the MRFTA in 1980 claimed to be concerned mainly with
restricting unfair or anti-competitive behaviours rather than market concentration, which
could not solve foreclosure by large firms. Not until 1986 did criticism and concerns about

the concentration of economic power of large business groups bring the first amendment to

%6 See Eleanor Fox and Lawrence Sullivan, ‘Antitrust-Retrospective and Prospective: Where Are We Coming
From? Where Are We Going?’, New York University Law Review, Vol. 62, 1987, p. 957.

>’ Tat Yan Kong, Supra., note 14, pp. 131-2.

3% For theoretical argument, see Walter Adams and James Brock, ‘The Sherman Act and the Economic Power
Problem’ in Theodore Kavaleft (ed), The Antitrust Impulse: An Economic, Historical, and Legal Analysis, Vol. I,
M.E. Sharpe, New York, 1994, p. 350.

> Ibid., p. 533; Giuliano Amato, Antitrust and the Bounds of Power: the Dilemma of Liberal Democracy in the
History of the Market, Hart Publishing, Oxford, 1997, p. 2.

% This issue was discussed by Callmann. See Rudolph Callmann, ‘The Essence of Anti-Trust’, Columbia Law
Review, Vol. 49, No. 8, 1949, p. 1101.

%1 Ha-Joon Chang, Supra., note 9, pp. 112-25.

52 Hyun Yoon Shin, Supra., note 41, p. 131.
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the MRFTA, with stronger restrictions on cross-investments between affiliates of the same
business group.® Domestic pressures for thoroughgoing reform of economic policies also
grew. To improve technology, finance, and market structure, further effort for vigorous

competition was needed.

One can observe the transition of the 1990s by looking at official policy orientation,
and the pace and scope of change. Economic policy was refined during this time, notably
through functional support, and economic deconcentration measures. These performances
brought more effective competition law, with the correction of imbalances that underpinned
the economy’s high cost and low efficiency.® The government found that government
intervention was incompatible with liberalised policy, and that traditional economic controls
restrained outward expansion of Korean businesses. To compete with foreign firms, Korean
firms also had to maximise their efficiency, by taking advantage of opportunities for global
production.®® The Chaebol reform was attempted by successive governments in the 1980s,
but in each case the effort ultimately failed because of lack of consent within the economic
bureaucracy, i.e., the businessmen with vested interests. The Korean government, at last,

66
In

acted on the external crisis in 1997, and subsequent IMF assistance to bring real reform.
fact, the financial crisis provided Korea with an opportunity to re-examine its overall
economic policy. In this process of reflection, the importance of competition policy was

highlighted.®’

In particular, many argue that the open market was necessary in order to improve the
international competitiveness of domestic firms, and this could be achieved through the
adoption of a global standard and principle of market economy.®® With the financial crisis, a

broad consensus seemed to be reached that the economy should be driven by market

% Ha-Joon Chang, Supra., note 9, p. 112; Ohseung Kwon, Supra., note 52, pp. 41-2.

% Tat Yan Kong, Supra., note 14, pp. 15-6.

5 Ibid., p. 159; Myoungsu Hong, Chaebol-Ui-Kyoung-Jae-Ryuck-Jib-Jung-Kyu-Jae [Regulations on Economic
Concentrations of Chaebol], Kyoungin Publishing, Seoul, 2006, p. 1.

% peter Beck, Supra., note 29, p. 1021; Ohseung Kwon, Supra., note 47, pp. 77-8. Most of the reforms were
focused on restrictions on holding companies and affiliates, such as controls of cross-shareholding and debt-
guarantee etc.

%7 See Nam-Kee Lee, Toward A Mature Market Economy: Competition Law and Policy in Korea, Korea Fair
Trade Commission, Seoul, 2002, p. 143; Michael Todaro and Stephen Smith, Economic Development, 7th edn.
Pearson Education Ltd, USA, 2006, pp. 654-8.

% See In-Ho Kim, ‘Han-Kuk-Kyoung-Jae-Wa-Kyoung-Jaeng-Jung-Chek-Ui-Kwa-Jae (Assignments for the
Korean Economy and Competition Policy)’ in Ohseung Kwon (ed), Ja-Yoo-Kyoung-Jaeng-Kwa-Gong-Jung-
Go-Rae [Free Competition and Fair Trade], Bubmunsa, Seoul, 2002, p. 75.
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competition. The KFTC took bold steps to eliminate the old structural inefficiencies of the
Korean economy, and aimed at strict enforcement of competition law to restructure the
Korean economy. Following the financial crisis, Korea, like other countries in Asia, has been
working towards eliminating entry barriers and other anti-competition elements, hastening
the transformation of previously government-led economies into more market-based ones.
The weakness of market discipline allowed Korean firms to pursue growth rather than
profitability in the 1960-70s.%” In this context, the MRFTA has been amended significantly,
with a view to supporting restructuring of the economy.’”® However, the KFTC already
demonstrated signs of progress in implementing competition law before the financial crisis,

and this accelerated reform after 1997.7!

The historical development of Korean economic and competition policy is similar to
that of Japan. Japanese industrial policy also played a crucial role in achieving Japan’s
economic miracle during the 1960-70s. This was the prime reason for the government’s lack
of interest in enforcing the AML. To enhance the competitiveness of Japanese firms in
international markets and to catch up with more advanced economies, Japanese ministries,
particularly the Ministry of International Trade and Industry (MITI), encouraged measures
that contradicted the principle of competition. Japanese firms had to be as large as other
foreign competitors in order to compete with them effectively. The Japanese government
gave more weight to industrial policy than competition. Since the early 1990s, however, the

AML has been significantly strengthened and enforcement has improved.”

Looking at law enforcement, Korea and Japan have had a similar approach. At the
beginning of legislation, they did not seem to be strict in controlling market power, but since
the 1990s both have tried to increase restrictions on large firms. However, the financial crisis
in 1997 was the crucial period for the KFTC to balance the macro- and microeconomic

approaches to its competition policy. The financial crisis was instrumental in alerting its

% See Won-Am Park and Gongpil Choi, ‘What Caused the Crisis? A Post Mortem’ in Duck-Koo Chung and
Barry Eichengreen (eds), The Korean Economy Beyond the Crisis, Edward Elgar, Cheltenham, UK and
Northampton MA, USA, 2004, p. 54.

" See Sai Ree Yun, ‘Antitrust Law in Korea’ in Barry E. Hawk (ed), International Antitrust Law and Policy:
Fordham Corporate Law 2003, Juris Publishing, Huntington NY, USA, 2003, p. 507.

" For example, a number of cases, which were investigated and reported during the 1990s, increased
significantly compared with the 1980s. See The KFTC Report, March 1996, pp. 22-8.

2 Ping Lin, Supra., note 3, pp. 22-4; Michael Beeman, Public Policy and Economic Competition in Japan:
Change and Continuity in Antimonopoly Policy, 1973-1995, Routledge, London and New York, 2002, pp. 13-24.
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economy to the desirability of regulating firms through both trade and competition policies.”
Furthermore, Korean competition policy has been treated slightly differently from the
Japanese. Korea legislated competition law without any foreign compulsion, whilst Japan
adopted the law due the influence of the US.”* This different historical origin caused a
tremendous difference in application, because the public recognised the problem of market

concentration, demanding vigorous enforcement without foreign pressure.

With the conclusion of Japanese occupation and the Korean War, the Korean
economy entered a period of unparalleled growth. This seems to be similar to other
developed countries.”” The government-led economic policy was considered efficient and
essential for the small scale Korean economy at the beginning of development, and other
considerations about social welfare and competition law were disregarded. However, Korean
market structure in the 1980s became more complicated than in the 1960-70s. Moreover, the
public started taking into account the necessity of competition legislation for the Korean
market. ® Nevertheless, this atmosphere of competition was a social objective, such as
equality in wealth rather than efficiency, which has been influenced by competition scholars

in Korea.

The ideal competition law for efficiency has long been regarded as a secondary
objective, because of other social ideals for protection of consumers and SMEs. This social
objective has hindered development of Korean competition law. This has also brought
tensions between liberty and equality, which can be observed in other regimes.”’ Generally,
the political fate of the competitive free-market ideal is heavily involved with developments

in competition law. The struggle between economic freedom and regulation thus reflects and

” David Round, Supra., note 8, p. 251.

™ Ping Lin, Supra., note 3, p. 34. Japan’s 1947 AML was imposed by the Allied Occupation Forces, and
extensive changes of the 1990s were a response to the pressure from the US. In Taiwan the threat of trade
retaliation from the US also played a decisive role in the passage of the competition act in 1991.

¥ See Eleanor Fox and Lawrence Sullivan, ‘Retrospective and Prospective: Where Are We Coming From?
Where Are We Going?’ in Harry First, Eleanor Fox, and Robert Pitofsky (eds), Revitalizing Antitrust in Its
Second Century: Essays on Legal, Economic, and Political Policy, Quorum Books, New York, 1991, p. 3. The
authors state that the US economy also had an experience of unparalleled growth attributable to several factors
such as emergence of national markets, innovation of new technologies, and vast amounts of capital.

7% See Nam-Kee Lee, ‘2002 Nyun-Gong-Jung-Go-Rae-Jung-Chaek-Un-Yong-Bang-Hyang (Competition Policy
in 2002)’ in Kwon Ohseung (ed), Ja-Yoo-Kyoung-Jaeng-Kwa-Gong-Jung-Go-Rae [Free Competition and Fair
Trade], Bubmunsa, Seoul, 2002, pp. 38-39.

7 See Rudolph Peritz, ‘A Counter-History of Antitrust Laws’, Duke Law Journal, Vol. 1990, No. 2, 1990, p.
285. The author argues this issue could be observed in the US historical development of rule of reason.
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reacts upon the tension in society between the ideals of liberty and equality. Korean
competition policy, such as that of other regimes, has also experienced the dilemma of
preventing monopolists in a manner that did not excessively interfere with their freedom to
transfer property.” In summary, there are three features reviewed in the history of Korean
competition legislation: first, the government deeply intervened in market competition at the
beginning of industrialisation, causing market concentration by Chaebols; second, market
dominance by Chaebols awakened the fear of large companies, ultimately resulting in strict
enforcement; and third, this has created an emphasis on competition law enforcement aimed

at achieving social objectives.

2.3. Framework of Korean Competition Law and Policy

2.3.1. General Features of Korean Competition Law

Most competition laws, including the MRFTA, contain rules that prohibit agreements and
prohibit or control the conduct of dominant firms, and mergers. Horizontal cartels are the
major concern and target of competition law, because these unambiguously harm competition
through raising prices or lowering output. Competition may also be harmed by acts of
monopolisation and attempts to monopolise,” or abuse of dominance, and, more rarely, by
vertical restraints. The term ‘competition’, however, has diverse meanings in the competition
law of different jurisdictions. In the US, lessening of or harming competition is found when
the conduct creates or increases market power. The harm is revealed not only in higher prices
or lower output, but in lessening innovation in highly concentrated markets to the detriment
of buyers, and ultimately, consumers.*® Other systems for the protection of competition have

somewhat different points of focus.®'

8 For further comparison with the US, see also William Letwin, Law and Economic Policy in America: The
Evolution of the Sherman Act, The University of Chicago Press, Chicago and London, 1965, p. 7; Robert Bork,
The Antitrust Paradox: A Policy at War with Itself, The Free Press, New York, 1993, p. 10.

" However, the MRFTA does not prohibit monopolisation or attempts to monopolise.

% See Eleanor Fox, ‘Competition Law’ in Andreas Lowenfeld, International Economic Law, 2nd edn, Oxford
University Press, Oxford, 2008, pp. 431-2. Consumer welfare can be maximised when 2 conditions hold: (i)
goods should be produced, distributed, and marketed using available resources to meet consumer demand; (ii)
goods should be sold at prices that are consistent.

*! See Charles Rule and David Meyer, ‘An Antitrust Enforcement Policy to Maximise the Economic Welfare of
All Consumers’ in Thomas Sullivan (ed), The Political Economy of the Sherman Act: The First One Hundred
Years, Oxford University Press, New York and Oxford, 1991, pp.212-3. In the EC, for example, the case law on
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In particular, the meaning of competition in Korea is different from the US. The
MRFTA provides terms, ‘unfairness’ and ‘unreasonableness’ which probably originated from
historical concerns about the economic power of Chaebols. Unequal bargaining power
brought by Chaebols could often be called unfair. In the Korean jurisdiction, competition
may promote fairness in the setting of prices close to cost, and of alternatives for buyers and
sellers, although it is a vague claim.®* The major function of Korean competition law
mistakenly regarded the tool in order to maximise the total amount of content in society for
equality of wealth® as limiting the power of Chaebols. This idea originated from the
emphasis on equality or fairness through government intervention in the 1980 Constitution
amendment.™ This was from fear of too large companies, and the desire for dispersal of
power, although the efficiency of such a move must have been doubted.® Although the
KFTC and the courts have tried to define these terms through the cases, it is not easy to apply
them in practice concurrently. However, the KFTC and courts have recently started

examining cases under the measure of anti-competitiveness, rather than unfairness.*®

Korean competition law is often considered as an example of a public-policy process
in which it is still widely assumed that government is motivated by the goal of serving the

public interest in current court judgments.”” A number of court judgments in Korea use this

abuse of dominance often has reference to behaviour that unbalances the playing field, and to acts by dominant
firms that exclude, coerce, or exploit weaker firms, or create entry barriers across national borders. Law and
policy statements refer to protecting market actors as well as consumers, and preserving the freedom to trade
between Member States. Nonetheless, differences are narrowing, and most systems today regard efficiency or
consumer welfare as a prime object of the law.

82 Phillip Areeda, Louis Kaplow, and Aaron Edlin, Supra., note 18, p. 22.

¥ See A.P. Thirlwall, Growth and Development: With Special Reference to Developing Economies, Tth edn,
Palgrave Macmillan, Hampshire, 2003, pp. 91-3.

¥ For further detail, see Ki-Su Lee and Jin-Hee Ryu, Kyoung-Jae-Bub [Anti-trust and Consumer Law], Tth edn,
Sechang Publishing, Seoul, 2006, pp. 4-5.

8 For further discussion of issues in utilitarianism and distribution of wealth, see Richard Posner, Frontiers of
Legal Theory, Harvard University Press, Cambridge MA, USA and London, 2001, Chapter 3; Phillip Areeda,
Louis Kaplow, and Aaron Edlin, Supra., note 18, p. 21; Mark Furse, Supra., note 42, p. 276. Posner argues that
utilitarianism is not a reliable guide to social policy.

86 E.g., POSCO v KFTC, Supreme Court 2002Du8626, Nov. 22, 2007. See also Michal Gal, Supra., note 6, p. 7.
The author argues that a culture of competition is linked to other social goals, and this also influenced the
wording fairness.

8 E.g., Korean Medical Association v. KFTC, Supreme Court 2001Du5347, Feb. 20, 2003; Daewoo v. KFTC,
Supreme Court, 2001Du2935, Oct. 14, 2004. The Court in these cases emphasised that violation of the law shall
be determined solely from the perspective of fair transactional order, public interest and consumer welfare.
Some scholars argue that competition law is one of the remaining government intervention policies for public
interest. For more discussion about public interest and intervention, see Dominick Armentano, Antitrust and
Monopoly, 2nd edn, The Independent Institute, Oakland, USA, 1990, pp. 10-11; William Shughart II, ‘Public-
Choice Theory and Antitrust Policy’ in Fred McChesney and William Shughart II (eds), The Causes and
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term, public interest, as a criterion to determine the legitimacy of public intervention into the
private sector.®™ This means that intervention can be legitimised, although some sacrifice of
private right is assumed during the public procedure.® Based on this, the Korean policy-
makers started to consider legislation of competition law known as Kyoung-Jae-Bub (literally,
‘Economic Law’).”’ Economic law or the Korean competition law’' was primarily legislated
and amended to guarantee a sound market order. It includes the MRFTA, the main and
crucial statute, and also consists of other supplementary statutes regarding advertising,
electronic commerce, and subcontracting.’” Since the MRFTA is the essential statute as the
major competition measure against other legal provisions, it is regarded as the fundamental

competition law in Korea.”

The MRFTA aims to promote creative business activities and protect consumers by
facilitating fair and free competition in the market, and comprises all fundamental issues of
competition policy. In particular, the MRFTA rules on matters of undue subsidies, debt
guarantees, and equity investment amongst affiliates of large business groups, which are
unique to Korea and Japan.”* It also gives the KFTC the authority to investigate possible
violations, including rights to investigate, order submission of information, maintain custody

of materials, and impose surcharges and corrective measures.” The MRFTA, including

Consequences of Antitrust: The Public-Choice Perspective, University of Chicago Press, Chicago and London,
1995, pp. 8-11; Michal Gal, Supra., note 6, p. 51; Keith Hylton, Antitrust Law: Economic Theory and Common
Law Evolution, Cambridge University Press, Cambridge, 2003, pp. 37-9.

% This is probably the influence of Arts. 2(5) and (6) AML. These prohibit business activities that are contrary
to the public interest.

% See Seong Wook Heo, ‘The Concept of “Public Interest” Demonstrated in Korean Court Precedents’, Journal
of Korean Law, Vol. 6, 2006, p. 93.

% Hyun Yoon Shin, Supra., note 41, p. 5. This Korean term is brought from the German word, ‘Wirtschaftrecht .
For further details about Wirtschaftrecht, see also Doris Hildebrand, The Role of Economic Analysis in the EC
Competition Rules, 2nd edn, Kluwer Law International, The Hague, 2002, p. 3.

! Korean scholars call the Korean competition law literally as economic law. However, this will refer to the
Korean competition law.

%2 For further details of these supplementary provisions, see Ho Young Lee, Dok-Jum-Kyu-Jae-Bub [Monopoly
Regulation and Fair Trade Act], Hongmunsa, Seoul, 2005, pp. 300-302.

% Ohseung Kwon, (Current Competition Law and the Problems), Supra., note 48, p. 4; Ohseung Kwon, Supra.,
note 47, p. 14.

% The special provisions regarding prevention of further growth of market power are: Arts. 8-2 and 8-3 MRFTA
(Restrictions on Holding Company); Art. 9 (Prohibition of Cross-Shareholding); Art. 10 (Ceiling on Total
Amount of Shareholding in other Domestic Companies); and Art. 10-2 (Prohibition of Debt Guarantees for
Affiliated Company). For a comparison with the Japanese AML, see also Hideaki Miyajima, ‘Regulatory
Framework, Government Intervention and Investment in Postwar Japan: The Structural Dynamics of J-Type
Firm-Government Relationships’ in Hideaki Miyajima, Takeo Kikkawa, and Takashi Hikino (eds), Policies for
Competitiveness: Comparing Business-Government Relationships in the ‘Golden Age of Capitalism’, Oxford
University Press, Oxford, 1999, pp. 47-8.

% For further explanation, see Nam-Kee Lee, Supra., note 67, p. 103.
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regulation of monopolies and consumer protection, is generally considered to be an integral
part of competition policy as emphasised in Articles 3-2, 19, 23 and 29 MRFTA.?® Some
scholars have shown that authorities in some developing countries clarify that they are
interested in competition rules primarily to foster economic development.”” Other countries
focus on the implications of competition policy for market access.”® However, the MRFTA’s
legislative history demonstrates its predominant concern for consumers and SMEs, which

was solely intended as a means of protecting them from large firms.”

The authority of the MRFTA comes from the Constitution of Korea.'® The
Constitution guarantees human rights,101 freedom of labour, % protection and limits of
personal property rights,'” and free market economic order based on a respect for the
freedom of enterprises'** and individuals in Korea.'” In particular, the establishment of the
MRFTA was made in accordance with Article 119(2) of the Constitution. It states that the
state may regulate and coordinate economic affairs to maintain balanced economic growth
and stability and to ensure proper income distribution,' prevent market dominance and

abuse of economic power, and also to democratise national economy through harmony. This

% This is very similar to Art. 82 EC and its wording of ‘unfair’. Art. 82 EC has its main objective the protection
of consumers, which requires the protection of an undistorted competitive process on the market. See Neelie
Kroes, ‘Tackling Exclusionary Practices to Avoid Exploitation of Market Power: Some Preliminary Thoughts
on the Policy Review of Article 82’ in Barry Hawk (ed), International Antitrust Law and Policy: Fordham
Competition Law 2006, Juris Publishing, Huntington NY, USA, 2006, pp. 385-6.

7 See Dina Waked, ‘Competition Law in the Developing World: The Why and How of Adoption and Its
Implications for International Competition Law’, Global Antitrust Law Review, Issue 1, 2008, pp. 82-4.

% See Douglas Melamed, ‘International Antitrust in an Age of International Deregulation’, George Mason Law
Review, Vol. 6, 1998, pp. 444-5.

% For further details, see Hyun Yoon Shin, Supra., note 41, pp. 66-81. This development seems to be similar to
the early US legislative history. For further discussion, see also Robert Bork, Supra., note 78, p. 64.

"% Hyun Yoon Shin, Supra., note 41, pp. 36-9.

1% Under the Art. 10 Constitution of Korea, all citizens are assured human worth and dignity, and have the right
to pursue happiness. It is the duty of the state to confirm and guarantee the fundamental and inviolable human
rights of individuals.

192 Art. 15 Constitution.

195 Art. 23(1) Constitution.

1% The term, ‘enterpriser’ under Art. 2(1) MRFTA refers similar to enterprise, company, firm or undertaking in
other regimes.

195 Arts. 119(1) and 127(1) Constitution. The government in 1980 started recognising the problems from
government-led policies and provided a constitutional background to support the MRFTA legislation. This
amendment supported government to regulate and control the problems in the monopolistic market. See also
Ohseung Kwon, Supra., note 47, pp. 43-4.

1% Ohseung Kwon, Supra., note 47, pp. 57-8; William Baldwin, Market Power, Competition, and Antitrust
Policy, Homewood, Illinois, USA, 1987, p. 56. Baldwin also argues that one negative effect of the use of market
power is to affect income redistribution. The monopolist raises price to increase profits, thus gaining wealth at
the expense of its customers. The law-makers in Korea have considered this problem more than other issues.
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sets a foundation of legal assurance and limitation of individual possessory rights to

implement competition law.'"’

Finally, Korean competition law was somewhat influenced by the Japanese and
German acts. For example, the priority of the KFTC’s policy was upon supervising and
addressing Unfair Business Practices (UBP) that might impair competition.'® This idea of
the UBP provision under Article 23 MRFTA is an influence from Japan. The MRFTA has a
similar structure to the AML. As enacted, the AML reflects its US origins. Combining
features of the US Sherman, Clayton, and Federal Trade Commission (FTC) Acts, the AML
contains broadly worded general and specific prohibitions. Unlike the US legislation,
however, the AML and also the MRFTA depend more on administrative than judicial
interpretation. ' There are three basic categories of conduct prohibited by the AML,'"?
namely (i) private monopolisation,''" (ii) cartels or unreasonable restraint of trade,''? and (i)
unfair trade practice (hereafter also called UBP).'"> The MRFTA however has four pillars: (i)
prohibition of market dominance, (ii) control of economic concentration such as Merger and
Acquisition (M&A) and holding companies, (iii) restriction of improper concerted acts
(horizontal agreements), and (iv) restriction of UBP.""* In overall, the MRFTA was legislated

mainly under the influence of the AML, the German Act, Gesetz gegen

197 Ki-Su Lee and Jin-Hee Ryu, Supra., note 84, pp. 6-7; Ohseung Kwon, Supra., note 52, pp. 54-5.

1% See Soon-Sik Ju, ‘Current Trends in Korea’s Competition Law/Policy’ in Chao et al. (eds), International and
Comparative Competition Law and Politics, Kluwer Law International, The Hague, 2001, pp. 181-2.

19 John Haley, Supra., note 24, p. 71.

% See Mitsuo Matsushita, Supra., note 25, pp. 5-10; Tatsuyoshi Masuda, Antimonopoly Law of Japan: An
Empirical Study, Taga Shuppan, Tokyo, 1996, p. 8; Jiro Tamura, ‘Competition Policy in Japan: A New
Necessity for A Mature Economy’ in Carl Green and Douglas Rosenthal (eds), Competition Regulation in The
Pacific Rim, Oceana Publications, New York, 1996, p. 202. However, some have different opinions about the
AML categorises such as: (i) prohibition of private monopolisation or unreasonable restraint of trade (Art. 3);
(i1) prohibited acts of a trade association, filing requirement (Art. 8); and (iii) prohibition of UBPs (Art. 19).

"1 Art. 2(5) AML. Private monopolisation (shiteki-dokusen) and unreasonable restraints of trade (fito-na-
torihiki-seigen) both are prohibited under Art. 3. Presumption of market dominance clause is Art. 2(7) AML.
Other provisions closely related to the prohibition of private monopolisation can also be found in Chapter 4 of
the AML: (i) the prohibition of holding companies, (ii) certain limitations on shareholding by large enterprises,
(iii) the control of share acquisitions by corporation, and (iv) merger regulation. This part is equivalent to the
second pillar of the MRFTA.

12 Art. 2(6) AML defines a cartel, and Art. 8 also states the provisions on trade association activities.

"3 Fukései-na-torihiki-hoho. Based on translation, it could be called UTP but hereafter it will be consistently
named UBP. It consists of refusal to deal, unreasonable pricing, unreasonable inducement and coercion of
customers, unreasonable conditions attached to transactions, abuse of bargaining power, and unreasonable
interference in the affairs of competitors. For details, see also Mitsuo Matsushita, Supra., note 25, p. 8; John
Haley, Supra., note 24, p. 72. Matsushita argues that the UBP provision was established for protection of
consumers and SMEs.

"4 Some Japanese scholars also argue the AML has 4 pillars, same as the MRFTA categories. See Masako
Wakui, Supra., note 17, p. 5.
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Wettbewerbsbeschinkungen (GWB), and also US law. ' The MRFTA has a unique
provision of UBP, influenced by the AML, which is actively implemented. This originates

from the ideal of protecting fairness rather than competition.'"®

2.3.2. Purposes of Korean Competition Law and Comparative Outlook

The MRFTA has taken legal frameworks from other competition regimes. However, the
MRFTA is not only a copy of other competition laws, but has had to be modified for the
unique market structure and economy. The major domestic markets were already dominated
by a few large business groups by the late 1970s.""” Hence, the competition authority had to
tackle the concerns over concentration of the economic power of Chaebols, although in
initially legal implementation was not easy. The currently amended MRFTA in 2009 makes
clear its aim as inhibition of dominance. The Constitution also states the purpose of
restrictions and intervention of public authorities as mentioned above. These goals can
presumably be achieved through fair and free competition with regulatory intervention.
However, the language of free and fair competition in the MRFTA is unclear.''® The KFTC
does not distinguish differences between free and fair competition in practice because of its

difficulty of interpretation.'"’

The concept of free competition can support a commitment to individual liberty and
freedom from government power. However, if the public wants to regulate private economic
power because private power corrupts, political oversights can be justified. Therefore,
competition policy has long been regarded as a way of mediating tensions between

commitments to freedom and equality.'? This rhetoric has influenced Korean competition

"5 Some also argue there have been more influences of the GWB than the US law to the AML, especially in the
meaning of bargaining power. The MRFTA also inherited this. See Masako Wakui, Supra., note 17, p. 29.

"6 Infra., Chapter 5.

7 Seung-Wha Chang, Supra., note 13, p. 265.

"8 Ohseung Kwon, Supra., note 47, pp. 79-80; Hyun Yoon Shin, Supra., note 41, p. 132. Kwon explains that
free competition can be established under the conditions of the open market, and fair competition refers to the
circumstances of fair methods of business activities between firms. Shin also argues that free and fair
competition can create allocative efficiency, and fair share of wealth distribution. This is a narrow definition of
balanced economic growth. However, these definitions are still vague.

"% See Young-Chul Lim, Gong-Jung-Go-Rae-Bub [Korean Competition law], Bubmunsa, Seoul, 2007, p. 11.

120 Seung-Wha Chang, Supra., note 13, pp. 265-6; Ohseung Kwon, Supra., note 47, p. 53. This could be
commonly observed in other regimes. See also Rudolph Peritz, Competition Policy in America: History,
Rhetoric, Law, Oxford University Press, New York, 1996, p. 3.
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policy. There are also several major concepts in Article 1 MRFTA such as workable

o121 : o122 : 12
competition,'?' Ordoliberalism,'* and efficiency.'*

In general, the main objective of competition law should be to perfect the operation of
the competitive market.'** The competitive market can be described as one in which (i) every
good is priced according to the cost of production and (ii) every buyer, who is willing to pay
the price, can buy it. To create these circumstances, certain requirements to obtain an
economic model of ‘perfect competition’ are necessary. This is the model of an industrial
structure in which many small enterprises compete in the supply of a single product. The
perfect competition model can be viewed as a central target of competition law. However,
competition law does not always grant the conditions for perfect competition. Korean
competition law also aims at perfect competition, although its analysis inevitably emphasises
the complex imperfections of actual markets.'® In other words, the MRFTA aims to create
‘workable competition’, because perfect competition can be a theoretical model, and also

may be harmful to the market if an authority tries to create perfect competition artificially.'*®

In addition to this principle, Article 1 MRFTA articulates its aims as preventing the
abuse of market dominance by excessive concentration of economic power of enterprises,'>’

and regulating undue concerted acts and UBPs to promote fair and free competition. The

121 Ohseung Kwon, Supra., note 47, p. 83.

122 K orean competition law as well as other Korean statutes was influenced by the German legal system and the
idea of Ordoliberalism.

' See Carl Kaysen and Donald Turner, ‘Antitrust Policy: An Economic and Legal Analysis’ in Thomas
Sullivan (ed), The Political Economy of the Sherman Act: The First One Hundred Years, Oxford University
Press, New York and Oxford, 1991, p. 181. The aims in the MRFTA are similar to that of the authors’
argument: (i) attainment of desirable economic performance; (ii) achievement and maintenance of competitive
processes; (iii) prescription of fair competition; and (vi) prevention of undue growth of big business.

124 See Frank Easterbrook, ‘The Limit of Antitrust’, Texas Law Review, Vol. 63, 1984, p. 1.

123 For further discussion about perfect competition, see Phillip Areeda, Louis Kaplow, and Aaron Edlin, Supra.,
note 18, p. 10; Herbert Hovenkamp, Federal Antitrust Policy: The Law of Competition and Its Practice, 3rd edn,
Thomson West, St. Paul, MINN, USA, 2005, p. 3.

126 See Ohseung Kwon, ‘Gong-Jung-Go-Rae-Bub-Ui-Kae-Yo-Wa-Jaeng-Jum (Introduction to Competition Law
and Arguments)’ in Ohseung Kwon (ed), Ja-Yoo-Kyoung-Jaeng-Kwa-Gong-Jung-Go-Rae [Free Competition
and Fair Trade], Bubmunsa, Seoul, 2002, p. 5; Ohseung Kwon, ‘Retrospect and Prospect on Korean Antitrust
Law’, Journal of Korean Law, Vol. 4, No. 2, 2005, pp. 3-4; Ohseung Kwon, Supra., note 52, p. 75. For further
discussion about the enforcement for workable competition, see also Phillip Areeda, Louis Kaplow, and Aaron
Edlin, Supra., note 18, pp. 29-32; Patrick McNutt, Law, Economics, and Antitrust: Towards a New Perspective,
Edward Elgar, Cheltenham, UK and Northampton MA, USA, 2005, p. 125.

2"E g., Arts. from 8 to 18 MRFTA restrict combination of enterprises and suppression of economic power
concentration. This provision clearly shows how Korean competition law emphasises its restrictions on market
concentration of large business groups. This provision controls not only mergers but also practices of Korean
holding companies. This was created under the influence of Art. 9 AML.
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ultimate aim is to ensure creative enterprise activities, protect consumer interests, and pursue
a balanced economic development in order to provide workable competition. Therefore,
Korean competition law also implemented the concept of Ordoliberalism,'*® whose goal of
competition law was based on the concept of fairness. Under the form of economic law with
regards to the ideal of the Constitution, in conjunction with Ordoliberalism, the MRFTA
aims at correcting market concentration and anti-competitive market structure, with limits set
by government intervention.'*’ This aims for the market to best achieve fair distribution of its

benefits.

Economic approaches to competition policy also proceed on the assumption that the
goal of competition should be to foster resource allocation that is optimally efficient in
satisfying a society’s needs. In Korea, the analysis proceeds on the assumption that the goal
of competition policy is to maximise net national welfare.'** The definition of efficiency
implicitly stated in Article 1 MRFTA is the key point. The law aims to achieve the goals of
protection of consumers and SMEs, which do not necessarily harm large firms, by means of
allocative or Pareto efficiency improvement. It also aims to achieve balanced economic
growth through the improvement of productive and dynamic efficiencies. In short, the clause
for protecting consumers and SMEs implies the improvement of allocative efficiency, and the
concepts of economic growth and creative enterprises activities explain productive and

dynamic efficiencies.'*!

128 For details about Ordoliberalism, see Giuliano Amato, Supra., note 59, pp. 98-9; David Gerber, Law and
Competition in Twentieth Century Europe: Protecting Prometheus, Clarendon Press, Oxford, 1998, pp. 239-52;
John Haley, Supra., note 24, p. 4; Steven Anderman and John Kallaugher, Technology Transfer and the New EU
Competition Rules: Intellectual Property Licensing after Modernisation, Oxford University Press, Oxford, 2006,
pp- 46-7; Robert O’Donoghue and Jorge Padilla, The Law and Economics of Article 82 EC, Hart Publishing,
Oxford and Portland Oregon, USA, 2006, pp. 8-9; Giorgio Monti, EC Competition Law, Cambridge University
Press, Cambridge, 2007, p. 23; Alison Jones and Brenda Sufrin, EC Competition Law: Text, Cases, and
Materials, 3rd edn, Oxford University Press, Oxford, 2008, pp. 34-5.

129 Ki-Su Lee and Jin-Hee Ryu, Supra., note 84, pp. 12-3.

130 See Janusz Ordover, ‘Transnational Antitrust and Economics’ in Barry Hawk (ed), Antitrust and Trade
Policy in International Trade, Matthew Bender, New York, 1985, pp. 237-8. The author defines the net national
welfare standard aggregates the citizens’ consumer surplus and the profits of domestic firms earned in their
domestic and export operations.

B! For further discussion about efficiencies, see Dominick Armentano, Supra., Note 87, pp. 15-7; Robert Bork,
Supra., note 78, pp. 91-106; Roger Van den Bergh and Peter Camesasca, European Competition Law and
Economics: A Comparative Perspective, Intersentia, Antwerpen, Belgium, 2001, pp. 5-6; Phillip Areeda, Louis
Kaplow, and Aaron Edlin, Supra., note 18, p. 5; Kip Viscusi, Joseph Harrington, Jr., and John Vernon,
Economics of Regulation and Antitrust, 4th edn, The MIT Press, Cambridge MA, USA and London, 2005, p.
79; Giorgio Monti, Supra., note 128, p. 45; Richard Whish, Competition Law, 6th edn, Oxford University Press,
New York, 2009, pp. 4-6.
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The Korean economy, which is relatively smaller than other regimes, creates a
complex trade-off amongst these three efficiencies.'** When multiple goals are acknowledged,
there can be confusion, and trade-offs should be made. However, it is not easy to know when
or how to mix these various goals.'* Although maximising economic efficiency or other

social objectives may be touted by economists as the objective,'**

in practice it is not what
policy-makers choose to pursue.'*® Therefore, establishing a goal or priority of multiple goals
cannot be permanent, but rather should reflect a temporary consensus that is likely to change,

according to changing political and economic realities.'*

Korean competition law cannot, therefore, escape the political economy. The former
KFTC chairman Professor Kwon argues that enforcement in Korea should aim at balancing
several purposes such as (i) balanced economic growth'’ and distribution of wealth,"® (ii)
protection of SMEs and consumers, "’ and (iii) improvement of international trade.'*’ Korean
competition law and policy were established to harmonise these objectives based on the
political economy.'*! This may be the influence of the Japanese AML, which observes that
social and economic values of economic growth and democratic economy are best served by
fair and free competition.'* However, sometimes the balance or trade-off test seems very
unclear, especially when lawyers contemplate the term, fairness. Protection of SMEs can be

understood as the means of establishment of fair competition in exchange for dynamic

132 See Michal Gal, Supra., note 6, pp. 42-3; Ohseung Kwon, Supra., note 47, pp. 250-51. Kwon explains
Chaebol contributes R&D investments for industrialisation, which may result in dynamic efficiency.

13 See Albert Foer, ‘The Goals of Antitrust: Thoughts on Consumer Welfare in the US’ in Phillip Marsden (ed),
Handbook of Research in Trans-Atlantic Antitrust, Edward Elgar, Cheltenham, UK and Northampton MA, USA,
2006, pp. 583-6. The author argues that the primary goal of competition law is a market-based economic system
in which competition should be the ruling principle, so long as it creates a reasonable balance of certain
specified outcomes, which constitute the secondary goals. However, it does not seem to be implemented in
Korea.

134 See Richard Posner, Antitrust Law, 2nd edn, The University of Chicago Press, Chicago and London, 2001, p.
2.

135 Kip Viscusi, Joseph Harrington, Jr., and John Vernon, Supra., note 131, 2005, p. 10.

136 Albert Foer, Supra., note 133, p. 566.

7 The concept of ‘balanced economic growth’ in the MRFTA can be compared with the language, ‘public
interest’ in the AML. This concept is described as an interest of national economy as a whole. See Hiroshi Iyori
and Akinori Uesugi, Supra., note 26, pp. 49-50.

1% Art. 123 Constitution.

19 Arts. 32 and 124 Constitution.

14 Arts. 125 and 127 Constitution. See Ohseung Kwon, Supra., note 52, pp. 55-7. Competition and international
trade policies have explicitly intersecting interests. See also Frederic Scherer, Competition Policies for an
Integrated World Economy, Brookings Institute, Washington D.C., 1994, p. 43.

1 Ohseung Kwon, Supra., note 47, p. 62.

12 Masako Wakui, Supra., note 17, p. 40. This may be interpreted as the aim of economic growth by industrial
policy in Japan and Korea.
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efficiency by large firms in practice.'* This hinders balance of efficiencies. The efficiency
issue in Korea is, therefore, alternately powerful and weak. As argued by competition
scholars, it is powerful because it is the minimum necessary condition of the ideal economic

system’s equilibrium, but weak because it is not the most important value in the society.'**
2.3.3. Arguments for Modernisation

Korean competition law may have been used as a policy to achieve distributional objectives
simultaneously whilst achieving greater social equity. This still remains controversial in
Korea. Different governments give dissimilar weight to considerations of efficiency and

equity when formulating their competition laws, depending on their political preferences.'*’

Competition is an essential feature of the system for reasons both political and economic.'*®
Korean competition law should be a form of government intervention that principally intends
to increase economic efficiency in order to improve total economic welfare. It regulates
excessive aggregation of market power via anti-competitive behaviours, ensuring that firms
are continually subject to the discipline of competition.'*” There is one major reason why
Korean competition law is still regarded as the main political feature to maximise total
welfare. Although Korea achieved a high rate of economic growth, its market principles
became unable to function properly.'*® Many believe this has not changed. After competition
law legislation, the main competition policy has been revised to control the market

dominance of Chaebols and reflect the interests of SMEs, because the government accepted

. . . . P 149
public sentiment against Chaebols as a serious social issue.

143 Constitutional Court of Korea, 96HunGal8, Dec. 26 1996. For further discussion, see also Young-Chul Lim,
Supra., note 119, p. 15.

144 Phillip Areeda, Louis Kaplow, and Aaron Edlin, Supra., note 18, p. 6.

143 Sai Ree Yun, Supra., note 70, p. 507; Martyn Taylor, International Competition Law: A New Dimension for
the WTO?, Cambridge University Press, Cambridge, 2006, p. 24. Yun argues that there are 2 major goals in the
Korean competition regime: (i) enhancing economic efficiency; and (ii) consumer welfare.

14® See Anthony Ogus, Regulation: Legal Form and Economic Theory, Clarendon Press, Oxford, 1994, p. 22.

147 Regulating market power is often considered beneficial. See Martyn Taylor, Supra., note 145, p. 33. Whilst
empirical evidence of the welfare benefits of competition law is difficult to obtain, some evidence suggests such
benefits are significant.

148 See Hojin Kang, ‘The Development Experience of South Korea — The Role of Public Policy’ in Poh-Kam
Wong and Chee-Yuen Ng (eds), Industrial Policy, Innovation and Economic Growth: The Experience of Japan
and the Asian NIEs, Singapore University Press, Singapore, 2001, pp. 343-4; Ohseung Kwon, Supra., note 47, p.
77.

149 Yong-Duk Jeon, Supra., note 47, p. 3; Sai Ree Yun, Supra., note 70, p. 508.
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When production and distribution channels become dominated by them, competition
can be harmed, and consumer welfare decreases. However, there are some arguments about
an adequate approach to regulation on market concentration. Effective competition involves a
mutual striving amongst comparable rivals, on the basis of competitive parity. Competitive
parity should be thus regarded as fundamental for effective competition in the Korean
market.'™* The current approach of the KFTC is, nonetheless, derived from the ideology that

price control by a monopoly is harmful,""

since it may result in loss of economic efficiency.
Nevertheless, product quality and diversity should also be considered. It is unquestionable
that society could potentially be better off if limitations were imposed on the operation of

large firms or similar kinds of concentrated industry.'>

The policy of protecting individual or SME competitors at the expense of competition
and of large competitors is, however, not desirable if it results in inefficiency.'> Since the
law has focused mainly on competitive parity from the historical background of the Chaebol
problem, the competition policy has also disregarded the meaning of competition law, as the
means of protection of competition rather than competitors. The primary function of
competition law should be to protect and promote pro-competitive conduct, rather than
competitors.'** This overall problem has come from a misunderstanding of the term ‘fairness’.
It has been generally understood that free competition refers to protection of competition, and
fair competition means protection of fairness in business practices, which can be also
understood as protection of competitors.'”> The KFTC has faced the dilemma of choosing
whether the law should protect competition or competitors. This problem is often observed in

the case of vertical restraints.

130 For further discussion about competitive parity, see William Shepherd, ‘Section 2 and the Problem of Market
Dominance’ in Theodore Kovaleff (ed), The Antitrust Impulse: An Economic, Historical, and Legal Analysis
Vol. II., M.E. Sharpe, New York, 1994, pp. 1007-8.

151 This price control by monopolists, first described by Adam Smith, seems the major fear of the Korean
authority. For further illustration, see Adam Smith, The Wealth of Nations, reprinted, Clarendon Press, Oxford,
1976, Book I, Chapter 7, paras. 26-8.

12 Kip Viscusi, Joseph Harrington, Jr., and John Vernon, Supra., note 131, p. 5.

' E.g., the orthodox Chicago approach criticises the policy of protection of SMEs in expense of large
competitors. See Roger Van den Bergh and Peter Camesasca, Supra., note 131, p. 47.

'** See Donald Turner, ‘The Durability, Relevance, and Future of American Antitrust Policy’, California Law
Review, Vol. 75, No. 3, 1987, p. 798.

133 For further discussion about the meaning of free and fair competition, see also Ki-Su Lee and Jin-Hee Ryu,
Supra., note 84, p. 32.
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2.4. Problems of Vertical Restraints: Market Power and Trade Barriers in Korea and Japan
2.4.1. Foreclosure of Vertical Restraint as Private Trade Barrier

Firms such as Chaebols may rely on vertical arrangements to overcome some trade policy
provisions. For example, a firm’s vertical control over the distribution system can allow it to
prevent foreign competitors from penetrating the domestic market. This includes foreclosing
access to distribution channels, refusal to deal, and control of access to essential facilities.
Markets will be less contestable or competitive if domestic distribution channels are
restricted.””® Such barriers will be a substantial deterrent to foreign firms, especially if there
are significant costs of setting up a distribution channel.®’ Vertical foreclosure to foreign
firms can be a strategic method of Chaebols. This could be comparable to vertical Keiretsu in
Japan. The sale system through vertical Keiretsu grew in the late 1950s. They formalised a
system in which their products were carried almost exclusively by distributors under their
control. Large firms also provided affiliated retail stores with something more valuable than
money."*® Since these firms controlled their own retailing networks, they could also control
prices and profit margins. Through their distribution, the large firms closed the market and
protected it from penetration by domestic rivals and foreign competitors alike.'”’ Because the
number of market entrants was essentially fixed, competition amongst Keiretsu came to
centre on (i) increasing the quality and improving the features of products to steadily improve

public images and (ii) developing larger distribution networks.'®

Although the Chaebol system is different from vertical Keiretsu, its strategy may be
considered as similar to the Keiretsu. Since Chaebols normally have diversified structure,

whether horizontal or vertical, they may have foreclosed the domestic market not only against

136 Contestability theory in this circumstance focuses increased attention on entry barriers. See William Baumol,
‘Contestable Markets: An Uprising in the Theory of Industry Structure’, The American Economic Review, Vol.
72, No. 1, 1982, pp. 3-4; Elizabeth Bailey and William Baumol, ‘Deregulation and the Theory of Contestable
Markets’, Yale Journal of Regulation, Vol. 1, 1984, p. 111.

"7 See Erlinda Medalla, ‘Perspectives on Competition Policy: an Overview of the Issues’ in Erlinda Medalla
(ed), Competition Policy in East Asia, Routledge, London and New York, 2005, p. 6.

"% See Kenichi Miyashita and David Russell, Supra., note 27, pp. 122-3.

1% See René Belderbos and Peter Holmes, ‘An Economic Analysis of Matsushita Revisited’, The Antitrust
Bulletin, Vol. 40, 1995, pp. 828-30; Frederic Scherer, ‘Retail Distribution Channel Barriers to International
Trade’, Antitrust Law Journal, Vol. 67, 1999, pp. 94-5. Strategic practices in international market could be also
observed in the US case, Matsushita Electric Industrial Co., Ltd. V. Zenith Radio Corporation, 475 US 574, 106
S.Ct. 1348, 89 L.Ed.2d 538 (1986).

10 K enichi Miyashita and David Russell, Supra., note 27, pp. 124-5.
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foreign firms, but also domestic SMEs. This brought the attention of the competition policy-
makers. The fear of largeness in the Korean market takes shape in stringent implementation
of law and policy on vertical arrangements. The KFTC has viewed monopolistic tendencies
as deeply rooted, surviving from the open market, and as something that could be redressed
only with active policies to counteract the Chaebols’ market dominance. It reasons that, even
under liberalised trade, there is always the possibility that importers and producers can
collude to control the price of products and keep them high at the expense of the consumer'®!

when the market is vertically foreclosed. This thought lingers as long as the KFTC’s concerns

about the market concentration fade away.

There are, however, some arguments against this competition policy. In particular,
since the late 1990s, there has been a significant change in the competition environment.
Some commentators argue that only controlling the concentrated domestic market is not
favourable for the state economy, because this curbs large enterprises from expanding their
businesses abroad.'® In fact, the KFTC is mistakenly applying discriminatory rules against
Chaebols, although their threat in the vertical level is less than before. Vertical control by
large firms in Korea and Japan has a long history and influenced competition. Competition
laws in major countries generally have not, however, succeeded in establishing a clear
standard towards vertical cases. Their standards are at an evolutionary stage. Standards
regarding vertical restraints in Korean and Japanese competition laws are, in particular, less
clear than in the US and the EC. Lack of clearness emanates from the cover-all-case
provision, the Korean and Japanese UBP clauses whose coverage extends beyond vertical

163
arrangements.

2.4.2. Global Aspects of Korean Competition Law

The problem of lack of globalised competition in Korea originates from the long-established
market intervention of the state, which caused the emergence and expansion of the
monopolistic market. As a result, it is widely thought that Korean competition policy should

focus on eliminating economic concentration, especially regarding two major problems: (i)

! Tat Yan Kong, Supra., note 14, pp. 174-5.

192 Nam-Kee Lee, (Competition Policy in 2002), Supra., note 76, pp. 38-9.

19 See Toshiaki Takigawa, ‘Prospect of Antitrust Law and Policy in 21st Century: In Reference to Japanese
Antimonopoly Law and Fair Trade Commission’ Journal of Korean Competition Law, Vol. 8, 2002, p. 170.
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Chaebols’ significant economic concentration, itself, which can be used as a private power,
so-called //-ban-jib-jung (general concentration); and (ii) Chaebols’ market power, that may

164 1t is thus not

impede market function, called Si-jang-jib-jung (market concentration).
surprising that current competition policy focuses intensively on restricting market power
from the fear of further economic concentration, which influenced politics and the

1
economy.'®

Each competition regime has a different set of ideas on vertical restraints. This can
come from the market disciplines during the time of economic development-priority. The
dominant-firm setting through vertical integration in Korea and Japan involves a steep
variation in competitive pressure. The SMEs must endure extreme degrees of risk, whilst the
dominant firm faces only light pressure. Competition can then be unbalanced and weak.'®®
Competition law study has, nevertheless, changed how people think about this problem. One
major consideration is not simply how large a firm is, or what its market influence is, but
whether there is a possible market entry. The behaviour of a monopolist can be influenced by
the number of entrants.'®” Nevertheless, the common objectives for competition laws in
Korea and Japan, in reality, focus on the following: (i) fairness to preserve a society for
SMEs; (ii) fairness to all market entities; and (iii) a selective fairness rule to regulate
dominance '®® rather than vigorous foreign competition. The advent of globalisation has,
however, forced economies to recognise that trade and competition issues are not only
important, but inseparable. They are not substitutes but complementary. If there is a
fundamental characteristic of globalisation, it is the competition for growth. It is the race to
be succeed that drives firms to make new products, technologies, and into the new markets,

facing new rivals and competitive pressures.'®

In other words, globalisation along the lines of competition policy represents a

generally pro-competitive process, because new competitors emerge. This effect implies a

1% See Ohseung Kwon, ‘Gong-Jung-Go-Rae-Bub-Ui-Kae-Yo-Wa-Jaeng-Jum (Issues and Arguments in the
Monopoly Regulation and Fair Trade Act)’ in Ohseung Kwon (ed), Gong-Jung-Go-Rae-Wa-Bub-Chi [Fair
Trade and Regulation], Bubmunsa, Seoul, 2004, pp. 17-8.

1% Ohseung Kwon, Supra., note 47, p. 37.

1% William Shepherd, Supra., note 150, p. 1011.

17 Kip Viscusi, Joseph Harrington, Jr., and John Vernon, Supra., note 131, p. 5.

1% For further discussion regarding fairness in competition law, see Eleanor Fox, ‘The Kaleidoscope of Antitrust
and Its Significance in the World Economy: Respecting Differences’ in Barry Hawk (ed), International Antitrust
Law and Policy: Fordham Corporate Law 2002, Juris Publishing, Huntington NY, USA, 2002, pp. 598-9.

1 David Round, Supra., note 8, pp. 249-51.
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changing situation for incumbent large enterprises such as Chaebols. They face new
challenges and opportunities, driven by globalisation. On the one hand, they may lose their
market positions. On the other hand, globalisation offers opportunities to internationalise
their activities and improve their competitive profits.'’® The elimination of barriers to
international trade is a powerful instrument in promoting competition and efficient market
functioning. Thus, domestic competition law is important. The potential benefits of market-
opening measures cannot be achieved unless countries take steps to prohibit anti-competitive
practices and structural barriers, such as private monopolies and restrictions on entry.'”'
Therefore, although competition law represents a method to protect competition, it can be
misused strategically to allow domestic enterprises to restrict competition in the domestic
market. A strategic competition policy is, thus, an analogue to ‘strategic trade policy’,
treating competition law in a discriminatory way, causing an anti-competitive impact in

domestic and global markets.'"

In Korea, however, the circumstances are different from this point of view. Korean
competition law was legislated in order to prohibit the problems of market concentration,
especially large business groups which had influenced the economy and the market.
Therefore, the aims of Korean competition law are so radical as to prevent anti-competitive
or unfair behaviour of domestic large firms. It has not discriminated against foreign firms but
against Chaebols. 1t is not difficult to obtain a consensus for having competition law in Korea.
Korea has not been blamed for regarding globalisation along with competition law as a means
of strategic legislation for trade. This is different from the Japanese case.'”” When explaining
the success of Japanese firms in export markets, commentators often mention the advantage

of a protected domestic market. Whilst charging high prices in the domestic market, Japanese

170 See Oliver Budzinski, The Governance of Global Competition: Competence Allocation in International
Competition Policy, Edward Elgar, Cheltenham, UK and Northampton MA, USA, 2008, p. 13.

" See Frédéric Jenny, ‘Globalization, Competition and Trade Policy: Convergence, Divergence and
Cooperation’ in Clifford Jones and Mitsuo Matsushita (eds), Competition Policy in the Global Trading System,
Kluwer Law International, The Hague, 2002, p. 305; Robert Anderson and Frédéric Jenny, Supra., note 7, p. 72.
International trade and competition policies are complementary because whereas international trade policy
eliminates public barriers to trade, competition policy can eliminate private restraints which could defeat the
objective of market access.

172 Oliver Budzinski, Supra., note 170, pp. 53-4.

173 See Mark Tilton, Restrained Trade: Cartels in Japan’s Basic Materials Industries, Cornell University Press,
Ithaca NY, USA and London, 1996, pp. 27-8. The Japanese government has a long history of actively
encouraging and administering cartels. In particular, in the 1980s the government became more optimistic about
economic growth and less concerned about excessive competition. Most trade associations engaged in cartels
that the government actively helped set up.
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firms could penetrate foreign markets with low-priced products.'”* Consequently, through the
leverage strategy, they could foreclose the domestic market, and vertical Keiretsu were the
centre of this strategy.'” Japanese competition enforcement regarded as a strategic trade

policy.

The KFTC, however, actively works in its enforcement. It is time then to move on to
the next step which a mature economy should consider. It needs to examine whether the
current law is so strict as to create an inefficient market environment in Korea. Understanding
competition law in Korea should be, thus, not only about prohibiting large firms in legislation
and judicial decisions, but also about understanding particular theories that can influence the
direction of competition policy, since the purpose of laws can change over time. Its objective
should not only be protection of consumers or SMEs. The KFTC has to examine whether the
further step of liberalising the law on large firms may create artificial private barriers in
vertical level. Market-entry barriers can be erected by a monopolist through combining
distribution systems, or requiring financially linked buyers to refuse to deal with foreign
sources of supply. However, although a sound presumption of market dominance is a
controversial issue, firms without monopoly power imposing vertical restraints are likely to
be acting for efficiency rather than from anti-competitive purposes.'’® Liberal trade under
Free Trade Agreements (FTA) with large economies will reduce the problems of private
barriers, therefore creating an open market.'”’ The KFTC can then adopt more lenient rules of

vertical restraints where there is no expectation of harm from them.

174 See Paul Krugman, ‘Import Protection as Export Promotion: International Competition in the Presence of
Oligopoly and Economics of Scale’ in Henry Kierzkowski (ed), Monopolistic Competition and International
Trade, Clarendon Press, Oxford, 1984, p. 180. Firms with a secure domestic market have a number of
advantages. They are assured of the economies of large scale production, selling enough over time to move
down the learning curve, and earning enough to recover the costs of R&D.

15 For further discussion, see Sylvia Ostry, °‘Globalization, Domestic Policies and The Need For
Harmonization’ in Leonard Waverman, William Comanor, and Akira Goto (eds), Competition Policy in the
Global Economy: Modelities For Competition, Routledge, New York, 1997, pp. 35-6.

17 See Eleanor Fox and Janusz Ordover, ‘The Harmonization of Competition and Trade Law: The Case for
Modest Linkages of Law and The Limits to Parochial State Action’ in Leonard Waverman, William Comanor
and Akira Goto (eds), Competition Policy in The Global Economy: Modalities for Cooperation, Routledge,
London and New York, 1997, pp. 420-21.

177 The KFTC seems to recognise the impact of the FTA on the Korean market although it does not fully
consider its policy change according to this. A number of publications regarding FTA are on the KFTC website
in Korean: www.ftc.go.kr/news/fta/fatalist.jsp (accessed 10 Mar. 2009).
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2.5. Concluding Remarks

This chapter attempted to highlight the issues and criticisms raised regarding the development
of the Korean economy and competition law. In particular, it sketched out the market
structure and approaches of the authorities, dealing with complex issues such as market
concentration and competition policy for market access. Pro-competitive systems provide
important checks and balances on monopoly power. Monopoly power is often seen as a
correlation with politics. Open and competitive market systems are, therefore, commonly
considered as a result of democracy. '™ Chaebols may mean the side effects of
macroeconomic achievements. If they continue to improve their competitiveness in foreign
markets, this may improve state economic development. However, when their domestic
market power is unnecessarily large, the risk of state economy failure can increase. Therefore,
9

the authorities have sought to reduce the negative effects from business groups’ activities'’

rather than focusing on positive consequences from them.

The KFTC has doubled its efforts to make the domestic market structure even more
transparent and competitive, through controlling Chaebols. 1t went further, to amend
Chaebol-dominated monopolistic or oligopolistic structure, redressing abuses of market
dominance. However, faced with the current trends of deepening interdependency and
integration of the world economy, the KFTC has an assignment of further strengthening its
competition advocacy task to create an open economy. To that end, the KFTC has
strenuously tried to redress competition law, carry out regulatory reforms, and introduce
competition from overseas, '*° without a full consideration of the market economy

181

principle.”” Korean competition law and policy, which are discriminatory against domestic

178 See Thomas Jorde and David Teece, ‘Innovation, Market Structure and Antitrust: Harmonizing Competition
Policy in Regimes of Rapid Technological Change’ in Leonard Waverman, William Comanor, and Akira Goto
(eds), Competition Policy in the Global Economy: Modelities For Competition, Routledge, New York, 1997, p.
290.

See Dong-Won Suh, ‘Dae-Ki-Up-Jib-Dan-Ae-Dae-Han-Kyu-Jae (Regulations on Big Business Groups) in
Ohseung Kwon (ed), Gong-Jung-Go-Rae-Wa-Bub-Chi [Fair Trade and Regulation], Bubmunsa, Seoul, 2004, p.
313.

%0 Soon-Sik Ju, Supra., note 108, p. 184.

'8! There is a dispute about the market economy system in Korea. Some scholars argue that the Korean market
system is a ‘social market economy’ or ‘Sa-Hwe-Cho-Wha-Jok-Si-Jang-Kyoung-Jae (socially harmonised
market economy)’ as held by the Constitutional Court of Korea judgment 2001 Heonmal32, June 28, 2001. This
is named after the German idea, ‘Soziale Marktwirschaft’, which was developed under Ordoliberalism of the
Freiburg School. See Ohseung Kwon, Supra., note 47, pp. 43-55; Ki-Su Lee and Jin-Hee Ryu, Supra., note 84,
pp. 6-7.
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business groups, may harm the economy and competition in Korea, and commentators have

criticised this policy.'®

Unlike many Asian countries, Korea has not received external pressure, or even direct
intervention from foreign countries, to trigger the introduction of competition policy.
Although there were no significant pressures or intervention from foreign powers, the
authority created a competition policy for the reason of internal pressure and desires for
prohibition of economic power, and fair shares for consumers and SMEs. There has been
concern amongst developing countries that competition policy may adversely affect
economic growth by imposing restrictions on the size of domestic firms. Some scholars hold
the view that competition policy should be implemented only after economic growth is
achieved. The Japanese success of creating a miracle economy might support this argument
that industrial policy should come before competition policy. 183 Competition policy is
sometimes assessed not just on a law-alone basis but also on how it integrates with other

aspects of industrial policy.'**

Competition law is an indispensable element of a modern market system.'® As the
economy matures, Korean policy-makers should be more conscious of the need to promote
economic efficiency in its economy. The pro-competition legislative instruments, together
with aggressive enforcement policy, have been in evidence during the last several years.'™
However, there is still a dilemma in the MRFTA provisions of vertical restraints (hereafter,
vertical regulation). If the Korean competition authority had a less strict vertical regulation, it
would harm international trade. In contrast, if it keeps a strict measure in application of law to
efficient vertical practices, it might prevent pro-competitive outcomes and efficiency. Thus, it
creates the assignments of providing a sound regulation of vertical restraints in order to trade-

off the positive and negative effects of vertical practices. This issue should bring more

'82 See Sung-Hee Jwa, ‘The Way to Save the Korean Economy from the Trap’ in Sung-Hee Jwa (ed), Thoughts
of Amendment of the Monopoly Regulation and Fair Trade Act, Korea Economy Research Institute, Seoul, 2004,
pp- 33-7.

' See William Tabb, The Postwar Japanese System: Cultural Economy and Economic Transformation, Oxford
University Press, New York and Oxford, 1995, p. 37.

'8 Thomas Jorde and David Teece, Supra., note 178, pp. 298-9.

'8 Ping Lin, Supra., note 3, p. 35.

1% Sung-Hee Jwa, Supra., note 19, p. 46; Mark Williams, Competition Policy and Law in China, Hong Kong
and Taiwan, Cambridge University Press, Cambridge, 2005, pp. 30-31.
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attention to the KFTC, and economic theories and comparative studies can give the benefits

of better solutions, which will be discussed in the next chapter.
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Chapter 3

Economics and Comparative Competition Laws of

Vertical Restraints

3.1. Fundamental Issues in Vertical Relations

Vertical relations (integration and restraints) are at the heart of the economic system
worldwide.' Some of them may be regarded as anti-competitive at first glance, where they
can limit the choices of buyers. However, they can also turn out to be non-detrimental to
competition, through close examination of economics. Therefore, it is necessary to scrutinise
economic theories that have widely influenced vertical regulations, and also individual
regimes’ applications of these theories, to gain mutual understanding. The previous chapter
reviewed laws regarding vertical relations in Korea in the wider macroeconomic context.
This chapter focuses broadly on the subjects of vertical relation at a microeconomic level,
and through a comparative study. In this chapter, some questions will be posed such as: (i)
what interests are affected by the development of economic theories, especially suitable for
the Korean market; and (ii) what other regimes’ approaches to vertical restraints are. These
are crucial to properly develop the legal techniques of the Korea Fair Trade Commission
(KFTC). The former part will be explained through theoretical arguments in two major
schools in competition policy, Harvard and Chicago, although Post-Chicago theoretical
developments are not ignored. The latter issue will be made through comparative research of
the US, the EC and Japan. In particular, the historical development in the US and the EC will
be separately discussed, and the Japanese law will be discussed by the comparison with the
Monopoly Regulation and Fair Trade Act (MRFTA). Because of the similarity between the

Korean and Japanese laws, a close comparison can be beneficial.

' See Maurizio Gambardella and Francesco Salerno, ‘Vertical Agreements: Was the Commission’s Response
Adequate? On the Commission’s Ability to Reform Long-standing Policies’ in Giuliano Amato and Claus-
Dieter Ehlermann (eds), EC Competition Law: A Critical Assessment, Hart Publishing, Oxford and Portland,
USA, 2007, p. 176.

45



Chapter 3
Economics and Comparative Competition Laws of Vertical Restraints

A comparative study from historical development will demonstrate how competition
authorities’ views on vertical relations have changed. For example, a few decades ago, almost
all vertical restraints were regarded as anti-competitive in the US courts. However, nowadays,
all vertical restraints benefit from the rule of reason.” Most competition authorities accept that
vertical restraints without market power can make markets more efficient by benefiting
consumers, despite possible anti-competitive effects. Their task is, therefore, how to achieve
a trade-off of efficiency gains and anti-competitive losses in vertical cases. The assignment
which the KFTC and the courts face is how to decide whether particular types of vertical
restraints possibly promote economic efficiency without significant anti-competitive
outcomes. This topic has been a subject of extreme argument. Despite difficulties in solving

this question, current economic studies have introduced various solutions.

In particular, the Chicago School, in the mainstream of competition policy, maintains
that vertical integration and restraint are not the sole reasons for abuse of dominant positions
in up- and downstream levels (or manufacturing and distributing).’ According to the Chicago
scholars, these practices are efficient and do not lower total welfare,* due to no monopoly
reason for vertical control.” According to the Post-Chicago scholars,® however, vertical
restraints may have anti-competitive effects. For example, in some cases which depend on the
number of firms in the market,’ vertical integration leaves the remaining upstream firm in a
position of market power vis-a-vis the remaining downstream firm. The non-integrated

upstream firm may have no incentive to compete aggressively with the integrated firm, in

* The rule of reason test was first introduced in the US, e.g., Standard Oil Co. of New Jersey v. United States
221 US 1 (1911). See most recently, Leegin Creative Leather Products, Inc. v. PSKs, Inc, 551 US (2007).

> See Robert Bork, ‘Vertical Integration and the Sherman Act: The Legal History of an Economic
Misconception’, The University of Chicago Law Review, Vol. 22, No. 1, 1954, pp. 194-201.

* See Robert Bork and Ward Bowman, Jr., ‘The Crisis in Antitrust’, Columbia Law Review, Vol. 65, No. 3,
1965, p. 370; Robert Bork, The Antitrust Paradox: A Policy at War with Itself, The Free Press, New York, 1993,
p. 226; Robert Hahn (ed), Antitrust Policy and Vertical Restraints, AEI, Washington D.C., 2006, p. 3.

> This is often explained as the improvement of aggregate welfare. For further discussion, see Jean Tirole, The
Theory of Industrial Organization, The MIT Press, MA, USA, 1989, pp. 169-70.

% See William Kovacic and Carl Shapiro, ‘Antitrust Policy: A Century of Economic and Legal Thinking’, The
Journal of Economic Perspectives, Vol. 14, No. 1, 2000, pp. 55-8; Kip Viscusi, Joseph Harrington, Jr., and John
Vernon, Economics of Regulation and Antitrust, 4th edn, The MIT Press, Cambridge MA, USA and London,
2005, pp. 234-6. Utilising game theory, the theories of the Post-Chicago School have been developed since the
1980s. This has shown that the conclusions of the Chicago School are plausible but only in certain cases. Under
more general conditions, vertical restraints, such as tying, exclusive dealing, and predatory pricing, can be both
profitable to incumbents and also welfare-reducing.

" See Martin Perry, ‘Vertical Integration: Determinants and Effects’ in Richard Schmalensee and Robert Willig
(eds), Handbook of Industrial Organization, Vol. I, Elsevier Science Publisher B.V., Amsterdam, 1989, p. 200.
This is important because ease of access or the diversity in the choice amongst retailers affect consumer welfare.
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which case it may choose to align its prices to the vertically integrated firm. This can lead to
anti-competitive effects.® Overall, this demonstrates that US antitrust law has seldom suffered
from a shortage of economic theories. These schools’ debates suggest whether and why
certain behaviour should be unlawful.’ The US conclusions from economics can thus give the

KFTC and the courts better legal techniques.

Nevertheless, there have been many changes of competition authorities’ and courts’
views worldwide, and this topic has remained one of the hardest for Korea. It seems that
academic literature on competition law and economics has offered little guidance for the
KFTC to achieve a proper assessment of vertical relations in practice. When challenges under
law have involved vertical restraints, the KFTC and the courts often seem to lose their ways
in economic theories. This is certainly because of the experience of total monopoly by
Chaebols, which has influenced economy and competition policy. The KFTC understands
how vertical relations, under specific circumstances and market structure, are likely to distort
competition rather than improve competition or efficiency. Besides, the courts have tried to
examine suitable measures of competition law, to only prohibit vertical practices that are
expected to do harm, whilst leaving other beneficial practices.'® However, the issue of
economics’ appropriate role in Korean competition law evokes two questions: (i) what kind
of economic theories (if any) Korean competition policy should use; and (ii) whether
economic efficiency should be the major goal of competition law.'' Therefore, when

discussing vertical restraints, it is helpful to begin with an overview of economic arguments

¥ See Janusz Ordover, Garth Saloner and Steven Salop, ‘Equilibrium Vertical Foreclosure’ The American
Economic Review, Vol. 80, 1990, p. 127; Giorgio Monti, EC Competition Law, Cambridge University Press,
Cambridge, 2007, p. 71. Such as raising barriers to entry and vertical or margin squeezes can also bring anti-
competitive results. See also William Shepherd, The Economics of Industrial Organization, 3rd edn, Prentice
Hall, Englewood NJ, USA, 1990, pp. 366-8; Robert O’Donoghue and Jorge Padilla, The Law and Economics of
Article 82 EC, Hart Publishing, Oxford and Portland, USA, 2006, pp. 304-7.

’ For general discussion about economic views, see Herbert Hovenkamp, ‘The Reckoning of Post-Chicago
Antitrust’ in Antonio Cucinotta, Roberto Pardolesi and Roger Van den Bergh (eds), Post-Chicago
Developments in Antitrust Law, Edward Elgar, Cheltenham, UK and Northampton MA, USA, 2002, p. 1;
Lawrence Sullivan and Warren Grimes, The Law of Antitrust: An Integrated Handbook, 2nd edn, Thomson
West, St. Paul MINN, USA, 2006, pp. 318-23.

1 Vertical restraints pose competition law issues of two kinds: (i) price may be adversely affected; and (ii) the
condition entry may be impaired. See Oliver Williamson, Markets and Hierarchies: Analysis and Antitrust
Implications: A Study in the Economics of Internal Organization, The Free Press, New York, 1975, p. 115.

" These are not the issue only in Korea. See Herbert Hovenkamp, Federal Antitrust Policy: The Law of
Competition and Its Practice, 3rd edn, Thomson West, St. Paul, MINN, USA, 2005, p. 71; Luc Peeperkorn and
Vincent Verouden, ‘The Economics of Competition’ in Jonathan Faull and Ali Nikpay (eds), The EC Law of
Competition, 2nd edn, Oxford University Press, Oxford, 2007, p. 4.
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regarding pro- and anti-competitive effects. This chapter presents some basic reminders of

economics before moving on to a comparative study.

3.2. Arguments of Economic Theories of Vertical Relations

3.2.1. Chicago School vs. Harvard School in Theory Debates'?

The Chicago School has offered competition law diverse views that few legal disciplines ever
attained. Its fundamental principles are: (i) markets are extremely robust and competitive
outcomes are highly likely to emerge without any significant governmental intervention; and
(ii) competition authorities are imperfect decision makers."> In particular, by using simple
price theoretical or monopoly models, the Chicago School has argued that the traditional
concern in vertical restraints is illogical. Rational firms would not engage in vertical practice
for anti-competitive reasons. They also suggest efficiency-enhancing reasons for vertical
restraints.'* According to them, vertical practices can increase production and distribution,
and also minimise transaction costs from uncertainty in supply or over consumer demand."’
The main assertion is that a supplier is willing to impose vertical restraints only where the

restraints can increase sales and promote inter-brand competition, based on the free-riding

"2 Much of the current debate in competition policy has been amongst three groups: (i) Harvard, (ii) Chicago,
and (iii) Post-Chicago schools. Whilst these schools’ thoughts have diverse origins and historically different
ideas about the complexity of the economy and the appropriate role of government, they have also converged on
a number of important points. For further discussion, see Rudolph Peritz, Competition Policy in America:
History, Rhetoric, Law, Oxford University Press, New York, 1996, pp. 182-7; Herbert Hovenkamp, The
Antitrust Enterprise: Principle and Execution, Harvard University Press, Cambridge MA, USA and London,
2005, pp. 32-9; Lawrence Sullivan and Warren Grimes, Supra., note 9, p. 9.

1 See Richard Posner, ‘The Chicago School of Antitrust Analysis’, University of Pennsylvania Law Review,
Vol. 127, No. 4, 1979, p. 928. According to Posner, Director formulated this key of the Chicago School and it
was conservative antipathy to the government intervention. See also Aaron Director and Edward Levi, ‘Law and
the Future: Trade Regulation’, Northwestern University Law Review, Vol. 51, No. 1, 1956, pp. 281-96.

' For further description about the Chicago School’s propositions, see Herbert Hovenkamp, ‘Antitrust Policy
After Chicago’ Michigan Law Review, Vol. 94, 1985, p. 213; Herbert Hovenkamp, Supra., note 9, p. 4; Herbert
Hovenkamp, Supra., note 11, pp. 62-4; Michael Whinston, Lectures on Antitrust Economics, The MIT Press,
Cambridge MA, USA and London, 2006, p. 134.

15 See Kenneth Arrow, ‘Vertical Integration and Communication’, The Bell Journal of Economics, Vol. 6, No. 1,
1975, p. 173; Raymond Deneckere, Howard Marvel, and James Peck, ‘Demand Uncertainty, Inventories, and
Resale Price Maintenance’, The Quarterly Journal of Economics, Vol. 111, No. 3, 1996, pp. 885-9; Raymond
Deneckere, Howard Marvel, and James Peck, ‘Demand Uncertainty and Price Maintenance: Markdown as
Destructive Competition’, The American Economic Review, Vol. 87, No. 4, 1997, pp. 634-5.
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justification.'® In the absence of vertical restraints, distributors are unwilling to pay the cost
of pre-sale services because other distributors will be able to take free-riding on its service

. 17
mvestment.

In particular, Telser argues that this free-riding problem plays a fundamental role in
explaining the need of vertical restraints such as minimum Resale Price Maintenance (RPM).
An increase in pre-sale services as the result of RPM can enhance the value of products to
consumers and increase demand. This can help to recoup the fixed cost of the investment. If
there is no vertical restraint, consumers are willing to buy the products from the distributors
that provide less service, with a lower price, so as not to pay the pre-sale service charge.'®
Without RPM, the higher-cost distributors would not be willing to sell the products, because
the dealer margins would be too low for profitability.'® Suppliers may thus have incentives of
imposing vertical restraints such as exclusive dealing, territorial restrictions, or RPM on
distributors to prevent this negative externality.”’ This debate has been extended to products
for which a distributor offers quality certification,?' especially in the luxury product
markets.?” The theory describes how a certain distributor that carries the luxury product
signals it is of high quality. Prominent distributors are willing to set up high reputations for
luxurious and distinctive items. Such a distributor is willing to engage its brand reputation by
selling a given product only if the product is sufficiently rewarding, and not carried by cheap

discount distributors. Vertical restraint is therefore one method of persuading consumers not

16 See Alison Jones and Brenda Sufrin, EC Competition Law: Text, Cases, and Materials, 2nd edn, Oxford
University Press, New York, 2004, p. 604; Herbert Hovenkamp, Supra., note 12, p. 185; Mark Furse,
Competition Law of the EC and UK, 6th edn, Oxford University Press, Oxford, 2008, p. 183.

'" However, whether restraints will induce retailers to incur the cost of providing pre-sale service is somewhat
uncertain. See Alden Abbot, ‘Paradox Regained: Towards a “New Economic Approach” to Vertical Restraints
Policy’, George Washington Law Review, Vol. 48, 1980, pp. 575-6.

'8 See Lester Telser, ‘Why Should Manufacturers Want Fair Trade?, Journal of Law and Economics, Vol. 3,
1960, pp. 86-90.

1 See Pauline Ippolito and Thomas Overstreet, Jr., ‘Resale Price Maintenance: An Economic Assessment of the
Federal Trade Commission’s Case against the Corning Glass Works’, Journal of Law and Economics, Vol. 39,
No. 1, 1996, p. 325.

% Jean Tirole, Supra., note 5, p. 173; Herbert Hovenkamp, Supra., note 12, pp. 184-5.

21 See Benjamin Klein, ‘Transaction Cost Determinants of “Unfair” Contractual Arrangements’, The American
Economic Review, Vol. 70, No. 2, 1980, pp. 360-61.

** This argument is most persuasive when a manufacturer invests resources to create a product image of quality
where price reductions may actually reduce sales volume. Some suppliers dislike seeing their product used as a
‘loss leader’ to induce customers to come into a store and stay to buy other products. See Russell Warren,
Antitrust in Theory and Practice, Grid, Columbus Ohio, USA, 1975, p. 154; Andy Chen and Keith Hylton,
‘Procompetitive Theories of Vertical Control’, Hastings Law Journal, Vol. 50, 1999, pp.604-6; Phillip Areeda
and Herbert Hovenkamp, Fundamentals of Antitrust Law, Vol. II, Aspen Law & Business, New York and
Gaithersburg, USA, 2002, pp. 592-3; Robert Pitofsky, Harvey Goldschmid, and Diane Wood, Trade Regulation:
Cases and Materials, 5th edn, Thomson West, New York, 2003, p. 623.
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