
what is hhi in economics
what is hhi in economics is a crucial concept that measures market
concentration and competition within an industry. The Herfindahl-Hirschman
Index (HHI) serves as a quantitative tool to assess the degree of market
power held by firms in a particular sector. This article will delve into the
definition of HHI, its calculation, significance in economic analysis, and
its applications in antitrust assessments. Additionally, we will explore
real-world examples of HHI usage and provide insights into its limitations.
Understanding HHI is essential for economists, policymakers, and business
strategists as it informs decisions regarding market competitiveness and
regulatory measures.
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Understanding HHI: Definition and Calculation

What is HHI?
The Herfindahl-Hirschman Index (HHI) is a measure of market concentration
that helps to evaluate the competitive landscape of an industry. It is
calculated by squaring the market share of each firm operating within the
market and then summing the resulting values. The HHI can range from 0 to
10,000, where lower values indicate a more competitive market and higher
values suggest monopolistic tendencies.

How to Calculate HHI
To compute the HHI, follow these steps:

Identify all firms in the market.1.

Determine the market share of each firm (expressed as a percentage).2.



Square each firm’s market share.3.

Sum all the squared market shares.4.

The formula for HHI can be represented as follows:

HHI = S1
2 + S2

2 + S3
2 + ... + Sn

2

where Si represents the market share of the ith firm. For example, if a
market has three firms with market shares of 40%, 30%, and 30%, the HHI would
be calculated as follows:

HHI = 402 + 302 + 302 = 1600 + 900 + 900 = 3400.

Importance of HHI in Economic Analysis

Assessing Market Concentration
HHI is a critical tool for analyzing market concentration, which refers to
the distribution of market shares among firms in an industry. A higher HHI
indicates a greater concentration of market power, which can lead to less
competition and potentially higher prices for consumers.

Guidelines for Interpreting HHI Values
Understanding the implications of different HHI ranges is essential. The U.S.
Department of Justice provides guidelines for interpreting HHI values:

HHI below 1,500: The market is considered competitive.

HHI between 1,500 and 2,500: The market is moderately concentrated.

HHI above 2,500: The market is highly concentrated.

These thresholds help regulators and economists assess the potential anti-
competitive effects of mergers and acquisitions.

Applications of HHI in Antitrust Law

Merger Analysis
One of the primary applications of HHI is in evaluating the potential impact
of mergers and acquisitions on market competition. When two firms propose a



merger, regulators will calculate the HHI before and after the merger to
determine whether the combined entity would create excessive market
concentration.

Regulatory Decisions
Regulatory agencies, such as the Federal Trade Commission (FTC) and the
European Commission, utilize HHI to guide their decisions regarding antitrust
enforcement. A significant increase in HHI post-merger can lead to the
blocking of the merger or the imposition of remedial measures to ensure
competition remains intact.

Real-World Examples of HHI

Case Study: Telecommunications Industry
The telecommunications industry provides a pertinent example of HHI
application. In the United States, the merger between AT&T and Time Warner
was scrutinized based on HHI calculations. Prior to the merger, the HHI for
the telecommunications sector was calculated, and the potential impact of the
merger on market concentration was assessed.

Case Study: Airline Industry
Another example is the airline industry, where mergers often face intense
scrutiny due to their potential impact on consumer prices and service
availability. The merger between American Airlines and US Airways raised the
HHI significantly, prompting regulatory review to evaluate its effects on
competition.

Limitations of HHI as a Market Concentration
Measure

Static Nature of HHI
Despite its usefulness, HHI has limitations. One significant limitation is
that it provides a static snapshot of market concentration at a specific
point in time, failing to account for dynamic market changes, such as entry
and exit of firms.



Neglecting Product Differentiation
Another limitation is that HHI does not consider product differentiation. Two
markets with identical HHI values may have very different competitive
dynamics if the products are highly differentiated versus homogenous.
Therefore, HHI should be used in conjunction with other measures and
qualitative assessments.

Conclusion
The Herfindahl-Hirschman Index (HHI) is a vital tool in economics for
assessing market concentration and competition. By providing a numerical
measure of market power, HHI aids regulators and economists in understanding
the competitive landscape of various industries. While it has limitations,
such as its static nature and inability to account for product
differentiation, HHI remains an essential component of antitrust analysis and
economic evaluation. As industries evolve, so too will the methods for
assessing competition, but HHI will likely continue to play a significant
role in this arena.

Q: What does a high HHI indicate about a market?
A: A high HHI indicates that a market is highly concentrated, meaning that a
few firms hold a large share of the market. This can lead to reduced
competition, potentially resulting in higher prices and less innovation.

Q: How does HHI affect merger approvals?
A: HHI is a key metric used by regulatory agencies to evaluate the potential
impact of mergers. A significant increase in HHI post-merger can raise red
flags, leading to further scrutiny or even the blocking of the merger if it
threatens competition.

Q: Can HHI be used in all industries?
A: Yes, HHI can be applied across various industries to measure market
concentration. However, its interpretation may vary based on the nature of
the industry and product differentiation.

Q: What are the limitations of using HHI?
A: The limitations of HHI include its static nature, which does not account
for potential market changes over time, and its neglect of product
differentiation, which can lead to an incomplete picture of competition in a



market.

Q: How is HHI calculated for a market with multiple
firms?
A: To calculate HHI for a market with multiple firms, square the market share
of each firm and sum the results. For example, if three firms have market
shares of 30%, 30%, and 40%, the HHI would be 302 + 302 + 402.

Q: What is the significance of an HHI below 1,500?
A: An HHI below 1,500 signifies that a market is competitive, indicating a
healthy level of competition where no single firm has significant market
power.

Q: How does HHI relate to consumer prices?
A: HHI is related to consumer prices in that higher market concentration,
indicated by a higher HHI, can lead to higher prices for consumers due to
reduced competition.

Q: Is HHI the only measure of market concentration?
A: No, HHI is not the only measure. Other measures, such as the concentration
ratio (CR) and the Gini coefficient, can also be used to assess market
concentration, often providing complementary insights.

Q: How often should HHI be recalculated?
A: HHI should be recalculated periodically or whenever significant market
changes occur, such as mergers, acquisitions, or the entry of new
competitors, to accurately assess the competitive landscape.
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