Competition Policy and Economic Growth —
|s Therea Causal Factor?

and its intended objective, economic development.

It is widely accepted that competition policy contributes to economic development. However, the extent to which
economies of those countries that have adopted competition policies and laws are performing better than those still to
adopt is not quite apparent. This lack of clear evidence could be responsible for the reluctance by some developing
countries to adopt competition policies, or for the slow pace of adoption of competition reforms by others. This paper
attempts to dwell on the issues surrounding the relationship between competition policy/law and economic growth. It
discusses various channels through which economic growth and competition policy/law can be interlinked. The
paper also describes some of the empirical research studies done on the subject and the findings. It also identifies some
of the challenges and bottlenecks that could be responsible for the absence of a clear link between competition policy

Introduction

Over 100 countries, in both developed and developing
countries, have now adopted competition law and policy,
while others are considering, or are in the process of,
devel oping competition policiesaswell. Competition
policy, in this context, is defined as those government
measures that affect competition, by directly affecting the
behaviour of enterprises and the structure of industry.

Competition policy, basically, coverstwo elements. The
first involving putting in place a set of policies that
promotes competition in local and national markets, such
asrelaxed industrial policy, liberalised trade policy, easy
exit and entry conditions, reduced controls and greater
reliance on market forces. The second one, considered
most critical, compriseslegislation, judicial decisionsand
regulations specifically aimed at preventing anti-
competitive business practices, avoiding concentration
and abuse of market power. Although competition law is
part of competition policy, the majority of countries
started with the adoption of competition laws, without
any competition policy in place.

The most common immediate objectives of competition
policy have been to protect the process of competition
and free market access, by prevention and elimination of
monopolies, monopolistic practices and other restrictions
for the efficient functioning of markets, as ameans of
attaining economic efficiency in production. This
includes the preservation and protection of the process
of competition (not competitors), with aview to
maximising economic efficiency (static and dynamic), by
achieving efficient market outcomes, in the form of lower
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consumer prices and better quality products. The ultimate
objective of competition policy isgenerally agreed to be
the attainment of economic growth, through the interplay
of these immediate objectives, hence a causal relationship
between competition policy and economic development is
posited.

Thelink between economic growth and competition
policy is, however, neither straightforward nor clearly
distinct, in terms of observed reality. There are alot of
economiesthat have performed reasonably well, in terms
of economic development, without any competition
policiesin place. Similarly, there are economiesthat have
adopted competition policies and reforms for quite along
time now, but are still struggling, interms of economic
development. There are, therefore, alot of apprehensions
and misgivings about the benefits of competition law in
developing countries, among both of those that have
enacted them and those that are reluctant to adopt one.

A Review of the Literature

Theoretical Link

Competition policy and law essentially focus on two
areas. the conduct of business and the structure of
economic markets. The structure of the market playsa
|eading rolein determining the different market indicators.
It determines the opportunities that are available for both
agreenfield investment and further expansion by the
existing firms, asthiswould determine the size of the
expenditure that is required to gain a significant share of
the market from the established firms. Market structure
also playsapart in determining the level of profitability of
the industry, with monopoly and monopolistic structures



normally associated with more profits. It is on this basis
that it is expected that competition policy will have a
significant impact on economic devel opment.

It is generally conceivable to accept the notion that the
nature of competition prevailing in the market will have an
impact on innovation, implying that adopting competition
policy, to induce competition, will affect the incidence of
innovations. The fact that innovation has an influence on
economic development is not a subject of debate. Hence,
linking competition to innovation impliesthat competition
policy will affect economic development.

Generally, the expectation of someform of transient ex
post market power isrequired for firmsto havethe
incentivetoinvestin R&D. Similarly, it isthe possession
of ex ante market power that is morelikely to favour
innovation. When capital markets are imperfect, the rents
from market power provide firmswith theinternal
financial resourcesfor innovative activities. Market
power also helps reduce the uncertainty associated with
excessive rivalry, which tends to undermine the incentive
toinvest (Ahn, 2002). Thispremiseisnormally referred to
as the Schumpeterian hypothesis, named after Joseph
Alois Schumpeter, from whom theidea originates.

The reason why market power or monopoly
characteristics can result in innovation works out as
follows. Monopolies tend to charge higher prices and
restrict output, in order to maximise their profits. These
same profits can be used for innovation, which would
result in areduction in marginal costs and increasein
output, over time. Thisisillustrated in Figure 1, showing
the demand, marginal revenue and marginal cost curves
for amonopoly. A shift in the marginal cost curve from
MC, to MC,, asaresult of successful innovation, will
result in an increase in output produced from Q, to Q,
Such decrease in marginal costs and increase in output,
over time, may not be possible under a competitive
environment. Adopting competition laws that can result
in prosecution of companies for suppressing entry,
through anti-competitive behaviour, may, therefore,
reduce the incentive towards innovation and economic
growth can be slowed down. Thisis a possible channel
through which competition policy can reduce the
economic growth rate.

On the other hand, the link through innovation is also not
oneway. Competition will render price-increase-induced
profit-making unviable, aspriceincreasewill be
equivalent to driving away buyer patronage to rivals. In
such ascenario, firms need to innovate, in order to
reduce costs and produce more output at prevailing
market prices. It is through the introduction of
competition in the marketsthat enterpriseswill be
compelled to re-invest in new production technologies,
new production processes and new products. Managers
would strive for better incentives and there would be a
general reduction in slackness and inefficiencies.

Figure 1: Monopoly Output under Different Marginal
Cost Curves
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The promotion of productive and dynamic efficiency will
make enterprises achieve economies of scale, enhance
international competitiveness and promote R& D
capacities. Competition, therefore, stimulatesincreased
efficiency in innovation, production and resource use,
which, in turn, leads to enterprise development and
increased aggregate welfare. Further, competitive markets
provide macroeconomic benefits. Competition provides
enterprises with incentives to adjust to internal and
external shocks and these individual adjustments help
reduce the cost of such shocks to the macro-economy
(Lipimile, 2004).

Again, from a standard microeconomic theory
perspective, decisions on what output to produce are
determined by the cost structures, as well as the demand
for the product. A monopolist, given the nature of the
demand for the product, would tend to maximise profits,
through limiting the output to alevel which islower than
what would have obtained under a competitive
environment. If there are alot of sectorswith monopolies
under conditions of elastic demand, this then would
imply that the total production in all those sectors would
be much lower than those in a situation in which the
markets were competitive. By adopting competition laws,
these sectors could see the entry of more players and this
would reduce the incentives for these companies to
produce less than the competitive output levels. Thus,
competition would be expected to result inincreased
levels of production.

Competition policy isalso expected to result in economic
development, through investment attraction. |nvestment
is generally a gamble about future outcomes. It can be
regarded as a bet that the revenue from an investment will
exceed its costs. An investor can only be confident of
success if the environment is conducive for
entrepreneurship and policy makers and regulatory
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authorities are not given too much discretion for
interventions in the market. This enables investors to
predict the future outcome of their investment.

Transparent information on how governmentsimplement
and change rules and regulations dealing with investment
isacritical determinant in theinvestment decision. A
transparent and predictable regulatory framework dealing
with investment helps businesses to assess potential
investment opportunities on amoreinformed and timely
basis, shortening the period before investment becomes
productive. An effective competition policy regimeisan
important component of agood overall regulatory
environment. Competition laws and policiesthat are
transparent and characterised by predictable
implementation and consistent rulings on competition
cases on the basis of non-discriminatory criteriawill
remove most of the uncertainty surrounding investment
decisions.

Empirical Findings

Having discussed various avenues in which competition
policy and laws can be linked to economic devel opment,
it isimportant to discuss the extent to which this
relationship has been proven empirically.

In one study, Bucci (2004) demonstrates that it is possible
to reconcile the different innovation-driven growth
theories, through an extension of the basic Romer model
of horizontal innovation and deterministic R& D activity.
He reconsiders the relationship between product market
competition and growth and the results showed that an
inverted-U relationship between these two variables may
take place. Thisimpliesthat an increase in competition
initially increases growth, but beyond athreshold level, it
reducesit. Product market competition was modelled by
the elasticity of substitution across varieties of capital
goods.

The results show that there is evidence that the
relationship between competition and economic growth
can either be positive or negative. More intense
competition brings negative results, whileaminimum
level of competition |eads to economic growth by
promoting the need for innovation, hence an inverse U
relationship. His explanation is that there are two effects
(the positive resource allocation effect and the negative
profit incentive effect), which implies that the relationship
between product market competition and aggregate
productivity growth might be inver se U-shaped. For low
initial levels of competition, more competitionisbeneficial
to growth, since it allows a substantial better use of
resources, without hampering that much innovation
incentives (the resource allocation effect outweighs the
profit incentive effect and the correlation between
competition and growth is positive).

On the other hand, when product market competition is
sufficiently tough, more competition reduces drastically

technological progress, improving only marginally the
allocation of resources across economic activities (the
profit incentive effect prevails over the resource
allocation effect and the correlation between competition
and growth isnegative). Thereis, therefore, an optimal
amount of competition for promoting economic growth
and competition in excess of thiswould have negative
effects on growth.

The testing of whether economy-wide anti-trust policy or
measures of concentration are significantly and robustly
correlated with higher rates of per capita economic
growth was done by Dutz and Hayri (2001). They used
datafrom over one hundred countries during 1986-1995.
The effectiveness of anti-trust policy was measured by
answersto alarge survey of top executivesin 53
countries, posing questions about anti-monopoly policy
in their country, aswell as a measure of mobility of the
largest firms. They found that measures of effective anti-
trust policy are positively associated with residual
growth (that is, growth that is not explained by variables
for which there is some consensus that they lead to
higher economic growth — trade openness, human capital
and investment in physical capital). Additional sensitivity
analysis indicates that effective anti-trust policy has an
impact distinct from that of trade openness. In a previous
study using the same data set, Dutz and Hayri (2000) had
also established that there is a strong correlation between
the effectiveness of competition policy and growth. The
analysis suggests that the effect of competition on
growth goes beyond that of trade liberalisation to
institutional quality and a generally favourable policy
environment.

Yun (2004) investigated whether or not competition has
contributed to productivity gainsin Korea, by focusing
on the impact of product market competition on
productivity, using firm data. The study uses four proxies
to represent competition (or lack of it) —the number of
firms, firms' market share, industry concentration (CR3)
and rent. The study is based on an unbalanced panel
data set of manufacturing firmsfor the period 1990-2002,
with labour productivity being used as the dependent
variable. The results show that changes in the number of
firmsisan important source of competition and
productivity growth, while a high number of firmsin the
market itself is not conducive to productivity growth.
Increased monopoly rent may boost productivity growth
in the short run, but hinder economic development in the
long run. The conclusion reached was that competition
policy should not narrowly focus on curbing market
dominance of firmsalready inthe market, but rather
employ a broad approach that keeps entry and exit
barrierslow.

Theinfluence of competition policy on firmlevel
performance was al so tested by Kahyarara (2004). The
study sought to establish the extent to which firm-level
performance, measured by investment, productivity and
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exports, isinfluenced by government measures aiming to
stimul ate competition (competition policy) and protect
consumers against monopoly in Tanzania. The study
analysestherole of competition policy ininfluencing
productivity, investment and export performance of
Tanzanian manufacturing enterprises. The resultsindicate
apositive relationship between competition policy and
productivity, investment and exports. It was also
established that for the productivity effect of competition
policy, the results areinfluenced by firm-specific
attributes, suggesting that the positive relationship
between competition policy and firm productivity is
highly dependent on firm-specific characteristics. The
competition policy variable used wasadummy variable,
taking the value of zero before the introduction of
competition law and one after the introduction.

There are alot more studies that can be dug out from the
literature shelves, but the findings are more or less similar
to those described above. The implication then is that
some evidence exists on the ground to suggest that
competition policy and law will havearoleto play in
determining enterprise performance and, hence, economic
development.

The Benefits — Are They Material?

Given that several studies have demonstrated the links
between competition policy and economic development
in different countries, doesit, therefore, imply that
countries that have adopted competition laws are faring
better than those without the laws? The answer to thisis
not likely to be in the affirmative, the reason being that
there is nothing concrete on the ground to separate the
two sets of countries, in terms of economic performance.
But, before absence of thislack of aclear distinction can
be attributed to the ineffectiveness of competition policy,
it isimportant to focus on the extent to which the
adopted laws and policies are being fully implemented.
Adoption of alaw isimportant, but implementation of the
law is even moreimportant. Thus, the extent to which the
implementation process is constrained is the most
important issue. A critical assumption that is made on
studies on the impact of competition policy on economic
development is that competition policy/law adoption
leadsto competition inthe market. But, are marketsin all
countries with competition laws competitive? This
section tries to provide the answer.

It has been sadly observed that there are hurdlesin
countries with competition laws, which render the
implementation process |ess smooth, and most markets
are not open to competition. Such hurdlesinclude: (i)
policy-induced barriers (government regulations, policies
affecting market processes and competition, protectionist
approach, etc.); (i) nexus between government and big
firms; (iii) poorly evolved ‘ business environment’; (iv)
actionsin the guise of ‘public interest’; and (v) inter-
institution relationships.

(i) Policy-induced Barrier sto Competition

This can take place because of various reasons, such as
(i) lack of palitical will; (ii) government regulations; (iii)
policies affecting market processes and competition; and
(iv) ‘protectionist’ approach.

Most developing countries (particularly thosein Africa)
implemented the structural adjustment programmes (SAP)
inthe early-1990s, prior to the enactment of their
competition legislations. Adoption of competition law
was largely on the premise that the countries were now
subject to market reforms, yet many of the countries are
still to fully embrace the reforms. There remain significant
potential barriersto competition in many countries. These
barriersinclude government regulations in product and
factor markets, which deter firm entry, exit and growth. In
Vietnam, although the Competition Law was passed in
2004, there still exist significant barriersto international
trade, factor markets, entrepreneurship and innovation.
Moreover, several sectoral policiesand laws, with
significant implicationsfor the market structurein various
industries, are at cross purposes. Thus, building an
effective competitionregimein Vietnamisstill a
challenge'.

The efforts of competition authorities to enable
competitive markets can also hit brick walls, dueto the
absence of enabling investment regulations. Observers
opine that investment laws that open the industry to all
players are the best suited for the promotion of
competition. Although devel oping countries also need to
protect their local companies against foreign domination
in critical sectors of the economy, in line with national
interest objectives, this tends to be overdone. Such
conditions have a huge bearing on competition and
investment promotion. State-induced institutional barriers
exist in Lao PDR, despite the country having passed the
Decree on Trade Competition, which cameinto effect in
2004. Many manufacturing as well as service and utility
sectors that display high market concentration receive
state protection in various forms, including state control
and quantitative restrictions and stringent licensing
conditions®.

(i) Nexusbetween Gover nment and Big Firms

Vested interests often cast an influence on the
implementation of policies. Under such circumstances,
lack of good governance and transparency compounds
implementation problems. Governments are often alleged
to provide extra benefits to certain companies or players,
at the cost of the others. In Mauritius, using funds from
business houses for political party funding is anormal
practice. Concerns have often been raised that such
proximity could influence the government while framing
policiesaimed at private sector development, likea
competition policy or law®. Such an action of the
government leads to inefficiency and creates entry
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barriersfor new playerstrying to enter the market, which
act against efforts to attract new entrants and
competition.

(iii) Poorly Evolved Business Environment

Despite significant progress madein terms of liberalising
the business environment, several approvals are required
to start a new business. These approvals often take
substantial time and costs and thus constitute major
obstacles to entry by a new business operator into the
market, thus hampering private sector development. In
Malawi and Uganda, business registration for foreign
investorsitself costs more than the per capita income of
the country*. In Mozambique, it takes 153 daysto get a
business registered. In many of these countries, the cost
involved is more than that in the US, even in absolute
dollar terms. Thus, competition law does not necessarily
result in entry by firmsinto markets and hence
competition.

(iv) IntheGuiseof ‘PublicInterest’

Thereisageneral scepticism in developing countries
about relying on the forces of supply and demand to
produce outcomes reflecting consumer interests. This
resultsin several regulations and reactive laws being put
in place, asaway of safeguarding “public interest”. Price
controls are acommon feature in many developing
countries and, in most instances, they have a huge bias
towards consumers than producers. The price control
mechanisms are administered under abureaucratic
process that results in reviews lagging behind inflation.
Such mechanisms act against the promotion of
competition and investment, by lowering profit levels. An
extreme caseis Zimbabwe, whichiscurrently under a
hyper-inflationary environment. The Government fast-
tracked aNational Incomesand Prices Commission
(NIPC) Act isnow considered a barrier to investment, as
businesses undergo significant time periods of |oss-
making, due to controlled pricesthat are below the
production costs, thereby curtailing competition. Thisis
despite the presence of a competition law and a
competition agency.

(V) Inter-institution Relationships

The overlap of functions between the competition
authority and the sector regulator may also be
responsible for failure to promote a healthy competition
culturein many developing countries. It isimportant to
point out that both competition authorities and sector
regulators play important rolesin promoting a
competitive environment. What islacking in most
developing countriesis aforum that allows the two
groups to exercise their mandates in a manner that is not
conflicting and confusing to the different economic
agents. The Securities Exchange Commission (SEC) in
Zambia also has overlapping responsibilities with the
Zambia Competition Commission (ZCC). The SEC
decision and that of ZCC have often clashed in share

transfer cases, despite the fact that the Executive Director
of the ZCC isan ex officio member of SEC®. In Tanzania, a
case of conflict arose between the competition authority
and the Tanzania Communication Commission, wherethe
former filed acomplaint against the latter for permitting
dominance of two mobile phone operators (Mobile and
Tritel) in the country®.

Implications and Way Forward

The fact that competition policy should contribute
towards economic devel opment is more or less an agreed
concept, it islargely the barriers to competition that exist
that are sources of apprehension. Thereis need,
therefore, for competition cultureto prevail in the whole
economy, to remove the distortions. This should start at
the top level, before it can eventually cascade to
consumers. Political will turns out to be one of the key
factors that determine the success of implementation of
competition policy and laws. If competition law and
policy istoyield al the envisaged benefits, political will
and consensus for reform is a necessary condition and
strengthening an existing law or adoption of anew onein
the absence of such willingnesswill not help. Political will
might also result in an assurance to investors about
security and predictability of returns of their investments.
Some devel oping countries, such as Malawi and
Bangladesh, have adopted competition laws and policies,
but it took ages for the laws or policiesto come into
effect and for structures to be put in place towards the
implementation of thelaw.”

Also related to the political will istheissue of the need
for aholistic approach towards competition. Competition
law should, generally, be part of acompetition policy, if all
the desired objectives of competition law are to be
achieved. However, even if used as a starting point, the
competition law adoption should be followed or
accompanied by removal of restrictions on competition
from the investment policy, theindustrial policy, the
consumer policy, the trade policy and other sector-
specific policiesthat have an impact on competition.
Thereisneed for all the policies and sector law in the
economy to be pro-competition aswell. Thissituation is
absent in most of the developing countries, despite their
claims about having adopted market reforms. Botswana
can be regarded as an example that isfollowing amore
focused approach, with the exception that the procedure
is being unnecessarily prolonged.

Thus, there is need for aplatform for ensuring that all the
different stakeholders with different expectations and
aspirations develop a sense of being a part of the market
reforms. Carrying out awareness campaigns and soliciting
views and suggestions from all the crucial stakeholders
should, therefore, be part of the competition policy
process. The competition laws for each country should
try and ensure that the competition law and the
accompanying policies are designed to try and meet
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expectations of all stakeholders, rather than being biased
towards either business or consumers. Consumer interest
issues should be explicitly recognised in the designing of
competition policy and advocacy should be included as a
tool for awareness promotion among consumers. At the
sametime, however, the promotion of efficient markets, as
an objective, need not be necessarily compromised;
platforms should be allowed to address other public
interest issues that the competition law can not handle.
This exercise of ensuring participation in the reforms by
all stakeholders ensures areconciliation of the
perceptions of various players, by taking into account
their different characteristics and expectations.

Conclusion

The paper has largely demonstrated that thereis
generally expected to be a causal relationship between
competition policy and economic development. Thistwo-
way relationship comes from the fact that while
competition may bring with it increased production

levels, as output restriction tendencies by monopolies are
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