CHAPTER 7

Competition

Of all human powers operating on the affairs of

mankind, none is greater than that of competition.

—Henry Clay, 1832

ompetition has long been acknowledged as an
important force bringing about economic de-
velopment and growth. In the 18th century
Adam Smith pointed out that China’s lack of competi-
tion with the outside world limited its growth and de-
velopment prospects at the time and allowed the persis-
tence of the divide between the rich and the poor (box
7.1). The subsequent history of China—a weakened na-
tion invaded and occupied by foreign powers, followed
by the Communist Revolution brought on by inequal-
ity of wealth and incomes—seems to have illustrated
Smith’s prescience. The history of Western Europe pro-
vides many examples of institutional changes that pro-
moted or restricted competition, or competition that
promoted institutional change. In some instances gov-
ernments initiated institutional changes. In Sweden in
the 19th century, for instance, the government abol-
ished the guilds, which supported an urban monopoly
in some professions, to promote production in rural
areas. In other instances institutional changes to pro-
mote competition occurred without government inter-
vention. For example, in 19th century Germany profes-
sional guilds progressively lost their power because of
competition from the emerging factory system.
Competition—domestic and international—pro-
vides incentives for institutional change around the
world (chapter 1) by modifying the effect of existing
institutions. Competition can also act as a substitute
for other institutions. There is evidence that competi-
tion can substitute for an effective bankruptcy system

because it exerts pressures on inefficient firms to go
into liquidation.! There is evidence that competition
can substitute for strong shareholder control in firms
in raising productivity growth. Greater competition
raises productivity growth in a firm with no dominant
external shareholder, while competition has no posi-
tive impact on productivity performance in the pres-
ence of a dominant outside shareholder.? There is also
evidence that competition can change the nature of
labor market institutions (see the discussion below).

At the same time, there may be conflicts between
promoting competition and promoting better corpo-
rate governance. For example, business groups estab-
lished to solve information and enforcement problems
might restrict entry into markets. Also, not all the in-
stitutional changes that arise from competition en-
hance the well-being of all members of society (chap-
ters 4, 5, and 9).

The central element of competition in product mar-
kets is the freedom of traders to use their resources
where they choose and to exchange them at a price
they choose.? Product market competition increases
efficiency (and productivity, and the growth of pro-
ductivity in the economy) by providing incentives for
managers to reduce costs, innovate, reduce slack, and
improve the institutional arrangements in production.
Productivity growth, in turn, is one of the main sources
of growth in countries.” In industrial countries produc-
tivity growth is generally the result of technological ad-
vances. In developing countries productivity growth
has mostly been attained through technology spillovers
from trade, foreign direct investment, licensing, and
joint ventures.

Sometimes there may be a conflict between the sta-
tic and dynamic effects of competition. Or firms may
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Box 7.1
Adam Smith on competition, 1776

below a certain level of concentration, technical effi-

China seems to have been long stationary, and had proba-
bly long ago acquired that full complement of riches which
is consistent with the nature of its laws and institutions.
But this complement may be much inferior to what, with
other laws and institutions, the nature of its soil, climate,
and situation might admit of. A country which neglects or
despises foreign commerce, and which admits the ves-
sels of foreign nations into one or two of its ports only,
cannot transact the same quantity of business that it might
do with different laws and institutions. In a country, too,
where though the rich or the owners of large capitals
enjoy a good deal of security, the poor or the owners of
small capitals enjoy scarce any . . . the quantity of stock
employed in all the different branches of business trans-
acted within it can never be equal to what the nature and
extent of that business might admit. In every different
branch, the oppression of the poor must establish the mo-
nopoly of the rich, who, by engrossing the whole trade to
themselves, will be able to make very large profits.

—Adam Smith, An Inquiry into the Nature and
Causes of the Wealth of Nations, 1776

ciency also falls. 1% A study of firms in transition econ-
omies finds that competition from one to three rivals is
important in explaining innovation such as a firm’s de-
cision to launch new products.!! Those firms with more
than three competitors perform better than monopo-
lists, but their advantage is only half as great as those
facing one to three competitors.'?

The preceding discussion suggests that to obtain the
benefits of competition—greater efficiency and inno-
vation in product markets—some degree of competition,
but not always competition by a large number of firms,
is needed. Moreover, it is not just market structure but
also the threat of entry—either by firms or by prod-
ucts—that determines the degree of competition in do-
mestic markets. It is difficult in practice to measure the
extent of actual and potential competition in domestic
markets (box 7.2). In developing countries with lim-

Box 7.2
Measuring competition

not invest in innovations that require high initial in-
vestments. Institutions that protect intellectual prop-
erty rights and reduce competition may be needed to
resolve this problem.

A number of studies, concentrated on industrial
countries, have found a positive relationship between
competition and efficiency (measured by productivity
levels), and between competition and the rate of pro-
ductivity growth.® In the presence of competition,
firms adjust operations to raise efficiency and thus
maintain profitability, and less efficient firms exit the
industry. The exit of these firms frees up resources,
which can then be used by more efficient firms. Entry
and exit has been shown to be an important source of
industrywide productivity growth in semi-industrial-
ized countries such as Chile (1979-85) and Morocco
(1984-87).” In a study of Korea between 1990 and
1998, plant exit and entry accounted for as much as 45
percent of manufacturing productivity growth during
cyclical upturns and 65 percent during downturns.®

Some studies have found that the benefits of com-
petition do not depend on having large numbers of
firms.? Studies show that technical efficiency falls with
increased market concentration in industrial (Australia,
Canada, Japan, the United Kingdom, and the United
States) and developing (Korea) countries but that,

There are three main ways to measure competition. The
first approach is to measure the extent to which produc-
tion is concentrated among a small number of firms. This
includes using indicators such as the four or five firm con-
centration ratios, the percentage of employment by the
four largest firms, the Herfindahl index (sum of squares of
market shares of firms), and the number of firms in the
market.

The second approach is to look at the consequences
of market structure rather than the market structure itself.
This can be done by estimating the residual elasticity of
demand for the firm’s own product—the extent to which
a price rise by the firm would lead customers to substitute
away and buy from rival firms, or turn away from the prod-
uct altogether.

The third approach is to look directly at the behavior of
firms to infer the extent of competition the firms perceive
they face. The price-cost margin is the most commonly used
measure.

These three ways of measuring competition are con-
sistent with one another and are complementary. The con-
centration measure is probably the easiest to use in devel-
oping countries, compared with the other two, which
require extensive information. But focusing just on current
market structure variables misses the importance of po-
tential competitors—those that could enter the market
and therefore act as a discipline on incumbent firms.

Note: The idea of contestability was originated in Willig
(1980). See Baumol and others (1982).

Source: Carlin and Seabright 2000, World Development
Report 2002 background paper.




ited capacity and supporting institutions, the priority
for policymakers should be to ensure both the free entry
and exit of firms and exposure to international competi-
tion. This chapter looks at institutions that restrict or
promote competition in markets. The institutions that
enhance the provision of infrastructure services (laws
and regulations and the agencies that enforce them) are
also important for promoting competition. These in-
stitutions are discussed in chapter 8.

There are many potential barriers to competition. In
developing countries the main institutional barriers to
domestic competition are government regulations on
exit and entry of firms.!? Even in the tradable sector,
international competition may not lead to domestic
competition, partly because of institutional barriers to
competition, such as government regulations in prod-
uct and factor markets that deter firm entry, exit, and
growth. Excessive and costly government regulations
also facilitate corruption and lead to adverse distribu-
tional consequences by inducing workers and firms to
escape into the informal market. Private institutions
can also cause barriers to competition. For example, the
monopolization of domestic distribution channels can
mean that even when a good can be imported freely,
there still may not be competition in the domestic mar-
ket for that good.

Domestic institutions that promote competition in-
clude competition laws and competition authorities. In
structure and mandate they differ significantly, even
among industrial countries—that is, one size does not
fit all. These were introduced by governments to tackle
private barriers to product market competition, and to
ensure that, in sectors characterized by natural monop-
olies, prices do not diverge too much from costs. Many
developing countries suffer from human capital con-
straints. In resource-constrained countries governments
may benefit from focusing on removing barriers to
entry and exit in markets and opening the economy to
international competition before turning their atten-
tion to building competition institutions, particularly
for tradable sectors. But many developing countries al-
ready have competition laws and agencies. By focusing
the agenda for these agencies, these institutions can be
made more effective at promoting competition. The
priority for competition authorities should usually be
the cases that can harm competition, such as cartels and
exclusive supply and distribution contracts.

International trade reform itself can be viewed as
institutional reform, since it changes the rules of the
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game for those affected.!* International trade pro-
motes competition in markets. Openness to interna-
tional trade also helps exert pressure on governments
to reform those domestic product and factor market
institutions that undermine the ability of firms to re-
spond to competitive pressures from abroad. But the
effect of this source of competition is mostly limited
to tradable goods, such as manufactures. Some prod-
ucts, such as cement and infrastructure services, are
by their nature not easily transportable. That is, trans-
port costs are so high that sellers cannot make returns
high enough to encourage trade. When infrastructure
is poor, only consumers who live near the border can
enjoy the benefits of price competition from freely
traded products.

Governments worldwide need to build more effec-
tive institutions to address aspects of the international
trade regime that can undermine competition. At the
national level, this includes making further progress in
liberalizing services as well as goods, and, for industrial
countries, in providing access for developing country
exports. At the international level, it includes reducing
compliance and certification costs of trade-related prod-
uct standards (such as food safety standards) and taking
advantage of the flexibility allowed in the Agreement on
Trade-Related Intellectual Property Rights (TRIPS) to
allow developing countries to maximize benefits.

International standards do not always promote com-
petition, and not all standards are appropriate for devel-
oping countries. Without attention to country circum-
stances, some standards, such as those for international
property rights, can even have adverse distributional
consequences. Moreover, complementary institutions or
human capital to enforce these systems do not exist in
many countries. In international forums human capital
constraints can prevent developing country policymak-
ers from engaging effectively in negotiations. These are
areas that need attention if future development of inter-
national standards is to reflect developing country pri-
orities and promote competition.

This chapter first discusses constraints on domestic
competition—that is, government regulations on firm
entry, and competition laws and agencies. It then dis-
cusses restrictions affecting international transactions:
trade restrictions and intellectual property rights.

Domestic competition

This section focuses on the two main factors that de-
termine the extent of competition in domestic markets.
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The first, and the most important in developing coun-
tries, is government regulation of product and factor
markets, which can inhibit firm exit, entry, and growth.
The second is private or “natural” barriers to domestic
product market competition. These include monopo-
lies on domestic distribution or private barriers arising
from localized markets, either because products are not
transportable or because infrastructure is poor.

Regulations on entry and exit
Governments can inhibit firm entry either through di-
rect restrictions on the establishment of new firms or
through an excessive number of entry regulations. The
poor functioning of factor markets can also inhibit firm
entry. The failure to provide strong property rights for
land can reduce firm entry (chapter 2). Poorly function-
ing credit markets that result in restricted access to credit
for some groups—in particular, small and medium-size
firms—can also deter firm entry into some activities, re-
stricting firm growth and limiting the extent of compe-
tition in the product market (chapter 4).

Governments can also inhibit firm entry by raising
exit costs. Firms are less likely to enter a market if exit

Box 7.3

costs are high or, in the extreme case, if exit is impossi-
ble.!> Government institutions that raise the cost of exit
include factor market regulations, such as labor legisla-
tion, that make it costly and sometimes even impossi-
ble for firms to lay off workers (box 7.3). Another ex-
ample is restitution laws in transition countries, which
inhibit land transactions and deter firm exit and hence
firm entry (chapter 2). Unprofitable businesses may
also keep operating when they receive budget subsidies
or quasi-fiscal support such as soft loans or are permit-
ted to fall behind in their taxes or other payments, in
the process impeding entry and exit.

Removing or relaxing institutional barriers to prod-
uct market competition promotes competition directly
and exerts pressures on governments to remove rigidi-
ties in factor markets. Rigidities in land, labor, and cap-
ital markets can raise adjustment costs in the domestic
economy, for example, causing higher unemployment,
as firms are exposed to pressures of competition. It is
not uncommon to find product and factor market re-
strictions coexisting.'® It can also be argued that un-
competitive product markets allow the persistence of
factor market restrictions. Box 7.4 presents an example

Labor regulations and rigidities in the labor market: the example of India

Almost all countries have labor laws and regulations to protect
workers. These fall into five categories:

m Establishment and protection of workers' rights, including
the right to associate and organize, the right to bargain col-
lectively, and the right to engage in industrial action

m Protection for vulnerable groups, including minimum work-
ing age requirements, equality of wages, and employment
opportunities and special provisions for women

m Establishment of minimum compensation for work, includ-
ing minimum wages, minimum nonwage benefits, and over-
time pay

m Assurance of decent working conditions, including occupa-
tional health and safety provisions and maximum hours of
work

m Provision of income security, including social security, job
security, severance pay, and public works.

World Development Report 1995 provides a detailed analy-
sis of labor legislation and its effects and shows that not all
labor laws achieve their intended objectives. The Report sug-
gests that labor laws in developing countries be simplified and
focused on basic human rights and safety issues.

In developing countries excessively restrictive labor laws
sometimes have the effect of benefiting a group of relatively

well-off workers at the cost of limiting the employment of oth-
ers (sometimes the majority) in the formal sector. In some
countries labor laws have introduced significant rigidities into
the labor market, with adverse consequences for production
and growth.

An example is India, with 165 pieces of labor legislation
(World Bank, 2000d; Zagha 1998). Indian labor laws provide for
a wide scope for initiating industrial disputes, long procedures
for settlement of industrial disputes, inflexible provisions on
change in conditions of service, and provisions enabling gov-
ernment interventions in areas such as layoff, retrenchment,
and closures. The proliferation of labor laws is made worse by
definitional complexities, making their interpretation even more
difficult. There are 11 different ways of defining “wages,"” and
the meaning of “worker,” “employee,” and “employed person”
changes depending on the piece of legislation.

Lack of clarity about the rights and obligations of employ-
ers and employees, litigiousness, and delays in settling dis-
putes have consequently become key features in the applica-
tion of India’s labor laws. Most disputes take more than 1 year
to settle, and 20 years is not infrequent. This legislative frame-
work has impeded large-scale industrial restructuring, reloca-
tion, or exit—and hence entry into the formal sector—and even
the relocation of labor within an enterprise and often even in
the same city or town.
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Increased product market competition and increased labor market flexibility in India

Before India’s wide-ranging economic liberalization program
began in the early 1990s, the Indian production system was char-
acterized by high rents created by industry licensing and protec-
tion from external competition. This system had enabled firms
to pass on to consumers the cost of workers' privileges embed-
ded in labor regulations and had eroded firms' incentives to mini-
mize labor costs. Labor, through union activity, had captured part
of the rents generated by the restrictions on competition.

With the liberalization of the economy, producers began
to face competition in product markets, which restricted their

ability to pass on to consumers the cost of workers' privileges.
This made workers more conscious of the employment conse-
guences of their demands. Firms became more adept at cir-
cumventing labor market regulations and at resisting union pres-
sure, as reflected in the increase in lockouts (managers shutting
down production to deny striking workers their wages). At the
same time, incentives for union activity declined, as reflected
in the decline in the number of strikes.

Product market competition raised the number of lockouts and reduced the number

of strikes in India
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in which increased product market competition in-
creased the flexibility of labor markets in India. Similar
examples are found in industrial countries.!”

Institutional barriers to firm entry erected by govern-
ments include restrictions on the establishment of new
firms. For example, in Korea restrictions on the involve-
ment of the chaebol in retail activity and an arduous bu-
reaucratic store-opening evaluation process contributed
to low productivity in the general merchandise retailing
sector.!® These regulations were established with the ob-
jectives of protecting small stores, discouraging con-
sumption, and promoting more investment in the man-
ufacturing sector. The regulations, however, led to the
undesirable outcome that some profitable investments
were prevented and others were distorted.

Governments can also raise the cost of entry through
the procedures they mandate that firms undertake for
starting up businesses.! Although some of these pro-
cedures—such as appropriate safety, health, and envi-

ronmental regulations—could be beneficial, others are
not. Even beneficial regulations can inhibit firm entry
if they are too numerous, too complex, or too costly,
relative to the income level of the country.

A recent study covering 85 countries found that reg-
ulations may have unintended effects on business activ-
ities or outcomes. 2 For example, on average, neither
pollution nor the number of accidental poisoning cases
(as an example of work-related accidents) fell as the
number of regulations imposed by governments across
the world increased. This does not mean that socially
beneficial regulations should be eliminated. Instead, it
is the quality rather than the quantity of regulations that
matters, along with their successful implementation.

The same study found that developing countries
generally require more procedures to start a new busi-
ness than industrial countries. But there are exceptions.
Notably, France has the same number of procedures as
Russia. Both countries require 16 procedures, com-
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pared with 20 in Bolivia. The countries with the fewest
number of procedures or regulations are all industrial
countries, with Canada and Australia having the least
(two).

The procedures covered by the study fall into five
categories: health and safety, environment, taxes, labor,
and general screening. Screening—a set of general pro-
cedures whose purpose is often unclear—is typically the
most onerous. Unsurprisingly, the larger the number of
procedures required, the longer it takes to start a busi-
ness and the greater the cost (relative to per capita in-
come). For example, Mozambique and Bolivia, which
are among those countries with the highest number of
procedures, are also among the countries where it takes
the most days to start a new business (174 and 82, re-
spectively). It is also costly to start a business in these
countries, with costs of 116 and 263 percent of GDP
per capita, respectively (costs can rise to over 300 per-
cent of GDP per capita in some countries). In compar-
ison, in Canada, where there are two procedures, it
takes only two days and costs only 1.4 percent of GDP
per capita to start a new business.

Many of these procedures consist of obtaining ap-
provals from several different offices and requiring formal
notarizations at various steps, or of overly burdensome
inspections for tax and other regulations. This implies
that it is more costly for firms in developing countries
than in industrial countries to start up new businesses. In
those industrial countries where there are more proce-
dures, the effect of more regulation is countered by the
presence of a more accountable and transparent adminis-
tration, and better information and enforcement. Entry
regulations are also found to reduce competition in do-
mestic markets, particularly in large countries, even when
the country is open to international trade.”!

The number of procedures is associated with larger
unofficial economies and a higher level of corruption
(figures 7.1 and 7.2). Many studies have shown that ex-
cessive product and labor market regulations induce
firms to shift their activities into the informal market to
bypass the high costs of doing business and employing
labor in the formal sector.?? Estimates of the size of the
informal economy and of the proportion of workers em-
ployed in it show that both have been growing over the
past decade in many transition and OECD countries.
Rising state regulatory activities, labor market regula-
tions, and an increasing burden of taxation and social
security payments have driven this process.?? These es-
timates also indicate that in general, the size of the

Figure 7.1

The size of the unofficial economy rises with the
number of procedures required to start up new
business
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shadow economy as a percentage of GDP is larger in de-
veloping than in industrial countries.

The informal economy increases competition by
providing services and small-scale manufacturing and
by fostering dynamism and entrepreneurship and thus
leads to greater efficiency. But the positive benefits of
greater competition can be enhanced if the informal
sector has access to the protection of the official ju-
diciary system and to capital markets for finance and
insurance.

A larger informal economy also has distributional
consequences. Although employment in the informal
sector is better than no employment at all, workers in
the informal sector do not have access to the same ben-
efits, such as social security and unemployment bene-
fits, as do workers in the formal sector. Workers in the
informal sector are predominantly poor (see chapter 9);
this means that policies which prevent firm growth and
formalization are biased against the more disadvantaged.

Competition laws and competition authorities

Some of the more prominent examples of private barri-
ers to product market competition are monopolies, car-
tels, and vertical restraints (for example, contracts be-
tween producers and their distributors that prevent the
distributors from carrying competitors’ products). “Nat-



Figure 7.2
Corruption rises with the number of procedures
required to start a new business
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ural” entry barriers can arise from localized markets, in-
frastructure services, or natural monopolies. Govern-
ments can address private and natural barriers to prod-
uct market competition using competition laws and
competition authorities.

Building competition institutions. Canada and the
United States were among the first countries to intro-
duce competition law, in 1889 and 1890 respectively.
Many European countries introduced competition laws
in the 1950s, after World War II. Most developing and
transition countries did not introduce competition laws
until the 1990s. Around 90 countries have such laws in
operation, with several more, including China, the Arab
Republic of Egypt, and the Former Yugoslav Republic
of Macedonia, drafting and debating competition laws.
But the enforcement of competition laws in many de-
veloping countries—and in low-income countries in
particular—is not very active. This is the result partly
of the short tenure of these laws and partly of a lack of
complementary institutions that would facilitate en-
forcement, such as courts or well-established informa-
tion processing systems for the regulator.

Governments have introduced competition laws,
and competition authorities to enforce them, because
of concerns about the anticompetitive behavior of
firms, in response to economic crises, or because of in-
ternational pressures, which may or may not be crisis-
induced. In the United States the Sherman Antitrust
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Act, for example, was introduced with a view to re-
straining the power of large business conglomerates op-
erating in the country at that time. Sweden introduced
an antimonopoly law in 1925 because of concerns
about cartel abuses. Denmark, the Netherlands, and
Norway gradually transformed their older laws control-
ling prices or regulating cartels into antitrust-type
statutes, also in response to increasing cartelization in
the late 1920s and early 1930s.

France, Indonesia, and Romania provide examples
of countries that introduced competition laws in re-
sponse to economic crises. The French government en-
acted its first modern antitrust measure, the Decree of
1953, in response to economic crisis—including infla-
tionary problems following World War II and the Ko-
rean War, the need to attract foreign direct investment
(EDI), and the perception that restrictive practices,
especially in the distribution sector, were hindering eco-
nomic recovery. More recently, economic crises in In-
donesia and Romania led to the introduction of com-
petition laws as part of overall economic stabilization
and reform programs. In these two cases, international
development and lending agencies, such as the World
Bank, created pressures for adopting competition laws.

Japan, Germany, and most countries in Central and
Eastern Europe are examples of countries that intro-
duced competition laws because of international pres-
sure. Japan and Germany enacted antitrust legislation
following World War II, despite local objections. The
Anti-monopoly Law of Japan and the De-cartelization
and De-concentration Law of Germany were both en-
acted in 1947. They were significantly amended by
later legislation, moving away from their U.S. origins
to regimes considered more suitable to local conditions,
particularly through a higher degree of tolerance for
some types of cartel activities. Similarly, after the fall
of the Berlin Wall in 1989, the countries of Central
and Eastern Europe that aimed to join the European
Union began enacting antitrust legislation, under some
pressure from the European Commission. Most of these
countries later amended their laws to make explicit mat-
ters that their advisers had originally taken for granted.
In other words, the supporting legal framework for
competition policy in these countries was missing, and
there was a different understanding of the reach of the
law. For example, the legal authority of an antitrust
body to come to an agreement with a private party to
settle a case had to be clarified. This was particularly the
case where the private party had to go through a formal
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administrative or enforcement process within the com-
petition authority or in the courts.

The European Union is a unique case. Its members
have collective and national antitrust legislation, with
the competition regime of the European Union incor-
porated into the national laws of individual member
states. The primary focus of the European Union’s com-
petition regime—incorporated in articles of the Treaty
of Rome and enforced by the European Commission—
is economic integration among the member countries.
Therefore the most serious prohibitions concern prac-
tices that would create or preserve fragmentation along
national lines, such as country-specific vertical restraints
and restrictions on the use of intellectual property.

Variations in competition laws and their enforcement.
A survey of competition laws in 50 countries con-
ducted for this report shows that different conceptions
of competition exist across countries. This is reflected
in two key elements of competition law: what consti-
tutes dominance—the ability of a firm to unilaterally
control price and output in the market—and how
countries deal with cartels. Differences are also reflected
in the way competition laws are enforced.

DOMINANCE. The survey reveals that 28 out of 50
countries have qualitative definitions of dominance,
while the remaining 22 countries have a wide range of
market shares as their benchmarks (table 7.1). Most
OECD countries define dominance qualitatively. Sev-
eral Latin American countries also define dominance
qualitatively, but other developing countries tend to
have quantitative benchmarks. Even though competi-

Table 7.1
Benchmarks of product market dominance
in competition laws around the world

Market share

Country group of the firm

Developing and
transition countries

East Asia 50-75 percent
Eastern Europe and Central Asia 30-40 percent
Africa 20-45 percent

Industrial countries
United States
European Union

Two-thirds or more
40-50 percent
Source: Competition laws, national competition authorities.
American Bar Association Antitrust Section. 2001. “Competition
Laws Outside the U.S.” Chicago.

tive processes in different industries differ, only one of
the countries surveyed—Tanzania—has separate speci-
fications for benchmarks of dominance for different
sectors.

Given the importance of potential competition, as
well as actual competition, and differences about what
is needed to ensure competition based on industry
characteristics, ideally a qualitative approach toward
determining dominance is appropriate. But assessing
dominance qualitatively is a difficult procedure, requir-
ing sophisticated information and human resource ca-
pacity, both of which may be lacking in many develop-
ing countries. In these cases, quantitative benchmarks
can provide important information. The priorities
for developing countries in promoting competition
should be liberalizing international trade and reducing
government-erected entry and exit barriers in product
markets. Building competition institutions is a lesser
priority for many countries. But a large number of
countries have already adopted competition laws and
agencies. The issue in these countries is how to make
these institutions more effective at enhancing compe-
tition in markets.

CARTELS. There are two main ways in which cartels
can be treated in competition law. The first is to treat
all cartels as illegal, meaning that practices such as
price-fixing and other cartel-related behavior violate the
law regardless of the market power of participants, their
motives, or the purported business justifications. This
stringent treatment of cartels is found in 13 of the 50
countries surveyed, including the United States. The
second way is to use the rule-of-reason analysis, mean-
ing that it is up to the competition authorities to prove
the harmful economic effects of cartels. This less strin-
gent way of treating cartels is found in most coun-
tries. European Union competition law has an auto-
matic prohibition against anticompetitive practices and
agreements. It is up to the competition authorities or
national courts to prove that there has been an infringe-
ment and that the behavior (in the case of an agree-
ment) does not qualify for an exemption.

ENFORCEMENT. Along with differences in competi-
tion law, differences in enforcement determine the ways
in which countries treat competition.?* The two domi-
nant systems, which have been transplanted to many
developing countries, are the U.S. and the European
Union systems. The major difference between U.S. and
European Commission cartel enforcement is in the lev-
els and nature of enforcement. In the United States



Box 7.5
Differences between the United States and the
EU on competition law and its enforcement
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Figure 7.3
Effectiveness of competition law increases with
per capita income

The differences in U.S. and EU competition laws and en-
forcement stem from their different objectives.

In the United States antitrust policy is primarily de-
signed to protect consumer welfare and the production of
a variety of products at reasonable prices. There is a mod-
est element of fairness (the right of firms to be free of co-
ercion) and hostility to vast concentrations of economic
power. The underlying assumption of U.S. enforcement
agencies and courts is that a robust competitive market is
automatically efficient.

By contrast, in the EU, the dominant objective of com-
petition policy is the economic integration of the member
nations, which is closely linked to the principle of free
movement of goods and services among member states.
The EU also considers competitive opportunities for small
and medium-size firms, raising the economic level of
worse-off nations, and general notions of “fairness.” Fur-
thermore, EU member countries also consider that joint
ventures, mergers, and other collaborations may be neces-
sary to enhance technological development and therefore
to allow European firms to compete effectively in global
markets. However, there are strict guidelines for these.

In contrast with U.S. legislation, the EU’'s competition
regime emphasizes equity objectives as well, such as
employment and measures that encourage cooperation
among small and medium-size enterprises.

Source: Graham and Richardson 1997.

price-fixing and other cartel behaviors are commonly
treated with criminal sanctions, with potentially large
fines and damages to injured parties. The U.S. Depart-
ment of Justice devotes substantial staff in its head of-
fice and in regional offices in major cities to detecting
and challenging cartels. The European Commission
staff for cartel enforcement is much smaller, but they
work together with staff in member states. There is no
investigative staff, and as a result, cartels are normally
investigated only following a complaint.?>

In part, this weaker enforcement of cartels in the EU
could be a legacy of the past. Before the 1957 Treaty of
Rome, which codified European competition law, car-
tels were customary in Europe. The differences in the
treatment of cartels between the United States and the
EU also reflect the general differences in their objectives
for competition policy (box 7.5). These differences are
important for developing countries, which have mod-
eled their institutions after those of the United States
or the EU.

Per capita GDP, 1997 U.S. dollars
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Source: For index of effectiveness of competition law, World
Competitiveness Yearbook (2000); for per capita GDP, World Bank
data.

Building more effective competition institutions. The
effectiveness of competition laws and competition au-
thorities in promoting fair competition varies substan-
tially around the world. Results from the survey con-
ducted for this report indicate that the higher the per
capita income of the country, the more effective is the
competition law (figure 7.3). Also, the longer the com-
petition authority has been in place, the more effective
it tends to be, since learning by doing is important. The
average tenure of competition authorities in industrial
countries in the survey is 27 years, while that for de-
veloping countries is 10 years. On average, competition
authorities in industrial countries are 40 percent more
effective than competition authorities in developing
countries, according to the World Competitiveness Year-
book (2000) index of effectiveness of competition law,
which is based on surveys of top and middle manage-
ment of firms in each country.?® This is not surprising.
As stressed throughout this report, institution building
takes time and resources.

These two factors aside, there are many actions that
governments can take to build more effective competi-
tion laws and authorities. Competition agencies need
the statutory authority to force firms to supply neces-
sary information. For example, the first competition law
in Venezuela did not provide the competition agency
with such authority, which seriously undermined the
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ability of the agency to perform its functions. Compe-
tition agencies need to have legal enforcement powers
so that the agency can make decisions on competition
cases without referring the simpler ones to the courts.
This is true even in countries where courts work well
because the competition authority has the technical ex-
pertise to make decisions. Where courts do not work,
as in many developing countries, giving competition
authorities the power of enforcement is even more cru-
cial. For example, in Hungary in the early transition
years, the court system was so slow that creative litigants
began finding ways to bring their cases under the com-
petition law rather than other laws so they could obtain
a timelier ruling from the competition office. In India
one of the least controversial proposals in the drafting
of a replacement for the Monopolies and Trade Prac-
tices Acts is that new cases will be heard by a new, time-
bound tribunal rather than going to the courts or wait-
ing in queue behind old competition cases awaiting
resolution. Competition authorities need to be account-
able, and there needs to be checks and balances on these
authorities. One possibility is to allow appeals to higher
courts, particularly for the larger cases.

Governments need to ensure the independence of the
competition authority. One suggestion is that the head
of the authority be appointed by a committee or the par-
liament rather than by the president or the prime minis-
ter. Another suggestion is that the competition authority
should be independent of a government ministry and
should have its own budget. Independence of competi-
tion authorities from government ministries may be
more important in developing than industrial countries,
where there are more checks and balances in the politi-
cal systems and where greater transparency protects the
independence of competition authorities. Of the coun-
tries surveyed, 63 per cent of industrial countries have
competition authorities independent of any ministry,
compared with 59 percent in developing countries.

Competition authorities need adequate budgets and
staff to perform their functions. On average, competi-
tion authorities in industrial countries have 75 percent
more staff (relative to the size of the economy) than de-
veloping countries. For example, the competition au-
thorities in Colombia and Peru have fewer than six pro-
fessionals dealing with antitrust.”

The competition agency and the private sector
should have the authority to lodge suits. For instance,
in Tunisia only the ministry can initiate cases. If the gov-
ernment is the only agent with this authority, the effec-

tiveness of the competition law in promoting compe-
tition can be undermined. Decisions by competition au-
thorities should be publicly available. Public availability
of competition decisions has a deterrent effect on po-
tential future violations of the competition law, which
should help promote the effectiveness of the law and, by
providing checks and balances, could also help ensure
the fairness of the proceedings. One of the most impor-
tant factors underlying the effectiveness of competition
laws—as for any institutions—is recognition of the im-
portance of the law and a willingness to enforce it by
both the government and civil society at large.

In light of the human resource constraints in devel-
oping countries, those nations that already have com-
petition authorities may want to focus their efforts on
issues such as cartels and exclusive supply or distribu-
tion contracts. Other issues—such as price discrimina-
tion, predatory pricing (pricing below cost to drive out
competitors), or complex vertical restraint cases (such
as tie-ins, where a product can be purchased from a
supplier only if related products are purchased from the
same supplier)—are more complicated and less critical.
Moreover, they tax the capacities of competition au-
thorities even in industrial countries.

International competition

Exposure to international markets plays a central role
in promoting competition in domestic markets. Im-
ports directly introduce international competition pres-
sures to domestic markets. This pressure is also intro-
duced indirectly, through exports, since domestic firms
have to compete in the global marketplace.

There is a sizable body of empirical work based on
microeconomic data (firm or plant-level) that provides
evidence that trade liberalization increases competition
and, consequently, efficiency and productivity growth.?
Case studies show that even in a large industrial country
such as the United States, international competition
raises productivity. One study compares productivity in
Germany, Japan, and the United States and finds that in-
ternational competition has a greater impact than re-
gional or local competition in raising productivity be-
cause international competition exposes countries to the
most efficient production techniques.”? A recent cross-
country empirical study also found that openness pro-
motes competitive domestic markets, measured by esti-
mates of average economywide price-cost margins (figure
7.4).39 Moreover, this empirical work finds that the im-
pact of openness on markups is smaller in large coun-



Figure 7.4
Openness reduces price-cost margins
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tries. There is also cross-country evidence that openness
promotes economic growth through technology-embod-
ied imports and because the larger potential market raises
the returns to innovation.?! The evidence shows that
economic growth reduces poverty, which suggests that
openness, on average, reduces poverty. 2

International trade is particularly useful in promot-
ing competitive markets in developing countries, where
there are information difficulties, inadequate contract
enforcement, and human capital constraints. These cir-
cumstances imply that it would be easier to use an in-
strument to promote competition that depends strictly
on rules, such as international trade, compared with an
instrument like competition law, which requires inves-
tigations and adjudication.

International trade also creates pressures for govern-
ments to address institutional barriers to competition in
the domestic product and factor markets because these
barriers undermine the domestic economy’s ability to
respond to foreign competition. India provides a good
example of the role of international trade in liberalizing
domestic regulations on entry (box 7.6). In Latin Amer-
ica trade reform was accompanied by labor market re-
forms to facilitate adjustment to global integration.

While trade liberalization confers the benefits of en-
hanced competition and growth, trade reforms, like any
reforms, can have adverse distributional consequences.34
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Box 7.6
Open trade and institutional change:
product markets in India

Before the 1990s India had one of the most highly pro-
tected economies in the world, supported by an extremely
restrictive industrial licensing regime that regulated firm
entry and exit. Beginning in the early 1990s India under-
took a wide-ranging reform program that included substan-
tial liberalization of trade. Restrictions of various kinds
have remained in the economy. One of the most severe
examples has been the garment industry. The garment
industry was covered by the Small-Scale Industry Act,
which restricts production to small-scale firms in more
than 1,000 products. In the garment sector, besides re-
stricting garment production to small-scale firms, it capped
foreign direct investment in the industry at 24 percent of
total equity.

In 2000, because of its membership in the World Trade
Organization (and in anticipation of the elimination of quo-
tas set by industrial countries on garment imports under
the Multi-Fiber Agreement), India took a major step in lib-
eralizing the garment sector. It removed garments from
the list of industries covered by the Small-Scale Industry
Act and removed restrictions on foreign direct investment.
The objective of this policy change—which allows invest-
ment to expand the scale of production—is to enable the
Indian garment industry to become more competitive in
the world market.

Source: Kathuria, Martin, and Bhardwaj 2000.

In particular, some segments of the population may be
temporarily thrown into unemployment or poverty.
Flexible product and labor markets reduce adjustment
costs (see discussion above). Other measures to address
these adjustment costs include safety nets, as discussed
in World Development Report 2000/2001.

The merits of international competition are now
widely accepted among policymakers. Accordingly, gov-
ernments worldwide significantly reduced tariff and
nontariff barriers on goods in the 1980s and the 1990s,
although significant scope exists for further reduction
in tariff and nontariff barriers in many countries (box
7.7). The World Trade Organization (WTO) and its
predecessor, the General Agreement on Tariffs and
Trade (GATT), have helped secure gains in unilateral
trade liberalization through multilateral negotiations.
(World Development Report 1999/2000 includes a de-
tailed discussion of the role of the WTO.)

In addition to further reductions in tariff and nontar-
iff barriers in both industrial and developing countries,
governments need to build more effective institutions to
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Box 7.7

Benefits of liberalization of industrial country markets for agriculture and textiles

The benefits of trade liberalization for developing countries
would be significantly enhanced if industrial countries also re-
duced their tariff and nontariff barriers, especially on agriculture
and textiles. Uruguay Round agreements in these areas have
yet to yield benefits for developing countries. The replacement
of quotas by tariffs on agricultural products by industrial coun-
tries, in accordance with the Agreement on Agriculture, only
minimally reduced the protection of agriculture (and in some
cases increased protections). Because of the complexities of
the agreement, industrial country support to agriculture rose
from 31 percent of gross farm receipts in 1997 to 40 percent in
1999, without violating the Uruguay Round agreement. Indus-
trial countries have until 2005 to liberalize trade under the
Agreement on Textiles and Clothing. Much of the liberalization
to date in these areas has been on products that were not
under restraint to begin with (Finger and Nogues 2000).

Further improvements in access to industrial country mar-
kets for exports can substantially increase welfare in develop-
ing countries. World Bank estimates indicate that benefits to
developing countries from abolishing their own protection
amount to around $65 billion a year. If, in addition, industrial
countries also abolished protectionist measures, including the
Multi-Fiber Agreement quotas, developing countries would
gain an added $43 billion a year—$12 billion from removing
barriers to agricultural exports and $31 billion a year from the
abolition of tariffs on manufactures, one-third of which would
come from removing barriers on the sensitive textile and cloth-
ing sectors.

Recently, industrial countries, including European Union
members, Canada, and the United States, have announced
several initiatives to liberalize market access for the least-
developed countries. While this marks progress in liberalizing
market access for developing countries, free access needs
to be extended to all products by the EU, the United States,
Japan, and Canada (the QUAD countries) if developing coun-
tries are to gain material benefits. For instance, the World
Bank estimates that the United States’ Africa initiative would
increase Africa’s exports by only 0.1 percent. The increase
would double to 0.2 percent if the United States extended
duty-free access to all products. African exports would in-
crease by as much as 5 percent (or $2 billion) if all the other
QUAD countries extended duty-free access to all products.

Even after the elimination of the MFA quotas, developing
countries will still face significant tariffs on their textile and
clothing exports because of some remaining tariff peaks (tar-
iffs of 15 percent and higher), that are obscured by the low av-
erage most favored nation (MFN) tariffs of industrial countries.
World Bank estimates suggest that granting developing coun-
tries free access to U.S. markets would increase total devel-
oping country exports by around 5 percent. Tariff peaks also
occur in Canada and Japan, affecting 10 and 3 percent of total
developing country exports, respectively.

Source: Hoekman, Ng, and Olarreaga 2001; lanchovichina,
Mattoo, and Olarreaga 2001.

deal with forces that can undermine competition. For
example, there are troubling signs that progress in trade
liberalization in developing countries is being rolled back
through the increasing use of antidumping measures.>
Other examples include the use of product standards,
limited liberalization of services such as financial services
and telecommunications, intellectual property rights,
and private international cartels. Aside from their impor-
tant effect on trade and competition, these issues are se-
lected for discussion in this report because they help
clearly illustrate the key factors about institution build-
ing highlighted in chapter 1.

Product standards

Standards can improve information flows and facilitate
production and exchange. International standards have
the potential to facilitate trade beyond what bilateral
standards may achieve. But in practice, countries may
also use standards to block trade. For example, man-
datory regulations may discriminate against foreign
suppliers or exclude both domestic and foreign en-
trants from a market. Technical regulations may also be

stronger than is necessary for achieving a particular level
of social protection, thus imposing excess costs on con-
sumers and eroding the benefits of liberalized trade.

Product standards have increasingly been used as a
technical barrier to trade in recent years.>® This issue
was explored in detail in a recent World Bank report.’’
This section focuses on the purpose of product stan-
dards and what can be done to reduce or eliminate their
potential negative effects on international trade.

The term product standards refers to the charac-
teristics that goods should possess. Process standards
refers to the conditions under which products are man-
ufactured, packaged, or refined. Labeling requirements
deal with the provision of information about product
characteristics or conditions of production. Standards
can be voluntary, such as those in the International
Organization for Standardization (ISO) 9000 series on
quality. Or they can be mandatory, such as domestic
regulations that affect imports through technical re-
quirements, testing, certification, and labeling.

Implementing standards is costly. Costs include the
one-time expense of product redesign, building an ad-



ministrative system, and the continuing cost of moni-
toring compliance. Firms must decide whether to es-
tablish an expensive platform design, which can be eas-
ily modified to accommodate particular markets, or to
design a product initially solely for the home market,
with modifications for export. Compliance costs can
provide an advantage to large multinational firms,
which can afford expensive platform design.

Conformity assessment—the verification that regula-
tions are met—can also be an expensive procedure. Gov-
ernments in importing countries may refuse to recog-
nize tests performed by exporting firms or their public
authorities and may not accept conformity declarations.
Conformity assessment is vulnerable to bureaucratic and
nontransparent rulemaking and is highly susceptible to
capture by domestic companies seeking protection.
Moreover, the uncertainty in complying with such pro-
cedures can reduce the willingness of firms to compete
in markets.

Governments could endorse the wider use of “sup-
pliers’ declaration of conformity” to regulatory require-
ments, with a systematic review of products currently
subject to mandatory government testing and certifica-
tion that can be moved to declaration of conformity sta-
tus. Products accorded this status would require only
that suppliers declare that they meet certain standards,
and importing countries would have to accept such
declarations. A multilateral “Global Conformity Agree-
ment” could then be developed, based on this list, for
negotiation and agreement at the WTO. It is critical
that developing countries participate in this agreement
and that the distributional impacts of these standards
across countries be explicitly considered. As an enforce-
ment mechanism, postmarket surveillance systems by
governments of importing countries could ensure that
the standards are actually being met.

In agriculture the lack of progress toward harmo-
nized, internationally accepted standards has the poten-
tial to undermine the gains made by removing tradi-
tional barriers because countries are erecting new
barriers through the unilateral introduction of stan-
dards for traded agricultural products. In such a situa-
tion the creation of international standards for these
products could enhance the welfare of developing coun-
tries, but only if developing countries participate in the
setting of standards as equal partners.

Trade and investment in services
The benefits of liberalization of trade in goods are often
limited by the lack of competition in services. This is
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particularly true of those services that are basic inputs
or components of the economic infrastructure, includ-
ing financial services, telecommunications, transport,
and business services. The increasing share of services in
production and employment in both industrial and de-
veloping countries underscores the importance of liber-
alizing services. Many of the fastest-growing sectors are
services—telecommunications, health, and finance—
and foreign direct investment in services currently makes
up more than half of annual global FDI flows.

The WTO’s General Agreement on Trade in Ser-
vices (GATS) has not produced significant liberaliza-
tion. Current levels of protection in services are as high
as, if not higher than, those applied to goods 10 or 15
years ago. In many instances the available information
on the level of protection suggests that ad valorem tar-
iff equivalents range from 50 to 100 percent.’® In gen-
eral, barriers in transport, financial, and telecom ser-
vices are higher than in business and distribution
services. Barriers are higher in developing countries
than in industrial countries.

Liberalization of services can significantly enhance
the gains from liberalization of merchandise trade (box
7.8). For instance, if trade is liberalized but exclusive
distribution remains in place, this in effect transfers the
rents previously captured as tariff revenues by the gov-
ernment to the private interests that control the distri-
bution of imports.

Most industries use services as inputs to produc-
tion.>” A study of the telecommunications sector in
Egypt shows that adopting a more competitive regula-

Box 7.8
Lack of competition in services restricts gains
from merchandise trade liberalization

In Egypt the lack of competition in services that facilitate
trade reduces the gains from the liberalization of merchan-
dise trade. Only Egyptian nationals are allowed to engage
in the business of importing, which clearly reduces com-
petition in distribution and competition in domestic mar-
kets. Also, the lack of competition in the provision of port
services in Egypt, which are provided by public compa-
nies, has resulted in handling and storage fees 30 percent
higher than in neighboring countries, which have broadly
similar quality of services (Hoekman and Messerlin 1999).
There is also no competition in maritime shipping in Egypt,
which is monopolized by a state-owned firm. According to
a 1994 survey, the cost of shipment and handling in Egypt
of a standard container was 20 to 30 percent higher than
in the nearby countries of Jordan, Syria, and Turkey (Hoek-
man and Konan 1999).
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tory regime would generate a net welfare gain of around
$800 million (1.2 percent of GDP).% A similar study
of Tunisia shows that liberalization of services would
raise both GDP and welfare by about 7 percent.*! It is
interesting to note that in Tunisia’s case the gains from
having foreign service providers establish local opera-
tions would far exceed those from cross-border supply
of services from suppliers remaining abroad.
Liberalization of services should aim to establish a
more uniform system of intervention and greater com-
petition in markets. Priority in liberalization should be
given to “backbone” sectors such as transport, telecom-
munications, and financial services, as well as to clusters
of interdependent services vital to economic develop-
ment and participation in the world economy, such as
transport and express courier services. The primary ob-
jective should be to ensure that potential entrants are free
to enter service markets and that policies do not discrim-
inate against foreign, as opposed to domestic, entrants.

Intellectual property rights

Intellectual property rights (IPRs) include patents,
trademarks, copyrights, geographic indications, undis-
closed information (such as trade secrets), industrial de-
signs, and layout designs of integrated circuits, and
plant variety protection (see also chapter 2 for a discus-
sion of IPRs).%? By granting an exclusive right to con-
trol the commercial use of inventions, IPRs restrict
product market competition so as to create incentives
for innovation.

IPRs have gained prominence in global economic
policymaking over the last 15 years, most notably be-
cause of the 1994 Agreement on Trade-Related Aspects
of Intellectual Property Rights, which harmonizes min-
imum standards of IPRs in WTO member countries.
Industrial countries were obliged to comply with TRIPS
provisions by January 1, 1996. Developing countries
were obliged to comply by January 1, 2000, while least-
developed countries have until January 1, 2006, to meet
TRIPS requirements.

All WTO members have made a commitment to im-
plement TRIPS, and there is a broad consensus that some
form of intellectual property safeguards is needed to pro-
tect innovation. But the empirical evidence on the po-
tential benefits of IPRs is weaker than might be expected.
Research in industrial countries does not provide strong
evidence that IPRs are necessary to stimulate R&D or in-
novation in most sectors. One frequently quoted survey
of 100 U.S. firms reported that patents seem to be very

important to R&D investment decisions mainly in the
pharmaceutical and chemicals industries.*> Other stud-
ies report that first mover advantages are more important
in high technology industries and that competitive mar-
kets are a greater stimulus to innovation than patents.*4

Proponents of IPRs argue that stronger IPRs benefit
developing countries by promoting technology transfer
through foreign direct investment, trade, licensing, and
vertical integration of multinational firms. But the em-
pirical support for these potential benefits is mixed.
Various studies document positive associations between
foreign direct investment and IPRs, but others are un-
able to identify a relationship.%> The empirical evidence
provides somewhat stronger support for the argument
that IPRs promote technology transfer through trade
flows. Some studies find that imports of IPR-sensitive
goods in large developing economies increase with the
strength of [PRs.4¢

IPRs are generally more beneficial to industrial
countries than to developing countries. Developing
countries are net importers of technology, while, in
general, industrial countries are the producers of tech-
nology. Industrial countries therefore reap the static
benefits of higher prices resulting from the market
power provided by IPRs, at the expense of developing
countries. It has been estimated that the United States
stands to gain $5.7 billion in net transfers from TRIPS,
while Germany, Sweden, and Switzerland are also ex-
pected to receive substantial net inward transfers. In
contrast, developing countries are expected to experi-
ence net outward transfers, amounting to $430 million
for India, $434 million for Korea, $481 million for
Mexico, and $1.7 billion for Brazil.4”

Although ensuring a core level of IPR protection
may increase developing country access to foreign tech-
nologies by safeguarding returns for foreign technology
producers, excessively strong IPRs can inhibit the dif-
fusion of knowledge. In developing countries, knowl-
edge is built more through access, imitation, and diffu-
sion of foreign technologies rather than only local
research. Legitimate ways to transfer technology under
some IPR systems such as reverse engineering or “in-
venting around” patents are restricted under strong
IPRs. The importance of adopting appropriate IPR
policies that allow access to technologies can be seen for
some East Asian countries in their early stages of devel-
opment (box 7.9). This principle is generally followed
worldwide, with countries adopting more flexible IPRs
at lower levels of per capita income. Figure 7.5 shows
that patent strength rises with per capita income.



Box 7.9
Weak IPR systems promoted access to
technology and growth in East Asia

The experiences of some East Asian countries suggest
that having IPR systems that maximize access to and dif-
fusion of technologies is appropriate in the early stages of
industrialization. In Malaysia and Korea, growth in indus-
trial sectors took place under weak IPR regimes, and in
later periods governments emphasized incentives for in-
novation in IPRs as sophisticated local technology sectors
developed. Japan introduced patents in the early 20th
century after reviewing IPR systems in Europe and the
United States. The Japanese system adapted other patent
regimes to suit local needs. Emphasis was placed on se-
curing access to foreign technologies, incremental tech-
nology development, and diffusion of innovation, through
features such as strong antitrust guidelines for technology
licensing and a central licensing office as a countervailing
influence on foreign bargaining power pressuring for
change in its IPR system.

IPR systems may be less effective in poorer countries
because these will have less administrative, human, and
financial capacity to implement IPRs as well as fewer
complementary institutions. In particular, it is more dif-
ficult for developing countries to combat the potential
anticompetitive abuse of IPRs than for industrial coun-
tries, because the former generally have weaker regula-
tory capacity, competition laws, and enforcement agen-
cies. In many industrial countries intellectual property
is subject to general competition law, IPR statutory pro-
visions, or other regulations and guidelines. In some
countries, such as Canada, IPRs and their enforcement
are central to competition law. Attention to the link be-
tween IPRs and competition policy has been on the rise
in industrial countries. For example, the EU and the
United States have released further guidelines for apply-
ing competition policy to IPRs in recent years.

In developing countries competition laws and poli-
cies in general do not address monopoly abuse of IPRs.
A survey of competition laws in developing countries
found that only 5 out of 33 countries ban IPR agree-
ments that restrict competition, compared with 9 out
of 21 industrial countries. A lack of capacity to enforce
competition laws also constrains the ability to control
restrictive practices. Unless developing countries rapidly
establish adequate competition frameworks and regula-
tory institutions that also address monopoly abuse of
IPRs, it is possible that increasing IPR protection could
result in welfare losses from monopoly behavior.

COMPETITION 147

Figure 7.5
Patent strength rises with per capita income

Patents and the level of development

Real per capita income, 1995 (thousands of U.S. dollars)

Patent rights index, 1995

Note: The index of patent rights is based on the strength of patent laws
and includes whether the laws have provisions for enforcement (for ex-
ample, whether the government can impound the goods while investi-
gating whether the law has been violated).

Source: For index of patent rights, Park, Vijaya, and Wagh (2001); for
per capita income, World Bank data.

But there are also some potential gains to develop-
ing countries from stronger IPR protection. For exam-
ple, if adaptation of imported technology to local needs
requires a significant amount of investment, local firms
will be willing to undertake the investment if they
can be assured that their intellectual property rights are
protected. IPR systems may also benefit developing
countries by protecting indigenous property rights and
traditional knowledge. Developing countries hold ap-
proximately 90 percent of world biological resources,
which are particularly important in the development of
new pharmaceuticals. Mechanisms for sharing the pro-
ceeds from commercializing genetic resources can be
written into the IPR law, as for Costa Rica. Alterna-
tively, institutions can be built to protect the collective
intellectual property rights for traditional knowledge
held by cultural groups, as is proposed in Venezuela.

How to maximize developing country benefits from
TRIPS. Developing countries have made a commit-
ment to implement TRIPS. To maximize their net
gains, these countries need to take advantage of the flex-
ibility built into TRIPS. There are several areas of flexi-
bility within TRIPS that provide the potential for de-
veloping countries to maximize benefits by promoting
access to technology and preventing anticompetitive
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abuses while maintaining incentives to innovate, tackle
piracy, and still meet TRIPS minimum standards.

SCOPE AND EXCLUSION. Developing countries can
narrow the scope of what falls under IPRs in the fol-
lowing areas in conformity with TRIPS. First, develop-
ing countries can adopt a narrow interpretation of what
constitutes an invention and hence what needs to be
patented. For example, Argentina, Brazil, and China
have elected not to extend patent protection to soft-
ware. Second, developing countries can take advantage
of the TRIPS article that allows limitations and excep-
tions to copyright. For example, some countries permit
unauthorized use for social purposes such as education
and scientific research. Third, developing countries can
avoid patenting life forms (see also chapter 2) and can
apply special provisions under TRIPS to exempt public
goods from IPR protection. Finally, developing coun-
tries can expand IPR scope to protect genetic resources,
traditional knowledge and folklore, as is promoted by
the World Intellectual Property Organization.

COMPULSORY LICENSING. Countries can use compul-
sory licensing, allowed by TRIPS under some circum-
stances, to control anticompetitive behavior that results
from IPRs or in national emergencies, such as public
health crises. The license, issued by national authorities,
authorizes the use of IPR-protected subject matter with-
out the consent of the rights holder, with compensation
to the latter to be determined by the government. Every
OECD country has legal provisions for compulsory li-
censing under some conditions, and many developing
countries, including Argentina, Chile, China, Poland,
and South Africa, have already introduced such provi-
sions. The United States has granted thousands of li-
censes under antitrust decrees.

PARALLEL IMPORTS. Parallel imports refers to IPR-
protected products imported into a country after being
released legitimately in another country. Parallel im-
ports therefore allow international competition in IPR-
protected goods. Proponents of parallel imports argue
that free trade in IPR-protected goods ensures compe-
tition in product markets, reduces prices, and enhances
consumer access to new technologies. But trade in IPR-
protected products may restrict access to new technolo-
gies for developing countries. Under a system with par-
allel imports and uniform protection of IPRs, prices are
set to maximize global profit. This means that technol-
ogy producers will set prices using aggregate demand,
rather than individual country demand. As a result
countries with small markets and elastic demand—typ-

ically the case of developing countries—could be priced
out of the market.

TRIPS neither endorses nor prohibits parallel im-
ports. In the absence of comprehensive empirical analy-
sis on the impact of parallel imports, a policy of re-
gional exhaustion with respect to parallel imports is one
possibility that may create value. Under such a policy,
parallel trade is permitted among a group of nations—
but not beyond that group. Since the structure of de-
mand is likely to be similar within a region, parallel
trade limited to regions can simultaneously encourage
competition in IPR-protected product markets and
avoid the negative effects of countries being priced out
of the market. The EU provides an example of how par-
allel imports under a policy of regional exhaustion has
helped prevent price discrimination and encourage
competition among the member countries.

PRICE REGULATION. Some countries regulate price
levels and price increases—as is allowed under TRIPS—
to ensure that IPRs do not restrict consumer access
through excessively high prices, particularly in pharma-
ceutical products. But price regulations do not always
work. When prices are regulated on a “cost-plus” basis,
foreign pharmaceutical firms simply inflate the import
price to their local subsidiary, as was found to be the
case in India. Even when price regulations do work, as
they do in various European countries, they may lead
to less competition from generic producers of pharma-
ceuticals, less R&D spending, and lower productivity
of drug production.

COMPETITION LAW. Countries can use competition
laws to combat the potential anticompetitive abuse of
IPRs. They can do so by introducing IPR provisions
into their competition laws and strengthening their
competition authorities.

Complementary actions

The impact of IPRs depends on the broader institu-
tional and policy environment. IPRs are more likely to
create wealth if they are complemented by open trading
rules. There is some empirical evidence that IPRs can
promote growth in open economies. More liberal trad-
ing rules also reduce the risk of monopoly abuse of IPRs
by domestic firms. Human capital development is also
important. IPRs are more likely to increase technology
transfer and encourage domestic innovation in countries
with higher levels of human capital. Another factor is
the promotion of national innovation systems. Integra-
tion of IPR rules with complementary policies, to foster



innovation such as public sector research involvement
where appropriate (chapter 2), can stimulate growth by
increasing the commercialization of inventions.®

Under TRIPS Article 67, industrial country mem-
bers are obligated to provide technical and financial
support for implementing the agreement. Only limited
assistance has been provided so far to fulfill this com-
mitment: mostly training and technical assistance in
drafting IPR laws. The World Intellectual Property Or-
ganization (WIPO) has supplied much of the technical
assistance to date. Going forward, more technical sup-
port that is geared toward helping developing countries
take advantage of the flexibility allowed in the TRIPS
agreement is needed. Concrete financial assistance tar-
gets and grants of patents to developing countries (es-
pecially for emergency human development needs such
as HIV/AIDS treatment) are some of the proposals
made for better implementation of Article 67. Others
include increased technology transfer assistance and fis-
cal incentives, such as guaranteed purchase of new
drugs for developing countries.

Another factor that will affect TRIPS implementa-
tion is bilateral agreements on IPRs. Since bilateral
agreements usually provide for stronger IPRs than
TRIPS—which mandates only minimum standards—
these agreements may impede the ability of develop-
ing countries to implement the flexibility permitted
in TRIPs. For example, in 1998 the United States
had signed bilateral agreements on IPRs with 21 coun-
tries and had included many IPR provisions in science
and technology agreements and bilateral investment
treaties.*’ In general, the validity of international agree-
ments and standards loses force if bilateral agreements
proliferate, superseding the international agreement.
The political and economic balance of power does not
usually tip in favor of poorer developing countries in
negotiating cross-border agreements, and this imbal-
ance is probably accentuated when they enter bilateral
agreements.

Conclusions

Competition in markets promotes equal opportunity.
With free entry, smaller entrepreneurs and those who
lack social or network connections, often the poorer
members of society, have a better chance at undertak-
ing productive activities. With more international com-
petition and trade, and greater access to industrial
country markets and technology, poor countries have a
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better chance at developing their markets. Competition
is an important force in promoting institutional change
as well as economic development and growth. Compe-
tition can create demand for more effective institutions,
and it can sometimes also substitute for complicated
regulation—a very important benefit, given the often
limited capacities of developing country governments.
Sometimes, however, the degree of competition may
need to be limited in markets in order to encourage in-
novation—particularly in those areas where technology
developers are unable to gain sufficient profits to cover
costs in the absence of such protection.

The priority for countries in promoting competition
in product markets is trade liberalization—and removal
of entry and exit barriers for firms. For example, in-
creases in market openness in industrial countries can
help provide impetus to developing country markets
and institutions. International standards in trade can
help promote trade. They can also help limit potential
inefficiencies and distributional effects created by a pro-
liferation of bilateral agreements between nations. The
distributional impact of standards across countries, and
within countries, as well as their efficiency impacts,
depends on which standards are chosen. The costs to
developing countries need to be considered in interna-
tional spheres when standards are established. Develop-
ing countries need to be empowered to play a stronger
role in the development of standards, and to implement
provisions in current standards that would benefit
them. For example, the TRIPS agreement allows for
some flexibility in IPR systems, and technical assistance
to take advantage of such flexibility is important.

In many developing countries, barriers to competi-
tion in domestic markets arise from public policy: oner-
ous regulations on potential new entrants or exit barri-
ers can deter entry. Such regulations often discriminate
against poor or small entrepreneurs, who are least able
to pay the higher costs associated with them as well as
the costs of corruption, which is facilitated by overreg-
ulation of business activity. Competition laws and com-
petition authorities who enforce these laws, diverse
across countries, are also important. While many de-
veloping countries have recently adopted competition
laws and established competition agencies, the scarcity
of human capital implies that such authorities may do
well to focus their attention on a smaller set of issues:
an important concern in many countries would be ad-
dressing exclusive supply or distribution contracts.



