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Preface

The basic mandate for UNCTAD’s work in the area of competiti
law and policy is provided by the Conference itself and by the Se
Multilaterally Agreed Equitable Principles and Rules for the Control
Restrictive Business Practices (adopted by General Assembly resol
35/63 of December 1980), which constitutes the sole universally ap
cable multilateral instrument in this area, although it is not a leg
binding instrument. In the implementation of this mandate, the UNCT
secretariat prepares studies on different competition issues, ser
annual meetings of UNCTAD’s Intergovernmental Group of Experts
Competition Law and Policy, and undertakes technical assistance
advisory and training activities for developing countries and countrie
transition, aimed at assisting them to adopt and effectively implem
national competition laws and policies, establish appropriate institutio
mechanisms and procedures, and participate effectively in the elabor
of international rules in this area.

At the present time, UNCTAD is quite active in the preparations 
UNCTAD X, to be held in Bangkok, in February 2000. Moreov
UNCTAD's Intergovernmental Group of Experts on Competition Law a
Policy, when it meets for its second session (7-9 June 1999), will a
preparatory body for the Fourth United Nations Conference to Review
Aspects of the Set of Principles and Rules for the Control of Restric
Business Practices, scheduled to meet in September 2000.

In addition to this, at the Singapore Ministerial Conference (9-13 
cember 1996) WTO decided to establish a Working Group on 
Interaction between Trade and Competition Policy at WTO, and 
decided, inter alia, that this Group would draw upon work in UNCTAD
and the contribution it can make to the understanding of issues. It fu
encouraged cooperation with UNCTAD, to ensure that the developm
dimension is taken fully into account.

To help fulfil these mandates, the UNCTAD secretariat is issuin
series of papers with the aim of providing a balanced analysis of is
arising in this area, and addressed to governmental officials, official
iii
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international organizations, representatives of non-governmental organi-
zations, business people, consumers and researchers. While the series
would best be read as a whole, each study may also be read on its own,
independently of the others. The present volume constitutes the first of
the series. The main objective in publishing these papers is informative,
for background use by delegations, and is part of the process of capac-
ity-building in the broad areas of competition law and policy and comp
tiveness in globalizing markets. The papers are published under the 
of their authors and the views expressed therein do not necessarily r
those of UNCTAD.

This series of papers has been made possible thanks to voluntary
tributions received from the Netherlands and Norway. These contribut
are gratefully acknowledged.

Rubens Ricupero

Geneva, May 1999 Secretary-General of UNCTA
iv
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Executive summary

This study examines the implications of the development
dimension for competition law and policy. The author suggests
that the competition process does not run smoothly or produce
optimal results in developing countries, particularly least devel-
oped countries, because of several market imperfections or other
limits to competition. This would make it particularly necessary
for developing countries to adopt and apply competition law and
policy. Historical experience, including in countries which are now
developed and in newly industrialized countries, has shown that
the comparative advantages of today are mostly the results of the
successful governmental intervention of yesterday, and that infant
industry policies can increase efficiency and competitiveness.
However, given the risks of predicting future comparative advan-
tage, of rent-seeking behaviour and of government failure arising
from weak institutional capacity, it is difficult to apply such
policies in an optimal manner, and Governments’ main task should
be to create a more favourable environment for competition. This
would require an active policy approach, focusing not only on
controlling restrictive business practices, but also on enabling
enterprises to obtain sustained productivity growth and on devel-
oping national and international competitiveness. Also essential
would be the provision of such elements as market information,
infrastructure, know-how, and human or financial resourc
(which would involve collaboration between the public and priva
sectors, or between producers and the educational system), as
as sound economic or other policies. Policy makers should in
vene in economic activity or regulate the private sector only
accordance with specified criteria or procedures, and policies 
institutional arrangements should minimize rent-seeking, fo
trade-offs to be faced among different policies, be transpa
v



regarding costs and communications between Governments and
businesses, and continuously review trade protection.

Globalization necessitated international coordination on
competition law and policy and trade matters, building upon the
United Nations Set of Principles and Rules for the Control of
Restrictive Business Practices. The adoption of waivers or exemp-
tions for developing countries in order to permit import substitu-
tion could be justified as second-best interim solutions required
to compensate for the trade disadvantages arising from their
unfavourable conditions and lack of competitiveness, as well as
countermeasures against neo-protectionist behaviour in industrial-
ized countries. But such forms of trade protection should be
applied selectively, made conditional upon meeting performance
standards, transparent, time-limited, degressive, involving mini-
mum discrimination, and constantly reviewed.
vi
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1

Introduction

The most spectacular performers among the newly industrializing
countries (NICs) in Asia did not follow pure policies of free trade but had
in general low rates of protection and tried to accept the challenge of sur-
viving in the competitive environment of world trade. The biggest losers,
by contrast, can be identified as those countries that continuously followed
an import substitution approach in the process of industrialization, which
resulted in heavy protectionism. The experience of many developing coun-
tries supports the view that in the long run competition enhances competi-
tiveness and development, and in the short run government support of
national industries in their quest to be internationally competitive can be
crucial.

This is in line with the experiences in the United States, Japan and
Europe, where the development process began successfully under heavy
government protection (although it was executed in rather different ways).
High tariff rates on manufacturing can be observed, for example, in the
United States and in Germany in the nineteenth century. We will have to
analyse whether this is an indication that nations have to do their home-
work on competitiveness before they can successfully compete on an inter-
national level. We must also ask if competitiveness in the short run can be
achieved by an adequate competition policy and law.

What can we conclude as policy recommendations for those coun-
tries still remaining in economic backwardness? Should we vote for free
trade as a means to enhance competition or is there an existential need to
establish a certain degree of competitiveness through protectionism before
facing the world economy? Can competitiveness in developing countries
be achieved by “pure” competition rules or are there certain deviations that
have to be accepted?2  How should government intervention be designed
in order to help industries to become competitive? These questions will be
dealt with below.





rtain
I. Fundamentals

In the absence of a generally accepted definition of the phenomenon
of competition, we will choose a suitable interpretation: competition is the
object fostered and protected by competition policy and law. It has to be
interpreted as a workable, respectively effective competition which is
characterized by a sequence of pushing and pursuing acts of the agents in
a particular market. In following their own interests entrepreneurs try to
achieve preferential positions by using competitive parameters such as
price, quality, delivery conditions, service, marketing and so forth. But any
kind of advantage achieved within the sphere of an initiative competitive
act will be temporary since it will be abolished by imitating followers. The
existing competitive pressures lead to socially desirable market outcomes.3

What do we need competition for? Competition is the foundation of
an efficiently working market system, which has several advantages over
a planned economy. According to Adam Smith, competition is the precon-
dition which protects freedom of decision and action of self-interested
individuals from leading to anarchy or chaos but rather to economically
optimal, socially fair and desirable market results.4

However, the competition process will run smoothly and thus lead to
desirable results only if several prerequisites are met, namely:

• Free market entry and exit;

• Freedom of trade and contract;

• An efficient monetary system;

• Protection from restrictive business practices (RBP);

• The existence of positive and negative sanctions; and

• Transparency of the market.

Competition on the consumer side exists when there is a ce
responsiveness. Consumers have to:

• Be able and willing to be informed about transparent markets;
3



4 The development dimension of competition law and policy

r a

and

ing
e.

vely
ns.

ers’
s will
is an
city
ency
ity.
are
rfor-

ly by
is

y are
ing
and
ithin
ddi-
• Be free in their decisions;

• Have financial resources;

• React flexibly and quickly to competitive acts and not prefe
specific supplier or good;

• Want to maximize their utility.

Competition on the supply side exists when suppliers:

• Are able to see their chances on transparent markets;

• Are free in their decision-making;

• Strive for profit maximization or loss reduction;

• Possess technical, economic and creative resources;

• React flexibly and quickly to changes in consumers’ demand 
competitors’ actions;

• Are ready to look for success by facing competition, not by us
RBPs; or if there is a certain competitive spirit on the supply sid5

Where these preconditions are met, competition can work effecti
and the competition process fulfils several economic and social functio6

A. Economic functions

First of all, competition has to coordinate production and consum
needs in such a way that in the long run, supplied goods and service
be adequate to the demand. A precondition for optimal coordination 
efficiently working price mechanism which indicates the degree of scar
of goods. Further, competition has to ensure allocative resource effici
by combining production factors in a way to attain the utmost productiv
Competition also ensures distributive efficiency; production factors 
remunerated according to the value the market bestows on their pe
mance. Since consumers and producers control each other simp
following their own interests, the restriction of economic power 
immanent in the process of competition.

These basic economic functions are described as static. The
complemented by some dynamic functions: competition is the driv
force behind technological progress. Since innovation of products 
production processes is the key to attaining preferential positions w
the competition process, every company strives for modernization. A
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tionally, companies are forced to adapt their competitive parameters
continuously because market conditions are in a never-ending proce
change.

B. Social functions

Competition also fulfils social functions by opening up opportunit
to all market participants: entrepreneurs have the possibility to decide 
solely responsible for the use of their available resources; consumers
freedom of choice between several alternatives; and workers have
chance to change jobs.

However, as mentioned above, these functions can be performed
if certain prerequisites are met. We will thus ask whether this is the ca
the developing countries.

First of all, in most such countries the price mechanism is not, o
only partially, intact because of government intervention such as price 
trols and minimum wages. The neoliberal slogan “getting prices rig
thus came into being, which recommends that the State should not ta
with market prices. In many developing countries, the Government ge
the way of free competition by restrictive regulation, whereas an effec
competition policy should aim at abolishing all distortional poli
measures in order to make room for competitive activities.

Also, we cannot talk about consumers’ sovereignty in those par
the population where basic needs are not guaranteed and the only g
to survive. Consumers do not possess adequate information; the ac
tion of information involves high transaction costs; and the evaluation
information is made difficult by low educational levels. Often enough, 
struggle to survive hinders consumers from taking decisions freely; fin
cial resources are missing; and the possibility of obtaining informatio
hindered by the lack of infrastructure and education.

Progress in productivity is often hampered as well, since the ed
tional level, or technical and business knowledge, is rather low and the
ductivity of the working force diminished because of malnutrition, dise
and the like. In addition, small and medium-sized enterprises (SMEs
particular lack financial resources because of the lack of credit facili
face markets lacking in transparency because information and infras
ture are missing, or are confronted with sometimes omnipotent tran
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tional corporations (TNCs). High initial fixed costs frequently build up
market entry barriers because marginal revenue is lower than marginal
costs. Buying technology and know-how is costly, especially if sophisti-
cated manufacturing technology and management techniques are required
and firms are not assisted in covering the high initial costs of importing
technology, training the labour force and improving management.
Marginal costs may be then greater than the marginal productivity of
labour and capital for certain productive activities.7

We can thus conclude that most developing countries do not possess
a favourable climate for competition to perform its economic functions.
Since competition will not appear by itself (liberal view) but needs specific
conditions and adequate care, Governments bear great responsibility. In
developing countries, where preconditions for a working competition are
missing, competition policy and law are even more necessary, not only to
face the danger imposed on competition through RBPs—the main pro
in developed countries—but above all to ensure a favourable environ
for the development of competition and national and internatio
competitiveness.

Competition policy in developing countries has therefore to be s
in a broader context than in industrialized countries. In general it ca
defined as any set of government measures aimed at stimulating 
petition, protecting consumers against monopolies and creating
prerequisites by the competition process mentioned above. Policy 
include control of dominant firms, control of mergers to prevent indust
from becoming monopolized, and control of anti-competitive acts.8 In
developing countries competition policy has to comprise the provisio
a favourable climate for competition and the development of comp
tiveness.

Competitiveness can be regarded as the set of skills and qua
required in order to engage in competition. Its object is to gain, hold o
and expand one’s market share.9 In order to do this producers tend to us
RBPs to restrict or eliminate their trade rivals, rather than to face com
tion by means of lower prices, better quality, innovation, moderniza
and the like. Since “competition kills competition”, which means th
competition will not prevail if the market is left alone, competition poli
and law are further necessary to secure the nation’s welfare gains br
about by national and international competitiveness.
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How can competitiveness be achieved? First of all, Ricardo showed
that comparative cost advantages among nations determine their gains
from trade. Quantity and quality of natural resources build the basis for
trading positions, especially in the primary sector. But why was the
economic performance of the Republic of Korea so much better than that
of the Democratic People’s Republic of Korea, or why that of the form
Federal Republic of Germany superior to that of the German Democ
Republic? A quick answer would be that wherever market forces were
alone by Governments, competition necessarily led to socially desir
market outcomes. This argument would shortsightedly neglect not 
those government actions taken in both successful countries to enh
industrial potential,10 it would also disregard the historical experience 
Japan's success story, where the Ministry of International Trade and In
try was heavily involved in the economy via industrial and trade polic
and where in the 1950s and 1960s economic growth was initiate
import substitution and domestic demand, at least until the late 1960s
early 1970s, when the way was paved for the success of an export-ori
strategy.11

We can thus carefully conclude that the existence of a free ma
system by itself can be seen as a necessary but not a sufficient precon
for national and international competitiveness. Government interven
itself is not simply to be condemned. It is the way it is carried out t
matters. It can even be an essential ingredient of the achieveme
comparative advantages or, ultimately, international competitiveness i
long run.

Trade policy measures in particular have a significant impact
competition in national and international markets. It has been bro
accepted among economists that an international free trade policy is d
able to increase world output and income levels in the long run. Howe
most economists would also agree that under present conditions, com
freedom of trade would not be desirable. Even if international trade se
to sharpen competition in the domestic market in terms of price, qu
and incentives towards innovation and the development of new prod
and production processes, individual countries might not be ready fo
Thus, although barriers to trade sheltering particular domestic indus
may have anti-competitive effects on national markets, they may pro
domestic firms with the time needed to increase their ability to com
internationally. Protection of infant industries can therefore be an im
tant component of a growth-enhancing trade policy.
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But can such a “time out” really help infant industries to catch 
with the developed world? What role does technological progress pla
the maturity of a nation’s infant industries or a nation’s economy a
whole? Are developing countries doomed to remain in a position
followers in contrast to the position of active competition applied by ind
trialized countries? What role can be assigned to the Government in
area?

Most developing countries operate inside a production possib
curve12 which is backward in terms of technology. Since technical inno
tion in the developed nations is pushing the technological frontier outw
at a rapid rate, the gap with developing countries is widening over tim
order to close the gap new technologies must not only be imported bu
learned through the actual production experience. Only through ex
ence can the costs of production be lowered and new technology ad
to local circumstances. This involves the shifting of the long-run aver
cost curve downward through time. In addition, economies of scale lea
further cost reduction, with firms moving down the long-run average c
curve as the size of the relevant market grows. Thus, the more rapi
market demand is growing, the more rapidly productivity can be increa
costs saved, and investments in new plants, equipment and human c
undertaken. Therefore, the growth of a market, or of demand, is dec
for the growth of productivity.13

An import substitution industrialization (ISI) strategy, just as well 
an export-oriented approach, can lead to rapid growth in market siz
allowing demand for the protected industries to grow faster than dom
consumption. In case of import substitution this happens by mean
imports of particular goods being replaced with domestic production 
thus no longer available. For most industries the import substitu
phase—involving simple, labour-intensive manufactured goods—
needed to precede the outward-oriented development stage in ord
lower per unit production costs, become competitive on the level of pr
and improve quality to become competitive on the level of quality. Emp
cal work supports the view that domestic demand and import substitu
are important in the first stages of industrialization, with exports becom
important only later on. In the Republic of Korea and Taiwan Province
China, domestic demand and import substitution dominated export ex
sion as sources of growth in the 1950s and 1960s. These countries ev
to subsidize exports in order to allow firms to begin profitably to exp
commodities that are relatively labour-intensive.14
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But why did most developing countries fail to make the transition
from the import substitution stage to that of outward-oriented develop-
ment? If the key to economic development for late-developing nations is
to catch up with the technological frontier, and the ability to catch up is
seen to be dependent on the rate of growth of the market for the specific
products, then the main problem can be seen in the small and slowly grow-
ing domestic markets which allow a nation only partly to close the technol-
ogy gap. Export subsidies thus become necessary to close the gap. The dif-
ficulty of making the transition from import substitution-induced grow
to outward-oriented growth therefore depends on the rapidity with wh
domestic demand grows. The faster this happens, the lower the co
transition and vice versa. 

However, even if there is a sufficient and growing demand, i
evident that the gap is immense and that closing the technologica
overall development gap requires an extreme effort. Yet history is
without some success stories. All of today’s developed nations bega
late developers compared to England, and a growing number of East A
countries are successfully surmounting the gap. They used various so
protectionist measures to allow selected industries rapidly to accum
capital, specialize, and learn to use new technologies by taking adva
of fast-growing domestic markets.15 This supports the view that develop
ing countries do not have to remain in a position of pursuit but have
chance to catch up.
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II. Historical observations

Important lessons can be learned by taking historical observations
into consideration. A closer look at the economic history of European
States reveals that the roots of economic development lay in mercantilism.
Liberalism, free trade and competition have been harvested from the seeds
planted by mercantilism. During the mercantilistic era Governments tried
to improve national competitiveness by placing trade barriers on imports
and providing infrastructure and other aid to their infant industries.
Government interventions, however, hindered further development. Only
after liberalizing the mercantilistic system could high growth rates be
observed in many European nations. This observation supports the claim
that the comparative advantages of today are mostly the results of success-
ful government interventions of yesterday.

In this context it is instructive to study the outcome of the different
policies followed by the United Kingdom and France in the nineteenth
century. We often find the thesis that the United Kingdom’s extraordin
economic performance was possible only because of its free-trade
ented strategy, whereas France stayed far behind in its economic for
Recent research, however, demonstrates that “free-trade Britain” wa
more than a myth. Only in those domains where the country was alr
competitive was free trade propagated. In all others the economy
protected, with average British tariff rates even higher than those
France. Thus, the myth that the United Kingdom’s success was atta
under the rule of free trade is based only on those sections of the eco
in which a liberal policy was pursued.16

A similar picture emerges when we consider the experience
developing countries with their vastly different performances. La
America, Africa and South Asia followed a strategy strongly orien
towards protection. They had little or no success regarding their nati
and international competitiveness, whereas East and South-East Asia
cessfully built up internationally competitive export industries shielded
infant industry protection. Examples like Japan, the Republic of Ko
Taiwan Province of China and Singapore show the importance of g
11
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timing for the reduction of tariff rates and other protectionist measures, of
closing companies with low profitability, and of working towards partici-
pation in free trade in general. An important ingredient was an independent
and strong Government which was able to go through with painful yet effi-
cient economic decisions. The “visible hand” of Governments has pla
a major role in all of these countries. A carefully chosen package of in
ventions paved the way for dramatic economic growth.

It is true that these countries did not achieve growth rates higher
that of Hong Kong, China, with its free trade strategy. However, we are
arguing for government aid and against free trade, but rather for temp
interventions as a potential way to succeed economically.

The poor performance of Latin America in the ISI period 1950
1970 and even after the shift to a more export-oriented strategy also 
onstrates the importance of “good governance”. Not public interven
per se, but the way it was carried out—its inappropriate implementatio
has to be held responsible for the poor performance. However, some c
claim that to condemn the ISI strategy as unsuccessful in general
misleading simplification. According to these critics evidence shows 
productivity and competitiveness of large sectors of industry in wo
markets (temporarily) grew substantially in this period and that manu
turing exports have increased at a fairly rapid pace during the past
decades. The rates of technological modernization and product
growth were quite significant as well. 

There remains some doubt as to the extent to which the ISI stra
in Latin America was really successful. What can be learned from the 
Asian economies, however, is that that strategy can represent a de
stage in the achievement of international competitiveness if it is un
stood as a short-time preparatory stage focused on expanding e
capacities and if Governments are able to recognize the “strategy sw
points”.17

The implementation of an ISI strategy in many Latin American co
tries as well as the interventionist action taken by some South-East A
Governments can be traced back to the infant industry argument: as
as the nineteenth century, Alexander Hamilton (1755-1804) in the Un
States and Friedrich List (1789-1846) in Germany pointed out the prob
that newly developing industries are not yet competitive. List noticed 
after periods of war, when British goods in peacetime could again e
continental Europe, German companies had to close down since they 



Market failures and limits to competition in developing countries 13

e the
sful
n—

any
pti-
ely
ing
ies is
protec-
The
tail
not compete with the superior British entrepreneurs. Accordingly he advo-
cated the temporary protection of infant industries. Protected by temporary
tariffs, the nascent firms could learn by experience, reach their optimum
size to obtain significant economies of scale,18 and in the long run become
internationally competitive. It was argued that infant industries operate ini-
tially at such a small scale that per unit costs are extremely high, and thus
a price that covers such costs will be high relative to industries in devel-
oped countries operating on a large enough scale as to bring per unit costs
down. To attain an efficient scale of operation, those industries need
temporary protection.

The infant industry argument is thus an explicitly dynamic one for
temporary trade protection, suggesting that the initial costs of protection
will be outweighed by the long-run benefits of increasing competitiveness
and participation in international trade. If firms are assisted in covering the
initial costs of importing technology, training the labour force, improving
management and the like, they may indeed gain higher profit margins,
expand the economy’s production possibility frontier, and thus increas
nation’s welfare in the long run. It is a historical fact that all succes
market economies began industrialization shielded by trade protectio
the only exception known to this author being Hong Kong, China.

However, the infant industry argument is to be questioned. The m
immanent pitfalls suggest that infant industry protection has to be “o
mal” in order to minimize market distortions. For example, it is extrem
difficult to predict future comparative advantages. Also, rent-seek
behaviour on the part of both entrepreneurs and government authorit
widespread and leads to a waste of resources. This means that such 
tion should be used very cautiously and in a highly limited manner. 
forms of interventions and their effectiveness will be discussed in de
below.





re is
oly,

h are
ital

ted by

titu-
tra-
fits
not
. The
lure,
er-
 and
le of
dus-
ture

rvice
e of

ods

any
ation
III. Market failures and limits to competition in 
developing countries

What reasons can be used to justify infant industry protection? The
main argument refers to market failures. In poorer nations, market imper-
fections seem to be legion. Unemployment, differences between rural and
urban wage rates, a poorly developed infrastructure, capital market imper-
fections and so forth—all these problems point to market failures. The
a wide range of literature justifying regulation in case of natural monop
externalities,19 and asymmetric information.20 We will therefore not focus
on those well-known cases but concentrate instead on two areas whic
especially important for developing countries, namely, imperfect cap
markets and the problem of the appropriateness of knowledge genera
pioneering firms. 

Since developing countries do not possess efficient financial ins
tions (banks or stock markets), it is difficult to draw savings from the 
ditional sector to finance investment in manufacturing. Low initial pro
will be an obstacle for long-term investments. Many investments will 
be undertaken unless the Government supports the infant industry
first best solution would be to overcome the causes of market fai
which means in this case to foster a well-functioning financial int
mediation system. If there were no such financial market distortions,
if infant industries were perceived by financial markets as being capab
“growing up”, banks would provide the credits necessary for these in
tries to develop. Financial intermediaries would be able to perceive a fu
gain if credits were offered long enough to enable the firms to make se
payments, having learned from experience. The problem is thus on
resolving market distortions in the financial market, not in the go
market. 21

As long as financial markets remain distorted, subsidies and 
other form of government aid to firms can be looked upon as compens
for trade disadvantages.
15
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The appropriateness argument points to the problem that new indus-
tries generate social benefits which far exceed the private benefits, and for
which they are not compensated. Should a firm start a new industry it may
incur high start-up costs. The pioneer who is not protected against imita-
tors will soon lose high profits to these newly emerging competitors.
Hence, certain socially desirable investments will not be undertaken. 

In order to overcome this market failure the first best answer would
be to compensate pioneering firms for those positive external effects on
society. In those cases the necessity for government subsidies or other
protectionist measures is evident.

Imperfect capital markets and the appropriateness case are special
cases of market failure justification. They may warrant government aid,
considering that the first best policy would surely be to overcome market
failures by tackling their roots.22

In addition to market failures there are other limits to competition in
developing countries,23 such as the limiting capabilities of competition
authorities. Bureaucratic systems in most such countries are rarely capable
of formulating, implementing or controlling the use of competition laws.
The establishment, for example, of a national cartel supervision authority
can itself exceed existing capacities in terms of finances and human
resources.

There is also a great incentive for politicians to give way to pressure
groups in order to be re-elected. Visible short-term actions are thus under-
taken and the less obvious disadvantageous long-term implications of
protection often ignored. Depending on the “political economic cyc
protectionist measures are highly popular, especially as elections 
near, and in times of macroeconomic setbacks. And since internal 
culties are often blamed on growing competitive imports, there is pu
sympathy for trade restrictions and subsidies. Competing imports are
as a threat to jobs and income opportunities in the home industry an
as placing an economic growth-enhancing pressure on domestic firm
adjust to international productivity levels.24

This points to another problem stressed by new political econom
namely, the opposition of different pressure groups to economic po
changes that would undermine their interests—in this case the introdu
of a national competition law and policy which would control the
business practices. Viewed from the international dimension, this m
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that in a competitive environment nations or companies using RBPs will
gain and the partners will lose. Countries that introduce barriers to trade
gain an advantage as long as other nations do not retaliate. But if all coun-
tries introduce protectionist measures, all nations are worse off. This
situation is known as the prisoner’s dilemma (which is studied in game
theory). Each Government will be better off if it limits its own freedom of
action, provided all other countries follow suit. Such a treaty can make
everybody better off. This is the basic argument for international efforts to
introduce competition policies and laws and to cooperate in establishing a
framework for international trade (e.g. GATT).

With regard to these realities the question arises as to whether devel-
oping countries are more prone to market failures and competition-limi
factors than industrialized countries. Looking at the theoretical mode
“perfect competition” we find developing countries quite far from th
ideal. This model of industrial structure, in which many small firms co
pete in the supply of a single product, contains several major feat
which characterize a perfectly competitive industry:

• There is a multitude of firms (buyers as well as sellers), all 
small to have any individual impact on the market price. Therefo
marginal revenue equals the price;

• All firms aim to maximize their profit;

• Firms can enter and exit the industry at no cost. Outputs traded
homogeneous and produced without economies of scale;

• There exists complete and free market information and comp
market transparency;

• The adaptation to changing market conditions is immediate.

Perfect competition is economically efficient in three ways:

• In the short run, profit maximization ensures that each firm will 
its output in a way that its marginal cost equals its marginal r
enue. Under the profit-maximization assumption, marginal cos
equal to the price. This is efficient in terms of the allocation 
resources because it ensures that no consumer will be det
from buying something he values at more than what it cos
make;

• In the long run, free entry and exit ensure that new entrants wil
attracted to any industry where high profits are made. New entr
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will increase supply and bid down the price until no profit is
made—that is, when average revenue equals average cost. Th
entrepreneur or factor of production earns more than just wh
needs to be persuaded into an industry;

• In the long run, perfect competition ensures minimum-cost prod
tion since average revenue equals marginal cost and average
enue equals average cost. Marginal cost thus equals average
and this is true for the bottom of the average cost curve, the lo
cost point.25

In the absence of the above-mentioned conditions, imperfect ma
exist and fail to act efficiently. This is the case for all economies, yet 
obvious that developing countries do not even come close to the ideal
they lack even the most basic information of sellers and buyers abou
quality and price of goods. The Government is therefore challenge
make up for the inefficiency of an imperfect market. However, the Gove
ment also has other roles to play.



ol-
IV. The role of government in fostering competition

Competition is always in danger. Since it is uncomfortable or even
threatening, business tries to avoid it. To use a metaphor: competition is not
a weed that grows even if left alone; rather it is a cultural plant and needs
continuous government attention. As economic experience has shown,
competition has to be learned at home if a company is to be competitive in
the world market. Hence the Government has to supply a competitive
framework. A national competition law and policy can supply a competi-
tive environment to national firms, which can lead to competitiveness on
an international level in the long run. 

The Government’s main task can thus be seen as the establishment of
a more favourable environment within an active policy approach. What do
we mean by this? A favourable environment must not be confused with one
which simply ensures higher profits for companies. Negative real interest
rates, downward wage trends and subsidized energy prices favour com-
pany profitability. But they cannot be considered suitable elements of a
favourable environment which is sustainable in macroeconomic, social or
environmental terms. 

A passive approach would be the elimination of a restrictive environ-
ment, including price liberalization and macroeconomic stabilization; the
elimination of protectionist trade policies and arbitrary and unclear indus-
trial policies; the removal of market monopolies; and the modernization
and reduction of the civil service. Although necessary measures, they have
to be complemented by a more active approach which seeks to create con-
ditions in the environment which did not previously exist, in order to
enable companies to compete successfully on a macroeconomically,
socially and environmentally sustainable basis. 

This includes the provision of elements needed to face competition
on open markets, some of the most important being: 

• Information on domestic and foreign market conditions, techn
ogy, prices, etc.;

• Efficient communication and transport systems; 
19
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• Technological and organizational know-how; 

• Skilled human resources; 

• Improvement of the physical, economic and social infrastructur
support production; and

• Promotion of improved entrepreneurial capacity.

Some of these elements could be developed through collabor
between the public and the private sector, some by strengthening rela
between the educational and academic systems and production activ

Governments must also correct serious market distortions in a 
that fosters positive externalities (e.g. technological progress, hu
resource training) and discourages negative externalities (e.g. any da
to the natural environment). As mentioned above, Governments ha
reduce financial market distortions in order to make financial resou
available for investment. This could be achieved through sound mone
policies, the reform of the social security system, political stabilization 
the like. Private savings could be encouraged via market interest rat
order to raise national savings and investment rates.26 A well-balanced tax
system could provide incentives for (potential) entrepreneurs to enga
investments and further expand their business activities.

In addition, the legal framework must protect both general prop
rights and intellectual property rights in order to establish a compet
market system. Legal security is also necessary for companies to take
cient long-term economic decisions. Companies will be able to work m
successfully and be more prone to invest if they can trust institution
guarantee stable conditions.

This active approach is itself an ongoing learning process, specif
each country, on the part of the competent institutions and actors o
production sector.27

Competition policy is also related to trade policy, the internatio
aspect of competition. One reason for this close relationship is the gro
globalization of the world economy. The increased share of exports o
trading nations in total world GDP, which grew from 11 per cent to 20
cent over the last quarter of a century, is only one indicator of globa
tion; increasing foreign direct investment (FDI) and financial market tra
actions can be added as well.28 The main reasons lie in the acceleration 
technological change, or specific technological improvements, which h
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led to a reduction of the costs of transportation, communication and infor-
mation-gathering. This means nothing more than growing internatio
competition. 

The implications for developing countries do not only include t
need for companies to adjust to technological change and increased 
national competition but also the need for efficient international comp
tion policy and law. In the light of globalization, national competitio
policies alone are insufficient to prevent anti-competitive behaviour. In
national coordination of such problems as market power concentra
ecology, and other externalities has become a necessity and an ess
ingredient of a successful competition policy. The Set of Multilatera
Agreed Equitable Principles and Rules for the Control of RBP was
important step in this direction and should be further elaborated. Altho
today it is merely a set of recommendations, tomorrow this codex coul
the cornerstone of an internationally agreed treaty on competition. Pa
(iii), “Preferential or differential treatment for developing countries
allows room for the application of waivers.29

A widespread problem of trade policy in many developing countr
is the persistence of overvalued exchange rates which hamper exp
boost imports and diminish international competitiveness. In this situa
Governments often respond with foreign exchange control instead
devaluation, with several negative impacts on economic developm
First of all, bureaucrats, not markets, decide—often according to a qu
tative development plan—which goods are imported and of what qua
and quantity. Since they are in general unable to determine ex ante the
necessary investments, production and inputs required to reach a sp
growth rate, scarce resources are wasted. Secondly, foreign exchan
often allotted preferentially to imports of investment goods which are t
artificially reduced in price. This favours capital-intensive industries a
production processes and neglects the most important comparative a
tage of most developing countries: a large, low-cost labour force. Thir
foreign exchange is not distributed according to the most efficient us
but rather according to bureaucratic rationing systems, personal relat
or even the amount of bribes. This leads to distorted resource allocatio
the microeconomic level.30 According to an empirical analysis of th
impact of overvalued exchange rates and exchange controls on
economic growth of developing countries, with growing overvaluati
the growth rates of the real GNP and of investment quotas decline, wh
the marginal capital coefficient rises.31
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Although this advice is unpopular, overvalued exchange rates call for
government action in the form of corrective depreciation. Realistic or even
short-term undervalued exchange rates (via central bank interventions on
the exchange market) can help strengthen export capacity and the diversi-
fication of exports and support the development of branches which
produce and substitute those imports which had artificially low prices.
This is a “natural” form of an ISI process based on the use of compar
cost advantages.32 Between 1980 and 1985 Japan's low interest rates le
an undervalued yen, which has provided for continued export promo
and import retardation.33

Indonesia’s stabilization programme in the years 1966 to 1969 is
one example of the positive impact of depreciation combined wit
general liberalization of imports and reduction of government interv
tion, especially in the form of price controls. The rate of inflation w
reduced from 600 per cent in 1966 to 10 per cent in 1969; exports 
from US$ 633 million in 1965 to US$ 1,173 billion in 1970; the annu
average growth rate of real per capita GDP rose from 0.8 per cent i
period 1966-1969 to 5.7 per cent in the period 1970-1977.34 This shows
how much government policy can contribute to a favourable compet
environment on the international level.

However, in the past economic literature had to concentrate mor
government failures than on successes. Apart from the above-ment
problems of foreign trade policy, many other government failures, bot
omission and commission, can be observed: lack of transparency
accountability in public policy-making as well as excessive governm
intervention and regulation of economic activities in many develop
countries have invited widespread rent-seeking behaviour and corrup
Weak governance and corruption deter domestic and foreign direct in
ment and have a tendency to lower government tax revenue, thereby
tributing to fiscal imbalances and reducing critical public investmen
areas such as health, education and infrastructure. Inadequate protec
private property rights and a weak rule of law have often functioned
obstacles to growth. In addition, government investment programme
sometimes highly inefficient and wasteful. Government public sec
deficits, fuelled by public sector enterprise deficits, excessive investm
programmes and other government expenditures lead to high rate
inflation, with their attendant effects on resource allocation, savi
behaviour and the allocation of private investment. Governments 
insisted on nominal rates of interest well below the rate of inflation, w
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credit rationing, so that they could supervise credit allocation among
competing claimants.35

These and other widespread government failures can provide a kind
of guidance for policy makers: 

• Since no government action is gratis and always affects the all
tion of resources, any economic activity in the public sector a
any regulation of the private sector should be subject to a spec
set of procedures or criteria by which intervention is administer
First, second, and third best policy measures for the attainme
a given objective should be identified, along with the administ
tive cost, feasibility of the activity and likelihood of politica
pressures;

• If alternative mechanisms and policies might be able to achie
given objective, a presumption exists in favour of choosing
mechanism which provides the least scope for rent-seeking.
example, if government subsidies for firms are selective and lin
to specific preconditions instead of overall distribution, firms ha
an incentive to meet the necessary criteria. This leads to
assumption that policies directly controlling private econom
activity are likely to be less efficacious in terms of achieving th
objectives than those which provide incentives for individuals
undertake the activities deemed desirable for their own benefit

• It is preferable to choose policies and institutional arrangeme
that will force trade-offs to be faced in the administration a
implementation of policy. A Ministry of Trade (occupied with di
ferent tasks, rather than a tariff commission, which would 
responsible solely for matters affecting tariffs), would be under 
pressure of different constituencies (exporters, protected ind
tries, etc.) and budget restrictions;

• The costs of all policy measures should be transparent so tha
litical pressure has less opportunity to work unseen by the pub

• The domination of specific interest groups can be preven
through open and institutionalized communication channels o
business-government partnership;

• To prevent the persistence of protection, certain mechani
should be institutionalized. Zero base budgeting, or sunset leg
tion, should be reviewed as potential budgetary concepts. Po
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makers should also constantly be reminded that previous decisions
may not have been optimal or first best solutions. In the United
States, for example, subsidies and other forms of protection are
monitored and implemented by the Department of Commerce and
the Department of the Treasury. In addition, the United States
International Trade Commission conducts trade research investiga-
tions for Congress and the Executive upon request, and participates
in the process of determining whether United States industries
have been significantly hurt by the unfair trade practices of other
countries.36

However, these proposals are only preliminary answers based on past
experience and the little empirical research available.37

Examining the concept of “national competitiveness” in grea
detail, it must be stressed that it is companies, and not nations, which 
pete, and thus an economically successful country is one which hosts 
internationally competitive firms. Such firms are able to create and su
competitive advantage against the world’s top competitors in a partic
field and to do that they need to attain a high and rising level of produ
ity. Since productivity is the main determinant of national per cap
income, it is also the most decisive factor in a nation’s standard of livin
the long run.38

Sustained productivity growth requires the continual upgrading
the economy, i.e. a nation's firms must relentlessly improve productivi
existing industries by raising product quality, adding desirable featu
improving product technology, or boosting production efficiency. Th
must develop the capacity to compete in more and more sophistic
industry segments where productivity is generally higher, and they m
also develop the capability to compete successfully in entirely new 
sophisticated industries. The following observation, however, should
borne in mind: “No nation can be competitive in (and be a net exporte
everything. A nation's pool of human and other resources is necess
limited. The ideal is that these resources be deployed in the most pro
tive uses possible. The export success of those industries with a com
tive advantage will push up the costs of labour, inputs, and capital in
nation, making other industries uncompetitive.”39

The question is, what are the decisive characteristics of a nation
allow its firms to create and sustain competitive advantage in partic
fields, the ensemble of which builds up the nation's overall compet
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advantage? How can a nation provide an environment in which its firms
are able to improve and innovate faster than foreign rivals in a particular
industry?

A supportive environment is one that allows for productivity growth
while allowing for a continual upgrading of technological know-how. This
can be supported through government-funded research. Germany, for
example, has good experiences with joint projects between research
institutes and firms, with partial funding of research contracts between
firms and universities or with incentives for company research.

Japan, too, offered “administrative guidance” in the form of ratio
alization cartels. These are industry groups which get together to exch
technology, share research and development, standardize goods pr
tion, arrange specialization by enterprises along product lines, make 
mon use of transportation, storage or marketing facilities, etc. Betw
1961 and 1973 close to 1,000 cartels per year on average were exe
from antitrust law.40 Another example of government support, this time
the information field, is the Japanese External Trade Organizatio
subsidiary of the Ministry of Trade and International Industry, wh
operates 80 offices around the world in order to assist Japanese exp
in gathering marketing information and penetrating foreign markets.41

It is questionable whether the Government can also play a suppo
role in the process of identifying and building up future comparat
advantages. Some attempts have been made by economists in the 
identify comparative advantages and to forecast their changes over 
Based on an index of “revealed comparative advantage” (RVA), empi
studies tried to gain insight into the dynamics of the competitive abili
of various industries and to formulate policy recommendations base
the findings. However, further studies will be necessary to analyse whe
the gap between theory and empirical application can be closed
whether specific policy decisions should effectively be based on empi
evidence of comparative advantage.42 If future comparative advantage
can be discovered through such analysis, waivers could be used
utmost accuracy.





, the
ail-
ipat-
rket
oked

ince
pecial
rade
ces to
ally

ng
rcum-
et

ining
e
n—
un-

oun-
peti-
ized
pted
e all
V. Justification for waivers in developing countries

How can the adoption of waivers or exceptions be justified in devel-
oping countries? First of all, as was shown above, those countries do not
possess the prerequisites for the competition process to run smoothly and
thus for competition to fulfil its economic and social functions. Looking at
the aforementioned realities in developing countries—and specifically
unfavourable conditions for competition, including serious market f
ures—it is obvious that they have substantial disadvantages for partic
ing in world competition. Since those unfavourable conditions and ma
failures cannot be overcome in the near future, waivers have to be lo
upon as second-best interim aid.

Equals have to be treated equally and unequals unequally. S
developing countries are unequal to developed countries, they need s
treatment.43 Waivers can thus be seen as compensation for their t
disadvantages. They can be granted as temporary adjustment allowan
enable developing countries to participate in world trade as equ
matched competitors.

This is in line with a very simple argument for waivers: developi
countries need help because they cannot compete under the given ci
stances.44 This might be an unpopular claim which is less likely to me
with approval than the charge that the developed countries are ga
because of unfair trade practices.45 But open trade is fair trade, and sinc
free trade is not a realistic option nowadays, temporary waivers ca
within limits—be considered as an instrument to allow developing co
tries to engage in international trade.

Especially nowadays, since on the one hand most developing c
tries have rashly reduced their protective barriers without being com
tive on an international level, and on the other hand most industrial
countries are increasingly closing their economies, multilaterally acce
rules of the game (including provisions for the disadvantaged) becom
the more important. 
27
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Trade theory states that all countries participating in trade, gain (even
exploited developing countries). Nevertheless there can be no doubt that
the scales fall heavily in favour of the developed countries. Also, free trade
is in general to the advantage of more developed countries. Many regional
integration attempts have failed because the more advanced economies
were the winners of the integration and the weaker ones lost out. There-
fore, a precondition for regional integration—which is nothing else bu
regional free trade area—is the existence of a mechanism for provi
compensation to the potential losers. In this way even economically w
nations can be persuaded to join the integration area.

Developing countries need compensation because they are h
capped in comparison to the industrialized nations. Such compens
can be found in national aid which fosters the competitiveness of nati
industries. From the neoclassical point of view it can have distortion
effects, yet from a dynamic point of view, and in keeping with new po
cal economic theory, it is necessary in order to win the approval of we
economies for economic integration meaning free trade. Since the
way to address domestic distortion is through domestic policy interv
tion, national aid should be favoured.

Finally, waivers in competition policy can be looked upon 
countermeasures to the neo-protectionist behaviour of industrial
nations, since various policies of industrialized countries, e.g. the artif
price reduction of exports, lead to competition distortions.

The main argument against waivers to be heard in industrial
countries will probably be that this kind of protectionism will reduce th
share of free trade gains. This involves the idea that it is countries, an
firms, which compete with each other, which is not in fact the case. On
company level, success for one firm within a particular market is alm
inevitably associated with losses for a rival firm. On the country le
international trade is a positive-sum game, and success for one co
usually translates into success for its partners as well (although the 
from trade can be different). All partners now benefit from the availabi
of new and better products, from larger markets abroad, and/or from m
favourable terms of trade.46 Thus, if waivers do increase international com
petitiveness and hence participation in international trade, all coun
will win in the long run, while industries with low productivity will lose.

In this context it is important to mention that the United Nations 
of Principles does not contain any rules which protect international t
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from government intervention in competition. Since waivers can be seen
as part of those interventions, rules should be formulated which contain
some minimum requirements for governmental action.

Since developing countries, too, are at times strongly positioned in
special markets, and since industrialized countries also have weak indus-
tries, it has to be debated whether waivers should be allowed to developing
countries as a group of nations (fulfilling special criteria) or—better—o
under certain unfavourable conditions. Here some general criteria ha
be found which allow temporary protection in the form of restriction
competition without paving the way for discrimination or privileges47

Guidelines have to be carefully designed so that infant, and not ai
industries are supported.

The resistance of many developing countries to opening t
markets is understandable in the light of the bad example set by the O
countries, which keep up non-tariff barriers and at the same time enc
age developing countries to abolish them.48 Economic theory on two-
country-models shows that waivers given in the form of export subsi
or import restrictions will increase the country’s national income wh
decreasing the national income of the other country.49 By this “beggar-
thy-neighbour policy” one country keeps up its level of employment, to
disadvantage of the other. This will usually lead to retaliation. The form
waivers will thus be decisive in the reaction of trading partners.
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VI. Forms of waivers (exceptions or exemptions)

Economic history, empirical research results, and economic theory
cannot provide a final answer to the question of whether the benefits of
protection will outweigh or exceed its costs. Since protectionist measures
can have adverse effects on the allocation of resources, on the rate of
economic growth, and on the evolution of sustainable employment
opportunities, the forms of waivers (or exceptions to the rule) are decisive
for success. Waivers can take the form of tariffs and quotas, non-t
measures, and subsidies.

A. Tariffs and quotas

In the case of an ISI policy, which basically consists of import tar
and quotas, but also of foreign exchange controls and other measures
is a direct increase in the costs to consumers as imports and their
substitutes become more expensive than they would be under free 
conditions. Higher prices, especially higher prices for basic goods, fir
all hurt low-income groups in the protecting country.50 Protectionist tariffs
are thus often linked with an income redistribution to the advantag
producers and to the disadvantage of consumers, and even with a c
in people's demand patterns.51

In addition, the domestic prices of the protected goods amoun
artificially distorted price signals if they are raised beyond the level t
would reach in the case of free entry of imports and relative to the pr
of other goods. This means that incentives are given to concentrate la
capital and entrepreneurship in the production of those goods. 
Government's choice of protected goods and industries will there
determine whether competitive or uncompetitive industries will 
fostered and scarce resources used efficiently on industries with a pr
or future comparative advantage, or wasted.

Since it is mainly consumer goods that are protected, while imp
of intermediate and capital goods are made cheaper for firms, the 
receive preferential treatment. This is tantamount to an income redist
31
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tion in favour of high-income groups. This policy eliminates incentives to
improve efficiency for industries which are not privileged.

Tariffs will also push factor costs upwards, so that there is a danger
of inflationary pressures and hence a reduction of international competi-
tiveness. Industries which depend on the protected goods as input factors
are discriminated against. This especially concerns the export sector. Addi-
tional costs of protection via tariffs arise if other countries retaliate, in case
of an increase of smuggling activities and if tariff walls hinder the acquisi-
tion of foreign technology.

B. Non-tariff measures

Non-tariff measures can be defined as “all government actions o
than tariffs with a potential trade-distorting impact, including quantitat
restrictions, subsidies, government procurement practices, and tech
barriers to trade”.52 Some countries frequently use non-tariff measures
a major form of protection usually applied to all trading partners.53 They
are an expression of a more inward-looking development policy 
restrain the scope of participation in international trade relations, with
the adverse effects.

C. Subsidies

Subsidies can be defined as “government assistance to the dev
ment, production, or export of specific goods. Subsidies can take the 
of either direct financial support or indirect support through tax exem
tions, subsidized loans or loan write-offs, government procurem
practices, and subsidies to the production of inputs”.54 They may allow
firms to achieve economies of scale without distorting relative price ra
and without altering consumption patterns. In addition, costs for protec
are visible within the fiscal budget and thus place constant pressure o
Government to aim for the removal of protection.

Yet there are also some arguments against subsidies. First, the
distort the allocation of resources because of a distorted price mecha
which hinders production factors from moving into areas with hig
productivity and hinders the supply of lower-cost products. Secondly,
accuracy with which subsidies are granted to specific industries is lim
since the impact of subsidies can be controlled only within certain lim
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and the target group might enjoy only part of its subsidies. This might, too,
lead to a waste of scarce resources. Thirdly, industries which do not belong
to the target group and which have to grow and adjust to the market on their
own resources are discriminated against. This means that the wrong incen-
tives are given by the Government, which facilitates rent-seeking behav-
iour and hampers self-sustaining independent attitudes. Fourthly, the Gov-
ernment is usually unable to know its potential comparative advantages in
advance.

Although there are some distinct disadvantages to using subsidies as
protectionist measures, in the light of the above-mentioned problems of
tariffs, especially with regard to the redistribution of income, temporary
subsidies should be favoured. Therefore, it has to be considered whether
developing countries should receive differential and more favourable
treatment on the use of subsidies in international treaties.55

If subsidies are envisaged as a form of government intervention it has
to be decided whether they should be granted indiscriminately and blankly,
or selectively. One argument for the selectivity of intervention (in terms of
strategic sectors, products and processes in the different stages of early
industrialization) is that it saves on scarce administrative skills and makes
it easier to pinpoint the social costs of policies and adjust them in response
to changing technical and market conditions. Also, the experience of the
successful newly industrializing countries demonstrates the importance of
concentrating on some areas with comparative advantages. 

On the other hand, we find justified criticism claiming that there are
no objective criteria available for deciding on which industries are worth
protecting and which are not. Although the above-mentioned RVA in
tries to fill this gap, its practicability has to be further analysed. As Ha
said, it would be a “presumptuousness of knowledge” for governm
authorities to claim trend-setting competence. In addition, selectivity
intervention calls for the influence of pressure groups on economic p
cy.56 At the firm level, sectoral protectionism tends to generate x-ine
ciencies. In other words, in a restrictive trade policy environment the 
dency to savour a quiet life and seek for rents will slacken cost-redu
efforts; efforts to improve organization, marketing and distribution; as w
as efforts to carry out product and process innovations and investme
the training of the labour force. Opportunities in the market are missed
the technological catching-up process slows down.57
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However, whether or not subsidies are granted selectively will not
depend on whether they are successful. Many authors indicate that the
essential difference between efficient Governments and inefficient ones is
not the fact of giving or not giving subsidies to selected industries, because
all Governments do this; the efficiency depends, rather, upon the principles
that govern the allocation of subsidies. Obviously the same holds true for
the adoption of all kinds of waivers. 

Therefore, the following policy recommendations should be consid-
ered for subsidies as well as for all kinds of waivers:

• Subsidies or other forms of governmental support are neces
only if the private sector would otherwise not engage in busin
activities;

• Where no performance standards have been imposed upo
recipients of subsidies—i.e. waivers—they were wasted; 

• Subsidies have to be granted only for a limited period of time 
in a degressive mode so that firms have an incentive to “grow 

• If the Government's threats to remove subsidies in time or
remove them for firms not meeting performance standards are
credible, subsidies tend to be ineffective; 

• To avoid discriminatory distribution of subsidies maximum tran
parency is necessary. For example, if the Government is force
publicize its subsidies it would be under permanent pressur
justification and public control; 

• Potential infant industries vary in their need for selective prot
tion, or in other words, promotion;

• Selected firms, industries or branches have to be reviewed 
stantly. Should additional information surface, or if it can be saf
predicted that those industries will not achieve international co
petitiveness within a reasonable length of time, the initial prom
tion strategy has to be revised. A control or feedback mechan
has thus to be institutionalized. If mistakes are recognized reme
action has to be taken quickly and future choices have to be 
sidered in the light of past experiences.
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• Selective protection should be executed in such a way that
resulting discrimination against all other industries is reduced 
minimum;

• A supranational authority (including all developing countries)
the form of a technology centre could be envisaged to support i
vidual countries in their search for future comparative advanta
offer technological know-how and the advice of specialists; a
realize common projects (e.g. bi- or multinational infrastructu
projects). Such a concentration of know-how would save sca
resources for all and open up opportunities to “weaker” memb
of the community. Also, if international instead of national expe
were entrusted with the selection of industries, the pressur
national interest groups could be significantly reduced;

• If waivers are granted to all nations they will lose their impa
accordingly, they should be granted carefully and only where n
essary. An independent institution should be assigned to esta
specific criteria and in this way limit the usage of waivers. Such
institution could also draft regulations to restrict the number
infant industries selected in order to avoid misuse.

The promotion of individual sectors of the economy can be succ
ful only if this leads to their national and international competitivene
However, some infants never do grow up!
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VII. Conclusions

We can draw the conclusion that history and economic theory seem
to support the view that at the beginning of economic development (indus-
trialization), companies in developing countries need temporary aid. Free
trade is the first best solution in a world of perfect competition. Yet, in the
light of the existing disadvantages of developing countries and the reality
of existing trade barriers, free trade is insufficient to enhance competitive-
ness. Governments need to be enabled to give short-term, degressive
ited waivers (second best solution) in order to help their industries bec
competitive on a national and international level. These waivers mus
reviewed continuously. It has to be ensured that the subsidies paid, o
other kind of aid provided, do not continue for too long. Also, the p
cedure, period of validity and size of waivers must be transparent, so
the recipients are informed and can thus take long-term decisions and
an incentive to “grow up” quickly in order to be competitive. Governme
protection might otherwise become an incentive for infants to grow up
slowly! Although the theoretical benefits are convincing, there are tec
cal problems in implementing optimal infant industry protection. T
institutional capacities of many developing countries are too weak
follow such a policy successfully, and the power of interest groups 
danger of rent-seeking should not be underestimated. Hence, whe
possible one should stick to free trade.

Notes

1 The author would like to thank Dipl.-Vw. Andrea Maria Schneider for her valuable comments
and suggestions in preparing this paper.

2 Developing countries are a heterogeneous group of nations with very different degrees of devel-
opment. In this article we will concentrate mainly on countries with a very low level of development
and low national and international competitiveness.

3 See Schmidt/Binder, 1996, p. 15.
4 See Olten, 1995, p. 13.
5 See Olten, 1995, pp. 15 ff. and Lachmann, 1995, pp. 132 ff.
6 Competition policy in developed countries nowadays concentrates on the concept of “wor

competition” rather than “perfect competition”. The economic literature on the infant industry a
ment, on the other hand, is still based on the neoclassical paradigm (perfect competition). A st
37
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the interconnection between the concept of workable competition and the infant industry argument is
beyond the scope of this paper.

7 See Lederman, 1993, p. 126.
8 See Bannock et al., 1987, p. 81.
9 See Müller, 1995, p. 142.
10 In the case of the Republic of Korea the State was highly interventionist, with interven

geared towards developing and supporting industry to penetrate foreign markets.
11 Although the extent to which the MITI contributed to Japan's economic success is highly 

tionable, there can be no doubt that it actually did contribute.
12 The production possibility curve can be defined as the graphical representation of outpu

binations that can be secured from a given set of economic resources.
13 Technical progress in the agricultural sector can be identified as the major determinant

growth of the gross national product in many developing countries.  The faster productivity and in
in agriculture grow, the larger the potential market for domestically produced goods becomes. 
ever, a high degree of inequality of income distribution may hinder the emergence of a national m
for relatively simple manufactured goods and lead to a demand structure oriented towards 
goods.

14 See Grabowski, 1994, pp. 541 ff. and Fagerberg, 1996.
15 Ibid., p. 545.
16 See Lachmann, 1994, pp. 79 ff.; Nye, 1991; and Perrotta, 1991.
17 See Dietz, 1992, p. 377.
18 See Grabowski, 1994, p. 537.
19 “Externalities occur where the benefits to the nation as a whole exceed those accruing 

single firm or individual, so that private entities will tend to underinvest in such areas from the per
tive of the nation.  Good examples are general education, environmental quality, and some ty
R & D that can boost productivity in many industries.” Porter, 1990, pp. 620 ff.

20 See e.g. OECD, 1992, pp. 11 ff.
21 See Lederman, 1993, pp. 126 ff.
22 Ibid., p. 127.
23 As there is ample literature on examples like cut-throat competition, temporary informat

monopolies, transparency of market conditions and the like, we will not elaborate further.
24 See Donges, 1986, pp. 24 ff.
25 See Bannock et al., 1987, p. 192 and pp. 311 ff.; Lachmann, 1990, pp. 63 ff.; and Neu

1987, pp. 27 ff.
26 Interest rate ceilings which are often observed in developing countries lead to fragm

financial markets and are the major cause for a national savings gap.
27 See Buitelaar/Mertens, 1993, pp. 64 ff.
28 See Dahlman, 1994, p. 69.
29 The discussion of waivers is not a new one. “Hard core waivers” were provided under a G

decision in 1955.  They permitted certain quantitative restrictions to be maintained for a spe
period of time.  See Kelly et al., 1988, p. 113.

30 See Escher, 1990, pp. 74 ff.
31 See Jungfer, 1986, pp. 242 ff.
32 See Escher, 1990, p. 75.
33 See Zimbalist et al., 1989, pp. 54 and 58.
34 See Escher, 1990, pp. 84 ff.
35 See Krueger, 1990, p. 10.
36 See Lederman, 1993, p. 130.
37 See Krueger, l990, pp. 20 ff.
38 See Porter, 1990, p. 6.
39 Ibid., 1990, p. 7.
40 See Zimbalist et al., 1989, p. 56.
41 Ibid., p. 54.
42 See Ballance, 1988, pp. 6-24.
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43 It is true that all nations are to a certain degree unequal in terms of resource endowments, polit-
ical, economic, and social conditions, etc. However, it is evident that financial markets in developed
countries such as the United Kingdom and Denmark, for example, function equally well, whereas they
do not in developing countries like Cambodia and Ghana.

44 Low wages, dumping practices, and—compared to developed countries—lower environ
tal, labour and social standards alone are not sufficient to provide developing countries wi
necessary competitiveness in order to engage in free trade. In addition, there is strong resistan
certain special interest groups in developed countries against some of these comparative advan
developing countries, since they are considered as unfair.  As compensation, protectionist meas
demanded in industrialized countries.  Further elaboration on the harmonization debate on fair t
beyond the scope of this analysis.

45 Unfair trade can be defined as “Trade on the basis of a competitive advantage not derive
‘legitimate’ sources.  For example, GATT recognizes dumping and trade-distorting subsidies as
trade practices”.  Kelly et al., 1988, p. 114.

46 See Boltho, 1996, pp. 4.
47 See von Hahn, 1982, pp. 372 ff.
48 See Low/Nash, 1994, p. 58.
49 The results of these theoretical models have to be handled carefully, since they are of on

ited relevance.
50 See Donges, 1986, pp. 17 ff.
51 See Reichel, 1995, pp. 193 ff. and Lederman, 1993, pp. 126 ff.
52 Kelly et al., 1988, p. 114.
53 Ibid., p. 22.
54 Ibid., p. 114.
55 The GATT “Subsidies Code” prohibits export subsidies on manufactures.  Ibid., p. 37.
56 See Bardhan, 1990, p. 6.
57 See Donges, 1986, pp. 18 ff.
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