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Introduction

Competition policies and laws, which are aimed at preventing and eliminating monopolies, monopolistic practices and other behavioural restrictions that can arise to the efficient functioning of markets, are expected to result in economic efficiency and social welfare. As an ultimate objective, competition policy is expected to contribute towards the attainment of economic growth which follows from the immediate objectives identified above. 

The process through which competition policy and laws result in economic growth is however not straightforward, hence some apprehension and misgivings about the benefits of competition law in developing countries.  As a result, some countries adopting competition reforms do it slowly as the decision does not involve serious conviction among stakeholders that the reforms are necessary. 

This module dwells on these issues surrounding the relationship between competition policy/law and economic growth. It starts by outlining the short term objectives of competition policy, which results in a better understanding of how it can contribute to economic development. In that regard, it introduces competition and competition policy in Chapter 1, briefly highlights issues relating to efficiency and welfare, some of the intermediate objectives of competition policy, in Chapter 2, before discussing the relationship between competition policy and economic development in Chapter 3.  
CHAPTER 1

COMPETITION AND COMPETITION POLICY
What is competition?
Competition can be defined as a situation where sellers or firms independently endeavour to gain buyers’ patronage through offering the most favourable terms in comparison to others. A firm is therefore said to compete with other firms in the same market if the decisions that it takes to maximise profits depend on either the steps taken by the other firms or on the price that other firms are charging. In their pursuit to be ahead of the other, firms have to be always conscious of rivals’ decisions. 

Such a quest is expected to result in firms developing new products, services and technologies to attract consumers. However, once the products are available in the market, other firms will also produce them, implying that it will be largely the pricing system that will determine buyers’ choice. Thus competition results in lower prices for the products, compared to what the price would be if there was only one firm in the market.

There are different forms of competition in the market, which can be distinguished according to the structural characteristics of the market such as: number of sellers and buyers, the type of goods produced, the nature of entry barriers i.e. new firms cannot enter the market, etc.

Two form of competition, which are extreme cases, can be used to understand the concept of competition. These are perfect competition on one hand and pure monopoly on the other. In between are market conditions exhibiting some combination of them, such as monopolistic competition (there are many buyers but the products are differentiated) and oligopolistic competition (very few buyers, who behave like a monopoly due to the fact that individual action would be met by counter measures, and each would act based on anticipated or real action from others). 
Perfect Competition
Under perfect competition, the market consists of a large number of sellers and buyers, trading identical goods under free entry and exit conditions. The existence of a very large number of sellers, producing identical goods, results in same price for these goods. Existence of a unique price implies that in this form of competition, firms are price takers and not price setters and can sell any quantity of the products they desire at the existing market price. A single individual producer whose share in the market is very small cannot influence the market. Moreover, on account of entry and exit being free and easy in this market, firms make only normal profits in the long run (i.e. normal return on capital employed which is comparable to that obtainable in other equally risky markets plus a bonus for the risk bearing function that the producer undertakes).

Pure Monopoly
Under a pure monopoly, the market has only a single seller, large numbers of buyers with no close substitutes of the product. Entry is difficult due to high entry barriers. In this market form, the monopolist (i.e. the only seller) is the price and output setter. The monopolist can set price and allow demand to determine output or, can set output and allow demand to determine price. There may be reasonably adequate substitutes but not close substitutes. For example, road transport services (public and private), airlines etc. are reasonably adequate substitutes for railways but not close substitutes. Because of absence of close substitutes, competition is absent in the railway sector.
Example: In most of the developing countries of the world, pubic utilities such as railways, electricity are examples of monopoly where the State is the sole supplier and there are no close substitutes.

As competition results in lower profits, firms have an incentive to seek ways of avoiding it. The best way to avoid it is by obtaining market power, a situation where a firm can have some ability to control the price in a market, or to have some discretionary control over other factors determining business transactions. This can be achieved by creating barriers to entry to discourage other firms from entering, through engaging in collusive behaviour on prices and output, or making other arrangements to restrict competition in the market. Such behaviour result in imperfect competition and is an indication of market failure. 

There is therefore a glaring need to regulate the behaviour of firms to ensure that they do not manipulate the market to evade the principles of competition. The need for such regulation is born out of the realisation that market failure is a reality as it is not possible for a competitive market situation to prevail in the face of the added incentives on the companies’ part. Such need is the justification for interventions into the market through competition policy and law.

Competition Policy 

Competition policy is essentially understood as a package of reforms and policies that government put in place to have an impact on competition in the local market by directly affecting the behaviour of enterprises and the structure of industry. It refers to a set of government laws and regulations that enhance competition or competitive outcomes in the markets, through creating conducive entry and exit conditions, reduced controls in the economy and greater reliance on market forces. In that regard, the components of competition policy encompasses the following:

International trade policy

 A country’s trade policy can play an important part in shaping competition in its economy. The volume of goods available in the market depends on the extent to which the economy is open to the outside world. Having a tight trade policy restricts competition in the market, and can result in the manipulation of the market by dominant domestic firms. On the other hand, trade liberalisation results in an influx of goods into the economy, which could also have a huge impact on the nature and extent of competition in the market, and encourages domestic competition as well. Thus, the international trade policy of a country plays a role in shaping out the nature of competition in the economy.  

Industrial policy

The level of competition in an economy reflects the country’s attitude towards entry and growth of firms.  Regulations focusing on entry and establishment of business in a country are important in shaping up competition. If a country has a restrictive industrial policy regime in which entry and growth of firms is subjected to stringent licensing conditions and monitoring, few firms would enter the industry and the resulting level of competition would be low. An effective competition policy advocates for the removal of obstacles and facilitates investment flows by providing a predictable legal and regulatory environment that reduces the scope of arbitrary decision-making, thereby instilling transparency in the system. 

Privatisation reform policy

Government’s direct involvement in the production and distribution process of the economy, particularly in direct competition with private companies, deters private participation and stifles competition. This is normally a results of absence of competitive neutrality, where government will not extend the same support it offers its companies to the private counterparts. On the other hand, privatisation reforms that only result in the transfer of the monopoly from public to private hands can have serious negative effects on competition in the economy. Thus, the structure of the privatisation reform package plays a critical role in determining the nature of competition in the economy.  

Labour policy

Labour regulations impact production cost and convenience adversely and result in entry into the informal sector being preferred to significant investment in the formal sector. Strict labour laws may end up acting as entry and exit barriers, resulting in lower entry and competition, for example, high minimum wages may be an entry barrier while rules giving too much protection to employees against being fired may be regarded as an exit barrier. 

Regulatory reform policy

The opening up of different sectors like telecom, electricity, water, etc. to private players saw the need for the introduction of economic regulatory frameworks becoming necessary. Through their regulation roles, these regulatory bodies’ actions and recommendations have a direct impact on competition, given that they determine entrance condition (through licensing) and viability (through tariff regulation). Some of them, especially those established before the establishment of competition authorities, have mandates extending to the handling of competition issues. Thus, a country’s approach towards regulatory reforms through its policies will determine the nature of competition to prevail in the economy.

Intellectual Property rights policy

Competition policy is interrelated with intellectual property rights (IPRs) policies. On one hand, IPRs bestow the holder some legal monopoly over an invented product/service, which can be easily abused. On the other hand, competition policy advocates for the encouragement of entry into sectors where there are monopolies. Thus, ideally IPR laws should allow for flexibilities which protect the innovator while at the same time, giving room for some action to be taken in the event that there is abuse of such rights. Thus the extent to which a country’s IPRs policy allows for measures against anticompetitive conduct will play a role in shaping the extent to which markets are competitive.

Competition Law

The other component of competition policy, which is considered to be the most critical, is a competition law. This comprises of legislations, judicial decisions and regulations specifically aimed at creating institutions for preventing anti-competitive business behaviour. It generally focuses on three issues: regulation of anti-competitive mergers and acquisitions, prohibition of abuse of dominance and prohibition of anticompetitive agreements among companies. In other jurisdictions, competition law also encompasses the control of unfair trade practices. 

Thus, it is important to note that competition law is not synonymous with competition policy. Rather, competition law is just one component of competition policy, and is just a step towards the establishment of a competition policy. Many jurisdictions however, despite over a decade of competition law implementation history, are still to adopt comprehensive competition policies. 

CHAPTER 2
EFFICIENCY, TOTAL SURPLUS AND WELFARE
To understand the objectives of competition policy and law, it is important to understand that objectives can either be final or intermediate. The distinction lies in the fact that intermediate objectives are short term intended outcomes, which will help in the attainment of final objectives, the long term outcome, through the interplay of other objectives. Likewise, competition policy also has intermediate and final objectives. 

The intermediate objective of competition policy can be regarded as the establishment and maintenance of the competitive process in the economy, through preventing unreasonable restraints on competition, in order to achieve freedom to trade, freedom of choice, and access to markets. Achievement of these objectives will play a critical part in the attainment of yet another intermediate objective: economic efficiency.

Before defining economic efficiency, it is important to understand two important economic concepts; consumer surplus and producer surplus. 
Consumer and Producer Surplus

In any economic transaction, there is always a difference between what a consumer will actually pay and the greatest amount that they would be prepared to pay to get the commodity. This difference between the amount that the consumer actually paid and the most that s/he would have been willing to pay is referred to as the consumer surplus of the transaction. Similarly, there is also a difference between the price that sellers or producers would be willing to sell their product and the actual price that the commodity will be sold. Thus the difference between the price that the commodity is sold and the price that they would be willing to sell for the commodity, is know as producer surplus
. 
A diagram can help explain this better. In figure 1 the aggregate demand and supply curves are shown for a particular commodity in a particular market. The demand curve shows the quantity that consumers would be willing to buy given the various price levels. Similarly, the supply curve shows the quantities that the suppliers would be willing to supply given the various price levels. As reflected by the two curves, there is only one point where the quantity that consumers and producers would be willing to buy and supply respectively would be the same given a common price level. This is point E, in the diagram, where both producers and consumers would be willing to trade output q* at price p*. At price levels higher than p*, suppliers would be willing to supply more than what consumers are willing to purchase, resulting in excess supply, for which suppliers would have to reduce prices in order to be able to sell. Similarly, if prices are lower than p*, consumers would be willing to by more than what suppliers are willing to supply, resulting in excess demand, for which pressure on the few goods available would push their prices up. When p* is charged, the market would therefore be stable and is said to be in equilibrium.




At point E consumers would demand q* of the commodity. However, some consumers are also willing to buy some level of the commodity for prices higher than p*, even though the total they would be prepared to buy is less than q*. Since the market price is p*, such consumers have benefited as they are now able to buy the same commodities at a cheaper price. The total benefits that consumers have derived from this, is the consumer surplus, and it can be determined as the area under the demand curve for prices above p*. Thus consumer surplus in the diagram is the area AEp*.  Similarly, some producers who were willing to supply for levels below p* have equally benefited from selling at the market price, hence the producer surplus is the area under the supply curve below p*, hence producer surplus is the area BEp*. Adding across consumer and producer surpluses for any particular commodity at a market price will yield the total surplus for the product. Under the diagram, this is area ABE.
Economic Efficiency

Economic efficiency is attained in a market if there is no other way to reallocate the transaction terms in the same market that can increase the sum of total producer surplus and total consumer surplus. Thus an outcome or a production process is economically efficient if it is done in such a manner that no other individual or economic agent can be made better off without making at least one other individual worse off. An economically efficient production process implies that more output cannot be obtained without increasing the amount of inputs, and the output is produced at the lowest possible per-unit cost. Economic efficiency outcomes can be with respect to allocative and productive efficiency
.   
Allocative efficiency

In the context of a firm, allocative efficiency occurs if the limited resources of a firm are allocated in accordance with the wishes of consumers, especially in terms of costs and availability of products. A firm would therefore be said to be allocatively efficient when its price is equal to the incremental costs associated with the production of the product (marginal cost). Similarly, in the context of a market, markets are allocatively efficient if they produce the right goods for the right people at the right price. 
In a perfectly competitive market, the demand curve is also equal to the social benefit of the additional unit, while the supply curve is equal to the social cost of the additional unit. Therefore, the market equilibrium, where demand meets supply, is also where marginal social benefit meets marginal social costs. At this point, net social benefit is maximized, meaning this is the allocatively efficient outcome.
Productive efficiency 

Productive efficiency is concerned with the production mix of numerous goods. It occurs when the production of one good is achieved at the lowest cost possible, given the production of the other good(s). Equivalently, it is when the highest possible output of one good is produced, given what is possible when the production level of the other goods are taken into account. In long-run equilibrium for perfectly competitive markets, this is where the production is done at output corresponding to the lowest average costs, which corresponds with the point where the average cost of production of a commodity is equal to its marginal cost.  
Economic efficiency can also be categorised into two; static and dynamic. Static efficiency refers to maximisation of total producer and consumer surpluses in a given market at a point in time, while dynamic efficiency refers to the maximization of the sum of such surpluses over time or over a specific time horizon, to reflect innovation and technical progress.

Social Welfare
This refers to the overall well being of society. If society can be regarded as being composed of consumers and producers, then social welfare would be the sum of producer and consumer welfare. Consumer and producer surpluses are normally regarded as reflecting consumer and producer welfare respectively. Thus total welfare can be regarded as being at a maximum when both consumer and producer surpluses are maximised. In perfectly competitive markets, this occurs when the market is in equilibrium.  

Efficiency and welfare goals of competition policy and law

The immediate objective of competition policy and law is to ensure that there is a high level of competition in the market. In other words, competition policy tries to drive markets to resemble conditions of perfect competition which, from the previous section, has many advantages. Analogously, the advantages of perfect competition over monopoly or oligopolistic markets can be regarded as the immediate objectives of competition policy. 

Thus the first intermediate objective of competition policy can be viewed as the attainment of efficiency. As described in the previous section, allocative and productive efficiency are attainable simultaneously under conditions of perfect competition. So by controlling anticompetitive behaviour of economic agents, and creating enabling entry conditions into markets, competition policy aims at ensuring that conditions that resemble perfect competition arise in the market, which could create economic efficiency. 

The second intermediate objective of competition policy is the maximisation of welfare. Again, as described in the previous section, welfare is maximised through the maximisation of consumer and producer surpluses, which are best attained under conditions of competition. Hence competition policy is structured in such a way that conditions that are against the principles of fair competition and open markets that result in situations far away from perfect markets are removed. 
In summing up, the intermediate objectives of competition policy include the following:

· Attainment of allocative and productive efficiency in the economy; 

· Maximisation of consumer and producer surpluses, and hence;

· Maximisation of social welfare.  
CHAPTER 3
COMPETITION POLICY AND ECONOMIC DEVELOPMENT
Theoretical framework

If competition policy leads to the attainment of economic efficiency and social welfare as part of the intermediate objectives, how then can the interplay of these intermediate objectives assist in the attainment of economic development and growth? One of the ultimate outcomes of competition policy is that it is expected to contribute towards the attainment of economic development.  However, because such an objective is a long term one, the interplay of intermediate objectives may not necessarily act in the same direction, resulting in different theoretical expectations on the relationship between competition policy and economic development. 

The relationship between economic growth and competition policy is therefore not straightforward, due to this indirect link through the interplay of other factors. Thus, naturally, it does not follow that those countries with competition policies would perform reasonably well in terms of economic indicators compared to those with no competition laws. However, several empirical studies have managed to demonstrate that competition policy and law play a significant role in the attainment of economic development, as will be discussed in the subsequent section. 

Firstly, once competition policy manages to result in economic efficiency, it is expected that economic development would be the result.  Once limited resources are used in a manner that maximises the output, with output being produced at the lowest possible per-unit cost, it follows that more resources would be available for release to other productive uses, thereby increasing more output and hence economic growth. Hence economic growth becomes attainable under competition policy through its impact on economic efficiency.

Competition policy and law essentially play a part in shaping the conduct of business as well as the structure of economic markets. The conditions determining the structure of the market are critical in determining the opportunities that are available for both a greenfield investment and further expansion by the existing firms. Market structure also plays a part in determining the level of profitability of the industry, with monopoly and monopolistic structures normally associated with more profits. The capability of prospective and incumbent market players to take action in response to these market conditions, for which competition policy plays a part, affects productivity levels and hence economic growth. 

By inducing competition in the market, competition policy would render price increase induced profit making unviable as price increase would be equivalent to driving away buyer patronage to rivals. Under such a scenario, firms need to innovate in order to reduce costs and produce more output at prevailing market prices. It is through the introduction of competition in the markets that enterprises will be compelled to re-invest in new production technologies, new production processes and new products. Managers would strive for better incentives and there would be a general reduction in slackness and inefficiencies. The promotion of dynamic in addition to static efficiency would make enterprises achieve economies of scale, enhance international competitiveness and promote R&D capacities. Competition therefore stimulates increased efficiency in innovation, production, and resource use, which in turn leads to enterprise development. Competition provides enterprises with incentives to adjust to internal and external shocks, and these individual adjustments help reduce the cost of such shocks to the macro economy. 
The argument in this case therefore is that the firm would be trying to escape competition by innovating; implying that competition would reduce the pre-innovation rents by more than what it reduces the post-innovation rents. This is normally referred to as the escape effect.
Monopolistic firms maximise profits by limiting output to a level which is lower than what would have obtained under a competitive environment. If there are many sectors under which products with elastic demand
 are supplied by monopolies, the combined production across those sectors would be much lower than what could have been obtained were the markets competitive. Competition policies aim to create conditions enabling entrance into monopolised sectors by controlling any behavioural barriers that such monopolies may seek to enact. Thus entrance into the industry would be expected, resulting in transformation of the market structure towards a competitive one, where incentives to produce less output would be removed. Thus competition policy would be expected to act positively towards increased levels of production and economic development.

Competition policy also plays a central part in investment attraction. Investment is generally a gamble about future outcomes; it can be regarded as a bet that the revenue from an investment will exceed its costs. An investor can only be confident of success if the environment is conducive for entrepreneurship and regulatory authorities are not given too much discretion for interventions in the market. This enables investors to predict the future outcome of their investment. Transparent information on how governments implement and change rules and regulations dealing with investment is a critical determinant in the investment decision. A transparent and predictable regulatory framework dealing with investment helps businesses to assess potential investment opportunities on a more informed and timely basis, shortening the period before investment becomes productive. An effective competition policy regime is an important component of a good overall regulatory environment. Competition laws and policies that are transparent and characterised by predictable implementation and consistent rulings on competition cases on the basis of non-discriminatory criteria will remove most of the uncertainty surrounding investment decisions.

The Schumpeterian argument
An equally theoretically sound counter argument is on the extent to which competition would reduce the incentive to invest and hence contribute negatively towards economic development emanates from the so called Schumpeterian argument
.  This school of thought raises some concerns that competition policy can result in some negative impact on economic development through discouraging innovation. The rationale is that the expectation of some form of transient ex post market power is required for firms to have the incentive to invest in R&D. Similarly, it is the possession of ex ante market power that is more likely to favour innovation. The profits enjoyed through market power would be expected to provide firms with the internal financial resources for innovative activities. 
By using profits as a source of innovation, monopolies would be expected to reduce their marginal costs of production over time; hence a shift in their marginal cost curves is naturally expected with time. Such a shift in the marginal cost curve also results in increase in output over time. This is illustrated in the diagram below, showing the demand, marginal revenue and marginal costs curves for a monopoly. A shift in the marginal cost curve from MC1 to MC2, as a result of successful innovation, will result in an increase in output produced from Q1 to Q2. Such decrease in marginal costs and increase in output over time may not be possible under a competitive environment due to absence of profits.

Although this can be understood, the argument does not seem to appreciate the importance of the role played by financial institutions and stock markets as source of funds for innovation. Although profits are important, most innovation activities are done using borrowed funds. 


[image: image1]
Empirical findings

There are some studies that have been done and have managed to outline the importance of competition and competition policy to economic development. In one study, Bucci (2004) demonstrates that it is possible to reconcile the different innovation-driven growth theories through an extension of the basic Romer model of horizontal innovation and deterministic R&D activity. He re-considers the relationship between product market competition and growth, and the results showed that an inverted-U relationship between these two variables may take place. This implies that an increase in competition initially increases growth but beyond a threshold level, it reduced it. Product market competition was modeled by the elasticity of substitution across varieties of capital goods. The results show that there is evidence that the relationship between competition and economic growth can either be positive or negative. More intense competition brings negative results, while a minimum level of competition leads to economic growth by promoting the need for innovation; hence an inverse U relationship. His explanation is that there are two effects (the positive resource allocation effect and the negative profit incentive effect) which imply that the relationship between product market competition and aggregate productivity growth might be inverse U-shaped. For low initial levels of competition, more competition is beneficial to growth since it allows a substantial better use of resources, without hampering that much innovation incentives (the resource allocation effect outweighs the profit incentive effect and the correlation between competition and growth is positive). On the other hand, when product market competition is sufficiently tough, more competition reduces drastically technological progress, improving only marginally the allocation of resources across economic activities (the profit incentive effect prevails over the resource allocation effect and the correlation between competition and growth is negative). There is therefore an optimal amount of competition for promoting economic growth, and competition in excess of this would have negative effects on growth.

The testing of whether economy-wide antitrust policy or measures of concentration are significantly and robustly correlated with higher rates of per capita economic growth was done by Dutz and Hayri (2001). They used data from over one hundred countries during 1986-1995. Effectiveness of antitrust policy was measured by answers to a large survey of top executives in 53 countries posing questions about anti-monopoly policy in their country, as well as a measure of mobility of the largest firms. They found that measures of effective antitrust policy are positively associated with residual growth (that is, growth that is not explained by variables for which there is some consensus that they lead to higher economic growth - trade openness, human capital, and investment in physical capital). Additional sensitivity analysis indicates that effective antitrust policy has an impact distinct from that of trade openness. In a previous study using the same data set Dutz and Hayri (2000), had also established that there is a strong correlation between the effectiveness of competition policy and growth. The analysis suggests that the effect of competition on growth goes beyond that of trade liberalisation to institutional quality and a generally favourable policy environment.
Yun (2004) investigated whether or not competition has contributed to productivity gains in Korea by focusing on the impact of product market competition on productivity using firm data. The study uses four proxies to represent competition (or lack of it) - the number of firms, firms market share, industry concentration (CR3) and rent. The study is based on an unbalanced panel data set of manufacturing firms for the period 1990-2002, with labour productivity being used as the dependent variable. The results show that changes in the number of firms is an important source of competition and productivity growth while a high number of firms in the market itself is not conducive to productivity growth. Increased monopoly rent may boost productivity growth in the short run but hinder economic development in the long run. The conclusion reached was that competition policy should not narrowly focus on curbing market dominance of firms already in the market but rather employ a broad approach that keeps entry and exit barriers low. 

The influence of competition policy on firm level performance was also tested by Kahyarara (2004). The study sought to establish the extent to which firm-level performance, measured by investment, productivity and exports, is influenced by government measures aiming to stimulate competition (competition policy) and protect consumers against monopoly in Tanzania. He assesses the effect of control of dominant firms through institutions, the effects of mergers to prevent industries becoming monopolized and the effect of control of anti-competitive behaviour. The study analyses the role of competition policy in influencing productivity, investment and export performance of Tanzania manufacturing enterprises. The results indicate a positive relationship between competition policy and productivity, investment and exports. It was also established that for the productivity effect of competition policy, the results are influenced by firm-specific attributes, suggesting that the positive relationship between competition policy and firm productivity is highly dependent on firm specific characteristics. The competition policy variable used was a dummy variable taking the value of 0 before the introduction of competition law and 1 after the introduction.
There are a lot more studies that can be dug out from the literature shelves, but the findings are more or less similar to those described above. The implication then is that some evidence exists on the ground to suggest that competition policy and law will have a role to play in determining enterprise performance, and hence economic development. 
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Equilibrium in the market occurs at E, where the aggregate supply and demand curves intersect





Figure 1: Consumer, producer and Total Surplus
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Figure 2: Shift of marginal cost curve results in more output over time
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� These issues are only being mentioned in passing here, but it might help to refer to some basic economics textbooks such as Economics (17th Edition) by PA Samuelson and W Nordhaus and Intermediate Microeconomics by HR Varian (any edition), for more on consumer and producer surplus.


� Pareto efficiency, X-efficiency, Kaldor-Hicks efficiency, and distributive efficiency etc are also other possible classification which can be discussed. However, these two would be sufficient for the purpose of the module.


� If demand is inelastic, then the monopolist would not have any incentive to limit output and competition would not result in more production.


� This argument can be traced to the work of Austrian economist Joseph Schumpeter (1883-1950), who believed in the importance of profits as a source of innovation such that monopolists or incumbent firms would produce better products on better terms for consumers than under competition.
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