Trade is Good for Competition, but Competition is Great for Trade
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I.

Introduction

It may seem obvious that good trade policy can promote competition. That is, by
opening up a domestic economy to increased trade, additional competitive pressures may
be placed on domestic producers, thereby decreasing domestic market power and
improving industry performance in the form of lower prices, production that is more
efficient and more innovation.
On the other hand, although it may appear less obvious, good competition policy can be a
means for fostering good trade policies. A competitive domestic economy, as enhanced
by appropriate competition policies, can be a good defense against protectionist
sentiments. In other words, robust competition enhances domestic prosperity and
international competitiveness, which are conducive to political conditions supportive (or
at least less obstructive) of freer trade. Indeed, this note argues that the benefits of good
trade policy for good competition policy may be overemphasized, while the benefits of
good competition policy for good trade policy may not be fully appreciated.
II.

International Trade and Domestic Competitive Performance

Trade economists often note that one of the major benefits of a more open economy is
increased competition for a domestic market. For example, Douglas Irwin states:
“There is much better, indeed overwhelming, evidence that free trade
improves economic performance by increasing competition in the
domestic market. This competition diminishes the market power of
domestic firms and leads to a more efficient outcome…Firms with market
power tend to restrict output and raise prices, thereby harming consumers
while increasing their own profits. With international competition, firms
cannot get away with such conduct and are forced to behave more
competitively.”1
Such a claim seems rather strong in light of much of the industrial organization literature
and recent antitrust enforcement experience where three or four significant competitors
are commonly found to be sufficient to ensure a workably competitive outcome. For
example, consider the work of Bresnahan and Reiss (BR).2 BR studied how the average
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quantity sold per firm varies as the number of firms in a market changes and draw
inferences from this regarding the competitiveness of a market.
Assume only one firm serves a town and the population of this town is 3,000. It may
appear that in order to support two firms, a town would need a population of 6,000.
However, if the first firm is charging monopoly prices, it may take more than an increase
in population of 3,000 to support a second firm. This is because the entrant may have
less power to set price and thus needs more sales to cover its fixed costs. Thus, BR
argue, if one observes that the average quantity sold per firm does not significantly
change as the number of firms in a town increases, then pre-entry pricing is at
competitive levels since entrants do not appear to be affecting strategic behavior. BR
study five industries (druggists, tire dealers, doctors, dentists, and plumbers) in a set of
small towns and find that generally price is at competitive levels whenever there are three
or more significant rivals within a particular town.
Modern antitrust enforcement would appear to be roughly commensurate with such
findings. For example, the staff of the U.S. Federal Trade Commission was able to
identify the number of significant competitors in 898 markets involved in horizontal
mergers in which enforcement actions were taken between 1996 and 2011.3 Of these,
802 (89 percent) would have reduced the number of significant competitors to three or
less. The recent increases in the levels of concentration required before competitive
concerns arise in the U.S. Department of Justice and Federal Trade Commission Merger
Guidelines4 also appear to roughly correspond with such findings.
Thus, other than in highly concentrated industries, where adding a third or fourth
significant competitor in the form of “international trade,” would it generally appear
likely that trade would lead to a significant improvement in performance resulting from
increased competition.5 For industries that already have at least three or four significant
competitors, based on findings like those of BR, international trade should not have a
substantial impact on market performance. What is the source of this apparent
contradiction between the findings of trade and industrial organization economists?
One answer may be methodological. Largely, the trade result appears to rely on
regressions of price-cost margins on proxies for import competition or trade protection,
usually looking cross-sectionally across industries at a point in time.6 Students of
industrial organization because of various methodological issues have long questioned
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such an approach.7 For example, actually measuring marginal costs in order to obtain
price-cost margins is difficult and mismeasurement can seriously bias results.8
Another possible source of the contradiction is context. Thus, much of the trade literature
focuses on less developed economies while the industrial organization literature tends to
focus on more developed ones. Consequently, what the trade literature largely may be
observing may not be a strict “numbers” effect in the sense that an increased number of
competitors makes coordination or other anticompetitive effects less likely. Instead, what
international trade may really be doing in the context of less developed economies is
upsetting some kind of domestic “cronyism” or corruption. Thus, rather than challenging
competition-softening practices among firms or tacit collusion, government officials may
turn a blind eye or even facilitate such practices, particularly if some set of business
owners has particularly close ties to the government. The more anonymous entry in the
form of international trade may have a greater destabilizing effect on such arrangements
than domestic entry, which may merely involve entry by another member of the “club.”
This suggests that while an international trade policy that is more open to increased trade
may be a complement to domestic competition policy, the degree to which that is the case
may be situation specific. This is not to say that increased trade cannot be beneficial in
developed economies, only that its impact is likely to be limited to more concentrated
industries. Thus, while international trade can make a difference in the performance of
some industries, generic claims about the impact of international trade on overall market
performance should be made carefully.
As noted above, industrial organization scholars have generally moved away from broad
cross-sectional studies in terms of considering the relationship between market
performance and concentration. One alternative approach is the case study method.
Thus, a number of studies have recently used case studies of mergers to elucidate the
relationship between concentration and profit. Many of these studies use a difference-indifferences approach, which is generally held to be less fraught with methodological
issues relative to pure cross sectional or time-series approaches. 9 This case study
approach might also help further elucidate the relationship between trade and market
performance, perhaps by focusing on a single market where there has been a significant
change in trade policy.
III.

The Benefits of Good Competition Policy for Good Trade Policy

Overall prosperity may contribute to a political climate that is more hospitable to free
trade. As noted by trade theorist Jagdish Bhagwati:
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“[t]he pace at which trade liberalization takes place is likely
to be higher the greater the economic prosperity and state
of overall employment when liberalization is attempted.
Trade liberalization therefore has traditionally proceeded
faster in times of prosperity than in time of distress.”10
For example, if workers displaced by imports can more easily find jobs, there is less
likely to be strong mobilization by this segment against free trade. Indeed, the SmootHawley tariffs provide well-known evidence for the proposition that bad times are more
likely to generate protectionist policies.
Clearly, both competition policy and trade policy contribute to prosperity. Freer trade
accomplishes this through a number of factors, including allowing countries to benefit
from their comparative advantages, allowing for greater scale economies by expanding
the extent of the market, increasing the amount of choice and increasing productivity.
Although increased productivity may result because of increased competition, it also
occurs because trade enhances the diffusion of new technologies.
Competition also drives prosperity. For example, in 2004, McKinsey Global Institute
completed a 12-year study of 13 developing countries to find out what makes some
countries rich and others poor and found that productivity was the most important
factor.11 What drives productivity? The study examined labor, capital formation,
corporate governance, education, competition, etc. and found the most important factor
was competition.
In addition to prosperity, it can be argued that international competitiveness can
contribute to a political atmosphere more conducive to open trade policies. When
countries see their domestic producers as unable to compete on a level playing field with
others, this often leads to protectionism. Good competition policy can be a key factor in
fostering international competitiveness.
As noted by Michael Porter:
“Few roles of government are more important to the
upgrading of an economy than ensuring vigorous domestic
rivalry. Rivalry at home is not only uniquely important to
fostering innovation, but benefits the national industry.
Firms that do not have to compete at home rarely succeed
abroad.”12
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For example, Porter considered the Japanese market. He found that Japanese industries
with strong domestic competition were also its most successful “world-beating”
industries. Examples include cars, motorcycles, cameras, video recorders, and musical
instruments. Japanese industries with weak domestic competition had little or no
international success. Examples include construction, commodity chemicals, and
paper.13
Increased domestic competition leads to increased international competitiveness through
a variety of mechanisms. Thus, increased competition leads to increased productivity.
This in turn leads to cheaper goods, increasing international competitiveness. Further,
increased competition spurs innovation. Innovation leads to either higher quality goods
or completely new goods (or both), which also leads to increased international
competitiveness.
Good competition policy can also enhance trade by helping to ensure foreign entities are
able to compete on a level playing field for domestic customers. Thus, if foreign
producers feel they do not have fair access to a domestic market, this can lead these firms
(and other sympathetic entities) to create pressures to retaliate by having their domestic
markets closed to sales and investment. Consequently, enforcement of various exclusive
vertical practices, such as exclusive dealing or conditional rebates, which may be used by
dominant firms to exclude competition, whether it be foreign or domestic, should keep
this in mind. Thus, proper attention to such practices may not only enhance domestic
competition, but may create more harmonious trade relations as well.
Further, authorities should continue to be vigilant when dominant firms attempt to use
trade policies to buttress market power. Indeed, there is evidence that antidumping
legislation has been used to enforce cartels. For example, in 1989 U.S. producers of
ferroslicon formed a cartel and reduced output. The lower output was used to prove
injury and justify the imposition of antidumping duties against five foreign competitors.
When Brazil started exporting ferrosilicon in place of the others, their producers were
invited to join the U.S. cartel. When they refused, they were also hit with an antidumping
case.14 Again, not only is such behavior potentially harmful to domestic competition, it
also increases the risks of retaliatory trade actions.
Perhaps somewhat paradoxically, increased competition can increase international
competitiveness by increasing expenditures on imports as well. Many trade theorists
have noted that increased imports actually lead to increased exports. Thus, consider the
following sequence. Increased competition leads to goods and services being available to
consumers at lower prices. These lower prices mean that consumers have more income
available to spend on other goods and services, which creates demand in other sectors,
including import sectors. In order to purchase more goods from foreign countries,
domestic consumers will have to purchase the foreign currency. In response to the
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increased demand for the foreign currency, the relative value of the domestic currency
will fall. This will dampen the domestic demand for the foreign good, but increase the
foreign demand for domestic goods, thereby increasing exports. That higher imports are
correlated with higher imports is a regularly observed trade phenomenon.15
Increased exports can also lead to increased diversification in the nature of exports, which
can also lessen resistance to freer trade. Thus, as a nation becomes more competitive
internationally, it does not simply mean more trade in the same goods, but trade also
tends to expand more rapidly in goods not previously traded or only traded at low levels.
Such export diversification can lessen the harmful consequences of export price shocks as
a lower percentage of workers may be in industries that are harmed by the shock also
weakening forces resistant to international trade.
IV.

Conclusion

In sum, proponents of freer trade should be cautious in using arguments regarding
increased domestic competition to buttress their case, particularly in more developed
economies. Similarly, antitrust practitioners should be cautious in applying the findings
of the trade literature in defending specific practices or transactions. This is not to say
that in cases of concentrated industries that increased international trade cannot promote
better market performance, only that such arguments should be applied expeditiously and
without a broad stroke.
On the other hand, the benefits of good competition policy for good trade policy may be
underappreciated. Good competition policy, by promoting a robust domestic economy
helps create conditions that are conducive to good trade policy. Thus, robust competition
enhances domestic prosperity and international competitiveness, which are conducive to
political conditions supportive (or at least less obstructive) of freer trade. Further, good
competition policies can lead to harmonious trade relations and help create exchange rate
conditions conducive to increased trade. When shaping competition policies,
policymakers would be prudent to consider these additional effects.
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