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COMPETITION, WELFARE, AND COMPETITION POLICY

KOTARO SUZUMURA
Hitotsubashi University & Fair Trade Commission of Japan

1. 'Introduction

The antimonopoly law and competition policy in Japan are currently under careful
public serutiny, and some parts of the law, as well as the procedures for its imple-
mentation, are in the process of careful redesign and deliberate social choice. As an
economist in charge of the Competition Policy Research Center within the Fair Trade
Commission of Japan, I would like to engage in the Confucian exercise of learning a,
lesson from the past in the controversial arena of welfare and competition in order to
orient our future research on the theory of competition policy. In view of the rapid and
drastic changes which are recently taking place in the global arena of competition, as
well as the unprecedented progress in information technology which seems to be ex-
erting a strong influence on the types and extents of sustainable.competition, another
maxim, to the effect that you can’ put new wine in old bottles, may appear to be
more appealing than the ancient Confucian maxim. Whether or not the accumulated
wisdom in the past on, welfare and competition may still be able to generate new
revelation, or they cannot but fade out in the face of dazzlingly novel realities, can
be determined only by the end of the day.

It was Harold Demsetz who began his lectures on economic, legal, and political
dimensions of competition with the following thoughtful remark: “Competition oc-

economists complete a major work without referring to competition, and the classical
economists found in competition a source of regularity and scientific propositions”
(Demsetz, 1982, p. 1). Not many economists would dare to disagree with Demsetz on
the central place he assigned to competition, yet there may remain a broad spectrum
of disagreements among economists and, a fortior, the public at large concerning the
precise meaning of competition, the exact role competition plays as a decentralized
resource allocation mechanism, and the social values attainable through the uncon-
strained working of competition. At one polar extreme of this broad spectrum lies the
first conventional belief on the relationship between welfare and competition, which
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originates in Adam Smith’s invisible hand thesis. It is held by many, if not all, orthodox
economists. At the other polar extreme of the spectrum lies the second conventional
belief, which is widely held among the public in general, and the government officials in
charge of industrial policies in particular. It regards competition as a kind of necessary
evil to be kept under deliberate public control for it to be at all socially useful. Let us
begin our discourse with these two conventional beliefs on welfare and competition.

2. Conventional Belief among Economists: Invisible Hand Thesis

It was Adam Smith who praised the role of competition in Book 1, Chapter 2 of
The Wealth of Nations by saying that producers as well as consumers, pursuing their
own private incentives, are guided, as if by an invisible hand, to accomplish what is
socially desirable in terms of the common good. Most, if not all, orthodox economists
accepted Smith’s invisible hand thesis, and applauded competition as a decentralized
mechanism for socially good allocation of resources. For modern economists in the late
20th century, however, Smith’s invisible hand thesis seemed to be too mythical to be
left unvindicated. Thus, a modern vindication of Smith’s invisible hand thesis was
" established in the mathematically sophisticated form of the fundamental theorems
of welfare economics: with perfectly competitive and universal markets and provided
that some environmental conditions including the non-existence of externalities, in-
creasing returns, and public goods are satisfied, those resource allocations attainable
at competitive equilibria are Pareto efficient, whereas any Pareto eflicient resource
allocation can be attained through the appropriate redistribution of initial resources
and the use of perfectly competitive market mechanism.

A strong criticism against this interpretation of Smith’s invisible hand thesis was
raised by the Austrian school of economics, however, which is forcefully put forward
by Friedrich von Hayek (1948, p. 92) as follows:

It appears to be generally held that the so-called theory of “perfect competition” provides the
appropriate model for judging the effectiveness of competition in real life and that, to the extent
that real cornpetition differs from that model, it is undesirable and even harmful.

- For this attitude there seems to me to exist very little justification. ... [Wlhat the theory of
perfect competition discusses has little claim to be called “competition” at all and that its
conclusions are of little use as guides to policy. The reason for this seems to me to be that this
theory throughout assumes that state of affairs already to exist which, according to the truer
view of the older theory, the process of competition tends to bring about (or to approximate)
and that, if the state of affairs assumed by the theory of perfect competition ever existed, it
would not only deprive of their scope all the activities which the verb “to compete” descnbes
but would make them virtually impossible.

It is against this background that the following restatement of the conventional
belief among orthodox economists on the welfare effect of increasing competition due
to William Baumol (1982, p. 2), one of the creators of the theory of contestable
markets, is of particular relevance:

" [T]he standard analysis [of indusirial organization] leaves us with the impression that there is
& rough continuum, in terms of desirability of industry performance, ranging from unregulated
pure monopoly as the pessimal [sic] arrangement to perfect competition as the ideal, with relative
efficiency in resource allocation increasing monotonically as the number of firms expands.



COMPETITION, WELFARE, AND COMPETITION POLICY 3

This restatement of the first conventional belief can be theoretically tested in
terms of a standard model of oligopolistic competition, which will enable us to check
the sustainability of this conventional belief widely held among orthodox economists.
Before actually engaging in such an exercise, however, let us turn to the second and
opposite conventional belief which is widely held by the public in general, and the
government officials in charge of industrial policies in particular.

3. Conventional Belief among the Public in General: Necessary Evil

"The enthusiasm among orthodox economists in support of the invisible hand thesis, or

-its modern vindication in the form of the fundamental theorems of welfare economics,
does not seem to be widely shared by the public in general. This disconsent seems to re-
flect itself in such expressions as “excessive competition” or “destructive competition.”
"This expression sounds almost like a self-contradiction in terms to those who hold the
first conventional belief. Nevertheless, it has been extensively used throughout Japan’s
modern economic history. Indeed, there is the second conventional belief, according
to which a Confucian maxim to the effect that “to go beyond is as wrong as to fall
short” applies above all to the use and value of competition as a resource allocation
mechanism. An interesting testimony to the ubiquity of this belief is provided by
Yukichi Fukuzawa, one of the most important and influential intellectuals at the
dawn of modern Japan. He wrote vividly in his autobiography of his experience with
an official in the Tokugawa Government before the Meiji Restoration of 1868 in these
terms (Fukuzawa, 1899/1960, p. 190): '

I was reading Chambers's book on economics. When I spoke of the book to a certain high official
in the treasury bureau one day, he became much interested and wanted me to show him the
translation. ...I began translating it ...when I came upon the word “competition” for which
there was no equivalent in Japanese, and I was obliged to use an invention of my own, kyoso,
literally, “race-fight.” : _ ‘ :

When the official saw my tramnslation, he appeared much impressed. Then he said suddenly, “Here
is the word, ‘fight.” What does it mean? It is such an unpeaceful word.”

“That is nothing new,” I replied. “That is exactly what all Japanese merchants are doing. For
instance, if one merchant begins to sell things cheap, his nejghbor will try to sell them even
cheaper. Or if one merchant improves his merchandise to attract more buyers, another will try
to take the trade from him by offering goods of still better quality. Thus all merchants ‘race and
fight’ and this is the way money values are fixed. This process is termed kyoso in the science of
economics.” '

“I understand. But don’t you think there is too much effort in Western affairs?”

“It isn’t too much effort. It is the fundamentals of the world of commerce.”

“Yes, perhaps,” went on the official. “I understand the idea, but that word, ‘fight’ is not conducive

$o peace. I could not take the paper with that word to the chancelior.” :
It is obvious that the government official could understand the, instrumental value of
competition at least to some extent, but he could not dare to confer the sacred status
of the economic principle for managing a nation to the unpeaceful idea of competition.

The second conventional belief on the use and value of competition as a resource
allocation mechanism persisted ever since. Indeed, there are numerous instances in
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which references were made to such expression as excessive competition or destructive
competition in the public writings on the management of J apan’s market economy.
Suffice it to quote just one example. During the rapid growth period of the 1960s,
one of the major concerns of MITI (the Ministry of International Trade and Indus-
try) was the avoidance of “excessive competition in investment” in some class of
manufacturing industries. It was alleged that excessive competition in investment
tends to develop in industries characterized by heavy overhead capital, homogeneous
products, and oligopoly, typical examples thereof being iron and steel, petroleum
refining, petrochemicals, certain other chemicals, cement, paper and pulp, and sugar
refining.

It may deserve recollection that the dictionary meanings of “excessive,” viz.,
“extreme,” “unreasonable,” and “too much,” connote in common “overshooting one
or the other ‘optimal’ or ‘reasonable’ standard.” Thus, the logical coherence of the
second conventional belief can be properly examined only if we specify “one or the
other ‘optimal’ or ‘reasonable’ standard.” Before doing this logical exercise in the next
section, however, it may not be out of place to cite a thoughtful observation made by
Ryutaro Komiya (1975, p. 214) on the “excessive competition in investment” in the
1960s.

The “excessive competition in investment” in an industry appears to me to depend on the
following three factors: (i) the products of the industry are homogeneous, not differentiated;
(il) the size of productive capacity can be expressed readily by a single index such as monthily
output in standard tons, daily refining capacity in barrels, number of spindles, etc; and (iii) such
an index of productive capacity is used by the supervising genkyoky [viz: the government office
having the primary responsibility for the industry in question] or by the industry association for
administrative or allocative purposes. If, for example, import quotas for crude oil are allocated
on the basis of refining eapacity at a certain time, this encourages oil companies to expand their
refining capacity beyond the limit justified by market conditions, in the hope of gaining both
market shares and profits. That productive capacity has actually been used or referred to for
administrative or allocative purposes in direct controls, administrative guidance, or cartelization,
and the companies rightly or wrongly expect this to be repeated in the future, seems to be
the real cause of the “excessive competition in investment.” In industries where products are
differentiated or made to order, so that marketing efforts are the determining factor in gaining
market shares, or where it is difficult to express the size of productive capacity because of a wide
variety of products (e.g., pharmaceuticals, machine tools), excessive investment has rarely been
observed. ‘

Thus, in Komiya’s perception, the “excessive competition in investment,” which is
often cited as a reason why competition must be harnessed by deliberate public
control, is in fact what triggered the “excessive competition in investment.” Whether
or not this paradoxical explanation can also apply to other instances of excessive
competition should be carefully checked, but Komiya’s observation seems to be rather
widely supported by those who studied the Japanese experiences in the 1960s.

4. Competition and Welfare: Can Competition Ever be Excessive?

The first conventional belief on welfare and competition, which may be crystallized
into “a widespread belief that increasing competition will increase welfare” (Stiglitz,
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1981, p. 184), goes squarely counter to the second conventional belief, according to
which competition may turn out to be socially excessive and/or destructive. A natural
question, then, suggests itself. Can competition ever be excessive in a wide class of
economies? Paying due attention to Komiya’s empirical observation to the effect that
the “excessive competition in investment” tends to develop in industries character-
ized by heavy overhead capital, homogeneous products, and oligopoly, consider an
oligopolistic industry in which firms produce a single homogeneous product with large
- fixed cost. Suppose that the incumbent firms are currently earning higher-than-normal
. profits in the short-run Cournot—Nash equilibrium. If the first conventional belief, to
‘the effect that “the relative efficiency in resource allocation increases monotonically
as the number of firms expands,” is indeed correct, the profit-induced new entry
of firms into this profitable industry must improve economic welfare. By carefully
examining whether or not this conjecture is valid, we can check if competition can
ever be excessive.

With this theoretical scenario in mind, consider Figure 1 which describes the long-
run Cournot—Nash equilibrium among identical firms. MM is the market demand
curve for this industry and RY RY is the residual demand curve for the individual
firm. Individual firm’s output and industry output, both in the long-run Cournot-Nash
equilibrium are denoted, respectively, by ¢V (n.) and Q™ (n.), where n. denotes the
number of firms in the long-run Cournot-Nash equilibrium. It is clear that @V (n.) =
neq” (ne). To verify these facts, we have only to notice that the marginal cost curve
crosses the marginal revenue curve, derived from the residual demand curve RN RY,
at g™ (ne) and profits at g™ (n.) are exactly zero.
~* Suppose that the number of competing firms is lowered margmally from n to n.
- Since fewer firms are now sharing the same market demand curve, the residual demand
“curve for an individual firm must shift up ro RSR?, so that the new Cournot-Nash
“equilibrium, denoted by ¢”¥(n) and Q¥ (n) := ng™¥ (n), must satisfy ¢"(n.) < ¢"V(n)
“and @V (n.) > Q¥ (n). It is clear that this decrease in the number of firms from n.
to n must exert two conflicting effects on social welfare, which is measured in terms
of the net market surplus, viz. the sum of consumer’s surplus and producer’s surplus.
The first is its effect on the allocative efficiency due to the concomitant decrease in
consumer’s surplus, which results from the increase in equilibrium price from p® (n.)
to pN(n). In Figure 1, this negative effect is measured by the area Ap™(n)p” (n.)B
The second is its effect on the production efficiency due to the further exploitation
of residual scale economies, which results from the induced increase in individual
equilibrium output from g% (n.) to ¢" (n). In Figure 1, this positive effect is measured
by the area Ap” (n)e? (n)D. The net effect on social welfare is given by the difference
between these two effects, viz., the area Cp® (n.)c" (n)D less the area ABC. Because
the latter area must be a higher order infinitesimal than the former area, the net effect
turns out to be positive, vindicating that a marginal decrease in the number of firms
increases welfare. In other words, the long-run Cournot—-Nash equilibrium number of
firms, n., is socially excessive at the margin. Although this theorem is verified in this
paper by means of a simple geometric device, a full analytical proof is available, e.g.,
in Kotaro Suzumura and Kazuharu Kiyono (1987), whereas several generalizations
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Figure 1. FExcess entry theorem at the margin.

of the excess entry theorem are presented in Masahiro Okuno-Fujiwara and Kotaro
Suzumura (1993), and Kotaro Suzumura, (1995).

Contrary to the first conventional belief ‘widely held among orthodox economists,
we have thus demonstrated that there is a clear welfare-theoretic sense in which
competition can be socially excessive. As a corollary to this proposition, we must be
ready to admit in principle that the “regulation by enlightened, but not omnipotent,
regulators could in principle achieve greater efficiency than deregulation” (Panzer,
1980, p. 313). Note, however, that this observation, which is valid in itself, does
not ofthandedly justify that the second conventional belief should be supported in
rejection of the first conventional belief. In other words, the excess entry theorem at
the margin does not necessarily provide a rationalization of the actual intervention
by the down-to-earth regulators into the industrial organization of specific sectors.
‘The reason for this verdict is worthwhile to spell out in some detail. In the first place,
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restricting competition to control excessive competition in the sense we have identified
boils down to the protection of producer’s benefits at the expense of consumer’s
benefits. Unless there is a clear social agreement that the producer’s benefits should
be given priority over the consumer’s benefits, it seems hard to justify such a lopsided
treatment between the two components of social welfare, viz., net social surplus.
Nevertheless, there is a regrettable tendency towards the implementation of producer-
oriented regulation for the reason which Vilfredo Pareto (1927, p. 379) uncovered well
ahead of his own time: “A protectionist measure provides large benefits to a small
number of people, and causes a very great number of consumers a slight loss. This
circumstance makes it easier to put a protectionist measure into practice.”

Although the argument in support of the meaningful sense in which we can talk
about the “social excessiveness of competition” is useful and revealing, we should
be carefully on guard so as not to be exploited by those who have too much vested
interest to leave matters to be determined by free and impersonal force of competition.
The following acute warning by Avinash Dixit (1984, p. 15) seems to be worthwhile
to keep always in mind:

Vested interests want protection, and relaxation of antitrust activity, for their own selfish reasons.
They will be eager to seize upon any theoretical arguments that advance such policies in the
general interest. Distortion and misuse of the arguments is likely, and may result in the emergence
of policies that cause aggregate welfare loss while providing private gains to powerful special
groups.

To conclude this section on the possible excessiveness of competition from the
welfare-theoretic viewpoint, let us remind ourselves that the validity of excess entry
theorem as well as its various variants hinge squarely on the three basic assump-
tions: single homogeneous product, large fixed cost, and oligopolistic competition.
If any one of these assumptions fails to be true, the excess entry theorem, or the
variant thereof, is easily invalidated. For example, if the industry is producing a wide
spectrum of differentiated commodities, the entry of a new firm, more often than
not, accompanies a further widening of the product spectrum, which results in the
expansion of the freedom of choice on the part of consumers. With the addition of this
new channel through which firm entry can exert influence on social welfare, the excess
entry theorem may well fail to apply to the industry in question. The important moral
is that the theoretical verdicts on the welfare effects of competition hinge squarely on
the specification of industry characteristics and types of competition, so that there
exists no uvniversally applicable conventional wisdom in this slippery arena of welfare
and competition.

Thus, the general moral of our exploration on welfare and compet1t10n seems to
be as follows. Just as “[d]emocracy is the worst form of government except all those
other forms that have been tried from time to time [Winston Churchill’s speech in
the House of Commons (November 1947)],” competition may be the worst form of
economic mechanism except all those other forms that have been tried from time to
time. We should add that the task of competition policy is precisely to make the
functioning of this imperfect mechanism better than otherwise.
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5. Consequential Value versus Procedural Value of Competition

There is one more aspect of our theoretical analysis of excessive competition which is
in fact quite insidious. As Kenneth Arrow (1987, p. 124) once observed, “le]lconomic
or any other social policy has consequences for the many and diverse individuals who
make up the society or economy. It has been taken for granted in virtually all economic
policy discussions since the time of Adam Smith, if not before, that alternative policies
should be judged on the basis of their consequences for individuals.” There is no way of
denying that almost all, if not literally all, economists are consequentialist in the sense
of Arrow, viz., they are ready to judge the goodness of economic mechanisms and Jor
economic policies on the informational basis of their consequences. As a matter of fact,
their evaluative perspective is even narrower than consequentialism as such. This is
because, more often than not, they are willing to judge the goodness of consequences of
an economic mechanism and/or economic policy vis-a-vis ahother mechanism and/or
policy exclusively in terms of the welfare which accrues to “the many and diverse
individuals who make up the society or economy.” As a matter of fact, welfarist-
consequentialism, so-called, or welfarism for short, permeates through the mainstream
of contemporary welfare economics and social chojce theory. It is clear that the excess
entry theorem in the previous section is no exception to this general observation.
Recent years have witnessed an upsurge of criticisms against welfarism by some of
the leading moral and/or political philosophers such as John Rawls (197 1) and Ronald
Dworkin (2001), as well as the leading scholar in welfare economics and social choice
theory such as Amartya Sen (1985, 1999). They commonly emphasized the importance
of non-welfaristic features of consequences, or even the non-consequentialist features,
of economic mechanisms and/or economic policies in their evaluative exercises. Those
alternative viewpoints which are emphasized along with the welfaristic viewpoint in-
clude procedural fairness, richness of opportunities, responsibility and compensation,
and liberty and rights. In our present context of welfare and competition, however,
there is even more classic criticism against welfarism than these recent criticiems by
moral and/or political philosophers and normative economists. It was in fact voiced
by one of the most celebrated neoclassical economists, viz., John Richard Hicks (1981,
pp. 137-140): _
Why is it ... that anti-monopoly legislation (and litigation) get so little help, as they evidently
do, from the textbook [economic] theory? Surely the answer is that the main issues of principle
~— security on the one hand, freedom and equity on the other, the issues that lawyers, and law-
makers, can understand — have got left right out. They cannot be adequately translated, even
into terms of surpluses. ... To put the same point another way. The liberal, or non-interference,
principles of the classical ...economics were not, in the first place, economic principles; they
were an application to economics of principles that were thought to apply over a much wider
field. ... As the nineteenth century wore on, the increasing specialization of economics led to
an increasing emphasis on the economic argument. Then it was discovered — it was rightly
discovered — that the economic case for non-interference is riddled with ‘exceptions: exceptions
which may well have become more important in fact in the course of technological progress, and
which certainly became of greater importance as the demands which were made on the economic
system, in the direction of stability as well as of growth, became more exacting. Accordingly,
since the other side of the case which had at one time been the more important side, had been
so largely forgotten, what had begun as an economic argument for non-interference became an
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economic argument for the opposite. I do not question that on its own assumptions that argument
... was very largely right.

What I do question is whether we are justified in forgetting, as completely as most of us have
done, the other side of the argument. Not that I wish to regard that ‘non-economic’ side as
overriding; all that I claim for it is a place, and a regular place. I do not suppose that if we
gave it this due attention, we should find ourselves subscribing .. .to all the liberal principles of
a century ago. ... Neither side should give way to the other; but there is no reason why there
should not be scope for marginal adjustments, in great things as well as small. ...

I have accordingly no intention, in abandoning Economic Welfarism, of falling into the ‘fiat

libertas, ruat caelum’ which some latter-day liberals seem to see as the only alternative. What

I do maintain is that the liberal goods are goods; that they are values which, however, must be

weighed up against other values.

" To illuminate the Hicksian proposal of non-welfaristic value of economic mecha-
nism and/or economic policy in concrete terms, it may be worthwhile to cite a salient
example of the non-welfaristic or procedural evaluation of the competitive resource
allocation mechanism. It was Milton Friedman (1962, p. 21) who emphasized the
intrinsic value of competitive market mechanism as follows:

No one who buys bread knows whether the wheat from which it is made was grown by a

Communist or a Republican, by a constitutionist or a Facist, or, for that matter, by a Negro or

a white. This illustrates how an impersonal market separates economic activities from political

views and protects men from being discriminated against in their economic activities for reasons

that are irrelevant to their productivity — whether these reasons are associated with their views
or their color.
To bring this important point into clearer relief, Friedman (1962, pp. 109-110) reca-
pitulated it in more general terms as follows: _ _
[A] free market separates economic efficiency from irrelevant characteristics. ...In consequence,
the producer of wheat is in a position to use resources as effectively as he can, regardless of what
the attitudes of the community may be toward the color, the religion, or other characteristics of
the people he hires. Furthermore, ...there is an economic incentive in a free market to separate
economic efficiency from other characteristics of the individual. A businessnan or an entrepreneur
who expresses preferences in his business activities that are not related to productive efficiency
is at a disadvantage compared to other individuals who do not. Such an individual is in effect
imposing higher costs on himself than are other individuals who do not have such preferences.

Hence, in a free market they will tend to drive him out.

It may deserve emphasis that Friedman’s argument in favor of competitive market
mechanism is non-welfaristic in nature, as his praise for it is based on the procedural
fairness it confers to the market participants. However, this is not to deny the fact
that his argument does not neglect consequences altogether, as he also invokes the
fact that those producers who discriminate individuals for any reason other than their
productivity would have to face dire consequences.

‘A general moral seems to be the following. In evaluating the social value of com-
petition, and in designing and implementing competition policy in search for the
better functioning of competitive market mechanism, we should pay due attention
to procedural considerations as well as to consequential considerations. People seem
prepared to accept this extended viewpoint and make regularly the following type
of reasoning. Let z and y be the consequences of economic mechanisms m! and m?,
respectively. According to Mr. A’s judgements, having = through m?! is better than
having y through m?, but Ms. B may judge otherwise. Indeed, one is making such






