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Abstract

Under good faith competition, companies pursue sustainable competitive advantages,
which can be defined as value-creating strategies that competitors cannot replicate. To
develop and maintain those advantages over time, firms have to invest in tangible and
intangible resources to stimulate innovation which is the key pillar for economic growth,
employment, and welfare enhancement. We argue that a good faith competition market is
a natural mechanism to incentivize firms to make sustainability more than just a buzzword,
but rather to move sustainability from awareness to effective actions, thereby promoting
sustainable economic growth.
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Good Faith Competition as a Natural Mechanism for Sustainable
Economic Growth

I. Introduction

Microeconomic theory defines the market as perfect competition when firms provide goods
at a price that equals their marginal cost. Some common characteristics of a perfectly
competitive market include homogenous products, all buyers and sellers as price takers,
there iscomplete information, and no entry and exit barriers. Under the assumption of prices
equal marginal costs, firms would have no or little incentive to innovate.

It is reasonable to expect that most industries are characterized by some degree of
heterogeneity and product differentiation. In this situation, the competition encourages
profit-maximizing firms to innovate to achieve abnormal returns.

Rooted in management literature known as the resource-based view of the firm, Barney
(1991) argues that sustainable competitive advantage derives from the resources and
capabilities a firm controls that are valuable, rare, imperfectly imitable, and not substitutable.
It is arguable that the firm's sustainable competitive advantage should be connected with
the environment where the firm operates. Good faith competition incentivizes firms to build
sustainable competitive advantages through R&D investments, product differentiation,
advertising, and capital- and cost-efficiencies. Firms need to invest in tangible and
intangible resources to create competitive advantages and generate abnormal returns
(returns on equity higher than the cost of equity). Firms also need to continue investing in
maintaining those advantages over time to create long-term value.

Kline and Rosenberg (2010) define the process of innovation as a series of changes that affect
not only hardware but also production, markets, and organizations. In fair competition
markets, a firm's search for creating competitive advantages provides a continuous
investment process and stimulates innovation, providing economic growth, employment,
and welfare enhancement (Baumol and Strom 2007, OECD 2007, Daniels 1996).

Sustainable economic growth has important implications for society. In the long run,
economic growth is mainly explained by technological progress. Sustained economic
growth has an amplified effect on per capita income, and it is an effective mechanism to
reduce poverty rates (Barro and Sala-i-Martin 2004, Sala-i-Martin 2006, Dollar et al. 2013).
United Nations' 2030 Agenda for Sustainable Development' includes eradicating poverty as
an indispensable requirement for sustainable development. In fair markets, firms
competing for competitive advantages take a crucial role, bringing the power of innovation
that generates economic growth, resulting in an improved standard of living for the wider

tWhile eradicating poverty is a central goal, the Agenda pursues sustainable development in three dimensions —
economic, environmental, and social. The United Nations (UN) has defined 17 goals (SDGs) and 231 unique indicators
to evaluate the critical advances for humanity and the planet. There is no simple recipe to balance the interrelated
dimensions of sustainable development.



society. However, some firms may have incentives to collude to obtain extra-profits, harming
consumers and, at the same time, negatively affecting the power of innovation. Regulators
have to ensure the fair functioning of markets.

IL. Advantages of good faith competition

The positive effect on society of firms' rivalry is based on three central ideas. The first one is
that firms pursue a profit maximization strategy and expect to achieve abnormal returns.
The second one is that industries have some degree of heterogeneity and product
differentiation. Lastly, firmms compete in fair markets. In this scenario, firms pursuing
abnormal returns will make investments in order to develop competitive advantages.
Investment in R&D is one of the most important activities driving competitive advantage,
and firms in competitive industries enter into innovation races to differentiate their
products. Innovation affects long-term economic growth through technological progress.
The European Central Bank supports innovation as an essential driver of economic progress
that benefits consumers, businesses, and the economy as a whole.

Fair market competition is one of the pillars for obtaining positive effects from rivalry.
National and supranational organizations acknowledge the benefits of good faith
competition. The Autorité de la concurrence, the competition regulator in France, argues
that competition forces companies to be innovative and to stimulate growth and jobs. The
European Union states that having firms competing fairly in the market benefits society.
Consumers receive higher quality products at better prices, and competition incentivizes
firms to innovate to differentiate their products and make firms more competitive in global
markets.

In fair markets, the search for competitive advantages stimulates innovation and
strengthens long-term economic growth. The Presidency Report to the Council of the EU
(September 20, 2019) on developing long-term strategies of sustainable growth identifies
Research and Innovation (R&l) as a critical driver in response to the main challenges of the
European economic growth model. Economic growth does not need to be explosive but
recurrent over the long term. An example of the positive effects of long-termm economic
growth on income per capita is the U.S. economy. The US GPD per capita grew at a yearly
rate of 1.8% between 1870 and 2000, resulting in an increase of 10 times, from $3,340 to
$33,330 measured in 1996 dollars. However, reducing the yearly growth rate to 0.8%, the per
capita rent in 2000 would have been $9,450, only 2.8 times the value of 1870, and the U.S.
would be ranked in 45™ position instead of 2"¥ out of 150 countries (Barro and Sala i Martin
2004).

Arguably, designing good faith competition markets is a natural mechanism to promote
sustainable economic growth. Fair competition stimulates innovation, which is the main
contributor to sustainable economic well-being.

III. Market failures and the need for regulation to avoid firms'

misconduct

Collusion is a market failure that occurs when firms in a market coordinate, restricting
competition and negatively affecting prices, outputs, and innovation. Public institutions are
making a great effort in detecting firms' collusion practices that harm competition.
Research on cartel overcharge shows a significant increase in price attributable to collusion
(Connor 2010; Smuda 2014; Boyer and Kotchoni 2015). Among other adverse effects, collusion



may provoke an extraction of consumers' welfare in favor of the cartel firms, reducing firms'
incentives to invest in innovation.

It is important to contextualize the relevance of collusion agreements. Private International
Cartels (PIC) database, developed by Professor John M. Connor, contains detailed
information for price-fixing cartels detected between 1990 and 2017. Relative to the GDP,
cartels operating in Europe are triple those operating in North America, while the affected
sales' size is equal between both markets, with affected sales' totaling about $900 billion, of
which global cartels account for 37%.

One clear example of market manipulation is the truck cartel. In July 2016, the European
Commission ("E.C.") imposed a record fine of €3 billion to MAN, Volvo/Renault, Daimler,
Iveco, and DAF for continuing collusion in the medium and heavy truck market. Over 14
years, the firms colluded on pricing, the introduction of new emission technologies, and
passing on compliance costs with stricter emission rules. Scania was part of the cartel
practices but did not accept the fine and initiated a separate legal proceeding to defend
itself from the accusations. Scania was eventually declared guilty by the E.C. and received a
fine of €880mM2.

One essential piece to improving good faith competition is an efficient competition law that
avoids firms' misconduct. Antitrust is considered as one of the most important public
policies that has aimed at protecting a public good as well as protecting consumers from
predatory business practices: good faith competition. There are substitute arguments on
the necessity of governments' intervention. The theory of "public interest" is based on the
assumption that government can solve inefficiencies caused by monopolistic conduct and
externalities through intervention. The second stream of thought states that competition
and private enforcement mitigate market failures within strong legal systems and well-
functioning courts (Coase 1960). Shleifer (2005) highlights that the enforcement
environment determines the optimal intervention system (public regulation or court-based
system).

In antitrust cases, victims can initiate an action from scratch (stand-alone) or after the
competition body adopts an infringement decision (follow-on). Claimants initiating a stand-
alone action have to prove the infringement, while in follow-on actions, the claimants benefit
from the antitrust resolutions. Stand-alone damage actions have high barriers for victims
due to the difficulties obtaining evidence of the infringement conduct. These actions are
highly costly and risky. Therefore, it may not achieve the deterrence function for colluding
firms.

Private enforcement is the necessary complement for public enforcement to have efficient
competition law. However, a study commissioned by the EU in 2004 identified actions for
damages against antitrust infringement were totally undeveloped. In 2014, the EU adopted
antitrust actions for damages to eliminate obstacles to compensation for antitrust victims
and better define the relationship between public and private enforcement. The Directive
2014/104/EU facilitates private enforcement through follow-on actions for damages on
European Commission or national competition bodies' resolutions.

Among other changes, the Directive establishes that the competition regulators' final
decision is binding before courts. It also states that there is a presumption that cartels cause

2 Scania has appealed against the E.C's decision at the EU’s General Court.



harm?, and cartel victims have to prove in national courts the amount of loss they suffered
from an infringement. The Directive establishes a time-barred period of five years to bring
cases to courts since the infringement has ceased, so victims will have had sufficient time to
bring an action. Before the Directive enaction, limitation periods differed considerably
among member states, and the starting period cannot be precisely identified.

While this new regulation facilitates victims' actions and incentivizes private enforcement, it
is still complex in time and cost. The main difficulties that claimants face are related to
proving and quantifying this misconduct's effects on their specific situation. The
guantification of the economic effects usually requires a large sample of data and a high
level of expertise to deal with it properly. It is difficult to prove the economic effects of the
misconduct with single-case data.

The limitations associated with single enforcements have generated an opportunity for
funds who are willing to invest in damage claims. Currently, litigation funds provide
complete financing for the process under a profit-sharing structure, and even some
investors are directly acquiring such claims®*.

In December 2020, the European Union adopted the Directive 2020/1828 on representative
actions to protect consumers' collective interests. It is one additional step in the regulation
process to protect consumers' interests against infringement actions.

The new regulation, jointly with the interest of funds to support these claims, enhances
private enforcement in Europe, and it is an important element in promoting the good faith
competition disincentivizing firms to collude.

IV. Conclusion

Within perfect competition, profits are zero at the maximum, and firms have little or no
incentives to innovate because they cannot create sustainable competitive advantages.
However, most industries have some degree of heterogeneity and differentiation. In
product-differentiation markets and under good faith competition, profit-maximization
firms have incentives to obtain abnormal returns through value-creating strategies that
competitors cannot replicate. This search for competitive advantage creates a virtuous cycle
of innovation, which is the pillar for economic growth, employment, and welfare
enhancement.

Poverty reduction is one of the main goals of governments and multilateral organizations.
Sustained economic growth is a powerful mechanism to reduce poverty providing new
employment opportunities and making education more accessible to the wider population.
It also incentivizes entrepreneurship. All these factors improve competitiveness, which
results in more economic growth.

Markets have to operate in good faith to achieve the advantages of innovation.
Governments have to ensure the fair-functioning of the markets. However, firms may try to
extract consumers' welfare through anti-competitive agreements. Cartels are situations in

3 Defendants can argue that in their specific cartel, their antitrust actions did not cause harm.

4 Therium Capital, Burford Capital, Omni Bridgeway, and Harbour are examples of actors which are active in
funding claims in the European market. There are also investors acquiring claims : Transatlatlantis is an entity
created by two asset managers to acquire damage claims resulting from the truck cartel to pursue the truck cartel
litigation.



which firms decide to cooperate and not compete, thereby injuring customers by rising
prices, restricting production, or reducing their investments in R&D. These anti-competitive
agreements reduce innovation and negatively affect economic growth.

Competition law plays an essential role in disincentivizing firms to collude. The interaction
of antitrust regulation and private enforcement is a powerful instrument in deterring future
antitrust violations and supporting good faith competition.

Sustainable growth is one dimension of sustainable development. The evaluation of
sustainable development requires the inclusion of other relevant factors in the equation,
such as reducing carbon emissions and global warming, reducing « with-in» countries'
inequality, and ensuring equal opportunities for all.

There is an open discussion on the correct balance between the three dimensions of
sustainable development- economic, environmental, and social. One example of the
adequacy of the sustainability indicators is the recent research developed by Einsenmenger
et al. (2020) that criticizes the overweight of economic growth versus ecological integrity in
the SDGs of the U.N.'s 2030 Agenda for Sustainable Development. Some economic models
offer a new approach for including sustainability factors in the equation. The so-called
Doughnut Economy (Raworth 2017) includes planetary and social as upper and lower
boundaries for economic growth. The planetary boundaries assure that economic growth
does not put too much pressure on the planet's health and includes, among other concepts,
climate change, ocean acidification, and the loss of biological diversity. The social
boundaries include life's essentials, from food to healthcare and education. Lastly, there is a
sweet spot area for economic growth within those two boundaries, environmentally friendly
and socially.

In sum, there are multiple potential trade-offs between economic growth and social and
environmental impacts, and each generation will have to decide what is the right balance.
But whatever the chosen balance is, we argue that good faith competition is stilla minimum
requirement to promote long-term sustainable growth that helps reduce poverty and
improve people's standard of living and well-being around the world.
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