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CHAPTER 3

Barriers to Entry and Productivity
Growth

By Vincent Geloso

If one seeks to improve living standards, there is no way around it: one
must seek policies that improve productivity. Faster productivity growth
means faster economic growth because productivity growth liberates
resources, time, and labour for other purposes. The unparalleled increase
in living standards since the start of the industrial revolution came from
continuous efforts to more productively employ and combine avail-

able resources. There is, however, a paradox. While no one disputes that
increasing productivity is the way to improve living standards, no one is
able to predict where (i.e., in which economic sector) productivity will rise.
Productivity growth often comes from unexpected sources as a result of
entrepreneurs tinkering with existing ideas or exploring new ideas about
how to produce. Knowing which entrepreneur will succeed is not easy
(likely impossible) to predict beforehand.

Why free entry matters

As such, one of the key conditions for insuring productivity growth is
freedom for entrepreneurs to try new and different methods of production
or delivery. If there are no legal barriers to entry, economic growth will

be faster for two reasons. The first is that entrepreneurship will be greater
(Bennett, 2020; Hall, Lacombe, and Pokharel, 2016). This alone is import-
ant for economic growth as some studies conclude that one-third to one-
half of the cross-national differences in growth rates is explained by differ-
ences in entrepreneurship rates (Sobel, Clark, and Lee, 2007; Carree and
Thurik, 2010). The second reason is that free entry creates an incentive

to innovate (i.e., find new ways to increase productivity). Because there is
free entry, incumbent firms must constantly be on their toes as new rivals
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may emerge both from within their industry and from outside through the
invention of substitute goods. These incumbent firms include those that
secured large market shares because of efficient practices (Demsetz, 1973).
Free entry means that even firms that are alone in their markets cannot
abuse consumers. If they do, say, by raising their margins between prices
and costs, they invite entry within their industry, or they incite innovators
to create substitutes. Free entry is thus associated with greater innovation,
and historical evidence shows that this is true, even if incumbent firms
have large market shares (Baumol, 2002).!

Unfortunately, governments across the world impose significant
barriers to entry and Canada is no exception (Chowdhury, Audretsch, and
Belitski, 2019). By barriers to entry, I refer to legal dispositions restricting,
directly or indirectly, the ability of new firms to contest incumbent firms.
Such dispositions take a great many forms: outright monopoly grants, ex-
pensive licensing requirements, restrictions on the nationality of investors,
subsidies to established players, privileged access to government contracts,
etc. All these dispositions are meant to serve a single purpose: protect
incumbent firms from being contested by new firms (Gutiérrez and Philip-
pon, 2019).

These barriers to entry hinder productivity growth for a very simply
reason: firms feel no need to discipline themselves (Rouanet, 2020). This
lack of competitive pressure limits the desire (the need, really) to try out
new strategies or new methods for producing or delivering their good or
service. What would be the point? The profits of incumbent firms are se-
cured by the absence of rivalry or threat of rivalry. The result is that firms
are less dynamic, which leads to slower productivity growth. Moreover,
firms that are protected from competition actually expend considerable
resources to make sure that the barriers are maintained. This means that
resources are allocated to the protection of profits from competition by
political means (Tollison, 1982; Krueger, 1974; Tullock, 1967). In essence,
this politicization of economic activity allows incumbent firms to avoid
failure, which is to their private benefit, but which comes at a high social
cost: resources being used for non-productive ends, less innovation now
and slower productivity growth later.

L For the historical evidence, see Delorme, Frame, and Kamerschen, 1997; and
DiLorenzo, 1985. For historical evidence specific to Canada, see Geloso, 2020; and
Geloso, and Belzile, 2018.
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The economic cost of barriers to entry

The empirical literature on economic freedom, economic growth, and
entrepreneurship is pretty clear on this topic. Economic freedom is a good
proxy variable for barriers to entry because it captures some of the regula-
tions that restrict entry, as well as subsidies and tariffs that protect in-
cumbent firms. A 2014 survey of all the scientific articles using economic
freedom as a determinant of socio-economic outcomes such as productiv-
ity growth and economic growth suggests a broadly positive association:
greater economic freedom yields faster economic growth (Hall and Law-
son, 2014; see also Lawson and Murphy, 2018). By virtue of approximation,
this is akin to saying that fewer barriers to entry (i.e., higher economic
freedom) leads to faster productivity growth (i.e., faster economic growth).
The literature on economic freedom also finds a positive association of
that variable with entrepreneurial activity (Sobel, Clark, and Lee, 2007).
This is to be expected as barriers to entry are meant to reduce the rate of
business creation all else being equal. However, as entrepreneurial activity
is also tied positively to economic growth, the empirical literature on eco-
nomic freedom confirms that barriers to entry reduce growth (Wiseman
and Young, 2013). In other words, barriers to entry prevent entrepreneur-
ial efforts at developing innovations that, in turn, speed up productivity
growth.?

Measures of barriers to entry that are less comprehensive but more
targeted than economic freedom point in the same direction. For example,
the OECD produces an index of product market regulation which is meant
to capture the intensity of regulatory barriers in numerous industries
(Conway, Janod, and Nicoletti, 2005; Koske, Wanner, Bitetti, and Barbiero,
2015). Essentially, that index measures how many regulatory hurdles a new
firm has to clear before entering the market. This index has been found
to have a negative relationship to productivity growth—especially when
the regulations affect key inputs that are used by multiple other industries
(Bourles et al., 2013). Another OECD index, which measures the regula-
tory restrictiveness against foreign investments, also points in the same
direction. By limiting the ability of foreign firms to enter local markets, the
more restrictive regulations against foreign investors reduce productivity
growth substantially (Basu, Chakraborty, and Reagle, 2003; Golub, 2009).

2 See also Russell Sobel’s “Enhancing Productivity Growth through Encouraging
Entrepreneurship” in the present volume. Sobel provides a rich literature review of the
connections between entrepreneurship and productivity growth.
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How substantial are the barriers to entry that
Canada imposes?

Canada could stand to benefit considerably by removing entry barriers.
The OECD’s Product Market Regulation index ranks Canada the third
most regulated economy out of 36 economies in the OECD in 2018
(OECD, 2020a). For its part, the FDI restrictiveness index shows Canada in
roughly the same position as one of the worst offenders in terms of erect-
ing barriers to entry: Canada has the fourth highest level of restrictions
out of 37 countries in 2019 (OECD, 2020b).

However, as pointed out above, these OECD measures are only
indirect measures of barriers to entry. Economic freedom, for its part, only
captures some of the barriers to entry. Numerous other types of barriers
to entry are not easily measurable for standardized international compari-
sons. In order to circumvent these limitations, we calculate the share of
the economy protected from competition from the most restrictive regula-
tions. This produces a Canadian-specific measure of the extent of protec-
tion against competition granted to Canadian firms which, in turn, allows
us to get an idea of the gains to be had from removing such barriers.

The three most important barriers to entry erected by govern-
ments in Canada are a) those against foreign businesses; b) state-owned
monopolies and; c) explicit regulations limiting competition. Examples of
restrictions against foreign firms can be seen in the air transportation and
telecommunications industries. The Canada Transportation Act restricts
foreign ownership in Canadian airlines while also prohibiting non-Can-
adian carriers from providing services between Canadian cities. Telecom-
munications firms with more than 10 percent market share cannot have
more than 20 percent of the voting shares owned by non-Canadians.
Examples of state-owned monopolies include alcohol retail, domestic mail,
and urban transit, while examples of other protections include dairy farm-
ing quotas, intercity busing (where licenses come with monopoly rights
over certain routes in some provinces), taxis, and limousines. In table 1,
the first three rows show the lower-bound estimate of the protection af-
forded to Canadian firms: some 22.1 percent of the economy is protected
to a substantial degree from competition (Geloso, 2019).

This estimate is a conservative. Some other important restrictions
against competition, such as occupational licensing, are harder to measure
but are nonetheless relevant. Table 1’s second-to-last row includes the few
other industries that lend themselves to inclusion without any methodo-
logical problems (such as double-counting them under the labels of other
categories such as state-owned monopolies). This brings the total share of
the economy protected from competition up to 30.6 percent. And this is
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Table 1: Share of the Economy Heavily Protected from Competition

Share of the
economy protected

a) Restrictions against foreign firms 19.90%
b) State-owned monopolies (not included in previous row) 1.60%
¢) Explicit protections (not included in previous rows) 0.75%
d) Total 22.10%
e) Total + Harder to measure protections (conservative assessment) 30.60%
f) Total + Harder to measure protections (conservative assessment, 35.10%

removing the health and education sectors)

Source: Geloso, 2019.

Note: State-owned monopolies in row b) may appear too small. This is because some state-owned monopol-
ies, such as in the energy sector, are already included in row a) through restrictions against foreign times.

As such, we cannot count them twice. However, this does mean that these state-owned monopolies benefit
from even greater barriers to entry — not only are they protected from domestic competition; they are also
protected from foreign competitors.

still too conservative as we must bear in mind that it is difficult to arrive

at reliable estimates of the share of the health care and education markets
(where governments are heavily involved) that are protected from compe-
tition.? Because actual and potential competition in these latter two sec-
tors cannot be easily measured, we recalculate the share of protections for
the economy minus these two sectors. This creates a conservative estimate
of 35.1 percent of the economy being protected from competition to some
high degree.

Essentially, these numbers indicate that more than 1 in 3 dollars of
economic output are shielded from competition. For more than one third
of the economy, the incentives to more productively employ and combine
resources, to innovate, and to develop new ideas are suppressed. This is a

3 Properly identifying the portions of the health sector (e.g., ophthalmology and
cosmetic care) and education sector (e.g., tutoring, private schools, private technical
colleges, and home schooling) where competition is present is a challenge for
researchers. Certainly, these are two sectors where important gains in productivity
could be achieved. Under the extremely conservative assumption that two-thirds of
those sectors are protected from competition, they bring the total of the economy
shielded from competition up to 43 percent.
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considerable hindrance to Canada’s ability to sustain high levels of produc-
tivity growth. It is thus unsurprising that the nation’s productivity growth
has been quite tepid in the last decades and well below what is observed
elsewhere (Gu and Willox, 2018).

Conclusion

If we care about the living standards of Canadians, not only materially but
across wider dimensions, we need to care about productivity growth. The
latter, however, cannot be directed, planned, or predicted. It emerges as
the result of a discovery process by entrepreneurs (Kirzner, 1973; East-
erly, 2014). For this to happen, needless barriers in the way of their efforts
ought to be removed—especially if those barriers are meant to protect the
profits of incumbent firms. Canada is a particularly egregious offender in
this matter. This, fortunately, also means that Canada can make dramatic
improvements by picking low-hanging fruit. Important accelerations in
productivity growth can be secured simply by removing barriers to com-
petition.
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