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1. Introduction
There is considerable debate about how competition policy and law developed in larger, wealthier, more
industrialised economies should be applied in smaller, poorer, less industrialised countries (Bakhoum,
2012; Drexl, 2012; Fox, 2012; Gal and Fox 2014; Gerber 2014; OECD 2003). Some question whether
and how small countries have characteristics and face problems resulting from their scale that merit an
‘adapted’ approach to competition law (OECD 2003). Most of the discussion has concerned the
economic substance of competition law introduced pursuant to agreements on trade or with facilitation
of multilateral agencies and networks promoting ‘international best practices.’ Even the way economics
can be used in competition law is under discussion (Gerber 2014).
This paper does not evaluate the merits of substantive economic paradigms in different contexts. It is
interested, rather, in whether there may be a procedural dimension that is also worth exploring when
considering how best to develop small countries’ competition regimes. In particular, it looks into how
procedural innovations might supplement classic models of enforcement and approval processes to
strengthen the impact of resource-strapped competition authorities.
The paper begins by recalling the challenges facing competition authorities in developing and
particularly small economies, including the competition problems they face, the role they play, and the
lack of available resources – within the agencies themselves as well as the broader legal system. The
classic mechanisms of competition law – investigations, enforcement action, merger, cartel exemption
and leniency approvals – pose particularly burdensome challenges. Requirements of economic and legal
expertise and procedures designed for the adversarial nature of enforcement make for a particularly
heavy weight.
The paper then explores how alternative mechanisms are sometimes used in the general justice system
and in competition law in larger developed markets, resulting in a wider distribution of roles and
responsibilities rather than focusing all in the primary authority itself. Beyond the right of private party
redress, those of interest for this paper include use of arbitration, mediation, trustees and other
alternative procedures. The paper describes how in each of these, in different ways, the parties
themselves and third party neutrals play a role in addition to or sometimes in place of the competition
authority or the Courts.
The paper concludes by asking whether such mechanisms might usefully be employed in small
countries to supplement classic authority-centric processes. Drawing on examples from the author’s
experience arbitrating and mediating competition-related cases, the paper concludes that if credible
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enforcement can be demonstrated as a backdrop, such methods could be useful in reducing the burden
on authorities. This in turn may allow them to concentrate better on strengthening the enforcement
regime itself and the other classic means of administering competition policy.
2. Challenges facing competition authorities in small economies
Being a competition authority is generally challenging, but all the more so in small economies, and this
for a number of reasons.
2.1. Economies of scale
The small scale of the market may limit the potential for effective competition to develop in some
sectors, placing the very usefulness of competition law in question (Sokol, Cheng and Lianos, 2013). It
may be difficult to attract new entrants to challenge incumbents in sectors traditionally dominated by
one or a small number of firms, resulting in more entrenched market dominance.
Suppliers may find that they are too small to be economically viable in goods and services that are
affected by economies of scale. Even where competition is viable in parts of the value chain, other parts
may need forms of resource sharing that in larger countries might regard as unlawful restraints on
competition. A small economy may lack diversification, perhaps having only a small number of exports.
The challenges posed by international export cartels may also make small countries more protective of
their national industries.
Competition economics and law requires technical expertise that is usually difficult to find in a small
country, so authorities often lack human resources necessary to run an effective competition regime
(Gal and Fox, 2015). They may have as many economists and lawyers per head of population as large
ones, but there will be less of them – yet there are economies of scale in building an effective
competition regime. Specialisation needs sufficient numbers to work, so in small economies, there are
more generalists.
It is not only the competition authority that needs to grapple with sophisticated law and economics. This
impediment to building expertise arises also in the businesses and their advisers that have to understand
what they are and are not allowed to do. Even where businesses are motivated to review their practices
against the norms of competition law, they may lack the resources to do so effectively.
Thus, while the application of competition policy norms may require expertise and experienced
judgement to tailor internationally recognised approaches to the situation at hand, there may be even
less such expertise and experienced judgement available. Attracting talent and integrating it into the
competition authority’s processes is a challenge, but also a high priority.
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2.2. Relationships and culture
In small countries, the chances are higher that individuals – particularly leaders – know one another,
have worked or trained together, come from the same community or are part of the same religious
group. Such informal relationships both within and outwith the workplace may produce a tendency to
resolve issues through informal means that are not aligned with what, from the heights of Europe and
the Americas, are regarded as best international practices in competition law.
In some cases, cronyism may protect an established political-economic order. Of course, one of the
intended benefits of competition policy can be to loosen the drag of such bonds on economic
performance. In other cases, competition laws may pose a disruptive challenge not only to existing
economic interests and restraints on trade, but also to the very manner of handling power and discord.
Where customs of collaboration that do not correspond to modern competition principles are deeply
embedded in social, cultural and political norms and behaviour, this may be particularly threatening. 2
Where competition policy is intended to change such community, religious, kinship, tribal or other
customs, it can face difficulties from perception that it is challenging the very fabric of the society itself
(Hazel, 2015; Fikentscher, 2001).
There may be times when it is more effective for contentious matters to be resolved through negotiation
rather than full enforcement. Sometimes it may even be better for the competition authority to be
politically shielded by sharing some of the responsibility for reaching the outcome, whether with the
parties involved or with internationally acknowledged experts.
2.3. Prioritisation challenges
Competition law aims to effect changes in behaviour and to instil a culture that is expected to lead to
better economic performance. Competition authorities pursue this in reliance upon economic analysis
of markets, assessment of market power, and collection of a body of evidence through inquiry or
investigation sufficient to justify an enforcement or approval decision that will withstand scrutiny. The
method aims to create incentives for behaviour against a backdrop of official coercion. Even where
private parties have a right of redress in respect of harm caused by anticompetitive behaviour, this is
viewed as a mechanism to further the policy objective of deterrence (even to the point that damages
may be tripled to achieve the underlying deterrence goal).

Familiar accounts of the formal and informal relations of Japanese Keiretsu and Korean Chaebol are
but one example of this. In the author’s experience in South Pacific islands, for example, cultural
norms may facilitate the sorts of communications and collaborations that might elsewhere be
regarded as horizontal cartels.
2
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In many small economies where markets have not been subject to competition law in the past, the very
ideas that horizontal and vertical restraints on trade and abuse of dominance are unlawful may be
unfamiliar. The competition authority needs, then, to invest major effort in developing the awareness
of economic actors affected by such norms, i.e., through establishing a history of successful cases and
through advocacy.3
At one level, much of competition law is intuitive, such as bid rigging, price fixing and abuse of
dominance that is as easily recognised as schoolyard bullying. However, as soon as one delves beneath
the obvious, much becomes very unclear.4 In many situations, the question whether market conduct is
anticompetitive or not may not have an obvious answer (or worse, the intuitive answer may be
economically incorrect).
Providing training and awareness raising to industry on the nuances is important but insufficient to have
far reaching effects on behaviour. To bring home to business actors the economic paradigm of the
competition law, there is nothing like a flagship case the pursuit and resolution of which will have
recognisable welfare benefits for consumers, illustrate the nature of anticompetitive practices,
demonstrate the punitive consequences of carrying them out, and ultimately deter such behaviour.

The International Competition Network refers to advocacy as “activities conducted by the
competition agency related to the promotion of a competitive environment by means of
nonenforcement mechanisms, mainly through its relationships with other governmental entities and
by increasing public awareness of the benefits of competition” (Sanchez Ugarte, Fernando, et al.,
2002)
4 When is collaboration through industry forums or professional associations healthy or a restraint on
competition? Where do industry associations involve such contact and exchange of information that
they undermine independence of decision-making and risk-taking in the market? Competition
depends on firms determining their investment and commercial policies in the market at their own
risk, independently of one another. Thus where persons substitute cooperation for the risks of
competition among themselves, competition is harmed. This is easier to identify in case of explicit
agreements to fix prices, limit quantities, divide markets and rig bids, i.e., ‘hard core’ cartel activities.
Tacit agreements inferred from practice may be just as harmful yet are far more difficult to identify –
for the authority and market participants. Furthermore, collaboration may enable efficiency gains
from synergies, or economies of scale or scope. It may enable investment to be better aligned with
resources, risk and opportunity. In a small economy, to avoid large misalignments may be to avoid a
disproportionately burdensome impact on a small economy. When, then, might efficiency
justifications for restraints on trade (e.g., if importers in a small country collaborate to combine
bargaining leverage against large producers), particularly if passed through to consumers, outweigh
the harm to competition? When does vigorous pursuit and defence of the market behaviour extend
beyond competition on the merits to become anticompetitive? This may be particularly difficult to
assess in some areas, such as sectors characterised by network effects (e.g., online search, money
transfer and payment services, telecommunications). The development and entrenchment of network
effects may be the result of successful competition ‘for the market’ or be fuelled by strategies (e.g.,
interoperability and interconnection terms, or differential in retail pricing that incentivises the
customer to use only the provider’s network) specifically intended to prevent rivals challenging the
growing incumbent on the merits of the service.
3
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This means selecting cases in a sector of the economy that is widely used by consumers, which may be
in consumer retail distribution and sales of goods, or sales of services that are widely used. Facing
resource limitations, competition authorities in developing countries and small economies may pursue
horizontal restraints, particularly hard core violations such as price fixing, at the expense of abuse of
dominance, which may be harder to prove. Such prioritisation issues are not unique to developing
countries5, but may be more challenging for them to address.6
Weakness in sector-specific regulation may also result in competition authorities being expected to take
a lead in regulating prices and other activities that are not central to its role in improving competitiveness
across the economy. Similarly, authorities that are driven by complaints processes may be unable to
exercise the discretion they wish in selecting the cases that will influence behaviour (e.g., see Kovács
and Reindl, 2013). This may leave them with sparse resources for reforming regulatory systems that
restrict competition and identifying and enforcing against anticompetitive conduct.
The combination of these factors puts pressure on authorities that are trying to focus on a small number
of landmark cases that send clear messages. As these are particularly resource-consuming, this may
mean resolving the less high profile cases more efficiently, with less demand on the authority’s
economic and legal resources. If classical methods of pursuing competition law’s objectives cannot be
used across the board, one might consider what complementary mechanisms might be employed,
whether to improve the messaging of the high profile cases or to cope with the larger number of others.
2.4. Tensions among underlying goals
The competition authority may be expected to focus on the structure of and behaviour in markets
according to well-established economic notions of market definition, market power, horizontal and
vertical restraints, abuse of dominance and remedies. But it may also find itself playing a wider role.
The function and perception of competition law may depend on the context in which competition policy
has been introduced, and the underlying values of the society. The goals of competition law in a
primarily agrarian or community-based economy, such as in some South Pacific nations, may differ
from those where competition law is introduced in the transition away from command-and-control
management of the economy, such as in Eastern European countries (Roberts, Tapia & Ybar, 2013).

For example, in the UK, the Office of Fair Trading last imposed a company for abuse of dominance
was in 2011, in an infringement decision against Reckitt Benckiser, which later negotiated an early
resolution agreement with the OFT.
6 Problems arising from dominance are often just as, if not more, pressing in developing countries
compared with cartel cases due to historical origins of large companies, many of which were
previously State-owned (Tapia & Roberts, 2013).
5
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These may be different in turn where the dominant political theme concerns economic inclusion of
hitherto excluded groups (Chua, 1998). Competition law may have the aim of lowering barriers to
participation and growth in the market as a means of broadening the distribution of wealth, forming part
of a broader inclusiveness agenda (Soto 1989; Fox, 2008).
The legislature may seek to encourage growth of small and medium enterprises, which might be
expected to generate innovation, give greater attention to customers’ needs, and maintain or create
employment (e.g., Kaira, 2013). It may thus have a fundamental poverty reduction agenda at heart.
Intensifying the degree of business rivalry may have the aim of ensuring consumer surplus is not
transferred to the hands of large, dominant firms or cartels. Yet if the focus is on economic efficiency,
there may be a need to reach or maintain scale in order to reduce costs, increase efficiency or
(particularly in small economies) enhance bargaining power with foreign suppliers or buyers.
Not all of these objectives sit well together. Tensions may arise among diverse goals that lie behind the
introduction of competition policy. Technical justifications of harm to competition on the basis of
efficiencies may be replaced by more politically driven notions of ‘public interest.’ The competition
authority may become “the social shock absorber, the mechanism that absorbs the tensions between
these goals” (Kovacic, undated).
The extent to which the competition authority will follow a narrow technical economic approach or
have to weigh broader considerations will depend not only on its legislative mandate but upon the other
institutions arrayed around it. Where robust ministries and agencies are present, it may find itself with
a narrower focus, its zone of activity constrained by the bustling institutional pressures of fellow
agencies.
Developing countries, particularly small economies, may not have well-resourced ministries and
agencies that by their very presence leave the competition authority with space only to focus on its
narrow legislative mandate. In the absence of these, a competition authority may find itself taking a
broader role resolving conflicting visions of the economy and how competition should best serve the
population’s aspirations for economic participation, innovation and growth.
In this sense, “What becomes key for the competition agency is to engage in a continuing discussion
with the larger society, with public officials, about the appropriate focus of competition law, to
continually define and redefine the aims of the law” (Kovacic, undated). This broader role may require
mediating among the different interests and arbitrating among the different objectives that led to the
competition law in the first place.
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2.5. Addressing challenges sustainably using integrated procedures
That these challenges make competition law difficult to administer does not make them arguments
against competition law. Rather, they illustrate the difficulties it may face and may support stronger
engagement efforts and assistance from beyond the country’s shores (Aydin & Büthe, 2015; Licetti,
2013). Extensive assistance is available, with various institutions helping to build competition
capabilities in many countries.7
However, it seems insufficient only to argue for greater resources for and assistance to competition
authorities. Even where considerable thought goes into technical assistance8, advisory assistance is
likely to be inadequate for long term development. For instance, long-term assistance might generally
be more valuable than short-term assistance (Sokol & Stiegert, 2007; FTC, 2008). Yet even with donor
support, it is difficult for small economies to attract expertise over the long term with the desired impact,
or to integrate such expertise as its own. An economy that is unsustainably dependent on external
support may never become capable of continuously managing the complexity of modern competition
law.
Between well-developed economic theory and practice on the one hand and the reality of application in
small, developing countries, lies an all-but-inevitable gap due to lack of resources to meet the challenges
(and, perhaps to some degree, different economic considerations that apply in such economies). That
gap may not be sustainably or affordably bridged through consultant advisers. It is worth exploring
whether the gap can be reduced through sustainable procedures – whether short or long term
interventions – that are integrated into the authority’s practices and that yield desirable outcomes.
3. Experience in larger economies
Advanced jurisdictions have made considerable progress in using mechanisms other than the direct
exercise of the competition authority’s administrative powers and judicial proceedings to address
competition problems. These are explored below before turning to their potential employment in small
economies.
3.1. Role of business in enforcement
The classic enforcement mechanism in many countries for pursuing competition problems begins with
the competition authority carrying out a market investigation and, depending on its prosecutorial
discretion and powers, proceedings leading to fines and other remedies. Structural and behavioural
commitments may be given as part of a negotiated settlement between the competition authority and

Technical assistance and advice is being provided by organisations such as the World Bank, the
International Competition Network, UNCTAD, the UK Department for International Development,
Consultative Group to Assist the Poor (CGAP).
8 For discussions of technical assistance, see: FTC, 2009; and Nicholson, Sokol & Stiegert, 2006.
7
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the entity facing investigation. However, the publicly funded investigation or prosecutorial process
bears considerable risk in terms of cost of pursuing an action, gaps in evidence and uncertainty of
outcome.
Public enforcement is increasingly complemented by the right of private parties to bring private actions
for damages – not only to give them direct redress but to amplify enforcement as a public benefit.9
Europe’s Directive on Antitrust Damages, introduced in 2014, seeks to ensure that “anyone who has
suffered harm caused by an infringement of competition law…can effectively exercise the right to claim
full compensation”.10 In some countries, the scope for private action is amplified by other recent
measures on collective redress in competition matters, among others (e.g., EC, 2013).
The provision of private party enforcement rights is not merely about providing access to justice. It is
effectively a form of liberalisation of central State control over administration of a public policy
objective. Into the coercive (in the case of full enforcement) or negotiated (in the case of settlements)
process, the aggrieved party may pitch his case and directly influence outcomes. Such procedures and
rights thus leverage the interests of directly affected private parties and share with them the burden of
pursuing a public good. It may reduce the demand on resources borne by the public agency.
Sharing responsibility for enforcing competition law with those having an incentive to do so (as well as
the Courts, which may not be well qualified to administer it) has its risks and disadvantages. At the
same time, though, as is often the case with liberalisation, it offers an opportunity for innovation. In
particular, making parties more responsible for pursuing outcomes opens up the possibility of using
different mechanisms to resolve the problems between the parties themselves rather than merely
imposing top-down punishments.
3.2. Collective private actions schemes
Even where enforcement action has been taken and a business has been found to have infringed the
competition laws, innovations in reducing the administrative burden of processing claims are being
made. For instance, in the UK, the Consumer Rights Act 2015 provides for voluntary alternative dispute
resolution (ADR) procedures to facilitate negotiations between aggrieved parties and a company that
has violated competition laws.

For instance, Europe has seen a shift from full reliance on public enforcement towards allowing
private claims to resolve competition problems. The competition provisions of the Treaty for the
European Union (Articles 101 and 102) are directly applicable and produce direct effects in national
laws. This allows for national Courts and agencies to enforce competition law in standalone claims
brought as a ‘follow-on’ after the European Commission has found an infringement to have occurred.
10 Preamble to Directive 2014/104, paragraph 12.
9
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Similarly, the UK’s Competition and Markets Authority (CMA) is authorised to certify voluntary
redress schemes and an opt-out collective actions regime. The redress is decided by a Board chaired by
a lawyer and including an economist, an industry figure and a representative of the aggrieved parties.
The CMA is providing incentives to ‘nudge’ businesses to use such schemes, offering reduced fines for
those that do (CMA, 2015).
3.3. Using mediation to resolve private actions
The burden of resolving competition claims may be shared further using consensus-oriented methods
like mediation.
Mediation is a process in which a trained neutral person, or a team of them, assists parties in negotiating
a matter. At its core, while the mediator manages the process, the parties determine what they agree to
voluntarily. It is typically confidential by agreement of the parties, but need not be so. A skilled mediator
actively and realistically explores with the parties the underlying interests, the issues to be resolved, the
possibilities for agreement, and the consequences if they fail to agree. Mediation offers a focused
process that accelerates and deepens understanding of the issues and parties’ respective interests, greater
control over procedure, and creativity in the process.
The idea is not new – the OECD has been considering how mediation can be used over many years.11
Although not widely used internationally (ICN 2007), mediation is common in the United States, where
private right of redress has long been a key part of the antitrust regime.
Where aggrieved parties are entitled to bring an action against an entity that has engaged in
anticompetitive practices, mediation may be a particularly useful remedy (Blanke & Nazzini, 2009). In
such cases, it may reduce the burden on the Court system. Even where such parties can only bring
complaints to the competition authority, whose sole or primary procedural channel is to carry out an
investigation, mediation might be employed to resolve the matter earlier and with less cost than a full
investigation.
Mediation should not be regarded as only useful in minor cases. It has been useful in hard core cartel
cases. Israel sometimes employs mediation techniques in cartel cases, using a judge as a confidential
facilitator to reach a settlement (ICN, 2008). Where there are tensions among underlying policy issues,
particularly where technology and behaviour is outpacing the law, mediation can be a helpful procedure.
In the US eBook case, three e-book retailers that claimed they had been forced out of business by price
fixing by Apple and five publishing companies.12 The Court ordered mediation among the parties. High

See section 3 of OECD, 2010. See also, Nazzini, 2009.
The five publishing companies were Macmillan, Hachette, HarperCollins, Simon & Schuster, and
Penguin. See Albanese, 2014.
11
12

12

profile cases have been resolved with the assistance of mediators in the US, such as in cartel cases
against Apple, Google, Intel and Adobe regarding hiring of Silicon Valley employees.
3.4. Using mediation to negotiate commitments
Mediation can also be useful in implementing conditions that achieve a more competitive market as
opposed to merely resolving the matter between an infringing and an aggrieved private party.
Commitments may be given by the merging parties or a party under investigation as part of a settlement
in an investigation or during enforcement proceedings, or in connection with approval of a merger,
cartel exemption or leniency proceeding.13 In securing commitments, the competition authority can
apply behavioural and structural remedies that lead to market-led outcomes and changes in commercial
practices. These remedies can include processes that shift the burden of ensuring pro-competitive
behaviour to the parties involved.
These commitments have to be negotiated, and in many cases, negotiation can be helped along through
mediation. Mediation offers a space for creativity which can be valuable in the competition context.
The involvement of a disinterested but curious and proactive third party mediator can change
perspectives about the nature of the solutions the parties are pursuing.
For example, in the enforcement context, the United States v Microsoft antitrust action brought by the
US Department of Justice (DoJ) and 20 States offers an example of complex antitrust mediation
(Microsoft, 2000-2014). Microsoft was alleged to maintain its operating system monopoly unlawfully
through exclusionary, anticompetitive and predatory conduct infringing section 2 of the US Sherman
Act. The Court ordered that Microsoft, the DoJ and the States enter into mediation proceedings to seek
a settlement. Mediation with Judge Richard Posner did not produce a settlement over four months, but
subsequent mediation by two other experienced mediators, Eric Green and Jonathan Marks, did. This
was achieved over the course of three weeks, albeit after extensive preparatory work.14
Mediation’s usefulness is not restricted to adversarial situations. It is helpful in many negotiating
circumstances, including merger approvals. In the merger between American Airways & US Airways,
mediation was used to find solutions to Department of Justice concerns. (Bloomberg, 2013; Travelpulse,
2013).

See, e.g., Article 9 of EU Regulation 1/2003.
The settlement terms included protection of equipment manufacturers and software developers
from coercion or retaliation by Microsoft, giving them freedom to decide on using non-Microsoft
middleware products and configure PCs accordingly, preventing Microsoft from ongoing
exclusionary behaviour and discriminatory use of Microsoft’s intellectual property licences.
Eventually all of the 20 States agreed to the terms. (Green, 2006)
13
14
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3.5. Using mediation to implement commitments
In many cases where there are concerns as to market power and control over a bottleneck resource or
service, negotiation between the competition authority and the business in question may result in the
business undertaking to negotiate with third parties. For example, in a merger, the combination of
physical or intellectual property rights that are essential to the business of other firms may create such
market power that there is a risk of excessive pricing or exclusionary conduct. It is common in merger
approvals to secure the parties’ commitments to negotiate with third parties to grant them access to
these assets.
Monitoring compliance with such obligations to negotiate presents a problem. It is desirable that
commercial interests lead to a voluntarily negotiated outcome, yet where the party obligated to negotiate
controls access to a valuable resource, there may be imbalanced bargaining power. This may lead to
failed negotiations or outcomes that do not achieve the desired competitive conditions. The negotiations
are also occurring in the shadow of the coercive power of the State that is compelling them. The
competition authority also does not know what degree or timing of intervention may be required, if any.
It may have to deploy high level of expertise at short notice, creating a contingent demand on its
resources.
In merger cases, the European Commission will sometimes ensure that mediation is part of
implementing the remedy applied as a condition to merger approval. In the DONG/Elsam/Energi E2
case (EC 2004), the Commission accepted DONG’s commitment to a mediation process to resolve
disputes arising from the implementation of its commitment to make natural gas available by auction
to third party competitors in Denmark under a gas release programme. It also employed a monitoring
trustee arrangement. If a third party competitor had reasons to believe that DONG was failing to comply
with its commitments, the monitoring trustee could be instructed by the Commission to act as mediator
to attempt to settle the dispute amicably.
Under the arrangement in DONG, the monitoring trustee would be allowed to appoint further
professionals to assist, and would make a proposal as to who bears the costs of the mediation procedure
which shall take into account general mediation standards. The mediation would involve an exchange
of written observations and then negotiations between the parties. If agreement was not reached, the
monitoring trustee was empowered to recommend a solution which would become binding upon DONG
and the third party. The parties could oppose the recommendation in which case the Commission would
decide the matter.
In such cases, instead of merely applying the threat of investigation and penalties with possibly endless
litigation for non-compliance, a process is established whereby the post-merger entity must engage in

14

a structured and facilitated negotiation process that is designed with incentives to reach a negotiated
outcome.
Although it will not always succeed, mediation has generally been shown to improve the probabilities
of achieving agreement, or at least to narrow the issues, allowing their more efficient resolution. It
would be naïve to think that mediation can replace the threat of enforcement action. If it can be difficult
to reach agreement on commitments that make a merger acceptable, it will be all the more challenging
to reach settlements in cartel or abuse of dominance cases.15
But overall, the benefits of mediation can reduce the burden of resorting to the full duration of expensive
confrontation with coercive power by the competition authority. It is being used because it offers
procedural efficiency gains, i.e., where remedies can be better implemented with it than without.
3.6. Using trustees to monitor implementation of commitments
Another means of ensuring implementation of commitments to negotiate with third parties in several
jurisdictions, including the US, Canada and the European Commission, has been to employ monitoring
trustees. These are used commonly, for example, to ensure compliance with ‘hold separate’ obligations
and divestiture and other commitments in mergers (e.g., ICN, 2006). In order to ensure that such
obligations to negotiate would realise the pro-competitive outcomes sought, the European Commission
has required disputes over negotiations and agreements with the third party beneficiaries to be
supervised by a trustee (and as discussed further below, failures to agree and implementation disputes
resolved by arbitration).16 In doing so, essentially, the authority delegates a circumscribed part of the
function of monitoring compliance to a third party.
An example of this is in the German merger of Telefonica/EPlus (as in similar earlier cases in Austria
and Ireland). In order to mitigate the adverse effect on competition of consolidation, the European
Commission required the merged entity to offer competitors access to its network capacity. While not
amounting to divestment, this would make available a concentrated resource more widely among
competitors.
To implement this, Telefonica committed to appoint an experienced, skilled ‘Monitoring Trustee’ which
would be independent of Telefonica, and without conflict of interest. Telefonica was required to
remunerate the Monitoring Trustee “in a way that does not impede the independent and effective
fulfilment of its mandate.” Telefonica had to propose the individual to the Commission for its approval.

The European Commission struggled to reach settlements with Google and Gazprom for instance.
(See EC, 2015.)
16 For example, in the UK merger of T-Mobile/Orange, the European Commission required a
monitoring trustee when it gave its approval on condition that T-Mobile would provide certain forms
of access to its network (EC, 2010).
15

15

The role of the Monitoring Trustee was to supervise the implementation of the network capacity sharing
arrangement, facilitate negotiations and report to the Commission on progress and compliance.
Telefonica was required to cooperate with the Monitoring Trustee, provide it with information
exchanged with third party service providers requesting MVNO access, as well as “full and complete”
access to Telefonica’s books and records, personnel, facilities, sites and technical information necessary
to fulfil its duties, including offices on Telefonica’s premises. Telefonica was even required to pay for
any advisers the Monitoring Trustee would require for the performance of its duties.
The approach allows the Commission in effect to leave parties more room to resolve issues but with a
delegated supervision and facilitation mechanism the cost of which is borne by the parties. This reduces
the burden on the Commission in following detailed implementation of undertakings by making parties
more responsible for the process and cost of ensuring compliance. There may be scope for using such
mechanisms at a smaller scale in small economies.
3.7. Using arbitration to resolve competition disputes
Arbitration is now widely recognised as a legitimate means of resolving disputes over competition
matters.17 Arbitration is a process whereby a third party neutral, usually chosen by the parties, renders
a decision after considering submissions from disputing parties according to an applicable law. In most
countries’ commercial arbitration processes (and those recognised by conventions on recognition and
enforcement of awards), the parties’ role in consenting to the arbitration, selecting the arbitrators,
framing the scope of the arbitration and establishing various procedural parameters is central to the
process.
In plain commercial arbitration, where the only involvement of the State is in enforcing the agreement
to arbitrate and the award itself, much of the discussion in the competition law context has revolved
around arbitrability, and the extent to which parties should be allowed to agree to determine their
conflicts through their own chosen arbitrators. This use of arbitration is an alternative to the Courts
hearing actions brought by aggrieved parties seeking redress for harm caused by competition law
infringements (discussed above under “Role of business in enforcement”).
There is now extensive literature on the interaction between arbitration proceedings and the residual
review powers of national Courts (Blanke & Landolt, 2011; Landolt 2012). It has not really been driven
as a tool for better implementing competition law; indeed, arbitration had to ‘make its case’ before it
became a trusted means of resolving disputes involving competition law. But now, the reality is that
where arbitrators are making competition law decisions, the national competition authority bears a
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E.g., in US, Mitsubishi, 1985, and in Europe, Eco Swiss, 1999.
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lighter burden. There is little sign that arbitrators are carrying out their role in a manner that is
undermining the competition law regime. On the contrary, the availability of party-trusted arbitrators
to handle such cases widens the available resources for ensuring that competition law is implemented.
3.8. Using arbitration to enforce commitments
Arbitration-type procedures can also be used as a tool to advance competition law objectives by
including it in remedies for potential ongoing competition disputes over compliance with commitments.
In granting its approval to mergers and acquisitions, the European Commission has often used
arbitration as a mechanism to guarantee implementation of a remedy where market consolidation
reduces competition or creates or increases market power.
Arbitration is a sufficiently ‘heavy’ process, involving extensive written and oral submissions on
procedure and the merits, factual and expert evidence, hearings and challenges that it is often preceded
by escalated negotiation procedures. A “fast-track” dispute resolution procedure was established in the
German Telefonica/E-Plus case mentioned above for situations where service providers requesting
access claim that Telefonica was not complying with its obligations to negotiate elements of the required
access to its network capacity. If there was a dispute, there would be a focused negotiation process,
including escalation to CEO level, to resolve the issue.
If this did not result in settlement, then the parties’ dispute would be referred to arbitration under the
auspices and rules of the German Institution of Arbitration. An expedited arbitration process would
follow, with either a sole arbitrator appointed by the parties or a three arbitrator tribunal consisting of
one appointed by each party and the Chairperson by the two party-appointed arbitrators.
The European Commission would be permitted to participate in the arbitration by receiving the parties’
arbitration submissions, all orders and awards of the tribunal, filing amicus curiae briefs and sending
representatives to the hearing to ask questions to the parties, witnesses and experts. The tribunal would
be able to make preliminary rulings and final awards in order to require Telefonica to comply with the
sharing requirements. A six-month time frame would apply to such an arbitration process.
By setting such a procedure in place, the European Commission thus secured assurance that the cost
and effort of resolving ongoing competition problems resulting from market concentration would be
borne by the parties. The Commission preserved the power to influence outcomes through its
participation in the arbitration.
The European Commission’s view of arbitration as a mechanism for resolving disputes in the context
of competition law exemptions has gone “from distrust to embrace” (Komninos 2001), and it has used
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it in a number of cases.18 Arbitration is now being employed as part of a competition remedy across
multiple platforms, such as intellectual property licensing arrangements, access to technical interfaces,
access to infrastructure, supply and purchasing relationships, termination of exclusive or long-term
contractual arrangements, and anti-competitive distribution arrangements (Blanke, 2006). For example,
in the media merger between BskyB/Kirch Pay TV in 2000, the Commission addressed its concerns over
dominance in the German pay-TV market and digital interactive TV services by requiring the merged
entity to provide interoperability to competing technical platforms with its own set top boxes, and to
grant non-discriminatory licences for set top box hardware manufacturers. Disputes with the third
parties over such arrangements were required to be resolved by arbitration.
The benefits of arbitration in such circumstances are a combination of speedier resolution and access to
expert decision-makers without requiring the Commission itself to be closely at hand monitoring every
detail of every interaction with a company’s competitors. It decentralizes the monitoring and
enforcement from the Commission to the parties and arbitrators.
This reflects a broader trend in the Commission’s approach to incentivizing private actors to have a
significant role in enforcement of competition law, as evidenced in its promotion of private enforcement
actions in the area of competition law (Ysewyn, 2006). There is also considerable opportunity for use
of arbitration in remedies at national levels.19
4. Prospects for small economies
One of the most common barriers to doing business in small developing economies is investor
uncertainty, in particular lack of certainty in the legal process. Companies regularly identify
enforcement of their rights as being a major obstacle to conducting business in surveys and studies such
as the World Bank’s Doing Business reports. The Courts may be overwhelmed, lack expertise, corrupt
or a combination of these.
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When the Commission approved the merger of telecommunications providers Telia/Sonera, they
were required to offer competitors wholesale fixed and mobile network services and international
wholesale roaming on the mobile networks in Sweden and Finland. A fast track arbitration procedure
was agreed to apply to disputes relating to the merged entity’s offer. Commission decision of 10 July
2002, OJ C201, 24.8.2002, at p.19. Similarly, in connection with the merger of Vodafone
Airtouch/Mannesmann, the merged entity undertook to provide roaming on services and to make
certain standards and SIM cards available to its competitors. A fast track arbitration procedure was
approved for resolution of disputes between the merged entity and such competitors. Commission
decision of 12 April 2000, OJ C141, 19.5.2000, at p.19.
19 For example, the Australian Competition and Consumer Commission (ACCC) uses expert
adjudication procedures to resolve disputes between businesses over compliance with undertakings
(ICN, 2005).

18

Where these problems have plagued small countries, progress has often been made in the general justice
system through the introduction of alternative dispute resolution (ADR) schemes (e.g., IFC 2010). The
establishment of mediation and expert adjudication procedures, training of staff to become mediators,
building of a dispute resolution community and advocacy have combined to resolve large numbers of
outstanding cases.
Regulated industries have also been a field for innovation in procedures, including in competition
matters. Competition disputes arise extensively in regulated industries such as telecommunications,
electricity, gas, rail and transport networks, payment systems platforms. Many sector regulators have
substantial competition powers, in some cases more powerful than the competition authority.20 (In some
cases, competition authorities and sector regulators may have overlapping ex post powers to enforce
remedies and obtain commitments in case of infringement proceedings, highlighting the important
relationship between competition authority and sector regulator.21) Competition issues that regularly
arise include refusal to deal, access to essential facilities, abuse of dominance, margin squeeze,
predatory pricing, as well as cartels. In such industries, competition issues are increasingly resolved by
mediation, expert adjudication and arbitration where businesses fail to agree on a negotiated solution.22
There is no particular reason that such mechanisms that work in general justice system and for
competition-related matters in regulated industries should not play a role in competition matters more
generally. Indeed, as discussed below, some positive experiences in small countries suggest they can
be a beneficial supplement to the coercive processes of the competition authority and the Courts.
4.1. Using mediation to negotiate competitive outcomes
Negotiation over competition matters between businesses and between authorities and businesses is part
and parcel of the business of a competition authority. As discussed above, competition authorities
regularly negotiate with businesses in connection with infringements and with merger, cartel exemption
and leniency programme approvals. In each of these cases, the authority is typically aiming to address
issues of market structure or conduct with a view to providing for a more competitive environment. In
each case, the competition authority uses its leverage in the process to extract the undertakings to

For example, fines for anticompetitive practices under Kenya’s Information and Communications
Act may amount to 10% of turnover, compared to less than USD 100,000 under the Competition Act.
21 For a discussion of this relationship, see Dunne, 2015.
22 E.g., the UK’s Financial Services (Banking Reform) Act 2013 created a Payment Systems Regulator
with the power to require an operator of a payment system to grant others access to it. The PSR’s
Powers and Procedures Guide makes clear that parties to commercial disputes over access to
payment systems must seek to resolve their dispute by commercial means before raising it with the
PSR.
20

19

enhance competition in the desired way. The business agrees to them because they are better than (in
negotiation jargon) its ‘best alternative to a negotiated agreement’, or BATNA.
In merger cases, some authorities can be quite proactive in seeking structural and behavioural
commitments. Some regulators have been criticised for pressing well beyond their statutory remits in
requiring merger undertakings, obtaining results that they would not have had the power to impose in
agency-initiated proceedings (Beard, Ford, Spiwak & Stern, 2015).
Such cases may be criticised as a misuse of the bargaining power of a mighty government bearing down
on a business. Yet the threat or initiation of an investigation or enforcement action or of denial of a
merger application might actually restore some bargaining power that the authority otherwise lacks due
to lack of resources or a weak enforcement regime.
These situations can create a polarised stand-off between the authority and businesses involved, and as
a result, opportunities for negotiated outcomes (i.e., negotiated between the authority and the
businesses) may be lost. Or the authority may find it is ineffective in negotiations due to the
relationships or culture involved. Furthermore, as discussed above, the authority negotiating with the
businesses may find that it is not only confronting problems of market conduct and structure according
to narrowly defined questions of economic analysis but is working out how tensions among values
should be resolved in the outcome.
Here, experience suggests that procedures such as mediation can support the negotiation process,
ensuring that all relevant considerations are voiced, helping reach agreement more quickly and firmly,
allowing businesses to move forward with their plans, while obtaining the assurances required to obtain
the desired competitive market.
For example, mediation was employed in two cases in small South Pacific island nations concerning
the dominance of telecommunications operators. In Fiji, the Government, Vodafone, Cable & Wireless
and Telecom Fiji had reached an impasse over the operators’ market power and performance in their
respective relevant markets (mobile, international and fixed line services) and over the Government’s
plans to liberalise these markets. Litigation ensued, and blocked the Government’s liberalisation efforts,
but also created uncertainty for the operators as to their future operating environment and the
Government’s market interventions. The mediation (the author acted as mediator), sponsored by a
multilateral donor, brought together the Governments and the operators and resulted in a settlement on
numerous questions of market structure and conduct. The mediation process involved a few short visits
to the country by the mediator and a four-day mediation conducted at ministerial and CEO level.
It is important to be clear about how mediation can fit in. When referred to as a form of ‘alternative
dispute resolution,’ it would be a mistake to think that it is an alternative in the complete sense that it
20

can dispense with classic administrative or judicial processes. Mediation can only be effective where a
negotiated outcome that addresses the competition problem is preferable to each party’s best alternative.
To secure redress and have a hope of influencing future behaviour, there needs to be genuine bargaining
leverage, i.e., it needs to occur against a backdrop of a credible threat of enforcement. Thus mediation
is no way a replacement for a robust enforcement regime, but is rather a supplement to it.
Its benefit is that, where resources are limited, or where the legal position is not clear, mediation may
be more effective in resolving other cases or narrowing the issues in dispute. By facilitating a structured
exchange on the parties’ interests, objectives and available alternative options, mediation may enable
agreement to be reached where otherwise it would take more time or not be achieved at all. To the
extent this liberates the demands on the authority, this could then in turn reinforce its enforcement
capability.
4.2. Using arbitration for competition disputes in small countries
Experience suggests that there is real scope for resolving competition matters through arbitration in
small economies. Arbitration mechanisms can be adopted that bring in the necessary expertise for the
case at hand, appropriately funded, and using a suitable blend of foreign and domestic inputs.
There are further lessons from competition disputes in regulated sectors. In the small island nation of
Trinidad & Tobago, the Telecommunications Authority of Trinidad & Tobago (TATT) has
responsibility for resolving competition disputes in telecommunications sector. TATT established a
dispute resolution scheme providing for disputes between service providers to be resolved by arbitration
and mediation. The authority would handle the exchange of pleadings between the parties all the way
through complaint, response and reply. Within three months, TATT would notify the parties of its
choice of persons to be appointed to a dispute resolution panel to hear the dispute, giving directions for
the conduct of the proceedings. The parties are given an opportunity to object to the choice of panel
members and directions.
This process has been used with some success. At an early stage of its existence, Digicel, a new entrant
in the telecommunications sector, brought an abuse of dominance claim (among others) before the
authority against the Cable & Wireless owned incumbent. The panel in the dispute, which the author of
this paper chaired, included a professor of technology at the local Trinidad university and a respected
economist at a local bank. The panel heard the dispute in much the same manner as an arbitration panel
would, except that the terms of reference were set by the Authority.
The process was not costly in view of the scale of issues at stake (the costs, including panel fees and
expenses, were borne by the parties) and the matter was decided within less than six months, more
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quickly than any alternative method available (Macmillan et al., 2006). Subsequent disputes have also
been handled successfully under this mechanism.
The advantage of this approach is that the parties are allowed enough involvement to influence key
issues, strengthening their confidence in the decision-maker’s substantive technical or economic
expertise and ability to manage a complex dispute process fairly, while at the same time achieving a
balance of international and local expertise – all at a reasonable cost. TATT did not face demands on
its resources that it was unable to meet, and was able to navigate a particularly contentious situation by
ensuring a professionally managed process.
4.3. Using arbitration for competition appeals in small economies
Use of arbitration-type mechanisms may extend also to handling appeals from an authority’s decisions.
In regulated sectors, arbitration is used in several small countries for appeals of competition decisions.
Again in telecommunications, for example, appeals of competition decisions of the Bahraini
Telecommunications Regulatory Authority (TRA) are decided by arbitration between the TRA and the
operator concerned. The TRA and the operator each appoints an arbitrator, and the two arbitrators
together select a chairman and the panel hears and decides the dispute.23 Several proceedings have been
successfully handled under this mechanism.
In Oman, disputes, including on competition matters, between the Omani Telecommunications
Regulatory Authority (TRA) and telecommunications operators are subject to arbitration in a similar
manner. The author’s experience sitting as arbitrator in a case brought by Omantel against the Omani
TRA suggests that it is entirely possible to carry out effective proceedings that bring in the necessary
subject matter expertise without burdening the State’s judicial resources. Papua New Guinea’s National
Information and Communications Technology Act 2009 also provides for appeals to an international
arbitrator who may sit with a resident member. This has been quite effective at times in resolving
competition problems.
4.4. Areas for exploration
The examples above barely scrape the surface of the possible. Already, the usefulness of innovative
mechanisms has had a major impact both in general justice systems of large and small countries as well
as in competition regimes of large jurisdictions. Surely there is scope for experimenting with them in
competition law in smaller countries.

23

Bahrain Telecommunications Act, section 68.
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Various key questions need to be considered in developing this approach. To the extent that the success
of using such mechanisms lies in their deployment of international expertise, issues of cost, reliability,
continuity, legitimacy and perception must be addressed.
That an international mediator or arbitrator will cost more than staff of the average national competition
authority is not the point. The fact is that a certain level of expertise is required, and that this has a cost
to it. Realistically, the alternative facing a given authority may be to enlist experts behind the scenes as
advisers at similar cost to it. In such cases, the advisers may write a report that is then adopted by the
authority. Where the competition issue is substantial and the cost of mediation or arbitration can be
borne by the interested parties without weakening an aggrieved party’s access to redress (as in the
examples given above), the cost may not be an impediment to realising the benefits. In some cases,
mediation in particular can make for large cost savings through avoided protracted legal proceedings,
with their endless procedural wrangling and evidentiary submissions.
In jurisdictions still grappling with the complexity of competition economics and law, and the risks of
substantive and procedural error, there is likely to be concern about entrusting important matters to
private persons such as mediators and arbitrators. However, the real concern may be the inverse. If the
funding can be secured to engage experienced experts, these will bring strong substantive and
procedural skills and should enhance results. Indeed, a certain shyness common among inexperienced
national competition authorities in small countries often leads to a lack of openness, which can weaken
the process and the result. In both mediation and arbitration procedures, the concerned parties may have
greater assurance over their ability to influence the process and outcome, and thus reduce the
uncertainties they face as to how the competition authority will decide matters. It may make for better
results in which businesses can have greater confidence.
Concerns may arise about keeping tight control in the competition authority, with its direct statutory
legitimacy, over the formation and continuity of application of competition policy. There may also be
discomfort that the statutory responsibility is being outsourced to foreigners, not merely writing reports
to be adopted by the authority but taking on a direct dispute resolution role. However, these concerns
may be overstated. As the real desire is often to achieve a workable outcome that is suitable to the
situation, it can be surprising how quickly stakeholders accept – sometimes with relief – the
involvement of external mediators or arbitrators.
This may support policy objectives to attract foreign investment as well. Foreign investors may have
more confidence in a national competition regime that recognises the shortcomings of administrative
resources and judicial processes for reaching outcomes. By providing processes that seek to deliver a
result more quickly, giving the investor assurance of being heard, there may be greater certainty of and
trust in the quality of the result.
23

Indeed, the insistence on a single agency’s monopoly control over the business of regulating
competition may itself, particularly where resources are constrained, cause a bottleneck that
liberalisation can unlock. The value of precedent in emerging countries’ competition law regimes may
not be as important as a deeper understanding of the dynamics of markets and nature of competition.
A concern arises as to whether external neutrals will have the sensitivities to local issues that might
drive a politically aware competition authority. Working through the tensions between the political
objectives and socio-economic values that lie behind the given country’s competition law may be
difficult (see “Tensions among underlying goals” above). However, mediation in particular is ideally
suited to bring such concerns into the room, ensuring that stakeholders’ interests are voiced and
understood. Mediation methods can enable a dialogue between policy makers and market participants
about how competition law is to be applied.24
Foreign arbitrators may be less subject to political influence – if their remuneration is suitably structured
to preserve independence. Thus there may be less openness in a narrow arbitration setting to apply
‘public interest’ exceptions or other vague grounds for exemptions. Still, if arbitrations are managed in
a way that ensures that important public concerns are fully expressed, there is every reason to think that
a panel will give it due consideration. Providing (as in the Trinidad & Tobago case discussed above)
that a panel includes local nationals can help ensure that local sensitivities are heard and understood.
The procedural ideas discussed in this paper do not necessitate a long term dependency on foreign
experts. Indeed, the flexibility to involve local nationals outside the competition authority, such as from
the local legal community or university, can help nurture local expertise. For example, time may allow
nationals that have acted as counsel in cases to assume the role of a neutral.
Timing issues will also arise, particularly as to when in a process it is best to turn to mediation or
arbitration. In the case of mediation, in complex cases, there can be major sequencing issues. Mediation
may be premature until key issues have crystallised to the degree that parties can make realistic,
informed assessments of their prospects through regulatory and adjudicative proceedings, i.e., the
BATNA. So, for instance, it is possible that decisions on relevant market definition and even existence
of market dominance may be helpful before seeking to resolve a dispute over a claim concerning abuse
of dominance, exclusionary practices or excessive pricing. Until then, both parties may face too wide a
range of potential outcomes to be ready to seek to resolve the matter in meditation.

In the UK, a mediation approach was used to consider the interests of financial institutions in sector
reform. The Centre for Effective Dispute Resolution (CEDR) 2014 ‘Dialogue with the regulator’
brought together financial regulators and financial institutions.
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These factors can mean that there may be significant to-and-fro with the judicial and regulatory
authorities as backdrop to the mediation process. Power imbalances are a common issue and mediators
must be alert to them. For a dispute to have a good prospect of reaching a settlement, sometimes one
party’s power in the market may have to be counterbalanced by the other party’s power in the legal or
regulatory proceedings. This may mean that the case has proceeded to the stage where the weaker party
in the market has a real prospect of winning in the Court or before the regulator.
The backdrop of ongoing litigation is common in mediation, but the proactive nature of regulation
makes it all the more important that the mediator tailor the process to the unfolding judicial or regulatory
proceeding. In some cases, a judge or regulator might even have a role in the mediation itself.25
This means that the conventional view that emphasises separation of mediation from judicial and
regulatory processes may not hold in all situations. The great advantage of mediation is its adaptability
to situations. The development of parallel mediation accompanying arbitration could be built into
regulatory and judicial proceedings, with useful interplay between the adjudicatory/regulatory function
of the regulator or Court on the one hand and the exploratory/facilitative function of the mediator on
the other.
Competition cases attract significant media scrutiny. The temptation of journalists to cast the narrative
in terms of the good guys and the bad guys leads to caricatures of unaccountable monopolies run by fat
cats, and regulators as weak willed, incompetent mandarins. The principle of transparency of public
agency decision-making makes it important to disclose the outcomes reached and the reasons for them.
Nevertheless, the opportunity to resolve competition matters in the privacy of a mediated process can
allow space to get to the core of the issues at stake and make it possible to achieve agreement.
This discussion would not be complete without returning to the subject of technical assistance. A key
question will be whether multilateral and bilateral agencies will provide support to small countries in
developing legislation and regulations that enable use of such procedures, and even fund some of the
mechanisms. The World Bank for instance has funded legislation and regulations that allow such
mechanisms in regulated sectors, as well as even mediations themselves.
Procedural innovations may be useful for one-off interventions or for ongoing matters. When a
competition authority exacts structural or behavioural undertakings in connection with merger
proceedings or enforcement action settlements, it effectively takes on an ex ante function. Trustees,
such as discussed under “Using trustees” above, can remain involved for a significant period, similar
to a sector regulator with competition responsibilities. There is a host of learning from regulators on use
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This occurred in the MasterCard/Visa case in the USA. See Green, 2006 at p1194.
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of mediation, expert adjudication, full arbitration and other procedural innovation in numerous sectors
(e.g., Macmillan, 2010).
Cultivating communities and groups of experienced experts who combine the substantive economic and
legal knowledge with dispute resolution skills will be important. This may go further, to the point of
building dedicated teams of experts ready to be deployed to assist, embedding local officials within
such teams on a rotational basis. This may bolster capacity to resolve critical issues well without having
to bet the farm, while also building doctrinal continuity in support. It will be worth experimenting
through further technical assistance to see how these ideas can be brought to fruition.
Technical assistance should not be the primary means of supporting such procedural innovations. Where
cases are going to address important segments of the economy, there are often significant sums at stake.
Procedures providing for use of such mechanisms and powers to ensure the parties will bear the costs,
including making advances on such costs, may suffice.
5. Conclusion
This paper has not argued that the challenges faced by small countries require adapting the substantive
economics of competition policy in small or developing countries. Nor is it suggesting that competition
authorities should be any less vigorous in deploying the coercive powers available to them in
investigations and enforcement proceedings, or deciding on merger, cartel exemption and leniency
programme approvals.
Rather, this paper has suggested that competition authorities complement their array of traditional
powers by adding methods aimed at achieving results faster and with less cost. This has had a major
impact in general justice systems, as well as in competition disputes in regulated sectors. The paper has
explored how an approach by which less emphasis is placed on classic procedures for implementing
competition norms can promote the desired competitive outcomes. Not only does there appear to be
scope for employing procedures such as mediation and arbitration, by lightening the burden on the
competition authority, these may actually make its classic decision-making processes more effective.
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1

Introduction

The COMESA Competition Commission (hereinafter referred to as “the Commission”) is an
autonomous institution created under Article 6 of the COMESA Competition Regulations (hereinafter
to as “the Regulations”). Article 6 of the Regulations clothes the Commission with international legal
personality required for the performance of its functions under the Treaty Establishing the Common
Market for Eastern and Southern Africa (hereinafter referred to as “the Treaty”). The Commission is
therefore a regional competition authority. The Regulations are promulgated pursuant to Article 55 of
the Treaty. It therefore follows that the Commission has jurisdiction in all the 19 Member States as long
conduct being investigated or indeed the inquiry pursued affects two or more Member States.
The fundamental question that may be posed is what motivated the establishment of a regional
competition authority. We begin with an inquiry into the objectives of the Treaty.The main objective of
the Treaty is market integration i.e. where the markets of all the Member States would culminate in one
market. This view is derived from the wording in the Preamble of the Treaty which inter alia, provides
that:
“… Resolved to strengthen and achieve convergence of their economies through the attainment
of full market integration”.
To achieve this objective, there is need to implement certain measures inter alia, the elimination or
significant reduction of tariff and non-tariff barriers and there should be free movement of labour, goods
and services across borders. Further, in order to ensure that firms operating in the Common Market do
not create barriers to trade through anti-competitive practices27, the Treaty has under Article 55 provided
for matters of Competition. Article 55 provides that:
1. The Member States agree that any practice which negates the objective of free and
liberalised trade shall be prohibited. To this end, the Member States agree to prohibit
any agreement between undertakings or concerted practice which has as its objective
or effect the prevention, restriction or distortion of competition within the Common
Market.
2. The Council may declare the provisions of paragraph 1 of this Article inapplicable in
the case of:

(a) any agreement or category thereof between undertakings;
(b) any decision by association of undertakings;
(c) any concerted practice or category thereof;
which improves production or distribution of goods or promotes technical or economic
progress and has the effect of enabling consumers a fair share of benefits provided that the
agreement, decision or practice does not impose on the undertaking restrictions inconsistent
with the attainment of the objectives of this Treaty or has the effect of eliminating competition.
3. The Council shall make Regulations to regulate competition within the Member States.

27

The barriers to entry created by anti-competitive behavior of firms may in certain instances result in significant harm to
the market than the tariff and non-tariff barriers.
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Pursuant to Article 55(3) of the Treaty, the Regulations have been developed to regulate competition in
the Common Market. The COMESA Member States fully recognised that the benefits of market
integration would be achieved only in a dynamic competitive economic environment where new market
barriers are not erected in place of those that have been dismantled. Suffice to mention that competition
law provisions are included in regional trade agreements to ensure that public obstacles to trade which
would be eliminated will not be replaced by anti-competitive practices enacted by Member States’ firms
aiming to restrict competition from firms in other Member States (UNCTAD, 16 Aug 2015).
The Rules on competition establish conditions for free and effective competition in the Common Market
to ensure that anti-competitive practices do not create new barriers to trade or other forms of
protectionism. The rules on competition set down standards of behaviour and allow enterprises to
penetrate the Common Market and to establish themselves without barriers or restrictions, thereby
facilitating intra-COMESA trade and cooperation.
It was realised by the few Member States which had national competition laws that it was becoming
increasingly difficult to deal with anti-competitive practices emanating from outside national borders
or/and of regional nature. Given the fact that the competition laws were national but markets extend
beyond national borders, the national competition authorities were posed with the following dilemma
namely;
a) Are the respective national competition laws of Member States and their enforcement sufficient
to deal with the market problems of regional nature?
b) Is it prudent for the countries in the region to continue relying on the domestic laws, yet at the
same time work towards the development of a more seamless regional system that facilitates
regional market integration? And
c) What new tools, tasks and concepts will be needed to address the competition issues that are
emerging on the horizon of the regional and global economy?
To deal with the above challenges, the COMESA Member States invoked Article 55 of the Treaty
establishing the Common Market for Eastern and Southern Africa. This provision bestows upon
Member States the responsibility of embracing the market economy principles and the requirement for
the Member States to prohibit any agreement between undertakings or concerted practice, which has as
its objective or effect the prevention, restriction or distortion of competition within the Common
Market. Under Article 55(3) of the Treaty the Council of Ministers are empowered to make Regulations
to regulate competition within the Common Market. To this end, in December 2004 the Council of
Ministers adopted the COMESA Competition Regulations and Rules.
With the adoption of the COMESA Competition Regulations and Rules, there are now two separate
legal regimes which govern the enforcement of competition law and policy in the COMESA Member
States, namely;
a) The National Competition laws: these are the national legal orders comprising the respective
bodies of legal rules within each of the COMESA Member States.
b) The Regional Legal Framework: these comprise the body of legal rules created at COMESA
level such as the COMESA Competition Regulations and Rules.
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2 Jurisdiction
Does the Commission have Jurisdiction on all anti-trust conduct taking place in the Common Market?
Given the two legal orders, the national order applies to anti-competitive practices emanating at national
level and only having effect in one Member State hence, enforced by the national competition
authorities in the respective Member States, whereas the regional framework is invoked generally where
there is a cross border impact. The impact of cross-border trade is implicitly pre-requisite in light of the
wording of Article 3(2) of the Regulations. Consequently, the Commission can only intervene when
there is an effect on trade between Member States. According to Article 3(2) of the Regulations, the
Regulations do not apply unless the agreement or conduct appreciably affects trade between Member
States and restricts competition in the Common Market. Specifically, Article 3(2) provides that:
“These Regulations apply to conduct covered by Parts 3, 4 and 5 which have an appreciable
effect on trade between Member States and which restrict competition in the Common Market”.
The concept of conduct, which has an appreciable effect on trade between Member States, provides a
jurisdictional limit to the prohibitions laid down in the Regulations to conduct having a minimum level
of cross-border effect within the Common Market. Therefore, the Commission does not have
jurisdiction on all anti-trust conduct taking place in the Common Market but only on those which have
an appreciable effect on trade between Member States.
There have been arguments in the past that the Commission has usurped jurisdiction from the national
competition authorities. This argument does not stand as we have already observed above. If conduct
affects only one Member State or more than two Member States but lacks the element of an appreciable
effect on trade, then national competition authorities or indeed any institution with the authority to
regulate competition would have jurisdiction on such conduct.
National competition legislation however lack sufficient28 authority to address conduct that affects more
than one Member State. The author has used the term ‘sufficient’ because there may be an argument
that most national competition laws have extra-territorial application in that they have provisions stating
that they have jurisdiction on conduct having effects in their territories regardless of where it emanates
from. This argument is indeed sound as this is what some laws state. But there are challenges because
of a number of factors like, jurisdiction of domestic tribunals and courts to hear the matter, different
rules of admissible evidence and indeed practical problems of enforcement both with respect to the
obtaining of evidence and the implementation of any fines or penalties imposed. Therefore, while some
national competition legislation may have necessary jurisdiction to review conduct with cross border
effect, they lack sufficient authority to do so. In view of the foregoing, it is the regional competition
legislation that would have both necessary and sufficient jurisdiction to address matters with cross
border effects.

The author has used the term ‘sufficient’ because there may be an argument that most national competition laws have
extra-territorial application in that they have provisions stating that they have jurisdiction on conduct having effects in their
territories regardless of where it emanates from. This argument is indeed sound as this is what some laws state. But there are
challenges because of a number of factors like, jurisdiction of tribunals and courts to hear the matter different rules of
admissible evidence and indeed practical problems of enforcement both with respect to the obtaining of evidence and the
implementation of any fines or penalties imposed.
28
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3

Statutory Provisions Conferring the Regulations with their Binding Effect on the Member
States

During the time the Commission has been in existence, it has been interesting to listen to different
debates regarding the operations of the Commission. We at the Commission have in the past written on
these debates and either clarified matters or expressed our views. In this paper, I have once again been
compelled to write on yet another interesting issue of the legality of the Regulations in the Member
States. To begin this discourse, it is important I guess, to once again look at Article 55 of the Treaty
which creates the Regulations. A careful reading of Article 55(1) reveals that the Regulations have not
been forced on the Member States but the Member States have agreed with its contents and the
subsequent effects therefrom. It would therefore be surprising to listen to debates that the Regulations
are not recognized in some or all the Member States. It does not make both legal and common sense to
agree to something then later on rejecting its application without changing or amending as we say in
law, the instrument that formed the basis of the agreement in the first place.
Having shown that the Regulations were promulgated with the full consent of the Member States, I
would want to draw the attention of the readers to some very important Articles both in the Treaty and
the Regulations that explicitly and implicitly gives the Regulations their binding nature in the Member
States. Article 5(1) of the Treaty gives a good start to this argument. It states that the Member States
shall make every effort to plan and direct their development policies with a view to creating conditions
favourable for the achievement of the aims of the Common Market and the implementation of the
provisions of the Treaty and shall abstain from any measures likely to jeopardise the achievement of
the aims of the Common Market or the implementation of the provisions of the Treaty. This mouthful
provision gives a mandatory legal obligation to the Member States to respect the provisions of the
Treaty in order not to frustrate the objectives of the Treaty. This is explicit in the language of Article
5(1) of the Treaty when it uses the word ‘shall’ and not ‘may’. Among these provisions is Article 55 of
the Treaty which creates the Regulations. It follows therefore that Member States are proscribed from
engaging in measures that would jeopardize the operation of the Regulations and failure to recognize
the Regulations may be one such measure.
The foregoing is buttressed by Article 5(2) of the Treaty which provides that each Member State shall
take steps to secure the enactment of and the continuation of such legislation to give effect to the Treaty
and in particular:
a) confer upon the Common Market legal capacity and personality required for the performance
of its functions; and
b) to confer upon the Regulations of the Council the force of law and the necessary legal effect
within its territory.
The above provision gives interesting reading. It does also impose a mandatory obligation on the
Member States through the use of the word ‘shall’. This means that a Member State cannot act in a
manner that is contrary to this provision otherwise it risks committing an infringement of the Treaty.
Any student of international law would agree that when such provisions are put in a Treaty a Member
State that ratifies the Treaty without reservations is bound in toto by the provisions of the Treaty. Any
attempt not to recognize certain provisions of the Treaty would be a violation of both the Treaty and
generally international law where the principle of pacta sunt servanda is sacrosanct. As already noted
Treaties are an outcome of consensus among parties to it and it is binding on the parties and must be
executed in good faith.
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In order to buttress the binding nature of the Regulations, Article 10(2) of the Treaty is instructive.
Article 10(1) states that the Council may, in accordance with the provisions of the Treaty, make
Regulations, issue directives, take decisions, make recommendations or deliver opinions. Article 10(2)
of the Treaty is instructive when it states that a Regulation shall be binding on all the Member States in
its entirety. Note the language here again, the Regulation shall and not may be binding. This provision
unequivocally defeats any argument to the contrary that the Regulations are not binding in the Member
States. Further, not only are parts of the Regulations binding on the Member but in their entirety.
Therefore, it may not make intellectually sound and legal argument to posit that the Competition
Regulations are only applicable in certain parts and instances. This argument and position is not
supported by Article 10(2) of the Treaty.
We have so far observed that the Treaty, which gives birth to the Regulations have clothed the
Regulations with a binding effect on the Member States. But what about the Regulations themselves,
do they have any provisions clothing them with this status? To address this question, I have in the course
of my practice of competition law in the Common Market explored the Regulations and found very
interesting provisions I should say, some of them reminiscent to those found in the Treaty regarding the
binding nature of the Regulations. Interesting enough some of these provisions have the same
numbering and very much similar wording as in the Treaty. Article 5 of the Regulations is one such
provision.
Article 5 of the Regulations provides that pursuant to Article 5(2)(b) of the Treaty, Member States shall
take all appropriate measures, whether general or particular, to ensure fulfilment of the obligations
arising out of these Regulations or resulting from action taken by the Commission under these
Regulations. They shall facilitate the achievement of the objects of the Common Market. Member States
shall abstain from taking any measure which could jeopardize the attainment of the objectives of the
Treaty. The echoing of this language of Article 5 of the Treaty in Article 5 of the Regulations is by no
way accidental. It reflects the intention of the developers of this law, namely the Member States to be
bound by the Regulations they created for themselves through Council29. I shall not labour more to
explain Article 5 of the Regulations to avoid the risk of repetition as the binding force it confers on the
Regulations is reminiscent to that of Article 5 of the Treaty on which an explanation has already been
made in the preceding paragraphs.
To conclude this section, I would like to draw the attention of the Readers to Article 6 of the Regulations
an article which was mentioned at the beginning of this paper. Article 6 creates the Commission an
institution responsible for the administration and implementation of the Regulations. Article 6 implicitly
confers the binding nature on the Regulations although admittedly some readers may not agree with
me. You do not have to. Luckily, I am mentioning Article 6 just to buttress the position that has been
expressly supported by the legal provisions above. This notwithstanding, I would like to argue that in
order to be conferred with international legal personality and the legal capacity required for the
performance of the Commission’s functions under the Treaty in the territory of each Member State, an
instrument conferring such status must itself be binding on these Member States. Otherwise how will
the Commission have such status if the instrument clothing it with such status is not itself binding on
the Member States?

Council is composed of the Member States’ representing Ministries and it is the body responsible for promulgating laws in
COMESA.
29
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4

Case Law Principles Conferring the Regulations with their Binding Effect on the Member
States

I have so far demonstrated that the Regulations are binding on Member States because of the legal
provisions quoted above. The question that arises now is what have been the Court’s interpretations and
decisions on this important matter? Precedence is replete with rulings on the subject. In my quest to
address this matter, I came across two interesting cases. One of the cases is close to home and the
judgment was made by our own COMESA Court of Justice (the ‘CCJ’).
In the COMESA case of Polytol v. Mauritius (2013), the Respondent imposed a customs tariff that
was in breach of the Treaty. If the Respondent’s Customs Tariff Regulations were consistent with the
rules of the Treaty, the Applicant would have paid no customs duty on the Kapci products imported
from Egypt during the relevant time. The Applicant was therefore clearly prejudiced because of the
Regulations of the Respondent that was in breach of the Treaty. The CCJ held that the argument of the
Respondent’s Counsel that the Treaty is not directly enforceable in some jurisdictions, including
Mauritius, and therefore the individuals cannot have rights emanating from the Treaty is misconceived.
The CCJ added that it is indeed true that there are differences in legal systems regarding their position
towards the domestication of international law. In some Member States, Treaties become directly
applicable; in others they require another domestic legal instrument for their incorporation.
Notwithstanding the differences in domestic legal systems the Treaty objectives can be achieved when
all Member States fulfill their obligations under the Treaty. Any Member State that acts contrary to the
Treaty cannot, therefore, plead the nature of its legal system as a defence when citizens or residents of
that State are prejudiced by its acts. This is clearly stipulated in Article 27 of the Vienna Convention on
the Law of Treaties, 1969 which provides that ‘ [a] party may not invoke the provision of its internal
law as justification for its failure to perform a treaty’.
We have heard arguments that since the Treaty is not domesticated in some Member States, it is not
binding in those Member States and therefore the Regulations promulgated pursuant to the Treaty are
also not binding in these Member States. The above judgment by the CCJ settles all such disputes and
renders immaterial any justifications to put the internal house in order before the Treaty and the
Regulations become binding.
Therefore Article 27 of the Vienna Convention establishes a mandatory obligation consistent with
Articles 5 and 10 of the Treaty and Article 5 of the Regulations that a State cannot justify the nonperformance of its obligations under a Treaty upon its municipal law. According to Ximena Fuentes
Torrijo (Torrijo, 2008), the travaux preparatoire of Article 27 support the view that this is a
responsibility rule that has the sole effect of excluding national law as a ground to excuse international
responsibility. Indeed, all this is supported by the 3rd recital to the Vienna Convention which affirms
that the principles of free consent, good faith, and pacta sunt servanda are universally recognized.
Article 26 of the Vienna Convention cements this position when it reads that all treatise are binding on
the parties thereto, and must be performed by them in good faith. The European case of Costa v. ENEL
(1964) is another interesting case on the subject. The facts of the case were as follows:
An individual was claiming before his local court that the law nationalising production and distribution
of electricity was incompatible with the EC Treaty. The European Court of Justice in its judgment
emphasised the unlimited duration of the Community, the autonomy of Community power, both
internally and externally, and especially the limitation of competence or transfer of powers from the
states to the EC. The Court was determined to show that the “words and spirit of the treaty” necessarily
implied that it is impossible for the states to set up a subsequent unilateral measure against a legal order
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which they have accepted on a reciprocal basis. The Court was thus able to reach a conclusion in Costa
in words which have become classic and have had considerable influence in national decisions:30
“It follows from all these observations that the law stemming from the Treaty, an independent
source of law could not, because of its special and original nature, be overridden by domestic
legal provisions, however framed, without being deprived of its character as Community law
and without the legal basis of the Community itself being called into question”.
The spirit of the Treaty required that they all act with equal diligence to give full effect to Community
laws which they had accepted on the basis of state “reciprocity” – meaning presumably that since each
state was equally bound by laws passed for the Community as a whole, they had all agreed that no one
of them would unilaterally derogate from Treaty obligations. And since the “aims” of the Treaty were
those of integration and co-operation, their achievement would be undermined by one Member State
refusing to give effect to a Community law which, should bind all.31

5
5.1

Recent Developments
Mergers

The Commission commenced its operations on 14 January 2016 becoming the second functioning
regional competition authority after the DG Comp of the European Commission. This therefore means
that the Commission has been operational closer to three and half years now. During this time, the
Commission has done some considerable volume of work especially in the area of merger control.
The Commission has to date reviewed more than 100 mergers. All these mergers have been approved
unconditionally except two which were approved with conditions and two which were referred to
national competition authorities under Article 24(8) of the Regulations. The preceding Article allows a
Member State which has attained knowledge of a merger notification submitted to the Commission to
request the Commission to refer the merger for consideration under the Member State’s national
competition law if that Member State is satisfied that the merger, if carried out, is likely to
disproportionately reduce competition to a material extent in the Member State or any part of the
Member State. However, such a referral is not automatic as the Commission should review it to see its
merits and elect to grant or not to grant the referral under Article 24(9) of the Regulations.
Interesting enough, the Commission has heard debates and arguments that regional merger control is
irrelevant because the Commission has in principle approved all mergers since inception. This debate
is laughable for a number of reasons but I have chosen to give two. One is comparative in nature while
the other in my view is practical and substantive. The comparative one is that even long established
competition laws like the European Commission, the US Department of Justice and Federal Trade
Commission, Zambia and Zimbabwe closer to home have rejected very few mergers. China, the second
largest economy in the world has rejected very few mergers. Between 2008 and 2011 when the AntiMonopoly Law of China became enforceable, China reviewed more than 740 mergers. Out of this
number, it rejected one merger and approved only 2 mergers with conditions.

30

Elena Papageorgiou Law Officer of Community Law The Law Office of the Republic of Cyprus
31 Elena Papageorgiou Law Officer of Community Law The Law Office of the Republic of Cyprus

40

Secondly, it is an established fact and empirical evidence reveal that most mergers are not actually
injurious to the process of competition. In any case, most mergers are either pro-competitive or neutral
from a competition perspective. However, there is a possibility that a small number of mergers may be
anti-competitive and these are the mergers competition authorities seek to prohibit. The practice at the
Commission is not to be trigger happy to prohibit all merger applications with competition concerns.
The Commission has a pre-merger notification process and also continuous contact with the parties
until a transaction is determined. It is at these stages that the Commission engages the parties concerned
to address any competition concerns before an adverse determination is made. Invariably, it is not in
the interest of the merging parties that the Commission arrives at an adverse determination so the
concerns are addressed before the merger is submitted to the Committee Responsible for Initial
Determination32 for decision making.
Further, the fact that most mergers are approved does not negate the requirement of a merger control
regime. The fact that a merger control regime exists acts as a deterrent to parties who would want to
implement mergers with ulterior motives, (anti-competitive mergers) hence making the system selfregulating. This is similar to a common joke that a statement that a police service exists in a certain
neighbourhood that in fact has none makes that neighbourhood safe because it has a psychological
deterrent effect on criminals to engage in abhorrent criminal activity.
The COMESA Competition Rules and the COMESA Merger Assessment Guidelines
The Regulations were promulgated in 2004 but their implementation commenced nearly 10 years later
in 2013. The implication of this is that as time had passed and markets had changed, the Regulations
too needed to adjust to the changing market dynamics. Since the Regulations could not be changed
immediately because of the legal procedures needed to do so, the Commission came up with the Merger
Notification Guidelines (the Guidelines) to address some of the issues.
Article 23 of the Regulations required either the target firm or the acquiring firm to operate in two or
more Member States for the merger to be notifiable. This meant that a merger was notifiable to the
Commission even when the target firm had no operations in the Common Market as long as the
acquiring firm had operations in two or more Member States. This situation was unlikely to have an
appreciable effect on trade between Member States. The Guidelines therefore have provided that in
order to be notifiable, the target firm should have operations in the Common Market. In order to operate
in a Member State, a party to a merger need to have assets or derive a turnover of more than US$5
Million. Further, the Regulations required that a merger should be notified to the Commission 30 days
after the parties’ decision to merge. However what amounted to decision to merge was not defined and
this led to a lot of uncertainity. The Guidelines have thus provided that a decision to merge is reached
when a definitively legally binding agreement between the parties has been reached. The meaning of
days was also not clearly defined and caused a lot of uncertainty. The Guidelines have since clarified
that all the days in the Regulations are calendar days as opposed to working days.
When the Commission commenced operations, the merger notification thresholds were set at zero. This
meant that all mergers that met Article 23 were notifiable regardless of their turnover in the Common
Market.
However, it was realised that it was highly unlikely for parties to a merger with a paltry turnover in the
Common Market to result in a substantial prevention and lessening of competition. Therefore, the
32

The Committee of Initial Determination is an institution responsible for making decisions on the cases investigated and
assessed by the Commission

41

COMESA Competition Rules (the Rules) on merger notification thresholds were amended in March
2015 to provide that for a merger to be notifiable, the combined turnover or value of assets in the
Common Market should not be less than USD 50 Million. Further, in order to be consistent with the
Guidelines that provided that in order for a merger to be notifiable, the target firm should have
operations in the Common Market, the Rules provided that at least each of the parties should have a
turnover or value of assets of USD 10 Million in the Common Market.
This notwithstanding, it was also observed that some mergers could meet the above criteria but would
not affect trade between Member States if much of their activities were concentrated in one and the
same Member State. Therefore, the Rules have provided that if two thirds of the parties’ combined
turnover or assets in the Common Market is derived in one and the same Member State, then that
Member State has the competence to analyse the transaction.
Another issue addressed by the Commission after inception was the filing fee. The filing fee used to be
0.5% of the combined turnover or value of assets whichever is higher of the parties in the Common
Market with a cap of USD 500 000. This has significantly reduced to 0.1% of the combined turnover
or value of assets in the Common Market whichever is higher of the merging parties with a cap of USD
200 000. What this means is that for transactions that are not notifiable to the Commission but at
Member State level, there is a high likelihood that the parties would pay much higher in filing fees than
they would have paid to the Commission.The practical example is the recent mega merger between
Inbev and SABMiller, among the world’s largest beer producers. The transaction was not notified to
the Commission because the acquiring firm Inbev derived less than USD 10 Million turnover in the
Common Market and its assets were equally less than this. If the transaction was notified to the
Commission, the parties would have paid a maximum of USD 200 000. However, since the transaction
was notified to Member States among them Zambia, Kenya, Swaziland etc, the parties have ended up
paying more than this.
Merger Statistics from inception to date
Since inception, the Commission has unconditionally approved close to 60 mergers, while just 3 were
conditionally approved. The most common sectors for mergers notified with the Commission are the
Construction, Energy, Insurance and ICT sectors. Among the COMESA Member States, the countries
in which a majority of the mergers were involved are Kenya, Malawi, Mauritius, Uganda, Zambia and
Zimbabwe; each having been involved in more than 25 mergers notified to the Commission. The charts
below show a graphic representation of the Commission’s major statistics, indicating the sectors,
countries and decisions of mergers notified since inception.
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Chart 1: Merger Transactions by Country

Chart 2: Merger Transactions by Economic Sector

Chart 3: Merger Statistics since inception
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Chart 4: CCC Yearly Statistics: Decisions on Mergers
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Way Forward
The Commission realizes that there is still a lot of work to do in the area of merger control. We are
cognizant of the fact that even if we now have the merger assessment guidelines in place, there is need
to amend a number of provisions in the Regulations to address certain absurdity. For example, even if
the Rules and Guidelines have implicitly and expressly provided that for a merger to be notifiable to
the Commission, the target firm has to be operational in a the Common Market, Article 23 (3)(a) on a
strict reading may suggest that a merger is notifiable even when the target firm has no operations in the
Common Market as long as the acquiring firm has operations in two or more Member States. Obviously,
one may argue that the Guidelines have addressed this when the state that a firm operates in a Member
State if it derives a turnover or has assets therein of more than US$ 5Million. However, the COMESA
Merger Assessment Guidelines are not binding therefore the need to address this matter by amending
the Regulations.
Further, in order to enhance the efficiency and effectiveness in enforcing the Regulations including the
merger control provisions, the Commission in partnership with individual Member States has developed
cooperation agreements. Malawi and the Commission already signed the cooperation agreement on 4
September 2015, making it the first Member State to do so. Zambia, Kenya and Swaziland have already
committed to the signing. As a matter of fact, Swaziland is expected to sign the cooperation agreement
in April 2016.
Further, the Commission has commenced work to establish the COMESA Competition Network. This
is something similar to the European Competition Network. This network shall comprise the heads of
national competition authorities with the heads of mergers as their proxies. The network shall be an ad
hoc network and shall be called upon to offer recommendations to the Commission and ultimately to
the Committee Responsible for Initial Determination on cases that raise significant competition
concerns. This will reduce disputes on decisions made on mergers and other anti-trust cases. The
network will further reduce the delays that may be encountered during the formal and informal
consultative processes with individual Member States.

5.2 Anti-Competitive Business Practices and Conduct; Part 3 of the Regulations
The Commission’s role is not only in the field of mergers and acquisitions but also anti-competitive
business practices and conduct addressed under part 3 of the Regulations. The Commission has the
power to prohibit as incompatible with the Common Market all agreements between undertakings,
decisions by associations of undertakings and concerted practices which may affect trade between
Member States and which have as their object or effect the prevention, restriction or distortion of
competition within the Common Market.
It is however true that even if the Commission has given advisory opinions on anti-competitive
practices, it has done very less in relation to what it has done in the area of merger control. There are a
number of reasons to this. The first reason is that the Commission just commenced operations recently
and hence it is in its nascent stages of development. There was therefore need to focus resources and
expertise on a specific area to achieve maximum results and this has happened in the area of merger
control. The Commission therefore took a pragmatic approach. Secondly, anti-competitive practices are
quiet covert even if they happen every day. They are not as easy to detect as mergers which are to a
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large extent self-regulating. There is need of enough resources to expend in this area in order to be
effective and efficient.
The Commission has however now grown to a stage where it can hold the bull by its horns. In this
regard, the Commission’s merger focus this year and beyond is on enforcement rather than advocacy
with a merger focus on cartels, vertical and horizontal agreements and other restrictive business
practices. The Commission shall work hand in hand with the national competition authorities to achieve
this and the cooperation agreement already mentioned above is one such way. Further, the Commission
has produced draft guidelines on anti-competitive business practices which it has posted on its website
and sent to various stakeholders for comments. It is expected that once these guidelines become
operational, the enforcement of Part 3 of the Regulations shall become more effective and efficient. In
addition, the Commission has also developed a draft leniency program which is expected to enhance
the detection of cartels once operational.
5.3

Consumer Protection

The Commission has the power to prohibit enterprises from engaging in conduct that injure the welfare
of consumers. Such conduct include;
a) false or misleading representation;
b) unconscionable conduct;
c) Product safety standards and unsafe goods;
d) Product information standards.
The Commission is considering to operationalise this part of the law by end of 2016 to ensure that it
safeguards the citizens of the Common Market (consumers) from offensive conduct by market actors.
6

Conclusion

The Commission has indisputably done a lot of work in the three years it has been operational. However,
the Commission also realises that a lot remains to be done in order to clean the Common Market of anticompetitive trade practices and protect consumers from offensive conduct by market players. Therefore,
the focus of the Commission shall be on enforcement rather than advocacy. The Commission is
therefore engaging Member States through cooperation agreements to achieve this objective. The
Commission however realises that it can only do this if the national competition authorities in the
Member States are robust and effective. The Commission has therefore been working tirelessly to
ensure this is achieved. Some Member States the Commission has engaged to enhance the efficiency
and effectiveness of their national competition legislation and authorities include Ethiopia, Djibouti,
Seychelles, Uganda, Democratic Republic of Congo and Madagascar.
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LIST OF ACRONYMS
ACIS

Advanced Cargo Information System

ASYCUDA

Automated System for Customs Data

CAZ

Cotton Association of Zambia

CBC

COMESA Business Council

CBTA

Cross-border Traders Association

CCC

COMESA Competition Commission

CCM

Competition Commission of Mauritius

CCPC
CID
COMESA
CSO
DRC
EAC
EDF
EU
FDI
GDP
LSPs

Competition and Consumer Protection Commission
Committee of Initial Determination
Common Market for Eastern and Southern Africa
Central Statistical Office
Democratic Republic of Congo
East African Community
European Development Fund
European Union
Foreign Direct Investment
Gross Domestic Product
Local Sourcing for Partnerships

MSMEs
OECD
OSBP
PIU
UNCTAD
UNECA
UNIDO
REC
RICB
RISM
RSA
SACU
SADC
SMEs
TIDs

Micro, Small and Medium Enterprises
Organisation for Economic Cooperation and Development
One Stop Border Posts
Project Implementation Unit
United Nations Conference on Trade and Development
United Nations Economic Commission for Africa
United Nations Industrial Development Organisation
Regional Economic Community
Regional Integration Capacity Building
Regional Integration Support Mechanism
Republic of South Africa
Southern Africa Customs Union
Southern Africa Development Community
Small and Medium Enterprises
Trade Information Desks
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ZABS
ZWMA

Zambia Bureau of Standards
Zambia Weights and Measures Agency
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6.

Introduction

Kararachi G. (2014) states that regional integration is a process in which states enter into a regional
agreement in order to enhance regional cooperation through regional institutions and rules. COMESA
(2012) note that regional integration can also be seen to be an association of states based upon location
in a given geographical area, for the safeguarding or promotion of the participants, or an association
whose terms are fixed by a treaty or other arrangements.
Countries choose to belong to a regional economic community (REC) in order to derive benefits that
go with it through collaborative actions and regional approaches which are critical to achieving their
development goals. The benefits from pursuing regional integration are myriad, including: i) reaping
economies of scale or other efficiencies by acting collectively in the pursuit of common objectives to
increase local supply capacity and improve access to markets; ii) integrated or harmonized treatment of
trans-boundary issues such as trade, regulatory frameworks and policies, regional infrastructure and
other cross border issues; and iii) management of shared natural resources. These solutions are
particularly relevant for the many African countries that have small economies, small populations or
are land-locked.
In order to achieve the goals of regional integration, certain policies such as the industrial and
competition policies are key. Further, these policies of Member States should be harmonized in order
to achieve the intended benefits. While the benefits of regional integration are important for the
Member States, to implement it requires political will from all the Member States.
The Common Market for Eastern and Southern Africa (COMESA) is one such a REC. COMESA
(2013) states that COMESA has 19 Member States including Burundi, Comoros, Democratic Republic
of Congo (DRC), Djibouti, Egypt, Eritrea, Ethiopia, Kenya, Libya, Madagascar, Malawi, Mauritius,
Rwanda, Seychelles, Sudan, Swaziland, Uganda, Zambia and Zimbabwe, with booming regional trade
(formal intra-COMESA trade in goods reached US$19.3 billion in 2012, up from US$3.1 billion in
2000). With a population of 458 million, a combined GDP of US$572 billion, and land mass of 10.9
million square kilometres, COMESA is the largest REC in Africa.
COMESA (2009) states that COMESA is established by a treaty called the Treaty establishing the
COMESA. COMESA was born in 1994 and Article 3 of the COMESA Treaty, gives the reason for
COMESA’s existence, which is to improve the living standards of the people in the region.
To achieve this, COMESA is using among other tools both the industrial and competition policies as
tools to enable it achieve its objectives.
This paper seeks to show how industrial and competition policy have interacted in COMESA in relation
to the benefits of regional integration. The paper makes reference to Article 55 of the COMESA Treaty
which affirms competition policy in the region. In addition, the paper also makes reference to Article
100 on industrial policy in COMESA. It also looks at opportunities and challenges and makes
recommendations on how industrial and competition policy can be improved to enhance regional
integration.
7.

Historical Perspective of Regional Integration

Regional integration initiatives in Africa date back as far as 1910 with the establishment of the South
African Customs Union (SACU) and the East African Community (EAC) in 1919. In 1967 the
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Association of Southeast Asian Nations (ASEAN) was also born which include Indonesia, Malaysia,
the Philippines, Singapore and Thailand. Since then, a number of regional economic communities have
been formed across the continent, particularly, since the 1970s. Currently, there are about 10 or more
regional economic groupings in Africa, with each country belonging to at least one regional grouping.
However, UNECA (2000-08) observed that these RECs have not satisfactorily managed to achieve their
objectives. In addition, UNECA (2000-08) has observed that the intra-Africa trade is small compared
to what should be expected. Various reasons are suggested as causes for the lack of progress in regional
integration efforts in Africa. In addition, that chief among these reasons, are unwillingness of
governments to: (i) surrender sovereignty of macroeconomic policy making to a regional authority; (ii)
face potential consumption costs that may arise by importing from a high cost member country; (iii)
accept unequal distribution of gains and losses that may follow an integration agreement, and (iv)
discontinue existing economic ties with non-members. In addition “lack of a strong and sustained
political commitment and macroeconomic instability”, among others, have hindered the progress of
economic integration in Africa.
Despite the unsatisfactory performance to date, however, there seems to be a new momentum to
invigorate the process of integration of African economies. This is reflected in the resurgence of
political will expressed in the Abuja Treaty of 1991. Among others, first, formation and the
strengthening of various regional blocks outside of Africa (in Europe, Asia and the Americas) seems to
have forced African countries to reconsider the issue more seriously if they are to avoid further
marginalization. Second, the realisation by African countries (particularly the small ones) that their
respective national markets are too small to provide the benefits of economies of scale and
specialization. Third, the liberalization initiatives undertaken by almost all countries in Africa (mainly
sponsored by the Bretton Woods institutions such as the International Monetary Fund and the World
Bank) has also created a conducive environment to pursue an outward-looking economic policy, which
encompasses economic cooperation in general and trade liberalization policy in particular.
Therefore, according to the objectives and binding undertakings as well as the programmes being
implemented by COMESA, its aim of deeper integration from a free trade area, to a common market,
as well as economic union, involving integration through harmonisation and coordination of policies in
the various sectoral areas, progressively leading to a payments union as a basis for the eventual
establishment of a monetary union is attainable, with EU as its model, which has already walked this
path.
8.

Industrial Policy

Industrial policies can be defined as “a nation’s declared, official, total strategic effort to influence
sectoral development.” These are policies that stimulate specific activities and promote structural
change, e.g. trade and fiscal policy. Industrial policy requires concerted private-public action through
government policies consistent with private initiative.33 Industrial policy include innovation among
market players.
UNCTAD (1998) noted that industrial policy consists of government measures applied to sectors or
industries in order to advantage them. Wade (1990) also alludes to policy instruments which target
selected industries, directing resources in those industries to accord producers a “competitive
advantage.” Such privileges would not be available in the absence of industrial policy. Advantages are

52

conferred through industrial policy for the purpose of overcoming market failure and promoting
structural change that is the transfer of resources from traditional activities to new goods and services
using new technologies. The main objective is to anticipate structural change, facilitated by removing
obstacles and correcting for market failures. The results of good industrial policy include among others:
maintaining a sustained growth in productivity; enhancing gainful employment; attaining international
competitiveness; and transforming the country into a major partner and player in the global arena.
Industrialisation is the driving force in the development process through backward and forward
linkages. The key strategies for developing a strong, balanced and competitive industrial sector in
COMESA are the following: promotion of industrial co-operation so as to facilitate technology transfer
and exploitation of complementarities based on the principles of market sharing and resource pooling;
capacity building in entrepreneurial, business management and other technical skills targeted at micro,
small and medium enterprises (MSMEs); policy reform aimed at supporting MSMEs and providing a
more level playing field; implementing programmes that promote industrial balance as a way of
narrowing disparities in industrial development.
Governments are using entrepreneurship at the centre stage of the growth of their industries.
Governments have come up with favourable policies that supports growth. These policies should ensure
access to finance, access to new technology for efficient production of various products, improved
packaging in order to have products to be exported. In order for each country to export to another, there
is need to be at the same level of industrial development? Several initiatives in Africa or COMESA,
among them, the Regional Integration Support Mechanism (RISM) have been introduced to facilitate
inter or intra-regional trade. The specific objective of RISM is to support Member Countries to
participate more fully in the COMESA, EAC and SADC Tripartite free trade areas with minimum
disruption to public expenditure commitments as well as enabling them implement economic reform
programmes in the context of regional integration. The policy deals with production of products that
can be traded across borders, produced efficiently. If well nurtured, these may turn into national
champions that should contribute to growth and development of their countries. The support by
governments especially to the private sector could be realised through financial support to allow the
players to access new technologies that would enable them produce products efficiently and achieve the
needed quality acceptable by trading partners.
Another important point to consider is that governments ought to develop conformity standards that
should eventually be harmonized with its trading partners. This in the medium to long terms would
likely drive intra-trade between the Member States of the trading bloc. In Zambia for instance, the
Zambia Bureau of Standards is the institution tasked to develop standards. Zambia, like many countries
in COMESA has benefited from being a Member of this REC through the Regional Integration Capacity
Building (RICB) project, which has been prepared within the framework of the Regional Integration
Support Mechanism (RISM), a project funded by the European Union (EU) under the 9th European
Development Fund (EDF). The beneficiaries of the project are government ministries, Government
agencies, private sector and civil society organisations.
RICB project (2014) notes that according to the Regional Integration Capacity Building (RICB) project
in Lusaka, Zambia, over the past three (3) months that the action has been implemented, mile stones
that have been achieved include: setting up and operationalization of the project implementation unit
(PIU), the development, launch and unpacking of the Zambia Leather Value Chain strategy, initiation
of processes towards formulations of the trade and investment policies; successful hosting of the Indaba
on Economic Partnership Agreement (EPA). Other interventions involved capacity building to Central
Statistics Office (CSO) in CountryStat and Environmental statistical programmes. Over thirty (30)
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judges and magistrates were trained in competition regulation through the Competition Consumer
Protection Commission (CCPC); trade facilitation mission to Ethiopia for women SMEs under the
Cotton Association of Zambia (CAZ); progress towards drafting a schedule of services commitments
in three sectors of energy, construction and business; initiation of the equipment procurement processes
of Mobile Prover and Mobile Testing Laboratory for ZWMA and ZABS, respectively; commencement
of capacity building activities towards trade Information Desks (TIDs) under the Cross Border Traders’
Association (CBTA).
COMESA Rules and Regulations (2012) states that Article 99 of the COMESA Treaty (Scope of
Cooperation in Industrial Development) addresses the objectives of co-operation in industrial
development which are to:
1. promote self-sustained and balanced growth; increase the availability of industrial goods and
services for intra-Common Market trade;
2. improve the competitiveness of the industrial sector;
3. and develop industrialists that would acquire ownership and management of the industries.
Article 100 of the COMESA Treaty addresses the strategy to be followed by COMESA to
implement the COMESA Industrial Policy.
COMESA has drafted a policy on industrialisation, which will act as a tool to guide the region towards
self-sustained balanced growth and improve competitiveness of the industrial sector in the 19 Member
bloc. The draft COMESA industrialisation policy was presented and discussed during the 34th Meeting
of the International Governmental Committee in Addis Ababa in Ethiopia in 2015. The rationale for the
COMESA Industrial Policy lies in the need to reverse the trend of jobless growth and to transform the
regional economy through industrialisation within the context of deepening globalisation and regional
integration and enhancing south-south cooperation while taking advantage of the new markets within
COMESA itself. The gains of industrialisation are seen in increased cross-border trade.
Intra-trade in the COMESA region is seen to be low as shown in figure 1below.
3.1

Table 1: Intra-COMESA Trade (2012) Values in million US$ - COMESA; 2012

Rank

Exporter

Value

% Share

Importer

Value

% Share

1

Egypt

2,480

26.8

Zambia

1,872

18.6

2

Kenya

1,871

20.2

Libya

1,587

15.8

3

Zambia

1,587

17.1

Congo DR

1,348

13.4

4

Congo DR

1,209

13.1

Egypt

781

7.8

5

Uganda

493

5.3

Kenya

726

7.2

54

6

Rwanda

306

3.3

Uganda

714

7.1

7

Sudan

276

3.0

Zimbabwe

641

6.4

8

Ethiopia

264

2.8

Sudan

582

5.8

9

Mauritius

207

2.2

Malawi

428

4.3

10

Malawi

169

1.8

Rwanda

421

4.2

11

Libya

127

1.4

Ethiopia

236

2.3

12

Zimbabwe

121

1.3

Burundi

157

1.6

13

Swaziland

45

0.5

Mauritius

149

1.5

14

Madagascar

41

0.4

Madagascar

146

1.5

15

Burundi

40

0.4

Djibouti

99

1.0

16

Djibouti

15

0.2

Eritrea

92

0.9

17

Eritrea

7

0.1

Seychelles

45

0.4

18

Seychelles

5

0.1

Comoros

33

0.3

19

Comoros

1

0.0

Swaziland

5

0.1

Total

9, 263

100

10, 063

100

Source: COMSTAT Database
COMESA (2012) notes that table 1 above, shows that Egypt had the biggest market share of 27% for
intra-COMESA exports, followed by Kenya, Zambia and Congo DR with shares of 20%, 17% and 13
% respectively. On the import side, Zambia registered the biggest market share of 19% in 2012;
followed by Libya with 15.8%; Congo DR and Egypt were ranked third and fourth with share of 13.4%
and 7.8% respectively. Table 1 above also shows that intra-COMESA exports stood at US$9.3 billion
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and imports at US$10.1 billion, indicating that intra-COMESA trade in 2012 was only 7% of the
region’s total trade, as shown in Table 2 below:
Table 2: COMESA Trade with Third Countries (2012) Values in millions US$

Country

Exports (US$
millions)

Imports (US$
millions)

Exports without matching
imports in COMESA (US$)

Burundi

204

641

5,528

Comoros

44

103

Congo DR

4,841

3,477

Djibouti

20

2,060

Egypt

26,779

63,501

884,713,033

Eritrea

430

217

19,604

Ethiopia

1,689

11,640

Kenya

5,412

15,660

Libya

34,783

9,638

Madagascar

1,196

2,340

104,906,197

Malawi

1,065

2,430

136,389,516

Mauritius

1,874

4,967

Rwanda

203

1,233

Seychelles

654

952

Sudan

3,092

5,608

45,188

44,909,197

269,275

15,484,923
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Swaziland

1,903

1,635

3,530908

Uganda

2,214

5,374

787,687

Zambia

8,057

6,946

140,056,073

Zimbabwe

3,836

6,102

282,512,314

Total

98,296

144,544

1,613,629,254

Source: Authors calculations from COMSTAT database
COMESA (2012) further notes that table 2 above shows that the COMESA region has huge potential
for increasing intra-COMESA trade. The potential is estimated at US$96.7 billion. This can be
achieved if all the total COMESA exports from third world countries, less COMESA imports from
third world countries which does not match with any Member States’ exports (98,286 -1, 613) can be
traded among the Member States; because imports of similar products by Member States exceed total
exports on average by US$47.90 billion.
COMESA (2012) alludes to the fact that there is therefore, need to address the key reasons why
Members States in COMESA are not importing or exporting among to/from COMESA. These include
removal of non-physical transport barriers along major transit corridors, especially those connected to
landlocked countries to sea ports; creation of One Stop Border Posts (OSBPs) and enforcement of
adherence by Members States to protocols covering the area of transport and measures already adopted
to facilitated transport and transit between Member States such as: harmonized axle load limits, the
harmonized road transit charges, Customs Bond Guarantee, the COMESA Customs Declaration, the
Advanced Cargo Information System (ACIS), Automated System for Customs Data (ASYCUDA) and
inter-railway working agreement between railway companies. Once these customs and transport issues
are effectively addressed, it is hoped that there will be ease access to markets thereby increasing trade
among COMESA Members.
MCTI (2014) alludes to the fact that the Zambian draft industrial policy states that the policy will be in
line and in conformity with regional policies such as the COMESA and SADC industrial policies. For
Zambia to transform into a producer of competitive value added products for both the domestic and
export markets, Government intends to create an enabling and conducive environment for the private
sector to lead the Industrial transformation of the country.
As such, Zambia’s national Industrial Policy shall facilitate the following: stimulate and encourage
value addition activities on primary commodities as a means of increasing national export earnings and
create employment opportunities; transform the Zambian economy into a diversified and competitive
economy which is well integrated into the international trading system; stimulate investment flows into
export – oriented sectors in which Zambia has comparative and competitive advantages as a means to
promote innovation and technology transfer in the national economy; support the effective development
and utilisation of domestic productive capacities as a means to increasing output and expanding
employment opportunities; facilitate the acquisition of modern technology to support value addition
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and industrial processes by domestic firms; facilitate public and private investments in infrastructure to
support improvements in the quality and standards of Zambian products; and stimulate innovation and
invention of new products through industrial research and development and protection of intellectual
property.
The Zambian National Industrial Policy is clearly in tandem with the COMESA industrial policy as can
be seen above. As such Zambia has benefited from the COMESA tool kit. On 25th January, 2016 for
instance, COMESA Business Council (CBC) Local Sourcing for Partnerships (LSPs) Training
workshop for 80 food suppliers on quality standards and food safety in Lusaka. The workshop resolved
that it was imperative to put in place business models that look at increasing sustainable partnerships
with companies that can input in supply chains of larger enterprises. The workshop was the first phase
of the one-year project to improve the quality and standards of food suppliers and other value chain
actors in the hospitality, food and beverages industries, among other sectors.
As a strategic response, the LSP project aimed to increase local sourcing by large corporate companies
in the COMESA region from small growth enterprises within the hospitality and agro-industry sectors,
focusing mainly on food and beverages. The project is being piloted in six COMESA states, namely,
Zambia, Ethiopia, Kenya, Malawi, Rwanda and Uganda. In Zambia, the Zambia Association of
Manufacturers is the implementing partner for the project.
It is clear that whilst the COMESA industrial policy strategy seeks to build entrepreneurial, business
management and other technical skills targeted at micro, small and medium enterprises (MSMEs); it
has been observed that the Zambian National policy is in tandem with the COMESA one as can be seen
from the National policy which has made it possible for such training programmes as for the CBC stated
above. It can therefore, be deducted that the harmonization of the national policy with the regional
policy is taking effect and hence a step in the right direction.
9.

Competition Policy

UNCTAD (1998) notes that competition refers to rivalry among firms in the market place. It also
extends to envisaged or potential rivalry. Competition policy refers to government policy to preserve
or promote competition among market players and to promote other government policies and processes
that enable a competitive environment to develop. These policies include such policies as deregulation,
privatisation, trade policy, industrial policy, investment policy and monetary policy. They create an
enabling environment for businesses to flourish. However, competition law is an important piece of
legislation needed to ensure competition policy is implemented.
10. Figure 1: Competition Policy Framework

58

Figure 2:

“Competition Law is a subset of
Competition Policy”
Competition advocacy is also an important element of competition policy as it is a tool used to raise
awareness of the law among stakeholders. Competition advocacy helps with easy enforcement of
competition law due to wide knowledge and acceptance of the law. Competition law contains rules to
restrict anti-competitive market conduct, as well as an enforcement mechanism, such as an authority.
Competition law targets anti-competitive practices by private or public undertakings or enterprises.
Other policies which significantly affect competition include among others, consumer protection,
standards, intellectual property rights, international trade, investment and licensing. Competition laws
generally contain both core competition objectives and other objectives that vary among different
jurisdictions and over time. OECD (2003) notes that core competition objectives in many jurisdictions
include “to maintain and encourage the process of competition in order to promote efficient use of
resources while protection the freedom of economic action of various market participants. UNCTAD
(2009) states that the United Nations Set emphasizes the competition policy goal of promoting
economic development and many developing countries view competition as having this role. WTO
(1998) alludes to the fact that in this context competition is an inter-mediate objective and economic
development is a final goal. Other relatively common objectives are the promotion of small and
medium-sized enterprises (SMEs), restriction of undue concentration of economic power and ensuring
fair competition, public interest objectives – which may be relevant to industrial policy – are fairly
widespread among developing countries, but also present in some developed countries’ competition
laws, particularly with respect to mergers.
The UNCTAD Model Law (2004) spells out the objective of a completion law to “control or eliminate
restrictive agreements or arrangements among enterprises, or mergers and acquisitions or abuse of
dominant positions or market power, which limit access to markets or otherwise unduly restrain
competition, adversely affecting domestic or international trade or economic development.
The main objective of competition policy at regional level is to safeguard regional markets against anticompetitive cross-border trade. These may be in the form of abuse of dominance, such as price
discrimination; merger control and cross-border cartels such as multinational corporations who may
want to cooperate instead of competing, with presence in more than one country in the region. Such
multinationals can include Illovo, Lafarge, who have presence in Zambia, Malawi and Burundi. The
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thrust of competition law in regional markets is to prevent underhand methods to prevail so as to create,
support and also preserve fair competition between competitors in the regional market.
In COMESA, Article 55 of the Treaty affirms competition policy in COMESA. Specifically Section
55 states that:
1. “The Member States agree that any practice which negates the objective of free and liberalised trade
shall be prohibited. To this end, the Member States agree to prohibit any agreement between
undertakings or concerted practice which has as its objective or effect the prevention, restriction or
distortion of competition within the Common Market.”
2. The Council may declare the provisions of paragraph 1 of this Article inapplicable in the case of:
(a) any agreement or category thereof between undertakings;
(b) any decision by association of undertakings;
(c) any concerted practice or category thereof;
which improves production or distribution of goods or promotes technical or economic progress and
has the effect of enabling consumers a fair share of the benefits: Provided that the agreement, decision
or practice does not impose on the undertaking restrictions inconsistent with the attainment of the
objectives of this Treaty or has the effect of eliminating competition.”
3. “The Council shall make regulations to regulate competition within the Member States (COMESA
Rules and Regulations).
As the COMESA Competition Regulations and the COMESA Competition Commission provides a
regulatory and institutional framework that promotes and encourages competition by preventing
restrictive business practices and other restrictions that deter the efficient operation of markets, thereby
enhancing the welfare of the consumers in the Common Market, and protecting consumers against
offensive conduct by market actors.
The COMESA Competition Commission (CCC) was formed in December, 2004 as a supra national
competition authority aimed at regulating competition matters involving two or more Member States.
The CCC started operating in 2013. Member States which have Competition authorities include: Egypt,
Burundi, Rwanda, Malawi, Ethiopia, Zimbabwe, Kenya, Zambia, Swaziland, Mauritius, Seychelles and
Uganda.
The Kenyan, Malawian and Zambian competition laws are similar as they take into account similar
elements of competition law which include control of mergers and acquisitions, prohibition or
restrictive business practices such as cartels and vertical conducts. These laws are consistent with the
COMESA law on competition which have similar tenets. Both the national laws and the international
law aim at enhancing consumer welfare.
The CCC has handled many cases since its inception. One of the land mark cases that was determined
by the CCC was the proposed merger between Holcim Limited and Lafarge S.A.
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4.1

Case Study-COMESA (2014)

Information and Relevant Background: On 8th July, 2014, the CCC received a notification for
approval of a merger between Holcim Limited (“Holcim”) and Lafarge S.A. (“Lafarge”). The
transaction was notified under Article 24(1) of the COMESA Competition Regulations (“the
Regulations”). Under this provision, the Commission is required to assess whether the proposed
transaction between the parties would, or is likely to have the effect of substantial preventing or
lessening competition; or would, or is contrary to public interest in the Common Market pursuant to
Article 26 of the Regulations. The Committee of Initial Determination hereinafter referred to as “(he
CID”) noted that the parties operate in two or more COMESA Member States. This, therefore, means
that the regional dimension requirements under Article 23(3) and 23(5) are satisfied and asserts
jurisdiction of the Comission to assess the transaction. The parties to the transaction are currently
active in the following Member States: Djibouti, Egypt, Eritrea, Libya, Kenya, Madagascar,
Mauritius, Rwanda, Seychelles, Uganda, Zambia and Zimbabwe.
The Transaction: It was submitted that parties proposed transaction was a merger between equals in
terms of which Holcim would offer new Holcim shares to the shareholders of Lafarge in a public
exchange offer governed by French Law. The public exchanged offer would be initiated by Holcim
with an exchange ratio of one Holcim share for one Lafarge share. This public exchange offer was
subject to the approval of a Holcim Extraordinary General Meeting to issue the new Holcim shares
which required two-third majority of shareholders in attendance. The public offer would be subject to
Holcim holding at least two-thirds of the share capital and voting rights of Lafarge on a fully diluted
basis. It was further submitted that the proposed transaction was likely to result in Holcim acquiring
the majority of Lafarge’s issued share capital. Holcim would be renamed LafargeHolcim, and would
be listed in Zurich and Paris and would not be controlled by any shareholders.
Competition Analysis: The CID established that the transaction would not frustrate the single market
objective of the Treaty in that it does not have an appreciable effect on trade and between Member
States.
Determination
The CID noted that the CCM had requested for a referral from the Commission under Article 24(8)
of the Regulations. In this regard, the CID endorsed the decision of the Secretariat to refer part of the
transaction relating to the Mauritian market to the CCM. It also determined that the merger does not
raise competition concerns and is compatible with the Treaty Establishing the Common Market. It
therefore, approves the transaction in the Common Market except for Mauritius. Further, whereas the
CID approves the transaction, it expressed concerns regarding the structure of the current market in
Madagascar. The decision is adopted in application of Article 26 of the COMESA Competition
Regulations.

From the above-cited case, the merger much as it was authorised by the CCC, since it did not raise
competition concerns in COMESA, it was not authorised in Mauritius, given the fact that the
transaction had raised significant competition concerns in Mauritius. Hence Mauritius was allowed to
investigate as provided for under Article 24(8) of the COMESA Rules and Regulations and made its
own determination. This shows that the national laws of Member States are in harmony with the
regional competition policy.

61

11.

Challenges

However, there are some challenges being faced in the implementation of regional integration. The
overarching legal reason is that the COMESA Treaty is not domesticated by the Member States. There
should be domestic laws to that effect, through policy instruments and action plans that operationalize
the COMESA obligations within the domestic legal, economic and political systems. The other
challenge is lack of awareness of the law binding Member States to the objectives of the Treaty. This
is mainly due to lack of awareness from stakeholders such as lawyers. The fear of loss of sovereignty
is also a reason of resistance to the objectives of the Treaty. Lastly, poor culture of compliance levels
by Member States is also seen as a challenge in the implementation of COMESA Treaty with regards
to policy and competition.
12.

Conclusion

Indeed industrial and competition policies are complementary and necessary tools for the enhancement
of regional integration as seen by their application under COMESA. However, in order to achieve the
benefits of regional integration, there is need for Member States to adopt the common industrial policy
which entails: the promotion of self-sustained and balanced growth; increase in the availability of
industrial goods and services for intra-Common Market trade; improvement of the competitiveness of
the industrial sector; and develop industrialists that would acquire ownership and management of the
industries. Therefore, both industrial and competition policies are cornerstones to achieving regional
integration among other factors.
13.
1.
2.
3.
4.

5.

6.

Recommendations

Governments should grow a seedbed of Micro-Small Medium Enterprises (MSMEs) in all
industrial sectors of the economy aimed to be future corporations of the country.
COMESA Member states should develop means to attract the labour intensive industries by
among others, granting appropriate incentives to those industries.
There is also need for governments to deliberately improve skills and technical know-how
among the local manufacturers to be able to produce quality products.
There is need of cordinated national, regional and continental efforts to promote value chains
at all levels, creation of new and strengthening existing institutions at both national and regional
levels that will spearhead success in the implementation of the industrial policy.
An individual national industrial policy and planning tool is required to prompt governments
to ensure that regional integration is fully mainstreamed into all planning, budgeting and
implementation or operational processes at the national level, covering public and private sector
stakeholders.
Further, there is need for the COMESA Competition Commission and national competition
authorities to engage in serious advocacy with stakeholders in order to educate them on the
benefits of competition policy.
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Abstract
Sugar is an essential food commodity for households in Malawi. Illovo Sugar (Malawi) Limited is the
sole producer of sugar through two sugar factories located at Dwangwa and Nchalo. The company’s
monopoly power is reinforced by a Government ban on importation of sugar in Malawi.
The domestic sugar market consists of a network of sugar depots located in strategic geographical
areas and operated by Illovo. The depots supply sugar to wholesalers and retailers at ex-factory price.
One of the depots located in Karonga, some 600 Km from the capital Lilongwe, was being managed by
Simama General Dealers which also transported sugar from Illovo’s sugar factory in Dwangwa to
Karonga.
The Competition and Fair Trading Commission launched investigations against Simama for alleged
monopolization of sugar distribution. Investigations revealed that Simama, had excessive control over
sugar stocks, and prevented other wholesalers and retailers from buying sugar directly from Illovo. The
wholesalers and retailers were forced to buy sugar from Simama at a price higher than Illovo’s depot
price.
The Commission faulted the Warehousing and Stock Management Agreement which gave Simama total
control of the sugar distribution chain in Karonga and surrounding districts and led to manipulation
of sugar availability. Ultimately this drove up the price of sugar in Karonga and surrounding areas.
Illovo was ordered to reform its sugar distribution system. In the new system, the role of warehouse
managers has been limited to warehousing. Transportation of sugar is under a separate arrangement.
This has allowed entry of new players in the sugar distribution chain.
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1. Introduction
This paper seeks to present a case study on interventions made by the Competition and Fair Trading
Commission (CFTC) in fighting the anticompetitive practices arising in the Sugar industry in Malawi.
Sugar is an essential food commodity for domestic household needs and forms an integral part of diet.
Sugar also has an economic importance as it contributes to national income worldwide. As such there
is need to ensure competitiveness in the supply chain.
CFTC conducted investigations and engaged in various advocacy programmes to promote effective
competition on the market. Among other things, the Commission aggressively engaged the Ministry of
Industry and Trade on the requirement to review the sugar distribution system in the country. This
advocacy programme was instituted following complaints the Commission received from the business
community on the anticompetitive nature of the Warehouse Management System used by the Illovo
Sugar Company.
2. Problem Statement
In August, 2012 the Commission filed a complaint from a representative of the Karonga Business
Association. Karonga is a district situated in the Northern region of Malawi, some 600 Kilometres from
the capital Lilongwe. The complaint alleged that Illovo Sugar Company Limited (Illovo) had granted a
sole dealership of sugar distribution to Simama General Dealers (SGD) which included sugar
transportation from Dwangwa, handling at the warehouse in Karonga, wholesaling and retailing.
It was further alleged that the arrangement had granted Simama General Dealers control over the whole
sugar distribution chain in Karonga and neighbouring districts, thereby creating a monopoly in the sugar
distribution and affecting access and wholesale prices of sugar in the District.
Furthermore, it was alleged that Simama General Dealers and its affiliated enterprises had been using
their control of the distribution system to prevent other enterprises from buying sugar directly from
Illovo by among other things delaying loading of sugar into trucks of competitors at the Illovo
warehouse. This was allegedly done in order to force wholesalers to buy from their shops at a price
which was higher than the ex-factory price but lower than the price charged by other wholesalers. This
arrangement resulted in frequent sugar shortages but also increased costs associated with acquiring the
product.
On 13th September 2012, a similar complaint was filed with the Ministry of Industry and Trade on the
same factual issues related to the distribution system of sugar in the same district. After being referred
to the Commission, the two complaints were handled together. Concerned that the allegations, if proved
true, would adversely affect competition in the sugar distribution system in the relevant market, the
Commission decided to launch full investigations.
3. Background to the Sugar Industry in Malawi
Malawi is predominantly agricultural and exports agricultural commodities to most neighboring and
international countries. In Malawi, sugar has been largely identified as one of priority export
commodities in the 2013-2018 Malawi National Export Strategy (NAS). Sugar is the second largest
foreign exchange earner after tobacco and is a prioritized export for diversification and value addition
in the NES. The majority of sugar produced in Malawi is sold on the domestic market and the remaining
approximately 40 percent is exported as raw sugar for refining or direct consumption.
Figure 1. Quantity of exported Malawi tea, sugar, tobacco and cotton from 2009-2012
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Overall, the population in Malawi consumes sugar in high quantities and largely depends on sugar for
most of the dietary needs. The figure depicts the human consumption of sugar against the growth rate
of population.
Figure 2. Human domestic consumption of sugar in Malawi and population growth rate, 20052014

Source: Index Mundi and A. Cameron (2015)
As a way to protect the market, the Government of Malawi imposed restrictions on the importation of
sugar. At the time, there was only one sugar producing company in the country, Illovo Sugar (Malawi)
Limited. The restrictions therefore gave Illovo monopoly powers in the sugar industry in Malawi.
A public company listed under the Malawi Stock Exchange, Illovo is a multinational company involved
in sugar production and distribution. Apart from Malawi, Illovo has operations in six other countries
namely Mauritius, Mozambique, South Africa, Swaziland, Tanzania and Zambia.
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In Malawi, Illovo produces sugar from Nchalo Sugar Estate in Chikwawa district which is located some
80 kilometres south of the commercial city Blantyre and Dwangwa Sugar Estate in Nkhotakota district,
located some 306 kilometers north of the capital Lilongwe on the Northern Lake Shore in the midcentral region.
According to Illovo, over half of the sugar produced is sold into the local direct consumption market
through the company’s chain of distribution centres situated throughout Malawi and also into the local
industrial market, 30% into markets in the European Union (EU) and the United States of America
(USA) with the remainder sold into regional African markets as Kenya and Zimbabwe. Both of the
Illovo factory operations produce molasses, a by-product of the sugar manufacturing process, which is
currently sold as a fermentation raw material to fuel alcohol distilleries namely Ethanol Company
(ETHCO) and Press Cane Limited for the manufacture of ethanol.
Illovo has its headquarters in Limbe, in the Malawi commercial city of Blantyre from where it
coordinates its sugar production, distribution and export. Illovo has a network of distributor depots that
sell sugar at factory prices through-out the country. There are five distribution centres namely Limbe,
Balaka, Lilongwe, Mzuzu and Karonga. The company pays for the transportation of sugar from the
estates to all the depots and, in this regard, ensures a national or depot-delivered price of sugar across
the country. The Karonga distribution centre is managed by Simama General Dealers.
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Figure 3. Map of Malawi with the production and distribution centres

Source: Illovo, 2015.
Whilst the production and manufacturing of sugar is highly monopolized, competition is present in the
growing of sugarcane as the main raw material for the sugar product and in the distribution of the final
product all the way to the consumer and to the export market. However, as already alluded to, Illovo
coordinates all these activities and is involved at most of these stages.
Presently, the sugar industry has prospects for growth in terms of new entrants. According to various
media research reports, there are other two smaller sugar mills currently under construction in Salima
(central region) and Nkhatabay (northern region). However, the companies are yet to start producing
sugar and start competing with Illovo on sugar production.
4. The Competition Legal and Regulatory Framework
The restrictions imposed by Government on the importation of sugar at a time when there is a single
producer of sugar in the country created a monopoly situation in the sugar industry. However, there are
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a number of players involved in the supply, distribution, wholesale and retailing of the sugar product
across the country. Owing to the economic and health importance that the commodity has both to the
national income and to households, promoting access to the commodity for all generates efficiencies in
the national economy. Furthermore, policy support to sugar through the National Adaptation Strategy
(NAS) aims to enhance the competitiveness of the sugar and cane sector by increasing factory capacity
and sugarcane production through efficiency improvements in both field and factory operations.
Malawi’s competition policy of 1997 is committed towards efforts to lower barriers to market entry,
reduce restrictive business practices and protect the consumer. In line with this, the Competition and
Fair Trading Act passed by the Malawi Parliament in 1998 plays the role of regulating, monitoring,
controlling and preventing acts or behaviors which are likely to of the adversely affect competition and
fair trading in Malawi.
The Act was enacted to encourage competition in the economy by prohibiting anti-competitive trade
practices; to establish the Competition and Fair Trading Commission; to regulate and monitor
monopolies and concentrations of economic power; to protect consumer welfare; to strengthen the
efficiency of production and distribution of goods and services; to secure the best possible conditions
for the freedom of trade; to facilitate the expansion of the base of entrepreneurship and to provide for
matters incidental thereto or connected therewith.
According to the Competition and Fair Trading Act, Sub-section 32(1) states that:
Any category of agreements, decisions, and concerted practices which are likely to result in
prevention, restriction or distortion of competition to an appreciable extent in Malawi or in
any substantial part of it are declared anti-competitive trade practices and are hereby
prohibited.
Sub-section 32(2) of the Act enumerate specific conducts that enterprises should refrain from engaging
in. Specifically the sub-section states that:
Subject to sub-section:
(1)enterprises shall refrain from the following acts or behaviour if they limit access to
markets or otherwise unduly restrain competition, or have or are likely to have adverse effect
on trade or the economy in general
–a predatory behaviour towards competitors including the use of cost pricing to damage,
hinder or eliminate competition;
imposing restrictions where or to whom or in what form or quantity goods supplied or other
goods may be sold or exported.
(a) Section 41 which regulates abuse of market power. The sub-section 41(1) states that:
Any person that has dominant position of market power shall not use that power for purpose
of –
(a) Eliminating or damaging a competitor in that or any other market;
(b) Prevent the entry of a person into that or any other market; or
(c) Deterring or preventing any person from engaging in competitive conduct in
that or any other market.
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(d) Section 43 which prohibits enterprises from engaging in unfair trade practices. Specifically,
sub-section 43(1)(g) states that:
Any person shall not, in relation to a consumer - ……………… (g) engage in
unconscionable conduct in carrying out trade in goods and services.

5. Objectives of the Intervention
Following the review of the complaints against the provisions of the Law, the Commission decided to
launch investigations into the alleged conducts. The Commission sought to eliminate the alleged
conducts in order to promote effective competition in the sugar industry.
Specifically, the investigations was undertaken to achieve the following objectives:





Ensure adequate supply and accessibility of sugar;
Promote competition to allow effective entry into the sugar distribution market;
Increase efficiency and effectiveness in the relevant market.
Increase awareness and uptake of competition principles by the Ministry of the Ministry and
Trade and other public institutions plus all the stakeholders in the sugar industry.

6. Methodology
In order to achieve the objectives above, the Commission brought a case against the sugar
manufacturing company, Illovo and the distributor in question, Simama. The Commission conducted
investigations into the case through letters of correspondence, face to face interviews, and desk research.
Illovo and Simama were asked to respond to the allegations levelled against them by the business
community in Karonga
In order to achieve positive and tangible results, CFTC employed an advocacy strategy through faceto-face engagement by means of meetings which bought together Government officials, Illovo and other
stakeholders. Through this initiative, the concerned parties plus other stakeholders were sensitized on
the benefits of promoting competition in the relevant market. CFTC also initiated advocacy with the
relevant stakeholders.
In the advocacy, the Commission mainly involved stakeholders in this industry who included sector
regulators, the parties and other stakeholders. These included: the Ministry of Industry and Trade, as
the sector regulator; Illovo Sugar Company, as the sole manufacturer of sugar in Malawi; the
distribution companies across the country and many other stakeholders and consumers.
The Commission interviewed employees of both Simama General Dealers and Illovo Sugar Company
stationed at the sugar distribution centre in Karonga. Karonga based sugar wholesalers were also
interviewed. Further, the Commission visited the sugar Distribution Centre in Lilongwe to check the
system that is in used with regard to movement of sugar from the warehouse and record keeping.
7. Findings and Analysis
7.1.
Findings from Illovo and Simama General Dealers
7.1.1.
Submissions by Illovo Sugar Company
In its response to the allegations, Illovo Sugar Company submitted that they opened Distribution
Centres in Lilongwe, Balaka, Limbe, Mzuzu and Karonga. The company rented warehouses and hired
companies (Warehouse Administrators) to manage the warehouses and transport sugar from the factory.
It was further reported that selling is done through the Limbe Office in liaison with their employees
71

stationed at Distribution Centres (Distribution Centre Supervisors). The sugar at the distribution centres
is sold at ex-factory price in this arrangement, Warehouse Administrators were not allowed to sell sugar
from the Illovo Distribution Centre but were allowed buy and sell sugar at any place of their choice just
like any other buyer.
It was emphasised that Simama General Dealers is not allowed to sell sugar at the Warehouse or to
make any profit from the relationship otherwise than by means of rental and handling fees and transport
payment. Illovo submitted that the arrangement is not an exclusive dealership or a dealership of any
kind. In so doing, Illovo refuted all allegations on blocking or restricting other buyers to buy from Illovo
and that they were undercutting. All in all, Illovo concluded that they were not in violation of the
Competition and Fair Trading Act since SGD is not their agent but a mere Warehouse Administrator.
7.1.2.
Submissions by Simama General Dealers
SGD submitted that they do not distribute sugar on behalf of Illovo. The company buys sugar from
Illovo at the same price as everyone else and sells to retails through its wholesale outlets. SGD also
submitted that they use their vehicles to transport the sugar which they buy from Illovo. They observed
that those making the allegation may be motivated by jealousy.
7.2.

Analysis
7.2.1.

General Findings

The information gathered showed that Illovo entered into an agreement with companies/business
persons to provide warehousing for sugar and manage the warehouses. Under the arrangement, the
Warehouse Administrators (as they are called) do not own the sugar kept in their warehouses neither
are they supposed to sell the sugar on behalf of Illovo.
The sugar was being sold by Illovo through a system that involves buyers depositing money into an
Illovo Bank Account and upon verification of the deposit, the Illovo Head Office would issue a Loading
Authority (LAs) allowing the buyer to collect sugar from the Distribution Centre of their choice. The
buyers could also buy directly from Illovo mills in Nchalo and Dwangwa but at the same ex-factory
price.
In addition to managing the warehouse, Warehouse Administrators were also responsible for
transporting the sugar from Illovo mills to the Warehouses. This was done to ensure that the sugar is
not deviated as Warehouse Administrators were responsible for any loss of sugar along the way as well
as in the Warehouse.
This arrangement was governed by a Contract (Warehouse Management and Stock Handling
Agreement) between Illovo and the respective Warehouse Administrators. The Agreement set out terms
and conditions of engagement between the two parties. Under the terms of the Agreement, Warehouse
Administrators were not allowed to sell sugar from the Warehouses rented to Illovo. Rather, they were
allowed to buy sugar from the Warehouse, transport it and sell from their own outlets off the premises.
7.2.2. Competition Analysis of the Warehouse Management and Stock Handling
Agreement
Agreements or decisions or concerted practices likely to prevent, restrict and distort competition
(Section 32[1])
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The information gathered by the Commission revealed a number of irregularities some of which had a
bearing on the provisions of the Competition and Fair Trading Act.
The Commission established that there was an agreement between Illovo and Simama which governed
sugar distribution in Karonga. The Administrators who signed the agreement with Illovo were Illovo
sugar distributors before the new system was introduced. The Agreement did not bestow on Simama
the status of an agent or dealer for Illovo. However, it gave Simama control of the sugar from the mill
in Dwangwa Sugar Estate until the sugar is dispatched to a buyer at the warehouse. Illovo only deployed
one employee stationed at the warehouse, the rest of the employees were for the warehouse
administrator.
The Agreement also allowed Simama General Dealers to buy sugar from Illovo and sell from their own
premises other than the Illovo rented warehouse. The fact that Warehouse Administrators had full and
total control over the sugar movement out of the warehouse including receiving the Loading Authorities
receipts loading on to trucks of buyers, their conduct had significant influence on decisions of sugar
buyers in terms of whether they would buy from Illovo or elsewhere. Considering that these buyers
were potential customers to anyone who could have offered lower prices than prevailing whole sale
prices, there was a great possibility that the Warehouse Administrators would discourage others from
buying directly from Illovo.
Furthermore, they had the capability to manipulate the system so that it looked unattractive to other
wholesalers; in the process establishing themselves as intermediaries between Illovo and other
wholesalers. Simama sold sugar in Karonga at a price which was slightly above the ex-factory price
and lower than the price charged by other wholesalers. In addition, the company allowed those who
bought from them to collect sugar from Illovo Warehouses immediately after depositing money in the
Simama General Dealers’s account or that of its affiliated company under the name Pezani General
Dealers as long as they brought the deposit slips. The company also claimed that they offered credit
facility to some of their customers. This assertion was not corroborated in Karonga.
On the other hand, those that were buying from Illovo were not collecting the sugar instantly although
the money was directly deposited into Illovo’s account. They had to wait for confirmation and Loading
Authority from Illovo Headquarters which, it had been established, took not less than a day. This was
reported by wholesalers as a disincentive for them to be buying sugar from Illovo. This problem was
not unique to Karonga. Wholesalers in Lilongwe complained of the same problem.
However, wholesalers in Karonga said that if they tried to buy directly from Illovo, they were openly
told by staff at the Distribution Centre that they could not buy from Illovo direct, but rather they can
only buy from Simama General Dealers.
Warehouse Administrators had a strong motivation to discourage other buyers to source sugar directly
from Illovo. Since they were in-charge of stock control, they could sell the sugar to other wholesalers
before they paid for it to Illovo. They could, therefore, use the money collected from the buyers to pay
Illovo and pocket the difference between their selling price and the Illovo ex-factory price. They could
make profit without investing any capital or incurring handling costs.
Predatory Conduct (Section 32[2][a])
The Commission also established that Illovo was renting another warehouse Simama General Dealers
in Lilongwe where it was keeping stocks that could not be kept at the Warehouse rented from
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Nationwide who is the appointed warehouse Manager in Lilongwe District. This was confirmed by the
management of Illovo.
It was said that the arrangement (the renting of warehouse) was under the same ‘terms and conditions
as per existing warehouse contract agreement for Karonga Distribution Centre’. This effectively meant
that Illovo appointed Simama as another Warehouse Administrator for Lilongwe for the period 1 st
December to 31st March 2013. Illovo confirmed that Simama General Dealers had at times been
instructed by Illovo Headquarters to sell/dispatch sugar from the warehouse rented from the company.
However, Simama General Dealers used the same warehouse for selling his sugar and the information
gathered by the Commission showed that Simama General Dealers had been selling sugar at a price
lower than the ex-factory price. Simama General Dealers’s explanation was that the sugar was bought
in bulk using bank overdraft and sometimes the sugar was sold at a price lower than the ex-factory price
to attract customers so that the company was able to service its overdraft. Illovo confirmed that it was
possible for those that buy from Illovo to sell at a price lower than prevailing ex-factory price
particularly when there is a price adjustment. Companies could sell sugar stock at a price lower than
the new ex-factory price even despite having bought the stock at the initial price before the adjustment;
or sometimes Illovo could allow buyers to buy sugar at the initial price soon after the price adjustment.
While this assertion appeared to make logical sense, it did not make economic sense. Economically,
one could only sell sugar at a price lower than ex-factory price if he was willing to reduce the quantity
of sugar to be bought after current stock finishes. This went beyond the objective of business growth.
It was therefore, possible that the sugar that Simama General Dealers sold in Lilongwe was obtained
under a special arrangement with Illovo. Such an arrangement would include diverting sugar meant for
Karonga Distribution Centre to the Lilongwe Simama General Dealers Warehouse. Simama General
Dealers’s motivation in this arrangement would be that they would be paid cost of transport to Karonga
for the consignments diverted to Lilongwe. Simama General Dealers was, therefore, in violation of subsection 32(2)(a) of the Competition and Fair Trading Act.
Exclusive Dealing Arrangement (Section 32[2][c])
The Commission examined the Provisions of the Agreement and found that sub-section 14.1.2 requires
Simama General Dealers
‘not to use the Warehouse for the sale or purchase of sugar from a source other than Illovo and that so
long as this agreement subsists Simama or its associated companies shall not whether indirectly or
directly sell sugar belonging to other suppliers’.
This clause meant that Simama General Dealers was barred from selling sugar from the Illovo rented
Warehouse. But the Commission established that wholesalers who bought sugar from Simama collected
the sugar from the Illovo Warehouse directly. In this case, Simama General Dealers run his business
parallel to Illovo. The clause also meant that Simama General Dealers could not sell sugar from any
other source other than Illovo. It also meant that Simama could not only sell from the Illovo rented
warehouse but also in Karonga and other parts of the country where Simama General Dealers has
business outlets. The Commission established that for all intent and purposes, this was an exclusive
dealership arrangement which was not permitted under section 32(2) (c) of the Competition and Fair
Trading Act.
Restrictions on where, or what form/quantity or to whom sales should be made (Section 32[2][e])
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The Agreement that Illovo and Simama General Dealers signed did not assign Simama General Dealers
as a sales agent for any specified area since the selling of sugar was done by Illovo. Therefore, the issue
of geographical restriction did not apply. However, Illovo required that anyone who wanted to buy
sugar through its Distribution centres should buy not less than one tonne. Although this was a
quantitative restriction, it was a normal business practice for manufacturers to sell to wholesalers in
bulk.
Unfair trade practices (Section 43[1][g])
Illovo enjoyed a monopoly in sugar production and distribution. The company’s monopoly was
protected by government restrictions on sugar imports. Under the Import Licensing Act, sugar was a
controlled commodity whose importation requires an import licensing. Government suspended issuance
of import license for sugar. Therefore, Illovo had all the latitude to act as a monopoly.
Illovo used its monopolistic powers to allow Simama General Dealers to become a wholesaler to
wholesalers. Since the wholesalers who bought sugar from Simama General Dealers had to make
profits, they were forced to sell to retailers at a price which was higher than the price they would have
sold had they bought the sugar directly from Illovo.
Simama General Dealers had, therefore, brought a price-build-up which affected consumers. If Illovo
were facing effective competition, the company would have been worried about the price that a
consumer would buy its product at. But since there was no competition Illovo let Simama reap
middleman’s margins by allowing it to operate as a wholesaler to wholesalers.
Therefore, both Illovo and Simama General Dealers engaged in unconscionable conduct to consumers.
Abuse of market power (Section 41)
The Agreement that Simama General Dealers signed with Illovo gave the company control over sugar
distribution in Karonga. The company used this control to block other wholesalers from buying sugar
directly from Illovo. Simama General Dealers was, therefore, in violation of section 41of the
Competition and Fair Trading Act.
7.3. The Decision of the Commission
Based on the findings of the investigations which established that the warehouse management system
was anti-competitive, the Commission issued the following orders; to both Illovo and Simama General
Dealers
 Warehouse Administrators or their associates should not be allowed to engage in sugar
wholesaling or retailing by Illovo;
 Illovo should suspend its Warehouse Agreement and design a new Agreement which was
consistent with the provisions of the Competition and Fair Trading Act. The new agreement
was to be notified within 30 days to the Commission, to give Illovo an opportunity to
provide justification to the Commission why the anti-competitive provisions in the
agreement should be operational.
 That Illovo should clearly mark Distribution Centres with their branding within 30 days.
 That Illovo should ensure they have sufficient physical presence in the Distribution Centre.
 Illovo should provide information related to pricing to be published within 30 days, both
on sight and in local press to ensure that wholesalers have adequate information to make
informed decisions.
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Illovo should outline procedures on how wholesalers can access sugar. The information
should be clearly communicated through various forms of informative ways and not be the
sole responsibility of depot agents, within 30 days. Illovo should publish the addresses,
contacts and physical location of their warehouses, appropriate information should be given
that these are Illovo warehouses and not the warehouse operators, within 30 days.
That Illovo should address the delay in confirming cash deposits into its account and that
Load Authorities should be expeditious issued to buyers.
That Simama General Dealers should stop with immediate effect charging wholesalers a
loading fee from the warehouse, since Simama General Dealers is already paid for the same
by Illovo.
That Simama General DealersSimama General Dealers should be issued with a Cease and
Desist order to stop predatory conduct and abusing its market power.

7.4. Advocacy initiatives by the Commission
In order to ensure that the decisions and recommendations of the Commission were implemented to
eliminate anticompetitive practices in the sugar distribution industry, the Commission had to cooperate
with other stakeholders involved in the sugar industry, particularly in the distribution of sugar across
the country. Through this initiative, the concerned parties plus other stakeholders were sensitized on
the benefits of promoting competition in the sugar market.
In line with recommendations of the Commission, Illovo restructured its sugar distribution system to
isolate warehouse management from the actual transportation. In the current arrangement whose
implementation commenced on 1st July 2014, the distributors undertake primary distribution only while
warehouses area managed by Illovo. All the distributors (secondary distributors) purchase from the
distribution centre and distribute to wholesalers and retailers.
Table 1. Comparisons between the old and new sugar distribution systems
Description
Warehousing
administration at
distribution centre

Old System

New System

Outsourced and run by 3rd parties In-house
management
the who were sugar traders
distribution centre

of

Dependent on traders who were
administering distribution centres
Transportation

Determined and controlled by Allocation
transporters
determined
Illovo

and
schedules
and controlled by

Sugar prices

Standard price of sugar. Ex-Mill Removal of transport subsidy and
price enforced to maintain a cost pricing adopted
uniform price through transport
subsidy
Two price points introduced: ExMill price and distribution Centre
price

76

Eligibility,
terms

access

and Access to sugar purchases was Access to sugar purchases is open
open to all without any restrictions to all without any restrictions or
license
Trade promotions available to all.

Source: Illovo Sugar Company
8. Results and Effects
Through this enquiry, there are many other institutions that were made aware of the benefits of
competition principles. Other than the concerned parties, the Government Ministries, parastatals, the
private sector, the civil society and many other stakeholders were appreciated the need to incorporate
competition principles in their strategic orientation.
8.1.
Effective Distribution
The first benefit observed is the effective distribution of sugar to all territories in the country. As a result
of the Commission’s advocacy programme, the warehouses (distribution centres) were no longer run
by the distributors, but rather by Illovo itself. As such there is no restriction on the accessibility to sugar.
This has ensured free flow and availability of the product across the country.
8.2.
Market Entry
The other benefit of this change was the entry of several distribution companies and wholesalers in the
secondary distribution of the product. With these new entrants, there was vigorous competition among
secondary distributors. This has resulted in maximising efficiency in the distribution of sugar with the
distributors devising innovative ways to minimize their distribution costs. This has increased
accessibility of sugar in the relevant market and reduced the price build up of sugar.
8.3.
Effective Monitoring
Implementation of the revised distribution system commenced in July 2014 hence the commission is
actively monitoring the market to have a comprehensive understanding of this change. However, market
research to track recent trends indicates have indicated that on the overall, there is a slight increase in
the accessibility to the product in all areas of the country. Incidences of sugar shortages have not been
reported so far and it is the Commissions belief that the resolution has been very effective in solving
the problem.
In conclusion, the advocated market competition has substantial benefits to the market because it has
improved efficiency and effectiveness of the market. This is vital for: the development of the product
market; ensuring sufficient consumer welfare; but also fostering economic development of the country.
9. Conclusions and Recommendations
Despite market liberalization that was endorsed as part of the structural adjustment programmes (SAPs),
the sugar market, just like many other product markets in the country, are not run on perfect competition
principles. There were a number of issues for the Commission to take up in order to ensure competition
in all markets as below


There is need for regular market assessment and monitoring exercises to check such
occurrences which have adverse effects on consumer welfare as well as the economy as a
whole. There is as such need for the Commission to undertake Competition Analysis studies in
most sectors of the economy.
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The individual private companies usually contravene competition principles to due to lack of
awareness. This is aggravated by the fact that most public institutions which regulate these
markets are themselves are not compliant with competition requirements. These public
institutions either are not aware of the competition principles or have their institutional interests
which are deemed prime to competition regulations.



Additionally, the general public also lacks awareness of the competition principles. There is
therefore need for intensive awareness campaigns to enlighten the general public about
competition issues and the associated benefits.
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Executive Summary

This case study examines barriers to entry in retail banking informed by Capitec’s experiences as an
entrant. This study will illuminate how the bank was able to pursue the opportunities available in this
concentrated and highly regulated sector. The case study will contrast Capitec’s success, especially
since 2008, to that of other entrants in the retail banking sector. Finally, it will consider whether there
are ways in which the barriers which Capitec faced could be reduced for future entrants.
Capitec’s entry and growth in transactional banking sparked a competitive response from incumbents,
especially First National Bank and ABSA. These banks now offer products that are positioned to
compete with Capitec’s simple, technology-driven and low cost offering. Across all four incumbent
banks, the fees for low-cost accounts have come down in nominal terms. It is unlikely that these effects
would have occurred if the status quo had continued without a disruptive entrant or if Capitec had been
acquired by one of the incumbents early on.
The positive effects of Capitec’s entry are expressed in three ways: new-to-banking customers that now
have access to finance, lower bank charges for customers who switch from the incumbents to Capitec
and lower prices for incumbents’ clients as their banks react to Capitec.
In some ways, Capitec’s experience is exceptional. It has surged ahead early attempts to bank the
excluded such as Ubank (former Teba Bank) and the Mzansi initiative. Its early financial backer, PSG,
chose to go into banking precisely because of the high barriers to entry in that sector. The entry, a
consolidation play of small micro-lending institutions, benefited from this lending cash cow, which
ensured profitability from the start. This can be contrasted with the experience of Ubank, which has
stagnated due to lack of shareholder backing and poor financial results.
Capitec overcame customer’s reluctance to switch, a key barrier to entry in retail banking, by developing
a simple product that is easily understood. It also worked deliberately to convert its lending clients into
transactional banking clients. Some of the bank’s executives, having been former bankers, were familiar
with the payments system. However, it is clear that the ability of a small, nimble bank to introduce
changes in the South African banking environment is subject to the incumbents’ willingness to change
and their pace. This is a consequence of inter-operability. However, there is scope to improve the
manner in which innovations which require co-ordination are introduced into the payments system.
The question of market power has received attention from the competition authorities, which led to a
market enquiry into banking, which issued its reports in 2008. Its recommendations sought to make the
playing field more open and level. The Banking Enquiry focused attention on retail banking and
heightened awareness about competitive behaviour in the sector. Some of its recommendations include:






Measures by the banking industry to facilitate customer switching
Transparent pricing with fee disclosures on bank statements
Non-discriminatory pricing at Bankserv (removing scale disadvantage for small banks)
Improvements in governance at the Payments Association of South Africa
Promotion of cash-back at point of sale as a channel
The partial (and ongoing) implementation of these recommendations improved the competitive
environment for Capitec though it is not easy to draw direct causal links. The bank’s executives also
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note that the promulgation of the National Credit Act created certainty in the unsecured lending
segment. Before then, the industry had operated under an exemption from the Usury Act, which could
have been withdrawn at any moment.
Going forward, there is still some scope to improve the switching process. This could be done by
instituting a regulated switching process with mandatory timelines, as suggested by the Banking
Enquiry Panel. The incoming ISO 20022 messaging standard makes provision for automated debit order
and incoming (salary) payment switching. The SARB should also consider a process where consumers
are not liable for interest, penalty fees and other charges incurred due to delays in switching bank
accounts (Hawthorne 2014). The sharing of FICA information, with clear guidelines on where liability
lies in the case of contraventions (the original or second bank) would also ease switching.
A stricter process to ensure that participants adopt and facilitate innovation, new instruments and other
changes is called for. Though there is reluctance to attribute bad faith to the slow pace of innovation in
the industry, most stakeholders acknowledge that the historical record suggests that industry-wide
change and innovation takes too long in the banking sector.
Regulators can play an active role in facilitating innovation. For example, in the UK, the Financial
Conduct Authority (FCA) has an innovation hub. The support offered to new and established, regulated
and unregulated financial businesses includes: help to innovator businesses to understand the regulatory
framework and how it applies to them, assistance in preparing and making an application for
authorisation, a dedicated support team, and a dedicated contact for a year after an innovator is
authorised to conduct business.34 Potential innovators bring ideas to the regulator, not necessarily
complete applications, and also their concerns about how the current regulatory framework limits them.
Capitec had aspirations to become a fully-fledged bank offering products for customers to save, transact
and borrow money. Technology and business model innovations have expanded the range of institutions
that can offer transactional banking services beyond traditional banks. A tiered banking licensing
regime could facilitate other modes of entry in the future. Regulators and policymakers appear
supportive of the idea of a tiered banking license regime, with a class of banks facing lower liquidity
requirements (for instance) but with the ability to participate as full settlement members in the payments
system.

34

Financial Conduct Authority https://innovate.fca.org.uk/ website Accessed 30 September 2015.
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1.

Introduction

This case study will examine barriers to entry in retail banking informed by Capitec’s experiences as
an entrant. This study will illuminate how the bank was able to pursue the opportunities available in
this concentrated and highly regulated sector. The case study will contrast Capitec’s success, especially
since 2008, to that of other entrants in the retail banking sector. Finally, it will consider whether there
are ways in which the barriers which Capitec faced could be reduced for future entrants.
1.1

Methodology

The study relied on interviews with retail banks, research and industry bodies:



Banks: Capitec Bank, Mercantile Bank, Ubank
Regulators and Policymakers: PASA, South African Reserve Bank National Payment System
Department and Banking Supervision Department, National Treasury
 Associations: Banking Association
 Research: Solidarity Research Institute, Finmark Trust, Moody’s
 Other: Thutuka (payments processor), PSG
Secondary research included review of banks’ annual reports, industry reports and the Banking Enquiry
review paper by the Centre for Competition, Regulation and Economic Development.
1.2

International review of barriers to entry in retail banking

It is well recognised in the international literature that the banking industry exhibits high barriers to
entry. This section provides a high level summary of the most common barriers to entry highlighted in
the literature.
Retail banking is a capital-intensive activity. To be able to offer a basic transaction service that competes
with at least the minimum product package offered by incumbents requires IT systems, a branch and
ATM network (though this might soon change), and brand-building expenditures. Most of these outlays
are sunk investments that cannot be recovered in case of failure. Barriers to exit may discourage firms
from entering a market in the first place.
Regulations also impose costs to obtain a banking license and the related authorisations, to meet the
basic costs of compliance and to maintain a certain level of regulatory capital, whose type and quality
is usually specified in law.
The basic capital required, for operational and regulatory35 purposes, make access to finance crucial in
entering the retail banking sector. This serves as a barrier to entry for new banking institutions. Capital
markets are not very supportive of new entrants in many countries. This is exacerbated in retail banking,
given that a certain proportion of this capital will have to be kept in low-yielding instruments to meet
capital and liquidity requirements, rather than being deployed in growth enhancing activities. The rollout period to achieve minimum efficient scale and profitability can also take time, thus investor
expectations for returns have to be managed accordingly.

35

The minimum regulatory capital required is the greater of R250m or 9.5 percent of risk-weighted assets.
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Transactional banking rests on the principle of inter-operability. The payment instruments that a new
entrant provides for its customers have to meet the established norms of inter-operability in that market.
In other words, if the standard bank card can withdraw money at any ATM or be used to make a
purchase at any merchant with a point-of-sale device, this is the level of service that is expected of any
new bank. This means that the bank has to access the payment system and enter into bilateral and/or
multilateral arrangements that are required to make this happen.
The erstwhile Office of Fair Trading in the UK (which was replaced by the Competition and Markets
Authority) defines barriers to entry as: "…obstacles that increase the difficulty of a firm entering or
expanding in a particular market. They arise when incumbents have an advantage over potential entrants
that is not due to superior efficiency. Barriers to entry, expansion and exit can be a natural feature of
the market or be created, or exacerbated, by the behaviour of incumbent firms."
In various studies spanning since 2002, the former Office of Fair Trading conducted studies that found
the following to be significant barriers of entry into retail banking:









establishing a branch network
ease of transferring products and accounts (for customers)
developing a successful brand
high sunk costs
acquiring new customers
access to information regarding customers' credit risk
access to payment networks, and
regulation.

Though regulation is quite extensive in retail banking, some studies have argued that it does not pose a
serious barrier to entry. OFT (2010) finds no evidence that the requirements related to gaining
authorisation to accept deposits and to offer mortgages and other consumer credit products act as a
barrier to entry. The only difficulty found in that study relates to the lack of information that entrants
suffer with regard to these authorisations. Whereas in the Netherlands, the ACM found that market
participants highlighted three areas of concern when it came to licensing - the length of the licencing
process, uncertainty affecting the licence requirements and therefore the outcome of the licencing
process, and the unforthcoming attitude of the licensing authority (DNB).36
In the UK, money laundering and consumer protection regulations were found to be benign as barriers
to entry or expansion.
Most new banks in the UK enter the payments system through agency arrangements with sponsoring
banks, and these were found to be satisfactory in terms of cost and quality of access. However, in recent
case studies of entry, the Competition and Markets Authority quotes an internal note by Virgin Money
which highlights potential concerns with agency arrangements in the payment system:




Service standards whereby the sponsored bank could find it difficult to offer the same standard
of service on payments as its sponsor bank (Metro Bank also raised a similar concern in the
same set of studies).
Potential brand damage which could result if payments were delayed.

36

Autoriteit Consument & Markt/ The Netherlands Authority for Consumers & Markets
(2014), Barriers to entry into the Dutch retail banking sector.
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Delay in hearing about industry-wide issues since sponsored banks relied on their sponsor
banks to keep them informed of any such issues.
 Project delays which could result due to reliance of sponsored banks on sponsor banks during
a project life cycle.
 Inadequate new initiatives since these tended to be directed by sponsor banks, and therefore
solutions could end up fitting the requirements of those banks.
However, when probed further, it appears that the provider was satisfied with the level and cost of
service provided under its current payment system relationships.
The OFT found switching behaviour, the role of brands and the role of the branch network to be
important barriers to entry. The low level of switching by customers made it difficult for banks to attract
customers. Customers were also wary to switch to an unknown brand. They also continued to place a
high value on a branch network (a finding confirmed by the CMA in later case studies). In the
Netherlands, half of all savings accounts consumers have never switched. In the current account market,
switching behaviour is even less encouraging; 73 percent of current account holders aged 18 or older
has never switched. The ACM puts this down to the ‘hassle’ factor in changing current accounts. 37

1.3

Market power and barriers to entry in retail banking in South Africa

The retail banking sector is that part of the financial services industry that is concerned with providing
transactional (payments), credit, savings and other financial intermediation and advisory services to
individual consumers and small businesses. Over 85 percent of the share of retail deposits is accounted
for by the ‘big four’ banks trading as: Barclays Africa (Absa), Standard Bank, First National Bank
and Nedbank (see Figure 1 below).

37

Autoriteit Consument & Markt/ The Netherlands Authority for Consumers & Markets
(2014), Barriers to entry into the Dutch retail banking sector.
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Figure 1: Market share of retail household deposits, 2011 - 2013
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Source: Capitec Annual report 2014, based on SARB data

The issue of market power in South African retail banking has been traversed in a few studies. Notably,
the Competition Commission’s Banking Enquiry report engaged with the matter extensively in its final
report. The enquiry report defined market power as the ability of a firm to charge prices above those
that would prevail under competitive conditions.
The Banking Enquiry panel found that in the market for personal transactional accounts (PTAs),
established banks enjoyed market power derived from various factors. Retail banking was characterised
by economies of scale which make it difficult for medium-sized businesses to compete in the market.
High fixed and common costs underpin market concentration. The banks are characterised in the report
as avoiding price competition as far as is possible but competing on other dimensions.
The Panel argued that the banks were taking advantage of various mechanisms to lock customers to a
particular banking institution. The panel found that differentiated products and complicated pricing
structures allowed banks to remain highly profitable. Banks’ power is also aided by the costs of
switching customers incur when changing banks.
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The recommendations made by the Banking Enquiry panel to improve competition in retail banking
have been partly implemented.38
Recommendations on customer switching
The Banking Enquiry made a set of recommendations with regards to customer switching.
These include a minimum set of standards required for the disclosure of product and price information
that would enable comparison of products.
The Panel recommended that the following be included in the Code of Banking Practice:




standardisation of terminology
a requirement to communicate in “plain language”
the provision of minimum information on bank statements and information on charges on every
account
 advanced notice of new and altered charges, and
 a regular rights reminder.
In order to allow for comparisons to be made between products and prices, the Panel recommended that
the Banking Association publish generic banking profiles for product comparison.
The Panel also called for the establishment of a centralised banking fee calculator, and for comparative
advertising restrictions to be lifted.
The Panel recommended that a Code of Switching Practice be created. It would include criteria on the
provision of information and documentation, a schedule setting out the terms on which banks were to
provide each other with documentation and in terms of which transfers were to take place. It would
allow for customers to be exempt from paying fees that are due to failures in the switching process.
The Panel also recommended a central FICA hub to ease switching. This has not been implemented
because of lack of clarity on which bank bears responsibility for breaches of the law. If the new bank is
liable, it would in any event repeat the FICA process. The sharing of customer contact details across
various databases, such as those held by municipalities might ease the FICA burden. At this stage, it is
not clear if this would violate consumer information legislation (Protection of Personal Information
Act, no. 4 of 2013).
The Panel suggested that the mandate of the Ombudsman for banking services should be expanded to
include monitoring and enforcement of compliance with the codes mentioned above (banking practice
and switching).
In a press statement issued in 2010 by National Treasury, following engagement with the banking
industry, it was announced that the recommendations above would be implemented, but at the discretion
of the banks. The Code of Banking Practise was revised in 2012 to effect these changes.
Recommendations related to easing the comparability of products were also not taken forward. It was
argued that the creation of generic profiles would risk collusion.
Customer profiles and a centralised calculator were not implemented. Though detailed guidelines on
switching have been added to the Code of Banking practise, customers are still liable for any charges
or penalties that may arise during the process.

38

See Hawthorne, et al (2014).
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Recommendations on the payments system
The structure, functioning and governance of the payments system also presents a barrier to entry in
retail banking. Only banks are allowed to participate in the payment system as settlement and clearing
agents. By 2013, there were 22 banks registered for settlement and clearing in South Africa. The
Banking Enquiry panel made an extensive range of recommendations related to the governance of the
payment system and the pricing of inter-bank arrangements.
The Banking Enquiry Panel raised concerns about the level of price competition for ATM services.
It identified two causes of market power in the provision of ATM cash dispensing services. The first
was interbank pricing arrangements, which the Panel argued inhibited price competition. The second
arose because only registered banks could acquire these services.
The Panel's argued that the pricing arrangements for ATMs could be seen as market allocation. The
pricing prevailing at the time meant that banks rarely provided ATM services to rival bank's clients.
Non-bank providers could not develop a market for cash dispensing services. Each bank held power
over its customers on ATM services, which could result in uncompetitive on-us ATM pricing. The
Panel's main recommendation was for a direct charging model for ATMs, where customers would be
charged, instead of an interchange setting arrangement between banks. There would be no
discrimination between the ATM provider's clients and those from other banks. Subsequent research by
the Competition Commission argued that a direct charging model might raise barriers to entry if banks
with significant networks found a way to charge high 'off-us' prices. International evidence from the
UK and Australia also did not provide clear support for a direct charging model. Customer uncertainty
and higher prices were potential risks.
To implement the Panel’s recommendations, banks agreed to:



provide a detailed breakdown of fees and charges on bank statement;
display a message on ATM screens where customers are to be charged an additional fee for
ATM usage; and
 review the policy of cash back at POS - which is now offered by banks at participating retailers.
The Reserve Bank is implementing a multi-phase interchange determination project, which resulted in
new ATM fees being set. However, the process does not allow for public scrutiny of the methodology
or input from non-banks (Hawthorne et al, 2014).
The Panel raised some concerns about barriers to entry and competition in the payments system:






Banks were gatekeepers into the payments system. Only banks could become PASA members,
giving them power to supervise their non-bank competitors and entrants.
The path to move from a non-clearing bank to a clearing bank was not set out clearly and that
the process was time-consuming.
Innovation would have conform to the preferences and business imperatives of clearing banks
and the payment clearing house, placing potential limits on innovations by non-banks.
Bankserv Africa's pricing practices could be problematic as it is dominant and owned by the
incumbent banks.
Only clearing banks could issue electronic money.

To remedy this, the Panel recommended that:
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Non-bank providers should be allowed to participate in clearing and settlement activities in low
value and retail payment streams.
The membership and governance of PASA should be revised to include non-bank participants
(with objective entry criteria and formal reporting to the NPSD).
The creation of a Payment System Ombud to ensure fair treatment of all participations in terms
of access and pricing.

Hawthorne et al find that regulation and policy has focused on developing a growth path for a non-bank
to become settling and clearing bank. Though cash-back at point of sale has been implemented, only 4
percent of customers use this instrument, compared to 78 percent for ATMs (Hawthorne et al 2014 on
2011 Finscope data).
Some changes have been implemented to improve the governance of the payments system. The
chairperson of the council of the Payments Association of South Africa is now an independent member
not affiliated to any bank. The representatives of the banks owe a fiduciary duty to PASA and no longer
represent a mandate from the banks that employ them. Non-banks can become designated to become
members of the payment system’s self-regulatory body (Payments Association of South Africa).
The partial (and ongoing) implementation of the Banking Enquiry’s recommendations improved the
competitive environment for retail banking. Capitec executives also note that the promulgation of the
National Credit Act created certainty in the unsecured lending segment.39 This meant that lenders in the
unsecured segment had clear legislation and regulations to comply with, instead of operating under an
exemption from the Usury Act that could be withdrawn at any time. The exemption had also restricted
lenders to loans up to R10 000 and terms up to 36 months. With the National Credit Act, these
restrictions fell away. This allowed for the emergence of a clearly regulated environment where
institutions with capabilities in lending on the strength of affordability assessments could develop their
businesses. With higher loan amounts and longer terms, unsecured lenders were also able to capture
middle class clients.

2.

South African retail banking industry overview

2.1

Heightened activity in the mass market

Whilst Capitec chose to focus on the neglected mass market segment (particularly the lower end of the
Living Standards Measure spectrum), the mainstream banks were also turning to this segment to
diversify their earnings, and to fulfil government policy and regulatory requirements. The idea of
banking the unbanked came to the fore during the early 2000s, and the population of the unbanked has
steadily declined since then.

39

Interview with Andre Olivier, Capitec, 10 November 2015.
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Figure 2: Access to bank accounts

Source: Finscope 2003 - 2013
The Financial Sector Charter, innovations in the market and improving living standards have
contributed to this development. In addition, the roll-out of cards to access social security grants has
also played an important role in bringing new customers into the formal financial services sector.
Figure 3 Penetration of Payment Instruments
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Source: Finscope.
The Mzansi Account was developed by the banking industry to fulfil the financial inclusion
commitments made in the Financial Sector Charter.
It was specifically aimed at low income customers. The account had common features though each bank
determined its own pricing schedule unilaterally. The account was offered by Absa, FNB, Nedbank,
Standard Bank and Postbank. The Mzansi bank account product had mixed outcomes. Each bank
committed to create a low-cost bank account branded as Mzansi. The take-up and usage of the account
was quite low, possibly due to perceptions that it is a poor quality account for poor people. Restrictions
and terms and conditions of its usage may have also hampered take-up. Usage of Mzansi accounts
peaked at 15% in 2010 (Hawthorne, 2014). However, it may be argued that it provided the banks with
initial exposure to the low-income market. In recent years, FNB and Capitec have offered the cheapest
prices for transactional accounts.
2.2

Capitec entered the market during the ‘small banks crisis’

Capitec registered as a bank in 2001, during a very difficult period in the retail banking sector, as the
‘small banks crisis’ was undermining consumer and investor confidence in the sector. The small banks
crisis, which unfolded from 1999 to around 2002, saw a number of small banks failing. These bank
failures include Regal Treasury Bank,40 Saambou41 and BOE42.
The Banking Supervision Report of 2002 attributes this crisis to a number of factors. The loss of
confidence by the public in small banks could be traced to a liquidity crisis in 1999. This, in turn, could
be traced to: “the South-East Asian financial crisis of 1997 and the concomitant banking crisis, the
Russian financial crisis of 1998 and the related banking gridlock, and the imposition of curatorship over
a relatively small bank, FBC Fidelity Bank Limited (FBC), in the last quarter of 1999.” Uncertainty
over the impact of the banking system changeover in 2000 (Y2K) and the failure of microfinance
business units in banks such as Absa also played a role in driving negative sentiment towards smaller
banks.
By 2002, Saambou had gone into curatorship and BOE Bank taken over by Nedbank. The report also
details the fate of other small banks. Between 1997 and 2002:


Ons Eerste Volksbank, The Business Bank Limited, Real Africa Durolink Investment Bank
Limited and Unibank Limited were taken over.
 Southern Bank of Africa Limited and TA Bank of South Africa Limited exited the market.
 New Republic Bank Limited and Regal Treasury Private Bank Limited were placed under
curatorship.
 Brait Merchant Bank Limited and Corpcapital Bank Limited requested that their registration as
banks be withdrawn.
In a sector that numbered 39 banks in 2001, the crisis saw the exit of 22 banks from the South African
banking landscape from the beginning of 2002 to the end of March 2003.43 This was accompanied by a
40

The run on Regal Bank is said to be the result of external auditors rescinding their approval of the financial statements of
the bank’s controlling company in 2001. This led to an outflow of funds creating a liquidity crisis. The bank was placed
under curatorship on 26 June 2001 (Bank Supervision Report, South African Reserve Bank (2002).
41 Saambou’s demise was due to losses in its microfinance activities. It was the seventh largest bank at the time.
42

BOE faced a run by its wholesale depositors. National Treasury guaranteed that it would fund withdrawals from the bank
as a measure to restore confidence. The bank was ultimately acquired by Nedbank.
43

Bank Supervision Report, South African Reserve Bank (2002).
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rise in concentration, with the big four bank’s share of total assets rising from 69.5 percent in 2001 to
80 percent in 2002.
PSG, an investment holding company, built Capitec through acquiring micro-lending businesses, which
were then integrated to form a unified bank.
Table 1: Capitec timeline 44
1997 - 1998



2000



2001



2002
2003







2003
2005




2006
2008
2010





PSG Group acquires micro-lending businesses including FinAid and
SmartFin
Micro-lending businesses become part of PSG Investment Bank, then
are ‘spun out’ into The Business Bank (which had a banking license
but had gone bankrupt)
Capitec becomes a licensed retail bank (name change from The
Business Bank registered in 2000)
First ATM installed
Becomes member of Payments Association of South Africa
Lists on the JSE at R2.75/per share
Accepts deposits from retail customers
Capitec launches Global One account – loans, savings and
transactional banking all in one debit card
PSG Group unbundles its direct stake in Capitec to its shareholders
Agreements with Pick n Pay and Shoprite/Checkers for clients to
draw cash at tills
Introduce mobile banking services
Issues debt securities through a bond programme
Sunday Times Business Times Top 100 companies survey

Despite the negative market sentiment prevailing during Capitec’s early years, it managed to implement
an expensive conversion (from micro-lending) and expansion programme without reliance on wholesale
funding or retail deposits.
This case study will explore key elements of Capitec entry’s strategy, including its financing,
capabilities, innovation capacity, access to the payments system and regulatory compliance. The nature
of Capitec’s entry – as a creation of PSG (an investment holding company) through acquisition of
micro-lending businesses – will be examined. This entry mode, against the backdrop of the ‘small banks
crisis’ of the late 1990s and early 2000’s, is likely to have appeared risky at the time. However, the
ability of PSG to advance capital to the newly formed bank as it integrated its operations and developed
into a full service bank would have increased the odds of success.
In terms of capabilities, the case study will consider the skills and experience possessed by the founding
team, some of whom were former Boland and BOE bankers. Learning from failure is an important
theme in this case study. Executives were not only associated with failed banks, but PSG also bought
up struggling institutions like The Business Bank, which were an illustration of how not to run a bank.

44

Capitec annual reports and website https://www.capitecbank.co.za/downloads/Capitec_at_a_glance.pdf (accessed 30
September 2015).
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The ability to integrate disparate businesses, likely to be embedded in PSG as an acquisitive business,
would have played a key role in the early days.
In the popular media and banking literature, innovation is a key theme in explaining Capitec’s success.
The case study will draw on the literature and case studies with Capitec to trace the evolution of its
differentiated business model in terms of pricing, technology and operations. In particular, why was
Capitec able to develop this approach to mass banking where some other attempts had failed? These
include Virgin Money, a pioneer in the tech-driven approach to banking, and Teba Bank, with its early
insights into the low income market gained through banking mineworkers. The case will also consider
why incumbents accommodated Capitec’s entry.
Capitec’s journey through the payments system will be studied. The Banking Enquiry identified access
to the payment system, and arrangements within the payment system, as barriers to entry for new banks
and also potential non-banking financial services providers. Though Capitec has largely been neutral in
its statements about its access to the payment system, its submission to the Banking Enquiry suggests
that it faced challenges in introducing new innovations in a forum dominated by incumbent banks.
2.3

Key policies, laws and regulations governing entry and expansion in retail banking

On the basis that retail banking involves taking deposits from the general population and facilitating
payments across the economy, this sector is highly regulated across the world. This is to avoid widespread financial loss and in the worst cases, deep economic crisis. Entrants into banking have to set
aside financial and human resources to comply with an extensive set of laws and regulations. This
section highlights some of the primary pieces of legislation governing the sector.
The Banks Act of 1990 (or the Mutual Banks Act of 1993, or Co-operative Banks Act of 200745)
sets out the financial and governance requirements for acquiring and operating a banking license.46 The
Registrar of Banks at the South African Reserve Bank issues banking license.
The capital holdings for banks are governed within the Basel Capital Accord. Tier I capital is common
stock and retained earnings and is the basis on which a bank supports its deposit and lending operations.
Banks are required to hold a minimum of 7 percent of capital in this form. Tier II capital includes
subordinated debt, convertible securities, and a percentage of loan-loss reserves.
The National Payment System Act, no. 78 of 1998 regulates the functioning of the payments system.
Financial institutions, as intermediaries facilitating payments between payers and beneficiaries,
participate in the country’s payment system. The national payment system is a set of instruments,
procedures and rules that allow market participants to transfer funds from one financial institution to
another. Common payment system instruments include credit and debit cards, cheques, debit orders and
mechanisms for electronic funds transfer. The payment system falls under the regulatory ambit of the
National Payment System Department of the South African Reserve Bank as per the Reserve Bank Act
of 1989.
The Payment Association of South Africa (PASA) is the only recognised payment system management
body in the country. Its role is to organise, manage and regulate the participation of its members in the

45

This provides for the creation of co-operative banks owned by members. The rules to implement the act are still in draft
form.
46 Werksmans (2013).
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clearing47 and settlement48 system. To be accepted as a member in the clearing and settlement system,
an institution must be registered as a bank. It then has to become a member of PASA and to sign various
agreements for the payment clearing houses in which it intends to participate.
According to PASA’s constitution: 'No person may participate in the Reserve Bank settlement system
and/or be allowed to clear unless such a person is a member of the payment system management body
recognised by the Reserve Bank, being PASA’.49 The constitution sets out a range of entry criteria. To
become a member of PASA, an institution must be deemed to have the necessary skills and resources
to be a member in good standing and to implement systems and any enhancements as may be reasonably
required. The institution must also be a participant in a payment clearing house and a Reserve Bank
settlement system participant and a signatory to the relevant settlement agreement (save for sponsored
members). A member also has to pay the relevant fees, subscriptions, levies or charges as required by
PASA.
The body can impose fines for the violation of its rules (such as attempts to frustrate competitors). It
may also withdraw a members' status or good standing or terminate its membership. PASA is governed
by a council led by a chairperson and deputy chairperson. The chairperson should have 'sufficient skills,
knowledge and experience' but may not be employed by a member institution.
The Financial Intelligence Centre Act of 2001 aims to combat money laundering and the financing
of terrorism and related activities. It does so by establishing a Financial Intelligence Centre and a Money
Laundering Advisory Council. It also imposes obligations on financial institutions to verify the identity
of their clients and to monitor and report suspicious financial transactions. There are exemptions to the
act that have been passed to facilitate banking for mass market clients whose living circumstances mean
that they do not have the records required by the legislation.
The granting of credit to retail customers is governed by the National Credit Act of 2005. The act sets
limits for interest that can be levied on loans. It also requires credit-granting institutions to conduct
affordability tests to promote responsible lending practices. It also provides for debt reorganisation, the
collection of credit information and the registration of credit bureaus, debt counselling services and
credit providers.
The most recent important change in how the financial services sector is regulated is the evolution
towards a ‘twin peaks’ model. The Financial Services Board will take over ‘market conduct’ regulation
to protect consumers, whereas the Reserve Bank will be responsible for ‘prudential’ regulation aimed
at ensuring the safety, soundness and integrity of the financial system. A voluntary Code of Banking
practise outlines the minimum standards of service that a bank must extend to its customers. The
Consumer Protection Act of 2008 governs the treatment of consumers in the economy, and where
financial services are exempted, the Financial Advisory and Intermediary Services Act of 2002
applies to banking.

3.

The Capitec case study

Clearing refers to the exchange of payment instructions between the payer’s bank and the payee’s bank (Reserve Bank,
Starter pack for participation within the national payments system).
48 Settlement refers to the final and irrevocable discharge of an obligation of one bank in favour of another bank in central
bank money ((Reserve Bank, Starter pack for participation within the national payments system)
49 PASA Constitution Version 1/2013 Effective 28 May 2013
47
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3.1

The early years

3.1.1

Mode of entry into banking

The business that became Capitec was formed through the acquisition of a number of micro-lending
businesses by PSG. At the time, there were many individually-owned micro-lending entities available
as targets, many of them run by civil servants who had cashed out their pensions after the democratic
transition.50 The personal loan market was under-developed back then. Lending consisted mainly of
secured loans, in addition to loans extended by furniture and other retailers. The PSG move was an
attempt to consolidate a few players to create the platform for a retail bank. From the beginning, the
aspiration was to be a mass bank covering all individuals with a regular income.
Significant acquisitions by PSG in micro-lending include SmartFin and Finaid,51 which were bought in
1997. These acquisitions gave PSG a branch network across the country. Fin-aid had 300 branches and
only one product: 30 day loans charging 30 percent interest per month (Ashton, 2012). These microlending branches were steadily converted into banking branches, at significant cost, to form the basis
of what would become Capitec Bank.
The PSG Group had two banking licenses around the time of the formation of Capitec, one from The
Business Bank and another for PSG Investment Bank. 52 PSG acquired The Business Bank in apparent
good health, but it turned out to be a dud which went bankrupt in 1999. PSG bought out minority
shareholders at 5 cents a share (Mittner, 2001). Its license was transferred to Capitec Bank Holdings on
March 2001 (Capitec Memorandum, 1998). Capitec listed on the Johannesburg Stock Exchange on 18
February 2002.
Though Capitec was built on a set of acquisitions in its early days, it has experienced organic growth
since then.
Capitec grew quite slowly initially as illustrated in Figure 1. The number of branches it had actually
declined from 2003 to 2005. However, its growth in terms of branches and clients accelerated
significantly from about 2008 onwards with the number of branches increasing from 363 in 2008 to 629
in 2014, and the number of clients from 1.1 million to 5.4 million.
By February 2015, Capitec had over 6.2 million active clients. This represents a 16% increase from
February 2014. According to Moody’s, 2.8 million of these clients deposited salaries and made
payments from their Capitec account (using it as primary bank account) (Moody’s Credit Opinion, April
2015).

50

Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
Finaid offered pay-day loans.
52 Moody’s, January 2006 and interview with Mr Chris Otto of PSG, Stellenbosch.
51
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Capitec’s growth has been particularly strong in the low income market. Figure 3 below illustrates
Capitec’s market share by LSM band for the period 2011 to 2013. It shows that Capitec’s market share
grew strongly in all of the bands, but particularly in LSMs 5 and 6 where by 2013 it had 17.8% and
16.5% market share respectively.
Capitec executives attribute the bank’s apparent growth acceleration from around 2008 to regulatory
developments, funding and internal initiatives. 53 The National Credit Act provided the legal and
regulatory framework that allowed the bank to extend loan terms. As capital restraints on lending were
done away with (only the interest rate limitation was left after the Usury Act), the bank’s loan book
grew. Regulatory certainty allowed the market to develop. Funding lines also became available and
Capitec embarked on its debt-raising note programme. Finally, initiatives to improve branches, system
and people came through, which allowed the bank to increase its fee income.

53

Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
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Figure 5 Capitec market share by LSM band
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Looking at market shares for retail household deposits, however, it is clear that although Capitec’s
market share has grown strongly, it is still very small compared to the four major banks at less than 5%
in 2013 (see Figure 1 above). This performance does not rule out the possibility that there may still be
barriers to growth and expansion in the market.
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Figure 6: Net fee and commission income as a percentage of revenue before impairments
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This also ties in with the findings of the banking inquiry review which found that since the banking
inquiry newer entrants have increased their share of total deposits, but it remains relatively small
(Hawthorne et al, 2014). Capitec’s transactional fee income reflects this. As a percentage of operating
income before impairments, transactional fee income rose from 13% to 22% in 2015. For the big four
banks, the ratio ranged from 29% to 39% over the past nine years.

3.1.2

Sources of finance

At the time of its inception, the funding environment was not favourable for a proposition such as
Capitec. However, the founders of the bank saw a gap in the market in the form of the ‘badly banked’
who needed better retail services. Though not necessarily unbanked, the lower income end of the market
was subjected to complex, expensive accounts and poor service. There were various access barriers to
obtain and operate accounts such as forms, language and physical barriers. Despite this market gap, the
collapse of other lenders such as the Unifer division of Absa and Saambou meant there was no appetite
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by external funders to put money into Capitec. 54 It relied solely on the resources of PSG. As the
managing director at the time, Michiel Le Roux, said in an interview (Bolin, 2003): "We are financing
the opening of Capitec branches with our cash flow and operating within strict financial constraints, so
we can't be aggressive in our expansion." The bank’s 2004 annual report expands further on anticipated
expenditure and financing strategy: “Strategically we are supporting the cost of building a bank with
our small loans business. The running cost of a bank branch is 34% higher than the cost of running the
same branch as a micro-lending branch. In the coming year costs will again rise sharply. Gaining bank
customers will require significant expenditure on marketing”.
Capitec’s one-month loan product meant that it could be self-financing, particularly as this product
offering turns capital around quickly. Only in 2007, after the introduction of the National Credit Act
did loan terms in the unsecured lending market extend beyond 36 months.
It is highly unlikely that Capitec would have enjoyed success without a shareholder such as PSG. The
investment bank provided the capital required for a banking license, which had just been raised from
R50m to R250m, and ongoing support. But in line with PSG’s philosophy to get companies to list early,
Capitec listed on stock exchange in 2002. Its share price went down upon listing. Investors may have
found it difficult to assess a business without a clear peer group, given its position as a new and small
bank with roots as a micro-lender. According to Capitec executives, investors are generally not
supportive of small banks. 55 PSG Group unbundled it stake in Capitec to its shareholders in 2003, only
to rebuild it later. This meant, at the time, that Capitec no longer had a controlling shareholder, though
directors and management held about 35 percent of the bank’s equity.
Main sources of funding
Various sources of finance have been utilised by Capitec since its inception. In the early period between
2001 to 2003, the company was mainly financed by equity which represented more than 80 percent of
long term financing at the end of the 2003 financial year. Debt instruments were first utilised in 2004
while deposits became a significant source of finance between 2007 and 2008. The bank raised debt
funding from Future growth and European development finance institutions. Discussions to raise debt
funding were lengthy and difficult.56 The rest of the sources of finance utilised over time are depicted
in the graph below.57

54

Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
56 Interview with Mr Andre Olivier, Capitec, 10 November 2015.
57 Capitec annual reports 2003 -2015.
55
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Figure 7 Sources of Finance 2002 – 2015
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Share capital and other components of equity
Financing remains one of the biggest challenges for new entrants in the banking sector. This is mainly
as a result of the capital intensive nature of banking; it is estimated that one would need between 250
and 500 million58 in order to meet the license requirements as well as initial operating costs. Moreover
funding is very difficult to raise in South Africa especially for new entrants with no track record,
investors perceive them as unsafe investments whose returns cannot justify the inherent risk.
Capitec’s experience in raising capital echoes the sentiments cited above, the organization struggled to
raise financing specifically in the early years. For the greater part of the infant years the company was
self-funded and significant portions of profits were retained into the entity. The bank started off with
one month loans in order to quickly recoup capital and profits so that it could be reinvested. As a result,
on average 71 percent of the profits where reinvested into the entity between 2002 and 2007; highest
retention rates of 100 percent and 99.1 percent were recorded in 2002 and 2004 respectively.
The partnership with PSG played a pivotal role in ensuring the survival of the entity specifically in the
early days when other investors were sceptical about investing in Capitec. As at 2003 year end PSG
held 57 percent shareholding in Capitec while management and other investors held 21 percent and 22
percent respectively.

58

The Banks Act, 1990 (2007 amendment) par 70 (2) (a) (i)
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Figure 8 Capitec’s shareholding as at 28 February 2003
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PSG acted as a shareholder of reference who provided comfort to the market specifically in the early
years when the entity was in its infancy. They also provided Capitec significant amount of equity capital
that enabled the bank to advance its operations such as expanding branches across the country.
Capitec’s reputation grew as time went by and investors’ confidence started to develop which enabled
Capitec to raise more capital. During the 2007 financial year, Capitec issued 10 million shares that
increased the share capital by 86 percent. There were also share issuances in 2011, 2012, 2013 and 2014
which raised 1.2billion, 1.007billion, 2.4billion, 136million respectively. Figure below shows the
movement in Capitec’s share capital over the years.

Figure 9 Growth of Capitec’s share capital 2002 – 2015
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Long term loans and deposits
Capitec Bank adopted a conservative approach towards the utilisation of debt financing. The bank first
took on debt instruments in 2004. After 2007 negotiable instrument and the domestic medium term note
were the two main source of debt instruments while subordinated and senior bonds were also issued
during the 2015 financial year.
Despite emphasis on conservatism, Capitec also attributes part of low levels of debt funding to the
inaccessibility of debt markets by small companies. In the early years, Capitec could not issue
investment grade debt instruments because they were a small organization with no track record, hence
they were limited to specialist financiers such as development finance organisations.
Capitec’s level of debt within the capital structure has improved over the years however it is still very
low relative to the industry average and the other five banks. Figure below shows the proportion of debt
within Capitec’s capital structure over the years relative to the other five banks and the industry average.
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Figure 10 Capitec’s capital structure relative to other banks
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Capitec’s lack of access to debt financing especially in the early years did not only impact the ability to
expand the entity’s operations but it also affected the entity’s profitability as a result of a low financial
leverage. The passage of the National Credit Act brought some relief, as the bank issued bigger loans
with a term longer than 36 months, allowing for leverage.
Other than access to markets there is also Basel regulation that affect how a bank is financed, this is
discussed in detail in the next section.
Basel III and its impact on financing
Basel rules are a set of reform measures, developed by the Basel Committee on Banking Supervision
to strengthen the regulation, supervision and risk management of the banking sector59. The latest capital
adequacy framework is known as the Basel III and it was developed in the aftermath of the financial
crisis of 2008 – 2009.
The new framework has two sets of requirements that are expected to have an effect on how South
African retail banks are financed namely, capital adequacy and liquidity requirements. Capital adequacy
is the ratio of a bank's capital to its risk, it is set to ensure that a bank can absorb a reasonable amount
of loss. Liquidity exposure on the other hand is meant to promote the short-term resilience of the
liquidity risk profile of banks by ensuring that they have sufficient high quality liquid assets to survive
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a significant stress scenario lasting 30 calendar days.60 Liquidity exposure is also expanded through the
net stable funding ratio, the proportion of available stable funding relative to the amount of required
stable funding. This ratio should be kept at 100 percent on an ongoing basis and it is designed to ensure
banks have enough long-term stable funding to protect against a protracted stress period of up to a
year.61
Under the new framework, a tight definition of what constitutes acceptable regulatory capital has been
applied and the capital adequacy common equity tier 1 ratio was increased from 2 percent to 4.5 percent.
This entails that banks need to raise more common equity capital financing; a move that is more likely
to strain small players in the industry.62 The introduction of two liquidity ratios is expected to drive
firms away from sourcing shorter term funding and move towards longer-term funding arrangements
which could have an effect on pricing and profit margins.
Capitec’s experience in dealing with Basel 3 guidelines has been encouraging. Although the deadline
to comply with these two ratios was set at January 2015, Capitec managed to comply with capital
adequacy and liquidity exposure ratios as early as 2012. The graph below illustrates Capitec’s capital
adequacy ratios over a period that covered 2012 to 2015.
Figure 11 Capitec’s capital adequacy ratios relative to minimum global requirements
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Source: Capitec annual report 2012 - 2015
There are noticeable costs that came with meeting the capital adequacy ratios; the additional share
capital issued to meet the capital adequacy requirements (787 million in 2012; 2.2 billion in 2013)
diluted the return on equity. Consequently return on equity decreased as follows; 34%, 29%, 27% and
23% during 2011, 2012, 2013 and 2014 respectively. Furthermore, the cost of funding increased in the
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short term while the lending activities of the entity were reduced as a more conservative approach to
credit provision was adopted.63
Liquidity requirements however had a minimal impact on the activities of the organisation. Capitec’s
preference for longer-term wholesale funding instruments, no reliance on corporate and institutional
call funds and healthy retail funding base positioned the bank for compliance with the new liquidity
standards (2012). As at 29 February 2012 Capitec complied with both the liquidity coverage ratio and
the net stable funding ratio. Figure below shows Capitec’s liquidity coverage ratio and the net stable
funding ratio in relation to the global minimum requirements.

Figure 12 Capitec’s liquidity ratios relative to minimum global requirements
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LCR: liquidity coverage ratio
NSFR: net stable funding ratio
Capitec’s liquidity coverage has been superior in relation to the other banks. According to BA900 data
that banks submit to the reserve bank, as at July 2013 Capitec had the highest increase in long term
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deposits of 65.4 percent in comparison with Absa, Nedbank, Standard, FNB and Investec that exhibited
23.2 percent, 16 percent, 2.2 percent, 21.6 percent and 21.3 percent respectively64.

3.1.3

Incumbents’ reaction to entry

Other banks may have underestimated or misunderstood Capitec’s model and aspiration. However, that
has changed.
Thematic shifts in the competitive landscape

2001 2011

• African Bank
• Fragmented
microlenders
• Mzansi
account by
big Four

2011 2015

• FNB
• Absa
• Fragmented
microlenders

The major shift in the competitive landscape was in 2011, when Absa and FNB removed restrictions
on low income accounts. According to Solidary Research Institute, FNB’s Easy Account and Absa’s
Transact account are now truly competing with Capitec.
However Capitec still has the advantage of relatively high interest rates on positive balances, which can
offset bank charges if the customer maintains a moderately high deposit level.

3.2

Capitec’s competitive strategy

3.2.1

Target market and customer acquisition strategy

In line with its ambition to become a retail bank for the masses, Capitec branched into deposit-taking
and payments from its origins as a micro-lending institution. Capitec Group describes its focus as
providing "retail banking services to all individuals based on the principles of simplicity, affordability,
accessibility and personal service" (Capitec Memorandum, 2008). A significant market opportunity was
presented by the unbanked and the ‘badly banked’ population. In 2004, only 45 percent of the
population was considered to be banked (Finscope).

64

Maarten M. ‘Banks adhere to new capital realities’ (July 2015). Financial Mail.

108

During Capitec’s early years, the banking industry introduced the Mzansi account for the unbanked.
The incumbents also came in with products and services aimed at the low end of the market. These
include FNB’s roll-out of mobile branches, Pick n Pay’s Go Banking partnership with Nedbank and
Standard Bank’s branchless banking. Capitec did not participate in the Mzansi initiative, but came in
with its own attractive offering.65 According to Capitec executives, the bank did not want to differentiate
clients by income. 66 They sought to establish a ‘single status’ culture without the stigma associated
with an account for the poor. Incumbents spend a lot of time on market segmentation, and tailoring
products to segment. Capitec offers simple product across all segments.
This approach also meant that the bank could benefit from economies of scale reaped by providing
standardised products. Specialised products add cost. The standardised approach also means that the
bank can use recent graduates and school leavers with just seven weeks of internal training.
Switching is a key barrier to entry for new entrants seeking to lure clients away from incumbents.
Historically, South African retail banking customers did not switch banks easily. This was seen as a
cumbersome process.
Previously underserved, low income customers might also trust the big four banks more than new
entrants as the former have established brands and have built credibility over time.
According to the Finmark Trust, banking customers have been more sophisticated. In the run-up to the
2014 Finscope study, 4 million people switched banks. Banks have also become more transparent about
charges, thus facilitating switching.
In evaluating progress on the implementation of recommendations related to consumer switching,
Hawthorne et al argue that the new market conduct regulator be tasked with creating tools to assist
consumers to compare between and choose a banking product. Capitec has overcome some of the
challenge to switching by making its own prices and product structures simple and transparent. The
bank's executives emphasised that this is key to the Capitec value proposition. This simplicity, in an
opaque industry, is regarded as a key competitive advantage for Capitec. In effect, it has turned around
barriers to switching into an advantage, because what sets it most apart from other banks, is its
transparency. Capitec employed a centralised team to assist prospective customers to switch banks
before the practise became widespread. 67 It employed dedicated staff to work on switching clients.
Branch personnel were also trained to convert lenders and savers into banking clients.
Advertising costs were not a significant part of expenditure in the early years. The bank relied on basic
methods such a flyers. This was partly because the business did not yet have its business model bedded
down in terms of differentiating factors or a national distribution network that prospective customers
could access. 68 In February 2007, it released its first above-the-line advertising through a television,
print and radio campaign.
Capitec steadily turning its unsecured lending clients into banking clients. By 2015, 44 percent of
lending clients use Capitec Bank as their primary bank (CNBC interview with CEO Gerrie Fourie
(2015)). With depositors, the ‘shoe is on the other foot’ and the customer is not in a dependent or needy
position. This meant that the bank had to invest in changing its internal mind-set to get staff to
understand this changed dynamic.
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67 Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
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The profile of Capitec’s clients has changed over time, with more mid-market customers who would
have been previously banked. Its initial customers were ‘cash convertors’ – they would take out cash
soon after the salary is deposited into the account.

3.2.2
loans)

Product design (low transaction fees, high rates on daily savings, low interest on

In line with the ‘one status’ culture mentioned above, the Global One account is available to all income
segments. The high interest rates on positive balances are part of the ‘affordability’ proposition to
customers. This has not affected earnings negatively as the bank has a low cost base (very low to costto-income ratio by global standards) and has a high margin lending business. The main omissions in the
offering are credit cards and overdrafts.
Though three of the four main incumbents did not initially see Capitec as a challenger, they have now
responded with similar offerings. 69 These include FNB’s Easy Account and Smart Unlimited and
Absa’s Transact. Capitec offered the cheapest account until around 2012. According to Solidarity
Research Institute, Absa’s Transact account and FNB's Easy Account now compete strongly with
Capitec.
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Figure 13 Lowest priced bank account (monthly fees)

Interview with Mr Andre Olivier and Christian van Schalkwyk of Capitec, 29 July 2015, Stellenbosch.
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A key element of the bank’s strategy is to locate its branches in places that are convenient to the
consumer e.g. commuter nodes such as taxi ranks. From a security perspective, Capitec will locate a
branch anywhere as long as it makes business sense. It will deploy the required level of security. Crime
is a constant risk, ranging from destruction of ATMs, cash-in-transit heists and threats to staff from card
fraud syndicates. However, it is well-known in the market that the bank does not keep cash in the branch.

3.2.3

Infrastructure and technology

Capitec did not have a legacy IT system. Therefore, it could build custom IT infrastructure in line with
current market needs, unlike established banks. The bank could also consider new technology as it could
not afford a mainframe system. It settled on a core banking system used by banks worldwide, in
particular banks in India that dealt with high volumes of transactions. It also relies on the Windows
platform, which is a low cost and scalable approach. There was no pressure for the bank to expand into
its capacity. Instead, it increased its capacity as needed. The new technology also meant that it could
employ new skills coming into the market.
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On the negative side, it had to import most of its IT requirements and customising for South African
conditions was difficult. 70
The cost of the building a new IT system was not a significant constraint on cash flow as the bank could
start small. The systems were also available at a reasonable time as their providers were also minor
players at the time. Now that they have been acquired by larger technology companies, their systems
are more expensive now.
The new technology also enabled Capitec to build around the customer. Whereas traditional banks have
silos, i.e. a cheque system, a card system etc. Capitec build the various components into one core clientcentric system.
Capitec acknowledged in interviews that the IT requirements for starting a new bank are not
insignificant. A retail bank needs the system not only to provide services to their own clients, but to
connect to other banks. Systems also have to be customised for legislation. For example, early debit
orders are only used in South Africa. To link to a system such as Saswitch is also not a global
requirement.
3.2.4

Skills and capabilities

Though Capitec was initiated by an investment bank, it soon acquired executives with retail and banking
experience, with key personnel having worked at Boland Bank, BOE and Distillers. These executives
had experience in banking, but also in operating in low income communities. It is also interesting to
note that the banking institutions that the executives were involved with previously, and other banks
that had been taken over by PSG such as The Business Bank and Real Africa Durolink, had encountered
difficulty if not outright failure. Hence, the executive team came to the Capitec experience with
cautionary tales that would have prepared them for building the bank.
Some key IT appointments were also made early on. 71 Luck played a part too, with the shut-down of
an IT division in Paarl, making it possible for Capitec to pick the best employees.
The bank was not an employer of choice at the beginning but this has changed. As for the general staff,
one of the key challenges was to turn employees with a micro-lending mind-set into service-oriented
bankers. There is also a general challenge with numeracy skills, which is particularly acute in areas
such as the rural Eastern Cape. The executives gave a rough figure of about 1 out of 50 applicants being
appointable for a job in some rural branches. 72
The staff at Capitec is not unionised. In the matters that have seen it being taken to the CCMA, it has
prevailed in around 90 percent of the cases. 73

3.2.5

The take-off in branches and operations

Capitec experienced a pick-up in the number of customers around 2008. Its executives put forward a
combination of reasons for this. The National Credit Act formalised the legal and regulatory framework
to extend the terms of loans. The capital restraint fell away, with only interest rate limitations remaining.
The loan book grew on the back of regulatory certainty.
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Funding lines also became more open. The bank embarked on its note programme in 2008. Its internal
initiatives on branch expansion, and systems and people development, began to pay off, leading to the
growth of fee income.
The bank survived the vulnerable period when it could have been bought. 74 However, the other banks
began to imitate its branches’ physical layout, advertising messages, switching service and opening
hours. As Solidarity reports demonstrate, there was a heightened focus on pricing.
The bank still has a low market share of deposits. The bank had to build trust and reputation with its
new banking clients. It offered fixed term deposits from 2008. However, Capitec executives also argue
that they are comfortable with the current level of deposits as the bank does not want to attract far more
funding than it needs.

4.

Payment system regulation and entry in banking

To offer banking products to its clients, banks have to enter into inter-bank arrangements to facilitate
payments between customers across the banking sector. Payments instructions are exchanged (cleared)
and then settled through Bankserv (daily) and the Reserve Bank’s Real Time Gross Settlement system
(immediately). The payments system is built on the principles of inter-operability and stability. Banks
have to ensure that they can process the instruments provided by other banks and to ensure that their
products also meet agreed-upon specifications. The various types of payment instruments (cheque,
electronic funds transfer) are organised as payment clearing houses (PCHs). Each PCH is made up of
member banks who offer that service.75 They devise the rules and modalities of the PCH, which are
approved by the PASA council. Non-compliance with PASA rules attracts financial penalties.
According to PASA, the main risks within the payment system stem from its interconnectedness, the
failure of one institution can lead to the failure of others.76 The settlement system represents biggest
concentration of risk. It is common for this area to be reserved for banks as the bank regulator can
enforce collateral requirements against them. Non-bank wanting to play here might as well become a
bank, PASA argues, as this would be an easy way to monitor collateral and capital adequacy. Nonbanks
could enter as ‘designated’ member, exempt from banking license. In this way, they can participate in
clearing but not settlement.
Despite an advanced payment system, cash is still a significant feature of the South African economy
(55 percent of transactions are concluded in cash, by some estimates). The factors driving the usage of
cash include perceptions that cash is ‘free’ (even when customers have paid an ATM fee to access it)
and tax evasion. Accessibility remains an issue – the footprint of infrastructure such as point of sale
terminals needs expansion. 77 There is also no clear policy to incentivise non-cash payments.
Governance
The council is the supreme decision-making body in PASA. In recent years, there have been various
reforms in PASA’s governance. The constitution of PASA has been amended to impose on each
councillor a fiduciary duty to the payment system, not to the member’s bank. The council is led by an
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independent chairperson. There is no provision for consumer representatives on PASA structures.
PASA will soon contract independent compliance officers.
The next step in the reform process is to appoint independent board members. The Reserve Bank is
engaged in a review of the payments system. On the table is a proposal to expand membership of PASA
to different levels of membership, including non-clearing participants. This would allow PASA to
enforce compliance with its rules on these types of institutions. In the current regime, banks have to
‘regulate’ down the value chain to their non-bank partners, with whom they have a commercial
relationship. This introduces risk in an environment where partner could threaten to go to a more lenient
bank. 78
As part of its compliance function, PASA levies penalties on members that contravene its rules. These
include penalties for contraventions such as non-compliance with clearance rules, transgression of
payment limits, not fulfilling membership requirements, non-compliance with the regulatory
framework or with entry and participation rules. The maximum penalty that can be imposed is R10m.
In 2014, PASA levied penalties of R1.1m on its members (PASA Annual Report 2015).

4.1

Experience in entering and participating in the payments system

According to Capitec, entry into the payments system was not difficult. In line with PASA’s rules,
Capitec found a mentor bank to ease it into the various payment clearing house. Absa performed that
role. The fees that are charged for these arrangements are likely to be high by international standards.79
Sponsorship fees are based on values and volumes. There are no guidelines for sponsorship and
mentoring arrangements. In PASA’s view, entrants can shop around for the best arrangement. The CEO
of PASA is not aware of a situation where an entrant has not been able to secure a sponsor. He also
knows of no rejections to requests to join the body. However, PASA has no direct influence over
negotiations between mentors and mentee banks.
As a new bank unburdened by legacy systems, Capitec was able to introduce new ways of doing things
like moving away from fax notification for EFT disputes.
Capitec was the first to issue a debit MasterCard (as opposed to a Maestro card), which came with a
dual messaging system. Initially, some banks did not process the messaging properly. Capitec had to
wait for the other banks to be able to acquire the card. To move unilaterally would have meant that
customers whose transactions are acquired by those banks would experience poor service. There was a
significant delay in roll-out. 80
To introduce a new instrument depends of the pace of the slowest acquirer. The Banking Enquiry report
argued that introducing innovation is beset by two main challenges: gaining permission from the
incumbent to introduce the development in a payment clearing house, and negotiating inter-bank fees.
The report goes on to argue that innovation might meet resistance from incumbents feeling threatened
and also exposes the innovator’s intellectual property. Innovations can also be introduced by setting up
a new payment clearing house by at least two members. But it is found that this had only happened due
to external factors (early debit order payment stream at the behest of the Reserve Bank and Mzansi
money transfer in response to the Financial Services charter). The panel was therefore not convinced
that this is the best way to bring innovations to the market.
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When it was put to PASA that new developments are thwarted in this way, the CEO countered that this
is no longer a significant issue. For example, an acquirer has to load the bank identification (BIN) code
of a card-issuing bank on its system. Through this process, they could frustrate the bank issuing a new
BIN. This is no longer happening. PASA imposes penalties for breaches; such penalties are known to
the Reserve Bank and the banking community.
The Reserve Bank acknowledges that industry-wide projects to introduce changes in the payment
system are difficult to implement.81 For example, there is a project in the debit order payment streams
to introduce authentication. According to the Reserve Bank, the project is taking a very long time. At
the time of the interview, the bank was considering penalties and incentives to encourage timely rollout.
Upcoming changes to the EFT messaging platform might also make innovation easier. The new ISO
state will make EFT messages more flexible. With this change, two banks could effect a change on their
own without being ‘held hostage’ by the rest of the sector.
The SASSA card – challenges to innovation in the payment system82
Part of the significant increase in financial inclusion and the penetration of payments instruments in
South Africa can be attributed to the roll-out of bank accounts by the South Africa Social Security
Agency (SASSA). Net 1, though its subsidiary Cash PayMaster and in partnership with Grindrod
Bank, set about to move grant payments from cash to electronic means.
Grindrod Bank issues grant recipients with a card through which they can receive a grant and conduct
basic transactional banking services. The electronic disbursements of grants reduces the costs of
distribution and supports safety. The new card system was rolled out from March 2012. Within 17
months, 10 million payments were issued.83 For MasterCard, the roll-out of SASSA cards was its
single biggest enrolment programme worldwide. Grindrod has become a ‘significant contributor’ to
volumes in the national payment system, representing 29 percent of monthly card and ATM
transactions through Bankserv. 84
The card represents an example of innovation that occurred without (or before) integration. The card
was designed to use its own biometric standard. The use of finger-point biometrics is reported by
Grindrod to have reduced fraudulent grant applications and collections.85 It could not be used on
other banks’ point of sale devices. Retailers that accept the card had to deploy specialist POS devices
that could read the card, thus operating in parallel to the established payment system.
The cardholder verification method for the card did not fall within PASA rules (which recognise
signature, PIN, 3d secure/verified by Visa methods). The biometric standard used was a proprietary
system belonging to Net 1. As a result, the retail partners that accepted the card had to buy bespoke
terminals. The proprietary electronic purse used was not EMV compliant.
Following intervention by PASA, the card providers had to give users the option to use a PIN. By
September 2015, PASA was in the process of finalising a national biometric standard.
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Capitec rates itself as an active and effective participant in the structures at PASA. 86 It has also held
the chairmanship of the PASA Council.
The charges levied by Bankserv on banks came under discussion at the Banking Enquiry. At that time,
a tiered fee structure was in place, with low volume banks paying higher fees per transaction. This
changed after the enquiry, with all banks paying the same fee per transaction.

Card schemes
The payment cards issued in South Africa are managed by the two main international associations, Visa
and MasterCard. Unlike many other large emerging markets, there aren’t any independent card
associations to compete with Visa and MasterCard (& Amex, Diners Club to some extent). A domestic
scheme would have lower fees and would cater to the vast majority of South Africans who do not
require international acceptance of their cards. The industry, through Bankserv, considered creating a
domestic card scheme (about five years ago). Banks showed some interest in the initiative, but did not
commit to customer volumes. 87 A similar initiative was mooted at SADC level but did not get off the
ground.
However, PASA argues that many domestic schemes struggle. In the UK, the scheme closed down. But
PASA also pointed out that domestic schemes are in place in Australia, New Zealand and Canada.
PASA also argues that schemes have brand equity. International cards are aspirational whereas a
domestic scheme may be perceived as second rate. It would also be difficult for a local scheme to
compete with the international associations on innovation. 88

4.2

ATM network and cash-back at point of sale

Access to cash is important to the low and middle income customer base that Capitec competes for. In
general, an ATM network is a significant competitive feature in the market for deposit-taking. For small
banks with a limited ATM network, the chances are that their customers would withdraw money from
other banks’ ATMs – off-us transactions – attracting interchange fees from incumbents. The Banking
Enquiry found that off-us ATM charges were quite high in South Africa. The mark-up by a customer’s
own bank was also much higher than the interchange it pays on the transaction.
The Banking Enquiry’s main recommendations on ATMs were to move the pricing model from an
indirect to a direct charging model and to promote cash back at point of sale. A direct charging model
would allow for transparent pricing and stimulates more competition for off-us transactions.
ATM fees should be high enough to encourage third parties to enter this market. Third parties reduce
the capital investment required by small banks. There is proposal in the industry to develop ‘universal’
ATMs for low volume areas. This would reduce the costs of duplicated infrastructure and extend access.
Nonetheless, the prevailing inter-operability of ATMs allows for entrants and small banks to piggyback on others’ networks, meaning that they could still compete for deposits. These banks can choose
to subsidise off-us withdrawals to minimise the impact on customers.
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For the reasons above, it was important for Capitec to roll out infrastructure for its customers to
withdraw cash. Its branches did not handle cash but customers had access to ATM machines co-located
at branches. The location of Capitec’s ATMs, and customer’s transaction behaviour (a few major
withdrawals per month) would have alleviated demand for cash at rivals’ ATMs.
Another cheap way for consumers to access cash is to withdraw at retail points of sale (cash-back at
till). When Capitec enabled customers to receive cash-back at tills in 2005, it was still an under-utilised
service in South Africa. This was an attempt by Capitec to save on ATM costs. It was also a secure
option for customers. The retailer also benefited as it allowed it to get rid of cash, which is costly to
manage. Members of the bank’s executive team were able to tap into relationships they had with
retailers from their time at Distillers and at Boland Bank.
At the time, most banks could not process cash back transactions. Initially, Capitec had a direct line at
Pick n Pay. It got an exemption from PASA to ‘sort at source’ for cash back at point-of sale.89 According
to the Reserve Bank, this allowed the bank to continue with its business whilst others got their house in
order. 90Other banks appealed this exemption. The appeals process could be used by banks seeking to
block an innovation or to buy time.
Cash-back at till transactions have not had mass take-up, with low levels of volumes transacted. Only
4 percent of customers use this instrument, compared to 78 percent for ATMs. Capitec is of the view
that fees are not the barrier to greater take-up. Cash-back fees are lower than those for ATM
withdrawals. The main challenge is likely to be how customers have been socialised into using ATMs
for cash withdrawal. Campaigns to create awareness and encourage behavioural change could increase
utilisation of this payment channel.91
5.

Other regulations affecting Capitec’s expansion

FICA
The bank finds FICA compliance difficult to enforce in rural areas. The form of residence envisaged by
the law sometimes does not apply in rural or informal areas.
Property
Capitec’s strategy is to present itself as a retailer. Over time, it has found ways to secure prime retail
locations, away from the typically isolated ‘banking section’ found in malls. To appease landlords, it
sometimes takes long leases.

6.

A note on other entry episodes into retail banking

Capitec entered the retail banking market in the early 2000s, and managed to navigate its early years
based on internal financing. Since 2008, its growth accelerated and its low cost, high tech model has
secured its place as one of the top six banks in the country. However, this is a relatively unique success

89

A customer that wanted cash back at the till would have their transaction processed directly to Capitec Bank, even though
Pick and Pay had another bank acquiring transactions at its tills. Sorting at source allows the merchant to choose which bank
they will use to complete a transaction. Hence it allows for bilateral transactions that do not have to cleared and settled in the
interbank system. If all merchants were able to sort at source, in the extreme case, there would be little need for the interbank
system.
90 Interview with Tim Masela, National Payments System Department, Reserve Bank, 08 October 2015.
91 Interview with Andre Olivier, Capitec, 10 November 2015.

117

story in South Africa. In this section, the study reflects on the experiences of other small banks or recent
entrants and how they have tackled the considerable barriers to entry into this market.
Ubank (formerly Teba Bank)
The Employment Bureau of Africa (Teba) was created to recruit workers for the mining industry. The
agency employed young men from across Southern African to work on the gold and platinum fields for
most of the 20th century and continues to play that role, albeit to a limited extent as mines increasingly
recruit workers from areas close to mining operations. Teba Bank developed in parallel to Teba and has
provided basic financial services to mineworkers from the 1960s. It facilitated the distribution of
salaries for the mines. In the 1980s, Teba Bank became a deposit-taking institution. It was granted a
banking license in 2000. Teba Bank is owned by the Teba Fund Trust. According to the bank’s annual
report, The Teba Trust operates as a development trust and distributes its proceeds to beneficiaries,
which include mineworkers and their communities.
In an attempt to develop a customer based outside the mining industry, it rebranded into Ubank. It could
be argued that Ubank should have been the front-runner in banking the low-income, unbanked market,
given its decades of experience providing basic banking services to mineworkers and running a
remittance system between mining and ‘labour-sending’ areas.
Ubank offers unsecured credit, transactional banking, savings products and term deposits. Its forays
into the general population have not been successful to date. An unfortunate financial transaction left a
dent of R220m which had to be written off.92 It is engaged in litigation with regard to this transaction.
Ubank’s growth plans are stymied by lack of finance. The bank does not have a ‘shareholder of
reference’ as it is owned by a trust whose beneficiaries are miners represented by the majority trade
union and the Chamber of Mines. Profits are used for social projects mainly in education. Its Tier I
capital comprises solely of retained earnings. It has no debt on its balance sheet.

Table 2 Key Figures - Ubank, Rm93
Primary capital

359

Primary capital adequacy ratio

16.7%

Secondary capital

9 516

Deposits

3 877

Assets - loans advanced to clients

722

Assets – investments

2 800

92

Ubank invested in Corporate Money Market, a company which went bust, allegedly due to illegal practices. Absa was
Corporate Money Market’s trustee and Ubank is taking the bank to court. Interview with Ubank, 05 August 2015.
93

As at 31 May 2015. http://www.ubank.co.za/wp-content/uploads/2015/09/ubank-quarterly-disclosure-2016-quarter-1.pdf
and Interim Financials: http://www.ubank.co.za/wp-content/uploads/2015/02/ubank_interim_financials_2014.pdf and 2014
Annual Report.
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The bank has engaged a range of investors with limited success. Though Ubank has a 40 year history,
potential equity investors will need to see sustainable returns from it. It also faces a challenge in
accessing debt as it does not have a credit rating. In recent times, much like when Capitec listed,
investors are sceptical about small banks with unsecured lending exposure in light of African Bank’s
demise. Ubank’s struggle with raising Tier 1 capital is not unique with Ithala, Sasfin, the former Abil
relied mostly on bonds.
Ubank began its operations with a captive market of mineworkers. The business model is based around
their needs. Being heavily cash-dependent, Ubank offers cash transactions for free. It also still offers
savings books, as this is what some customers are comfortable with. Its workplace banking model means
workers have access to banking on the mines.
The bank has an advantage over other banks when it comes to lending as it understands the
compensation associated with shift work. Other banks may miscalculate the affordability threshold if
variances in pay due to shifts and bonuses are not well understood. However, mineworkers are also
banked at African Bank, and some have moved to Capitec.
In expanding outside the mines, the bank has learned some ‘expensive lessons’.94 Its risk methodologies
were based on a close relationship with workers employed in the industry, whereas lending to the
general market was not as established. The bank had to tighten its scorecards accordingly.
Participating in the payments system has presented some challenges for Ubank. Joining PASA is easy
and there is a clear process to do so. However, to acquire a switch is expensive. Compliance with
payment clearing house rules is also difficult as PASA is constantly introducing new ones as it tries to
outpace fraudsters. There are only two card schemes in South Africa – Visa and MasterCard. In other
countries, small banks have the option to join other card schemes (e.g. in Nigeria e-Transact competes
with Visa and MasterCard).
Despite its lead in providing banking services to low-income and working class customers, Ubank
operates on the margins of the banking industry. It is still largely serving the mining community and is
quite vulnerable to developments there, including the risk of industrial action, which saw the bank
making losses in 2014. Without a significant capital injection and a revitalised business strategy (which
the bank claims to have but is hampered by lack of capital), it is difficult to see this bank emerging as a
competitive force to challenge the big four and Capitec.
Mercantile Bank
Mercantile Bank has been operating in South Africa for 50 years. It started out as the Bank of Lisbon,
with its focus on the Portuguese-South African consumer market. It changed its name from Bank of
Lisbon in the 1980s after a merger with Mercantile, a non-banking financial institution. The bank was
listed on the JSE in the 1990s.
After a period of weak performance, the bank was restructured, with a new core focus on commercial
and business banking. It still relied on cheap deposits from retail clients, which were lent out into
segments such as commercial property. It is now fully owned by Caixa Geral de Depösitos. In recent
years, it has widen its customer acquisition focus beyond the Portuguese-South African community. It

94

Interview with Ubank, 05 August 2015.
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is focusing its efforts on attracting entrepreneurs to its bank, a segment it believes is badly served by
the banking industry.
Table 3 Key figures - Mercantile Bank (Rm, 2014)
Tier 1 Capital

1 708

Capital adequacy ratio – Tier 1

22%

Tier 2 Capital

11

Capital adequacy ratio – Tier 2

0.2%

Total assets

8 767

Loans and advances

6 223

Deposits

5 792

As a wholly-owned subsidiary, Mercantile’s experience with access to finance is largely determined by
the standing of its Portuguese parent, which does not enjoy a robust credit rating. According to the
bank’s annual report, though Moody’s, the credit rating agency, “assessed concerns on contagion risks
from CGD, the Bank’s parent company, the rating agency has assessed the Bank’s financial
fundamentals as remaining sound.” In the 2014 financial year, Mercantile raised finance (R240m) from
the International Finance Corporation through the securitisation of its rental finance book. Mercantile
Bank aims to build the number niche bank for business banking in South Africa.
The key area of difficulty identified by Mercantile is the cost of compliance with regulatory changes.
Some of these changes are justified but prove to be a disproportionate burden on smaller banks. PASA
penalties also hit small banks harder than larger banks as they are imposed as flat rates (not turn-over
based). From the bank’s comments, it appears that a more rigorous evaluation of the costs versus
benefits of new regulation is needed.

7.

Policy Implications and Conclusion

The benefits of entry
Capitec’s entry and growth in transactional banking sparked a competitive response from incumbents,
especially FNB and ABSA. These banks now offer products that are positioned to compete with
Capitec’s simple, technology-driven and low cost offering. Across all four incumbent banks, the fees
for low-cost accounts have come down in nominal terms. It is unlikely that these effects would have
occurred if the status quo had continued without a disruptive entrant or if Capitec had been acquired by
one of the incumbents early on.
The positive effects of Capitec’s entry are expressed in three ways: new-to-banking customers that now
have access to finance, lower bank charges for customers who switch from the incumbents to Capitec
and lower prices from incumbents’ clients as their banks react to Capitec. This can be illustrated by the
simple exercise below that shows the ‘savings’ the latter two effects are likely to have had in the market.
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Table 4 Lower prices for clients at incumbent banks
Bank

Clients 2014

Price decrease
Total savings
(2010 - 2014)

ABSA

8 600 000,00

R 91,00

R 782 600 000,00

FNB

7 600 000,00

R 16,00

R 121 600 000,00

Nedbank

6 700 000,00

R 9,00

R 60 300 000,00

Standard
Bank

10 400 000,00

R 56,00

R 582 400 000,00
R 1 546 900 000,00

Source: Bloomberg (number of clients), Solidarity Report
If in 2014, customers on the lowest cost accounts at incumbent banks had been charged the same prices
as in 2010, they would have paid R1.55 billion more per month.95
Table 5 Lower prices for clients who switched from incumbents to Capitec

Bank
Absa
Standard
bank
Nedbank
FNB

Average price - lowest
cost account (2010 2014)
Weighted Market share
101,4
29%

Weighted average
price
R 29,41

100,2
98
60,2

R 24,05
R 21,56
R 14,45

24%
22%
24%
Weighted average price - big four
banks (2010 - 2014)
Average Capitec price 2010 2014
Difference
Number of clients who switched
(assumed 75 percent of new
Capitec clients)96
Monthly savings for clients who
switched

R 89,46
R 53,60
R 35,86

2 449 500,00
R 87 843 969,00

Customers who switched from big four banks to Capitec between 2010 and 2014 would have paid, on
average, R35.86 less per month upon joining Capitec. This gives total savings of R87.8 million per
95

This is not, strictly speaking, the actual savings by customers as the client base in 2014 includes new to banking customers
attracted by lower prices.
96 Though Capitec would not be drawn on a specific figure, it indicated that in recent times, the profile of its clients has
changed. With more mid-market customers, it likely that the majority of its new clients were previously banked. However,
even if only 50 percent of new clients were previously banked, the overall savings for banking clients would come down to
R19.26bn per year.
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month. This is also not precise as some clients would have switched from a far more expensive account,
not necessarily the cheapest. The figures will also be distorted by the presence of multi-banked clients.
For the two groups of beneficiaries (switchers to Capitec and those enjoying price decreases at
incumbent banks), this brings estimated annual savings in 2014, compared to 2010, to R19.96 billion.
This is a rough estimate but indicates the order of magnitude of the benefits accruing to mass market
consumers from a more competitive retail banking market. This figure is driven by the fall in bank
charges at the big four banks. The presence and behaviour of Capitec does not fully account for why
banking charges fell since 2010, but is a significant factor in increasing competitive intensity in the
mass market.
The exception that proves the rule?
In some ways, Capitec’s experience is exceptional. In an interview with Moody’s, the rating agency’s
analyst could not think of a similar bank anywhere in the world. It has surged ahead early attempts to
bank the excluded such as Ubank (former Teba Bank) and the Mzansi initiative. Its early financial
backer, chose to go into banking precisely because of the high barriers to entry in that sector. The entry,
a consolidation play of small micro-lending institutions, benefited from this lending cash cow, which
ensured profitability from the start. This can be contrasted with the experience of Ubank, which has
stagnated due to lack of shareholder backing and poor financial results.
Capitec overcame customer’s reluctance to switch, a key barrier to entry in retail banking, by developing
a simple product that is easily understood. It also worked deliberately to convert its lending clients into
transactional service clients.
Some of the bank’s executives, having banking experience, were familiar with the payments system.
However, it is clear that the ability of a small, nimble bank to introduce changes in this environment is
subject to the incumbents’ willingness to change and their pace. This is a consequence of interoperability.
Capitec a beneficiary of regulatory changes in the industry
The competitive environment for Capitec was enhanced by regulatory and policy changes that sought
to make the playing field more open and level. The Banking Enquiry focused attention on retail banking
and heightened awareness about competitive behaviour in the sector. Some of its recommendations
include:







Measures adopted by the banking industry to facilitate customer switching
Transparent pricing with fee disclosures on bank statements
Non-discriminatory pricing at Bankserv (removing scale disadvantage for small banks)
Improvements in governance at the Payments Association of South Africa
Promotion of cash back at point of sale as channel
Promulgation of the National Credit Act
The partial, and ongoing, implementation of these recommendations improved the competitive
environment for Capitec. The bank’s executives emphasised the formalisation of the National Credit
Act as a measure that created certainty in the unsecured lending segment, allowing the bank to operate
effectively in that space.

Going forward
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There is still scope to improve the switching process. This could be done by instituting a regulated
process with mandatory timelines, as suggested by the Banking Enquiry Panel. The incoming ISO
20022 messaging standard makes provision for automated debit order and incoming (salary) payment
switching. With the system having better information on debit order originators, switching will become
easier. The SARB should also consider a process where consumers are not liable for interest, penalty
fees and other charges incurred due to delays in switching bank accounts (Hawthorne 2014). The
sharing of FICA information, with clear guidelines on where liability lies in the case of contraventions
(the original or second bank) would also ease switching.
A stricter process to ensure that participants adopt and facilitate innovation, new instruments and other
changes is called for.
Regulators can play an active role in facilitating innovation. In the UK, the Financial Conduct Authority
(FCA) has an innovation hub. The support offered to new and established, regulated and unregulated
financial business includes: a dedicated support team, help to innovator businesses to understand the
regulatory framework and how it applies to them, assistance in preparing and making an application for
authorisation, and a dedicated contact for a year after an innovator is authorised to conduct business. 97
Potential innovators bring ideas to the regulator, not necessarily complete applications, and also their
concerns about how the current regulatory framework limits them.
Capitec had aspirations to become a fully-fledged bank, but technology and business model innovations
have expanded the range of institutions that can offer transactional banking services. A tiered banking
licensing regime could facilitate other modes of entry in the future. Both the National Treasury and the
Reserve Bank support the development of a tiered banking licensing and regulatory regime.

97

Financial Conduct Authority https://innovate.fca.org.uk/ website Accessed 30 September 2015.
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ABSTRACT
Over the past two decades, southern African countries have experienced rapid growth in the number
and spread of supermarkets. Several factors have been attributed to this growth, including urbanisation,
increased per capita income, rise of the middle class as well as economies of scale, scope and transport.
The format and location of supermarkets have also evolved over the years, moving away from serving
the traditional high-end affluent consumers in urban areas to successfully penetrating new markets in
low-income rural communities. Large supermarkets are able to offer lower prices due to economies of
scale, and efficient procurement and distribution systems. This spread into rural areas, and rapid
proliferation of supermarkets more generally, has given rise to important consequences for competitive
rivalry between grocery retail outlets, as well as for local suppliers who want to participate in
supermarket value chains.
This paper assesses the competitive landscape of the supermarket industry, the resurgence of
independent grocery retailers as well as the implications on suppliers in South Africa. In doing so, it
seeks to answer the following key questions: Do scale economies mean that only a few large
supermarket chains can effectively operate in a given market? How important then is competition from
niche retailers and small entrants? Is there a role for competition policy in the supermarkets industry?
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1.

Introduction

Southern African countries have experienced strong growth in the number and spread of supermarkets
over the past two decades. This has largely been through the expansion of South African supermarket
chains both within South Africa and in the region. In addition to increasing regional foreign direct
investment, several demand-side factors have been attributed to this growth. These include urbanisation,
the entry of women into the workforce, increased per capita income, rise of the middle class, lower unit
costs due to economies of scale and scope as well as transport economies (Tshirley, 2010; Humphrey,
2007). Improved and modern infrastructure is also a key factor driving the rapid expansion of
supermarkets in southern Africa. The surge in construction of shopping malls and centres provides
retailers with the space to carry out their operations.
The format of supermarkets has also evolved over the years, moving away from serving just highincome, affluent consumers in urban areas to successfully penetrating new markets in low-income
communities. Supermarkets have been able to do this, inter alia, by adapting their offerings and
investing in more efficient procurement and distribution systems (Weatherspoon and Reardon, 2003).
Supermarkets and grocery retailers have distinctive characteristics. It is often precisely these
characteristics that result in barriers to entry for new players. From a consumer point of view,
supermarkets supply universal daily food products, including perishable food items. But beyond this,
supermarkets offer the supplementary service of arranging a wide assortment of non-food products
selling concurrently in a convenient setting and location focusing on quality, service, ‘one-stop’
shopping and an overall shopping experience (Basker and Noel, 2013). Supermarkets can provide a
variety of products at relatively cheaper prices, given economies of scale and global sourcing strategies,
compared to independent retailers (Haese and Van Huylenbroeck, 2005). Supermarkets also tend to
invest more than other types of retailers in logistics, distribution centres and networks, as well as
inventory maintenance. Moreover, big supermarket names bring in valuable footfall to shopping
centres, making them key anchor tenants in almost every shopping centre in South Africa.
From the view of producers and manufacturers (suppliers more generally), supermarkets are an
important source of demand and route to market and provide opportunities for suppliers to participate
in lucrative retail value chains (Boselie, Henson and Weatherspoon, 2003).100
However, the strategic behaviour of supermarkets with market power, such as entering into exclusive
supply agreements with suppliers and entering into exclusive leases with shopping malls, has
competition implications on small suppliers, new entrants and independent retailers. There have indeed
been competition concerns raised around the conduct of dominant supermarket chains in Australia, the
UK and South Africa.
The growth and expansion of supermarkets therefore has important consequences for consumers, local
suppliers and the competitive landscape. This paper seeks to answer the following key questions: Do
scale economies mean that only a few large supermarket chains can effectively operate in a given
market? How important then is competition from niche retailers and small entrants? Is there a role for
competition policy in the supermarkets industry?
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See also Emongor and Kirsten (2006 and 2009).
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This paper is structured as follows. Section 2 highlights the trends in the growth and strategies of the
major supermarket chains operating in South Africa. Section 3 describes the inherent characteristics of
supermarkets which result in barriers to entry. Section 4 looks at a possible resurgence of independent
grocery retailers in South Africa, an important alternative to supermarket chains in rural, peri-urban,
central business district and township areas for low-income consumers. Section 5 assesses strategic
conduct by dominant supermarkets which has the effect of dampening or distorting competition. Section
6 focuses on the impact on suppliers and Section 7 concludes.

2.

Trends in the South African supermarket industry

The South African supermarket industry is concentrated with five main supermarket chains dominating
the industry. Shoprite and Pick n Pay are the biggest players, while SPAR and Woolworths hold most
of the remaining share. Fruit and Veg City (FVC), the fifth player, has within a relatively short period
of time, entered the industry and grown considerably. All five supermarket chains have operations
throughout southern Africa. Recently, Walmart-owned Game has ventured into grocery retail in
competition with the incumbents. New entrant Choppies from Botswana has also grown rapidly in
Botswana, Zimbabwe and South Africa in recent years.
Shoprite Holdings, the largest retailer in South Africa specialising in foodstuffs and household items,
was the first supermarket to establish branches in Africa. Shoprite has a large network of over 1,500
corporate stores across Africa and almost 40 franchise stores in 14 African countries.101 It has four core
supermarket offerings102: Shoprite, Checkers, USave and OK. It caters for different demographic
profiles and has different store formats to meet the needs of the full spectrum of different income
groups/LSM categories.103 Checkers and Checkers Hyper stores target the high-end affluent consumers
whereas Shoprite focuses on the middle to lower market segments. Shoprite is extending its offering to
low-income segments by penetrating into economically disadvantaged communities through its Usave
format. Usave is also used as a tool to spearhead expansion into the rest of Africa.
Pick n Pay Holdings, the second largest retailer in South Africa specialises in groceries, clothing and
general merchandise. Pick n Pay supports over 1,000 operations across Africa, also operating across
multiple store formats, both franchised and corporate-owned. The retail chain has four main store
formats: Pick n Pay Hypermarkets, Pick n Pay Supermarkets, Pick n Pay Family Franchise stores and
Pick n Pay Butcheries. Pick n Pay also recently opened Pick n Pay Express franchise stores in
collaboration with oil company, BP Southern Africa.104 Like Shoprite, Pick n Pay is increasingly
targeting lower income consumers, moving away from its traditional, upper income customer segment.
As part of this strategy, Pick n Pay acquired Boxer stores in 2002. At the other end of the spectrum,
Pick n Pay has recently started rolling out high-end, new store concept in different parts of the country.
The SPAR Group, the third largest mass grocery retailer specialising in foodstuffs and general
merchandise in South Africa, operates in over ten African countries. Through primarily a franchise
model, SPAR supports over 1500 stores in South Africa and over 150 stores in the rest of sub-Sahara
101http://shopriteholdings.co.za/InvestorCentre/Documents/2014/IntergratedReport2014/5206_Integrated_Report.pdf,

accessed 15/04/2015
102 With regards to grocery and supermarket offerings. It has a range of other outlets that offer furniture, liquor, fast food and
pharmacy services, amongst others.
103 Living Standard Measures has become the most widely used marketing research tool in southern Africa. It divides the
population into 10 LSM groups, 10 (highest) to 1 (lowest). LSMs segment the market according to their living standards using
criteria such as degree of urbanization and ownership of cars and major appliances.
104 http://www.picknpay.co.za/news/smallformat-stores-on-their-way, accessed 25/09/2015
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Africa. Like Shoprite and Pick n Pay, SPAR expanded into four store formats designed to meet the
needs of different customer groupings. SPAR’s traditional target consumer was typically the higher
income, older population, but it is moving towards middle-class, younger customers and also entering
more rural communities. The four SPAR Brands are Superspar, SPAR, Kwikspar and SaveMor.
SaveMor is exclusively focused on rural and township markets. It gives the option to existing small
store owners/independent retailers to convert their stores into a SaveMor store. SPAR also opened a
forecourt convenience store in 2013, SPAR Express, in collaboration with Shell.
Woolworths Holdings, the fourth largest retail chain in South Africa targets high income consumers.
Woolworths has over 1,000 corporate and franchise stores in a number of African countries.105 Unlike
the other supermarkets, it only has a single format, which emphasises providing superior quality grocery
products to high-end, affluent customers. Like the other supermarkets however, Woolworths has
ventured into convenience stores at fuel forecourts. Partnering with Engen, Woolworths has a number
of Woolworths Foodstop stores.
The fifth largest grocery retailer in South Africa, Fruit and Veg City Holdings (FVC) entered in 1993
with a single store in Kenilworth, Cape Town. It expanded rapidly and by 2006 had around 80 stores
nationally. In 2007, Pick n Pay sought to merge with FVC. The Competition Commission of South
Africa recommended that the Tribunal prohibit the merger between the two on grounds that it would
result in the removal of an effective competitor in the retail market for fresh food. The Commission
found that FVC was a growing effective competitor to Pick n Pay and would provide an even greater
product offering in the future. Allowing the merger would therefore stifle both current and future
competition.
It appears that the Commission was accurate in its prediction of FVC’s growth. FVC showed impressive
growth particularly between 2006 and 2015. Turnover increased sharply from R1.6 billion in 2006 to
R15 billion in 2015, with a growth rate per year well ahead of the major listed food retailers. 106 There
are now over 100 FVC stores throughout southern Africa. FVC also targets customers across different
LSM groups, including through its more up-market Food Lover’s Market format. FVC, like the major
supermarkets, has expanded into franchised convenience stores (Fresh Stop stores) through a joint
venture with fuel company Caltex.107 FVC initially focused on a niche area - fresh produce - and
procuring daily from local municipal fresh produce markets significantly cut its costs. Further, they
operate low margin distribution centres, allowing them to offer lower prices than the major
supermarkets. Estimates are that these cost savings allow FVC to charge prices that are between 20%
and 25% lower than the other major supermarkets, in addition to being able to offer good quality and a
wide range of fresh produce.108
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Zambia, Zimbabwe, Botswana, Namibia, Swaziland, Kenya, Ghana, Mauritius, and Mozambique. Recently Woolworths
closed down its operations in Nigeria so that it could better focus on growing its operations in the southern African countries.
http://www.woolworthsholdings.co.za/investor/annual_reports/ar2014/whl_2014_integrated_reprt1.pdf accessed 01/06/2015
106 Growth rates of the major listed supermarket chains were reported at about 15% per year between 2006 and 2012, while
that of FVC was 20% per year. http://www.financialmail.co.za/business/2012/07/18/fruit-veg-city-grows-market-share,
accessed 15/01/2015.
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FVC also has an in-house fast food brand, a profitable international fruit export JV business and liquor and soft drink
outlets.
108
http://www.entrepreneurmag.co.za/advice/success-stories/entrepreneur-profiles/fruit-and-veg-city-michael-and-briancoppin/, accessed 25/08/2015
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Much more recently, Walmart-owned Game has branched into food products (branding itself as a nonperishable groceries retailer). This is the typical Walmart format in other countries. There have however
been competition concerns raised by Game to the Competition Commission as discussed in Section 5.
While the past trend in southern Africa has been that South African supermarkets have aggressively
spread in the region, this trend is now changing with supermarkets from other SADC countries entering
the region. The most successful example of such entry is by Choppies Enterprises. A grocery and
general merchandise retailer from Botswana, Choppies has over the last 15 years grown from two stores
in Botswana to over 125 stores in Botswana, Zimbabwe and South Africa, with plans to enter Zambia,
Kenya109 and Tanzania in 2016. Choppies plans to almost double its stores to close to 200 by the end of
2016.110 In 2015, Choppies listed on the Johannesburg Stock Exchange and is already listed on the
Botswana Stock Exchange.
Choppies’ target market is low-to middle-income consumers (LSM 3-6), but it is attempting to attract
middle to upper income consumers. It targets value-conscious, high frequency, small basket size, cash
paying shoppers. Until recently, in South Africa Choppies store locations have mainly been in semiurban and rural areas, locating near transport nodes such as taxi ranks. Choppies stores in South Africa
are found in mining regions, such as Rustenburg and other towns in the North West province. Only
recently has it started locating in shopping malls, with its entry in the newly developed Carletonville
shopping centre in late 2015 and in a mall in Maheking.
In the past 5 years, Choppies has seen rapid growth in the number of stores and revenue in Botswana
and Zimbabwe. Revenue growth in South Africa however saw a dip in 2014, attributed to the platinum
sector strike given the location of Choppies’ stores (Table 1 and Figure 1).
Figure 4: Growth in Choppies’ Revenue in southern Africa
3806

3586

4000

Revenue ( Pula, mill )

3093

3000

2731

2000
1000

936

1002

424

424

FY13

FY14

1276

571
863

0
FY12

Botswana

South Africa

FY15

Zimbabwe

Source: Choppies Interim Results, 2015

Figure 5: Growth of Choppies store numbers and mode of entry

Mode of entry and growth strategy
Botswana: Mainly organic growth in urban and
rural areas; some acquisitions
South Africa: Organic growth; located in the
small towns along the JHB-Gaborone
, accessedroute, and
in mining towns

109http://www.howwemadeitinafrica.com/why-botswanas-largest-retailer-ventured-into-risky-zimbabwe/45858/

on 07/01/2015
110 According to Choppies’ CEO, http://www.iol.co.za/business/international/botswana-s-choppies-to-seek-sa-listing1.1854541#.VU3Ha_mqqko, accessed on 09/05/ 2015
Zimbabwe: acquired 10 SPAR stores in

Bulawayo; smaller store offering
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Source: Choppies Interim Results, 2015; Annual Report, 2014 and Pre-listing statement, 2015

2.1 Preliminary observations of trends
Certain observations can be drawn from the above narrative on the spread of supermarket chains in
southern Africa. All the supermarket chains, except for Woolworths, have extended their offering to
target customers across the full range of incomes/LSMs. There has been a focus on targeting lowincome consumers, either by opening new stores (like Shoprite’s Usave) or by acquiring existing stores
(like Pick n Pay’s Boxer and SPAR’s SaveMor). This has raised concerns for independent retailers
traditionally serving these areas, as discussed in Section 4.
Most of the supermarket chains have also diversified their formats to include hypermarkets,
convenience stores, express stores at fuel forecourts and fast food offerings amongst others. The mode
of expansion differs between supermarkets, but expansion has generally been through increasing the
number of corporate stores or franchise stores, or a combination of both, organically or through mergers.
At one extreme, Choppies only has corporate stores. At the other extreme, SPAR mainly operates
through a franchise model. In between, the other supermarkets operate both corporate and franchise
models, although Woolworths and FVC are moving away from franchises to fully corporatised stores.
Often quality and risk management are key reasons for this.
The entry and growth of Choppies in the southern African provides an interesting counterfactual to the
trend of South African supermarkets in the southern African region. The competitive reaction in the
future by the incumbent supermarkets to its growing presence in South Africa will be interesting to
observe, especially as it starts to locate in shopping malls given the concerns described in Section 5.
Importantly, in seeking to answer one of the key questions of this paper, both FVC and Choppies have
brought substantial benefits to consumers in South Africa - FVC in the form of lower prices for fresh
fruit and vegetables and Choppies in the form of low-cost supermarket products in easily accessible
locations previously underserved. Both are continuously increasing their offerings, providing important
alternatives to the incumbents for consumers. There is therefore an important role for niche players and
new entrants in this industry.

3.

Characteristics of supermarkets and associated barriers to entry

A number of structural barriers to entry and expansion exist because of inherent characteristics of
supermarkets as well as the significant investments made by large chains.
134

The fact that supermarkets sell perishable foods affects the organisation of firms and consumer buying
patterns. Consumers tend to shop regularly from supermarkets located within very short distances from
their residential or work locations. This typically creates competition between supermarkets at a very
local level in terms of physical location.111 Supermarkets and independent retailers often therefore
compete for space in close proximity to residential locations (Basker and Noel, 2013), in central
business districts (CBD), near the workplace or in townships near dense housing areas. The physical
location limitations for modern retailers in dense urban neighbourhoods or in CBDs is therefore a form
of a structural barrier to entry. This barrier is further heightened by strategic behaviour through
supermarkets insisting on exclusivity clauses in shopping centre leases as discussed in Section 5.
The perishable nature of food requires supermarkets to make large investments in logistics, distribution
and inventory maintenance such as refrigeration, backup generators, refrigerated trucks and distribution
centers. Supermarkets are increasingly switching to own centralised distribution centres (DCs) instead
of store-to-store procurement (Reardon and Hopkins, 2006). This reduces coordination costs and
congestion diseconomies which can outweigh the transport costs to and from DCs that are located in
more remote parts of the city (Reardon and Hopkins, 2006). It however also has the effect of
substantially raising barriers to entry for small scale operators who cannot afford to make such large
investments (Basker and Noel, 2013; Marion, 1984).
Investments in DCs are costly and appear to be necessary for chains with multiple stores to effectively
compete. DCs are important as it is cheaper for stores within the group (whether franchise or corporate)
to procure their goods from DCs than individually negotiating and buying directly from suppliers. This
is because of the scale economies and associated discounts and rebates that can be secured from
suppliers when the DC buys in bulk. DCs also support the uninterrupted, timely supply of goods to
stores. Stores place orders with the DC periodically based on each store’s individual supply
requirements.112 DCs are typically run as independent business units with profit targets within the
supermarket group.
In South Africa, all the major supermarket chains have invested significantly in DCs. SPAR has a
number of DCs which serve stores throughout the region. SPAR franchisees are free to source
independently from suppliers, but given the cost savings from sourcing from DCs, franchisees often opt
to go this route. Shoprite’s financial reports highlight a significant increase in capital expenditure
between December 2013 (ZAR 137m) and December 2014 (ZAR 228m) in DCs, as well as contracted
capital commitments in December 2014 for future investments (of ZAR 241m). 113 Shoprite’s Centurion
DC has doubled in size from 80,000 m² to 180,000 m² and is the largest DC under one roof on the
continent. The facility serves as the distribution point for about 90% of ambient products delivered to
stores in the Gauteng area and in southern Africa.114
Pick n Pay invested ZAR 628m in 2010 in its DC in Longmeadow, Gauteng. It has ten DCs around the
country, in addition to a perishables inland DC. The total investment in all its DCs were estimated to be
over ZAR 2b. According to Pick n Pay, these investments in 2010 were essential to maintain
competitiveness - “Our decision to move to centralised distribution was motivated by changes in South
Africa’s retail landscape which had seen us fall behind our competitors, who were investing
significantly in their supply chains and in improved service to their stores through centralised
111

For instance, the UK Competition Commission in its inquiry into the grocery retail market, defined local geographic markets
as being limited to within 5 to 15 minutes-drive time depending on whether they were categorised as large, mid-sized or
convenience grocery stores (UK Competition Commission 2008).
112 Choppies pre-listing statement, 2015
113 Shoprite February 2015 Financial Highlights
114 http://www.shopriteholdings.co.za/GroupServices/Pages/Supply-Chain-Management.aspx, accessed 11/09/15
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distribution systems. Throughout the world, the most successful retail groups have unlocked massive
value from their supply chains, and most of them have moved away from direct-to-store delivery
distribution” (Former CEO Nick Badminton).115
Woolworths and Fruit and Veg City have also invested in DCs. Choppies too has seven DCs, two of
which are in Rustenburg, South Africa, and the rest of which are in Botswana and Zimbabwe.116
Aside from the large capital investment required to set up DCs, the cost benefits (scale and scope
economies) offered by large DCs confer a competitive advantage and present a barrier to entry for new
retailers who enter the market without DCs. Economies of scale and scope create natural barriers to
entry as entrants need sufficient scale and product range, including number of outlets, to benefit from
the cost savings that large incumbents have (Basker and Noel, 2013). This often means that there are
only a few large players and concerns of abuse of dominance and coordinated conduct arise.
With regards to logistics, supermarkets either own their vehicle fleet (including refrigerated trucks) or
outsource this function. Shoprite for instance has its own fleet under the Freshmark name. Choppies
also owns their transport fleet of over 500 vehicles. Pick n Pay on the other hand outsources its logistics
to Imperial Logistics117 with dedicated trucks. Either way, an efficient transport network appears crucial
to successfully compete.
Another feature of supermarkets is the extensive investment in advertising and promotions used to
create loyalty and attract footfall with the aim of converting this into sales. Advertising costs can be a
significant barrier to entry for new players in the market. Incumbents may make it even more difficult
for new entrants by strategically spending excessively on advertising. To gain market share, new
entrants have to match this spend out of a much smaller revenue base, putting entrants at a cost
disadvantage (Marion, 1984). It is easier for incumbent supermarket chains with many outlets to spread
advertising costs, again putting new entrants with single stores at a disadvantage. New methods of
advertising however, such as social media, may be cheaper and supermarkets are increasingly
employing such methods.
Aside from cost savings due to scale and scope, modern retailers greatly reduce the consumers’ overall
cost of acquiring a typical basket of food and household products. Supermarkets offer the convenience
of a ‘one stop shop’ that traditional ‘mom and pop’ stores or independent retailers are often not able
to. This includes a wider variety of products, easier access, longer opening hours, consumer credit and
other services, which reduces search and transport costs for customers.
A number of business-related barriers to entry also exist for supermarket chains and independent
retailers alike. These include lack of skills and capabilities to produce sustainable business
models/plans and to manage cash flow effectively. Small retailers need substantial equity on hand as
it usually takes 2-3 years to become profitable and retailers often incur large losses in the first couple
of years. Poor planning and inadequate stocking of shelves can have devastating effects on entrants.
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http://www.moneyweb.co.za/archive/r628m-distribution-centre-for-pick-n-pay/, accessed 25/08/2015
Choppies prelisting statement (2015)
117 http://www.imperiallogistics.co.za/imperial-news/509/imperial-reduces-costs-and-boosts-service-pick-%E2%80%99npay, accessed 11/09/15
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4.

The possible resurgence of independent retailers in South Africa?

The previous section highlighted inherent characteristics of supermarkets that result in barriers to entry.
This section assesses evidence of a possible resurgence of independent retailers in South Africa, which
suggests that their evolving models of retailing may be successful in alleviating some of these barriers.
Independent retailers are a means by which consumers, particularly low income consumers in South
Africa, can access groceries. The characteristics of independent retailers that appeal to consumers
include lower prices, personalised customer service, credit facilities, availability of specialist products,
location advantages and convenience. Independent retailers are usually low-margin businesses that have
to closely manage overheads and other expenses (such as wastage and stock shrinkage). Figure 2 below
illustrates the different routes through which consumers can buy consumer goods in South Africa.
Figure 6: Supply chain of grocery retail products in South Africa

Source: Adapted from Ravhugoni and Ngobese (2010) and Masscash/Finro Tribunal decision
Case No: 04/LM/Jan09

As can be seen, buying groups occupy a similar space for independent retailers in the supply chain as
distribution centres do for the major supermarkets.118 Buying groups are therefore a way for a new
entrant to derive some, although not necessarily all, of the benefits of DCs without the costly investment.
There have been concerns that independent retailers are declining in South Africa. Around 2009/2010,
the Competition Commission evaluated a number of mergers in the independent wholesalers space
(which affects independent retailers), reflecting the degree of consolidation.119 A concern raised through
these mergers was that the independent food sector was under immense pressure from large
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This was also highlighted by the Competition Tribunal in the Masscash/Finro merger.
Masscash/Finro large merger, Tribunal Case NO: 04/LM/Jan09. See also
http://www.tradeintelligence.co.za/TradeProfiles/independentredirect.aspx
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supermarkets, leading to their closure. The Tribunal found that it was essential for independent
wholesalers to procure products from suppliers at competitive prices if they wanted to remain
competitive against supermarkets. As reflected in Section 2, major supermarkets are indeed moving
into the townships and rural areas.
However, new trends are emerging which hint at a ‘rebirth’ of profitable and sustainable independent
outlets in South Africa.120 Buying groups appear to be growing, indicating that the independent retailers
they supply are also growing. Sector research suggests that the ‘share of basket’ for independent
retailers is growing as is their turnover.121 Recognised to be driven by foreign owners and young South
African business owners, independent retailers are allegedly becoming more profitable and
sustainable.122 Rough estimates are that they account for around 30-40% of the total grocery retail
market, while formal supermarket chains account for the balance in South Africa. The outlook by
buying groups currently is that the segment is growing given the large collective base of lower LSM
consumers.123 The Competition Commission has concerns around this segment nonetheless, and has
recently announced a retail market inquiry looking into issues of foreign ownership amongst other
concerns of competition and participation.124
Buying groups like Unitrade Management Services (UMS) Limited operate in South Africa and in
neighbouring countries such as Botswana and Namibia. Active in Gauteng, Cape Town and Kwa-Zulu
Natal, UMS supports independent stores that are ‘housed’ under one of three brands: Powertrade, Food
Town and BestBuy. According to UMS, many of their members are foreign (mainly Indian, Chinese
and Pakistani-owned) and are largely run as family businesses. All the three brands cater for low-income
consumers (mainly LSM 2-6), and on-sell to retailers. There are over 90 stores under the three brands
collectively. UMS negotiates with big suppliers on behalf of all its members to secure keener pricing
through buying in bulk. Large suppliers are often reluctant to deal directly with small, independent
retailers. Given that UMS’ business is a volume-driven business, it has an incentive to upskill and
enhance capabilities of independent retailers so that they in turn sell greater volumes. This is precisely
what UMS and the other buying groups do.
Buying groups typically provide marketing assistance, IT, human resource assistance, training,
merchandising and branding, knock-and-drop advertising, direct marketing and credit support to the
independent retailers. They also advertise and promote on behalf of the retailers, including through
printing leaflets and pamphlets. As highlighted in Section 3, advertising and promotions costs are
barriers for new entrants.
Similar to the role that UMS plays, the Buying Exchange Company (BEC) Limited trades under two
separate trading divisions – Food Zone125 catering for the retail market and Trade Zone catering for the
wholesale market.126 These operate in all the main hubs in South Africa as well as in Namibia and
Botswana. The company aims to increase numbers ‘rapidly in all provinces of South Africa.’127 BEC
provides a range of services to the store such as centralised buying and access to all major suppliers;
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http://www.shoppingandretail.co.za/2014/June/IndependentOutlets.php, accessed 10/09/2015
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122 Ibid
123 This is also known as the ‘Base of the pyramid’ in developing countries.
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centralised accounts; assistance with store layouts; radio, television advertising, monthly promotions
and on-going point of sale material etc.
Elite Star Trading, like the above buying groups offers a range of services to their franchised
independent retailers. They have around 149 stores in South Africa, as well as stores in Botswana and
Namibia. Their bigger stores have their own warehousing facilities. Offering similar support to
independent retailers is the ICC Buying Group, a division of the Independent Cash & Carry Group. ICC
is estimated to be one of the biggest buying groups in South Africa. ICC supports independent retailers
under the Lifestyle brand, with stores including Lifestyle Supermarket, Lifestyle Express, Lifestyle
Liquor and Lifestyle Hardware & Building Supplies. However, unlike the other buying groups, ICC has
its own DC, in addition to a transport fleet. ICC highlights that it has been growing at around 38% in
the past few years.
For suppliers, particularly small food processors and household consumable manufacturers,
independent retailers offer an important alternative route to market to chain supermarkets. Supermarkets
are increasingly imposing escalating standards and conditions on suppliers (see section 6), while
independent retailers’ requirements are less onerous than those of supermarkets, allowing small
suppliers to get a foothold into the value chain.
Another emerging trend is the move into retail by established wholesalers through the development of
‘Hybrid’ formats. This enables wholesalers to compete for lower LSM customers with supermarkets
and independent retailers.128 As shown in Figure 2 above, wholesalers can sell directly to the end
consumer through a hybrid offering or through independent retailers. In recent years in South Africa,
wholesalers have been re-positioning their businesses to target end customers directly. They have added
offerings that were typically only seen in supermarkets, such as butcheries, bakeries, delis and fresh
produce sections. This is a move away from their traditional focus on independent retailers only,
creating some tension and potential competition concerns as they now compete with their customers.
Cash and Carry’s have hybrid stores selling mainly to independent retailers.
Notwithstanding the benefits of buyer groups for independent retailing, the lack of centralised
warehousing and logistics systems still appears to place independent retailers at a disadvantage
compared to supermarket chains. This is highlighted in Table 2 below in an illustrative comparison of
buying group-derived price benefits for independent retailers versus wholesale buying through a
warehouse system (or DC equivalent). For the same volume of product from the same supplier, a
wholesaler can get around a 10% greater discount off the price than an independent retailer gets through
a buying group. This is purely because of the additional allowances and discounts given to supermarkets
that have DCs, which independent retailers do not have. Further, large suppliers tend to favour formal
supermarkets, and often give them better terms and prices than they give the buying groups, even for
the same volume of product.129
Table 1: Cost benefits to an independent retailer vs a DC

Typical trade agreement with suppliers for independent
retailers (direct store delivery/own transport)
Rebates (e.g. 6%)

128
129

Typical trade agreement with suppliers for DC (delivery to
DC)
Rebates (e.g. 6%)

http://www.tradeintelligence.co.za/TradeProfiles/independentredirect.aspx
Whether this is reflective of differences in cost to serve the different groups is unclear at this stage.

139

+ Advertising allowance (e.g. 2%)
+ Additional add spend (e.g. 1.5%)
+ Other incentives (loyalty/volume rebates)

+ Advertising allowance (e.g. 2%)

~
20%

+ Additional add spend (e.g. 1.5%)

~
20%

+ Other incentives (loyalty/volume rebates)
+ Distribution allowance
+ Warehousing allowance

~ 10%

+ Other discounts, like pallet discounts
TOTAL discount off price: around 20%

TOTAL discount off price: 20% plus around 10% = 30%

Source: Authors own, constructed with information from a buying group

Although there are still challenges, this section has shown that some of the structural barriers to entry
in the supermarket industry can be overcome by independent retailers through buying groups. Buying
groups in recent years appear to be growing and expanding into southern Africa from South Africa and
this is reflective of the growth of the independent retailers which they manage.

5.

Strategic behaviour of supermarkets with market power

The strategic behaviour of incumbents can limit participation of new entrants and niche players in the
supermarket industry. A common competition concern in South Africa is that of incumbents entering
into leases with property owners in shopping malls that contain exclusivity clauses (referred to as
exclusive leases henceforth).130 This prevents new entrants from locating in lucrative retail spaces,
limiting their ability to enter or expand. Attractive store sites are necessary if a new entrant is to become
an effective competitor. Property developers provide supermarkets with store sites, with the most
desirable sites being located inside a shopping mall where customer traffic is dense. Exclusivity clauses
in leases signed between property developers and supermarkets (anchor tenants) grant them exclusive
rights to operate as the sole supermarket in the mall. Property owners would then require permission
from the incumbent if they wanted to rent to other ancillary tenants who overlapped with the incumbent
supermarket’s offering.
Exclusivity can either be ‘blanket’ exclusion on all grocery retail offerings or on particular product lines
(butchery, bakery etc.). Exclusivity clauses can also mandate that rival product lines cannot be greater
than a stipulated size, for instance, a specialist independent butchery cannot be in excess of 300-400m2
in size. With fewer competing supermarkets in a given location, customers are ultimately left with
reduced choice in terms of product range, pricing and quality.
From the property owners’ point of view, dominant incumbent supermarkets are ‘must have’ tenants to
secure financing from the banks given the high footfall they attract. Therefore they often accede to the
demands of supermarkets, which can include exclusive leases. From the anchor supermarket’s point of
view, the typical argument for exclusive leases is that they are crucial to the development of the mall
and contribute to investments in the mall. Therefore the counterfactual is that property developers
would not construct a mall in the first place without commitments from the supermarket. Supermarkets
130

Information for the assessment of exclusive leases in this section was largely gathered through interviews with property
developers, retail service providers and supermarkets in South Africa.
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argue that exclusivity is needed to protect their investments. This highlights the strong bargaining
position of anchor supermarkets.
Internationally, the Australian Competition and Consumer Commission’s (ACCC) grocery inquiry
found exclusive leases to be an impediment to competition. It found that the major supermarkets in
Australia entered into such leases to ensure that they maintained exclusive access to prime sites. The
ACCC found that such leases hindered entry of new and small supermarkets into local areas.The
supermarket chains argued that exclusivity was necessary to foster investment in densely populated
urban areas. The ACCC however took the view that it was still possible to enter and invest in
metropolitan areas without exclusive leases. Given the possible procompetitive benefits of exclusive
leases in terms of encouraging investments, the ACCC through advocacy efforts set out certain
conditions under which exclusive leases could be entered into, such as in areas where there was still
room for future growth and not in larger urban areas.131 After the ACCC’s intervention, some of the
major supermarkets voluntarily undertook to phase out these provisions over a few years, and these
undertakings were enforceable by law (OECD, 2013). Furthermore, all future lease agreements entered
into would no longer have exclusivity clauses. Similarly, the UK authorities investigated the potential
anticompetitive impacts of exclusive leases. Out of 384 stores operating in highly concentrated markets
during the time of the inquiry, the Commission found that 30 existing exclusivity arrangements created
barriers to entry. The Commission proposed a five year exclusivity limit for new shopping centres and
the annulment of existing exclusivity arrangements after five years of their report being published.132
5.1 Concerns around exclusive agreements in South Africa
The Competition Commission of South Africa in June 2009 initiated an investigation against the major
supermarket chains, Shoprite, Pick n Pay, Woolworths and SPAR as well as wholesalers - former
Massmart and Metcash. In addition to allegations of abuse of buyer power, engaging in category
management practices and information sharing, the Commission looked into long term exclusive leases.
Subsequent allegations around exclusive lease agreements between the major retailers and property
developers were made by Fruit and Veg City, the A&M Hirsch Family Trust and Mr Ismail Ganchi of
Aquarella Investments 437 (Pty) Limited.133
The Commission’s investigations revealed the widespread existence of long-term exclusive lease
agreements between supermarkets and landlords. The Commission found that these had the potential of
dampening competition because the anchor tenant was unlikely to approve entry of a competing
supermarket or specialist stores like bakeries and butcheries. This leaves the anchor tenant as the only
grocery retailer in the premises free from effective competition and customers are left with limited
choice.
However, after the investigation, the Commission concluded that there was insufficient evidence to
conclusively prove that exclusive leases had the effect of substantially lessening competition. The
Commission therefore non-referred the allegations. This reflects the high threshold or burden of proof
in the South African competition regime. Conduct that clearly has an exclusionary effect on
competitors, and a distortionary effect on competition, is not sufficient to make a finding given the high
standard of proof of anti-competitive effects that is required by the Act (or the prevailing interpretation
of the Act).

131

http://www.compcom.co.za/wp-content/uploads/2015/03/Competition-Commision-January-Newsletter-WEB.pdf
Ibid
133 http://www.compcom.co.za/wp-content/uploads/2015/03/Competition-Commision-January-Newsletter-WEB.pdf
132

141

The Commission instead engaged in softer advocacy measures with supermarkets, property developers
and banks, recommending the use of long term exclusive lease agreements only in cases where the
supermarkets can prove that they undertook substantial investments in certain shopping centres and
limiting the duration of exclusivity. The Banks Association undertook that the major banks would no
longer require exclusivity clauses in agreements between developers and anchor tenants before
accessing funding.134 However, as discussed below, it appears that the banks do not insist on exclusivity
clauses in any case and that it is the supermarkets who insist on this.
Notwithstanding these undertakings, new complaints were lodged at the Commission from October
2013 onwards. These led to the Commission announcing that it would be re-opening investigations into
such practices. In October 2013, Masstores lodged a complaint against the exclusive lease agreement
between Shoprite Checkers and Hyprop Investments for the Cape Gate Regional Centre in Cape Town.
In September 2014, the South African Property Owners Association (SAPOA), filed complaints against
Pick n Pay, Shoprite and SPAR for exclusive leases in a number of shopping malls. In October 2014,
Massmart made the same complaint against the major retailers Pick n Pay, Shoprite and SPAR,
following the difficulties that its subsidiary, Game, is facing in locating in certain centres.135
Given these extensive complaints and other concerns in the industry, following authorisation by the
Economic Development Department Minister, the Commission on 13 May 2015 announced that it
would undertake a market inquiry into the retail sector. Minister Patel announced that the inquiry would
examine the tenancy arrangements in shopping malls, the growth of township enterprises such as spaza
shops in order to ascertain whether the retail sector is competitive and inclusive.136 The terms of
reference and appointment of the panel has since been finalised.137
According to SAPOA (one of the complainants) in a survey undertaken in 2012,138 94% of the
respondents (property owners) were of the view that they would prefer not to have exclusivity clauses
in their leases for a range of reasons, including that it prevents the landlord from placing free-standing
bakeries, butcheries or green grocers; it prevents the landlord from optimising the best tenant mix suited
for the shopper coming to the centre and for the growth of the centre; it reduces the option of having
specialist retailers that offer greater product ranges; it limits opportunity to expand etc. 56% of the
respondents agreed that exclusivity clauses had no benefit (presumably to property owners) and were
actually detrimental to the management of their assets.
Property developers claim that while the banks insist on an anchor tenant (which is often a large
supermarket group) to provide funding, they do not insist on exclusivity clauses in leases with these
anchor tenants. It is the main supermarkets who hold the bargaining power that insist on them. In other
words, banks only really care about the number and types of lessees (for instance, they check how many
key national retailers are present in a centre).
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http://www.compcom.co.za/wp-content/uploads/2015/03/Competition-Commision-January-Newsletter-WEB.pdf
In the same period, Mr. SA Mahwiliri, a franchisee of Pick n Pay, laid a complaint against the manager of Kwa-Mhlanga
Shopping Complex after he was refused retail space, allegedly following an order from Shoprite, the anchor tenant. Similarly
in December 2014, Mr Hlope, a businessman operating a liquor store filed a complaint against the major retailers after he was
also denied lettable space in malls.
136 http://www.bdlive.co.za/business/retail/2015/05/13/patel-gives-go-ahead-for-probe-of-fairness-in-retail-sector
137 http://www.compcom.co.za/wp-content/uploads/2016/01/Commission-appoints-panel-for-the-Grocery-Retail-SectorMarket-Inquiry.pdf and http://www.gpwonline.co.za/Gazettes/Gazettes/39347_30-10_NationalGazette.pdf
138 15 respondents were surveyed. SAPOA members control the bulk of South Africa’s private sector commercial land and
building stock, as well as managing the majority of property funds listed on the JSE.
135
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A range of other factors appear to affect whether exclusive clauses in leases are insisted upon. These
include shopping centre size, whether the centre is a new or existing centre, whether the centre is in a
rural or urban area or whether it is a corporate or franchise store.
With regards to shopping centre size, in larger malls, there is usually space for more than one anchor
tenant at different ends of the mall. Shopping centres of 12,000m2 can usually only support one anchor
tenant; centres of >25,000m2 can support two and centres of >40,000m2 can support up to three
supermarkets. Exclusive leases are more likely to be insisted upon when the size of the centre is between
12,000 and 12,500m2.139
Negotiating leases is difficult in new centres as the anchor tenant is important in obtaining finance from
banks as explained above. Property developers often end up allowing or giving in to demands of
exclusivity by major supermarkets just to kick-start the development process. Subsequently, they
struggle to re-negotiate the terms of the leases. Exclusive leases therefore may be more prevalent in
new centres where there is risk and uncertainty and where the anchor tenant seeks to protect his
investment from competition. However, property owners and supermarkets also suggest that exclusive
leases were more prevalent historically, and that it was common practice in South Africa for many
years. Potentially given the increased attention by the Competition Commission around this practice
recently, there is greater sensitivity in new centres, while in existing centres the problem persists given
that the leases were signed many years ago. In practice, leases usually last for 10 years, but anchor
tenants can have up to five options for renewal resulting in exclusivity that spans for several decades.
While exclusive leases might arguably be justified in the initial phases of the investment to allow the
anchor supermarket to recoup its investment, gain footfall and establish a market, it is hard to see how
such justifications can be reasonable for such extended periods of time. This is especially the case if
supermarkets are able to recoup their investments within a few years of establishment, which appears
to be the case typically in South Africa.
It also appears that small property developers, particularly for developments in rural areas, who do not
have bargaining power against major supermarkets are more inclined to succumb to entering into leases
with exclusivity clauses to kick-start developments. Lack of competition has far-reaching consequences
in rural areas where pricing is a key factor for low-income consumers. Further, small specialised
businesses in rural areas like grocers, bakers, butchers and delicatessens are prevented from locating in
centres if there is exclusivity. A specialised butchery in South Africa, Roots Butchery, has allegedly
encountered such problems in rural areas.
Models of retailing, whether franchise or corporate, also appear to impact on whether the anchor
supermarket insists on exclusive leases. It appears that in the case of franchise stores, individual store
owners typically insist on exclusivity clauses in leases to protect his/her individually-liable investment.
While it may be so that the practice is less common in recent years, and this is visible in many new
centres where there are multiple supermarkets in the same centre, there is little doubt that new entrants,
independent retailers and specialist stores are disadvantaged in entering shopping centres. In addition
to being riskier, smaller new entrants are uncertain traffic builders, resulting in landlords charging them
higher rental rates even if they do manage to secure a lease in the premises. Moreover, securing a strong
anchor tenant in the shopping centre determines the types of line stores140 that will populate the centre

139

Other estimates are that shopping centres between 14,000 and 20,000m2 are where there are typically still fights around
exclusivity.
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For instance, clothing stores like Edgars and Foschini
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and the rental that the landlord can extract from them. It is easier to extract higher rentals from ancillary
line stores if the anchor store is a Shoprite for example, as opposed to a smaller supermarket like a
Choppies. Generally, prices charged per m2 to all line tenants depend on the position of the store, the
size of the mall, and its proximity to the anchor tenant. Therefore the incentive is to secure large
incumbents as anchor tenants, and this results in the exclusionary effects on new entrants.

6.

Impact on suppliers

The procurement and sourcing strategies of large supermarkets have a significant impact on local
suppliers with regards to participation in the value chain and development of their capabilities (Brown
and Sander, 2007). Reardon, Timmer and Berdegue (2004) and Humphrey (2007) show that large
supermarket chains have indeed drastically transformed food supply chains. Supermarkets have moved
away from spot purchases to adopting specialised procurement agents and dedicated wholesalers, or
procuring directly from farmers and processors, giving them direct influence over pricing, quantities,
terms of delivery and product quality. This has the adverse effect of shrinking the supply base by using
only preferred suppliers (see Altenburg et al, 2016) and bypassing traditional wholesale markets
(Humphrey, 2007). Several multinational supermarket chains like Ahold, Tesco and Metro have
preferred supplier lists (Reardon and Gulati, 2008).
Large supermarkets are also imposing escalating private quality and processing standards on suppliers
(Humphrey 2005; Boselie, Henson and Weatherspoon, 2003). The capabilities of local suppliers
(particularly small-scale farmers, small food processors and producers of household consumable goods)
to meet these standards and reach the required scale to enter into the supply chains and compete with
imports is of importance for their sustainability. Marketing of fresh food produce to supermarkets has
been difficult for suppliers in developing countries as often the institutional, physical and financial
infrastructure support systems are weak (including bar coding, packing houses, cold chains, shipping
equipment, credit facilities, standards and certification processes etc.). Producers are usually
responsible for all post-harvest activities up until the product is delivered to a distribution centre or a
supermarket. Particularly for fresh fruits and vegetables, Sanitary and Phytosanitary (SPS) protocols
are important (Tshirley, 2010). But over and above these minimum standards as well as Global GAP
standards, multinational retailers may further impose food standards like Hazard Analysis and Critical
Control Point (HACCP) (Altenburg et al, 2016). In South Africa, even higher international standards
like Food Safety System Certification (FSSC 22000) are being required in certain instances.
The modernisation of procurement systems has therefore placed considerable pressure on suppliers with
regards to their costs, the volumes they are able to supply, the consistency and quality of their products
(Dakora, 2012). Supermarket chains generally have a dual objective - to reduce costs and to increase
quality (including improving safety standards). This dual objective directly translates to the
requirements imposed on suppliers and therefore on supplier capabilities. This means that local
suppliers require significant investment in capital, technological, managerial, organisational and
financial upgrades to meet requirements of supermarkets.
Over and above demanding lower costs and higher standards from suppliers, supermarkets often impose
a range of other costs on suppliers through their trading terms. This is reflective of the buyer power of
large supermarkets. Dominant supermarkets can exert buyer power by suppressing the price they pay
to suppliers of products. At first glance, it may appear that this serves to reduce the price paid by
supermarkets to suppliers, thereby reducing costs. If such cost reductions are passed on to consumers,
then consumer welfare is increased. Therefore buyer power may not be considered harmful to the end
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consumer. However, buyer power can be harmful to the competition process if the intention of the
dominant supermarket is to exclude its rivals from the industry. Several jurisdictions, such as Canada,
the UK and Germany, view buyer power as a competition concern only if this is the intention (OECD,
2013). This could occur for instance, if the dominant supermarket uses its buyer power to enter into
exclusive agreements with key suppliers, preventing them from supplying ‘must-have’ products to rival
supermarkets.
There is no doubt that the major South African supermarkets have considerable buyer power. For many
local suppliers, supermarkets are the main route to market. Supermarkets are able to influence pricing
and trading terms such as listing fees, rebates, advertising and slotting allowances, promotion fees,
payment terms, settlement discounts, new store openings fees etc. (Reardon and Gulati, 2008). In South
Africa for instance, it appears that suppliers face numerous costs just to participate in a supermarket
value chain, even before a single unit of their product is sold. If a new product is to be launched,
suppliers may need to pay the supermarket a marketing budget. In addition, many suppliers pay listing
fees or slotting allowances to get shelf space. Suppliers of perishables also have to pay a swell
allowance.141
Supermarkets in both developed and developing countries are increasingly producing their own/house
brands of food and household products.142 These private label brands are proving to be highly
successful and fast sellers for supermarkets as they compete with branded alternatives on price, value
and quality, particularly for cost-conscious customers. Given the lack of branding and advertising for
these products, their costs of sales are often lower than other well-known branded products. The increase
in the number of private labels may also be an indicator of increased competition between supermarket
chains.
Private labels however have raised concerns for suppliers of branded products in instances where
supermarkets favour private labels at the expense of branded products. It has also raised concerns
around the bargaining power of retailers against branded manufacturers. Suppliers are sometimes
‘forced’ into supplying house brands at lower margins than their branded products and this can be used
as a tool to negotiate down prices for branded products. However the competitive impact of private
labels is ambiguous. Mills (1995) suggests that private labels are welfare-enhancing as double markups are eliminated and that the additional competition created between the brand and private label could
lead to lower prices. But other studies suggest that private labels actually result in an increase in price
of the branded product given a core base of loyal customers for the branded product (Gabrielsen and
Sørgard, 2007, as cited in OECD, 2013).
There has indeed been growth in private label products in supermarket shelves in South Africa. Every
major supermarket chain has their own brand/private label product. Shoprite has its ‘Ritebrand’ and
‘Housebrand’ ranges in Checkers, which covers around 300 products. Pick n Pay has its ‘No Name’
brand and are looking to further expand their own label range. Food Lover’s Market produces its own
house brands ‘Freshers’ and ‘Food Lovers Signature’. SPAR also has its own branded products. SPAR
does not allow major suppliers like Tiger Brands to manufacture its own private label products, thus
allowing new smaller players to enter the supermarket supply chain. Choppies also has 50 of its own
branded products, in food, beverages, household cleaning products and cosmetics. Many suppliers of
branded products in South Africa also manufacture and sell house brands and some of the concerns
mentioned above were expressed. On the other hand, private labels confer some bargaining power to
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This is a payment that compensates for damaged or spoilt products that would be too cumbersome to be physically returned
to the supplier (or in the case of perishable products, not practical to be returned at all).
142 See OECD (2013) for the growth of private labels in European supermarkets
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supermarkets over large suppliers which may assist new entrants that have access to manufacturers. In
some instances, brands are developed explicitly by the supermarket to provide it with leverage and
buyer power against dominant suppliers.
Increased competition between supermarkets benefits suppliers as it reduces incumbent supermarkets’
buyer power given the alternatives available for suppliers. The entry of Fruit and Veg City has indeed
provided an alternative route to market for farmers, and Choppies’ growth means that suppliers have a
new avenue to play off against incumbents in negotiating trading terms.
Local suppliers that are able to supply supermarkets with products of desired quality, volumes and
consistency obviously benefit supermarkets and so it is in their interest that suppliers upgrade their
capabilities. Internationally and in South Africa, supermarkets have invested in different degrees in
supplier development programmes. In South Africa, part of the conditions imposed by the
Competition Appeal Court in the Walmart/Massmart merger required the merged firm to set up a
supplier development fund and make available ZAR 240 million over a period of five years (Morris,
2014). One beneficiary of this fund was Lethabo Milling143, a new entrant producing super maize meal
and other products. Lethabo Milling supplies Massmart stores with these products and has received
additional support such as training, waived listing fees, fast-track payments, and assistance with pricing
models from Massmart. Another similar fund, the Agro-Processing Competitiveness Fund, was set up
from the Pioneer cartel settlement This fund of ZAR 250 million, with substantial co-funding from the
Industrial Development Corporation, offers support to non-dominant agro-processing players in the
form of investment support, business support and research grants.

7.

Some conclusions

This paper has highlighted the strategy of supermarket chains in Southern Africa extending their
offering across different formats to target customers across the full range of incomes. There has been
an increased focus by supermarkets in targeting low-income consumers. The paper has also highlighted
a reversal in the trend of only South African supermarkets spreading into the region, with the recent
rapid growth of Botswana-owned Choppies. The future competitive reaction of incumbent supermarkets
to Choppies’ entry will be of interest given that it is beginning to enter shopping centres in South Africa.
A range of structural and strategic barriers to entry that affect the competitive landscape in South Africa
were evaluated. The structural barriers to entry are largely a function of the inherent characteristics of
supermarkets. The biggest of these barriers are the substantial investments required in distribution
centres (and the associated economies of scale benefits) and significant advertising/promotions costs.
This gave rise to key questions being asked: do scale economies mean that only a few large supermarket
chains can effectively operate in a given market? If so, is competition from niche retailers and small
entrants important at all? While the paper highlights that economies of scale and scope are indeed major
barriers to entry, the benefits brought by new entrants in South Africa - Fruit and Veg City and
Choppies, as well as independent retailers - have been clearly shown, both in terms of lower priced
products for consumers and alternative routes to market for suppliers.
Therefore reducing barriers to entry, including the strategic behaviour of incumbents, and allowing
increased participation is important. The most prevalent strategic barrier appears to be the practice of
incumbent supermarkets entering into exclusive leases with property owners. Reducing such barriers
would entail allowing open and flexible retail space in urban planning to ensure a mix of formats (niche
players, specialised stores etc.) It would also require undertakings by the incumbent supermarkets to
143
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either not enter into such agreements at all, or to reduce the duration of the exclusivity clauses. In turn,
this may require stronger enforcement by the competition authorities (as opposed to just advocacy,
which has evidently not worked in the past) grounded in a view that such conduct has a distortionary
effect on competition. This might even suggest that the abuse of dominance provisions of the
Competition Act require rewording to cover conduct that ‘distorts’ competition, lowering the very high
current threshold in practice of needing to prove a substantial lessening of competition.
The paper also highlighted a resurgence of independent retailers, either on the back of strong buying
groups or offshoots from wholesalers through hybrid models. This is an alternative model to traditional
supermarket chains in South Africa for low-income consumers, new entrants and local suppliers alike.
One way to encourage entry and participation is to therefore support and grow independent retailers.
Although barriers they face can be reduced through buying groups, the benefits of accessing distribution
centres and logistics infrastructure are clear. Access to finance to construct such facilities would afford
them significant cost benefits from suppliers. Further, encouraging suppliers to offer fair prices and
terms of supply to independent retailers would benefit them. The competition authorities have an
important role to play in this regard.
The significant buyer power of supermarkets can result in small and medium-sized suppliers being
marginalised. Again, competition authorities have an important role to play in ensuring that
supermarkets with market power do not abuse this position. While the competition authorities in South
Africa have been active in promoting supplier development programmes linked to conditions or
settlements in cases, it would require a greater coordinated effort between different relevant government
departments to roll out such initiatives on a much larger scale.
This paper has shown that the growth of supermarkets and independent retailers has important
implications for both consumers and suppliers to supermarkets. Promoting competitive outcomes in this
sector, including through the competition regime, is therefore vital.
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1. Introduction
The energy market in Africa is a vast and complex one. This is so even when narrowing the focus to
the Southern and East African regions. Regulation, in the broadest sense, is an important part of these
markets.(Christophers, 2016; Das Nair and Roberts, 2014) Arguably, the sort of regulation that is
dominant and influential within African energy markets is, however, not the type of regulation that is
built around the role and expertise of independent regulators (including competition authorities) but is
rather the regulation associated with state-driven industrial policy.(Economic Commission for Africa,
2014; Guardiancich and Guidi, 2015)
Accepting the distinction and proposition advanced above, it might seem as if the question of agency
design is an esoteric one. Both the industrial policy relevant to energy and (perhaps even more) the
implementation of that industrial energy policy are arguably more significant in the current structuring
of African energy markets than the specifics of regulatory institutions and their structures.
Still, there remains value in considering the question of agency design in energy regulation in Africa.
The issue of agency design is relevant for industrial policy as well as for independent regulatory entities.
Indeed, with advancing market liberalization, the proportionate mix between industrial policy and
independent regulatory policy is shifting in the direction of the latter.
In addition, it is worthwhile to explore and identify feasible institutional steps towards the promotion
of dynamic competitiveness. This concept is one that takes life particularly in the space between
economic regulation (arguably of the independent regulator type) and competition. It appears to do so
outside of the particular dynamics of any market, including in this instance the African energy markets.
Nonetheless, the concept of dynamic competitiveness does have a role to play – in the future of the
African energy markets and in current markets.
Dynamic competitiveness aims to integrate regulation into the competition game. It presupposes (or at
least appears to be best facilitated by) a nimble regulator with the ability to formulate and implement a
nuanced regulatory policy. That, in turn, makes the inquiry into the specific structure of a regulator a
worthwhile question. The agency is not going to be the mere implementing unit of the policy or
directions of the national department of energy headed by the energy minister.
2. NERSA Institutional Design
On agency design, the National Energy Regulator of South Africa presents the case of a multimember
agency.(National Energy Regulator Act 40 of 2004, 2005) Four members are full-time, one of whom
acts as the CEO; five members are part-time, one of whom acts as the Chairperson.(National Energy
Regulator Act 40 of 2004, 2005, sec. 5(2)) A distinctive feature shows one of the full-time members as
the CEO of the agency.(National Energy Regulator Act 40 of 2004, 2005, sec. 5(3))
The NERSA members are empowered to take decisions in three particular areas (electricity, petroleum,
and piped gas) after public hearings and consultations. This three-part subject matter does introduce
some added complexity to the operation of the agency. While all three areas are broadly speaking
relevant to the energy market, they each have particular regulatory histories and traditions.
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NERSA’s decisions are subject to oversight by the courts through the usual jurisdiction of the High
Courts and, if necessary, subsequent appellate processes. Moreover, section 8 (10) (a) of the National
Energy Regulator Act provides that “the Energy Regulator may establish subcommittees of its members
to perform such functions of the Energy Regulator as it may determine, including conducting hearings
and enquiries as a tribunal.”(National Energy Regulator Act 40 of 2004, 2005, sec. 8(10))
One ACER participant commented that what NERSA does is to establish guilt or innocence (liability
or not) through the current tribunal and then have the fine/penalty done at a later (Council?) stage, which
the commentator understands to be allowed in terms of the Islamic Unity case. This current appeals
function is not understood to be effective.
Another ACER participant questioned the degree of regulatory independence that statutory lack of
specification of appointment and removal processes gives to the regulator. South Africa has taken a
different route. While independence of some bodies such as Chapter Nine bodies may be
constitutionally mandated and legislatively implemented, for other bodies such as regulator bodies the
legislature has put appointment and removal mechanisms into the legislation itself in order to promote
and protect the independence of the regulator. These have extended to the process of the selection.
3. ERB (Zambia) Institutional Design
The Energy Regulation Board of Zambia is structured as a multi-member regulatory body.(Energy
Regulation Act 2003 (Zambia), 2003, sec. 3(2)) It has three full-time members and four part-time
members.(Energy Regulation Act 2003 (Zambia), 2003, sec. Schedule s 1(1)) These members are
appointed by the Minister. The terms of the Board members are three years, with a single reappointment possible, and are not necessarily staggered.(Energy Regulation Act 2003 (Zambia), 2003,
sec. Schedule ss 2(1)-(2)) The Chair of the Board is made by the Minister from the part-time
members.(Energy Regulation Act 2003 (Zambia), 2003, sec. Schedule s 1(3)) The Executive officer of
the Board does not appear to be specified, with section 4 of the Act providing a general power to hire
staff: “The Board may engage, on such terms and conditions as the Board may determine, such other
staff as is necessary for the exercise and performance of the powers and functions of the Board under
this Act.”(Energy Regulation Act 2003 (Zambia), 2003, sec. 4) Appeals from certain Board decisions
may be taken to the Minister and thence to the courts.(Energy Regulation Act 2003 (Zambia), 2003,
sec. 16(1))

4. ERC (Kenya) Institutional Design
The Energy Regulatory Commission of Kenya is established by section 4 of the
legislation.(Energy Act (Kenya), 2006, sec. 4) The eight commissioners consist of a Chairperson, the
Permanent Secretary of the energy Ministry, the Director General who acts as the CEO for the
organization and five other commissioners “appointed by the
Minister to represent the private sector in general.”(Energy Act (Kenya), 2006, sec. 10) The Act
provides for appeals from decisions of the Commission to the Energy Tribunal.(Energy Act (Kenya),
2006, sec. 107)

152

5. A Change at NERSA
As noted above, there is currently a potential tribunal internal to NERSA. Since 2011, there
has been an initiative to abolish the existing legal power of NERSA to establish a tribunal.(National
Energy Regulator Act 40 of 2004, 2005, sec. 8(10)) Part of the rationale for this proposed abolition has
apparently been that the function of such an internal tribunal has been seen to be constitutionally
suspect.(“Nersa to become energy supremo,” n.d.)
On closer examination, such suspicion would seem unfounded as a matter of constitutional law.
Nonetheless, the abolishment of the existing internal tribunal and its replacement with an external
independent body may well be justifiable on other grounds.
As part of broader restructuring which would consolidate all energy matters into an Energy
Regulator, a proposal to create an Energy Appeals Board with specific jurisdiction over NERSA matters
was part of a draft piece of legislation put out for comment in December 2011.(National Energy
Regulator Act 40 of 2004, 2005, sec. 14A-14C) The draft has been criticized and a counterproposal
made for a National Economic Regulation Appeals Board.(Eberhard et al., 2012)
The proposal for establishment of a general appeals tribunals with competence over economic
regulation has been received favourably by the competition authorities and economic regulators
although not by the Competition Appeal Court.(“Competition appeal initiative snubbed,” n.d.) One
policy reason for such a general appeals body is to counter the fragmentation of the South African
regulatory regimes and to increase their coherence and effectiveness. Another policy reason is to make
transparent (if not also consistent) across regulated sectors of economic activity significant policy
variables such as the rate of return on capital investment.
A general economic regulation appeals board is also a body that would fit into the legislative
structure of the Promotion of Administrative Justice Act.
However, the Energy Appeals Board has been given the Cabinet nod and is apparently in the
process of finalization.(Paton, 2015)

6. Reflection on Adjudication and Agency Design
We should consider the constitutional parameters within which a change like this to the
adjudication function of the agency (broadly understood) may be effected. To do so, it is helpful to
look at the South African example of ICASA.
On agency design, ICASA initially appears similar to NERSA with nine members of its
Council, one of whom is the Chairperson of ICASA.(Independent Communications Authority of South
Africa Act 2000, n.d., sec. 5) There is a basic empowering provision for the hiring of staff, though a
specific provision that a councilor may not be the acting chief executive officer.(Independent
Communications Authority of South Africa Act 2000, n.d., sec. 14) Part of the statutory structure of
ICASA includes a Complaints and Compliance Committee (CCC).(Independent Communications
Authority of South Africa Act 2000, n.d., sec. 17A)
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This feature of institutional design particularly came under public scrutiny in exercising some
of ICASA’s concurrent jurisdiction over competition in the Neotel matter. Many held the perception
that this structure was the prime factor behind this unsatisfactory decision.
This matter was between Neotel and Telkom and concerned local loop unbundling.(Judgement,
Neotel-Telkom, ICASA CCC, Case No. 59/2011, 2012) Promised regulations regarding local loop
unbundling were not forthcoming from ICASA and Neotel made a complaint in 2011 that it should be
allowed access to the local loop by Telkom as an essential facility. This complaint was referred to the
CCC. The CCC postponed its initial hearing due to the unavailability of senior counsel for
Telkom.(“Telkom, Neotel hearing postponed | ITWeb,” n.d.)
The CCC’s decision in August 2012 was reported in the industry as a victory for
Neotel.(“Neotel trips up Telkom | TechCentral,” n.d.) This may have been since the CCC affirmed the
essential facility legal theory and found Telkom’s response to be inadequate.(Judgement, NeotelTelkom, ICASA CCC, Case No. 59/2011, 2012) The CCC also found that it was not impossible for
Telkom to comply with the ECA and its regulations regarding this essential facility.(Judgement, NeotelTelkom, ICASA CCC, Case No. 59/2011, 2012)
Nonetheless, the order made by the CCC in two respects diverged from the clear message of
the legal reasoning. First, the CCC ordered ICASA to conclude the process of making local loop
unbundling regulations within three months.(Judgement, Neotel-Telkom, ICASA CCC, Case No.
59/2011, 2012) Second, the CCC declined to recommend to ICASA that it levy a fine against Telkom
on the grounds of the pending regulations making process and the fact that Telkom was a first
offender.(Judgement, Neotel-Telkom, ICASA CCC, Case No. 59/2011, 2012) Both of these aspects of
the order of the CCC appeared to give credence to Telkom’s argument that it could delay compliance
pending the regulation making process.
Telkom took the CCC’s decision to the High Court.(“Page 227 - Telkom Integrated Report
2013,” n.d.) Apparently, this was successful – at least as a delaying tactic – since some time after the
CCC decision Neotel wrote to ICASA, requesting a timeline for the local loop unbundling regulation
making process.(“South Africa: Neotel seeks unbundling timelines | balancingact-africa.com,” n.d.)
This design is replicated elsewhere in the South African state. The recent statute establishing
an Information Regulator has designed a separate enforcement committee – distinct from the other
functions of the Regulator – to make recommendations for enforcement by the Information
Regulator.(Protection of Personal Information Act 4 of 2013, 2013, secs. 50, 93)
The jurisdiction of a separate adjudicative body within an agency is often intended to alleviate
the potential unfairness that would result if an organization that initiated a complaint were also to decide
upon that complaint. A common solution to this problem in comparative public law is the employment
of an internal separation of powers doctrine. The function of adjudication is often separated from that
of the work of the rest of the agency. Wong Yang Sung v McGrath, 339 U.S. 33 (1950).
Indeed, the separation of the Competition Tribunal from the Competition Commission in South
Africa was in major part responsive to concerns regarding potential unfairness. Of course, what has
resulted in this situation is a near-complete separation of the adjudication and the investigative function.
Further, the adjudication function is organizationally hierarchical to and superior to the investigative
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one. Only if one considers both institutions together – as one often does referring to the “competition
authorities” would one these two functions as joined.
Still, other economic regulators have not been as radical in their separation of adjudication and
investigation, at least in terms of their institutional design. In South African public law pre-PAJA, this
issue has mostly been addressed through the doctrine of bias. Council of Review, South African Defence
Force v Monnig 1992 (3) SA 482 (A). The ground of ‘official’ or ‘institutional’ bias, if valid and
proved, would invalidate administrative action as inherently biased.(Hoexter, 2012, pp. 458–459)
While this was not a frequent ground of review, the concern regarding bias and potential unfairness has
perhaps strengthened in the post-constitutional form of concerns regarding the constitutionality of
breaching the separation of powers by combining adjudicative and investigative functions in one
agency.
This issue is directly taken up in a 2008 case of the Constitutional Court, Islamic Unity
Convention.(Islamic Unity Convention v Minister of Telecommunications and Others (CCT 33/07)
[2007] ZACC 26; 2008 (3) SA 383 (CC); 2008 (4) BCLR 384 (CC) (7 December 2007), n.d.) There, it
was said that “the inquisitorial role is an inherent aspect of regulatory authority.”(Islamic Unity
Convention v Minister of Telecommunications and Others (CCT 33/07) [2007] ZACC 26; 2008 (3) SA
383 (CC); 2008 (4) BCLR 384 (CC) (7 December 2007), n.d., para. 48) There, in a decision concerned
the predecessor body to the CCC, the question was discussed not only as one of fairness (implicating
section 33 of the Constitution) but also as one of agency design or structure: “The question is whether
a constitutional challenge against legislation conferring investigative and adjudicative powers on an
administrative tribunal like the [Broadcasting and Monitoring Complaints Commission (BMCC)],
based on institutional bias, can be sustained under the right of access to court provisions of section 34
of the Constitution.”(Islamic Unity Convention v Minister of Telecommunications and Others (CCT
33/07) [2007] ZACC 26; 2008 (3) SA 383 (CC); 2008 (4) BCLR 384 (CC) (7 December 2007), n.d.,
para. 53)
The Court expressed no firm opinion on this point, inclining against the application of section
34 on the grounds that the matter in front of the BMCC was not yet a “dispute” but was merely the first
stage – a recommendation – of a matter that would be finally resolved by ICASA.(Islamic Unity
Convention v Minister of Telecommunications and Others (CCT 33/07) [2007] ZACC 26; 2008 (3) SA
383 (CC); 2008 (4) BCLR 384 (CC) (7 December 2007), n.d., para. 55) The Court instead resolved the
matter by interpreting the empowering legislation to lessen the degree to which the Chairperson of the
BMCC played the role of a prosecutor.(Islamic Unity Convention v Minister of Telecommunications
and Others (CCT 33/07) [2007] ZACC 26; 2008 (3) SA 383 (CC); 2008 (4) BCLR 384 (CC) (7
December 2007), n.d., paras. 56–57)

7. Conclusion
There are at least three lessons. First, this seems to mean that the Constitutional Court will
entertain defences against procedural unfairness challenges to significant joint exercises of investigative
and adjudicative power by regulators. In other words, an inquisitorial function is permitted to a
regulatory agency. This should give some comfort to those calling for enhanced cooperation between
legal and investigative functions within regulatory agencies.(Phiri, 2016)
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Second, what needs to be distinguished carefully are the internal exercise of joint investigative
and adjudicative power and the external appellate review function.
Third, it is important that agency designers (and amenders) should not be discouraged by legal
factors from experimenting with and using a variety of institutional designs. Indeed, these may well
differ reflecting different national contexts.
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1.

ABSTRACT

In 2008, at a meeting in Lusaka Zambia, the Southern Africa Development Community (SADC) Council
of Ministers approved the migration of electricity tariffs towards cost reflectivity within five years and
set a deadline of 31st December 2013. However, only Tanzania and Namibia are reported to have
achieved cost reflective tariffs today. Consequently, during the SADC council of Ministers meeting held
in South Africa on 24th July 2015, member states were urged to produce road maps for transitioning
their electricity supply industries towards cost reflective tariffs by 2019. A cost-reflective tariff ensures
recovery of all the allowable costs of each regulated and licensed activity within the generation,
transmission, distribution and supply value chain and also ensures a reasonable rate of return on
investment. The impact of non-cost reflective tariffs is manifested in power deficits, poor state of
infrastructure, higher system losses and failure to attract investment. Most SADC countries have made
little progress in diversifying their electricity generation mix and rely on already established power
stations. This is despite the countries being endowed with other alternative forms of generation
resources. The electricity sector in the SADC region requires cost reflective tariffs to be sustainable so
as to support the economic growth in the region. This paper will therefore seek to answer the big
question on what challenges SADC countries have been experiencing with special reference to Zambia
in migrating to cost reflective tariffs, impact of non-reflective tariffs, lessons from the Namibian and
Tanzanian achievements and the potential solutions.
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1. Introduction
The purpose of this paper is to discuss the challenges that countries in the Southern African
Development Community (SADC) region are facing in migrating electricity tariffs to cost reflective
levels. The SADC region is a political and economic institution that provides a framework for regional
integration and comprises of 15 member states144. According to the Regional Electricity Regulators
Association (RERA) cost reflectivity is attained when the tariff can recover all the allowable costs of
each regulated and licensed activity within the generation, transmission, distribution and supply value
chain. ‘Allowable Costs’ in this case are all operating costs reasonably incurred, a fair rate of return on
used and useful utility assets plus any other unique cost components allowed to be included in the
calculation of the tariff level. Cost reflective tariff structures usually include two basic categories, an
energy charge(s) for the power used, and a delivery charge(s) to cover the cost of transporting the power
to the user.
However, it is important to note that the concept of cost reflectivity can have more than one meaning.
In a study conducted by Deloitee Access Economics in 2014 to review residential electricity tariffs in
Australia, the concept of cost reflectivity included prices reflecting any combination of the fixed,
variable or marginal costs of the generation, network or retail segments of the electricity system. This
definition included the aspect of marginal costs. In determining whether a tariff is cost reflective or not,
the consideration of the drivers of future network expansion costs were also included (Deloitee Access
Economics, 2014). This approach is similar to the one that was adopted by the South African Trade
and Industry study into the approaches to minimize the impact of electricity tariff increases on the poor
in 2010. The definition of cost reflective used implied that the revenue received from electricity tariffs
covers the full and efficient operating and maintenance costs (including staff costs and overheads),
primary energy costs (fuel costs such as gas and coal) and the full capital costs associated with using
the assets (including interest and depreciation costs) which enable the asset to be replaced (or
refurbished) as necessary and for the assets to be expanded as demand for electricity grows (Trade and
Industry Chamber of South Africa, 2010).
This paper adopted the RERA definition of cost reflectivity because it takes into consideration that
different regulators may apply the concept of cost reflective tariffs differently. Thus, RERA’s definition
takes a holistic approach as it provides room for allowable costs by the regulator to be included in
arriving at a tariff. Further, since the focus of this study is the SADC region, the RERA definition
provides a common understanding of the concept of cost reflective tariffs.
As at July 2015, it was reported that only Tanzania and Namibia had attained cost reflective electricity
tariffs and most of the other SADC countries were still far from attaining cost reflective electricity
tariffs145. This is despite the SADC council of Ministers adopting the principle of cost reflective tariffs
as far back as 2004. Further, in 2007 the SADC council of Ministers reaffirmed this decision and in
2008 resolved that member countries should endeavor to reach cost reflective tariffs within a period of
5 years, i.e. by 2013.
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SADC member states includes Angola, Botswana, Democratic Republic of Congo (DRC), Lesotho, Madagascar, Malawi,
Mauritius, Mozambique, Namibia, Seychelles, South Africa, Swaziland, United Republic of Tanzania, Zambia and
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Cost reflective tariffs enable utilities to raise adequate capital to expand generation and transmission
networks and provide the right signals for investment in the sector. Further, it promotes economic
efficiency as consumers make better consumption decisions when the true cost of power supply is
reflected. This enables the utility to make informed investment decisions as it gives better signals in
deciding when demand management is more appropriate than network investment.
The power challenges facing the SADC region today can partly be attributed to the non-cost reflective
tariffs. These challenges include inadequate investments in infrastructure especially in the generation
and transmission sectors. In addition, non-cost reflective tariffs do not encourage refurbishment and
upgrade in infrastructure and other equipment leading to power outages and low voltages.
During the 34th meeting of SADC Energy Ministers held in July 2015, it was observed that the region
is faced with a capacity shortfall of 8,247 Megawatts to meet the current energy demand 146. The energy
deficit is of concern and threatens the economic viability and development prospects of the region. The
region is highly dependent on hydroelectricity generation except for South Africa which is
predominately coal (Regional Electricity Regulators Association, 2015).
The recent poor rainfall patterns experienced in the region has further worsened the energy deficit in
countries like Zambia and Tanzania where the generation of electricity has significantly reduced. In
2015, Zambia’s utility power company ZESCO, had projected to generate 12,900GWh of power
compared to the actual 10,800GWh creating a deficit of 2,100GWh147. Similarly in Tanzania capacity
has reduced for almost all the dams at the six hydro power stations to less than 50% of installed
capacity148. The power utilities have been consequently carrying load shedding which have well
documented adverse effects on the economy. ZESCO had increased load shedding hours, to at least 8
hours per day on a rotational basis for its customers except for the mines in July 2015.
This paper will therefore discuss the migration to cost reflective electricity tariffs in the SADC region
with special reference to Zambia and attempt to offer explanations on challenges SADC countries have
been experiencing in migrating to cost reflective tariffs. The paper will also highlight the impact of nonreflective tariffs and lessons from the Namibian and Tanzanian experience in migrating to cost reflective
tariffs.
The paper shall proceed as follows section 2 will discuss the situational analysis in the SADC region,
section 3 will discuss tariff setting methodologies, section 4 will discuss the migration to cost reflective
tariffs, section 5 will discuss the role of cost reflective tariffs in the electricity supply industry, section
6 will discuss the challenges in migrating to cost reflective tariffs, section 7 will discuss the options to
address the challenges in migrating to cost reflective tariffs in the SADC region and Section 8 concludes
with recommendations.

2. Situational Analysis
2.1 SADC Generation Mix

146
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According to RERA (2015), in 2013 the majority of SADC total installed capacity was powered by coal
(74%). This is largely attributed to South Africa’s extensive reliance on coal fired plants. This was
followed by hydro (10%), gas turbines (7%), nuclear (3%), diesel/HFO (2%), other renewables (1%)
while other generation technologies accounted for 3% of total installed generation mix. The generation
mix is summarized in figure 1
Figure 1: Generation Mix in SADC Region – 2013
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Meanwhile, the generation mix picture is different if South Africa is excluded as hydro generation
dominates in most SADC countries. In 2013, hydro generation accounted for approximately 58.2% of
the total generation excluding South Africa followed by coal (15.8%), diesel/HFO (11.8%), Gas
turbines (11.6%) and other renewables (2.5%). The electricity generation mix in a country has an effect
on the average end user electricity tariffs in the country. For instance, hydroelectricity generation is one
of the cheapest forms of power production compared to thermal and coal. Therefore it is expected that
average end user tariffs would vary in each country depending on the generation mix.
Figure 2 shows the average end user electricity tariffs in the SADC region based on the survey
conducted by RERA, as at August 2015, the average end user electricity tariffs in the SADC region
ranged from USc 3.10/kWh to USc 16.04/kWh. The United Republic of Tanzania had the highest tariff
at USc 16.04/kWh followed by Namibia at USc 15.00/kWh, while Angola had the lowest tariffs at USc
3.10/kWh, followed by Zambia at USc 6.00/kWh.

162

Figure 2: Average end user electricity tariffs in selected SADC countries – August 2015
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According to a press release following the 34th meeting of SADC Energy Ministers in July 2015, the
electricity tariffs for most SADC countries were not cost reflective except for Tanzania and Namibia149.
However, it is important to understand the average end user tariffs in terms electricity generation mix
in the each of these countries. In Tanzania, the installed capacity is almost equally shared between hydro
(35.4%), natural gas (33.3%) and HFO/Diesel (31.3%). On the other hand, Namibia is predominantly
hydro (60%) and thermal (40%)150. However, the installed capacity is not adequate to meet the national
demand and as result it imports over 50% of its electricity consumption151 from the region through the
Southern Africa Power Pool (SAPP). The rest of the countries are predominantly hydro except for South
Africa with over 50% of the electricity generated from coal. Thus, despite Tanzania and Namibia having
one of the highest average end user tariffs, it is important to understand that cost reflectivity does not
necessary imply a higher tariff. A country may have a relatively low tariff but can still be cost reflective.
The electricity supply structure in the country determines the average end user electricity tariffs. For
instance, since Namibia relies mostly on imports the cost of electricity is likely to be higher relatively
to a country with own generation.

3. REGULATORY TARIFF SETTING METHODOLOGIES
There are various methodologies that can be applied in the process of tariff setting. However, the
methodology applied will be dependent on the state of development of the electricity industry and nature
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of the business of the regulated entity (e.g. asset-intensity (Lawrenz, 2014). The various tariff setting
methodologies are described in table 1:

Table1: Regulatory Tariff Setting Methodologies
Method
Definition
Price Cap

A ceiling on the price to be charged on consumers is established. The
main feature of this regulatory approach is that it puts incentives on
the operators to control costs. As the regulated operator knows the
maximum price that it is able to charge, the saving on costs during
the term of the price-cap becomes part of the rate or return to the
operator. In principle, if regulation focuses exclusively on upper limit
of the price, the operator might respond by cutting costs on items
that affect the quality of the service, or simply reducing investment
in the development of infrastructure152.

Yardstick/Benchmark

The regulation scheme based upon yardstick competition consist on
setting prices by using data that have been compared to those
provided by “similar” providers. In the case in which no “similar”
operator exists, yardstick competition may also involve defining a
“model (Carlos & Miguel, 2002)

Incentive Based regulation
(IBR)

A mechanism for the electricity tariff determination, focusing more
on efficiency gains and a structured process in tariff evaluation also
known as performance-based regulation. In this methodology only
the efficient cost (capital expenditure and operation expenses) in
electricity supply are considered in the tariff calculation. It also
requires the setting of key performance indicators for the utility
which is motivated by incentives or penalties on the operational
performance153.

Rate of Return (RoR)

The Revenue Requirement (RR) Methodology also known as the
Rate of Return (RoR) or the Cost of Service approach in determining
electricity tariffs is based on the principle that the revenues of the
regulated companies have to cover their operating expenses, taxes
and depreciation, and have to ensure a fair rate of return (profit) on
assets utilised for production and supply of electricity and energy
services.
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The type of methodology applied has an impact in the process of migrating to cost reflective levels.
This is because each methodology has some demerits in a way. However, despite this, it is also
important to note that the way in which a tariff is implemented can also have an impact in the process
of attaining cost reflective tariffs. A tariff can be implemented as a one off or in a phased approached.
In both cases, these should be followed by regular reviews in order to ensure that the utility is collecting
adequate revenue to cover its costs. In the SADC region, the commonly used tariff setting methodology
is the rate of return.
4. Migration towards cost reflective tariffs – SADC region
According to RERA (2015), the process of migrating to cost reflective tariffs can be accomplished in
different ways. However, most migrations will involve the following three principal steps as they
collectively determine the tariff path that will be followed in achieving cost reflective tariffs.
Determination of Required Revenues: migration to cost reflective tariffs will involve a thorough
analysis of the costs incurred in providing the electricity service to all customers. This analysis forms
the basis of the required revenues determination. A comprehensive revenue requirement determination
will ensure that the utility will remain financially sound and will be able to fully recover prudently
incurred expenses, including a fair return on its necessary investments.
Performance of a Cost of Service Study (CoSS): Making a full determination of revenue requirements
often requires conducting a CoSS. The purpose of CoSS is to compare the utility’s revenues to revenue
requirements by customer class. The process of determining the cost of service and therefore
establishing a cost reflective tariff for each customer category will at the least require disaggregating
the utility’s costs into functions (generation, transmission, and distribution), and services rendered by
the utility.
Design New Tariff Rates: The final component in the migration to cost reflective tariffs is the design
of new electricity tariffs. The results of the CoSS will indicate the degree to which existing rates recover
revenues from each customer classification on a cost of service basis, and can be utilized by the
regulator to design new rates that will fully cover the required revenues and sustain the utility, and the
sector, going forward.
Figure 3 shows the status on the migration to cost reflective tariffs in the SADC region as at 2013.
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Figure 3: Status on the Migration to Cost Reflective Tariff SADC Region – 2013
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As depicted in figure 3, only five countries in the SADC region had indicated that there has been a date
set to achieve cost reflective tariffs. The target dates ranged from 2012 to 2014. Further, four countries
indicated that there is an approved/agreed plan to achieve cost reflective tariffs. Six of the countries
indicated that cost reflective tariffs have been computed for generation, distribution and transmission.
However, although most countries have not attained cost reflective tariffs, progress has been made as
eight countries indicated that overall cost reflective tariffs had been computed.

4.1 The Zambian Experience – Migration to Cost Reflective tariffs
In the Zambian case as a prerequisite to the attainment of cost reflective tariffs, the Energy Regulation
Board (ERB) commissioned a CoSS for ZESCO in 2006 that was intended to determine the cost
incurred by the utility in generating, transmitting, distributing and supplying electricity to its various
customers and at various supply points. The study established that the tariffs were not cost reflective
and recommended that the base tariffs for 2006 are increased by an average of 45.4% in the 2007/2008
financial year for ZESCO. With such a rise the residential customers would have carried the highest
increase of the tariff at 147.6%, followed by large power customers at 46.3%. The least incidence would
have been borne by commercial and services customers at 2.4% and 6.3% respectively. Thereafter, it
was assumed that tariffs would be adjusted annually to account for changes in economic fundamentals.
This is because cost reflectivity is a shifting target and a change in economic fundamentals such as
inflation, exchange rate and any other allowable operating costs requires an adjustment in the tariff.
ZESCO has since made four separate tariff applications from the CoSS resulting in the ERB approving
average tariff increases of 27%, 35%, 26% and 16% in 2008, 2009, 2010 and in 2014 respectively. This
increase enabled ZESCO to raise sufficient revenue to meet its costs and earn a reasonable return on
assets. The CoSS assumed that the utility would be making annual tariff applications. However, the
utility did not make applications in some years. In the current legislative framework, a tariff adjustment
can only be effected once a licensed entity applies for a review. Therefore, the regulator has since
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proposed a change to the current legislation guiding the tariff review process that would allow for a
Multi-Year Tariff Framework (MYTF) among other aspects.
Further, the CoSS was based on the assumption that the utility (ZESCO) was the only electricity service
provider then, but this has since changed as the market structure has evolved with the entry of
Independent Power Producers (IPPs). Meanwhile, the industry is based on the single buyer model where
ZESCO is the off taker for power generated by the IPPs. The current average tariff ZESCO is paying
to purchase power from IPPs ranges from USc 7/kWh to USc 13.23/kWh and yet the current average
end user tariff charged by ZESCO is USc 6/kWh. Thus, there is a tariff differential between the cost of
the power and the tariff. The regulator shall undertake a CoSS in 2016 to determine the cost of supplying
power to the different customer categories, and the cost reflective tariffs.
In 2015, following Government’s decision to migrate to cost reflective tariff levels, ZESCO made an
application to increase tariffs by a weighted average of 216% across all customer categories except the
mines and exports. Specifically on average, ZESCO proposed that tariffs move from K0.37/kWh to
K1.17/kWh or in US Dollar terms; USc 3.39/kWh to USc 10.71/kWh, at an exchange rate of
K10.92/US$. The ERB rendered its decision on the matter on 2nd December 2015. However, ZESCO
made an application to withdraw the tariff increase and the decision was reversed. This was in reaction
to a public outcry against the increased tariffs. Public outcry against tariff increase is not unique to the
Zambian. In 2013, TANESCO, in Tanzania withdrew its application to increase tariffs by 155% 154. In
South Africa there were massive protests against a proposed tariff increment of 16% by Eskom155 in
January 2016. Similarly Ghana experienced public outcry in January following a 67% tariff increment
and in February 2016, the public in Nigeria protested against a tariff increase 45%.
5. The role of cost reflective tariffs in the electricity supply industry
AusNet Electricity Services Private Limited, an electricity distributor in Australia, in their tariff
structure statement for 2015 indicated that the absence of cost reflective tariffs leads to inefficiencies
in the sector. This is because if the price charged for a service does not reflect the costs incurred by the
supplier or the benefits available to a customer or to society, then too much or too little of that service
will be supplied. Therefore the society is likely to benefit if inefficiencies are removed. Inefficiencies
are likely to occur as consumers will consume more, as the price paid is lower than the true cost of
supply or consume less if overpriced156. Consumers make better consumption decisions when the true
cost of supply is reflected. In this regard, the utility will make informed decision on the actual costs of
supplying power to customers. The reduced energy consumption due to changed behaviours by
consumers, benefits the utility through lower costs as it will invest to match the preferences of its
customers. It also receives better signals when deciding when demand management is more appropriate
than network investment.
Cost reflective tariffs ensure that there is investment in the new generation, transmission and
distribution infrastructure required to meet continued increase in demand for electricity. Increased
investment in the electricity sector is crucial in increasing electricity access to a larger population in the
country. According to Renewable Energy Policy Network, as at 2012 access to electricity in SADC
region was at 42%, of these 60% were in urban areas while 31% were in rural areas157.The migration to
154
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cost reflective tariffs is important in connecting more customers to the national grid and enables people
to have access to clean energy.
The World Bank stressed that non-cost reflective tariffs limit the extent to which the existing generation
and grid network is maintained and investments in new generation capacity and network expansion by
the service provider. Electricity tariffs that are lower than the cost of service only benefit those with
existing electricity connections in the short-term and in the long-term compromise the quality and
reliability of supply. Furthermore, low tariffs slow down the rate at which those without access, which
is the majority of the population, can receive connections (The World Bank, 2015).
An electricity sector which is self-financing, economically viable and sustainable, would enable the
Government utilise the money spent in the sector on other competing sectors in the economy such as
education and health care (Lawrenz, 2014). In 2013, five countries in the SADC region indicated that
still received subsides. However, in reality, all utilities in the region received subsidies from their
Governments especially in the wake of capital expenditure projects being undertaken to increase
generation capacity (Regional Electricity Regulators Association, 2015). As an example in 2013,
ZESCO received US$ 69 million and US$186 for power distribution projects and Kafue George lower
power project respectively from the Government’s Eurobond funds158. Further, in light of the current
power deficit the World Bank projected that the Zambian Government would spend US$ 44 million in
emergency power imports in 2015 and a further US$ 340 million in 2016 at the prevailing tariffs (The
World Bank, 2015).
Non-cost reflective tariffs also contribute to the failure for projects to reach financial closure. This is
because the utilities do not obtain sufficient revenue as the tariffs are not cost reflective. The implication
is that most utilities have small balance sheets relative to the sizes of the regional projects under
consideration and are not investment rated (Utho Capital, Ndivho and Consulting & Africa Next
Investments Holdings, 2008).
In addition, insufficient investment and aging infrastructure in the power sector is also as a result of
non-cost reflective tariffs imply load shedding will be the order of the day in the future. However, load
shedding has costs to the economies in the SADC region. Sing’andu (2009) conducted a study to assess
the impact of load shedding on selected manufacturing firms in Lusaka province. It was established that
that among the sampled firms, load shedding had negatively impacted on the firms productivity and
profitability. Productivity had reduced by a monthly average of 11.8% for six firms in the food beverage
and tobacco sub-sector, 5% in the non-metallic mineral products sub-sector, 15% in the chemical,
rubber and plastic products sub-sector and 30% in the paper and paper products sub-sector (Sing’andu,
ibid). Further, Sing’andu argued that due to load shedding the firm’s profitability had reduced by 15%
in the paper and paper products sub-sector, 20% in the chemical, rubber and plastic products sub-sector,
12.6% in the food beverage and tobacco sub-sector and 5% in the non-metallic mineral products subsector.
Further, the Zambia Chamber of Commerce and Industry, an organisation for private sector business,
indicated that due to the load shedding in 2015, the production across the industry had been adversely
affected. It estimated that on average the production had declined to the range of 10% to 50% for
industrial players not using alternative sources of energy. In addition, the production costs had
increased for these firms in form of overtime payments as employees were made to work in times when
power was available. Meanwhile, for players using alternative sources of energy such as generators, the
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production costs had increased by an average of 15% per month thereby impacting negatively on
productivity (Economics Association of Zambia, 2015).
6. Challenges in migrating to cost reflective tariffs in SADC region
One of the challenges facing most SADC countries today is the need to balance the act between access
and affordability. According to Maria & Cecilia (2011), most policy makers are caught in between
balancing the act between cost reflectivity and affordability. On one hand, regulators must balance the
financial sustainability of the sector against the well-being of various segments of society especially the
poor residential customers in determining tariffs. Affordability in the context of electriﬁcation and use
of electricity, means, whether or not households can afford to actually use electricity once they are
connected to the grid. The cost of electricity for consumers is assessed in relation to household incomes,
purchasing power (opportunity costs of other goods), and relative cost of electricity compared with
other commodities. In a region where half of the population is estimated to live below the international
poverty line of US $1 per day159, regulators in the SADC region must decide the tariff rate that would
be affordable and yet not making the utility worse off.
In Zambia the Living Conditions Monitoring Survey showed that 60.5% of the population was living
in poverty in 2010. Further characterization of the population by rural/urban poverty showed that
poverty was more prone in rural areas at 77.9% than urban areas at 27.5%. (Central Statistics Office,
2012). The National Assistance Energy Directors Association survey conducted in the United States to
assess the changes in the affordability of energy bills, established that when faced with unaffordable
energy bills, an increase in energy costs harms people’s health. This is because, energy use is so
fundamental to modern life that it takes precedence over other household expenses including health160.
Further, Sebbowa (2010) argued that there is still political interference in the operations of the regulator.
In his presentation, on licensing and regulation concepts in selected African countries, he argued that
political interference still persists (Sebbowa, 2010) in African countries. It is argued that the
Government will always attempt to protect the poor against high tariff increment161.
For the business sector, the affordability of electricity is assessed in relation to production costs and
costs of other energy forms. SADC relies on energy intensive primary and secondary industries which
support significant employment of semi-skilled and unskilled labour. Therefore the challenge lies with
regulators in balancing the utility viability against the socio economic needs of the country. According
to a study undertaken by Deloitee on the economic impact of electricity tariff increase on various sectors
in the South African economy respondents representing the mining, manufacturing and metal
manufacturing industries were asked if they thought they would be able to pass on a 50% nominal
increase in electricity tariffs to their customers. The vast majority of respondents felt they would not be
able to pass on the cost, none of the mining companies, only 14% of the metal manufacturers and 30%
of the ‘other’ manufacturers stated that they would be able to pass on the cost (Deloitte, 2011). These
results are plausible, since most mining and metal manufacturing companies produce basic commodities
that are relatively homogeneous, so they have little influence over the price of their output which is set
and traded in highly competitive global markets. It is worth noting that mining and metal manufacturers
are among the 30 sub-industries that are the most heavily dependent on electricity as an input (% of
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costs and intensity measures) and could also be vulnerable in terms of their limited ability to pass on
costs. Therefore, the short term reactions to electricity tariff increment would be job loses or shut down
of the plant.
These research findings could be generalized to the Zambian economy as well, which is largely
dependent on copper production. The mining sector accounts for 50% of the total national electricity
consumption, as such is highly dependent on the use of electricity. However, since the products
produced are sold in highly competitive markets, the mine is a price taker and has little influence on the
price of the commodities. Thus, a rise in electricity tariffs cannot be easily passed on to consumers in
form of increasing the commodity prices. The implication is that the cost of production will increase
for the companies. Therefore, most companies lay off workers, as a mitigation measure against the
rising costs.
In addition, as part of a broader study around meeting South Africa’s future electricity needs,
Conningarth economists (2011) explored the ‘profit vulnerability’ of different sectors of the economy
to increases in real electricity tariffs, where ‘profit vulnerability’ was defined as the real electricity tariff,
an industry could absorb before becoming unprofitable. According to Conningarth (2011), the extent to
which a sector can absorb tariff increases before becoming unprofitable, depends on, the weight of
electricity costs in total production costs and the sector’s current level of profitability (Deloitte, 2011).
It was established that it is the relatively electricity-intensive mining and manufacturing sectors that
suffer the largest declines in output and employment as electricity tariffs increase.
The model suggest that electricity tariff increases are likely to result in a fairly significant decrease in
output and employment across all of the major service sectors, because they are exposed to the secondround effects of price increases on consumer spending. The results suggest that the negative impact of
rising prices on employment is particularly severe in the transport and communications sector (Deloitte,
2011).
Information asymmetry is another challenge in the migration to cost reflective tariffs. The tariff setting
methodology used by regulators usually requires assessment of the prudency of costs and the removal
of inefficiencies within the utility (Lawrenz, 2014). The regulatory effectiveness in the setting of
electricity tariffs is dependent on the provision of quality information. Also, improvement in the
efficiency of utility operations is dependent on the availability of information that is available for the
evaluation of the utility by the regulator. In the electricity tariff determination process, the utility will
typically always have better information than the regulator. Thus, this might present a challenge for the
regulator in that it might approve a tariff that over compensates the utility or is not adequate.
The absence of a MYTF supported by automatic adjustments mechanisms in some SADC countries like
Zambia also poses as a challenge in migrating to cost reflective tariffs. A MYTF is defined as a
framework for regulating the licensees over a period of time wherein the principles of regulating the
returns/profits of licensees and the trajectory of individual cost and revenue elements of the utility are
determined in advance162. It provides clarity on the rules to be applied over a pre-defined future time
period. It seeks to eliminate the control aspects of regulation and replace them with a system of
incentives and penalties. In this way, all stakeholders are made aware of the outcome of various
actions/events for the pre-defined future time period, and are able to plan accordingly.
A good example where a MYTF is in place is in Tanzania. The Electricity Act allows the Energy and
Water Utilities Regulatory Authority (EWURA) to make automatic tariff adjustments to reflect periodic
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changes the cost of fuel, the cost of power purchases or the rate of inflation, and the currency fluctuation.
It also directs EWURA to make amendments or review tariffs once in every three years and such
amendments. Thus, Tanzania follows a three year MYTF, with annual adjustments for particular cost
items. Figure 4 shows the annual changes in electricity tariffs over the period 2004 to 2014.
Figure 4: Tanzania Electricity Tariff Trend – 2004 to 2014
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The figure shows that tariffs have gradually been migrating to cost reflective through annual
adjustments increasing from USc 7.1/kWh in 2004 to USc 16.70/kWh in 2014.
The importance of a MYTF cannot be emphasized. However, implementation of a MYTF often requires
a change in the existing legislation. Currently, the legislation in Zambia is undergoing review to
incorporate the MYTF amongst other aspects.
According to SARDC (2010) most SADC countries have determined tariff levels only for retail (i.e.
end-consumer price levels) while very few countries have tariff levels across the value chain from
generation to transmission and transmission to distribution and/or retail. This is partly due to the market
structure of most utilities which are presently unbundled. This observation was echoed in the RERA
2015 publication on electricity and selected performance indicators for 2012 and 2013. According to
RERA only 6 countries had determined tariffs for generation, transmission and distribution in 2013
(Regional Electricity Regulators Association, 2015). This failure to break down costs is another
challenge that policy makers will need to overcome in determining the real cost-reflective tariffs and
how to introduce them (SARDC, 2010). The absence of properly broken down costs, across the supply
chain network poses a challenge to potential investors to know the actual gains or costs of investing in
a particular stage in the supply chain such as the generation or transmission. Table 2 shows the status
on cost reflective tariff determination in the various supply chain in the SADC region.
Table 2: Status of Tariff Determination in Various Supply Chain
Country
Generation
Transmission

Distribution

Angola

×

×

×

Botswana

×

×

×

DRC

-

-

-
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Lesotho
Madagascar

×

×

×

Malawi

×

×

×

-

-

-

Seychelles

-

-

-

Swaziland

×

×

×

Zimbabwe

×

×

×

Total

6

6

6

Mauritius
Mozambique
Namibia
RSA

Tanzania
Zambia

Source RERA
Table 2 shows that six countries had determined the cost reflective tariffs for generation, transmission
and distribution in 2013.
7. Options for addressing challenges in migrating to cost reflective tariffs
In migrating to cost reflective tariffs, it is important to understand that the Government has a major role
to play as it is a critical stakeholder. In the Namibian case, the resolution by Cabinet in 2009 that the
power utility should reach cost reflectivity in 2011/2012 has had an impact in the migration to cost
reflective tariffs. Similarly, in the Tanzania case the legislation empowers the regulator to review
electricity tariffs once every three years, while periodic adjustments are allowed to compensate for
changes in economic fundamentals such as inflation, currency devaluation and increase in fuel prices.
Therefore, Government’s policy pronouncements to migrate to cost reflective tariffs should be
accompanied by the successful implementation of such policies as was the case in Namibia.
According to the Word Bank there is need to strengthen sector planning to ensure the long-term
sustainability of the power sector. The financial sustainability of the sector requires adequate planning
(The World Bank, 2015). One way this could be achieved is through an integrated resource plan. Most
SADC countries like Zambia do not have an integrated resource plan in place. The integrated resource
plan is a comprehensive decision support tool and road map for meeting the company's objective of
providing reliable and least-cost electric service to all of our customers while addressing the substantial
risks and uncertainties inherent in the electric utility business163. The integrated resource plan should
include Least Cost Power Development Plan (LCPD) that lays out the investments required in all the
segments of the power sector i.e. generation, transmission and distribution (The World Bank, 2015).
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For generation, the LCPDP should contain a pipeline of projects ranked by cost i.e. the most
economically and financially viable projects should be developed first. The LCPDP process should be
anchored by a load-forecast that is also routinely updated.
Further, in the process of migrating to cost reflective tariffs, there is need for a comprehensive energy
sector reform plan entailing clear long-term objectives, analysis of the impact of reforms, and
consultation with stakeholders (Lawrenz, 2014). Tariffs have been lower for a long period of time such
that the public considers this normal and unware that tariffs are much higher in the rest of the world.
An attempt to migrate to cost reflective tariffs in Zambia was received with a public uproar following
Cabinet’s resolution that the country adopts cost reflective tariffs. Therefore in order for the public to
appreciate the importance of cost reflective tariffs, a comprehensive energy reform should include an
extensive communications strategy to raise awareness on the implications of low tariffs. The public
must be made to understand the relationship between lack of investment, load shedding and low tariffs.
Communicating the electricity supply industry reform strategy is critical to ensuring smooth
implementation of the reforms. Key stakeholders such as Government institutions, civil societies,
Development Partners, media and the public at large must be aware of the reform process as they are
likely to be affected in one way or the other. Namibia is one good example where a communication
strategy to the citizens on how the increases of electricity tariffs translate to improved power supply has
been implemented164. The SADC region can learn from these experiences.
There is need for a coordinated approach between different Government agencies and ministries in the
process of tariff determination. This is because tariff decisions have an effect on the attainment of other
Government social and economic policies such as inflation. In this regard, different Government
agencies and ministries should be encouraged to take part in the public consultation process during the
tariff review process.
In addition while cost-reflective tariffs are important, a utility’s ability to collect payment for the
electricity it delivers is also a vital component of a healthy power system (Lawrenz, 2014). If a utility
has cost-reflective tariffs in place, but is unable to collect the revenues that it is owed by its customers,
the sustainability of the industry is again threatened. However, global experiences in developing
countries indicate that customers are generally willing to pay for the full cost of power, provided they
receive an improvement in reliability and service delivery. For this reason, an increase in electricity
tariffs should be accompanied by an improvement in the utility’s performance with regards to debt
collection and thus will eventually lead to more revenue that can be invested in power generation
projects, thereby increasing electricity access. The performance of a utility can be improved through
the use of incentive based regulation tools such as Key Performance Indicators.
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8. Conclusion
In conclusion this paper attempted to discuss the challenges that SADC countries have been
experiencing with special reference to Zambia in migrating to cost reflective tariffs, impact of nonreflective tariffs, lessons from the Namibian and Tanzanian achievements and offer options in
addressing the challenges. The paper adopted the Regional Electricity Regulators Association definition
of cost reflective tariffs as a tariff level that can recover all the allowable costs of each regulated and
licensed activity within the generation, transmission, distribution and supply value chain. ‘Allowable
Costs’ in this case are all operating costs reasonably incurred, a fair rate of return on used and useful
utility assets plus any other unique cost components allowed to be included in the calculation of the
tariff level.
The average end user electricity tariffs in the SADC region ranged from USc 3.10/kWh to USc
16.04/kWh in 2015. The United Republic of Tanzania had the highest tariff at USc 16.04/kWh followed
by Namibia at USc 15.00/kWh, while Zambia and Angola had the lowest tariffs at USc 6.00/kWh and
USc 3.10/kWh respectively. According to a press release following the 34th meeting of SADC Energy
Ministers in July 2015, the electricity tariffs for most SADC countries were not cost reflective except
for Tanzania and Namibia. Cost reflective tariffs play a major role in ensuring the sustainability of the
electricity supply industry as well as promoting investments in the sector. The average end user tariffs
in the SADC region do not provide the right signals for investment.
The dilemma facing most countries in SADC region today is to balance access and affordability. This
is because half of the population lives on less than a dollar per day165. Therefore, regulators are faced
with the challenge of determining a tariff rate that would be affordable for consumers and yet not
making the utility worse off. Further, most SADC countries, as indicated earlier in the paper, depend
on energy intensive primary and secondary industries which support significant employment of semiskilled and unskilled labour. In Zambia, the mines account for the largest consumption in electricity
and the sector is vulnerable to electricity tariffs as it is unable to pass on the costs to the consumer.
The absence of a MYTF supported by automatic periodic adjustments is another challenge in migrating
to cost reflective as indicated in the discussion. In the Zambia case, the current legislation does not
support automatic review of the tariff adjusted and depends on the utility to make an application. This
is different from Tanzania where the legislation allows for a tariff adjustment once in three years with
periodic adjustments are made to compensate for changes in economic variables.
The absence of cost reflective tariffs has contributed to the energy deficit that most SADC countries are
experiencing including Zambia today. Therefore, there is need for the countries to gradually move to
cost reflective tariffs. However, tariffs should be carefully designed to strike a balance between
affordability and accessibility.
8.1 Recommendations
This paper makes the following recommendations;
There is need to move to cost reflective tariffs in the SADC region;
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The implementation of cost reflective tariffs should be a phased approach.
Whilst cost reflective tariffs are necessary to ensure investment in electricity in the electricity
supply chain, sudden or unpredictable tariff increases have an impact on economic growth such
as inflation;



Research is undertaken to determine the issue of affordability. This issue must be real and not
perceived. This will help Government design subsides that are targeted at the poor;



Regulators should be encouraged to work autonomously;



Development of an integrated resource plan; and



Development of a comprehensive communication strategy to raise awareness on the importance
of cost reflective tariffs.

175

References
Carlos, C. A., & Miguel, Q. A. (2002). Regulatory Schemes for Water Provision in Theory and
Practise. Retrieved Feb 8th , 2016, from
http://www2.udec.cl/~mquirog/OECD%20Water%202.pdf
Cecila, G. B., & Maria, S. (2001). Power Tariffs Caught between Cost Recovery and Affortability.
Washington, D.C: The World Bank .
Central Statistics Office. (2012). Living Conditions Monitoring Survey. Lusaka: Central Statistics.
Deloitee Access Economics. (2014). Retrieved Feb 8th , 2016, from
http://ewp.industry.gov.au/sites/prod.ewp/files/Attachment%201%20Residential%20electricit
y%20tariff%20review.pdf
Deloitte. (2011, May). Retrieved February 8th Feb, 2016, from
http://www.eskom.co.za/CustomerCare/MYPD3/Documents/Economic_Impact_of_Electrcity
_Price_Increases_Document1.pdf
Economics Association of Zambia. (2015). EAZ Report on the Economic Cost of Load Shedding.
Retrieved Feb 2016, from http://eaz.org.zm/wp-content/uploads/2015/10/Load-sheddingreport.pdf
Lawrenz, K. (2014). Challenges in Implementing Cost-Reflective Tariffs in SADC. Regional
Workshop on Electricity Tariffs in Southern Africa Distribution Sector, . Swakopmund,
Namibia.
Rashaad, A. (2013). Back to the drawing board?: A critical evalaution of South Africa's electricity
tariff setting methdology. Retrieved Feb 8th, 2016, from
http://www.essa2013.org.za/fullpaper/essa2013_2671.pdf
Regional Electricity Regulators Association. (2015). RERA Publication on Electricity & Selected
Performance Indicators for the SADC Region 2012 and 2013. Windhoek: Standard Register
Company.
Sebbowa, F. (2010). Licensing & Regulation Concepts in Selected African Countries. NVE Capacity
Building Workshop for Ministry of Electricity and Dams. Juba, Republic of Sudan.
Sing'andu, N. (2009). An Assessment of the Impact of ZESCO's Power Rationing on Firm Productivity
and Profitability:A Case of Seleceted Lusaka Based Manufacturing Firms. Retrieved Feb 8th,
2016, from
http://dspace.cbu.ac.zm:8080/jspui/bitstream/123456789/214/1/SING'ANDU,%20NICKSON
0001%20%20An%20assessment%20of%20the%20impact%20of%20ZESCO%20power%20rationing
%20on%20firm%20productivity%20and%20profitability.%20A%20case%20of%20selected
%20Lusaka%20based%
Southern Africa and Documentation Centre (SARDC). (2010). Improving Tariff Viability in SADC:
Challenges and Opportunties for Regional Utilities. Retrieved Feb 8th, 2016, from SADC:
http://sadc-energy.sardc.net/attachments/article/140/ETG_Policy_Brief_3.pdf

176

Southern Africa Development Community (SADC). (2015). Press Statement: 34th Meeting of SDAC
Energy Ministers. Retrieved Feb 8th, 2016, from
https://www.sadc.int/files/5714/3809/4355/34th_Meeting_of__SADC_Energy_Ministers.pdf
The World Bank. (2015). Zambia Economic Brief: Powering the Zambian Economy. Retrieved Feb
8th, 2016, from The World Bank: http://wwwwds.worldbank.org/external/default/WDSContentServer/WDSP/IB/2015/12/09/090224b083c
3d284/1_0/Rendered/PDF/Powering0the0Zambian0economy.pdf
Trade and Industry Chamber of South Africa. (2010). A Study into Approaches to Minimise the
Impact of Electricity Price Increases on the Poor. Retrieved Feb 8th , 2016, from
https://www.thedti.gov.za/industrial_development/docs/fridge/NEDLAC_final_report.pdf
Utho Capital, Ndivho and Consulting & Africa Next Investments Holdings. (2008). Cross Border
Financing Models for Regional Power Projects in SADC. SAPP, SADC and RERA joint
Worksop. Lusaka.

177

COST REFLECTIVE PRICE REGULATION OF PETROLEUM: THE CASE
FOR ZAMBIA

A paper to be presented at the 2nd Annual Competition and Economic Regulation Week held
at Avani Hotel in Livingstone from 8th to 12th March 2016
by
Deborah Bwalya, AHCZ, LLB, LLM, MBA
Legal Counsel
Zambian Breweries Plc,
Lungisani Zulu, AHCZ, LLB, LLM
Legal Counsel
The Bank of Zambia

178

ABSTRACT
This Paper focuses on the models of price regulation of Petroleum by the Zambian regulator, the Energy
Regulation Board (the “ERB”), in a country characterized by periodic shortages and allegations of
lack of transparency in pricing. It analyses the two principle models of Cost Plus Model and Uniform
Pump Price Mechanism used in the regulation of the retail price of the petroleum product and considers
the case for cost reflective pricing.
It argues that while the regulatory body has attempted to follow cost reflective pricing in the regulation
of retail prices, the said principle is not strictly followed principally as a result of Government’s desire
to minimize price instability at the cost of providing subsidies. This results in a lack of transparency in
the regulation of the petroleum product. As regards the Uniform Pump Price mechanism, although the
same can be rationalized on numerous grounds, there is no empirical evidence that the benefits of such
a measure outweigh the costs involved.
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1.

Introduction

Petroleum plays a pivotal role in the economic development of every developing country and Zambia
is no exception. The price of these commodities is of interest to key stakeholders in the sector: the
Government, seeking revenue; Oil Marketing Companies requiring an acceptable return on their capital
investment; industry players needing reliability and price stability; consumers and the general public
who ultimately rely on a pricing structure in line with inflation and affordability.
Balancing the competing interests of the various stakeholders becomes imperative. It is postulated that
optimum price/rate design should result in the delivery and allocation of essential commodities:
effectiveness of revenue requirements for all stakeholders: predictability, efficiency, fairness,
simplicity, lack of controversy and transparency.
This Paper focuses on the models of price regulation of Petroleum by the regulator, the Energy
Regulation Board (the “ERB”), in a country characterized by periodic shortages and allegations of lack
of transparency in pricing. It analyses the two principal models of Cost Plus Model and Uniform Pump
Price Mechanism used in the regulation of the retail price of the petroleum product and considers the
case for cost reflective pricing.
We begin the exercise by contextualizing the importance of petrol to Zambia.
2.

The Role of Petroleum in Zambia

Petroleum products are important drivers of the economy the world over. For Zambia, like any
developing country, petroleum products principally being petrol, diesel and kerosene are used to fuel
industrial activity both at micro level, (i.e small shops use kerosene for lighting) and macro level, (ie to
drive engines that dig copper).
Petroleum products are also useful at domestic level to fuel tanks of automobiles used by the majority
of the middle class for convenience, especially in a setting where public transport sectors are not welldeveloped.
For developing countries, access to gas and petroleum play an additional role of stimulating
development in less developed/rural areas. Once a fuel station is opened in a rural area, not only does
it serve to provide the primary function of providing fuel, but it results in the mushrooming of other
industries such as guest houses, entertainment spots and employment opportunities for the local
population. In addition, local tourism may be enhanced.
Petroleum is an important factor in social interactions and without fuel many of the social amenities
cannot be properly exploited.
Politically, petroleum and gas related issues have been known to usher in new governments and result
in the exit of others. In Zambia, the acute shortages of commodities, including fuel, have been blamed
for the loss of power by the former ruling party UNIP in 1991.
Petroleum is therefore important, economically, socially and politically.
Like Khan (2013), we do agree that oil is a commodity with huge strategic importance to all countries
in the world including, and especially, a developing country like Zambia.
The pivotal role played by the petroleum industry in any country explains the reason behind the high
degree of regulation in the industry the world over, Zambia being no exception.
3.

The Regulator of Gas and Petroleum Prices in Zambia
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In Zambia, regulation of gas and petroleum industry is undertaken by the Energy Regulation Board (the
“Board”).
The Board is created by section 3 of the Energy Regulation Act, Chapter 436 of the Laws of Zambia.
The functions of the Board are provided under section 6 of the Act which states that the Board’s mandate
is to:
(a) monitor the efficiency and performance of undertakings, having regard to the purposes for
which they were established;
(b) receive and investigate complaints from consumers on price adjustments made, or services pr
ovided, by any undertaking, and regulate such adjustments and services by the attachment of appr
opriate conditions to licences held by undertakings;
(c) receive and investigate complaints concerning the location or construction of any common
carrier or any energy or fuel facility or installation or the carrying out of any works by any un
dertaking, and regulate such location and construction by the attachment of appropriate conditio
ns to licences held by undertakings;
(d) in conjunction with the Zambia Competition Commission established by the Competition and
Fair Trading Act, monitor the levels and structures of competition within the energy sector
with a view to promoting competition and accessibility to any company or individual who
meets the basic requirements for operating as a business in Zambia;
(e) in conjunction with the Zambia Standards Bureau established by the Standards Act, design
standards with regard to the quality, safety and reliability of supply of energy and fuels;
f) in conjunction with other Government agencies, formulate measures to minimise the
environmental impact of the production and supply of energy and the production, transport
ation, storage and use of fuels and enforce such measures by the attachment of
appropriate conditions to licences held by undertakings; and
(g) make recommendations to the Minister as to the measures to be taken through regulations to b
e made under this Act.
The Board may also exercise such other powers and functions as may be imposed by other laws.
The Petroleum Act, Chapter 435 of the Laws of Zambia also confers powers on the Board. This Act
makes provisions for regulating the importation, conveyance and storage of petroleum and other
inflammable oils and liquids and other incidental matters.
By Section 3, the Minister responsible for Energy is empowered to make regulations for the following
purposes:
(a)prohibiting the importation or exportation of petroleum except
to such ports or places and in such quantities and subject to such conditions as
may be prescribed;
(b) regulating the transport of petroleum whether by railway, road or inland navigation;
(c) regulating the quantity of, mode of storage of, and the receptacles in which petroleum may
be carried in any vessel, cart, truck, or other vehicle, and the quantities
to be contained in such receptacles;
(d) regulating the storage of petroleum and providing for the licensing of places
in which petroleum is stored;
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(e) prescribing the powers and duties of officers appointed for the purposes of this Act;
(f) providing for the search and inspection of any ship, vessel, vehicle, building or place in
which petroleum is stored or carried or in which there may be reason to believe
that petroleum is stored or carried;
(g)prescribing the fees to be paid for any
licence or permit issued or examination or other thing done under this Act;
(h) generally for carrying out the purposes of this Act.
The regulations under the Petroleum Act are enforced by the Board.
In summary, the Board is responsible for the regulation of fuel prices in Zambia pursuant to the
provisions of the two Acts referred to above.
There are principally two ways in which the Board regulates pump prices for consideration in this paper:
the Cost Plus Model and the Uniform Pricing Model.
The Cost Plus Model for setting pump prices was imposed by the Board in 1998 and was briefly
abandoned in 2004 for the Import Parity Pricing (IPP) methodology which was primarily adopted as a
way of improving operational efficiencies at the Indeni Refinery by benchmarking with other
international refineries. The Import Parity Pricing was in use until 2008 when there was a shift back to
the Cost plus Model following a public outcry on the frequency of the monthly price adjustments under
the IPP methodology. Since 2008 it is the Cost plus Model which is used for setting pump prices.
The Uniform Pump Price (UPP) System is yet another fuel price regulation mechanism adopted by the
Board. Following a government policy directive, this was implemented in September 2010. The UPP
requires that fuel prices be the same at all retail sites in the country. The UPP is managed through a
transport cross subsidy mechanism.
The question is, do the two mechanisms for regulation of fuel prices implemented following cost
reflective pricing principles? Before delving into the details of what the two mechanisms entail, it is
important to address the issue of what cost reflective pricing really means as well as the two principles
of efficiency and transparence.
4.

What is Cost Reflective Pricing?

Cost reflective pricing is the term employed when the price of a good or service reflects its cost of
production. It has several benefits, including:
1.

Where a consumer values a good/service more than its cost of production, the consumer will
purchase the good/service. This is a net benefit to society, because the production resources
used are less than the consumer benefits gained.
2. Where a consumer does not value a good/service more than its cost of production, the consumer
will not purchase the good/service. This avoids a net loss to society.
3. By sending signals about production costs, cost reflective prices allow consumers’ and
producers’ resources to each be allocated to activities that have the greatest net benefit to
society. This maximisation of welfare makes the prices efficient.
In relation to petroleum products, this principle entails that the cost of fuel paid by the consumer reflects
the actual cost of procuring or producing the commodity. The government or other industry
intermediaries must not subsidize the cost.
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Other ancillary principles of cost reflective pricing are transparency and efficiency.
In terms Transparency, this principle requires the regulator in the regulation of the price at cost reflective
margins to do the same transparently.
Transparency ensures that any changes in the prices must be predictable and based on known
benchmarks capable of independent calibration.
Efficiency entails that the regulator must promote competitive business practices which enhance and
encourage efficiency as opposed to encouraging inefficiency.
Cost reflective pricing is one of the premises of competition law, since it promotes market efficiencies.
The Consumer Protection and Competition Commission Act (Act No. 24 of 2010) prohibits the sale of
goods at less than cost price in accordance with sections 10 (1) and section 16 below:
10. (1) A vertical agreement between enterprises is prohibited per se, and void, to the extent that it
involves re-sale price maintenance.
16. (1) An enterprise shall refrain from any act or conduct if, through abuse or acquisition of a
dominant position of market power, the act or conduct limits access to markets or otherwise unduly
restrains competition, or has or is likely to have adverse effect on trade or the economy in general.
(2) For purposes of this Part, “abuse of a dominant position” includes—
……………………………………………………………
(g) selling goods below their marginal or variable cost.
It is thus safe to conclude that cost reflective pricing is not only an economically sound principle, but
also under competition law, a legal requirement.
5.

Price Regulation Mechanisms by ERB

As already alluded to, the Board is responsible for the development of the Cost plus Model used to price
petroleum products and the UPP.
In terms of regulation, the Board regulates the market players by setting ceilings at which the retail
price of petroleum products are sold. This is regardless of whether the petroleum product has been
imported as a finished product, (currently it is estimated that 50% of the country’s fuel is imported), or
whether the product is procured as crude, (which is refined at Indeni Oil Refinery, the country’s only
refinery), which accounts for the other half of the country’s fuel needs.
The Board does not regulate the wholesale price at which a distributor may choose to sell to another
business.
There are essentially three categories of licensees regulated by the Board, these being:
1. Oil Market Companies which hold a distribution license;
2. Retailing license held by Companies which sell the commodity to the public at a pump station;
3. Petroleum Product Transportation license held by oil transporters.
It must be noted that vertical integration is allowed and as such a company can hold all the licenses
listed above.
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Being a regulated industry, the profit margins of the petroleum licenses are regulated by the Board and
a company cannot exceed the set margins, but can recover any lower margin.
13.1.

5.1

The Wholesale Price Build Up

The Board uses the CPM to determine the wholesale price of all the refined products at the Indeni Oil
Refinery and the pump prices for petrol, diesel and kerosene. In arriving at these prices, the model
takes into account the attendant costs incurred along the petroleum supply chain from the port of
discharge in Dar-es-salaam to the Refinery where the feedstock is processed up to the Ndola Fuel
Terminal where the product is stored and sold.
Table 1 below provides a tabular presentation of the different cost elements up to the wholesale.
Table 1: Cost Elements in the Wholesale Price
COST ELEMENT

UNIT COST

Cost-Insurance-Freight (US$/MT)

BASIS
Contract/Supplier Invoice

Ocean Losses

0.30%

Best Practice

Wharfage

1.25%

Tanzanian Harbour Authority

Finance Charges

4.00%

Financier

Collateral Manager (US$/MT)

0.39

Stock Monitoring Agreement

Insurance

0.15%

Insurer

TAZAMA Storage Fee (US$/MT)

2.00

TAZAMA

TAZAMA Pumping Fee (US$/MT)

54.00

Approved
Tariff

TAZAMA Pipeline Losses

1.48%

Determined by ERB

Agency Fee (US$/MT)

5.00

Agency Agreement

Refinery Fee (US$/MT)

60.38

Approved ERB Processing
Fee

Refinery Processing Losses

9%

Determined by ERB

1%, 0.5%, 0.3%

Best Practice

Terminal
Losses(LPG,
Diesel/Kero/Jet A1)

ERB

Pumping

Petrol,

The Board explains each component as follows:

Cost-Insurance-Freight
The Cost-Insurance-Freight (CIF) of the petroleum feedstock cargo is the landed cost of the cargo at
the port of Dar-es-Salaam. The quantities of the constituent components of the petroleum feedstock,
which include Crude Oil, Condensate, Naphtha and Gas oil, are multiplied by the unit costs to derive
the total monetary cost of the feedstock.
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The information is obtained from the supplier’s invoice which is based on the contract between
Government and the oil supplier and ultimately used to develop a profitability statement.
Ocean Losses
The 0.3% ocean loss is based on international best practice. This is the acceptable loss incurred in the
loading and offloading of petroleum feedstock and petroleum products from a vessel.
Wharfage
The Tanzania Harbour Authority levies a statutory charge on the importation of petroleum and
petroleum products. At present, this is 1.25% of the CIF Dar-es-Salaam cost.
Finance Charges
A financing charge of 4% to cover the cost of financing the cargo, particularly the letter of credit (LC)
costs, and the cost of refinancing for liabilities that remain un-discharged after payment has been
effected through the LC.
Collateral Management Fees
Collateral management fees are set at US$0.39/MT. The financier employs the services of a collateral
manager in order to secure their interests. The financier usually holds the petroleum feedstock and
petroleum products as collateral, so the collateral manager has to manage the stocks. The basis for
providing the fees is stipulated in the “Stock Monitoring Agreement” signed between the collateral
manager, the financier and the Government agent.
Insurance
The insurance costs set at 0.15% of CIF. The insurance covers the cost of insuring the feedstock from
the Dar-es-Salaam to Ndola.
TAZAMA Storage Fee
TAZAMA charges US$2/MT/month to the importer for any petroleum feedstock quantities that are
stored at the Dar-es-Salaam tank farm on the last day of the month. The amount was agreed upon
between TAZAMA and the Government.
TAZAMA Pumping Fee

TAZAMA charges US$54.00/MT to the importer for transporting petroleum feedstock through the
pipeline from the Dar-es-Salaam tank farm to the Refinery in Ndola.
TAZAMA Pipeline Losses
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Consumption and losses for TAZAMA are currently set at 1.48%. The losses comprise of consumption
at 0.83% based on the consumption level of 10litres/MT of petroleum feedstock for the pumping
engines at the pumping stations and allowable losses at 0.65%.
Agency Fee
The Government appointed TAZAMA as agents to discharge specific duties in the procurement of
petroleum feedstock. The Agency fee is currently US$5/MT, the fee is agreed between the Government
and TAZAMA. The key function of the agent, amongst others, is to ensure compliance by the supplier
to the terms and conditions of the supply contract.
Processing Fee
INDENI charges a processing fee of US$60.38/MT to the importer for refining (processing) petroleum
feedstock.
Refinery Losses
Some petroleum feedstock quantities are lost during the refining process due to:
Normal processing losses; and
Consumption, as some quantities are consumed as fuel in the process.
The consumption and losses figure are set at 9%, 8.4% relates to consumption with the balance of 0.6%
relating to losses.
Terminal Losses
These are terminal losses as prescribed by international norms. A loss level of 0.5% is allowed for petrol
whilst a loss level of 0.3% has been allowed for kerosene and jet A-1, diesel and Heavy Fuel Oil (HFO)
covering handling and storage losses. A loss of 1% is provided for liquefied petroleum gas (LPG).
13.2.

5.2

The Pump Price Build-up

The build up to the pump constitutes the terminal fee, respective statutory excise duty on the different
products, the OMC, Dealer and transporters margins which are all determined by the ERB, the ERB fees
of 0.7% of turnover, the strategic reserves fund (for infrastructure development in the sector and
procurement of strategic reserves) and VAT on products. Table 3 below gives an outline of these costs
up to the pump.
Table 2: Cost Elements in the Pump Price
1
2
3
4
5
6

WHOLESALE PRICE TO OMC
Terminal Fee
Excise Duty (incl.) road levy
Ex Refinery Gate
Transport Margin (To LSK)
Transport claim/charge

K0.025/litre

K0.20/litre
+ve/-ve

a
b
c
D=(a+b+c)
e
f
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7
8

OMC Margin
15 days stock cost-line

9
10
11
12
13
14
15
16

TOTAL (Excl VAT)
Dealer Margin
PRICE TO DEALER
ERB Fees
Strategic Reserves Fund
Price before VAT
VAT
UNFORM PUMP PRICE

5.3

K0.42/litre
-

g
h
J=(d+e+f+g+h)

K0.28/litre

k
L= (j +k)
m
n
Q=(l+m+n)
r
S=(q+r)

0.7%
K0.15/litre
16%
K/litre

Uniform Pump Price (UPP) System

The Board implemented Uniform Pump Pricing (UPP) in September 2010 following a Government
policy directive. The UPP requires that fuel prices be the same at all retail sites in the country. The UPP
is managed through a transport cross subsidy mechanism.
Oil Marketing Companies (OMCs) or independent dealers delivering fuel to retail sites within the
Copperbelt are required to remit transport differential for each liter of fuel into the UPP fund. OMCs or
independent dealers delivering fuel to retail sites within the Copperbelt are required to remit the
transport differential for each litre of fuel into the UPP fund. OMCs or independent dealers delivering
fuel to sites out of the Copperbelt are refunded the transport differential for each litre of fuel.
The UPP has meant that the country now has the same price of fuel at all retail sites in country. The
Government established the UPP fund, administered by the Board, to facilitate the cross-subsidization
of “rural” consumers by “urban” consumers. An independent UPP Manager was engaged to verify the
remittances and claims on the UPP fund.
6.

Movement of the Factors in the past 5 years

Below is a synopsis of trends of the factors being the cost of fuel at the international market and
exchange rate compared to the domestic pump prices as regulated by the Board.

Table 3: Trends in Domestic Fuel Pump Price, Jan 2011 – February 2016
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Fuel Price Adjustments From Jan 2011 to Feb
2016
12

Price (ZMW)

10

Unleaded Petrol
ZMK/L

8
6

Diesel
ZMK/L

4

Kerosene
ZMK/L

2

0
Jan-11

Jan-12

Jan-13

Jan-14

Jan-15

Jan-16

Source: ERB website: www.erb.zm accessed on 16th February, 2016
Table 4: Trends in Domestic Fuel Pump Price, 2000 - 2014

Note: Prices used are end year prices.
Exchange rate for the same period
Table 5: Trends in Exchange Rates from 2008 – 2016
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Cost of crude oil at international market
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Table 6: Trends in Crude Oil Prices on the International Market from 2008 – 2016

7.

Analysis of the Regulation in the light of cost reflective pricing principles

The Board reviews the retail prices of petrol every six weeks which period which period is supposed to
coincide with a new cargo of crude oil procured. As a rule, the Board will only adjust the price if the
cost margins escalate beyond 2.5% threshold.
However, in practice, the Board usually does not adjust the price as often as every six weeks as Table
3 above clearly shows. The reason is not because the 2.5% threshold is not breached as the same is
usually breached on account of exchange rate fluctuations, but because for political and economic
reasons price instability is not favoured.
When the exchange rate fluctuations (ZMW/US$) result in exchange losses which affect the ability to
finance new shipments, these are then met by the Government, which is a form of subsidy.
It must be noted that officially, Government terminated the policy for fuel subsidy in May, 2013, but
Government subsidy still subsists in form of financing losses for procurement of fuel. It does not favour
Government to pass on every cost to the consumer for fear of political instability which comes with
constant changes in the price of fuel.
An investigation into different phenomena in the United States that may have an impact on pump prices,
they identify the concept of “rockets and feathers” (Deck and Wilson, 2004).
The “rockets and feathers” phenomenon postulates that retail prices rise faster than they fall, which
has been proven by empirical studies.
In Zambia, the rockets and feathers phenomenon is equally present.
From various newspaper articles, it does appear that the public generally views the Board with suspicion
when prices do not fall quickly enough, especially when world prices are generally low.
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On the Uniform Pump Price Mechanism, it must be noted that the practice of compensation, or price
adjustment, is not confined to the developing world, and examples can be observed in Europe
(McKinnon, 2007) who explores how to level the playing field between UK and EU diesel prices for
hauliers and proposes methods of compensation.
In a World Bank Research Paper (Kojima, 2013) on developing countries’ reactions to fluctuations in
crude oil prices since 2009, the report summarizes price control mechanisms and respective advantages
and disadvantages in the table set out below:

Table 7: Types of price control
Mechanism
Price ceilings

Advantages
There is scope for price
competition. Divergence from
ceilings
suggests
emerging
competition. There is less need to
get the prices “exactly right” than
controlling price levels.

Price levels

Greater control.

Control at retail

Easy for consumers to check More assumptions are needed to
compliance.
calculate prices than controlling
retail prices. Compliance is more
difficult to monitor because the
number of points to be checked is
the largest at retail.

Control at wholesale or More transparent because of
greater
correlation
with
elsewhere upstream of retail
benchmark international prices,
easier to monitor compliance
because there are fewer points of
sale.

Uniform prices

Potential problems
If price ceilings are too high,
there is little incentive to improve
efficiency. If they are too low,
fuel business may cease to be
financially viable.
There is no scope for price
competition. If price levels are set
too high, there is little incentive to
improve efficiency, and if set too
low, fuel business may cease to
be financially viable.

If competition is inadequate,
margins could grow and retail
prices could be markedly higher
than otherwise. If upstream prices
are set too low, oil companies
may try to recover losses by
increasing retail prices to
compensate.

Sense of national unity: one Freight equalization introduces
country, one price. Easy for additional scope for inefficiency
consumers to check compliance. as well as corruption. The size of
cross-subsidization could become
very large, to the point of making
the
cost
of
compliance
unacceptably high.
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Pricing by location

Costs are better reflected.

Consumers in remote areas may
compare themselves to those in
major cities and feel a sense of
injustice. If costs of serving
remote areas are too high, some
remote areas may not be served.

What is lacking in the Zambian experience is empirical evidence to justify that the benefits of the
adopted mechanisms outweigh the cost. Without such empirical evidence, it will always be a challenge
to gauge the sustainability of the adopted measure.
8.

Conclusions
8.1

Summary of principal findings

While the Board does attempt to follow cost reflective pricing in general through its Cost Plus
Model for retail price regulation, Cost reflective Pricing is not currently being strictly implemented
in Zambia.
Although to a much lesser extent than prior to May, 2013, the Government still subsidizes the cost
of fuel on behalf of the consumer in order to avoid price instability, which is inevitable where cost
reflective pricing is followed strictly.
While the Board has a clear benchmark about how prices are supposed to be set, transparency in
the regulation of the cost of fuel remains low because the set prices are not capable of independent
calibration by consumers and industry players, which is a hallmark of transparency.
The Board still maintains the price despite substantial changes in the procurement cost as fuel price
stability is often favorable for political expediency and the cost differential is met by the
Government.
As feared by other authors, the Uniform Pump Price, although justifiable for a number of reasons,
does not encourage efficiency on the part of the oil dealers, hence it is inherently anti- competitive
but also results in subsidization of the cost of fuel by one set of consumers (i.e those closest to the
source). Whilst it is easy to rationalize such subsidization, there is lack of empirical evidence that
as a whole the country is better off than if each consumer paid only the cost to supply them, as
opposed to the cost for supplying everyone else in the country.
Cost reflective pricing is not currently implemented in Zambia, and the distribution and sale of
petroleum products is highly regulated. The Petroleum Act mandates that all OMCs should obtain
a license and the Board endorses and implements Government Policy. Currently, the cost plus
model sets pump prices and OMCs are not able to sell beyond the price set by the Board. The
second level of regulation is the UPP, whereby the OMCs effectively subsidize the transport cost
of supply in areas far from the refinery.
At present, this regulation protects the consumer and the economy from price fluctuations which
could create instability. The UPP prevents inaccessibility to fuel in the rural and underdeveloped
areas, where transportation is costly.
The distribution value chain in Zambia is not the only model, and in other countries there may be
more players (ie. wholesalers and retailers, independent retailers and independent distributors).
Some research suggests that where there are more players, regulation may be detrimental to
consumer price.
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The current scenario in Zambia leads to a pricing gap as set out above, which is compensated by
Government subsidies.
The World Bank comparative study points out the danger of subsidies, which may a) disadvantage
certain players and b) ultimately lead to shortages, strife and inefficiencies. The report encourages
the play of free market forces in order to promote sustained economic development and efficiency.
8.2

Implications for the Future

The question to be addressed is at what point should principles of free and fair competition and the
imposition of cost reflective pricing prevail over regulation? Achieving the balance for a
developing country which does not produce fuel is not an easy task. However, a balance must
always be struck by use of empirical evidence which clearly shows that leaning in one direction is
better than the other. As a general rule, free competition and cost reflective pricing are principles
which underlie a free market economy, growth, development and prosperity.
The rationale behind the imposition of uniform pump prices is to create equality and development
across the country where it would otherwise have been too expensive to invest or set up a filling
station, as a stimulus for development. Though noble, there is need for research to establish
empirical evidence that the benefits of the Uniform Pump Pricing outweigh its costs.
The Cost Plus Model as implemented by the Board ensures predictability of prices and stability in
the face of the volatility of exchange rates (and other factors which are beyond the control of
developing countries). Instability could be detrimental to growth and the attraction of much needed
foreign indirect investment, but does this policy result in a serious drain on national resources with
the ensuing danger of inability of the Government to purchase fuel due to fiscal deficits?
One suggestion would be to explore an interim solution of imposing cost reflective pricing in areas
where the consumer has affordability (in urban areas and on industrial players). The regulation
which is intended to create favourable conditions for development in under privileged areas could
remain to promote economic empowerment, but free market forces could be at play where this is
more appropriate. Although the cost of business may increase, the converse effect would be that
consumers would benefit when crude oil prices are lower. Further, currently competition,
profitability and productivity are being distorted due to fuel subsidies. Where profit-making entities
are forced to factor cost reflective prices of fuel products into their business models and consumers
in urban areas who have access to employment and markets to support the informal sector no longer
benefit from subsidies, the positive impact on the fiscal deficit may lead to a beneficial outcome in
the long term.
Consistent with the above suggestion, there is also need to examine the concept of targeted
subsidization whereby areas for development will benefit from much needed subsidies, whereas
those with the deeper pocket will pay a cost reflective price, (eg. assistance to transport companies,
farmers and fisheries as per Kojima in the World Bank Report cited above).
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ABSTRACT
Asset valuation typically plays an important role in determination of regulated tariffs, and accordingly
the methodology employed in valuation of such assets provides a rich source of academic analysis and
applied case study. The topic of asset valuation is made more interesting given the range of valuation
methodologies to choose from - that the choice of methodology often has a significant impact on deemed
prices – and that there is not a professional consensus or standard in which to guide practitioners
needing to determine cost based prices or tariffs.
Further motivated by the June 2015 Judgment of the Competition Appeal Court of South Africa in the
matter between Sasol Chemical Industries Ltd and the Competition Commission we review competing
asset valuation methodologies within the context of economic value, optimality, and price signalling –
and in doing so identify some common myths and misconceptions gleaned from this case and others.
“Economists are people who know the price of everything and the value of nothing.” George
Bernard Shaw.
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14. Introduction
While the culmination of Sasol Chemical Industries Limited and Competition Commission (hereafter
referred to as “Sasol”) has perhaps clarified certain aspects of the test of excessive pricing in South
Africa it has also motivated further thinking in other areas of this domain.
If starting at the concluding section of the Competition Appeal Court’s Judgment (dated 17 June 2015
and hereafter referred to as ‘the Judgment’) the issues of asset valuation, return on capital, and allocation
of common costs are cited as factors that, given further analysis “may this (sic) have shed a different
light on this case”. When placed within the context of cost based pricing frameworks these are matters
that regulatory economists have considerable familiarity with, and which guides the focus of analysis
summarised in this paper.
Notwithstanding the familiarity of cost based pricing frameworks referred to above, there are important
differences between competition law and regulatory economics and the context in which they are
practiced - making overly simplistic analogies subject to potentially false understandings and incorrect
reasoning. Or more succinctly put by Maslow (1966) “I suppose it is tempting, if the only tool you
have is a hammer, to treat everything as if it were a nail.”
The potential shortcoming in transfer of methodological approach is further illustrated by Roberts
(2008) in which he referred to a situation in which a regulator might set a price cap for services at levels
aimed at incentivising enhanced productive efficiency, whereas in cases of excessive pricing a
competition authority will be concerned with confirming whether the pricing identified is that which
would be realised under effectively competitive conditions. While the two notional prices may have
some commonality in their formation – there may also be important differences to account for if utilising
the tools of regulatory economics within the context of excessive pricing.
Having due regard for the warnings suggested above, explicit attention has been given to the Court’s
discussion of the objectives and criteria in which it made its ruling, the tests it applied, and the
methodology employed within the construct of such tests. This may seem (at first) unnecessary in
review of the asset valuation methodology, but as we will argue latter – may have changed the outcome
of the Sasol case. With this in mind the structure of this paper is as follows.
First, the broad test for excessive pricing employed by the Court in Sasol is summarised having regard
for those aspects relevant to the construction of a price-cost test. The relationship between cost based
prices and asset value then briefly outlined within the context of administered prices. Finally, using
this background to guide our analysis we critically review the asset valuation methodologies considered
by the Court in construction of the price-cost test of excessive pricing.
15. Excessive Pricing within the Context of the Competition Act
The starting point for this analysis – and the basis of the Sasol case is summarised by the Court (op cit,
para 1) as follows:
“This case concerns the meaning and the scope of s 8(a) of the Competition Act 89 of 1998 (the
Act”) (sic) which provides that a dominant firm may not charge an excessive price to the
detriment of consumers. Section 1(1) defines an ‘excessive price’ as a price for a good or
service which (aa) bears no reasonable relation to the economic value of that good or service,
and (bb) is higher than the value referred to in sub paragraph (aa).”
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The Court then framed the two fundamental issues of debate in application of section 8(a) of the Act in
terms of (i) the proper interpretation of the phrase ‘economic value’; and (ii) the manner in which the
reasonableness of the relation between price and economic value is to be assessed” As summarised by
Oxenham and Currie (2015) the Court further determined that:
“,, the “economic value” of a product is its competitive market price, that is, its price in a
hypothetical competitive market,,, “
In constructing a price-cost test within this context we need to further understand what is meant by a
competitive market price or as others have put it – a price that would occur under ‘effective
competition’.
At the risk of covering ground well-travelled, the Sasol Judgment points to the case of Mittal Steel South
Africa Ltd and Harmony Gold Mining Company Limited (hereafter referred to as “Mittal”) in which
the concepts of a long run competitive equilibrium and a competitive market price are given practical
meaning by the Court (2009, para 40).
“,,, What the legislature must be taken to have intended by ‘economic value’ is the notional
price of the good or service under the assumed conditions of long-run competitive equilibrium.
This requires the assumption that, in the long run, firms could enter the industry in the event of
a higher than normal rate of return, or could leave the industry to avoid a lower than normal
rate of return. It does not imply perfect competition in the short-run, but rather competition
that would be effective enough in the long run to eliminate what economists refer to as ‘pure
profit’ – that is a reward of any factor of production in excess of the long-run competitive norm
which is relevant to that industry or branch of production.”
At this stage it is important to note that he ‘long-run competitive equilibrium’ considered in Mittal is
different from the competitive general equilibria presented by mathematical economists such as Pareto,
Cournot, Walrus, Debreu, and Arrow; and the models of partial equilibria developed by Marshall, and
Hicks, which are often implicitly or explicitly summarised in standard textbooks on economics. The
key point to be made here is that standard textbook prescriptions related to the optimality of a
competitive equilibrium and welfare maximisation cannot be assumed to hold in the long-run
competitive norm described in Mittal.
Of course the point above is neither novel or unique to the application of section 8(a). The Theory of
the Second Best (Lipsey and Lancaster,1956) comes to mind whereby standard prescriptions for
enhancing economic efficiency are made invalid if moving away from the assumptions of a perfectly
competitive market. Given that the Court has explicitly moved away from the assumptions of a perfectly
competitive market one must be careful if attributing standard dictums of economic theory (such as
pricing at marginal cost) that depend on all assumptions of a competitive market holding. Some of the
more commonly cited alternatives to the model of perfect competition and their relevance to the test of
excessive pricing are explored below.
15.1.

2.1

An imperfectly competitive norm

Given that the competitive norm considered in Mittal and Sasol is not well described by the models of
perfect competition, it might be better understood within the context of ‘imperfect competition’ as
developed by distinguished economists such as Robinson, Chamberlain, Kaldor, and Harrod, and which
others since have built on.
For example, the Court speaks to the long run equilibrium in which entry and exit is assumed to
eliminate pure profits (or what we will sometimes refer to as ‘excess profits’). In this regard the work
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of Baumol, Panzar and Willig (1982) comes to mind in which they develop the concept of contestable
markets and conditions in which excess profits are driven to zero. That said, the conditions are not that
dis-similar to those of perfect competition and are unlikely to be valid in a case of market dominance.
Indeed, the assumption that excess profits of an imperfectly competitive market will be driven to zero
in long run equilibrium are not generally supported in the literature. For example, within the context of
excessive pricing and Mittal, Ezrachi and Gilo (2010) question the assumed “self-correcting” role to
be played by excessive prices in eliminating pure profits in the long run and discuss the importance of
post-entry prices as opposed to pre-entry prices, and Economists such as Fudenberg and Tirole (1984)
have developed formalised game theoretic models to assess strategic behaviour, investment in sunk
assets, pre and post entry prices, suggesting an equilibrium in which excess profits are the norm. There
are numerous other references that could be cited in demonstrating the imperfectly competitive norm –
but the point to be made here is simply that the link between entry and zero excess profits is not generally
understood or supported by formalised models of market equilibria.
We can only speculate whether the Court viewed the link between entry and zero excess profits under
imperfect competition as tenuous – but in regard to Section 8(a) it has clearly defined the norm as one
of zero excess profits – no matter what the mechanism or causal factor that has led to that long run
equilibrium. Within the context of testing for excessive pricing under section 8(a) this assumption
allows us to set aside matters of market structure that might have otherwise been warranted. Ours is a
(relatively) simple matter of constructing a price-cost model consistent with zero excess profits.
16. Application of the Price-Cost Test
‘A job worth doing is worth doing badly’ (Attributed to G.K. Chesterton)
That the price-cost test is (as suggested by Lewis, 2009 p6) ‘not characteristically part of the armoury
of competition enforcement.’ is, in the words of the Court, not reason to dismiss the exercise.
However, there are counter arguments to this view, such as that of Evans and Padilla (2005):
“Consequently, any policy that seeks to detect and prohibit excessive prices in practice is likely
to yield incorrect predictions. In some instances, the authorities may conclude that prevailing
market prices are competitive when they are not. In some others, they may conclude that prices
are excessive when in reality they are competitive.”
While we would question whether any policy that seeks to detect excessive pricing is likely to yield
incorrect predictions, one can see merit in their application of the concepts of type I and type II error in
normative analysis. The same study also considers ‘pragmatic legal rules’ such as where “a price is
excessive if it is X percent greater than cost” which (if taking a bit of liberty in restating this in terms
of X percent or greater) would be similar to that of the price-cost test of section 8(a). In this example
Evans and Padilla conclude that the test is;
“,, bound to cause errors: supra-competitive prices will be blessed in some instances, while
competitive prices will be condemned in others. Any legal standard for excessive pricing will
therefore result in “false convictions”— or “type I errors” in the standard terminology of
decision theory—and/or “false acquittals – or type II errors. To use the criminal justice system
as an example, a type I error would be the equivalent of jailing an innocent person, whereas a
type II error would be allowing a guilty party to go unpunished.”
It is tempting to use similar logic in questioning if the guilty are never convicted, and the innocent never
set free? Nevertheless, it is important to construct a test with sufficient probability of rejecting the null
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when it is indeed invalid, and a matter one must address when considering the thresholds at which
profits are considered to be in excess of the standard applied under s.8(a).
16.1.

3.1 Commonality with regulatory cost based pricing

Economic regulation of prices has as its basis perhaps more commonality with the test of excessive
pricing than might initially be assumed. For example, in review of Bonbright’s seminal work on
Principles of Public Utility Rates (1961) one finds familiar discourse on the value of service as defined
by consumer demand theory; the competitive market standard in which both consumer demand and cost
of production determine value; the ‘workably competitive’ standard in which recovery of fixed costs
and other norms of the industry are accounted for; and the cost of service as an objective standard for
determination of regulated prices.
In discussing these various objective standards Bonbright references the often cited case, Federal Power
Commission v. Hope Natural Gas in which the US Supreme Court (1945) established the following
(cost of service) standard for setting regulated tariffs.
“From the investor or company point of view it is important that there be enough revenue not
only for operating expenses but also for the capital costs of the business.
These include service on the debt and dividends on the stock... By that standard the return to
the equity owner should be commensurate with returns on investments in other enterprises
having corresponding risks.
That return, moreover, should be sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.”
From an economist’s point of view this simply provides tangible reasoning to the competitive norm
defined in Mittal.
Of course Bonbright was speaking to US ‘rate making’ which, as described by Grout and Jenkins (2001)
is based on a body of case law that reaches back over 100 years. That said, we only need to look at a
relatively recent example found in South Africa’s Electricity Regulation Act 4 of 2006 (s. 15.1) to find
a similar and more recent approach in which regulated revenues and prices:
“(a) must enable an efficient licensee to recover the full cost of its licensed activities, including a
reasonable margin or return;
(b) must provide for or prescribe incentives for continued improvement of the
technical and economic efficiency with which services are to be provided;
(c) must give end users proper information regarding the costs that their consumption imposes on the
licensee's business;
(d) must avoid undue discrimination between customer categories; and
(e) may permit the cross-subsidy of tariffs to certain classes of customers.”
The conditions of s.15.1 above are similar to the US standard in that they focus on the recovery of costs
inclusive a reasonable return (implying zero excess profits) and other tangible aspects of regulated
pricing. In operationalising section 15.1 the National Energy Regulator South Africa (2010) has
promulgated a methodology for setting regulated revenues and tariffs based on the cost of supply, which
is built up from deemed values of operating costs, depreciation, return on capital, tax (and various pass200

through and incentive mechanisms). This basic model can be observed in regulation of electricity
networks, power generation, natural gas networks, airports, rail, and water reticulation across Africa
and globally.
3.2 The role of asset value in cost based pricing
Asset value enters the calculation of cost based prices in two forms - (i) as an annualised return on
capital; and (ii) as an annualised return of capital. These two components of the cost build up are briefly
explained as follows.
The return on capital is expressed as the product of the cost of capital (often in the form of the Weighted
Average Cost of Capital (WACC) and asset value. This might be considered as representing the
economic opportunity cost of invested capital, or if preferring a more practical view – might broadly
correspond to the cost of debt and equity finance.
The return of capital is the amount in which asset value is depreciated in a given year and may be meant
to represent the consumptive use of fixed assets. In more practical terms it is often measured as the
annual depreciation of fixed assets over the economic life of fixed assets and could be thought of as the
recovery of principal invested.
The discussion might end here were it not for the that fact that there are various methods to choose from
in valuation of fixed assets – that the application of competing methods often has a material impact on
the assessed value - and there is not a global standard in which to guide the choice of valuation
methodology.
17. Asset Valuation Methodology
In Sasol the Court considered two broad methods of asset valuation - commonly referred to in practice
as Historic Cost, and Replacement Cost valuation. As a starting point of reference, the following
passage on International Accounting Standards on Property, Plant and Equipment (IFRS Foundation
staff, 2012) sets out how these are to be applied for the purpose of financial reporting:
“ An entity shall choose either the cost model or the revaluation model as its accounting policy
and shall apply that policy to an entire class of property, plant and equipment.
Cost model: After recognition as an asset, an item of property, plant and equipment shall be
carried at its cost less any accumulated depreciation and any accumulated impairment losses.”
Revaluation model: After recognition as an asset, an item of property, plant and equipment
whose fair value can be measured reliably shall be carried at a revalued amount being its fair
value at the date of the revaluation less any subsequent accumulated depreciation and
subsequent accumulated impairment losses. Revaluations shall be made with sufficient
regularity to ensure that the carrying amount does not differ materially from that which would
be determined using fair value at the end of the reporting period.”
While the International Accounting Standards provide little guidance on which methodology might be
best applied within the context of s. 8(a) they at least offer an accepted and workable definition of the
two valuation methodologies considered by the Court. 167 The “cost model” (i.e. Historic Cost)
references the original construction cost of the asset, and when applied to regulated tariffs just recovers

167

Noting that in Sasol replacement cost was calculated on the basis of actual costs indexed over time, which is best thought
of as a proxy for Replacement Cost and is observed often in regulatory practice where comparable products and prices are not
available..
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the return of and on invested capital. The “revaluation model” (i.e. Replacement Cost) is an estimate
of the current cost of replacing an asset of the same service characteristics as the asset being valued.
17.1.

4.1

Application to Section 8(a)

Choice of asset valuation methodology is often made on the basis of presumed attributes of the
competing methodologies. For example, in the context of section 8(a) we note the Court’s reference (op
cit, para 119) to the 2014 Decision of the Competition Tribunal in which the Court noted the following
passage.
‘The problem for the Commission was that their own expert, Professor Wainer, conceded that
the historical costs basis for depreciation provides only for the replacement of assets at the end
of its life at the amount of the original historical cost. This calculation makes no provision for
the effect of inflation, because it values assets at the price at which they were originally
purchased.’
In the same passage the Court also referenced Scandlines Sverige AV (para 223 – 224) where the
European Commission made the following point:
„However a company that sets its prices on basis of depreciated historical costs may –
depending on how the production costs of the relevant assets have developed over the years –
will find itself in the position that its return does not (ie. No longer) allow it to finance future
capital expenditures for the replacement of existing assets.’
This characterisation of historic cost valuation as applied to price setting and investment in an
inflationary environment is lacking in any substantive meaning when placed within its rightful context.
First, it is important to note that the term ‘historic cost’ is one of convenience only. If looking at
International Accounting Standards (IAS 16. op cit) it is the cash price equivalent of an asset at the
recognition date. Or slightly less precise but perhaps more easily understood by layman – the cost at an
asset at the time costs are incurred. In replacing assets one does not look back to some point in history
to place a value on these newly recognized assets.
Speaking more directly to the matter of financing the replacement of assets over time, if pricing is based
on the cost of supply, then by definition when an asset is replaced its pricing would adjust accordingly
to the new cost level. When accounting for depreciation on a historic cost basis, and importantly, a rate
of return inclusive inflation, future capital expenditures achieve (in expectation) a fair recovery on
investment.
The Competition Tribunal, to which the Court appears to have broadly agreed with on the matter of
asset valuation appears to have had other concerns in examining the attributes of the historic cost
valuation methodology (op cit, para 247)
“The book value of an asset, at historical cost less depreciation, declines over its life and then
spikes when the asset is replaced. ,,, Economic value based on these costs would follow the
same spike every time that there is a replacement. At a conceptual level it therefore cannot be
correct that one adopts a system of economic costing which inevitably allows the economic
value of a product to decline over time and then spike when capital assets are replaced”.
As well understood by regulatory practitioners one does indeed obtain a series of spikes (or ‘saw tooth’
relationship over time) in both asset values and price when using depreciated historic costs as the basis
for pricing. Moreover (keeping in mind that we are talking about depreciated asset value) a saw tooth
price dynamic will be obtained when using Replacement Cost or Historic Cost valuation methods for
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pricing as the return on capital component of costs (i.e. WACC times depreciated asset value)
diminishes over time as the asset is depreciated. That said, use of historic cost does lead to a relatively
more pronounced spike when capital assets are replaced as compared to replacement cost.
Nevertheless, given the apparently unattractive price dynamic provided by use of historic cost valuation
in setting regulated prices, it is more likely that that the Competition Tribunal assumed that competitive
markets would not provide a saw-tooth shape in prices over time. Regardless of the intuitive appeal of
this premise, it is not easily supported as a general characteristic of competitive markets on a theoretical
or empirical basis. Starting with the more tangible empirical construct - we can easily imagine factors
that lead to (inverted) saw tooth price dynamics within competitive markets. One well understood
example is developed by Halbrook Working (1949) in his seminal article ‘The Theory of Price of
Storage’. In this model of storable agricultural commodities factors such as convenience yields and
carrying costs drive up price of a storable commodity as they are held for future consumption - only
to fall on the next year’s harvest. While not meaning to suggest that this particular dynamic is applicable
to the case at hand, it does indicate that the particular price dynamic the Tribunal had in mind is not a
general condition of competitive markets.
The theoretical basis for ruling out a price spike is equally difficult to support. Dynamic competitive
general equilibria and price adjustment is not yet well understood by economists, and there is little to
indicate that the Court was provided with evidence of any formalised models in which to base it
judgment.
At this point it is probably worthwhile to examine characteristics attributed to the Replacement Cost
methodology (both perceived and real). Starting with regulatory applications, there is a recurring stream
of thought found in regulatory practice in regard to the role of Replacement Cost valuation in price
signalling. As an example the following passage was taken from a regulatory determination of Ireland’s
Commission for Energy Regulation (2005) and which we could find in a number of similar regulatory
determinations:
“Using some form of replacement value has a very strong economic foundation. A precise
valuation results in tariffs that provide an accurate price signal of the cost of using the
transmission network. Therefore, if tariffs were based on asset value that were too small, the
value of the network would be understated with a dilution of the impact of any locational
signals. Further, it would also encourage inefficient investment in the future. Thus, taking a
replacement cost approach is more likely to result in the correct level of network investment.”
First, as a sunk asset the ‘economic cost’ of using the transmission asset is zero so we would question
the precise economic foundation being referred to. In terms of signalling future investment one would
need to think more deeply as to the nature of investment in that particular market. While not meaning
to diminish the potentially powerful role of price signalling and its impact on behaviour, in a regulated
market, current price need have no bearing on future price levels, and investments will take place on
the basis of expected regulatory outcomes (which may or may not result in the “correct” level of
investment.)
Moreover, as noted by Johnstone (2003) if the aim is to obtain a price that promotes new investment
one will likely be disappointed. Again reminding that we have been assuming the use of depreciated
asset values when determining price, the price obtained from a depreciated asset will be less than that
of the cost to an entrant purchasing new assets. It is not clear that a price ‘closer’ to the new entrant
price (i.e. as compared to that using Historic Cost) would be helpful or not.
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The usefulness of replacement cost valuation within context of the price -cost test of excessive pricing
is far less than for the example of administered prices above. With the real value and cost of an asset
changing over its economic life (that is, after inflation is accounted for) there will be either a wind-fall
gain or wind-fall loss to the asset owner. Alternately put, the net present value of the stream of excess
profits over the life of the investment will not be zero (accept for the extremely unlikely outcome of no
change in inflation adjusted cost over time). One can think of property values and transactions which
are by convention at current value – not historic cost. There are good reasons for this convention – but
it is also clear that property owners achieve wind-fall gains or losses on sale depending on the change
in market prices since original purchase. Indeed, one should expect non-zero excess profits if price is
determined on the basis of depreciated replacement cost.
18. Concluding Thoughts
The aim of this study has been to demonstrate how the tools of regulatory economics might be
appropriately applied to cases of competition law – and in this regard perhaps the ‘regulatory hammer’
inspired by Maslow has proved to be useful.
In looking at methodological issues inherent to the price-cost test of excessive pricing under section
8(a) of South Africa’s Competition Act it appears that one can form a robust and internally consistent
approach to asset valuation. Having applied this framework it seems clear to us that the use of historic
cost as the basis for asset valuation and depreciation is fully consistent with section 8(a) of the Act, and
that it is the correct methodology to use when constructing the price-cost test of excessive pricing.
This finding seems to us as having some importance beyond that of intellectual curiosity. In examining
the Tribunal’s Decision of 2014 it appears that the choice of asset valuation methodology had a
significant impact on the estimated price–cost markup, in that moving from historic cost to replacement
cost valuation reduces estimates by as much as 10.4 percentage points. This perhaps provides further
context for the Court’s statement that had additional evidence been provided the outcome of the case
(which over-turned an administrative penalty of some ZAR 534 million) might have been different.
In returning to other thoughts referenced early in this paper – the price-cost test will always struggle
under information constraints. As a practitioner one must therefore be committed to the words of
Chesterton and appreciate the job worth doing badly.
Whether economists ultimately know the price of a thing or its value – I would suggest that Mr Shaw
was miss-guided. I think that economists know much about value, but it is indeed very difficult to put
a price on it.
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Abstract
This paper attempts to examine the real trade-offs between pro-poor and cost-reflective tariffs in the
context of South Africa. The study attempts to answer one critical question: How can the electricity
sector adequately attract local and foreign investors without necessarily affecting government
objectives such as universal access to electricity? We look at the arguments for and against pro-poor
and cost-reflective tariffs from a regulatory perspective. We found that poor households have
historically benefited from relatively cheap electricity and that tariffs have not been cost reflective. In
other words, there has been a mismatch between tariffs and underlying costs of supplying electricity.
We also find competing expectations between poor electricity consumers and utilities. Consumers
expect to receive electricity at an affordable price while, utilities argue that to provide a good reliable
electricity supply tariffs must be matched with costs. The study, therefore, recommends a gradual
movement towards cost-reflective tariffs in order to minimise the impact on poor households.

Key Words: Tariffs, Pro-poor, cost reflectivity, Energy Regulator and South
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1.

Introduction

This paper sets out to assess the trade-offs between pro-poor and cost-reflective tariffs in the context of
South Africa. Around the world, electricity tariffs have been a subject of great interest among utilities,
end users, governments and regulators dating as far back as the 19th century. In fact, there has never
been a lack of interest in this subject matter. In South Africa, much of the debate over the past decade
has been on how the electricity supply industry (ESI) can balance between the needs of low-income
consumers and those of power utilities without affecting the sustainability of the ESI. In other words,
the main issue is balancing between pro-poor tariffs to achieve government social objectives and costreflective tariffs to attract private sector investment into the ESI.

In South Africa, most electricity consumers (mainly domestic and small business) are still on traditional
‘flat rate’ tariffs where the price remains stable over time rather than relative to their contribution to
daily demand peaks. However, as the electricity market continues to evolve, this model of electricity
pricing has become unsustainable given that the structure of existing tariffs for households and other
electricity consumers does not reflect the structure of costs. In fact, literature suggests that the
relationship between pro-poor and cost reflectivity is dependent on the willingness of end-users to pay
for the service rendered.

Furthermore, evidence suggests that the relationship differs from one country to another. For a country
with a large social welfare base, like South Africa, the relationship between pro-poor and cost-reflective
tariffs is different from that of a developed country. What exacerbates the inverse relationship is that
electricity infrastructure expansion is very costly to build. A large proportion of electricity infrastructure
is built to meet growing peak demand, which only occurs during certain hours of the day. To date, there
has been a general understanding among role players that appropriate tariffs are important to any
development of the ESI; however, there has been no agreement on what constitutes an appropriate tariff
that meets the expectations or needs of both the utility and the consumer. There are strong signs that
local electricity utilities are facing serious challenges as falling energy consumption has resulted in
declining revenues. However, this is not followed by a decline in network expenditure costs. As such,
two common approaches are being implemented to counter this problem: (i) increasing electricity tariffs
to allow utilities to recover their fixed costs of existing infrastructure used to supply electricity and (ii)
introducing innovative tariff structures that will align tariffs with the actual costs of rendering electricity
to end-users. Both approaches make it difficult for the ESI to supply cheap electricity to the poor and
this has a negative impact on government’s drive to universal access to electricity by 2025. This study
will therefore attempt to answer one critical question: How can the electricity sector adequately attract
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local and foreign investors without necessarily affecting government objectives such as universal access
to electricity?

2.

The South African Electricity Supply Industry

Different from developed economies, South Africa does not have a market for wholesale or retail
electricity trading, instead the ESI is predominantly owned by the state-owned utility Eskom, which
generates approximately 94 per cent of all electricity consumed. Eskom also wholly-owns the power
transmission network through the national transmission company. The National Energy Regulator
(NERSA), established through an act of parliament, regulates the electricity industry rather than the
market, covering licencing of new plants and electricity tariffs. The main objectives of the electricity
sector, as set out in the energy White Paper of 1998 and the Electricity Pricing Policy of 2008 (EPP),
are to:
a) improve social equity by addressing the requirements of the low income households;
b) enhance efficiency and competitiveness to provide low-cost and high-quality inputs to all
sectors;
c) provide competition especially in the generation sector; and
d) increase private sector participation in the industry.

Furthermore, specific objectives addressed in the abovementioned policies refer to ensuring that
electrification targets are met; the provision of low-cost electricity; better price equality; financial
viability; improved quality of service and supply (including security of supply); proper co-ordination
of operation and investments and the attraction and the retention of a competent work force. During the
past two decades, the government has developed energy policies that support universal access to energy
sources. Policies such as rural electrification aim to electrify poor households around rural and periurban areas (Gaunt, 2004). The design of energy strategies that contribute to reducing poverty have
been a topic of great importance within the South African political discourse (Howells et al, 2006). In
2008, government had set a target of achieving cost-reflective tariffs by 2013 in order to reform tariffs
to reflect their underlying costs, and attract and retain public and private sector investment. However,
to achieve cost-reflective tariffs meant that tariffs had to increase significantly over a short period. A
steep increase in tariffs to achieve cost reflectivity could potentially cause low-income consumers to
‘either increase their expenditure to maintain consumption; change their behaviour through energy
savings; or compromise their health and safety by switching back to unsafe and inefficient fuels such
as paraffin or wood’ (Franks, 2014 p. 16).
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Historically, South Africa’s electricity pricing regime has been pro-poor in nature. These pro-poor
tariffs are concerned with relieving some of the burden on the poor by introducing tariff structures that
benefit the poor more than the rich. More specifically pro-poor electricity tariffs were designed to
provide discounted electricity to those most vulnerable to falling into or already in energy poverty. For
example, pro-poor tariffs make electricity affordable to the poor via a zero charge for the first block of
the Inclining Block Tariff (IBT), usually 50kWh a month. This also promotes energy conservation by
applying high tariffs in the upper consumption brackets. Eskom through the Energy Regulator is
allowed to protect the poor, through a tariff structure with transparent cross-subsidies and a single digit
or lower than average tariff (rural and residential) increase at a time (Eskom, 2013). The principal
challenge currently dominating the ESI is the issue of pro-poor tariffs (including subsidies) and costreflectivity of tariffs. However, there is a commonly accepted notion among industry participants that
electricity tariffs need to be cost-reflective to ensure financial stability of the power system and the
sustainable provision of electricity services. In the South Africa case, these prices are often beyond the
reach of low-income households. Compounding the problem is that if low-income consumers pay less
than the cost-reflective tariff, then they will need to be subsidised, either by other electricity consumers
or from other financial sources such as government grants. Therefore, questions have emerged
regarding whether these pro-poor tariffs consider other benefits, such as social grants provided by
government to low-income households. If not, are these pro-poor tariffs set at the right level? Are poor
households over-subsidised?

3.

Pro-poor vs Cost Reflective Tariffs in South Africa

Electricity consumers and utilities are very important stakeholders in the ESI; however, they have
competing and different expectations, which at times regulatory authorities find difficult to balance.
Pro-poor policies strive to ensure that all consumers have access to affordable electricity services. On
the other hand, achieving 100% access to electricity comes at a price, especially for the poor mainly in
rural areas. Rural connections are costly compared to connecting a poor household in an urban area and
this makes the average cost of providing the services to these areas high, which goes against pro-poor
policy’s objective of providing affordable services to all. There seems to be an inverse relationship
between providing services to all and affordability at least in the short term. One way of providing
affordable services to the poor is through subsidies. This means that high-income households pay more
than the cost of providing the service they consume while the poor pay less than what the actual cost of
providing the service is. Although subsidies are an acceptable solution to dealing with affordability
issues, it has its own challenges especially when the segment of the population to be subsidised is larger
than the subsidising population. This overburdens the subsidising population, which may lead to
questions as to why they have to carry the burden alone. Currently, subsidising electricity customers
are questioning the appropriateness of this subsidy amount paid to poor customers. The argument is that
these subsidies encourage inefficiency in the use of this limited resource. Are the poor households not
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over-subsidised if one takes into account all other government subsidies/benefits that the poor get, such
as social grants and others social relief aids. Over-subsidisation of the poor could potentially to lead to
inefficient use of electricity.

This leads to the next questions that regulators and policy makers need to answer: What is the
appropriate grade of service that a subsidy to the poor seeks to achieve? Is it permissible to allow utilities
to offer a lower-grade service at a lower price so that the poor can receive at least some service, thus
giving the poor options that make services more affordable while at the same time reducing the subsidy
burden to the subsidising group? Some countries reject the idea of allowing the poor to be provided
with lower-grade service as they see this as discrimination. If the acceptable grade of service that the
poor should receive is unaffordable at a particular point in time, does it mean that the poor should not
be allowed access to at least some form of service until the acceptable service grade becomes
affordable? Is this not justifiable discrimination? Regulators and policy makers are still grappling with
these issues. Those who support providing a lower grade level of service to the poor argue that
providing a high-grade level of service is not what the poor need – what they need is a level of service
that they can afford and that meets their needs. Providing the poor with more than what they need may
result in inefficient use of resources.

3.1.

The Low Income Pro-Poor Tariffs for Electricity in South Africa

As discussed above, the ESI has a host of cross-subsidies, where certain customer tariff categories
subsidise other customers connected to the network. These subsidies include the following:
a) Electrification and rural subsidies meant to cover the cost of connecting a house to a 20A (low
consumption) electricity supply.
b) Affordability subsidies to residential customers i.e. Inclining Block Tariffs (IBTs) and Free
Basic Electricity (FBE). IBTs, together with lower-than-average tariff increases, has resulted
in subsidies of up to 42% of the total residential customers. The FBE programme on the other
hand provides 50kWh (more in some local authorities) of free electricity per month to identified
indigent customers.
c) Subsidies to low-voltage customers (large power users and commercial customers).

The subsidies are currently borne by industrial and commercial customers.
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Figure 1: Subsidy receipts and contributions per sector
Source: Eskom cost allocation based on MYPD3 2014/15 tariff decision
Table 1: Subsidy receipts and contributions per sector
Subsidised Customers

Subsidised Customers
%

Subsidising Customers

Subsidising %

Agriculture

28

Bulk/ Distributors

9

Public Lighting

38

Commercial

2

Residential

40

Industrial

13

Traction

6

Mining

7

Source: Eskom MYPD3 2014/15 Tariff Decision
Table 1 and Figure 1 above show the extent of cross-subsidisation in the ESI. The biggest beneficiary
of subsidies is residential customers (40%) and the biggest contributor is industrial customers (13%).
These customers contribute more subsidies than other customers supplied by Eskom and the
municipalities. However, these subsidies sometimes result in large annual unaffordable tariff increases
and negatively affect the sustainability of these customers’ businesses. A breakdown of residential
customer subsidies shows a worrying trend. Residential customers on 20A and 60A connections are the
highest recipients of subsidies in the country. Furthermore, the majority of these customers received
free basic electricity of 50kWh per month. Table 2 below gives a breakdown of residential subsidies.
Table 2: Subsidies 2012/2013 FY (billion)
Allocated
allowed costs
Current tariffs
Total
R12.2
R7.6
Homepower
R 2.4
R 2.1
Homelight 20A
R 5.3
R 2.6
Homelight 60A
R 4.5
R 2.9
Source: Eskom (2013)

Current subsidy
-R4.5
-R 0.3
-R 2.7
-R 1.5

Current
subsidy (% of revenues)
-59%
-15%
-107%
-49%
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Cross-subsidies represent an important principle for electricity pricing and a critical element of the
effective functioning of the electricity pricing system. The cross-subsidisation principle as reflected in
the EPP is meant to promote equality in electricity pricing and contributes to the advancement of
government’s electrification programme. According to Eskom (2013), cross-subsidies increased from
R9 billion in 2012/13 to 11.3 billion in 2013/14.

However, with the rate of electricity hikes over the past 8 years, the issue of pro-poor tariffs and the
accompanying subsidies have received great attention among utilities, end-users and the regulator.
Subsidising customers are questioning the fairness and equitability of these subsidies and why they
should be the ones carrying the burden of advancing the government programme of universal access
and affordable electricity.

In section 3 above, the question was raised regarding whether poor households are over-subsidised or
not when taking into account all other benefits that they currently received from the South African
Social Services Agency (SASSA). Statistics suggest a growing number of SASSA beneficiaries
between 2014 and 2015. Table 3 below shows the distribution of government grants between different
population groups. It also shows that South Africa has a social welfare base of 19.9million people
(SASSA, 2015), which translated to approximately R122.6billion and R127billion in 2014/15 and
2015/16 respectively (South African Social Services Agency, 2015). Social welfare expenditure has
increased from R122.6billion in 2014/15 to R127billion in 2015/16. This represents a 3.5% increase in
social welfare expenditure.
Table 3: Current Structure of Social Grants in South Africa
Grant Name/Type
Number of
Total Expenditure by Government
recipients
2015/16
2014/15
Grant for Old Persons

1 580 892

R 26 748 692 640

R 25 610 450 400

1 580 892

R 27 128 106 720

R 27 128 106 720

Disability Grant

1 099 867

R 18 609 749 640

R 17 817 845 400

War Veteran’s Grant

261

R 4 478 760

R 4 290 840

Foster Child Grant

427 928

R 4 416 216 960

R 4 262 162 880

Care Dependency Grant

131 296

R 2 221 528 320

R 2 126 995 200

Child Support Grant

11 956 549

R 47 347 934 040

R 45 195 755 220

Grant-in-Aid

132 620

R 525 175 200

R 501 303 600

TOTALS
16 910 305
R127 001 882 280
Source: South African Social Services Agency (2015) and Author’s calculations.

122 646 910 260
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Number of Recipients

17 000 000
16 900 000
16 800 000
16 700 000
16 600 000
May-15

May-15
Totals 16 762 822

Jun-15

Jun-15
16 780 488

Jul-15

Jul-15
16 839 478

Aug-15

Aug-15
16 867 894

Sep-15

Sep-15
16 938 608

Oct-15

Oct-15
16 954 459

Nov-15

Nov-15
16 988 598

Dec-15

Dec-15
16 910 305

Figure 2: Monthly Increases in Number of Recipients
Source: South African Social Services Agency (SASSA), 2015.
3.2

Rationale for Cost-Reflective Tariffs and its Implications

The ambition of moving to cost reflectivity goes as far back as 2004. It is a goal that is seen by
government as a critical tool to improve the sustainability of utilities, reducing costly subsidies and a
prerequisite for attracting private capital. Achieving this goal would show a high impact on increasing
electrification and improving reliability in the ESI. According to the PwC (n.d.) study, the inability to
recover the cost of new generation via current electricity tariffs is a major barrier to investing in new
large-scale generation and transmission projects. This is a recurrent theme in surveys and heads the list
of energy policy measures needed to address the key challenges of expanding power provision and
making existing assets more reliable (PwC, n.d.).

The fundamental issue regarding the move to cost-reflective tariffs is a complicated one, but utilities
and the regulator have a duty to consult constantly with consumers and consumer groups in order to
reflect their interest and concerns. Understanding the psychology of consumers and the effects such
tariffs have on different consumer groups is crucial to getting the best from electricity tariffs (CUAC,
2015).
A substantial body of literature on electricity pricing highlights three important issues as to why linking
tariffs to actual cost drivers is important. Firstly, it promotes efficient use of electricity infrastructure
by ensuring that only those consumers that most value the service during high cost time use the system,
while encouraging use of the network during low costs periods. Secondly, it promotes efficient
investment in electricity infrastructure and innovative technology as usage corresponds to the
willingness of consumers to pay the true costs of providing services when required. Thirdly, it is viewed
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as a fair pricing system as consumers directly contribute to the costs that they impose on the system
because of their usage (Gerlach and Franceys, 2010; Franks, 2014; Tait, 2011).

Costs reflective tariffs typically recover the following key costs:


Time and seasonal variance of the cost of energy (Generation).
o

The price paid will depend on the usage pattern of customers represented by the
load profile. It will include environmental levy costs.

o


It could include signals to incentivise behaviour.

Network costs (distribution and transmission wires) based on the voltage of supply, the
density of the network to which customers are connected, geographic location
(transmission), electrical (technical) losses for both distribution and transmission) and the
reactive energy support.



Retail costs that typically cover customer services based on the size of the supply and
usage. This reflects the type of the service provided to the customer.

The overarching argument then in cost reflectivity is that where end consumers are faced with the actual
costs of their consumption and decide to change their behaviour, network investment can be avoided
and costs substantially reduced. Over time, this should result in lower network costs for all consumers
than when continuing with non-cost-reflective tariffs (CUAC, 2015). Furthermore, industry participants
highlight that matching tariffs with actual costs will potentially eliminate problems of capacity
shortages, investment and maintenance backlogs, which lead to high interruption costs and inequitable
treatment of consumers.

The biggest factor driving electricity infrastructure investment is peak demand. These levels are only
reached for short periods each day in South Africa. However, network costs are recovered from most
end users, particularly domestic consumers through charges on their consumption over the course of
the day, rather than on their peak demand. Current ESI prices do not reflect the true underlying costs of
using electricity during demand peaks nor are the costs distributed fairly among end users. Low-income
domestic consumers with high demand and low consumption receive implicit subsidies from
households with low demand and high consumption (see Figure 3 below).
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Increases in Homelight Tariffs versus Cost
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Figure 3: Costs vs tariffs (c/kWh)
Source: Eskom, 2013
Good ESI tariffs must be efficient, equitable, provide stable billing for end users and revenue for utilities
and be acceptable to consumers. However, as it stands, the current electricity structure appears
inequitable as most costs incurred by the majority of residential and agricultural users are borne by
commercial and industrial consumers as shown in Figure 1 and 3 above.

Therefore, it is obvious that without cost-reflective tariffs, private and public utilities would find it
difficult to raise capital to expand their generation, transmission and distribution infrastructure
networks. Furthermore, it would be nearly impossible to attract new private sector investment to
increase competition and lower costs in the electricity industry. Infrastructure expansion in the ESI is
critical for economic growth as utilities struggle to meet electricity demand and as the country is short
of generating capacity.

Although cost-reflective tariffs are imperative for the ESI, achieving cost-reflective tariffs in a heavily
subsidised environment may negatively affect government’s effort towards universal access. The
transition towards cost reflectivity must be gradual and accompanied by greater emphasis on
stakeholder participation. A quick move to cost reflectivity may affect the proper functioning of the
sector as well as the economy in general.
4. The Role of the Regulator
The National Energy Regulator is putting more emphasis on moving towards self-sustainability for the
electricity sector while addressing the issue of affordability. Appropriate low-cost options that give poor
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households access to formal services have been matched with appropriate tariff structures, which allows
both public and private utilities to recover their prudently incurred costs of operations and ongoing
maintenance, as well as ideally generating revenues that enable debt servicing of capital investments.

In terms of tariff decisions, NERSA always tries to strike a balance between affordability and
sustainability of the electricity industry. The Energy Regulator takes into account tariff principles such
as cost recovery, signals for investors, efficient use of the network, simplicity and cost-effectiveness,
transparency, and social and political objectives among others. For example, in balancing between cost
recovery and social and political objectives, NERSA only approved an average Multi-Year Price
Determination (MYPD) tariff increase of 8% instead of the 16% applied for by Eskom. In arriving at
its decision, the Energy Regulator endeavours to set tariff levels not only to ensure that licensees collect
enough revenue to recover full costs, but also to allow them to obtain reasonable funding in the future.
Various ratios, such as earnings before interest, taxes, depreciation and amortisation (EBITDA), interest
cover and debt service cover, are used to test for reasonableness and the financial impact of every
decision made. However, the utility has raised concerns regarding its sustainability and the impact the
current five-year determination will have on its infrastructure expansion programme. On the other hand,
consumers have argued that the 8% increase over the five-year period was exorbitant. They list
affordability and timing as their biggest concerns.

It is clear that the expectations of consumers and utilities are always at variance. On one hand,
consumers expect to receive services at an affordable price and of high quality, while utilities argue that
to provide a good quality service means increasing tariffs. The pursuit of higher tariffs is in conflict
with consumer expectations and pro-poor policies. Table 4 below lists some of the different and
conflicting expectations that the two parties may have.

Table 4: Competing expectations: utilities vs poor customers
Utilities
Risk mitigation
All costs recovery
Reasonable return on investment
Financial balance: Costs and Tariffs
Bankable contracts
Regulatory certainty
Customer buy-in

Poor customers
Availability of affordable supply of electricity
Reliable and safe supply of electricity
Protection from exploitation by operators
Participation, consultation, and transparent decisions
of the regulator and utilities.
Prompt response to customer complaints and
disputes
Value for money
Simplicity, convenience of payment and
understandability
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Source: Author
Table 4 above highlights that affordable and reliable electricity is the main concern for poor households,
while utilities put more emphasis on mitigating all risk and earning a reasonable return on investment.
From a regulatory point of view, reasonable return and affordability are two of the most difficult issues
to balance in the ESI without necessarily compromising the other.
5. Possible Ways of Protecting Low-income Households
Costs vary between customer categories. These customer categories impose different costs on the power
system. There are higher costs associated with supplying low-voltage, low usage consumers in remote
areas than high voltage and high usage customers close to generation stations. In order to develop an
effective cross-subsidy framework one needs to understand the main cost drivers of supplying
electricity to a consumer. These costs consist of the energy costs (cost of generating electricity); the
transmission and distribution network costs (cost of moving electricity from where it is generated to
where it is supplied) and the customer service costs (providing necessary and optional support services
to consumers).
5.1 Possible approaches
Local and international literature list various ways of promoting affordability of electricity usage by
low-income households.


Providing a partial or full subsidy for the connection fee. This once-off capital subsidy
promotes access to the grid. In other words, affordability is not a constraint for connecting to
the electricity grid (where a grid is available to be connected to).



Reducing or eliminating the fixed charge component of the tariff. This has the effect of
eliminating any ‘lump sum’ payments required on the part of the poor household. That is, the
household does not need to find R200 per month (or whatever the monthly fixed charge may
be) to maintain a connection to the grid. Access to electricity by the poor can be promoted
through subsidising fixed charges (including the connection charge).



Eliminating the energy charge for a defined maximum consumption per month. Currently
municipalities and Eskom offer 50kWh of FBE per month.



Reducing the energy charge for a defined maximum consumption per month, that is, a partial
energy charge subsidy with a limit.

6. Recommendations
We make the following recommendations:
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a. There should be a gradual movement towards cost-reflective tariffs in order to minimise the impact
on poor households.
b. There should be an understanding of the level of service grade that the poor need based on their
economic circumstances.


Do poor households need first grade services? This is easy to implement in the water sector
where, for example, a number of households could have one public water tap instead of having
a tap in every household. This could help to avoid an over-supply of services, which could lead
to inefficient use of the services. There must be an understanding of the minimum service that
the poor need, and those who need to consume more than the minimum should pay for the extra
consumption.

c. There should be an understanding of other subsidies that accrue to the poor.


This helps in the determination of whether the subsidies given are enough to achieve government
social objectives or not. Over-subsidisation of the poor can delay the achievement of costreflective tariffs.

d. Indicators should be developed that will assist policy makers and regulators in determining whether
the poor still need subsidies or are they able to pay for the full services.


For example, once a poor person or household have achieved a minimum annual income of a
certain amount, they should fall out of the subsidy programme.

e. Monitoring tools should be put in place to determine whether high-income households receive
subsidies by mistake.

f.

Both utilities and regulators should collect data on low-income areas.

Utilities must develop strategies to include poor households.


Even though utilities claim to include the poor in their decision-making processes, there is no
evidence of written strategies that consider poor households’ needs.

g. Lobby groups should be established to ensure that the previously unserved constituencies receive
basic services that reflect their economic circumstances.


The unserved are mainly poor households in South Africa and these represent the fastest growing
group/areas. Utilities generally perceive these poor households and low-income areas as
commercially unviable. They believe that these areas are more difficult to manage than others.
Therefore, utilities tend to delegate services or ignore these areas. This is compounded by their
lack of knowledge on how to deal with poor households and low-income areas.

h. Regulators, utilities and local government must be able to identify poor and vulnerable households
in low-income areas.


The overarching ESI goal should be providing access to electricity for all with minimum
standards. The main issue will then be identifying poor households and designing strategies to
reach them.
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7. Conclusion
This study sought to assess the trade-offs between pro-poor and cost-reflective tariffs in the context of
South Africa. This study further highlighted the need to adequately attract and return local and foreign
investors without necessarily affecting government’s objective of universal access to electricity.

The study also highlighted that the structure of the ESI in South Africa focuses more on electricity and
its impact on poor households and investment. We further stated that the existing tariffs for
residential/domestic users do not appear to reflect the structure of costs. From a regulatory perspective,
it can be argued that there is evidence that low-income households will not be reached if utilities were
to decide whom to supply without subsidisation of tariffs. Poor households and low-income areas would
p be disconnected permanently from the network. It is also equally important that the regulator consider
the socio-economic implications of costs reflective tariffs within the broader context. It is most
important to shield the most vulnerable customers in South Africa. Furthermore, the point is made that
the protection of poor households and low-income areas goes beyond issues of affordability of services.
Moving them from informal to formal services is a fundamental starting point even without necessarily
establishing pro-poor tariffs. In conclusion, it is important that electricity tariffs be balanced to enable
private and public investors to recover efficiently incurred costs and make a reasonable profit while
also attempting to supply poor households and areas with affordable electricity.
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ABSTRACT
One of the most remarkable developments in competition policy over the years has been the rise in the
number of competition agencies worldwide developing leniency programmes in anti-cartel
enforcement. Leniency programmes have become instrumental in uncovering cartel activities,
prosecution of individuals involved in cartel conduct as well as the imposition of financial penalties for
violating enterprises. There is also increasing degree of regional and international cooperation among
competition agencies in an effort to enforce international or cross border cartels.
This paper will discuss the developments in leniency and the various methodologies used in determining
penalties on cartels as well as the extent to which competition agencies can enhance regional
cooperation in the enforcement of cartels.
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1. Introduction
Several competition agencies in the world have developed leniency programmes to uncover cartels,
curb cartel operations and deter enterprises from engaging in cartelistic conduct. The introduction of
leniency programmes by most competition agencies has enabled them to discover more cartel activities
and has enhanced their fight against cartels. For instance, the United States’ Corporate Leniency
Programme has been responsible for detecting and cracking more international cartels than search
warrants, secret audio or videotapes, and FBI interrogations combined168. The use of the leniency
programme in anti-cartel enforcement has also resulted in an increase in the amount of fines imposed
on cartel activities. For instance, in the United States alone, companies have been fined over $2.5 billion
dollars for antitrust crimes since 1997, with over 90 percent of this total tied to investigations assisted
by leniency applicants169.
In the 1990s, only the United States and a handful of other jurisdictions had leniency programme in
place. Today, however, there are antitrust leniency programmes in place in more than fifty jurisdictions.
The successful implementation of leniency programmes in the United States, European Union and other
developed economies has led newer competition agencies in less developed countries to adopt leniency
policies in anti-cartel enforcement. Although the implementation of leniency programmes differs from
one jurisdiction to the other and has evolved over the years, general experience has shown that a
successful implementation of a leniency programme largely depends on predictability, transparency and
consistent application of the process in order to encourage cartel participants to blow the whistle.
Whereas leniency programmes are meant to help competition agencies to detect cartels and initiate or
conclude investigations in cartel cases, financial penalties deter both the enterprises engaged in cartel
conduct and those enterprises that intend to join or form a cartel. The penalties imposed are lower for
leniency applicants and stiffer for the non-applicants. The determination of penalties like the leniency
programme differs across jurisdictions depending on the legal framework obtaining in each jurisdiction.
The integration of markets has given rise to the emergence of international cartels that have effects in
other jurisdictions other than the region where the conduct is carried out. Multinational corporations
whose products are sold abroad are increasingly likely to face antitrust investigations and financial
penalties in a number of jurisdictions. This poses a challenge to enforcement actions by individual
competition agencies in the absence of cooperation and information sharing among competition
agencies. In recent years, there has been increasing regional cooperation among competition agencies
in anti-cartel enforcement among competition agencies in an effort to curb international cartels.
2. Developments in Leniency
This paper will focus at the developments in leniency in the United States and the European Union as
they present benchmarks to other jurisdictions given that competition law and policy is well developed.
a.

Leniency in the United States

Address by Scott D. Hammond, Director of Criminal Enforcement, Antitrust Division, U.S. Dep’t of
Justice, “Detecting and Deterring Cartel Activity through an Effective Leniency Programme,”
available at http://www.justice.gov/atr/speech/detecting-and-deterring-cartel-activity-through-effectiveleniency-programme.
168

Scott D. Hammond, Director of Criminal Enforcement, Antitrust Division, U.S. Dep’t of Justice,
“Cornerstones Of An Effective Leniency Programme,” available at
http://www.justice.gov/atr/speech/cornerstones-effective-leniency-programme
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Under the United States corporate leniency programme (also known as amnesty), an enterprise
automatically receives a conditional grant of amnesty if it fully admits its involvement in
anticompetitive activity before the Department of Justice (DoJ) investigation has begun 170. Amnesty
means that the corporation and its cooperating directors, officers, and employees will not be subject to
criminal prosecution. In order to qualify for amnesty, the enterprise must be the “first in the door” to
bring information about the anticompetitive activity to the Division, must report its wrongdoing with
“candour and completeness,” and must commit to provide “full, continuing and complete cooperation”
to the DoJ throughout its investigation171. The same amnesty standards apply if a corporation confesses
its wrongdoing after the DoJ has already initiated an investigation, so long as the applicant applies early
in the investigation. If the applicant applies later, the DoJ has greater discretion to reject the application.
b.
Recent developments in the United States leniency
First application of amnesty de-trebling provisions of the 2004 Act
The implementation of the Antitrust Criminal Penalty Enhancement and Reform Act of 2004 (the ‘2004
Act’), seeks to encourage amnesty applications by offering applicants the prospect of a significant
reduction in potential civil liability, so long as the applicant also offers ‘substantial cooperation’ to civil
plaintiffs suing on the basis of the same conduct. In exchange for such cooperation, the 2004 Act limits
the amnesty applicant’s civil liability to damages resulting from the applicant’s own sales (eliminating
the prospect of ‘joint and several liability’), and also waives the ‘trebling’ of actual damages that is
otherwise automatic in US civil antitrust cases.
Extraterritorial Effects - The U.S. Supreme Court’s Empagran Decision
In Hoffmann-La Roche Ltd. v. Empagran S.A case, foreign purchasers of vitamin products sold in other
countries claimed damages arising from the vitamins cartel following the successful prosecution of the
worldwide vitamins cartel. At issue was the extraterritorial reach of the U.S. antitrust laws; the question
was whether victims injured abroad by a worldwide price fixing conspiracy could bring suit in U.S.
federal courts under U.S. antitrust law when the antitrust conduct also had an effect on domestic
business.
Defendants and various amici (including the U.S. Department of Justice and various foreign
governments, including Germany, Canada, Japan, Belgium, and the United Kingdom) argued, however,
that permitting such foreign purchaser suits to go forward would, in fact, undermine deterrence. The
key consideration identified by these governmental amici involved the threat posed by Empagran’s
expansive liability regime to their respective leniency programmes. Their concern was that companies
considering amnesty applications would be discouraged from doing so if the consequence of confessing
their cartel involvement included worldwide liability under U.S. law.
In its Empagran ruling, the Supreme Court determined that U.S. courts do not have jurisdiction under
U.S. antitrust laws to try a case in which foreign buyers allege they have been injured by the pricefixing actions of foreign sellers but only where the foreign injury is independent of any effect on U.S.
commerce172. The decision left open the question of whether foreign plaintiffs could bring actions in
the United States if the foreign injury is dependent on the effect of the injury on U.S. business and,
further, what is the standard for dependence?

170
171
172

http://www.justice.gov/atr/leniency-program
See http://www.usdoj.gov/atr/public/guidelines
F. Hoffman-La Roche Ltd. v. Empagran S.A. (Empagran I), 542 U.S. 155, 175 (2004).
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c.
Leniency in the European Commission
In 1996, the European Commission adopted a corporate leniency programme that offered fine
reductions to enterprises that provided early and substantial help to the Commission in uncovering and
prosecuting illegal cartels. Whereas the EU policy was inspired by the U.S. Department of Justice's
Corporate Leniency Programme, it differed from the U.S. programme in a number of ways. In
particular, in contrast to the U.S. leniency programme, the European Commission retained considerable
discretion in granting a reduction in fines, the amount of the reduction, and the timing of its ultimate
decision which could take several years. The resulting lack of predictability had an effect on the
incentive for potential leniency applicants to come forward.
The European Commission came up with a new policy in 2002 that modified prior practice by enlarging
the circumstances under which an applicant may be entitled to total immunity from fines and providing
for greater predictability in the process.
Under the new rules, the European Commission can grant complete immunity from the fine:
(a) if the enterprise is the first member of the cartel to submit evidence that enabled the Commission
to launch an inspection on the premises of the suspected companies (provided that the Commission
was not already in possession of sufficient evidence to launch such an inspection); and or
(b) if the enterprise is the first member of the cartel to submit evidence that enabled the Commission
to find an infringement of its competition rules (in particular Article 81 of the Treaty of the
European Community), when the Commission is already in possession of enough information to
launch an inspection but not enough to establish an infringement.
d.
Recent developments in leniency in the European Union
Under the new policy an enterprise can now qualify for immunity even if it was the instigator or leader
of the cartel contrary to the 1996 Notice which disqualified instigators from seeking leniency.
In an effort to address the lack of predictability that characterized its prior leniency policy, the
Commission has introduced a series of new procedural rules. A company wishing to apply for immunity
from fines can contact the relevant services of the Commission, and the Commission will immediately
inform it whether immunity is still available. If immunity is available, the company can choose either
to submit its evidence to the Commission in hypothetical terms (providing a descriptive list of the
evidence it proposes to disclose) or immediately provide the Commission with all the evidence in its
possession.
After having examined the evidence, the Commission will, if the applicant meets the requirements,
grant conditional immunity in writing. Immunity will definitively be granted at the end of the
administrative procedure if the applicant has continued to meet its obligations (i.e., full cooperation,
termination of its involvement in the cartel, and no coercion of other companies to participate in the
cartel).
The procedure is similar when applying for a reduction of the fine. The Commission will make a
preliminary conclusion on whether the evidence submitted provides "significant added value." If it does
reach such a conclusion, it will, no later than the date on which a statement of objections is issued,
informs the applicant of its intention to apply one of the reductions described above. The final decision
on the reduction will become effective at the end of the administrative procedure.

227

By harmonizing EU leniency policy with existing U.S. practice, the new Notice will also facilitate the
ability of leniency applicants to maximize the prospect of achieving a trans-Atlantic immunity package
early on in the process.
3. Penalty Determination
The determination of penalties for cartels is different in various jurisdictions. In discussing the various
methodologies used in determining penalties on cartels, this paper will focus on critical factors which
are taken into account to arrive at the applicable penalty in four jurisdictions namely: the European
Union (EU), the United States (US), South Africa and Zambia.
1.1
The European Union
In the European Union (EU), the European Commission has been granted the power to impose fines for
the purpose of ex ante deterrence and ex post punishment of cartels. The fines on undertakings and
individuals reflect gravity and duration of the infringement and the fines imposed must not exceed 10%
of worldwide turnover. In order to ensure transparency and impartiality of its decisions, the Commission
published fines guidelines on the method of setting fines.173
The fining guidelines on the method of setting fines determines the basic amount of the fine to be
imposed on the enterprise, the fines guidelines takes into account the value of the undertaking's sales of
goods or services to which the infringement directly or indirectly relates in the relevant geographic area
within the European Economic Area (EEA). The fines guidelines normally takes the sales made by the
undertaking during the last full business year of its participation in the infringement. Where the
infringement by an association of undertakings relates to the activities of its members, the value of sales
will generally correspond to the sum of the value of sales by its members174.
In determining the value of sales by an undertaking, the European Commission through fines guidelines
takes into account the undertaking's best available figures. Where the figures made available by an
undertaking are incomplete or not reliable, the Commission may determine the value of its sales on the
basis of the partial figures it has obtained and/or any other information which it regards as relevant and
appropriate. Where the geographic scope of an infringement extends beyond the EEA (e.g. worldwide
cartels), the relevant sales of the undertakings within the EEA may not properly reflect the weight of
each undertaking in the infringement. This may be the case in particular with worldwide market-sharing
arrangements175.In such circumstances, in order to reflect both the aggregate size of the relevant sales
within the EEA and the relative weight of each undertaking in the infringement, the Commission may
assess the total value of the sales of goods or services to which the infringement relates in the relevant
geographic area, may determine the share of the sales of each undertaking party to the infringement on
that market and may apply this share to the aggregate sales within the EEA of the undertakings
concerned. The result will be taken as the value of sales for the purpose of setting the basic amount of
the fine176.
The fines guidelines stipulate that the basic amount of the fine is related to a proportion of the value of
sales, depending on the degree of gravity of the infringement, multiplied by the number of years of
Guidelines on the method of setting fines imposed pursuant to Article 23(2)(a) of Regulation
No 1/2003
(2006/C 210/02)
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infringement. The assessment of gravity is made on a case-by-case basis for all types of infringement,
taking account of all the relevant circumstances of the case. As a general rule, the proportion of the
value of sales taken into account will be set at a level of up to 30 % of the value of sales.177In order to
decide whether the proportion of the value of sales to be considered in a given case should be at the
lower end or at the higher end of that scale, the Commission looks at a number of factors, such as the
nature of the infringement, the combined market share of all the undertakings concerned, the geographic
scope of the infringement and whether or not the infringement has been implemented. The European
Commission considers horizontal price-fixing, market-sharing and output-limitation agreements to be
among the most harmful restrictions of competition. As a matter of policy, such infringements are
heavily fined. Therefore, the proportion of the value of sales taken into account for such infringements
will generally be set at the higher end of the scale178.
In setting fines, the European Commission also take into account aggravating and mitigating factors.
Some of the aggravating factors that may lead to increase in the fines may include: where an undertaking
continues or repeats the same or a similar infringement after the Commission or a national competition
authority has made a finding that the undertaking infringed Article 81 or 82 in that case, the basic
amount of fine can be increased by up to 100 % for each such infringement established, refusal to
cooperate with or obstruction of the Commission in carrying out its investigations, role of leader in, or
instigator of, the infringement may also contribute to higher basic fines.179
Some of the mitigating factors that can contribute to a reduction in the basic amount of fine may include
factors such as: where the undertaking concerned provides evidence that it terminated the infringement
as soon as the Commission intervened, where the undertaking provides evidence that the infringement
has been committed as a result of negligence, where the undertaking provides evidence that its
involvement in the infringement is substantially limited and thus demonstrates that, during the period
in which it was party to the offending agreement, it actually avoided applying it by adopting competitive
conduct in the market180.
The Commission may pay particular attention to the need to ensure that fines have a sufficiently
deterrent effect; to that end, it may increase the fine to be imposed on undertakings which have a
particularly large turnover beyond the sales of goods or services to which the infringement relates. The
Commission may also take into account the need to increase the fine in order to exceed the amount of
gains improperly made as a result of the infringement where it is possible to estimate that amount.
However, the final amount of the fine shall not, in any event, exceed 10 % of the total turnover in the
preceding business year of the undertaking or association of undertakings participating in the
infringement. 181 The Commission may apply the leniency rules in line with the conditions set out in
the applicable notice or offer 10% off the fine if the undertaking accepts liability for cartel conduct and
intends to settle.182
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1.2
United States
In the United States (US), the Sherman Act (1890) and the Clayton Act (1914) provide the legislative
authorizations to prosecute companies that violate competition law within the United States or with
foreign nations. The Clayton Act provides that the amount of damages recoverable may exceed the
amount of actual damages sustained183. If the federal government or its agencies have been victims of
cartel conduct, the Department of Justice (DOJ) may obtain up to treble damages in criminal cases under
the Clayton Act184.
The United States Sentencing Guidelines (USSG) specifies the penalties for enterprises and individuals
that are involved in the cartel conduct in the US. In determining the base fine, the USSG takes into
account the volume of commerce of the perpetrator for the entire period of the infringement. The USSG
also provides that 20% of the volume of commerce should be used to calculate the base fine amount. In
this regard, a company’s volume of commerce is defined as the volume of commerce done by the
company in goods or services that were affected by the violation. More precisely issues relating to the
determination of the value of the cartelised product include whether inter-cartel sales or captive sales
are calculated.185
The USSG stipulates that for individuals who participated in a cartel, the volume of affected commerce
can not only influence the fine imposed on them but also influence the basis for the jail terms that
will be sought against such individuals. An adjustment based on the volume of commerce can be
made to the base offence level indicated in the Sentencing Guidelines (the base level is 12 for
antitrust offences, equating to a jail term of 10 to 16 months). The larger the volume of commerce
of the company employing the individual, the larger the increase to the base offence level and
therefore the longer the jail term provided under the Sentencing Guidelines186
The USSG excludes sales of the cartelized products between the cartel members. As regards captive
sales i.e. sales which are used by the undertaking in the production of a downstream product, the issue
of whether to take these into account would depend on the specifics of the case. These measures are
mainly aimed at avoiding double counting and look in depth at where the US consumers have been
impacted by the cartel behaviour, in the EU these types of downstream sales may be put into
consideration as sales indirectly related to the infringement depending on the specifics of the, so long
as there is no double counting187.In addition, the US also considers a number of mitigating and
aggravating factors to ensure that the fine imposed on the enterprise or individual is appropriate.

1.3
South Africa
In South Africa, the determination of penalties for cartel infringement is stipulated clearly in the six
step methodology of the Guidelines for the determination of administrative penalties for prohibited
practices.188 The six step methodology of determining fines includes: determination of affected
turnover, calculation of the base amount, duration of the contravention, statutory limit of 10% annual
(2006/C 210/02)
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turnover and aggravating and mitigating factors. When determining the affected turnover, the South
African Competition Commission considers the annual turnover of the firm in South Africa and exports
based on the sales of products or services that can be said to have been affected by the contravention.189
1.4
Zambia
In Zambia, the determination of fines on cartels has been through the Competition and Consumer
Protection Act No. 24 of 2010 (the Act) which empowers the Competition and Consumer Protection
Commission (the Commission) to impose a maximum of not exceeding 10% of annual turnover of the
enterprise involved in a cartel. The Act also stipulates that persons involved in a cartel should be liable
upon conviction to a fine not exceeding five hundred penalty units or imprisonment for a period not
exceeding five years or both.190 Based on successive cartel cases, the maximum amount of fines that
the Commission imposed on cartels was 1% of annual turnover in the case of Top Gear and Nine
others191. In that case, Top Gear and nine other garages agreed to start charging customers for obtaining
quotations for repairing motor vehicles that were insured. The Commission investigated the case and
found that the garages were involved in the cartel to fix quotation prices for repairing motor vehicles
that were insured. The Competition and Consumer Protection Tribunal (the CCPT) then fined Top Gear
and nine others 1% and 0.5% of annual turnover respectively.
1.5
Relevant observations
What has been observed in all the four jurisdictions we have looked at, is that the determination of
penalties for cartels has evolved overtime. Among the four jurisdictions that we have looked at, Zambia
is the only country were the Competition and Consumer Protection Commission is still using the annual
turnover to determine the fine to be imposed on an enterprise involved in a cartel. Most Jurisdictions
have moved away from the use of annual turnover because of its weaknesses in failing to capture
exports, failure to consider duration of the infringement and mitigating and aggravating factors. The
use of total annual turnover in determining the fines may also lead to overcharges in fines imposed on
enterprises.
The European Union, South Africa and United States have all developed new ways of determination of
fines which has moved away from the use of total turnover of the enterprises involved in cartels. The
methods developed in those jurisdictions encompass mitigating and aggravating factors, duration of the
infringement, statutory limits as well as consideration of leniency and settlement applications. Due to
the complexity involved in determination of fines, the Competition and Consumer Commission in
Zambia started developing the fines guidelines that will clearly guide the process of imposition of fines
on competition and consumer cases. The guidelines aim at moving away from the use of enterprises
total turnover to the use of relevant sales of the product/service to which the infringement applies in the
latest audited financial year available. The guidelines further aim at encompassing the duration of the
infringement, mitigating and aggravating factors while taking into account the statutory limits of the
fines on cartels.192 It must be noted that in all jurisdictions that we have looked at, competition
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authorities may determine the fines but the courts may uphold, reduce the fine or overrule the decision
made by competition authorities depending on the factors that may be considered in passing judgement.
4. Information Sharing in Cartel Enforcement
The increasingly global nature of cartel investigations poses a true test of African countries’
cartel enforcement capabilities. These complex, international investigations require countries to
bridge the gap of disparate competition laws to collect evidence across borders and bring
individuals abroad to justice.193 The best way to address the reality that business today is global in scope,
whereas laws are national, is for the enforcers to cooperate so as to ensure, when competitive or
deceptive practices problems do arise, that enforcement is effective, outcomes are consistent and
remedies are compatible to the extent possible.
At the center of an effective law enforcement strategy in the international arena is the interplay between
information sharing, enforcement coordination, and the convergence of national laws. What information
can be shared depends on the relevant national laws, and national laws that limit information sharing
necessarily limit cooperation and the benefits that flow from it194. Provisions in national competition
laws generally support such cooperation, particularly with respect to cartel investigations. Some
competition agencies have a clear mandate for cooperation with explicit provisions enabling, under
certain conditions, the sharing of confidential information. Other jurisdictions allow cooperation among
competition agencies if necessary, but do not lay out specific guidelines as to how such cooperation is
to take place.195
Generally, competition agencies may request information from foreign counterparts at any of the cartel
investigation stages; pre-investigation stage, investigation stage, and post investigation stage.
At the pre-investigation stage, a requesting competition agency is likely to need information in
situations where it does not have sufficient indications of cartel behaviour, such as a leniency
application or a complaint from a party that was affected by the alleged conduct. Additionally, a
requesting competition agency may seek information if the information provided by an applicant or
complainant is not sufficient for the competition agency to make a decision on opening an investigation.
Based on the information provided and their respective timing, the cooperating competition agencies
might decide to coordinate their future investigatory efforts.196
Cross-border cooperation at the pre-investigation stage will essentially relate to the timing and scope of
initial investigative actions. This cooperation can include the preparation and coordination of
simultaneous searches and informal discussions on the scope of such searches, such as targets and
relevant product and geographic areas. Such coordinated actions offer the advantage of maintaining the
element of surprise and thus increasing the likelihood of a successful outcome.197
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At the investigation stage, it is important for requesting competition agencies to be able to obtain factual
information that can serve as evidence of anticompetitive behaviour in their respective jurisdictions,
especially when such evidence cannot be obtained from the parties under investigation in the national
territory of the requesting competition agency. This evidence can include documents demonstrating
collusion, evidence of meetings between the participants to the cartel, audio and video records of
negotiations between parties of the cartel, and forensic evidence.198
In addition, at the investigation stage, informal discussions can be held on the state of play and timing
of investigations, the scope of a case and possible remedies. Other aspects of investigations, such as the
coordination of interviews, may also be discussed. This information may be necessary for exploring the
possibility of coordination of a requesting competition agency’s enforcement efforts with that of a
requested competition agency, depending on legal arrangements. Further, competition agencies can
share intelligence and substantive theories of violation and harm, as well as their views regarding the
timing of review and decision. 199
The need for many types of information that may be requested at the pre-investigation stage may also
occur at the investigation stage. This information could include methodological issues, such as the
theory of harm, the definition of the relevant market, and the results of market studies and more general
market information that may be available from a foreign competition agency. In cases where
investigatory efforts are being coordinated by more than one competition agency, arriving at a common
understanding of methodological issues is important to ensure successful coordination.200
The post-investigation stage also called the end of the investigation stage is where the evidence of a
violation has been collected and analysed, and the investigation is completed. Depending on the
jurisdiction, this stage can occur after the formal closing of an investigation, or while the investigation
is still formally open.201
At the post-investigation stage, the most demanded information relates to issues such as determining
remedies and imposing sanctions, particularly the calculation of fines, and the development of case
settlement approaches. For competition agencies requesting information, the information can have
either pure methodological value in the absence of coordination and cooperation in the course of
investigation, or may serve as a means to avoid dual punishment for the same violation for the same
legal and/or physical persons. Achieving cohesion in approaches to sanctions and remedies is important
in situations where cartels affect multiple jurisdictions.202
The collaboration among competition agencies may involve coordinated dawn raids and informationsharing through mutual assistance agreements. For instance, Switzerland has implemented the
cooperation agreement with the European Commission203. In the same vein, parties to the agreement
could in turn sign confidentiality agreements precluding either party to the agreement from divulging
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such confidential information to third parties. JFTC also has entered into Anti-competitive Co-operation
Agreements with USA, EU, & Canada. Some examples of cartel cases were assistance had been sought
from foreign jurisdictions include; Bid-rigging by marine hose manufactures, Price cartel by
manufacturers of cathode ray tubes for televisions, Bid-rigging for automotive wire harnesses, Bidrigging for automotive parts etc.204
One other effective system of sharing information was through platforms such as the webinars; ICN
conferences etc. In the light of this, Agencies should engage one another and get to know each other at
all levels as well as develop investigative tools on how to deal with cartel cases.
This is a relatively new phenomenon in Zambia and no cartel with multi-jurisdictional or international
dimension has ever been handled. However, the Competition Authority in Zambia (CCPC) has taken
strides to enhance its engagement with other agencies both within the region and the world at large. For
instance the Zambia is Chair of the Southern African Development Community (SADC) cartel
enforcement working group. As chair of this Working Group, CCPC organised a teleconference last
year. The main discussion of the teleconference was the proposal for the adoption of the request for
information form. In addition, CCPC has taken keen interest in issues to do with regional cooperation
and has joined the ICN working group and also registered on the implementation of a framework for
sharing Non-confidential information with member jurisdictions.
Some of the notable challenges Zambia faces in cartel enforcement include;




Awareness or understanding of the Leniency Programme is low thus applicants are
never forthcoming.
Absence of Bilateral agreements /MOU between agencies.
Differences in legislation. Most laws did not provide for an obligation to exchange
information. Furthermore, different jurisdictions employ different strategies of
investigations.

To sum up, it must be borne in minds that even as the Competition authority seeks to build its cartel
enforcement capabilities, it is likely to face many of the practical hurdles above and legal constraints
that limit the ability to investigate and prosecute cartel conduct abroad.
5. Conclusion
This paper has highlighted developments in leniency policy, penalty determination and regional
integration. The paper also stressed that most competition agencies worldwide have developed leniency
programmes.
Although leniency programmes differ in various jurisdictions, most jurisdictions consider first indoor
policy for total immunity. Because jurisdictions have parallel leniency policies, enterprises involved in
cross-border cartels will no doubt carefully consider the different requirements for leniency in multiple
jurisdictions, and co-ordinate their applications in order to avoid exposing themselves to potential
liability. There is need to explore means of making application for leniency easier especially for cross
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border cartels considering that an enterprise cannot be the first to apply for leniency in all the
jurisdictions affected by the cartel.
In the determination of penalties, most jurisdictions have developed fines guidelines which encompass
a number of factors in the determination of fines. The paper has shown that the European Union, South
Africa and United States have all developed new ways of determination of fines which captures exports
of the enterprise involved in the cartel infringement, duration of the infringement, mitigating and
aggravating factors. The paper has also shown that regional corporation can help fight cross border
cartels through information sharing and joint investigations of cartels. However, competition agencies
ought to ensure that as they share information and cooperate with other agencies, confidentiality with
respect to leniency applicants is not breached for purposes of having a predicable process that
encourages potential applicants to self-report their involvement in cartel activities.
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ABSTRACT
Cartels are considered by many to be the most egregious competition law contraventions, of which
leniency programs have proved to be an effective tool of breaking them, especially in jurisdictions which
have achieved visibility through hard enforcement. Young competition agencies, especially in
developing countries are adopting use of leniency in cartel enforcement through development of the
relevant guidelines. This case holds for Kenya which amended its Law to cater for leniency
programmes. Leniency programmes are effective only if cartelists not seeking leniency perceive
significant punishment to be sufficiently likely. The programmes involve a commitment to a pattern of
penalties designed to increase incentives of cartelists to self-report to the competition law enforcer.
Jurisprudence provides a methodology of essential ingredients required to run an effective leniency
programme, however, this is based on markets where these programmes have been effective which are
likely to be different with markets in developing nations. The markets in developing countries,
particularly Kenya are peculiar in terms of information asymmetry, competition law awareness, and
general business culture, among others. Further, it is noted that the Competition Authority of Kenya is
a relatively young organization still building visibility through hard and soft enforcement. This
therefore begs the question whether replicating the already tested leniency guidelines, will achieve
much success in Kenya or require to be modified significantly to reflect and appeal to the local business
community. This study presents the cornerstone and benefits of an effective leniency program, the
procedural aspects of a leniency program possible challenges of running a leniency program in the
Kenyan context and possible mitigating actions.
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Introduction
Cartels are considered to be the most outrageous contraventions of competition laws worldwide. Cartels
occurs when competing firms agree, directly or indirectly agree to cooperate and coordinate with the
aim of controlling/fixing prices, output, allocating markets or excluding entry into a market.
Competition agencies use a number of hard and soft enforcements tools/ initiatives in fighting cartels.
These include financial sanctions and prosecutions of the directors of the concerned undertakings and
a self-reporting mechanism in exchange for amnesty otherwise known as leniency. Leniency has been
argued to be one of the effective tools in cartel enforcement.
A leniency programme is a system, publicly announced, of, “partial or total exoneration from the
penalties that would otherwise be applicable to a cartel member which reports its cartel membership to
a competition enforcement agency”. The overall objective of a leniency program therefore is to improve
the level of compliance with Competition laws through increased detection of cartels.
Leniency programs have been gradually introduced over the last two decades for fighting more
effectively against cartels. These antitrust enforcement programs secure lenient treatment for early
confessors and conspirators who supply information that it is helpful to the antitrust authorities.

In Kenya the Leniency Programs is still underway and currently Guidelines are being prepared by the
Competition Authority of Kenya (the Authority) pursuant to Section 89(A) of the Competition Act, No
10 of 2012 (the Act), which provides that the Authority may run a leniency program whereby an
undertaking that discloses the existence of an agreement that is prohibited under the Act and co-operates
with the Authority in the investigation, may not be subjected to all or part of the penalty that can be
imposed under the Act.
The leniency is applicable only in respect of alleged the restrictive agreements, practices and decisions
under Sections 21 and 22 of the Competition Act. A restrictive trade practice refers to an agreement or
concerted practice among competing firms or a decision by an association of firms, to coordinate their
practices, in such a way that it leads to the prevention, distortion or lessening of competition.

These restrictive agreements, practices and decisions need not have been entered into in Kenya. For as
long as a restrictive agreement, practice and decision has an effect in Kenya, the LPG would apply
irrespective of the fact that the activity takes place outside Kenya pursuant to the provisions of Section
6 of the Act.

To further buttress the main issues in this study, the paper has been divided into four Sections. The first
Section shows the cornerstones of a leniency program in Kenya and the benefits that would arise from
having a leniency program in Kenya. The second Section discusses the challenges that arise from the
Competition Act when it comes to leniency and the challenges the guidelines bring forth. The third
Section discusses on the mitigating factors that the Authority is doing and can be taken up to address
the challenges that the study brings. In conclusion, the fourth Section will highlight the way forward
for Kenya and what other developing countries can learn from the experiences of Kenya when it comes
to an effective leniency program.
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1. Benefits and Cornerstones of an Effective Leniency Program
1.1. Benefits of implementing an effective Leniency Program
The overall objective of an effective leniency program is to improve the level of compliance with
Competition laws through increased detection of cartels. The benefits of running an effective leniency
program can be summarized as:1.1.1 Deterrence
Deterrence is achieved when a leniency program makes cartel membership less attractive as there is an
increased risk that one of the cartel participants will report the existence of the cartel. Cartels are
founded on mutual consent and trust but when there is a livelihood or suspicion of one of the cartel
members selling out the rest, then cartel formation or continued existence is undermined which is
beneficial overall to consumers and the competition agencies. The Leniency program has a preventive
dimension in that it implants mistrust within cartels that a member will report it to the authorities.
Enforcement of the Leniency program is therefore a cost eﬀective investigation tool although it
supplements and is not a replacement for ex oﬃcio investigations.
1.1.2 Detection
An effective leniency program will enable the discovery of cartels, as there is an increased likelihood
of the cartel being reported, and thereafter appropriate remedies imposed by the competition agency, it
will lead cartel members, in some cases, to confess their conduct even before an investigation is opened.
In other cases, it will induce organizations already under investigation to abandon the cartel stonewall,
race to the government, and provide evidence against the other cartel members. While the availability
of some investigative techniques, such as consensual monitoring or the compulsion of sworn testimony,
may be limited or nonexistent in jurisdictions where hardcore cartel activity is not a criminal offense,
Leniency Programs can potentially be utilized in any jurisdiction where such conduct is treated as a
criminal, civil or administrative offense.
1.1.3 Sanctioning
Leniency programs are useful in getting the ‘smoking gun’ or first-hand direct ‘insider’ information or
evidence that might otherwise be difficult to obtain. With this piece of evidence, competition agencies
are likely to punish co-conspirators in a cartel. The evidence is essential in calculating the appropriate
financial penalties as competition agencies are in a better position to estimate the overcharge or
consumer harm.

1.1.4 Cessation
Leniency programs cause cartels to cease operation because one or more of the participants terminates
their participation, either because they have applied for leniency or because they are concerned that one
or more of their co-conspirators has or will apply for leniency.
1.1.5 Cooperation
Leniency programs facilitates international cooperation in cartel investigations as many leniency
programs require the leniency applicant to state in which other jurisdictions leniency has been sought
and provide a waiver allowing communication between those competition agencies.
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When the above highlighted benefits are achieved, it is argued that the consumers are the ultimate
beneficiaries are markets are allowed to operate and react to the forces of demand and supply which
translates to achievement of various efficiencies including allocative and dynamic efficiencies.
1.2 Cornerstones of an Effective Leniency Program
Adopting and implementing of an effective leniency program is founded on three prerequisites which
are essential and must be in place before a jurisdiction can successfully implement a leniency program.
First, the jurisdiction’s antitrust laws must provide the threat of severe sanctions for those who
participate in hardcore cartel activity and fail to self-report. Second, organizations must perceive a high
risk of detection by antitrust authorities if they do not self-report. Third, there must be transparency and
predictability to the greatest extent possible throughout a jurisdiction’s cartel enforcement program, so
that companies can predict with a high degree of certainty how they will be treated if they seek leniency
and what the consequences will be if they do not.
These three major cornerstones – severe sanctions, heightened fear of detection, and transparency in
enforcement policies – are the indispensable components of every effective leniency program (Scott.
D, 2004).
1.2.1 Sanctions imposed are significant
The jurisdiction’s antitrust laws must provide the threat of severe sanctions for those who participate in
hardcore cartel activity and fail to self-report. Cartel activity is a balance of probabilities therefore a
leniency program is likely to be successful if penalties imposed on cartelists who do not apply for
leniency are significant, and predictable to a degree. If sanctions are inadequate, cartel participants will
not come forward as the benefits from leniency are reduced or non-existent. Essentially, the value of
the cartel for cartel participants must be less than the cost of getting caught.
Since cartel activity is treated as a criminal, civil, and/or administrative offense depending on the
jurisdiction, authorities around the world rely on a range of sanctions and then apply these sanctions
with varying degrees of severity.
For countries which have cartels as criminal offenses, criminal prosecutions of directors of the
cartelists’ undertakings is always considered to be severe enough. However, there are other jurisdictions
which do not have individual liabilities and criminal sanctions against the directors of firms
participating in a cartels. These jurisdictions will solely rely on financial penalties alone to sanction
cartel conduct, then the financial penalties must be severely punitive if they have to attract leniency
applicants.
For sanctions do be considered to be severe, the perceived risks of the cartel activity must outweigh the
potential rewards. Regardless of whether a cartel is subject to criminal or administrative sanctions, it
is obvious that cartel activity will not be adequately deterred nor reported if the potential penalties are
perceived by firms and their executives as outweighed by the potential rewards. For jurisdictions with
no financial penalties, the penalties must be sufficiently punitive that they will not be viewed simply as
a tax or a cost of doing business. America and Canada for example have fines up to 30 percent or more
of the revenue generated by the sale of the price-fixed product or service during the entire duration of
the conspiracy.
It is further noted that a jurisdiction without individual liability and criminal sanctions is likely not to
be as effective at inducing leniency amnesty applications compared to one that has the sanctions as
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criminal sanctions provide the greatest inducement to cooperation. Individuals stand the most to lose
and so avoiding jail sentences is the greatest incentive for seeking amnesty. Common sense suggests
that the threat of individual exposure will tilt the balance at the margins such that some companies will
report violations that they would not otherwise have reported if they were only facing financial
penalties.
1.2.2 High risk detection
Anti-cartel enforcement is sufficiently active for cartel members to believe that there is a significant
risk of being detected and punished if they do not apply for leniency. Competition agencies therefore
have to demonstrate a commitment to vigorous investigation of cartels using robust investigatory
powers. Those participating in cartels must perceive that there is a real risk of detection. This will
encourage cartel participants to come forward before they are caught. There are further benefits if a
leniency program can create a race between cartel participants to be “first through the door” and/or
ahead of others that may be eligible for lenient treatment (including between a company and its
employee).
The competition agencies should therefore create an environment where business executives perceive
a high risk of being detected and prosecuted if they enter into or continue to participate in cartel activity.
1.2.3 Transparency and Certainty
There must be transparency and certainty in the operation of a leniency policy. Competition agencies
need to build the trust of leniency applicants and their legal representatives by consistently applying the
leniency policy. A leniency applicant needs to be able to predict with a high degree of certainty how it
will be treated if it reports anticompetitive conduct and what the consequences will be if it does not
come forward. Therefore, competition agencies should ensure that their leniency policies are clear,
comprehensive, regularly updated, well publicized, coherently applied, and sufficiently attractive for
the applicants in terms of the rewards that may be granted. The leniency programme should therefore
be sufficiently transparent and predictable to enable potential applicants to predict how they would be
treated.
1.
3. Challenges with Implementation of a Leniency Program in Kenya
The above identified cornerstones are a prerequisite for implementation of an effective leniency
program. However, there are challenges which might be jurisdiction specific which might undermine
these cornerstones an in essence the effective implementation of an effective leniency program. Kenya
is in the process of developing leniency program guidelines which will guide the process of application
for leniency and other processes thereafter but there are some challenges which have been identified
that may worse to the disadvantage of the authority in achieving effective leniency programs. These
are;
3.1 Weaknesses in the legal framework
Antitrust laws in Kenya are anchored on the Competition act No. 12 of 2010 which was promulgated
in August 2011. The Act forms the basis for anti-cartel enforcement and anti-competitive market
conduct. The subsequent amendment of the act in 2014 provided for leniency in Section 89A. It has
been identified that the Act has two major weaknesses in regard to sanctions and coverage of the
leniency program which are likely to undermine the effective implementation of a leniency program.
3.1.1 Sanctions
Part III of the Act prohibits restrictive trade practices with Section 21 specifically prohibiting by object
or effect agreements, concerted practices and decisions by trade Associations which prevent, distort
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lessen competition in trade in any goods in Kenya or a part of Kenya. The sanctions for contravening
the provisions of Section 21 of the Act are captured under Sections 21 (9) (criminal sanctions) and 36
of the Act (administrative sanctions).
The criminal sanctions under Section 21(9) are specified a fine not exceeding 10 million Kenyan
shillings, a jail term of 5 years or both. It is noted that the Authority does not have prosecutorial powers
and therefore to actualize these provisions, it requires a cooperation with the Office of the Director of
Public Prosecutions.
The absence of a specialized competition court and the need to pursue the matter through cooperation
with the ODPP heightens the threshold on the type of admissible evidence required to sustain the
criminal proceedings. Further, the absence of a clear cooperation framework between these agencies
complicates the matrix as the rules of engagement have to be defined at each and every case.
The other challenge presented by this is arrangement is whether the leniency framework will offer
immunity to criminal prosecutions to a leniency applicant when clearly the mandate of prosecutions is
not with the Authority.
Section 36 of the Act offers the administrative sanctions that may be imposed by the Authority which
include a financial penalty. The Section is however silent in the amount of financial penalty to be
imposed. The legal interpretation of the reading of this Section of the Act together with Section 21 (9)
of the Act is that 10 million Kenyan shillings is the maximum financial penalty the Authority can impose
to cartel activity.
In view of the level of commerce in the country and amounts of profits that can be generated from cartel
conduct, 10 million Kenyan shillings might not deterrent enough and therefore cannot incentivize cartel
members to come forth to self-report so as to benefit from leniency as obviously the gains from
cartelization outweigh the supposed financial pinch.
3.1.2 Scope of leniency
The scope of leniency as provided for by the Act is very wide and may be subject to misinterpretation.
Section 89A of the Act reads that the Authority may operate a leniency program where an undertaking
that voluntarily discloses the exercise of an agreement or practice that is prohibited under this Act and
cooperates with the Authority in the investigations of the conduct.
The interpretation of this Section is that an undertaking which contravenes any Section of the Act can
apply for leniency. Prohibitions under the Act cover consummation of a merger without approval,
restrictive business practices, abuse of dominance, misleading and misrepresentations among others
considering the expansive coverage of the Act which incorporates provisions for consumer protection.
The lack of specifity of this part makes it awkward to implement a leniency program without narrowing
the scope of coverage to cartels in line with best practice through the appropriate guidelines. Legal
practitioners will always find fault why the Authority is limiting itself to cartels when the Act is broad
on the contraventions covered as they can argue that a guideline cannot supersede a substantive law. It
has been noted by the Authority that many legal practitioners have actually approached the Authority
on leniency on matters such as mergers consummated without our approval, though leniency should
only apply to cartels
3.1.3

Settlements
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The Act also empowers the authority to enter into settlement agreements with undertakings on the terms
agreed upon by the parties under Section 38. There is a risk of undertakings confusing settlements with
application for leniency as others will propose that by opting to settle with the Authority, the Authority
should downgrade the applicable financial penalties considerably.

4. Visibility
The Act was operationalized in August 2011 with the establishment of the Authority, which then a
skeleton staff and other challenges associated with new establishments including low visibility and
material constraints. In the Authority’s first strategic plan which runs from the financial year of 2013/14
to 2016/17, visibility was noted as one of the challenges. In fact visibility is one of the key areas the
Authority is focusing on as there is need to continually enhance the corporate image and visibility of
the Authority. The visibility is therefore to be achieved through a mix of hard and soft enforcement
initiatives and advocacy.
From inception, the Authority has been successful in bursting cartels in the retail market, outdoor
advertising and insurance sectors. All these cases were concluded through settlements with the parties
agreeing to pay financial penalties among other conditions. The cumulative amount of all penalties
imposed to the parties is approximately 12 million. Other cartel cases are at various stages of
completion. Through this initiatives, the Authority has received some publicity as these decisions were
gazetted and publicized in media ad have also been discussed at various forums but the Authority still
has not reached the level where this can be considered to be deterrent and also heighten the possibility
of cartel members self-reporting as they still perceive that their chances of being busted are slim.
As noted earlier that in absence of a robust history of vigorous investigations and sanctioning of cartels,
implementing leniency program might face challenges as the cartelist will weigh the chances of being
detected against self-confessing. The cartelist may also elect to end the secret cooperation quietly and
hope that it won’t be detected in the short run. It can be argued that the Authority is relatively young
and has not build enough history of bursting cartels to successfully implement a leniency program.
5. Recidivism
Recidivism is a significant challenge in cartel enforcement. In the past 25 years, antitrust authorities
have increasingly incorporated counts of corporate recidivism as an aggravating factor in their cartelfining guidelines. Economic theory supports such policies because prior experience in cartelization is
believed to enhance a participant’s ability to negotiate and sustain future collusive agreements.
However, these policies seem to have been implemented on the basis of the limited, perhaps anecdotal,
experience of single agencies with defendants.
Companies can also be recidivists under the law. In the context of price-fixing, a company will be
identified as a recidivist in the most general sense if it is convicted a second time for cartel conduct, no
matter where or when the earlier violation took place. Cartels tend to be formed in narrowly defined
product markets. Because many companies are large, diversified organizations, some might argue that
corporate recidivism could be reserved in a more restricted sense to mean repeated violations in an
identical market. However, criminal systems generally, and antitrust in particular, do not apply such a
narrow definition. In antitrust enforcement; previous convictions for price-fixing in any line of business
within a decade or so are cause to increase sentences for repeated price-fixing.
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6. Information Asymmetry
Leniency programs are effective when there is some degree of predictability of penalties to be imposed
to enable potential applicants to roughly estimate the benefits and costs of seeking leniency. The Kenyan
economy has the disadvantage of some parties having better or more information than the other thereby
putting them at a disadvantage when it comes to matters negotiation and predicting outcomes.
It has been noted that the cost of accessing information, in regard to time involved is, enormous. This
challenge is compounded by continuous dynamism in the market especially involving the new
economy. This therefore requires continuous staff skills development to facilitate analysis of
competition cases and collection of information including adequate resources outlay to develop
knowledge management systems.
The information asymmetry also undermines effective investigations and sanctioning of cartels as
information in some industries may be scanty. In regulated sectors, the sector regulators which are
government agencies such as the Registrar of Companies may be the custodian of vital data and
information but with lack of clear rules of engagement regarding information exchange and
confidentiality, access to this information might be tricky.
Information exchange will therefore affect the implementation of an effective leniency program as it
undermines effective investigations and sanctioning of cartels and parties may not be privy to the
existence of leniency programs as envisioned by the Act.
7. General business culture
A leniency programme is ineffective unless cartels are actively and significantly punished. If that
precondition is not met, then it is rational to forego a leniency programme. A 2004 survey of developing
country competition agencies found that almost everyone felt the absence of a competition culture, both
among other parts of government and the public at large. This is evident in Kenya as the law came into
force in 2010, it is therefore is very new among the business community.
The business community already had an accustomed way of doing their affairs. There are therefore not
aware of the law and may therefore be contravening the law knowingly and unknowingly. From the
business community, such as the Kenya Association of Manufacturers they hope that the Authority
would put more emphasis on supervision and compliance rather than investigation and compliance
because of the level of ignorance among the business community regarding the law.
To further bolster on the challenge of the business culture there are already existing laws that have
infringed the Competition Act this is quite evident in the Energy sector which have price formulas for
petroleum products this consequently encourages price fixing and cartelization which is fundamentally
anticompetitive.
8.

Proposed Measures Addressing The Challenges

The challenges highlighted in chapter two may not be unique to Kenya as many young jurisdictions
grapple with these challenges as they endeavor to strengthen their competition enforcement. The
challenges can be mitigated by deliberate measures in the short and long run which are aimed at curing
each of the challenges to achieve desirable goals. The mitigating measures in this instance will include
but not limited to; amending the existing law, developing requisite guidelines and fostering cooperation
agreements with government agencies and stakeholders.
8.1 Amendment of the Law
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The Authority through engagement with the requisite Government agencies has initiated the process of
amending the Act to address the identified areas of weaknesses. Among the Sections proposed for
review is Section 36 which deals with administrative remedies. It has been proposed that financial
penalties should be pegged at a percentage turnover of the infringing undertakings in line international
best practice. The successful review of this Section 36 will remove the ceiling on the financial penalties
to be imposed and make the process of determining financial penalties scientific and predictable. This
is envisaged to achieve the deterrence effect as the financial penalties will be a proportion of the cartel
turnovers.
The Authority has further developed a fining and settlement guideline which is aimed at achieving
transparency, predictability and consistency to the process of arriving at financial penalties to be
imposed. The amendment of Section 36 will further enhance the application of the fining and settlement
guideline.
The guidelines adopts four stages of arriving at the appropriate financial penalty as;
 Determining the relevant (affected) turn over,
 Establishing the period of the contravention,
 Establishing the base percentage, and
 Adjusting the base percentage for aggravating and mitigating factors.
The aggravating factors identified in the guideline are recidivism, non-cooperation, period of
contravention, the sector in which the contravention occurs especially if in involves vulnerable
consumers, and type of agreement whether vertical or horizontal. The mitigating factors identified
include cooperation, first time offenders, ability to pay the financial penalty. The aggravating and
mitigating factors are scored and adjusted to the base percentage to arrive at the relevant percentage to
be charged.
8.2 Development of requisite guidelines
A leniency program guideline is key in actualizing the provisions of Section 89A of the Act. The
Authority thus in the process of developing these requisite guidelines. The proposed leniency program
guidelines should endeavor to address some of the challenges that have been identified with the
operationalization of leniency programs in other jurisdiction. Some of the areas which have been
identified for attention in the proposed leniency guidelines are;
 Relationship between administrative actions, criminal actions and civil actions
A key concern for potential leniency applicants is the scope of application of the leniency program
across different adjudicatory institutions. The question is whether the leniency agreement negotiated
with the Authority can and will protect the applicant from administrative actions only or also from
criminal actions initiated by the prosecutor and/or civil actions brought by affected customers.
The effectiveness of a leniency program depends to a large extent on the ability to offer the right
coverage to leniency applicants so that the risks from using self-incriminatory evidence provided by the
applicant as basis for other criminal/civil actions is minimized.
To that end the guidelines need to offer a clear position regarding the connection between
administrative, criminal and civil proceeding as well as the use of evidence obtained through the
leniency application in front of other adjudicatory institutions.
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Potential coverage of physical persons by the leniency agreement (and individual leniency) to
incentivize cooperation and potentially enable individuals to come forward if companies do not decide
to approach the authority.
The introduction of an individual leniency program creates a race between the company and its
employees especially in jurisdictions which have individual criminal liability. Some jurisdictions, most
notably the US and the UK, operate leniency programs for individuals in addition to the corporate
leniency programs. If the corporation is first to qualify, its employees and directors are covered under
its immunity. However, if a company fails to report a cartel that an employee conveyed, only the
employee will benefits from individual immunity.207
When criminal liability for cartel violations exists, including individuals as potential beneficiaries of
the leniency program is a pre-requisite for an effective leniency policy. The issue of potential
beneficiaries of leniency policy is closely linked to the question of sanctions, whether a given
jurisdiction entails personal or only corporate liability in cartel cases.
Cartel behavior is traditionally punished by pecuniary sanctions imposed on companies (corporate
sanctions), however several jurisdictions also provide for criminal liability of individuals involved in a
cartel conduct with corresponding sanctions (imprisonment and/or fines).208 Those include the United
States, United Kingdom, Canada, Russia, Germany, New Zealand, Ireland, Mexico, Switzerland,
Brazil, Netherlands and France.209
A jurisdiction with individual criminal liability must ensure that its leniency program also offers
protection against criminal sanctions for the relevant personnel. Otherwise, a company, acting through
its officers who may have been implicated in the cartel, would be much less likely to come forward
under leniency.210 A leniency policy in a jurisdiction with criminal liability is unlikely to work unless
it provides for immunity/leniency for the applicant corporation’s employees.
Given the potential exposure of natural persons to sanctions under 21 (9) of the Act, individuals should
also be protected under the leniency program. Providing immunity for all relevant individuals of a
corporation that receives leniency increases predictability as well as the likelihood that the management
will approve the participation of the corporation in the leniency process, and fully participate in it.


Limitation of the right to revoke conditional leniency in order to enhance legal
certainty.
While the Authority should have the right to revoke the protection of the corporate conditional leniency,
this shall be limited to serious cases of non-compliance with the cooperation requirement. Especially in
the beginning of a leniency program, the Authority needs to build up credibility with potential
applicants. The guidelines should refer to this possibility but limit it to serious breaches. Otherwise,
potential applicants might
 Extension of the period when leniency applications might be admissible.
The guidelines should be flexible on the timelines of receiving applications. Authorities have an
incentive to receive leniency applications until the moment the matter has been adjudicated. Even cases
where the Authority has some evidence of collusion are susceptible to be lost. To that end, it would be
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better to explicitly enable applicants to apply for leniency for as long as new and valuable evidence can
be introduced in the file.


The ability to of applicants to keep appearances with other cartel members (rather
than cease all communication) under the direction of the authority.
Some jurisdictions such as the EU, Mexico, the Netherlands, and the UK allow to keep up appearances
vis-a-vis cartel co-conspirators as a sudden stop in cartel activities might alert them of the ongoing
contact with the authority. The reasons for maintaining cartel participation mostly concern protecting
‘the element of surprise of any forthcoming inspections’.
The guideline should therefore consider allowing leniency applicants to participate in cartel meetings,
but only in exceptional situations and under the direction of the Authority.


Disqualification of coercers, cartel initiators or ringleaders from leniency
applications
While excluding coercers and others might have a deterrent impact on cartel formation, potential
applicants might fear to be falsely accused by other cartel members, even by second applicants that
want to benefit from a full exemption by disqualifying the first at the door. To that end, the guideline
should endeavor to clarify that only irrefutable evidence of these conducts will disqualify their
application as well as the fact that the burden of proof will lie with whoever alleges such grounds for
disqualification.
 Potential disclosure of the identity of leniency applicants.
To fully mitigate against the potential risk of disclosure of the identity of the leniency applicants, all
aspects of confidentiality have to be considered in the guidelines.
Confidential handling of leniency applications is key to assure the success of the program as it
strengthens the incentives for leniency applicants to come forward. An applicant may be concerned
about disclosure of his identity or the information provided within the leniency application given (a)
potential civil damage actions in Kenya and other countries and (b) “reputational damage” in the
business community.
Information contained in documents and statements produced within a leniency application typically
include evidence and admissions that would not have been obtained through a regular investigation.
Since such admissions will not be available from the other cartel members, the leniency applicant may
be disadvantaged, unless the information he supplies is treated confidentially. Therefore, Competition
Agencies have generally argued in favor of protecting leniency applications against potential benefits
of disclosure. Leniency applications bring many cases to light in the first place and enable Authorities
to gather valuable information for private enforcement – even beyond the leniency statements
themselves.211 Even when the EU decided to strengthen civil damage actions for antitrust infringements,
the Commission maintained that leniency statements or verbatim quotations from leniency statements
should be exempted from the disclosure of evidence.212 Confidentiality should therefore be considered
at all levels during the process of application and the subsequent processes. These are;

Scott D. Hammond, Director of Criminal Enforcement, Antitrust Division, U.S. Department of Justice “Dispelling the
myths surrounding information sharing” speech presented before the ICN Cartels Workshop Sydney, Australia November 2021, 2004, available at: http://www.justice.gov/atr/public/speeches/206610.htm
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See: Article 26 of the Directive 2014/104/EU on certain rules governing actions for damages under national law for
infringements of competition law, OJ 2014 L 349/1.
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i.
Confidentiality during the application and investigation stage
During the application and investigation stage the identity of the leniency applicant should not be
disclosed to anyone outside the Authority without prior consent. In practical terms, this implies that the
leniency applicant might be subjected to the same investigation procedures than other cartel members.
ii.
Confidentiality during the prosecutorial stage
The Authority may even aim at protecting the identity of the applicant during the prosecutorial stage.
This approach would require the Authority to gather incriminating evidence from the applicant just as
from any other cartel member. This would allow the Authority to avoid referring explicitly to the
information provided in the leniency Application.
Generally, jurisdictions struggle to balance due process against the protection of leniency applicants.
For instance, the EU informs defendants of the applicant’s identity at the statement of objections213 and
follows regular access-to-file procedures (with possible confidential handling of business secrets and
other confidential information). However, with views towards confidentiality of any self-incriminating
evidence provided by the applicant, access to corporate statements submitted by leniency applicants is
only available to defendants at the Commission’s premises, without the possibility to make a copy of
any sort.
The US Department of Justice (DoJ) will not disclose the identity of the applicant unless required to do
so by court order in connection with litigations.214 In the past, the DoJ has been able to reach plea
agreements on limited information thereby being able to protect the identity of the applicant. However,
it has been forced to disclose more information to defendants in proceedings and even the applicant’s
identity in open court cases.215
Finally, there might be a risk that other defendants could deliberately leak confidential information
obtained during discovery to negatively affect the applicant. The authority could potentially addressed
this concern by requiring defendants to sign a statement committing to use the information provided by
the leniency applicant only for the exercise its defense rights in connection with the investigation, and
to treating all information confidentially. This statement could provide for a fine in case of noncompliance.
iii.

Confidentiality after the cartel decision

Following the final court or administrative ruling some authorities such as the EU Competition
Commission publish the identity of the applicant. However, they will continue to treat any selfincriminating evidence of the applicant confidential in order to seal them from subsequent civil action
claims. In the US, proffers are protected only to a limited extent from disclosure in court ruling. The
guidelines should therefore be clear on whether to conceal the identity of the applicant after all the
processes are concluded or not.


Ability and scope of cooperation with other Competition Authorities for the
purpose of multi-jurisdictional cartels.
The guidelines should clarify whether the applicants can waive confidentiality for the purpose of
enabling the Authority to coordinate with authorities from other jurisdictions. This is crucial since the
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first applicants to leniency programs may be international firms participating in multi-jurisdictional
cartels and also in view of the regional integration and the need for cross border cooperation between
various competition agencies.
A waiver of confidentiality in a cartel investigation constitutes a consent from a leniency applicant to
waive the confidential protection of its application in order to allow the agency to share such
information with other Competition agencies. As a general rule, Competition agencies would not
disclose the identity or any other information obtained from the applicant with their counterparts.
However, in multi-jurisdictional cartel investigations a waiver can be extremely helpful to obtain
relevant evidence across jurisdictions and successfully prosecute all the cartel members.
The key element of waivers is that the receiving authority shall treat the information with the same level
of confidentiality as the one providing it. The exchanged information cannot include privileged
information such as information protected by attorney-client confidentiality. Finally, while the waiver
must always be consensual on the side of the leniency applicant,216 Competition agencies may strongly
encourage or even require that a leniency applicant provides a waiver.
8.3 Cooperation framework with other government bodies
The Authority has developed a number of cooperation agreements with sector regulators including the
Communication Authority of Kenya, Kenya civil Aviation Authority, and the Central Bank of Kenya
and is in the process of developing memorandum of understanding with the Public Procurement
Oversight Authority and the Office of the Director of Public Prosecutions among others.
These cooperation are aimed at bridging the information asymmetry gap and defining the working
relationships of these institutions especially in regard to information exchange and confidentiality so as
to strengthen cartel investigations and sanctioning.
Cooperation with the Office of the Director of Public prosecutions is key in regard to speedy prosecution
of cartel cases which will ultimately achieve the deterrence effect. Cooperation with the Public
procurement Oversight Authority is vital in pursuing bid rigging cartels which milk the economy of
millions of shillings.
The Authority has already secured the cooperation of the Directorate of Criminal Investigations with
having criminal investigations officers from the police seconded to the Authority to strengthen it’s the
investigations capacity.
8.4 Cooperation with other stakeholders
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The Authority is keen on building networks with other stakeholders especially the business
community with the aim of sensitizing them on the Authority’s mandate and processes. The
cooperation is achieved through;
Annual CAK symposium,
Involvement of stakeholders in marking of key days on the competition calendar including the
world’s competition day and the world’s consumer rights day,
Press releases and interviews, and
Trainings and capacity building

ICN, Waivers of Confidentiality in Cartel Investigations – Explanatory Note, p. 3.
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9. Conclusions and Way Forward
Leniency programs have been identified as powerful tool for cartel enforcement. The implementation
of a successful leniency program in Kenya will require achievement of the cornerstones for an effective
leniency program and interaction of other factors. The proposed amendments to the Act is identified to
be key to the effective implementation of the leniency program and should therefore be comprehensive
to address all the weaknesses that might undermine the Authority’s enforcement initiatives. A financial
penalty based on the relevant turnover for the preceding years of an undertaking will be considered
deterrent as the gains from the cartel activity will be less than the administrative fines if caught. The
amendment will also work to complement the current fining and settlement guideline already developed
and adopted by the Authority.
The Authority should also be seen to be aggressively engaged in pursuing and stopping cartels within
the economy. This can be achieved through capacity building to strengthen the cartel detection,
investigations and sanctioning. The Authority should further prioritize sectors which the aim of
optimally utilizing resources to achieve the greatest impact.
Cooperation with sector regulators and other government bodies is equally key in achieving an effective
leniency program. The cooperation will ensure that the various statutes are speaking to each other and
work to bridge the information asymmetry that exists in the economy. The cooperation, especially with
the Office of the Director of Public Prosecutions will ensure that cartel cases are prosecuted in the
Kenyan law courts which is necessary to achieve deterrence especially with the criminal sanctions of
which individual criminal liability is obvious.
Engagement with stakeholders will sell out the leniency programs guidelines to the business
community, trade associations and other parties who may be the likely beneficiaries of the leniency
program. The guidelines therefore should be comprehensive and simplified so that the predictability
and transparency aspects are achieved. The guidelines should therefore be exposed to stakeholders for
comments before adoption.
The Authority should also continue building visibility and credibility through both hard and soft
enforcement initiatives. These include publishing the Authority’s decisions in the Kenya gazette and
daily publications and media briefs, aggressive pursuance of cartels, holding trainings and sensitization
sessions with the consumers among others.
The Kenya competition market faces cross-border cartels which have a regional dimension, it is
therefore essential that when formulating the guidelines, the Authority should be alive to this fact and
propose guidelines which have a regional dimension.
A country cannot rely on others’ anti-cartel actions or leniency programmes. Foreign countries’ actions
do not help against purely domestic cartels. International cartels can operate globally except for those
jurisdictions where they perceive the antitrust risk to be too great, and there is evidence suggesting that
their overcharges are larger in countries not actively fighting cartels. Thus, one country cannot rely on
another’s anti-cartel proceedings. With respect to leniency programmes, the trend is towards restricting
information originating, ultimately, from leniency applicants. Thus one country cannot rely on another.
The Authority therefore should however borrow on best practice but domesticate it to for the local
business environment for maximum gain.
It is thus concluded that the Authority should develop leniency programs guidelines that are reflective
of the peculiar Kenyan market which is aware of the business culture and also cognizant of the fact that
250

with the ignorance of the business community there are cases of repetitive cartels which is as opposed
to adopting the would be globally accepted leniency guidelines.
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Abstract
Transport sector plays a crucial role in Malawi’s economic development. The sector has been identified
among key factors that are crucial to trade. Malawi, being land-locked and importer of fuel, registers
relatively high transport costs. However, past studies observed that the transport costs in Malawi do not
compare favourably with other land-locked countries in the region. It was against this background that
CFTC conducted a study into the transport sector to establish the level of competition and its effect on
the market. The study reviewed the structure, existing regulation, conduct of market players and how
they influence market outcomes.
The study found that performance of transport sector is affected by a number of factors some of which
are competition related. The study found substantial evidence that suggest price-fixing cartels and other
unilateral conducts. These were found to contribute to poor performance.
Furthermore, the study found that competition in the transport sector is impeded due to existing
regulations which create barriers to entry and do not incentivize market players to behave in a
competitive manner. For example in air transport, the study found that reforms in licensing of airlines
would improve competition in airline industry and result in reduction in fares which are currently among
the highest in the region.
The findings of this study call for the Commission to institute enforcement and advocacy activities.
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1.

Introduction

Transport sector plays a crucial role in Malawi’s economic development. The sector is identified among
key factors that are crucial to trade. Malawi, being land-locked and importer of fuel, registers relatively
high transport costs. However, past studies observed that the transport costs in Malawi do not compare
favourably with other land-locked countries in the region. It was against this background that CFTC
conducted a study into the transport sector to establish the level of competition and its effect on the
market.
The study was conducted in the cities of Lilongwe and Blantyre through interviews with regulators,
operators and consumers in the transport sector. Relevant literature was also reviewed as part of desk
research. Structure, Conduct Performance approach was employed to understand the competition issues
in the sector.
2.

Problem Statement

Previous research on the transport sector in Malawi and its neighbours in southern Africa has recognised
that both regulatory and infrastructure developments, as well as competition between transport service
providers are important in reducing transport costs (See Ncube et al., 2015; and Teravaninthorn and
Raballand, 2009). This is recognised as being particularly important in the case of road transportation
of goods and passengers in Malawi whereby road routes accounts for approximately 70% of internal
freight traffic, more than 90% of the country’s international freight traffic, and 99% of passenger traffic
(Lall et al, 2009; Republic of Malawi, 2015a).
High transport costs, particularly for road transportation of passengers and goods, have been linked with
high fuel prices in recent years in Malawi. Ministry of Transport estimate that transport costs account
for about 56% of the costs of imports and exports in Malawi. Rising fuel costs are related also to the
significant depreciation of the Kwacha in recent periods. Publically available information suggests that
fuel costs in Malawi are amongst the very highest in the Southern African region (Helema, 2015).
Interestingly, World Bank (2014) indicates that Malawi ranks second behind South Africa in terms of
the overall Logistics Performance Index (LPI) scores relative to neighbouring countries Mozambique,
Tanzania, and Zambia, as well as South Africa which is added as a further comparator (Table 2). Malawi
seems to perform well in terms of customs procedures and road infrastructure measures, as well as
logistics quality. However, Malawi ranks relatively poorly on international shipments which partly may
be a consequence of the fact that the country is landlocked and as such may rely on the logistics systems
in other countries including efficiencies at ports to facilitate shipments. It is worth noting that Malawi
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has a strong presence of sophisticated global players in forwarding and logistics operations which may
explain the relatively strong scores in terms of the performance of its logistics systems overall.
Table 2: Logistics Performance Index scores and rankings, 2014
Malawi
Scor
e
Overall LPI

Mozambique

Rank Score

South Africa

Tanzania

Zambia

Ran
k

Score

Rank

Score

Ran
k

Score

Ran
k

2.81

73

2.23

147

3.43

34

2.33

138

2.46

123

Customs

2.79

62

2.26

126

3.11

42

2.19

135

2.54

86

Infrastructu
re
Internationa
l shipments

3.04

48

2.15

135

3.20

38

2.32

114

2.31

115

2.63

108

2.08

154

3.45

25

2.32

137

2.13

152

Logistics
quality and
competence

2.86

70

2.10

153

3.62

24

2.18

145

2.47

114

Tracking
and tracing

2.63

100

2.08

152

3.30

41

2.11

150

2.47

120

Timeliness

2.99

100

2.74

134

3.88

33

2.89

107

2.91

105

Source: World Bank (2014)

More recent studies in the region have identified competition and regulatory issues as concerns in the
SADC road freight sector, including the Malawian market, and focused less on infrastructural
constraints. Ncube et al (2015) considered competitive dynamics in road freight transportation in
Malawi, Tanzania and Zambia, through evaluating the transportation of fertilizer in each country as a
case study. Their findings were that outcomes in the transport sector were driven by a range of factors
including the availability of return loads for transporters linked to increased economic growth and trade,
price regulations for transport through the state such as in the transportation of subsidy fertilizer, and
the bargaining power of user groups relative to one another. For Malawi, it was further found that the
transport sector is concentrated in terms of a few large transporters, although there are many owneroperators as well. Outcomes are also significantly affected by the fact that there are few opportunities
for return loads within Malawi, which contributes to very high domestic transport prices (Ncube et al,
2015).
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A primary driver of transport sector outcomes in Malawi is the fuel price. From various interviews
conducted, including with transporters of goods and passengers, operators cited high and rising fuel
prices as a primary influence on transport prices and thus the cost of goods and services.
Malawi imports fuel from international markets and is thus directly affected by global prices for oil
which have declined significantly (by around 50%) since mid-2014 (
Figure 7). Interestingly, although the global prices for oil have declined in this period, Malawi fuel price
has not significantly reduced when compared to neighbouring countries. This is likely to reflect a low
transmission of global prices to the domestic environment, which may be caused by apparently high
domestic taxes on fuel relative to other countries and high costs of transporting fuel by road.
Figure 7: Brent crude oil monthly price, 2010-2015
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The impact of global oil prices on domestic prices is linked also to the prevailing exchange rate
conditions. The Malawian Kwacha (MK) has on average depreciated relative to the US$ in recent years,
which has the effect of increasing the costs of purchasing and importing fuel (
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Figure 8).
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Figure 8: Malawi Kwacha per US$, 2010-2015
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The Kwacha was officially devalued in May 2012, however the most significant increase in the fuel
prices was observed from as early as November 2011, prior to the devaluation. This change is linked to
a change in the pricing formula applied in November 2011 following fuel shortages in 2011. Currently,
Malawi employs Automatic Pricing System in which the price of petroleum products is determined
using the values of three components, namely: the In Bond Landed Cost (IBLC), taxes and levies, and
industry margins (World Bank, 2015).
It was only in May 2012 that fuel prices declined significantly for a brief period, before increasing
gradually from mid-2012 following the currency devaluation (which would affect the import price of
fuel). The country registered other fuel price decreases mid-2014, December 2014 and January 2015.
Another fuel price increase happened in May 2014.
In a recent market inquiry the CFTC assessed the responsiveness of passenger minibus and bus fares to
reductions in the fuel price. The assessment found, amongst other factors, that fares for passenger
transportation by bus and minibus did not respond positively to fuel price reductions. The operators
were reluctant to reduce fares as they were uncertain of what would happen to the fuel price in the next
period. The operators opined that it would not make a business sense to adjust bus fares downwards
every time the fuel price fell since other cost parameters remained stable or adjusted upwards. This is
contrary to the assertion that fuel main cost centre for the transporter.
The transportation of goods, are also affected by the relative trade position of Malawi. Briefly, this ties
in with the availability of backhaul (or return loads) for transporters bringing products into Malawi and
the fact that the imbalance in trade i.e. the net trade deficit, means that transporters are not always able
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to secure sufficient backhauls of export goods from within Malawi (Figure 3). In effect, the transport
cost is likely to be placed largely on the import leg.

Figure 3: Malawi trade balance, 2010-2015
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The macroeconomic indicators above directly impact on the outcomes in the transport sector.

3. Findings
3.1.

3.1 Competition analysis of freight and passenger transportation by road

The National Transport Policy recognizes the centrality of road transport services as part of Malawi’s
intermodal transport system. However, in the various sections of the policy framework there is limited
reference to principles of competitive rivalry between operators and mechanisms for encouraging both
price and quality-based transport service competition. Encouraging greater rivalry between operators,
and removing regulatory and market conduct constraints to this, is consistent with a renewed emphasis
in SADC and other regional bodies on regulating for quality-based competition through harmonising
standards and rules such as those pertaining to overloading, transit bonds, border management and
charges, and rules preventing corruption (Bingandadi, 2011).
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3.1.1 Freight transportation by road
The transportation of goods by road both within Malawi and across national borders is critical to
economic growth and trade with international partners. The main sea ports through which goods are
imported or exported by road are Beira (Mozambique), Durban (South Africa), Dar es Salaam
(Tanzania). Nacala port (Mozambique) is more important in terms of transportation by rail. The primary
domestic route for the movement of goods is between the two main cities of Lilongwe in the central
region and Blantyre in the southern region.
Road freight in Malawi is characterized by a close interaction between the roles of freight forwarding
agents, and trucking companies. Forwarding agents typically act as the intermediary between the users
of transport services and the truck operators, particularly for larger clients, and are involved in procuring
trucking services on behalf of clients as well.
Most clearing and forwarding agents interviewed provide a range of logistics services including
customs clearing, warehousing, arranging or providing transport using their own or outsourced fleets,
and facilitating the shipment of goods for both domestic and international consignments. Other market
participants also provide complex supply chain and project management services, as well as depot
facilities with capability for specialized services such as fumigation and storage of clients’ tobacco
stock given the importance of tobacco exports for Malawi’s economy. A wider range of services allows
the agent to offer a one-stop-shop for clients in terms of transporting goods, effectively facilitating an
end-to-end service solution from the factory gate until the product is delivered to its destination.
In terms of medium to large-sized freight forwarders, there are approximately eight forwarding agents
in Lilongwe and six in Blantyre. These firms service ‘blue-chip’ clients, and handle more than 300 loads
(40-ft container equivalent) a year. It is estimated that there are around 150 registered clearing and
forwarding agents in Malawi. Most market participants interviewed indicated that the major players at
this level included Bridge Shipping, UTI, Combine Cargo, Transmaritime, Manica, Bollore Africa
Logistics and CWT-ASI. In general, it appears that concentration in this market is greater when looking
at companies with specialized capabilities, or those that focus on specific routes or types of goods. For
example, some firms are able to conduct in-house warehousing and blending on behalf of tobacco
company clients looking to export produce, while others specialize in the importation of goods and
smaller packages, and may have smaller export divisions than others.
Forwarding agents in Malawi seem to be organized in one of two main industry associations being the
Clearing and Forwarding Agents Association of Malawi (CAFAAM) and Indigenous Customs Clearing
and Forwarding Association (ICCFA). It appears that the largest freight forwarders are mostly members
of the former which assists its members in terms of aggregating and presenting complaints and concerns
of the industry to government and agencies in Malawi and other countries such as Mozambique.
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For typical contracts, such as for tobacco industry clients, forwarding firms submit bids to clients
containing their rates, previous experience, service levels, average transit times, and various key
performance indicators which are then assessed by the client. In terms of the rates charged, these are
based on various factors such as port charges, and previous rates charged, although some components
such as fuel and tyres which constitute the transport costs are the responsibility of the transporter.
Some of the largest trucking companies with bases in Malawi are Siku Transport, R. Gaffar Transport,
and JJ Transport. According Transporters Association of Malawi, there are between 100 and 200
trucking companies in Malawi. The market players gave an indication that there were high levels of
competition at the trucking level of the supply chain. The two main sources of increased competition
identified in the interviews are the influx of small Malawian operators (with between one and fifteen
trucks) in the past three to four years, and the growth in the participation of Mozambican truckers in
particular on Malawian cross-border routes. The small Malawian operators are said to have lower
overheads and a lower cost-base and as such are able to challenge incumbent operators using lower
rates.
Trucking companies from Mozambique apparently charge far lower rates than Malawian truckers also.
An example given by a transporter with operations in both countries is that on the route from Blantyre
to Beira, the current rate offered by Malawian transporters is approximately $75/ton compared to
$65/ton offered by Mozambican truckers.
Trucking companies indicated that truckers from Mozambique and South Africa (to a lesser extent)
have several key advantages over the operators in Malawi. One aspect relates to relatively higher fuel
costs in Malawi, which can constitute around 50% of the transporter’s costs. The fuel price in Malawi
is around 30% higher than in Mozambique and other neighbouring countries.
Other related cost which increase the relative cost-base of Malawian truckers include the 25% duty
which is applicable since 2012/3 in Malawi for the importation of tyres plus excise duties charged to
tyre retreading companies for retreading tyres which they apparently pass on to trucking companies. In
Mozambique, transporters can import parts and tyres on a duty-free basis.
Trucking companies also note high relative toll charges applicable between Mozambique and Malawi.
Specifically, the distance and route between the ports in Mozambique to the main cities in Malawi is
such that the transporter travels a longer proportion of the distance in Mozambique – this apparently
means that a Malawian transporter travelling to or from Mozambique incurs a greater cumulative toll
fee charge within Mozambique than a Mozambican transporter. Additional fees in Mozambique include
the transit bond (Contramarca) which was introduced around three years ago which amounts to around
$150 per truck, and takes some time to clear with the relevant authorities. The effect of the bond is that
every consignment imported to Mozambique or travelling through to another country needs to be
cleared and assigned a ‘contramarca number’ before it is dispatched, which process may also be delayed
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by a number of days. These fees and tolls cumulatively are said to affect outcomes for Malawian
transporters – one example given by a transporter is that a Mozambican trucker will pay around $66 per
trip for a journey to Malawi from Beira, whereas a Malawian transporter pays around $250 in tolls and
fees, plus $30 in port fees.
Differences in prices may also reflect the limited availability of return loads in Malawi for transporters
domestically and for cross-border transit. Mozambican operators also benefit from connections and
access to loads at the ports.
Truckers have been able to provide average transport rates on various routes under prevailing market
conditions (Table 3). Information gathered in the interviews suggests that the lower rates in the market
on each route tend to be those charged by Mozambican transporters (information on prices in Table 3
is from both transporters and users). It is curious in the data provided that routes from Malawi cities to
Johannesburg and Beira seem to carry relatively similar rates, despite an almost 1000km additional
distance travelled to Johannesburg. On the other hand, high import rates compared to export rates may
reflect the constraints in terms of obtaining return loads in Malawi.
Table 3: Transport rate estimates for various routes, 2015
Rate ($)

Distance

Rate ($/ton/km)

Lilongwe to Beira
Beira to Lilongwe

1700-2500
3100-4000

944

0.06-0.09
0.12-0.15

Lilongwe to Jhb
Jhb to Lilongwe

2000-2200
3700

1863

0.04-0.04
0.07

Blantyre to Beira
Beira to Blantyre

1950-2250

664

0.10-0.12

Lilongwe to Durban

3600

2400

0.05

Blantyre to Lilongwe

1500

360

0.15

Note: Rates for a 30t load truck. US$ per truck or trip
Source: Interview data and authors’ own calculations
It is also not clear why apparently lower costs in Mozambique have not driven the prices on Beira routes
to much lower levels. This outcome is not consistent with the claims of greater competition in
Mozambique, and suggests possible anticompetitive conduct in trucking in Mozambique. Interestingly,
the domestic rate between Blantyre and Lilongwe is significantly higher than the various cross-border
rates provided, which is consistent with findings by Lall et al (2009).
Another concern in this market is that coordination between clearing agents through the association is
likely to lead to adverse outcomes for transporters where the agents act jointly as a monopsony buyer
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of trucking services. Where there is allocation between certain agents, individual users may face
monopoly or close to monopoly prices. These practices are prohibited under the Competition and Fair
Trading Act of 1998, which prohibits collusive conduct in general. Furthermore, Section 34(1)(b)
prohibits an association from making any recommendations to its members in terms of “the prices
charged or to be charged by such members or any such class of members or to the margins included in
the prices or to the pricing formula used or to be used in the calculation of those prices”.

Competition assessment on Freight Transportation by Road
As noted above, any competition between transporters appears to be centered on price, and to a lesser
degree on quality, at least in the case of smaller transport companies. Smaller operators may be less
concerned with aspects of the quality of service such as maintenance of vehicles, installation of
sophisticated tracking systems, and adherence to axle load limits for instance. For larger operators
servicing large clients or agents, reputation and reliability become important differentiators. The influx
of foreign and new domestic trucking operators appears to have introduced some level of price
competition, and the views obtained from the majority of market participants consistently confirm this.
This aspect, in so far as it relates to foreign transporters, is also reflected in the views of the transporters
association that the rules against cabotage should be firmly enforced to guard against unsanctioned
competition between foreign operators and domestic truckers on routes within Malawi. Foreign
cabotage restrictions prohibit foreign firms from transporting cargo between two points within a foreign
country, a rule designed to protect local transporters (Ward and Barreto, 2011). Cabotage is still
prohibited in almost all SADC countries, including Malawi.
While market participants may claim that there is some degree of price competition currently in the
market from small operators and Mozambican transporters, the rates on these routes do not appear to
reflect this.
A more concerning issue in the transportation of goods by road is the role of the forwarders’ associations
namely CAFAAM and ICCFA, which are involved in agreeing tariffs to be charged in the market as a
whole to avoid destructive undercutting or overcharging by individual agents.
3.2.

3.1.2 Passenger transportation by Road

Passenger transportation by road in Malawi comprises a combination of the services provided by
minibus, bus and taxi operators. Prior to this study, CFTC intervened in the passenger transportation
sector, where Minibus Owners Association of Malawi (MOAM) was involved in the setting of prices
to be charged in the market. The intervention somehow increased awareness of the competition law and
prohibited practices among the market participants and the general public.
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Minibus operators
Minibuses operate within a set of rules administered by the Directorate of Road Traffic amongst other
government departments which relate to licensing and registration as well as conduct of operators. The
licensing provisions for registering a new vehicle for operation as a passenger transport vehicle do not
appear to be restrictive although there are certain renewal fees and annual registrations that drivers and
owners are required to comply with.
Minibuses are required to operate within a 150km radius of the major cities and are restricted from
travelling long distance routes given safety concerns that have arisen in the past. This restriction which
has been in place for approximately eight years was apparently lobbied for by the industry association,
MOAM, and is enforced (somewhat) by the traffic and law enforcement agencies.
Minibuses operate on a queuing system at the depots, on a first-come first-served basis. Passengers will
board the vehicle in the front of the queue typically. In this context, it emerged from the interviews that
the price paid by each passenger in this system is effectively the same although the association argued
that there could be some discounting to gain passengers, and that prices were not centrally determined.
Theories of harm and competition assessment on Minibus Subsector
Minibus fares appear to be the same across different routes in Lilongwe and Blantyre. The association
stated that rates were determined through competition in the market and that any alignment of prices
between operators was a function of various other factors. First, new operators in the market are said to
observe what other operators are charging in the market and will align their pricing accordingly. Second,
some operators are apparently charging even higher rates in the market, particularly during peak hours.
Furthermore, operators are free to adjust their own prices when there are fuel prices increases, although
the association states that most will not adjust prices in response to minor shifts in the fuel prices, which
is a key cost-driver for them.
The association also notes that ‘call boys’ located at depots dictate terms when it comes to prices and
loading of passengers which operators have not been able to address. This practice appears to enforce
a particular price in the market. Furthermore, for most commuters within cities, particularly over short
distances, minibuses are one of few options for reaching different destinations. The observations made
in this subsector provides scope for some monitoring on areas of ‘risk’ such as the conduct of marshals
and the operation of queuing systems at depots.
Taxis
The report does not assess in great detail dynamics in the provision of taxi services. However, it is clear
from the available information that the association of taxi operators, in cooperation with tourism and
airport authorities, has agreed flat rates that are charged for major routes within cities and from the
airports to the inner city. The CFTC may wish to pursue an advocacy initiative with the operator
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associations as well as the government authorities referred to with a view to obtaining a more detailed
view on the current practices.
Big buses
Big buses in Malawi typically operate longer distance routes between main towns and cities. The bus
sub-sector in Malawi consists of around 80 companies, including a few large fleet operators and
companies that may only have one or two buses on Malawian routes.
Generally, the market segment comprises three categories of products. These are the high-end or
executive coach services, deluxe or mid-range services, and lower-end or commuter services. These
categories may constitute separate relevant markets with different characteristics in terms of the
substitutability of the products with other transport forms such as minibuses.
Features of the executive coach service include non-stop travel between cities, hostesses, drinks and
snacks, greater legroom, toilet facilities and entertainment such as movies. Main rivals operating in the
segment include National Bus Company, Premier Bus Services and Ampex. Fares for this category
ranged between K8500 to K9500 for travel from Blantyre to Lilongwe. Rivals monitor one another
closely in the market and offer similar services and packages.
In the deluxe segment, routes may include a few short stops covering a wider passenger catchment area
rather than only the two main cities Blantyre and Lilongwe. Available amenities on this service are
generally less than those in the executive coach segment. The fares charged for a journey from Blantyre
to Lilongwe (with stops) were approximately K6000 and operators include Ampex, Premium Bus
Services, National Bus, UDK, Cititours, Zonobia and Matours Bus Company.
The commuter buses operate on routes between the main trading towns and extend to rural areas. All
the dominant companies that offer executive coach and deluxe services also offer commuter services.
The smaller players compete with them. Bus fares in this category are around K3500 for a journey
beginning in Blantyre and terminating in Lilongwe. These operators use queuing systems at bus
terminals whereby the bus will only leave the terminal or depot once it is full which may imply long
waiting times for customers. One important aspect is that customers will tend to choose those buses
which are nearest to being filled at the depot; and there may be three or four buses parked in the front
of the queues which customers choose from.
In both deluxe and commuter bus categories, the operators are scheduled to use the bus terminals
existent in all major cities. Surprisingly, these terminals are controlled by National Bus Company,
which is also an operator in all segments of the big bus subsector. The competitors are of the view that
the way the Company manages the terminals, queues and the queuing charges (equivalent to one
passenger’s fare to the final destination of the bus) are designed to limit competition in favour of itself.
Theories of harm and competition assessment on Big Bus Subsector
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The controlling of key infrastructure by National Bus Company and its jurisdiction to collect queuing
fees from fellow competitors appear to distort competition in big bus passenger subsector (deluxe and
commuter segments). This has forced some buses to operate outside of the terminal in Blantyre due to
disputes over access. Since buses do not drive around the cities seeking out customers, it appears having
access to a depot where customers can access buses is important. These developments call for CFTC
to inquire into issues of access to depots and terminals. One way would be to assess the rates which
National Bus charges for access to the facilities to see how these relate to the charges, if any, that the
company applies to their own vehicles.
3.3.

3.2 Competition analysis of freight and passenger transportation by rail

Rail transport services in Malawi are provided by one operator i.e. Central and East African Railways
(CEAR). Rail in Malawi is currently undergoing a revival under the 20-year concession agreement with
CEAR signed in 1999, which includes additional investment in infrastructure. A further 30-year
concession agreement and MOU signed with Vale Logistics Limited in 2011 aims at developing Nacala
Corridor to facilitate both passenger and goods transportation to the port in Mozambique. The project
included the construction of a new line connecting Moatize coal mine in Mozambique with Nacala port
through Malawi (JICA, 2012).
Prices for rail transport from Nacala port to different cities have been provided, indicating the current
rates applicable for carriage of containerised and bulk cargo (
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Table 4). It is clear from the table that rates going to the port (export rates) from Malawi tend to be
lower than rates coming to Lilongwe and Blantyre from Nacala. This may reflect the same trade
imbalance which was discussed in relation to road transport, where demand for imports and their
transportation is higher than for exporting. Include in the table are rates for solid bulk cargo which were
included in JICA (2012) for comparison of current versus previous rates. For the indicated routes, export
rates have increased by a greater amount than import rates charged.
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Table 4: CEAR rail transportation rates ($) for main routes, 2015
Rail
Distance

Rail container
40ft - Heavy

Rail solid
bulk
(<28.5t)

Rail solid
bulk – JICA
(2012)

Nacala - Blantyre

800

3295

2228

1731

Blantyre - Nacala

800

1912

1423

884

Nacala - Lilongwe

4088

2734

2230

Lilongwe - Nacala

1646

1742

1121

Lilongwe - Blantyre

883

Road
freight
(~30t)

1500

Source: CEAR, and authors’ own calculations
Note: Rate for 40 foot container (payload approximately 28 tons) is used for comparison with the solid
bulk ‘light’ rate which is for loads of no more than 28.5 tons. This allows for some comparability
between container and bulk rates. Furthermore, this also allows for some comparisons to be made with
the rates charged by road transporters, which typically involve transporting similar payloads on
approximately 30 ton flat-bed trucks.
CEAR has had to increase the price of rail transportation in recent years to account for the investments
made, particularly in higher-specification trains. Given that trains are also run on diesel, the rail operator
has incorporated increases in the cost of fuel in the prices charged. It is anticipated that the increased
investment will draw customers from the share held by road transport given constraints in the overall
trade volumes. The types of customers that are likely to be attracted by an improved rail offering are
sugar exporters and fertilizer importers. Some customers have begun to split loads between road and
rail.
In rail industries, it is often the case that there is a single operator. Competition in this case is potentially
between rail and other modes of transport for the carriage of goods. Where industries exhibit
characteristics of natural monopoly, a greater role for regulators is implied in terms of setting the rules
for investment and performance to improve cost-effectiveness, efficiency and competitiveness with
other modes of transport.

3.4.

3.3 Competition analysis of freight and passenger transportation by air

The Department of Civil Aviation is responsible for the implementation of government policy with
respect to aviation, including overseeing the airport operations and regulation of the sector. The
facilities at major airports in particular are managed by the Department on the air side, which includes
management of concession agreements for passenger and cargo handling, navigation and slot allocation,
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fuel supply, catering and fire services; while Airport Developments Limited (ADL) mainly handles the
land side that management of infrastructure and buildings, housing, freight tenant leases, car park and
terminal facilities. It is also a signatory of certain commercial agreements.
On the land side, it appears most services are provided by a single operator or provider although there
is no regulation that requires that there only be a single provider. Key services are provided through a
state-owned concessionaire, Lilongwe Handling Company (LHC). These include passenger and ground
handling services. Air Cargo Limited (ACL), which is also owned by the state, deals with cargo
handling and mail services under a five-year concession agreement. The agreements held with these
entities are usually extended when their term expires, without advertising in some cases for alternative
providers to bid.
A commonly stated constraint for airlines and service providers in Malawi’s main airports is that
demand in terms of the volumes of air traffic to and from Malawi for both cargo and passenger transport
is low. This means that the volumes handled are so limited that it would not be feasible to have multiple
operators providing any given service bearing in mind that investments in air industry tend to be bulky
and expensive hence requiring high economies of scale to be viable.
Fuel supply appears to be the only service which is provided by a private concessionaire not linked to
government for the main airports. Puma Energy is responsible for the supply of fuel to the Kamuzu and
Chileka international airports under five-year agreements, and the company owns the requisite
infrastructure such as tanks and piping. ADL has sought to bring in rival suppliers. Around two years
ago, Total looked into entering the market for supplying jet fuel in Malawi. However, the firm was
apparently deterred by the fact that they would have to invest in their own additional infrastructure,
which investments would not be justified by the level of traffic. The outcome is that the price of jet fuel
is said to be one of the highest in the region, and airlines have expressed concerns in this regard.
Overall the arrangements by which a single operator is responsible for supplying a particular service,
particularly state-owned entities, necessitate a cautious approach to regulation. As stated previously,
since this industry exhibits natural monopoly characteristics, it is critical that regulatory oversight is
rigid but ensuring that the provider has incentives to maintain high levels of performance at prices which
bear a reasonable relation to costs. This extends beyond the standard fees and tariffs charged by the
Department in this case, such as landing and air navigation fees, parking and security tariffs, and
passenger service taxes. The oversight should also ensure that the various concessionaires charge fees
which can be justified by their costs and encourage profit maximization through minimizing costs,
rather than charging monopoly rents (Mondliwa and Roberts, 2013).
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3.5.

3.3.1 Competition analysis of passenger transportation by air

There are six airlines that have international (regional) route-pairings which include one of the main
airports in Malawi and include Malawian Airlines, Ethiopian Airlines, Kenya Airways, South African
Airways, Proflight, and Fastjet.
The entry of both regional low cost carriers (LCC) such as Proflight (from Zambia) is especially
significant to competition. The LCCs provide consumers with alternatives in the market often with
lower fares. For instance, the entry of Malawian Airlines and Fastjet triggered a huge fare reduction by
dominant players such as SAA and Kenya Airways.
Competition in Malawian air travel must be viewed in the context of regional rivalry between carriers
given an especially small local market in Malawi. An important requirement is to make sure that entry
requirements for new entrants are as far as possible simple, and relatively affordable to comply with in
a reasonable period of time. At present the Department’s process for the registration of new airlines in
Malawi includes acquiring air service licence, air operator’s certificate, financial evaluation, airline
experience, level of personnel available, and the overall business plan of the applicant. Several of these
requirements are statutory or subject to international conventions, and as such cannot be sidelined.
3.6.

3.3.2 Competition analysis of freight transportation by air

Currently, international air cargo services are provided by SAA, Kenya Airways and Emirates Airline
for heavy cargo. There are also specialised cargo carriers operating in the market – such as DHL.
Limited cargo can be carried in passenger planes as majority of cargo is transported by road at least
within the region. Dynamics in the market for cargo transportation are influenced by the capacity of
airlines to carry cargo and the rates which they charge.
Rates for cargo transportation are recommended by the International Air Transport Association (IATA)
although several airlines undercut this rate and offer different rates in the market. As in road transport,
rates tend to be asymmetric on inbound versus outbound routes. One example given is that the general
cargo rate to London from Malawi is around $4/kg while the inbound rate from London is
approximately $10/kg or higher.
Considering the number of operators, it appears that there is low level of rivalry in terms of cargo
transportation by air. This emphasizes the need for greater openness in terms of maintaining low barriers
to entry for carriers wishing to operate on these routes. Regulators are required to balance the interests
and incentives of private investors and the state as shareholders of an airline (Malawian Airlines), versus
those of the public at large as actual (and potential) customers of air travel in Malawi – to the extent
that increased regional rivalry brings down transport costs for consumers. Regulators also need to
ensure that entry by airlines to this market is not impeded by regulation which is unduly onerous or
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restrictive. To the extent that this is possible, the CFTC should involve itself in the process of improving
regulations in this regard.
3.7.

3.4 Competition analysis of freight and passenger transportation by inland water

transport
The National Transport Policy also focuses on improving private sector participation and investment,
and ensuring market forces determine entry and exit of players and the setting of price structures in
shipping and port services, amongst other objectives (Republic of Malawi, 2015a). The Department of
Marine Services carries the role of regulating the sector.

Lake Malawi is the locus for the majority of inland water transportation in Malawi. The lake is situated
along the borders of Malawi, Mozambique and Tanzania. It has four operational ports namely
Chilumba, Nkhata Bay, Chipoka, and Monkey Bay. Each port can be accessed by road; and Chipoka is
the only one with links to the railway system.
Service delivery at these facilities is maintained by private enterprises. Malawi Shipping Company
(MSC) is responsible for shipping services while Malawi Ports Company (MPC) is responsible for the
management of the four ports (Republic of Malawi, 2015a). Both MSC MPC operate under a 35-year
concession agreement and are owned by the same majority shareholder. MSC is the only provider of
floating deck maintenance facilities i.e. dry dock vessel maintenance on the lake. There are also
Mozambican and Tanzanian vessels operating on the lake, and making use of MSC maintenance
facilities.
In order to access various port services, operators pay fees including berthing fees, storage, parking
fees, and fees that account for the provision of water and electricity over to MPC. Fuel is provided at
the ports by different fuel companies including Total and Puma Energy.
3.8.

3.4.1 Freight transportation by marine vessels

Marine vessels are licensed to operate on different routes along the lake by the Department of Marine
Services. Some vessels are restricted to a radius around a particular port on the basis of vessel capacity,
safety equipment available, sanitary facilities, navigator equipment with which the vessel is equipped,
and catering capacity, amongst other factors. Not all vessels are licensed to travel across the lake to
Mozambique or Tanzania – currently a Mozambican-registered vessel is permitted to cross the lake on
the basis of an agreement between the governments of these countries. The agreements are tied with
cabotage restrictions although there are some allowances in terms of a certain volume of cargo or
passengers given a lack of capacity in terms of vessels between the three countries to meet demand.
Currently MV Chambo holds the rights for this form of cabotage.
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The main cargo vessels operating on the lake are owned by MSC and has no significant competitors in
terms of the operation of cargo vessels. The main cargo route for the MSC vessels terminates at Chipoka
which connects to both rail and road networks that allow for connections to Lilongwe, Blantyre and
Nacala.
MSC’s three main cargo vessels Katundu, Karonga and Viphya Tug/Pontoon together account for
approximately 70% of capacity on the Lake measured in terms of vessel load capacity. The main MSC
container vessel MV Katundu handles 750 tons, MV Karonga can handle approximately 300 tons, and
Viphya Tug, a third barge and tug vessel, can load approximately 600 tons. Most small-scale rivals
operate passenger and not cargo vessels on the lake. There are only a few other small vessels involved
in the transportation of light cargo as well as those such as MV Illala that are able to carry both
passengers and cargo.
Fares charged by MSC for cargo services are determined by the company, although they do notify the
Ministry when changes are proposed. It appears MSC has the advantage of scale economies as the only
operator and has the scope to reduce its fees.
3.9.

3.4.2 Passenger transportation by marine vessels

MSC faces some competition from small vessel operators in passenger transportation. According to the
Department, MSC has lost customers in recent times to smaller passenger vessel operators that charge
lower fares on the same routes. MSC appears to have an advantage of scale economies as the only
operator and has the scope to reduce its fees; and has responded to competition in the market in terms
of their pricing.
Competition most likely takes place in localized geographic markets surrounding the major inland ports.
While the current levels of competition may be undermined by the fact that MSC is both an operator
and a provider of key services and infrastructure in the market, there does not seem to be cause for
further intervention in terms of passenger transportation at the lake. It may suffice for the authorities to
ensure that the terms and rules of access granted to rival operators, particularly small operators, are no
less favourable than those which MSC applies to its own vessels unless reasonable cause can be shown
for any differentiation. This would require an assessment on the current terms of access of each operator
to key services in the market, and of any issues or complaints that have arisen regarding the quality of
access or denial of access that has prejudiced rival operators.

3.10.

3.4.3 Competition analysis of the provision of shipping and port services on Lake Malawi

Likely competition concerns in this sector relate primarily to the manner in which the concessionaire is
regulated to ensure that rivals are not impeded from entering or competing across the various services
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provided. Given the high fixed cost nature of port facilities as well as vessels, and low passenger and
freight volumes on the lake, it is expected in this type of market that only a few or even a single player
is involved in providing maintenance service in the floating dock, for instance. In theory at least, this is
needed in order for operators to be able to achieve scale economies and returns on investments made.
In port and sipping services, entry of other or alternative service providers may not serve the intended
purpose in any event as it appears that customers of MSC such as cargo vessel operators wishing to
access different ports are not likely to make a choice in terms of the port that they will use on the basis
of the port with the most cost effective or efficient service provider. Rather, choices are more likely to
be made on the basis of the defined routes for which the vessel is licensed, and importantly the
destination port of the cargo.
Specifically, rivalry could be stimulated if different service providers were allowed to enter and be
assured that if they performed well in a particular period at a port they would earn the right to operate
at another port in subsequent periods. This could generate a form of quality-based competition with
incentives for providers to maintain high efficiencies and safety records which is important given that
price is not likely to be the most critical factor in operator choices regarding ports.
The above scenario implies a greater role for the Department in regulating aspects of the concessionaries
market conduct that affect any potential for greater rivalry, which is a key objective of the Department.
The regulators should also ensure that MSC charges fair prices and provides standard maintenance
services to its competitors. The ability to manipulate the quality of access of rivals is likely to have the
effect of raising rivals’ costs or reducing their revenues, which is consistent with prohibited practices
under Section 33 of the Competition and Fair Trading Act as it is concerned with refusal to deal.
4.

Conclusion and Recommendations

Basing on various findings of this study, the following conclusions and recommendations have been
drawn:
1. In road transport, there has been greater competition in recent years with an influx of small
domestic operators and Mozambican but this has not been reflected in lower priced transport.
CFTC should investigate to find the anticompetitive elements that may be responsible for that.
2. There is strong evidence of coordinated conduct facilitated by associations in freight forwarding
or brokering. Clearing and Forwarding Agents Association of Malawi (CAFAAM) and the
Indigenous Customs Clearing and Forwarding Association (ICCFA) were involved in agreeing
tariffs. CFTC should investigate and take necessary enforcement measures to curb the cartel
conduct.
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3. Prices appear to be the same for each category of passenger transport operators (buses, minibuses
and taxis). There is scope for CFTC to monitor areas of risk such as queuing systems and the
conduct of marshals at minibus depots.
4. In terms of passenger transportation by bus, National Bus Company appears to leverage its control
over access to key infrastructure to the disadvantage of its rival operators. CFTC should facilitate
an advocacy initiative with Ministries of Transport and Local Government to address issues of
access and management of terminals.
5. The members of association of taxi operators, in cooperation with tourism and airport authorities,
appear to have agreed flat rates that are charged on services rendered to and from the airports. The
CFTC should pursue an advocacy initiative with the operator associations as well as the
government authorities referred to with a view of obtaining a more detailed view on the current
practices and how to address the anticompetitive concerns.
6. There are natural monopolies in rail and marine transportation as expected. CFTC should engage
with the responsible regulators to ensure that the terms and conditions of access to the key
infrastructure by the concessionaires are fair. This may involve partnering with the regulators on
approaches to be employed to assess the performance of the concessionaires and the terms of
access for competing service providers.
7. There are concerns in airport services given monopoly concessionaires and service providers
across various services. This may be a function of limited demand on major routes domestically
and internationally in Malawi such that any intervention by CFTC and other market regulators
should be to ensure that the terms of access to various facilities are fair including prices that reflect
costs and not monopoly mark-ups.
8. Competition in air transport sector is low. CFTC should collaborate with the Department of Civil
Aviation to improve the policy and regulations (including those on bilateral agreements) for the
approval of more, particularly smaller airlines to enter the Malawian market.
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