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Introduction

In this article, we develop an analytical framework for amending Canada's principal law governing collaborations
among competitors: section 45 of the Competition Act. We provide, in essence, a response to recent proposals
to amend section 45.' We do so with three preliminary observations in mind. First, that "productivity, wealth and
capacity to create jobs in Canada are all more vulnerable than they should be, because Canada's innovation
performance is weaker than in most industrialized countries."2 Second, that Canada has recently signed on to (in
fact, has taken a leading role in) the newly formed International Competition Network ("ICN"). The mandate of
the ICN is to promote more efficient and effective antitrust enforcement worldwide and to facilitate procedural
and substantive convergence in antitrust enforcement. Third, that Canada's ability to enter into certain reciprocal
enforcement treaties with foreign nations under currently proposed amendments to the Act requires, as a
precondition, that the laws of such foreign nations be "substantially similar" to those of Canada.3 These observations
provide context within which to consider changes to section 45, and suggest that any such changes should be
enacted with a view to facilitating innovation, growth, and greater prosperity, while at the same time recognising
Canada's commitment to greater international convergence, particularly with its main trading partners.

Recent proposals to amend section 45 of the Act have focused on certain elements of the anti-cartel laws of other
jurisdictions,4 most notably components of pre-clearance and block exemptions in the laws of the EU 5 and theper
se treatment of certain restraints as appears, at least in theory, under U.S. law.6 Moreover, proposals to amend
section 45 appear to be motivated by a perception that it is ineffective.7 It has been argued that section 45 too
easily permits the defence of hard core cartel cases, and too easily condemns potentially pro-competitive or
efficient agreements between competitors.'

In this paper, we argue: (i) that section 45 is effective in prosecuting cases, particularly hard core cartel cases;
however, to the extent that it fails to permit a consideration of pro-competitive justifications for agreements
between competitors, it requires amendment; (ii) that it would be unworkable, unnecessary, and contrary to
trends taking place with Canada's major trading partners, to create statutorily pre-defined categories of per se
illegal agreements;9 (iii) that the word "unduly" should not be removed,0 unless another market power screen is
put in place for all agreements; and (iv) that it would be undesirable to create a regime of pre-clearance for any
such agreements, especially when a key trading partner such as the EU seems to be moving away from this type
of regime."'



'Minter 2001-2002

CANADIAN COMPETITION RECORD

Section 45 Is Effective - Particularly in Hard Core Cartel Cases

In a recent speech,'2 the Commissioner observed that "while Canada has enjoyed some recent success in [section

45 prosecutions]. including record fines in a number of cases involving international conspiracies, this has been

primarily accomplished through an effective immunity program and guilty pleas".3 The Commissioner refers to
two recent articles which note respectively that "[c]ases brought to court have produced very different results.

. . since 1980, 17 out of the 20 contested conspiracy cases had resulted in acquittals or dismissals" and "since

1975, of the 7 litigated cases that did not involve a monopoly or 'virtual monopoly', the Crown lost every case"."
Others have made similar observations in their calls to toughen up section 45. 11

The win/loss ratio of parties to litigated cases, however, is not likely to be an accurate barometer of whether a law
is effective. Litigated cases are essentially borderline cases by their very nature (or they would have settled) and
there is always uncertainty over whether a case should go one way or the other. That is why these cases tend to

go to court. That is the function of litigation - to provide expost certainty in close cases and to develop a body
of jurisprudence to guide future conduct. In a world of certainty, parties would not litigate - the parties would

know in advance whether they would win or lose and would always settle.6

Thus, the number and result of litigated cases is not a barometer of the efficacy of a law, but is rather, at most, an
indicator of how much uncertainty there is in the law in general or in the interpretation of the particular facts of
each case.7 As noted by (then) Professor Richard Posner:

Settlement out of court is cheaper than litigation. So only if each disputant expects to do better
in the litigation than the other disputant expects him to do are the parties likely to fail to agree on
settlement terms that make them both consider themselves better off compared with how they
anticipate faring in litigation. Uncertainty is a necessary condition of such a divergence of
estimates. It can either be factual or legal but only legal uncertainty is relevant here. If it is
great, there will be much litigation, including much appellate litigation. But since litigation,
especially at the appellate level, generates precedents, the upsurge in litigation will lead to a
reduction in legal uncertainty. Hence the amount of litigation will fall in the next period.8

[emphasis added]

Thus, a consideration of contested cases tells us very little, except perhaps that the lack of contested cases may
mean the law is actually not that uncertain.

What might be more relevant in examining the efficacy of section 45 is to consider all conspiracy cases as the
relevant data universe and to do so over a time frame within which it is possible to compare apples to apples (that
is, within a time frame during which the law has been relatively constant). Thus, the fact that since 1980, 17 of

the 20 contested conspiracy cases resulted in acquittals or dismissals also tells us very little. The law has changed
over that time frame.19 It has been made easier to prosecute. Subsection 45(2.1) of the Act was enacted in the

1986 amendments to provide that, in establishing a conspiracy, the court could rely on circumstantial evidence

even without direct evidence of communication.20 Had this been the law in 1980, the result in Atlantic Sugar2

may well have been different, given that the subsection was enacted largely with that case in mind.22
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Similarly, in 1986 subsection 45(2.2) of the Act was added (again in response to Atlantic Sugar) regarding the

intent component of section 45. That section remained relevant to criminal matters until PANs, w.hen the Supreme

Court (at least with respect to criminal prosecutions under section 45) held that the fairness of the Canadian

Charter of Rights and Freedoms required a greater intent component than simply the intent to enter into an

agreement - requiring at least objective forseeability of the fact that the agreement would likely lessen competition
"unduly".23 The PANs decision, released in 1992, provides greater certainty as to the applicability of section 45 -

although in practice it makes convictions tougher for cases that are not hard core cartel cases.

Thus, using a more relevant time frame (one within which the law has been constant), and including all matters

under section 45 (notjust the litigated tip of the iceberg), the government has in fact secured a record number of

convictions and record fines under section 45. Specifically, from 1993 (post PANs) to October of 2001, there

have been two acquittals, one discharge and 28 convictions - including fines of over $148 million (not even

adjusting to present value) 4.2

Moreover, it is important to examine the three cases that were litigated and lost by the Crown. In PANs, on

redetermination, the trial court expressly found that that case did not involve a "hard core cartel". 25 Bayda and

Clarke Transport were each lost based on a lack of evidence. On the facts in Bayda, the Crown would have

lost even on a per se standard, as there was insufficient evidence of an agreement. On appeal, the Court found

that the trial judge had been reasonable in concluding that the facts in that case failed the preliminary inquiry

committal/discharge test, namely, that no jury could convict "on the basis of a mere scintilla of evidence".6 In

Clarke Transport, the Court noted that it wanted "to make it perfectly clear that [its] decision [was] dependent

solely upon the evidence adduced" [emphasis added] and that its decision may have been different if the evidence

put forward by the Crown had not been "unreliable and inconclusive.27

Our point is simply that, in light of the above, section 45 appears to be effective - particularly for hard core cartel

cases. If defendants thought they had a chance of acquittal, because of a weak law, one would not expect to see

firms consistently entering guilty pleas. Given the record size of fines, one would have thought it would have been

worth the fight in some of these cases if the law were ineffective. For example, lawyers and expert fees even for

a fully contested case would likely be a small fraction of the fines that have been secured in recent years.

Moreover, the government's success cannot be attributed solely to an effective immunity program. Immunity

programs do not create convictions in a vacuum. They assist in detecting offences and in generating the evidence

to which the law applies - i.e., they do not change the law that applies to that evidence.

In point of fact, however, it is doubtful whether a win/loss analysis of any kind is of much use in determining

whether section 45 should in fact be amended. By analogy, the Commissioner has had mixed success in the

contested merger cases that have been brought (losing Hillsdown2 8 and Southam,2 9 while prevailing in the

recent Waste case30),31 but has been very successful in securing remedies in every other case that has been

resolved at the administrative level.32 And, the Commissioner has won every abuse case that he has litigated.3

Yet this has not lead to proposals to amend the merger laws or the abuse laws.34
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What is instructive from the above is both the effectiveness of the law in prosecuting hard core cartel cases and
the likely deterrent effect of the law,35 which suggests that the vast majority of businesses that have engaged in
hard core cartel activity are willing to enter guilty pleas, pay record fines and agree under court prohibition order
to modify and monitor their behaviour.6 In summary, the evidence is far from clear that section 45 is ineffective,
particularly with respect to hard core cartel cases.

A Framework of Analysis: Flexibility and Optimal Stopping

As noted above, it is doubtful whether a win/loss analysis is of much use in determining whether section 45 should
in fact be amended. A more helpful framework of analysis is to consider: (i) the legal principles that have
developed, primarily in the U.S., for the analysis of antitrust cases, which tell us what factors should be analyzed;
and (ii) the administrative efficiency of a decision rule or law, which tells us how far the factual inquiry should
proceed in each case. We develop this framework below.

What Factors Should be Analyzed The Need for Flexibility

From an economic perspective, section 45 is broadly designed to ensure that Canada has the benefit of competitive
markets. Most competition lawyers and economists would probably agree that competition is generally desirable
because it can lead to at least three things:37 (i) it can facilitate, through private market ordering, the allocation of
resources to their most valued use; (ii) it can cause firms to react to competitive pressure by attempting to reduce
their costs; and (iii) it can cause firms to introduce new products and new ways of producing existing products
which, through the process of competitive diffusion,3" can force other firms to do the same. All of this leads to
benefits for society and for its economic constituents (consumers, firms, etc.).

There is no doubt that restraints which interfere with competition can interfere with these benefits. Sometimes,
however, restraints on competition are able to achieve one or more of these goals at lower cost than competition
itself.39 Such agreements can lessen competition between existing rivals and at the same time increase rivalry
amongst remaining competitors, such as where two small firms are better able to compete with a larger firm. 40

Thus, strategic alliances, mergers, specialization agreements and other inter-competitor agreements can, in some
cases, bring about real social benefits. For example, a strategic alliance might permit the creation of a new
product, reduce transaction costs, or create a new market; a merger or specialization agreement might permit
firms to reduce their costs. Moreover, horizontal strategic alliances are becoming increasingly important due to
globalization and rapidly changing markets, as a recent in-depth study into European industry reveals.41

Thus, if we are to re-engineer section 45, it is helpful to start with a principled framework within which to guide
future cases in a manner that appreciates the foregoing. A useful starting point is to consider U.S. jurisprudence
on this topic, since the U.S. is the birthplace of the per se/rule of reason continuum and it has had the most
experience in litigating antitrust cases. In a recent case, Justice Breyer of the United States Supreme Court in
California Dental, provided such a framework. According to Justice Breyer, cases should be analyzed based
on:
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[F]our classical, subsidiary antitrust questions: (1) What is the specific restraint at issue? (2)
What are its likely anticompetitive effects? (3)Are there offsetting procompetitivejustifications?
(4) Do the parties have sufficient market power to make a difference?4'

This formulation is really a synthesis of the rule of reason jurisprudence, and reflective of what the U.S. Supreme

Court held in Professional Engineers.43 There the Court engaged in a rule of reason analysis, which it said

required in general a balancing of a restraint's anticompetitive and procompetitive effects. In short, this suggests

that section 45 should be designed so that it is flexible enough to permit a consideration of these four classical

antitrust questions in appropriate cases.

It is also helpful to look at the EU experience. The EU has a very broad anti-cartel provision in Article 81 (1) and

a notification and exemption regime. After years of experience with this regime, the European Commission

("EC") is now recommending reforms that would abolish the notification and exemption system and would render

Article 81(3) (which provides an exemption from Article 81 (1)) directly applicable to arrangements without the

prior approval of the EC." A movement towards a system by which a restrictive practice is prohibited by Article

81(1), but lawful if it meets the tests in Article 81(3), is, in essence, a movement towards a rule of reason

standard. As recently noted by the EC, Article 81(3) "in fact contains all the elements of a 'rule of reason

Should Each Question be Asked in Each Case. Optimal Stopping

In the U.S., the above formulation of the rule of reason is not applied (in theory) to hard core price fixing cases.

Aper se rule would stop after question (1) in Breyer's formulation. Indeed, even section 45 does not permit all

of Breyer's questions to be addressed.46 While section 45 addresses items (1), (2) and (4), it does not address

item (3) - at least on its face. That is not to say, however, that per se rules (or indeed section 45) are poor legal

rules. On the contrary, the analysis of agreements between competitors ought to involve a consideration of

anticompetitive effects and procompetitive effects - but only where justified.

"Where justified" is an important qualification. It is important because the investigation and prosecution of

offences are expensive in terms of the public and private costs imposed in prosecuting and defending these types

of cases. In this sense, per se rules are really like rules of evidence, which limit the cost of proceedings in

situations where the costs of the proceedings and the harm from the alleged conduct are highly unlikely to be

outweighed by the benefits of the agreement. In a world of costless enforcement, it would be possible to examine

these cases on a case-by-case basis; however, there are costs to analyzing these issues, including costs relating

to information asymmetry and uncertainty.47 And so, the issue in formulating a law like section 45 becomes how

to facilitate the analysis while minimizing the costs of doing so. Thus, where the costs to society of investigation

and prosecution are high and the expected magnitude of the harm from a restraint is high, an optimal law would

prohibit such conduct without a full review of each of Breyer's questions, because the cost of determining

benefits is likely to be too high.

That is the raison d'Otre for procedural rules that limit legal inquiries, such as theper se illegal treatment of some

competitive restraints. In this sense, antitrust law involves the interaction of substantive and procedural rules.
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Procedural rules limit the information that may be considered by a decision-maker in deciding on the application

of a substantive rule. 48

Economists have examined such legal rules as "optimal stopping problems" 9.4 An optimal stopping problem

involves information being collected and utilized to make a decision, while recognizing that information gathering
is not costless. As such, the goal is to find the optimal level of information to gather and analyze before making

a decision. This, in turn, depends on the cost of making an erroneous decision based on too little information. The
characterization of agreements as per se or rule of reason, is an extension of this analysis, but it relies on having
a statutory foundation that is flexible, capable of change over time, and readily applicable in as yet unknown fact

patterns.

Is Section 45 Flexible and Optimal?

Applying the above criteria to section 45 yields some important policy implications. First, section 45 (with one
important omission, discussed infra) is sufficiently flexible to address the Breyer questions, yet produce results

that are arrived at in an optimal way. Section 45 permits the trier of fact to address items (1) (identification of the

restraint), (2) (anticompetitive effects), and (4) (market power). It does not address item (3) (procompetitive

effects) - at least on its face, which is the important omission that we address below.

Second, section 45 permits truncation in its application, and is therefore potentially optimal. In cases of naked
price fixing, courts (and indeed the parties) should be able to quickly recognize that there is no defence under the

current section 45 - coming, in effect, to a result consistent with applying aper se standard to such cases. As
noted elsewhere, the rule of reason can often be applied in the "twinkling of an eye"50 to dismiss hollow efficiency

rationales or, in the case of section 45, unjustified claims of a lack of market power. As described in a recent

article:

In some cases, the net effect of the practice challenged may be so obviously harmful or benign
that judgment can be rendered, in Areeda's famous phrase, "in the twinkling of an eye." In
other cases, the practice may be more ambiguous, but the obvious lack of market power indicates
no threat to competition or evidence of actual effects justifies invalidation of the restraint absent
a procompetitivejustification. Some cases, where the overall effects are ambiguous, may require
a full market analysis.5

Indeed, support for this proposition comes from the impressive record of convictions amassed by the Crown in
recent years.2 In other words, it is extremely difficult for defence counsel to fashion an argument that an
effective cartel does not have market power - by definition an effective cartel will have market power - and if
it does not, then the antitrust laws should not care about it - because in the absence of market power the cartel
will be ineffective or will dissolve.3 Moreover, if the "object" of the agreement is egregious (as per PANs) then

it will be easier to convict. Any other (less harmful) restraints are likely to have other effects or benefits, which
ought to be considered because their net effect will not be "so obvious" as to warrantper se condemnation.
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The Important Exception: The Omission of Procompetitive or Efficiency Effects

While section 45 ought not to be made tougher or less flexible, it needs to be amended to permit a consideration

of procompetitive effects.54 The contribution of production and innovation efficiencies to economic growth and

Canada's ability to become more innovative and compete internationally makes this clear. While both the

Commissioner and the Federal Court of Appeal have indicated that in interpreting the provisions of the Act, one

must have regard to section 1.1 of the Act (which includes as a purpose the efficiency and adaptability of the

Canadian economy), section 45 does not expressly provide for a consideration of procompetitive effects or

efficiencies." Indeed, past case law would have prohibited that kind of argument.6 As noted above, section 45

does not permit item (3) (procompetitive effects) - at least on its face - to be addressed. As such, procompetitive
or efficient conduct could be chilled by section 45 because it does not allow a weighing of positive effects from
agreements between competitors.

As several U.S. cases make clear, this is not an academic observation. For example, in Broadcast Music, Inc.

v. Columbia Broadcasting System, Inc.,58 the Supreme Court held that the issuance of blanket licences by
Broadcast Music (a direct horizontal restriction on price competition among rivals) was not a per se violation of
section 1 of the Sherman Act, because the practice facially appeared to "increase economic efficiency and
render markets more, rather than less, competitive". The Supreme Court identified several efficiencies resulting
from issuance of the licences, including transaction, monitoring and enforcement cost savings, before remanding
the case for consideration under the rule-of-reason test. It is instructive to ask what would have been the result
of BM under section 45 or proposals to amend it?

Similarly, in NCAA v. Board of Regents of the University of Oklahoma, the Supreme Court held that the
NCAA's plan for televising football games, which prevented member institutions from competing against each
other on the price or kind of television rights that could be offered to broadcasters, was not justified by any
"procompetitive efficiencies which enhanced the competitiveness of college football television rights".59 The
Supreme Court noted, however, that if the NCAA's plan had produced procompetitive efficiencies, rather than
being a naked restraint on price and output, the plan would have "increase[d] output and reduce[d] the price of
televised games".'° Again, it is instructive to consider whether section 45 (or the proposals to amend it) would be
flexible enough to allow this type of analysis?

Our point is that the analysis of agreements between competitors ought to be flexible enough to permit a
consideration of anticompetitive effects and procompetitive effects, where costjustified.

The Need for a Market Power Screen

Another issue that has been raised is whether the word "unduly" should be removed from section 45 (see note
11). The word unduly has historically been used to determine whether the parties to an agreement have sufficient
market power to contravene section 45, or as Breyer would put it, whether the parties have "sufficient market
power to make a difference". As pointed out above, this is also the interpretation of section 45 offered by the
Supreme Court in PANs. Section 45 does not on its face call for a consideration of the market power of the
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parties to an agreement. That is a made-in-Canada judicial creation.6' Indeed, it is not a productive use of

resources to challenge agreements between competitors in the absence of market power.62 As set out above, an

effective cartel will have market power, and if it does not, then the antitrust laws should not care about it -

because in the absence of market power the cartel will be ineffective or will dissolve.

So unless parties have market power, they must be engaging in conduct that is efficient or at least not harmful.

That has been the function of the word "unduly". 63 As described in PANs: "Absent such power, agreements to

restrict competition would either benefit the public by allowing small firms to consolidate their position and be

more competitive, or dissolve under competitive pressures."' 6 If our Supreme Court has endorsed this economic

theory and said that it reflects the proper interpretation of the law, we question the wisdom of changing that

aspect of it. Moreover, proof of market power is now a fairly routine exercise, one made easier in price fixing

cases by evidence of actual (as opposed to likely) price effects from such agreements.65

The Statutory Creation of Per Se Offences

It is important to note that most proposals to amend section 45 have advocated the U.S. approach of treating

certain agreements as per se illegal. This is consistent with creating an optimal rule for hard core cases. What
is different, however, is that in Canada there seems to be a desire to define these agreements by statute. As

recently noted by the ABAAntitrust Section in commenting on Bill-472 (and in cautioning against the creation of

statutory per se rules in Canada): "[the Sherman Act] is a flexible statute that allows the interpretive gloss to

evolve over time with changes in the economy and the economic and legal thinking of the day."

As others have pointed out:

From the jurisdictions surveyed, we conclude that aper se criminal prohibition for naked-price
fixing cannot be formulated with complete precision, and will unavoidably target potentially pro-
competitive arrangements.66

In this regard, it is instructive to examine section 1 of the Sherman Act and the development of per se rules in the

U.S. Section 1 simply provides that:

Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade
or commerce among the several States, or with foreign nations, is declared to be illegal.67

The application ofperse or rule of reason analysis is thejudicial creation of an optimal stopping rule - the inquiry

being stopped short for agreements that rarely if ever result in benefits, and permitted to proceed where such

agreements could produce offsetting procompetitive effects. Notwithstanding the stark language of section 1,

the rule of reason was stated in an early antitrust decision by the U.S. Supreme Court as follows:

The true test of legality is whether the restraint imposed is such as merely regulates and perhaps
thereby promotes competition or whether it is such as may suppress or even destroy competition.'
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The key, however, is that the Sherman Act is flexible enough to permit both the summary disposition of hard core
cartel cases and a more thorough inquiry for cases that are less clear. Thus, in Canada, it would be inappropriate
to statutorily define certain agreements asperse illegal for several reasons.6 9 First, it is difficult, in practice, to
presume with confidence that a restraint is on its face harmful. A review of even a handful of cases in the U.S.
makes this clear. In practice, agreements between competitors that are helpful versus those that are harmful
have been difficult to distinguish. Thus, the U.S. approach has led to what are known in the literature as
"characterization" disputes. For example, in Vogel v. American Society of Appraisers,° a gem appraiser
attempted to charge a flat 1% fee for his work, subject to a minimum fee of $10. As a result, he was expelled
from the American Society of Appraisers on grounds that it was "unprofessional and unethical for [an] appraiser
to do work for a fixed percentage of the amount of value ... which he determines at the conclusion of his work".
Vogel claimed he lost referrals from members of the society as a result of his expulsion. This would appear to be
a group boycott or indirect price fixing. Should it be per se illegal?

Judge Posner declined to treat the Society bylaw as illegal per se. Although the bylaw had a direct effect on
price, Posner J. held that its purpose or likely effect was not to raise price above competitive levels, but rather
was to outlaw a method of fee setting that could lead to fraud on customers: the appraiser might have an incentive
to over-appraise items in order to maximize fees. This case shows two things. First, it shows that determining
whether there should be aper se rule applied in any particular case can involve a factual inquiry of the conduct
in question very similar to the inquiry held under a rule of reason test. Second, it shows that if under a rule of
reason analysis the Society were unable to show that the restraint imposed is such as to merely regulate and
perhaps thereby promote competition,7 a per se result would defacto follow.

The more recent case of California Dentaf2 is also instructive. In that case, the California Dental Association
("CDA") was alleged to have barred members from representing that their prices were "low", "reasonable", or
"affordable", to have effectively prohibited certain pricing discounts by its members, and to have imposed certain
other non-price restraints or guidelines. The Federal Trade Commission treated the CDA's restrictions on price
advertising as illegalper se. In the alternative, the Commission held the price (as well as the non-price) advertising
restrictions to be violations under an abbreviated rule-of-reason analysis. One Commissioner concurred separately,
arguing that the Commission should not have applied the per se analysis to the limitations on price advertising.
Another Commissioner dissented, finding the evidence insufficient to show either that the restrictions had an
anticompetitive effect under the rule of reason, or that the CDA had market power.

The Court of Appeals for the Ninth Circuit affirmed, sustaining the Commission's ultimate conclusion on the
merits. The Court thought it an error, however, to have appliedper se analysis to the price advertising restrictions,
finding analysis under the rule of reason to be required for all the restrictions. The Court of Appeals explained
that the Commission had properly applied an abbreviated or "quick-look" rule of reason analysis designed for
restraints that are notper se unlawful, but are sufficiently anticompetitive on their face that they do not require a
full-blown rule of reason inquiry. On appeal, the U.S. Supreme Court vacated the Court of Appeals' decision and
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remanded for a "less-quick-look", finding that the Court ofAppeals erred in its application of quick-look analysis
in the circumstances.

In its reasoning, the Supreme Court wrote:

[t]he truth is that our categories of analysis of anticompetitive effect are less fixed than terms
like 'per se', 'quick look', and 'rule of reason' tend to make them appear. We have recognized,
for example, that 'there is often no bright line separating per se from Rule of Reason analysis,'
since 'considerable inquiry into market conditions' may be required before the application of any
so-called 'per se' condemnation is justified. 'Whether the ultimate finding is the product of a
presumption or actual market analysis, the essential inquiry remains the same - whether or not
the challenged restraint enhances competition.'73 [citations omitted]

Thus, the uncertainty over the competitive implications of any given restraint will make it difficult to design and
implement legislation with sufficient flexibility and precision to determine whether an agreement involves naked
collusion or something else.4 The use of per se rules has certainty as an attribute in theory, but legislating
whether a type of agreement falls into a category "most of the time" is likely to be unworkable.75

Second, the economics of competition policy changes over time and the industries to which the law applies are
changing even more rapidly today, and so what may be perceived to be harmful today may turn out to be
beneficial in light of changed economic factors and new learning. For example, in the 1977 case of Continental
TV, Inc. v. GTE Sylvania Inc.,76 the U.S. Supreme Court relied on efficiencies to find that Sylvania's contractual
restriction on where retailers could resell Sylvania products was not aper se violation of section 1 of the Sherman
Act. Only 10 years earlier, in United States v. Arnold, Schwinn & Co.,"7 the U.S. Supreme Court had held that

such restraints were per se illegal because they "are so obviously destructive of competition that their mere
existence is enough".

Third, in recent years, the trend in the U.S. has been away from presumptions and towards an analysis of actual
anticompetitive effects. As recently noted:

The last quarter-century of antitrust has been marked by a journey from presumptions to analysis of competitive
effects. The journey has not been a steady one, and it has had its share of detours along the way. But, by and
large, presumptions of illegality - many of them the irrebuttable presumptions of per se rules - have given way to
a more thoughtful analysis of competitive impact. Although California Dental does not close the door on
truncated rules or stand in the way of attempts to simplify antitrust, it serves as a reminder that efforts to shorten
the inquiry cannot come by assuming the answer and requiring defendants to justify their behavior."8 [emphasis
added]

For these reasons, attempting to statutorily create categories of per se offences is likely to be over-inclusive and
unsatisfactory.
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A System of Pre-clearance is Not Likely to be Helpful

The costs and delays that will be imposed on the private sector as well as the Competition Bureau by a pre-

clearance regime are likely to make it unworkable. As pointed out above, the EC is moving away from this type

of regime. The EC - White Paper found that after 35 years of application:

A system of prohibition of restrictive practices does not need to have an authorisation system in
order to work properly. Other systems exist which, like Community law, are based on the
principle that restrictive practices are prohibited, but which do not have a system involving
notification and authorisation. A prohibition system does not mean that all restrictive practices
must be presumed to be illegal, but rather only those that restrict competition to an appreciable
extent and do not satisfy the conditions for exemption.79

It would be better to recognize procompetitive effects in section 45 and to clarify the law to the extent that it is

unclear in order to better facilitate self-compliance. As noted by the ABA Antitrust Section:

However, we question whether the benefits of a pre-clearance regime will justify the costs and
delays that will be imposed on the private sector as well as the Competition Bureau. It may be
noted that other jurisdictions are moving away from this type of procedure. We submit that it
would be better to clarify the law to facilitate self-compliance. Businesses in Canada, the U.S.
and elsewhere have a long history of relying upon internal compliance programs to promote
adherence to the law.80

Moreover, a pre-clearance regime may create additional divergence between Canada and its major trading
partners. As also noted by the ABA Antitrust Section:

The Section... believes that any amendments must have regard to basic rights and fundamental
principles of procedural fairness and should impose only reasonable costs and burdens on economic
activity. In this context, there is a growing consensus that greater convergence or compatibility
in competition laws among nations can reduce transaction costs and provide greater legal certainty
for businesses operating in multiple jurisdictions. In this sense there are some lessons to be
learned from the European Union, where a process of "soft" or voluntary harmonisation is
underway. While we are not advocating that the goal of convergence requires absolute conformity
between Canadian and U.S. laws, we do believe that caution should be exercised in proposing
any changes that may increase differences, which may increase transaction costs and
uncertainty.81

Similarly, according to the EC - White Paper:

The considerations that led to the adoption of a central ised authorisation system no longer carry
the same weight today... This White Paper sets out the Commission's thinking, and describes
the system it believes is best suited to the Union at the dawn of the twenty-first century. The
system has three main elements: the abolition of the system of notification and authorisation to
be replaced by a directly applicable exception system; the development of decentralised application
of the competition rules; and intensified expost control. The Commission is convinced that only
a radical reform of the present system along the lines set out here can ensure the effective
application of the competition rules throughout the Community, while easing the administrative
burden on undertakings as far as possible, and at the same time providing them with a satisfactory
level of legal certainty.2
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A system of pre-clearance would be an imposition on businesses and, as such, about as ineffective as the
registration system currently in place for specialization agreements in section 85, which to date has never been

used. In addition, a voluntary system of pre-clearance may become mandatory in practice over time because
courts, the Competition Bureau and others may draw a negative inference from the fact that someone did not
"voluntarily" notify on the basis that, if someone has nothing to hide, they would have just notified. This is
especially the case because "secrecy" is often considered a hallmark of anti-competitive cartels. Whether this
negative inference is expressed or not, it may colour perceptions in the future and, in many cases, unfairly,
because there are many reasons for parties to keep procompetitive alliances, especially at the proposal stage,
confidential.83

Conclusion

Section 45 is the centrepiece of Canada's competition legislation.84 There is no systematic evidence that section
45 is biased against the Crown or that hard core cartels are being permitted to thrive in Canada. In fact, the
evidence appears to be the opposite. Moreover, creating statutorily pre-defined categories of per se illegal
agreements is likely to be an impossible task.85 Last, a system of pre-clearance for such agreements would
appear unnecessary and contrary to recent trends taking place elsewhere toward self-compliance. However,
section 45 does fail to permit a consideration of pro-competitivejustifications, and in this regard requires amendment,
particularly if Canada is to avoid falling further behind other nations in terms of innovation, growth and prosperity.86
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APPENDIX A
Section 45 convictions: 1993 - 2001

COMPANY

Canada Pipe Company Ltd.

PRODUCT

Pipe

DATE

September 27, 1995

FINE AMOUNT

$ 2,500,000

Lafarge Canada Inc. Ready Mix August 19, 1996 $ 1,833,000
Concrete

Ciment St-Laurent Inc. Ready Mix August 19, 1996 $ 1,833,000
Concrete

Ciment Quebec Inc. Ready Mix August 19, 1996 $ 1,733,000
Concrete

Archer Daniels Midland Company Lvsine May 27, 1998 $ 14,000,000

Aiinomoto Co. Inc. Lysine July 23, 1998 $ 3,500,000

Haarmann & Reimer Corporation Citric Acid October 21, 1998 $ 4,700,000

Jungbunzlauer International A.G. Citric Acid October 21, 1998 $ 1,900,000

F. Hoffman-LaRoche Ltd. Bulk Vitamins September 22, 1999 $ 48,000,000

BASF Aktiengesellschaft Bulk Vitamins September 22, 1999 $ 18,000,000

Rh6ne-Poulenc S.A. Bulk Vitamins September 22, 1999 $ 14,000,000

Daiichi Pharmaceutical Co., Ltd. Bulk Vitamins September 22, 1999 $ 2,500,000

F. Hoffman-Laroche Ltd. Citric Acid September 22, 1999 $ 2,900,000

Hoechst AG Sorbates October 26, 1999 $ 2,500,000

Takeda Chemical Industries, Ltd. Bulk Vitamins March 1, 2000 $ 5,200,000

Merck KgaA Bulk Vitamins March 30, 2000 $ 1,000,000

Daicel Chemical Industries, Ltd. Sorbates September 19, 2000 $ 2,460,000

SGL Carbon Aktiengesellschaft Graphite Electrodes July 18, 2000 $ 12,500,000

Daicel Chemical Industries, Ltd. Sorbates September 19, 2000 $ 2,460,000

5 Montreal Snow Removal Companies: Snow Removal October 24, 2000 $ 1,000,000
I) La cie de pavage d'asphalte Beaver
2) Excavation Loiselle et fr~res Inc.
3) Gigure et Geoffroy Inc.
4) Nepcon Inc.
5) Roxboro Excavation Inc.

Tokai Carbon Co. Ltd. Graphite Electrodes February 5, 2001 $ 250,000

Carbone of America Industries Corp. Isostatic Graphite March 1, 2001 $ 300,000

Ueno Fine Chemicals Industry Sorbates July 30, 2001 $ 1,250,000

Pfizer Inc. Sodium Erythorbate October 24, 2001 $ 1,500,000

TOTAL $147,819,000'

Source: Competition Bureau website (www.competition. ic.gc.ca)

I This figure does not include fines against individuals.
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COMMENTS ON THE SUPERIOR PROPANE CASE

By: David Tadmor'
Caspi & Co., Israel

This is a comment on the case between the Commissioner of Competition and Superior Propane Inc. and ICG
Propane Inc.' Since the decision by the Competition Tribunal and the subsequent appeal before the Federal
Court of Appeal3, where the Tribunal's decision was reversed in part and remanded, the Tribunal has reconsidered
the case but no decision has yet been announced.

My point of view on the case is that of a regulator - now an ex-regulator - who has struggled with similar issues
during his four years in office. This is why I have made in this comment no effort to reference the wide body of
writing in which similar or comparable arguments have previously been made and applied elsewhere. There is no
doubt in my mind that members of the Tribunal and of the Federal Court of Appeal are well familiar with the
principles I apply in this comment; nevertheless, I believe they have erred in their decision.

In the Propane Decision, the Tribunal has reached what I believe to be an impossible conclusion: it blessed a
merger of the two ardent competitors in Canada's propane market into one dominant monopoly, asserting the
merger would likely increase efficiency and prove beneficial to the Canadian economy as a whole. This conclusion
was reached although the relevant market was not argued nor was it found to be a natural monopoly market;
although the relevant market is typified by unusually high barriers to entry; and although the merged monopoly is
fully expected to obtain ample market power through the merger and to exploit it to the best of its ability.

In this comment I explain why in my opinion the Propane Decision is fundamentally flawed. I argue that the
decision applies a wrong standard, the "total surplus standard", to review merger transactions. The total surplus
standard is essentially an efficiency standard that does not require the passing on of efficiencies generated by a
merger to consumers, and that ignores wealth transfer consequences of a merger. In my view, the resulting
analysis by the Tribunal is indefensible, being harmful to consumers and contrary to the foundations on which
competition analysis and practice are generally based.

Moreover, I argue that calculations undertaken by the Tribunal in the Propane Decision to compute total surplus
consequences of the merger (efficiency gains less applicable deadweight loss) were in several key respects
erroneous or incomplete.

A Brief Overview

Let us review the unusual circumstances of this merger transaction between Canada's two major propane
providers.

Consider the markets in which the merger takes place. The Tribunal found the relevant competition market to
be "retail propane," excluding other fuels. The Commissioner argued, and the Tribunal agreed, that propane
markets are local geographical markets. The Commissioner argued that in 17 local propane markets the merged
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entity will hold a combined market share of between 95 and 100 percent, in 32 markets it will have a combined
market share in excess of 80 percent, in 46 markets it will have a combined market share of 70 percent, and in 66
markets it will have a combined market share in excess of 60 percent. The Tribunal stated in its decision "it can
rely on these results and conclusions for the purpose of determining whether the merger will result in a likely

substantial prevention or lessening of competition," and concluded: "the merger is likely to lessen competition
substantially in many local markets." The Tribunal further identified the "national account coordination services"
as a separate product market over which market power could also be exercised by the merged entity and noted

the two merging firms were the only competitors in this market as well.

The merger weds two companies holding together 70% of all national propane sales, which by their own judgment
are each other's true competition: "[t]he Commissioner points out that ... [b]ased on its internal documents,
Superior refers to ICG as its "key-most" important competitor, to ICG's low prices and its low costs, that ICG
uses discounted price to acquire new customers, etc." Moreover, stated the Tribunal, ".... [t]he evidence before
the Tribunal shows that ICG actively solicits customers from among the largest consumers and through specialised
programs, that consumers from various end-uses recognize ICG as an alternative, [and] that consumers use ICG
to negotiate prices with Superior.. ." The Tribunal specifically notes that substantial prevention of competition
will result from the merger, generally and regionally. For example, with respect to one region it noted: "[i]n light
of ICG's plans to vigorously expand its activities in Atlantic Canada and in the absence of any evidence to the
contrary, the Tribunal is of the view that there will likely be a substantial prevention of competition in Atlantic
Canada as a result of the merger."

Consider the consequences of the merger in terms of barriers to entry and the resulting market power.
Barriers to entry will be vy high subsequent to the merger. (i) It is generally difficult and expensive to switch
from propane to other forms of fuel because of sunk costs in equipment; it would take a long-term price increase
of 50%, perhaps more, to justify equipment conversion from propane to other types of fuel. (ii) The product is not
simply a commodity; as noted by the Tribunal, propane is differentiated among providers based on "reputation,
length of time in the business, the terms and conditions they offer to customers, the ability to meet a customer's
needs at multiple locations, etc." (iii) The propane market was found by the Tribunal to be of stable demand and
modest growth, therefore any new entrant will have to focus primarily on existing propane users - who would be
deterred by high switching costs - as its cliental base. (iv) It was found that typical contractual arrangements in
the propane market include long-term contracts, automatic renewal provisions, exclusivity provisions, termination
fees and "meet or beat" and "right of first refusal" clauses. These agreements - perhaps problematic under
sections 77 and 79 of the Competition Act - were not abolished as a condition to the approval of the merger and
continue to represent existing industry practices.

Inelastic demand and low cross-elasticity of supply supplement these steep barriers to entry. Demand for
propane is relatively inelastic with respect to changes in its price, i.e., consumers reduce their consumption of
propane only slightly when the price rises. On the supply side there is no potential entrant into the market: "even
very large and sophisticated companies may not be able to enter the propane distribution business profitably," the
Tribunal noted. It eloquently summarized: "the Tribunal believes that there is insufficient evidence to demonstrate
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that there will be effective remaining competition capable of constraining the exercise of market power by the

merged entity."

In spite of these clear and harsh findings as to the probable effects of the propane merger, including the exceptionally

high measure of market power that would likely result from the merger, the Tribunal approved the propane

merger. In brief, the Tribunal concluded that cost savings (efficiencies) for the newly-formed monopoly were

larger than the expected deadweight loss to the economy resulting from the merger into monopoly and the

expected resulting use of market power; and that total surplus is the proper standard to be applied under Canadian

competition law in merger cases, hence there is no need to demonstrate that such efficiencies are passed on to

consumers nor is there any harm in reducing consumer surplus through the use of monopoly market power. The

Tribunal further found Canadian law indifferent to the resulting increase in producer surplus at the expense of

consumers.

In other words, the Tribunal concluded that Canadian law favours a merger to monopoly - even if cross elasticity

of demand is very low, cross elasticity of supply is very low and the resulting monopoly will possess yy strong

market power - provided cost savings to the merging parties are expected to exceed all deadweight loss arising

from the probable increase in price to the public.

Back to Basics: Fundamental Antitrust Principles

The Propane Decision creates a monopoly of the kind antitrust laws were set out to prevent. The basic premise

of antitrust is that competitive markets are more efficient than monopoly markets. From this general truth stems
another: that the long-term positive effects of a competitive market will outweigh cost savings derived from

business combinations that create monopolies holding market power. Consequently, antitrust laws prohibit business

combinations that result in the elimination of competition.

Not so the Propane Decision. The Tribunal created by its decision a monopoly that holds ample market power,
asserting that savings generated from merging the only two firms competing in the applicable market into one
monopoly outweigh all negative consequences flowing from the elimination of competition. In other words, the
Tribunal concluded that on a long term basis the market would be more efficient if served by a monopoly than if
served by competing firms.

Can this be true? It is generally recognized that on a long term basis a single firm can more efficiently serve a
market than two or more competing firms only where it is a natural monopoly market. In a natural monopoly
market the cost function is sub-additive, which means that it is cheaper to have one firm that produces total
industrial output.4

There seem to be only three options here:

Propane retailing is a natural monopoly hence one firm will better serve the market than two competing firms and
the merger should not be blocked. This, however, is not a likely proposition. To begin with, there are good
reasons to assert that propane retailing is not a natural monopoly whatsoever; if it were, economic theory predicts
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that a competitive process in this industry would have resulted over time in sustained losses to participating firms,

yet this generally is not the case in propane industries. In Canada, competition did exist prior to the merger and

continues to exist (at least for the time being) in some regional propane markets following the merger. In other

countries - even small countries - there seems to be no support for the proposition that propane retailing cannot

sustain itself in a competitive environment. Indeed, the shrinking list of widely recognized natural monopolies

does not include propane retailing. In any event, the Tribunal itself neither suggested nor hinted in its decision that

propane distribution in Canada is a natural monopoly, thus the Propane Decision cannot be substantiated on this

hypothetical basis.

A new type of entity has been discovered by the Tribunal: a total monopoly holding ample market power, yet

more efficient than the competing firms of which it is now comprised, and able to promote public welfare more

than the competitive market in which its components previously operated. Indeed, if you do not ascribe to the

proposition that propane retailing in Canada is a natural monopoly, yet you agree with the result reached by the

Tribunal, you are inescapably bound to conclude that such a new and exciting monopoly has indeed been discovered

in Canada.

I do not believe this scenario to be plausible. Moreover, remember that this newly formed total monopoly will be

operating (as noted by the Tribunal) in a market typified by very low cross elasticity of demand and supply, very

high barriers to entry and consumer inability to significantly reduce consumption following a considerable increase

in price; it will also have the power (and is predicted by the Tribunal) to raise prices and restrict outputs and every

reason to do so. The impossibility, in terms of antitrust theory, of the result reached by the Tribunal leads me to

believe it erred in its decision.

The Tribunal erred in its analysis - clearly, this is my preferred option.

There are additional aspects to this discussion, however. In addition to the general arguments made above, I will

now point to several specific errors that can be found in the Propane Decision.

Errors in Fact and Theory

Not Calculating Efficiencies and Losses in Each Local Market

Canadian propane markets were found by the Tribunal to be local in nature. Accordingly, in its analysis the

Tribunal assumed the probable influence of the merger on propane prices in each local market (or at least for

each local market category). When calculating merger-related deadweight loss and efficiencies, however, the

Tribunal approached all regions as one when concluding that in the aggregate efficiencies were greater than the

contemplated deadweight loss.

Regional markets call for regional analyses and regional remedies if the correct economic conclusion is to be

obtained. To illustrate, it is conceivable that efficiencies arising from the merger in the 16 monopoly markets

were smaller then those obtained in other markets because the two merging firms had already achieved separately
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scale economies in those markets; being a merger of two firms comprising an oligopoly market, the deadweight

loss resulting from the merger may have been greater than in other markets.

To think of another illustration, in this merger the two major competitors in Canada's propane markets became

one. The Tribunal did not consider or calculate the probable impact of the merger on local markets in which one

of the merged companies held a dominant position prior to the merger. Because each of the two companies was

probably the other's greatest if not only potential competitor in such local markets, the merger may well have

additional local adverse consequences that were not taken into account by the Tribunal.

In short, to correctly calculate the total surplus impact of the merger, the Tribunal should have reviewed evidence

on the efficiencies/deadweight loss in each local propane market. Such a review may have revealed that (i) the

total aggregate calculation was incorrect or (ii) the merger could be approved only if conditioned upon effective

divestitures being undertaken in quite a few local markets. As they stand, calculations made by the Tribunal are

incomplete and probably incorrect.

Planning and Litigation Costs; Tax Savings

The Tribunal refused to recognize merger planning costs or the cost of litigating a merger in its efficiencies

calculation, arguing they are expended independently of whether the merger succeeds or creates efficiencies.

The purpose of the analysis, stated the Tribunal, "is not to determine whether shareholders will be better off at the

expense of consumers, but rather whether the economy gains more resources than it loses through the transaction."

However, as for all other assets, in order to determine whether a merger has positive net effects on the economy

one must include all production costs. It is difficult to understand why planning and litigation costs, which are an

integral part of "producing" mergers, should be excluded from the calculation.

On the other hand, the Tribunal included in its efficiencies calculation tax savings resulting from the merger.'

Under the total surplus standard this seems rather hard to justify. Tax savings can hardly be described as
resources that the economy gains through a merger, and their inclusion in the list of "efficiencies" can result in

peculiar consequences indeed.

Static Rather Than Dynamic Analysis

The Tribunal assumed in its analysis of savings generated by the merger ongoing efficiency gains; in a merger to

monopoly this assumption seems flawed, as there is no reason to assume ongoin efficiency gains in a noncompetitive

environment. In this case, the combination of high barriers to entry and inelastic demand yields an incontestable

monopoly, and as competition subsides so will the pressure to maintain an efficient business.

Moreover, to assess long-term deadweight losses resulting from a merger to monopoly one must assume various

scenarios and apply to them magnitude/probability calculations. Circumstances will change - they always do -

and they will give rise to new and better opportunities to exploit the ample market power created through the

merger; those opportunities, in turn, will increase the measure of deadweight loss to the economy as a whole.
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Conversely, the Tribunal took a snapshot of the circumstances at the time of the merger, calculated what it found
to be the deadweight loss at such time and for no good reason assumed it to be the measure of deadweight loss
in years to come. This cannot be right. As circumstances change so will the amount of deadweight loss; for
example, a rise in the cost of alternative energy sources will likely increase the amount of deadweight loss
resulting from the merger, as it will provide to the merged monopoly new opportunities to exploit its Tribunal-
blessed market power. Granted, such dynamic, forward-looking magnitude/probability analyses are highly
speculative, but this is only another reason why antitrust agencies do not and should not create monopolies based
on static snapshot analyses of circumstances prevailing at the time of the merger.

Ignoring Adverse Effects of the Merger on Canadian Domestic and Foreign Markets

Propane is not only a household product; it is an industrial input. The Tribunal assumed the merger would raise
industry propane prices by 7% and transportation propane prices by 8%. However, the Tribunal ignored in its
analysis adverse consequences of the merger to Canadian industries: the merger renders Canadian production
more expensive, making it harder for Canadian industries to compete in local and export markets alike. The
merger thus causes Canadian industry to become less competitive. Those adverse consequences, which may be
significant, are absent from the Tribunal's total surplus calculations.

More than an error in calculation, this outcome seems to have interesting consequences under the Competition
Act. Subsection 96(2) of the Act provides as follows: "[i]n considering whether a merger or proposed merger is
likely to bring about gains in efficiency described in subsection (1), the Tribunal shall consider whether such gains
will result in (a) a significant increase in the real value of exports; or (b) a significant substitution of domestic
products for imported products." A merger that raises input prices for Canadian industries is likely to decrease
the real value of exports and to contribute, alas, to the substitution of imported products for domestic Canadian
products.

Anecdotally, according to the Propane Decision "approximately 63 percent of propane produced in Canada is
exported to the United States." I assume for the sake of this argument that U.S. propane markets are generally
competitive. In these competitive markets no monopoly premium can be charged for Canadian propane.
Consequently, following the merger Canadian propane will be sold in U.S. markets for prices lower than those
charged in post-merger monopolistic Canadian markets. Cheap Canadian propane will therefore fuel U.S.
industries; these industries, in turn, will have an edge when competing with Canadian firms for which the merger
has raised production costs!

This is a strange outcome indeed, yet it becomes more peculiar once the merged company itself exports propane
to the United States: Canadian consumers, overpaying for propane in their domestic monopolistic market, will find
themselves subsidizing U.S. consumers who are acquiring, in their competitive market, cheaper Canadian propane.

This peculiar outcome illustrates the point I have made earlier: limited by the evidence presented, and burdened
by the mortal inability to foresee the future, the Tribunal embarked upon an impossible task, namely, an attempt to
calculate and quantify all short and long term costs and benefits resulting from the elimination of competition.
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Ignoring the Cost of Substantive Regulation that may be Introduced in Monopolized Propane Markets

Utility markets are often monopolistic and almost always regulated. With no competition in or for the market and

low cross elasticity of demand, regulation may well be necessary to achieve a "second best" solution. Such

regulation is expensive to create and implement and is coupled with a great deal of inherent inefficiency, yet

absent competition it may be necessary to control prices, create product diversity and set standards for product

and service quality. Massive efforts are being made in many countries to turn monopoly markets into competitive

ones because regulation, even where necessary, is a poor substitute for competition.

In its analysis, the Tribunal recognized "there is insufficient evidence to demonstrate that there will be effective

remaining competition capable of constraining the exercise of market power by the merged entity." It further

evaluated as "slim" the likelihood of a new entrant into the market from the U.S. or from Canada, even if the
merged monopoly raises propane prices (as it is expected by the Tribunal to do). The record shows that there is

no competition remaining in the market nor is there any competition expected for the market following the

merger; it also shows that consumer demand for propane is relatively inelastic.

By turning a competitive market into a monopolistic arena, the Tribunal created a market that will probably have

to be regulated in the future. In my mind, it is hardly the role of antitrust agencies to create monopolies that must
be regulated to achieve "second best" solutions. The Tribunal also failed to take the probable cost of such

regulation into account when attempting to calculate total surplus consequences of the merger. This is a serious

omission. Regulation is expensive to create and costly to implement, bearing evident direct costs, as well as

indirect costs stemming from inefficiencies that are inherent in all regulatory systems.

To these costs, the cost of increased antitrust scrutiny of Canadian propane markets must also be added. The

merged entity now holds monopoly power in many local propane markets; arguably, it might be tempted to use its

newly acquired monopoly power, for example, to predate prices in non-monopoly local markets and to price

competitors out of those markets; Canadian propane markets now seem very suitable for a successful predation

campaign. The merged company might thus become a total monopoly in many local markets additional to the

unlucky first sixteen. The merged entity can exploit its Tribunal-blessed monopoly position in other directions as
well, mandating enhanced antitrust scrutiny. Again, neither the cost of such anticompetitive actions nor the cost

of acting to prevent them was accounted for by the Tribunal.

Arbitrary Figures

A merger to monopoly harms the economy in a variety of ways - prices go up; quantity, quality and variety go

down; innovation diminishes. All these should be taken into account when figuring the total surplus consequences

of a merger into monopoly. This point was made before the Tribunal by the Commissioner: "[t]he Commissioner

further submits that, provided the effects flow from a prevention or lessening of competition resulting from the

merger, section 96 does not place any other limitations upon the scope or range of "effects" to be considered,

which includes detrimental effects of a merger that will affect consumers such as an increase in prices, a

decrease in service, product choice or quality."
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The Tribunal concurred that a decline in product quality and diversity should be taken into account but noted that
no evidence was brought forth to calculate the loss; for reasons not entirely clear it placed on it a three million

dollar value.

It should seem reasonable to suggest that any court or tribunal purporting to calculate all economic consequences

to the public stemming from a given transaction should not decide the outcome of a case as if it were an everyday

lis interpartes. If there was evidence missing from the record, necessary to calculate the cost or benefit to the
public resulting from the merger, the Tribunal should have requested the parties to present it in full. I do not

suggest the Tribunal erred in this regard under Canadian procedural law, but the resulting calculation suffered. In
short, to reach a correct conclusion, non-price effects of a merger must be substantiated, not guessed.

The Impossibility of the Task Undertaken by the Tribunal

I have made an effort to illustrate why any short- or long-term total surplus cost-benefit analysis of a merger into
monopoly must be incomplete, inaccurate and highly speculative. Let me add another layer to this argument. It
is highly unlikely that any tribunal can calculate in advance all costs and benefits arising from a merger, given that

even direct parties to mergers fail again and again in their efforts to do so.

Case in point: most mergers fail. They fail, among other reasons, because there are underestimated substantial

costs associated with merging separate businesses into one unit operating efficiently. Should these costs be
accounted for when calculating the total surplus consequences of a merger? Of course they should. Can a
Tribunal measure these costs before a merger takes place? Probably not. Even parties to the merger, who know
the facts best and understand the business far better than any antitrust regulator or tribunal, cannot measure these

costs in advance. Were parties to failed mergers able to measure these costs in advance, they probably would not
have merged to begin with. These substantial merger-related costs are not reflected in the Propane Decision.

The impossibility of the task undertaken by the Tribunal can be further illustrated. In line with its interpretation of
the Act as promoting total surplus, the Tribunal sought to identify positive and negative efficiency consequences

of the merger. Wealth transfer as such, states the Tribunal, falls outside the calculation: "Since consumers pay
more for the quantity of the product at the higher price, they lose some of the surplus they had when they paid the
competitive price. A portion of this loss in consumer surplus is realized by the firm and its shareholders in the form

of higher profits. Such loss is not a social loss, but rather a redistribution of gains from the merger; real resource
use is not affected by this transfer of income." This analysis is not correct. The transfer of wealth affects the

economy, for example, because the same amount of money will change in value (utility to the holder) once shifted
from an impecunious person to a wealthier one, or vice versa. This is the well-known phenomenon referred to

as the declining (or increasing) marginal value of money. To quantify economic consequences of a merger into
monopoly these changes must also be accounted for and calculated.

Sadly, in practice, any attempt to quantify net gains and losses derived from wealth transfers would be an

exercise in futility, which is precisely my point: a legal standard, desirable in theory as it may be, that cannot

possibly be proven in a court of law nor be properly calculated, is not a useful standard. As noted earlier, it is no
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coincidence that antitrust regulators in other countries make no attempt to evaluate total surplus consequences of

business transactions, but rather settle for less ambitious yet obtainable standards; and they do not, under these

less ambitious tests, merge competitors into total monopolies, while arguing the irrelevancy of NN ealth transfers to

the process as a whole.

Distorted Antitrust Analysis

Here is another major flaw in the Propane Decision: cost savings resulting from the merger. that were recognized

by the Tribunal, reflect in part a reduction in outputs and result in a clear loss of consumer choice. In my view,

allowing a merged entity to register efficiencies that are achieved through a reduction in outputs is highly

objectionable. The shape of a market must be determined through competitive supply and demand forces.

Market forces, not regulators, should determine the quantity, quality and diversity of products and services offered

to consumers. When a merger into monopoly is blessed by an antitrust regulator (here - the Tribunal) because

the merger is found to be "efficient," yet those efficiencies are obtained in whole or in part at the expense of

product quantity, quality or diversity, that regulator is leaving antitrust territory, entering the realm of economic

regulation of the very nature free market wisdom seeks to prevent.

Antitrust regulators preserve competition in the market. Antitrust regulators do not, and they should not, become

planning agencies that determine what markets should look like. They do not and they should not allow competitors

to join forces and obtain the monopolistic power to deliver inferior products to consumers simply because those

products are cheaper to make. Inferior products are invariably cheaper to manufacture and lowering quality

always saves money to manufacturers, but it also reduces the value of these products and services to consumers.

When the Tribunal recognized cost savings in return for lower quality and diversity, it turned itself into a planning

agency for the propane market. Unfortunately, this is the outcome of a "total surplus" type analysis, which the

Tribunal attempted to apply in the Propane Decision. What next - perhaps a merger of all Canadian cigarette

manufacturers and suppliers into a single monopoly? There are many savings to be obtained through such a

merger, but those are just the beginning: the new cigarette monopoly will possess ample market power, thus

immediately restrict outputs and raise prices, causing Canadians to smoke less and become healthier, in turn

reducing medical costs and advancing total economic surplus! This mockery of antitrust is no less bizarre than

the analysis applied by the Tribunal in the Propane Decision. Indeed, if you take seriously total surplus analysis

in the manner in which the Tribunal applied it, and if you recognize efficiencies that are based on a reduction in

product quantity, quality or diversity, you end up in unchartered territory and become - yet again - the very being

antitrust seeks to prevent.

The Appeal

On April 4, 200 1, the Federal Court of Appeal handed down its decision, reversing in part the Propane Decision

and remanding the case to the Tribunal. The Federal Court of Appeal did not take issue with calculations

undertaken by the Tribunal. The focus of the Appeal Decision was whether the Tribunal was correct when it

applied the total surplus standard, and only that standard, when evaluating "the effects of the prevention or

lessening of competition" of the merger.
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What the Federal Court of Appeal Said

The Federal Court of Appeal agreed with the Tribunal that section 96 of the Act gives "primacy to the statutory
objective of economic efficiency, because it provides that, if efficiency gains exceed, and offset, the effects of an
anti-competitive merger, the merger must be permitted to proceed, even though it would otherwise be prohibited
by section 92." The Court concurred that under section 96, when evaluating a merger the Tribunal must balance
the efficiency gains derived from the merger with "effects of the prevention or lessening of competition" which
the merger may have.

The Federal Court of Appeal, however, rejected the position taken by the Tribunal as to the scope of "effects"
that must be balanced against efficiency gains derived from the merger. It concluded the Tribunal "erred in law
because it failed to ensure that all the objectives of the Competition Act, and the particular circumstances of each
merger, could be considered in the balancing exercise mandated by section 96." In this balancing task, the Court
determined, the Tribunal must not limit itself to the total surplus rule but must also consider other "effects" of the
merger: the "effects" the merger might have on the stated objectives of the Act;6 the effects the merger might
have on the distribution of wealth resulting from the exercise of merger-created market power; and the effects on
the interests of consumers including price and choice. The standard applied by the Tribunal must be more
"reflective" than the total surplus standard of the different objectives of the Competition Act, and should also be
"sufficiently flexible" in its application to enable the Tribunal to assess the particular factual situation before it.
The Federal Court of Appeal concluded: "the word, "effects", should be interpreted to include all the anti-
competitive effects to which a merger found to fall within section 92 in fact gives rise, having regard to all of the
statutory purposes set out in section 1.1 ."

The Federal Court of Appeal thus determined it is not the "total surplus standard" that should be applied by the
Tribunal in assessing whether efficiency gains generated by the merger exceed and offset its anti-competitive
effects. The balancing act called for in section 96, said the Federal Court of Appeal, is "a more judgmental
assessment than is called for by the largely quantitative calculation of deadweight loss." It noted the "balancing
weights approach" to which it referred will "no doubt require considerable elaboration and refinement when it
comes to be applied to the facts of particular cases."

In its conclusions, the Federal Court of Appeal remanded the case, stating the Tribunal "need only identify and
assess "the effects of the prevention or lessening of competition" for the purpose of section 96 and decide
whether the efficiencies that the Tribunal has already found to have been proved by the respondents are likely to
be greater than, and to offset, those effects."

What the Federal Court of Appeal Did Not Say

The Appeal Decision is a step up from the Propane Decision, yet in my opinion it leaves much to be desired. In
its decision, the Federal Court of Appeal did not confront most of the issues to which I have pointed earlier; and
while it should not be blamed for failing to correct errors that were not raised in the appeal or that were outside
the scope of its jurisdiction, the major shortcomings of the Propane Decision remain virtually intact. The Federal
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Court ofAppeal did not rule out the possibility of approving a merger into monopoly, did not have anything to say
about legal aspects of calculations undertaken by the Tribunal, and did not direct the Tribunal as a matter of la%,
to exclude from its analysis efficiencies that result in the loss of product quality, quantity or diversity.

I think this outcome is unfortunate. The Federal Court of Appeal observed and emphasized that the primary
purpose of the Act is to maintain and encourage competition in Canada, as stated in section 1.1; that this primary
purpose is not merely a general statement of the legislative rationale that should be subjected to the provisions of
section 96; and that the legislative history of section 96 makes it clear that its balancing of "efficiency gains
against the "effects" of an anti-competitive merger, should not be interpreted in substantially the same manner as
the above clauses [reference is being made here to rejected versions of section 96], which explicitly permitted
anti-competitive mergers when the resulting efficiency gains produced net savings of resources for the Canadian
economy." Moreover, the Court recognized that the harm to consumers in the form of wealth transfers, less
competitive prices and more limited product choices, must be taken into account when balancing efficiencies
generated by the merger with the harm to competition it creates. The Federal Court ofAppeal further acknowledged
that in balancing these factors the Tribunal should apply "judgmental assessment", not simple quantitative
calculations.

I wonder whether these were not sufficient grounds for the Federal Court of Appeal to intervene in the Propane
Decision, to provide that some "effects" stand in such stark contradiction to the primary rationale and purpose of
the Act that they overcome the efficiency gains ostensibly generated by a merger, except perhaps in very extreme
circumstances. I believe the Court could and should have stated outright that competition laws do not create,
allow or endorse mergers into monopoly, and that competition agencies are in no position to dictate how important
competition would be for consumers or for the economy as a whole in each set of circumstances.

Failing to specifically prohibit a merger into monopoly, the Federal Court of Appeal also fell short of providing any
guidance as to how, as a matter of law, the Tribunal should "balance" between gained efficiencies, on the one
hand, and the loss of product diversity, quality or quantity or the transfer of wealth from consumers to producers,
on the other hand. What is the "value" of the transfer of wealth? What is the "value" of the loss of consumer
choice or of product quality and quantity? How should this "balancing test" be put into operation?

To summarize, the Appeal Decision left an open door for the Tribunal to endorse the creation of monopolistic
strongholds in previously competitive markets; it also failed to provide much guidance as to how, as a matter of
law, merger analysis should be implemented in future cases. As stated by the Federal Court of Appeal, "this
Court should not prescribe the "correct" methodology for determining the extent of the anti-competitive effects
of a merger. Such a task is beyond the limits of the Court's competence." Unfortunately, the Federal Court of
Appeal failed to recognize that the task undertaken by the Tribunal in the Propane Decision seems to be outside
the competence of an antitrust regulator or tribunal.
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Conclusion

The fundamental errors underlying the Propane Decision have for the most part little to do with the total surplus

standard, which the Tribunal found to apply in merger cases under Canadian law. Simply put, the Tribunal got its

calculations wrong, and even under the total surplus standard the Propane Decision should not stand.

Yet the total surplus standard is not a good judicial standard. Generally speaking, no court can calculate true total

surplus consequences of a complex transaction; hence this desirable standard is impossible to apply. While a total
welfare standard has in one form or another been advocated for more than a century, rooted in utilitarian analysis

and the old Chicago School tradition, it has never materialized to become a workable guiding policy or rule

because it is virtually impossible to measure all consequences of economic actions. This problem is largely

avoided where the legal standard applied to a merger is the "substantial lessening of competition" test. It is also

avoided where a merger can be approved based on the efficiencies it generates provided the efficiencies are

passed on to consumers. This good requirement has two major benefits. Firstly, it implicitly requires a post-
merger competitive market, because - generally speaking - only (actual or potential) competition can guaranty

that savings generated through a merger will in fact be passed on to consumers. Secondly, it limits the calculations

to those savings and to other efficiencies resulting from a merger that are in fact expected to pass on to consumers

- a more manageable approach indeed.

One may question whether Canadian law mandates the total surplus standard in the manner applied by the

Tribunal. There seem to be two issues here. The first: are distributional considerations included in the objectives

of the Act, i.e., can the Tribunal, for example, approve a noncompetitive merger simply because it has "positive"
distributional consequences. I think the answer to this question is clearly negative. The second: is the Act neutral

to the inevitable distributional consequences that arise from a merger into monopoly? A negative reply to the first
question does not necessarily imply a positive reply to the second. Subsection 96(3) of the Act provides that "For

the purposes of this section, the Tribunal shall not find that a merger or proposed merger has brought about or is

likely to bring about gains in efficiency by reason only of a redistribution of income between two or more persons."

It flows from the section that one may not rely on wealth transfers as the sole justification for a noncompetitive

merger ("by reason only of a redistribution of income.. ."), but this does not necessarily imply that redistribution

of income brought about through the use (or abuse) of market power is completely outside the scope of merger

analysis. Nor is it, in my opinion, a license for the Tribunal to create monopolies that can induce transfers of

consumer surplus through the exercise of market power - monopolies the creation of which is so clearly harmful

to their consumers and so counterintuitive to the most basic goals of competition laws worldwide.

Efficiency analysis engages the attention of competition agencies in many countries and efficiency defense in

merger cases is widely discussed and in some jurisdictions actively applied. The position taken by the Tribunal

and the Federal Court of Appeal deviates considerably from the application of the efficiency defense in other

jurisdictions, in my opinion not for the better. All agree that competition rests in the heart of the Act,' yet the
Tribunal reached a result more remote than any other from the term "competitive economy," and the Federal

Court of Appeal did not move to prevent it: a monopoly holding market power, in a market typified by low cross
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elasticity of demand and supply, very high barriers to entry and inability to significantly reduce consumption

following a considerable increase in price.

As noted above, I think the Tribunal reached, and the Federal Court of Appeal left the door wide open to, an

impossible conclusion: that a merger into a non-natural monopoly of two competing firms has superior long-term

consequences compared with the state of competition that preceded the merger. This conclusion was based on

calculations that in many respects are incorrect. A more modest and cautious approach is clearly required here,

which even now can be applied by the Tribunal: "If there are efficiencies, they should be taken into account in

close cases (and not when the merger leads to monopoly or near-monopoly), at least where proof of those

efficiencies is relatively clear, the benefits are likely to be passed on to consumers, and the efficiencies cannot be

achieved in a substantially less anti-competitive way."8
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