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Introduction

he central role of economics in the design, interpretation and enforce-

ment of competition laws is now recognized not only in Canada but

throughout the developed world.? It was not always thus. In his study
of the role of economics in U.S. antitrust policy Professor White observes that
until the 1970s, the role of economists in antitrust cases was mostly to provide
statistical support. It was not until the early 1980s that there was a recogni-
tion of the role microeconomics could play in developing the theory of the case
itself.®

In Canada prior to 1986, almost all prosecutions under the Combines Investi-
gation Act were under criminal law and a large fraction of these involved resale
price maintenance which was a per se offence.* There was little scope, if any,
for economic analysis.’ Although economists wrote about competition matters
they were on the periphery. There was a discrete increase in the role played by
economists and economic analysis in competition policy when the Competi-
tion Act came into force in 1986 and the influence of economists has continued
to increase since then. This influence has been manifest in the language of the
statute and amendments to it, on enforcement decisions and guidelines and on
the interpretation of the statute by the Competition Tribunal and the courts.

While it is possible to measure the influence of economists in terms of the
number of economists employed in enforcement agencies or serving as expert
witnesses or participating in various consultative exercises, the ultimate
measure of the importance of economic learning is the extent to which statu-
tory design, enforcement decisions and judicial reasoning are consistent with
it. As Professor Winter puts it:

Are the law and economics of competition policy now aligned after
years of involvement by economists, or does the law diverge from
economic foundations in important ways?°

In broad terms, economics teaches, first, that competition policy should
protect the competitive process rather than competitors and, second, that
competition is a means to an end and that end is the use of society’s resources
to their best advantage. Competition is usually the best means of achieving
efficient resource use (reducing economic waste) but it is not the only way. It
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would not matter how many economists find employment in the competition
policy apparatus if the application of it did not enable the Canadian economy
to make better use of the resources available to it.

Professor Ross sees the focus on competitive market forces and the ultimate
concern with efficiency to have been the major contribution of economists to
Canadian competition policy:

Eventually, thanks in large measure to the work of economists, com-
petition policy in Canada, the United States and many other places
found a focus and purpose that found wide agreement: make the
economy more efficient through the protection and enhancement
of competitive market forces. That is, we came to recognize that
the goal should be the protection of competition (not necessarily
competitors) and that the ultimate concern was efficiency.”

The manner in which economic learning has influenced competition policy
differs from country to country. In the United States, as Professor White has
documented, the influence of economists has been on the jurisprudence
under three tersely worded statutes that have been in place for many years.®
In Canada, with many fewer contested cases and much less jurisprudence, the
influence of economists can be seen more in the language of the Competition
Act and amendments to it and in the wording of enforcement guidelines.

While it was a major step forward, the 1986 Competition Act contained a
number of sections that were carried over from the Combines Investigation Act.
A number of these sections were antithetical to the teachings of economics
in a variety of ways. Some made criminal offences of forms of market conduct
that are potentially socially benign. Some protected competitors rather than
competition. Some had nothing to do with competition. The amendments to
the Competition Actin 2009 eliminated most of these problems and in so doing
further enlarged the scope for the application of economic analysis.? While the
1986 Competition Act owes much to an earlier generation of economists, the
2009 amendments reflect the efforts of the current generation.

The passage of the 2009 amendments occurred forty years after the publica-
tion of the Economic Council’s Interim Report on Competition Policy.* Pride in
the extent to which the amended statute allows the application of economic
learning might be accompanied by embarrassment that it took so long. There
have been missteps along the way. Bureaucratic politics has intruded. Needless
amendments have been proposed. There have been consultations and debates
over guidelines that are often revised but seldom applied. The pace of institu-
tional learning has been slower than might have been hoped. Some of this is to
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be expected. Competition policy, like all public policy, is a product of the politi-
cal process. The important question is not whether other countries make more
use of economists in the formulation and application of competition policy but
whether their policies are more firmly grounded in economics.

As can be seen from the numerous citations to it in this paper, the Canadian
Competition Record has provided a valued forum through which economists
have been able to contribute to the discussion of competition policy issues and
to inform and be informed by the competition bar. Another productive com-
munication channel for economists has been the annual fall conferences of the
Competition Law Section of the Canadian Bar Association. In this regard, it is
important to understand that the influence economists have been able to exert
owes much to a receptive and thoughtful competition bar and to legal schol-
ars such as Professor Trebilcock who have worked so hard to show lawyers and
economists what they can learn from each other.

Topics Covered

Itis not possible to do justice to the voluminous commentary on the issues of
economics related to the Competition Act. This study confines itself to address-
ing the following issues:

+ Developments in competitive effects analysis in merger cases;
« The debate over the interpretation of 5.96;

+  Economic evaluation of horizontal restraints;

«  Economists versus s.61;

+  Predatory pricing and the Air Canada case;

«  Economists versus s.75;

+  Exclusive dealing and the Canada Pipe case.

Some explanation of these choices is in order. Merger analysis is generally
regarded as the most economics intensive part of competition policy and
approaches to competitive effects analysis have been carried along by develop-
ments in techniques of merger simulation. The efficiencies exception under the
merger provisions (s.96) has been by far the most intensively debated section
of the Compelition Act. The debate goes to the heart of view of economists that
efficiency rather than competition for its own sake is the ultimate goal of com-
petition law and policy.

A prohibition of collusive agreements between competitors is commonly
regarded as the cornerstone of a competition statute. Economists have long
regarded Canadian law and jurisprudence on horizontal restraints as permis-
sive with respect to hard core cartels and inflexible in terms of its ability to
assess agreements with both pro-competitive and anti-competitive effects.
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Remedying these defects has taken forty years and economists have played a
major role in the process.

While the role of economic research in changing the status of resale price
maintenance under both U.S. and Canadian competition law has been docu-
mented, the path to reform differed between the two countries and there is
something to be learned from the nature of these differences. Similarly, there
are lessons about the role of competition policy to be learned from the Air
Canada case as well as some unresolved questions regarding alternative theo-
ries of, and tests for predatory pricing to explore."

Analysis by economists of the refusal to deal provision under s.75 of the Com-
petition Act showed that it was not about competition. This led to a partial
remedy in the form of both the amendment of the section and a shift from
public to private enforcement of it.

Early abuse of dominance cases under the Competition Act have been the
subject of thorough economic analysis.'? The more recent decisions of the Com-
petition Tribunal and the Federal Court of Appeal in the Canada Pipe case are
noteworthy for a variety of reasons.” They involve discussions of economic the-
ories of exclusive dealing as they relate to first dollar loyalty discounts, debates
about market definition and market power and about whether conduct can
reasonably be anticipated to be anti-competitive if it doesn’t ultimately lessen
competition.

Mergers

The merger provisions of the 1986 Competition Act replaced the moribund
criminal merger/monopoly section of the Combines Investigation Act. As has
been widely and ably documented, they were a long time coming but they were
largely faithful to the recommendations of the Economic Council of Canada
and the Skeoch-McDonald report both of which were more concerned with
the rationalization and the realization of scale economies than they were with
domestic producer concentration."

The 1986 Competition Act provided for the rule of reason analysis of mergers
under civil law by a specialized Competition Tribunal composed of lay busi-
ness experts as well as federal court judges. It required the Tribunal to consider
the broad market circumstances of a merger when analyzing its competitive
effects rather than relying solely on market share and market concentration
data. It gave the Tribunal the power to block a merger that substantially pre-
vents or lessens competition provided this merger does not also bring about
efficiencies that more than offset its anti-competitive effect.
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There is general agreement that merger analysis makes the most intensive
use of economics and that this has increased over time. In the view of some
observers, horizontal mergers cases now turn largely on issues of economics as
the legal principles involved have become well established.'® As well, with the
ubiquity of computer merger simulation models using large databases, merger
analysis has become much more technical and less transparent. To some, this
is not an entirely good thing.'®

Economics and Competitive Effects Tests

The analysis of the competitive effects of mergers has been carried along by
developments in antitrust economics and the evolution of the Merger Enforce-
ment Guidelines reflects this. There are two general mechanisms through
which mergers can reduce competition. A merger can increase the market
power of the merged entity itself. This is called the unilateral effects mecha-
nism. A merger can also reduce the constraints on the ability of the firms com-
peting in the relevant market to exercise market power jointly. This is called the
interdependence (or coordinated) effects mechanism.

The coordinated effects approach was a staple of the 1982 U.S. merger guide-
lines.'” According to this approach, the reduction in the number of competing
sellers due to a merger makes it easier for the remaining sellers to agree, tacitly
or otherwise, to restrict supply and raise the market price. An inference of likely
anti-competitive effects under this approach would be drawn on the basis of
market concentration, the increase in market concentration due to the merger
and the height of barriers to entry. Additional factors to consider were drawn
from the work of George Stigler who analyzed the conditions under which a
participant in a competition-restricting agreement could profitably undercut
it and thus lead to its breakdown. Formal theoretical analysis of the circum-
stances under which competitors could successfully reach and police a com-
petition-restricting agreement came later from the theory of repeated games.
The essence of this theory is that if competitors interact repeatedly and if they
place sufficient weight on future profits, collusion can be sustained."

These developments and their implications for Canadian competition policy
were described in papers by Ross and Baziliauskas and by Church.'® Ross and
Baziliauskas surveyed the literature on the factors conducive to collusion. They
noted that a number of these factors had been cited as causes for the Competi-
tion Bureau’s concern that the proposed mergers of the Royal Bank of Canada
with the Bank of Montreal and of the CIBC with the TD Bank ( four of Canada’s
largest five banks) would increase the likelihood of interdependent behaviour
among banks at both the local and national levels.” The factors listed included:
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high concentration, high barriers to entry, homogeneous products, predictable
demand and costs, stable market shares, good information about pricing and
customers and the degree of industry cooperation.”

Ross and Baziliauskas concluded that interdependence theory ... judiciously
applied, provides sufficient guidance to distinguish mergers that are likely to
lessen competition substantially from those that are not*

Professor Church noted that a market may satisfy some of the conditions
conducive to collusion but not others. A merger may reduce some constraints
on collusion and tighten others and there is no way to weight them. He was of
the view that coordinated effects analysis by itself is still insufficiently precise
to identify mergers that should be prevented. He suggested, however, that the
effect of a merger on the factors that constrain coordinated behaviour (such
as the presence of a “maverick”) be canvassed. He also suggested that coordi-
nated effects can be determinative in cases where unilateral effects are close to
the margin.

The unilateral effects approach assumes that the ability of the merged entity
to raise prices post-merger comes from its increased market share rather than
from more accommodating behaviour on the part of its remaining competi-
tors. There are numerous economic models for simulating the unilateral effects
of horizontal mergers. These models allow for products to be either homo-
geneous or differentiated and for firms to be either price setters or quantity
setters. The unilateral branch includes merger to monopoly, merger to dom-
inance and merger in a non-cooperative oligopoly. The earlier models took a
dominant firm approach and focused on the reaction of the competitive fringe
or assumed a homogeneous, quantity-setting (Cournot) oligopoly. The Cana-
dian Competition Policy Page at the University of British Columbia has main-
tained a Cournot oligopoly merger simulation website since 1996.% While
useful insights and rules of thumb on which to base market share safe har-
bours can be obtained with the Cournot model, it was another type of unilat-
eral effects model that came to dominate competitive effects analysis.” This
model, suggested by Professor Carl Shapiro allowed for products to be differ-
entiated and assumed that firms were price-setters.”

The differentiated products unilateral effects model focused on the degree of
substitutability between the products of the merging firms. Its central concern
was whether the merging firms were each other’s closest competitor. In its sim-
plest form, it employed a measure of substitutability called the diversion ratio
where the diversion ratio between firm A and firm B is the fraction of the sales
firm A loses to firm B relative to the total sales A loses when it increases its
price. The higher is the diversion ratio, the closer A and B are as competitors
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and the more anti-competitive is a merger between them. The predicted price
increase resulting from a merger can be expressed as a function of the diversion
ratio and the pre-merger price-cost margin of the merging firms.*

This simple model assumed that marginal cost does not fall as a consequence
of the merger and, as a consequence, it predicts a post-merger price increase
as long as the diversion ratio and the price-cost margins of the merging firms
are positive. Dr. Werden, an economist with the Antitrust Division of the U.S.
Department of Justice, showed that the post-merger efficiency gain (percentage
reduction in marginal cost) required to keep a differentiated products merger
from increasing prices could also be expressed (in the simple case) as a func-
tion of the diversion ratio and the pre-merger margins of the merging firms.”

The concept of the diversion ratio and its implications for predicting the
price effects of mergers in differentiated products markets was explained in a
1997 presentation to the Annual Fall Conference of the Canadian Bar Associ-
ation by Professor Ware.” In a paper presented to the same conference a year
later, Csorgo and Sanderson provided a detailed survey of differentiated prod-
ucts simulation models and their use in cases that had come before the Com-
petition Bureau.”® An important implication of these models is that they do not
rely on market share or market concentration measures so that they obviate
the need to define the relevant market with any precision.

The methodological advances in competitive effects analysis influenced both
the Merger Enforcement Guidelines and the Competition Bureaus enforce-
ment approach. The Bureau raised concerns about interdependence effects in
several merger cases.* The 2004 Revised Merger Enforcement Guidelines also
contained a detailed recitation of the conditions ( facilitating factors), in addi-
tion to the necessary conditions of market concentration and barriers to entry,
that are required for successful collusion and of the market circumstances
under which these conditions are most likely to be satisfied. The Bureau stated
that its investigations would include an examination of whether the merger
reduces pre-existing constraints on coordinated behaviour, for example, by
reducing the number of competitors or by reducing asymmetries among com-
petitors or by eliminating or handicapping a maverick.

The 2004 Merger Enforcement Guidelines also included a more fulsome dis-
cussion of unilateral competitive effects analysis than was the case in 1991.
The 2004 Guidelines categorized unilateral effects involving either differenti-
ated products or homogeneous products with differentiated capacities. In the
case of differentiated products, unilateral market power concern is raised in
cases in which the merging firms are the first and second choices of a signifi-
cant number of customers. Evidence of this close substitutability includes past
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buyer-switching behaviour in response to changes in relative prices is partic-
ularly useful, including information based on buyer preference surveys, own-
price and cross-price elasticities, purchasing patterns and diversion ratios.

In the case of differentiated capacities, the Bureau focused on the ability of
the remaining competitors to offset any attempt by the merged entity to restrict
output. In this regard, the Bureau may have had either a merger to dominance
or amerger among Cournot oligopolists in mind. Both of these models predict
a partially offsetting response by the remaining competitors to an output
restriction by the merged entity.

With respect to enforcement activity, one of the Commissioner’s expert wit-
nesses in Superior Propane, Professor Ward, estimated a demand system from
which he was able to infer the own-price, and cross-price elasticities of demand
for the products of the merging firms.*" He was then able to use these elasticity
estimates to predict the price increases that result from the merger.

Unilateral effects analysis has continued to develop. Professors Farrell and
Shapiro built on the earlier work of Dr. Werden and others to derive a series
of general expressions that predicted the post-merger price change in a differ-
entiated products merger as a function of diversion ratios, price cost margins
and efficiency gains. This became known as upward price pressure (UPP) anal-
ysis and was viewed by Farrell and Shapiro as obviating the need for market
definition.*

Other developments included models applicable to bidding markets in
which it is the offer of the bidder closest to the winning bidder that matters
most for purposes of competitive effects analysis.*® Reduced form models of
the “Staples” variety which estimate the marginal effect of local market overlap
on the respective prices or margins of the merging parties also continue to be
used.*

The influence of further developments in unilateral effects analysis is
reflected in the 2011 Merger Enforcement Guidelines. The 2011 Guidelines
assign a greater importance to the simulation of unilateral effects than do the
2004 Guidelines and there is a corresponding diminution of the importance
attached to market definition and market concentration:

Market definition is not necessarily the initial step, or a required
step, but generally is undertaken. The same evidence may be
relevant and contribute to both the definition of relevant markets
and the assessment of competitive effects. Merger review is often
an iterative process in which evidence respecting the relevant
market and market shares is considered alongside other evidence
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of competitive effects, with the analysis of each informing and
complementing the other.*

The 2011 Guidelines also explain the diversion ratio and appear to recog-
nize its role in upward price pressure analysis.* There is also a recognition that
upward price pressure analysis involves both a direct effect (the profit-maximiz-
ing price increase of the merged given the prices of rivals) and an indirect effect
which takes account of the price (or non-price) responses of competitors.*”

The 2011 Guidelines also include a section on the analysis of the anti-com-
petitive effect of mergers in bidding markets. The Bureau recognizes that what
matters in a bidding market is how close the merging firms are as bidders and
whether there are other bidders that are equally close.* While the treatment
of coordinated effects remains largely unchanged, the question arises as to
whether it use extends beyond strengthening a unilateral effects case. In this
regard, there is evidence that the coordinated effects approach has retained
currency at the Federal Trade Commission in the U.S.%

Merger simulation is attractive to economists both because it yields a quan-
titative prediction of the anti-competitive effect of a merger and because it
focuses discussion on the match between assumptions of the model and the
particulars of the case concerned. This is a considerable advance on attempt-
ing to infer the likelihood of a substantial lessening simply by canvassing s.93
factors and market shares. Professor Slade provides an example that resonates
with most of us:

... a merger between two firms that produce lagers can have very
different consequences than one between a producer of lager and
a producer of stout even though the HHI changes by the same
amount after the two mergers.*”

That said, simulation models can produce widely divergent results depend-
ing on the assumptions used and accurate models require a great deal of expe-
rience to construct.” They have a black box quality to them and it could be that
in some instances the choice between them will turn on the testimony of com-
peting expert econometricians rather than antitrust economists. It does not
appear that this has been a problem in Canada to date. While merger cases
are increasingly turning on matters of economics rather than law, the issues of
economics have been more conceptual than technical. Market definition and
structural analysis can speak to these issues. For example, the Tribunal’s find-
ings regarding market definition in Canadian Waste Services may have turned
on its lack of understanding of the distinction between Ricardian rents and
supra-normal profits.”
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Economists and Section 96

Section 96 of the 1986 Competition Act reflects the longstanding and fairly
widely held view that competition policy in a small open economy should give
precedenceto the efficiency of domestic producers over concerns about domes-
tic producer concentration. The Macdonald Royal Commission expressed this
view as follows:

... if our producers are taking advantage of large scale production
we should expect them to be large relative to the Canadian market.
Moreover, as the rationalization of production proceeds, a number
of Canadian industries may become even more concentrated,
which would not be an undesirable development. #

Section 96 prohibits the Tribunal from issuing a remedial order against a
merger that it has found to prevent or lessen competition substantially if the
merger would bring about gains in efficiency that are greater than and offset its
anti-competitive effect. This willingness to examine the net effect of a merger
or acquisition on national economic productivity was thought to be a consider-
able advance over competition legislation in place elsewhere at the time:

Commentators have often claimed that Canadas competition
legislation is among the most economically sophisticated in the
world. In large part, this claim is based on the explicit recognition
given to efficiency as an overall criterion in the Competition Act
(the “Act”) (section 1.1) and as a specific criterion in the treatment
of mergers.*

The wording of section 96 (hereafter s.96) left it open to a variety of interpre-
tations in a number of respects.” It ultimately became clear that what econo-
mists had in mind was a benefit: cost analysis where the benefit would be the
dollar value of the cost savings realized by the merged entity as a consequence
of the merger and the cost would be the dollar value of the anti-competitive
effect. It was then a matter of defining eligible cost savings and the anti-com-
petitive effect.

The Bureau’s views in this regard appeared in the 1991 Merger Enforcement
Guidelines. The definition of eligible cost savings was relatively uncontrover-
sial. In the early years the typical cost savings involved economies of rational-
ization and specialization in production and logistics rather than economies
of larger scale. The anti-competitive effect was defined to be the allocative
efficiency (deadweight) loss resulting from supra-competitive pricing by the
merged entity:
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Where a merger results in a price increase, it brings about both
a neutral redistribution effect and a negative resource allocation
effect on the sum of producer and consumer surplus (total surplus)
within Canada. The efficiency gains described above are balanced
against the latter effect, i.e., the deadweight loss to the Canadian
economy. ...

In estimating the extent of negative resource allocation effects of
mergers, the Bureau includes the additional losses in total surplus
that arise when market power is being exercised in the relevant
market prior to the merger. Similar losses that arise as a result of
foregone contribution to fixed costs (due to restricting levels of
output) are also recognized.*

It is clear that the Competition Bureau and others recognized that in the
presence of pre-merger market power, the deadweight loss would include an
element of foregone producer surplus as well as foregone consumer surplus
and would therefore be greater in magnitude than the area of the “Harberger
triangle™

The assumption that transfers among Canadians wash out and it is the net
effect of a merger on economic surplus that matters came to be known as the
total surplus standard. The essence of this thinking was that what matters
most is whether economic surplus (the size of the pie) has increased and that
it is costly and sometimes impossible to know the respective characteristics or
even the identity of the winners and losers from this economic change. Deter-
mination of who among them is the more deserving is beyond the scope of eco-
nomics. It was thought that a reasonable default option is to treat them the
same. During the subsequent debate over the application of 5.96, however, it
was pointed out that if nothing is known about the winners and losers, treat-
ing them the same is neither better nor worse than treating them differently.*
The assumption that a dollar is worth a dollar to winners and losers alike also
implies a value judgement.

While the total surplus standard found favour with economists, judicial
scepticism soon surfaced in the Tribunal’s Hillsdown decision and further signs
of discontent were to come.” There were indications from speeches by the
Commissioner of Competition and other Bureau personnel that the efficien-
cies defence would not apply in cases of merger to monopoly. Trebilcock and
Winter were the first of many to argue that, as a matter of economics, this made
no sense.” Among other things, they noted that since the Bureau's Hypothet-
ical Monopolist Test defines a relevant market as one in which a hypothetical
monopolist could profitably raise the market price by 5 percent or more above
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the competitive level, any merger that would raise prices by 5 percent would be
a merger to monopoly regardless of the number of competitors in the market.
They also noted if costs fall sufficiently, even a merger to monopoly can result
in price decreases making all parties better off.

Matters soon came to a head in the Superior Propane case which was heard
by the Competition Tribunal beginning in September 1999.%' The case involved
a merger of two propane distributors whose combined market share exceeded
70 percent nationally and exceeded 80% in 32 of 74 local markets.

The Tribunal issued its decision in August 2000. Among the Tribunal’s find-
ings with respect to the s.93 factors were that barriers to entry or expansion
were significant, the merger removed a vigorous and effective competitor and
that remaining competition would be ineffective. On the basis of the econo-
metric evidence of one of the Commissioner’s expert economists, the Tribunal
found that the merger would lead to price increases of 8 percent or more. The
Tribunal concluded that the merger would likely lessen or prevent competition
substantially in all but a few local markets.

Having found a substantial lessening, the Tribunal turned to the efficiencies
exception under s.96. The Tribunal found that eligible efficiencies were $29.2
million (annually). With respect to the anti-competitive effect, Commissioner
abandoned the total surplus standard in the in the 1991 Merger Enforcement
Guidelines arguing instead that consumer losses be weighted more heavily
than producer gains. The specific approach advocated by the Commissioner’s
expert in this area, Professor Townley, was for the Tribunal to find the extra
weight that would have to be given to consumer losses to make them equal to
producers gains and then to reach a judgement as to whether this weight is
reasonable. This came to be known as the balancing weights standard.

The Tribunal rejected the balancing weights standard for a variety of reasons,
one of which was that it was neither equipped nor mandated to make socio-
political distributional judgements, applying the total surplus standard instead.
The Commissioner’s evidence was that the deadweight loss in surplus (which
turned out to be only the deadweight loss in consumer surplus) was approx-
imately $3 million annually. Adding a further $3 million for qualitative anti-
competitive effects, the Tribunal concluded that the $29.2 million annual gain
in efficiencies realized by the merged entity were greater than and offset the $6
million annual anti-competitive effect and, in a split decision, declined to issue
the divestiture order sought by the Commissioner.

The Tribunal’s decision evoked immediate comment from both the compe-
tition bar and from economists.”” Professor Ware expressed surprise that the
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Commissioner’s expert, Professor Ward, had apparently employed what is
known as the naive trade-off model> which assumes no pre-merger market
power in estimating the anti-competitive effect of the merger:

... I am surprised that the Bureau did not file evidence on this
issue given that they appeared to believe that many of the relevant
markets pre-merger took the form of a duopoly with some small
fringe players. It has been recognized by Williamson and others
that pre-existing market power will increase the size of the dead-
weight loss considerably ...>*

Professors Mathewson and Winter estimated what the magnitude of the
anti-competitive effect (deadweight loss) would have been if pre-merger
market power had been taken into account. They find that it would be approx-
imately 8.5 times as large as the deadweight loss estimate employed by one
of the Commissioner’s expert witnesses, Professor Ward.* This would make it
approximately $25.5 million. With the $3 million in qualitative anti-competi-
tive effects added, it would have come very close to the $29.2 million efficiency
gain. Mathewson and Winter observed that the difference between the eligi-
ble efficiencies and the deadweight loss (properly calculated) is well within the
margin of error likely given the nature of the evidence involved. The clear impli-
cation was that had the Commissioner’s estimate of the anti-competitive effect
of the merger been correct, he would have prevailed under the total surplus
standard, that is, without resorting to differential distributive weights.

Professor Ware also corrected some of the errors of economics made by
Ms. Lloyd, a lay member of the Tribunal, in her dissent. He explained that the
deadweight loss resulting from a merger is not lower in markets with inelastic
demand and that section 96 is not biased in favour of mergers in markets with
inelastic demand. It is true that the deadweight loss resulting from a given price
increase is lower the less elastic is demand but the post-merger price increase
itself must be greater the less elastic is demand. The net effect is that the dead-
weight loss resulting from a given merger is greater, the less elastic is market
demand and s.96 is not biased one way or the other. Indeed, this inverse rela-
tionship between the deadweight loss and the elasticity of demand was appar-
ent from the evidence of Professor Ward and this was highlighted by another
lay member of the Tribunal, Dr. Schwartz, in his concurring opinion.>

The Commissioner appealed the Tribunal’s decision in Superior Propane to
the Federal Court of Appeal. In his appeal, the Commissioner abandoned the
balancing weights approach to s.96 that had been advocated by his expert
economist, Professor Townley, in favour of an approach that had been sug-
gested by the Tribunal in its Hillsdown decision and, has been labelled variously
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as the consumer surplus standard or the Hillsdown standard. It required that
the efficiency gain exceed the sum of the deadweight loss in consumer surplus
plus the transfer from consumers to producers in order to qualify for the effi-
ciency exception. This approach came under withering fire from economists
for its inconsistency and for its lack of any foundation in welfare economics.”

In April, 2001, the Court issued its decision upholding the Commissioner’s
appeal and sending the case back to the Tribunal for redetermination. The
Court found that the Tribunal had erred in law by failing to consider objec-
tives of the Competition Act (as stated in s.1.1) other than economic efficiency,
for purposes of the application of s.96. The Court declined to specify a test but
stated that whatever standard the Tribunal chose must be better able to reflect
the objectives of the Act than is the total surplus standard. The Court did state,
however, that the balancing weights approach would meet that requirement.

The April 2001 decision of the Federal Court of Appeal made a number of
errors of economic analysis although it was not the only participant in this
process to do so. Professor Ware addressed some of these errors.® He explained
that, contrary to the Court’s assertion, the total surplus standard makes it more
difficult to justify mergers between suppliers of products for which the demand
is relatively inelastic. He also explained that, again contrary to the Court’s
assertion, it is standard practice in merger analysis throughout the world to
consider the elasticity of demand in the relevant market as a factor bearing on
the magnitude of any anti-competitive effect.

Professor Ware noted that the Court appeared to be under the impres-
sion that the balancing weights approach it recommended would somehow
balance all the objectives listed in s1.1 of the Act rather than consumer losses
and producer gains. He applied the balancing weights approach as suggested
by Professor Townley to the facts of the case and found that consumer losses
would equal producer gains if consumer losses were weighted 50 percent more
heavily than producer gains.* It would then have been up to the Tribunal to
determine whether a weight differential of this magnitude is warranted.

The Tribunal released its redetermination decision in April, 2002. The Tribu-
nal reiterated its view that efficiency rather than consumer protection is the
paramount objective of the Act. In compliance with the decision of the Federal
Court of Appeal, however, it applied the balancing weights approach to the
comparison of consumer losses with producer gains. The Tribunal discerned
from the public finance literature that the net effect of taxes and various gov-
ernment expenditure programs is to redistribute wealth in favour of the poor
rather than more generally from the more wealthy to the less wealthy. The Tri-
bunal then found that propane consumption by households takes the form of
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bottled propane and that, given the lack of good alternatives, price increases
could be burdensome for low income customers. The Tribunal estimated the
value of bottled propane consumption by low income customers (which it
defined to be customers in the lowest 20 percent of the income distribution)
to be $2.6 million which it then added to the $6 million anti-competitive effect
(deadweight loss plus qualitative effects) that it had found in its initial decision,
yielding a combined deadweight loss, qualitative effect and adverse wealth
transfer of $8.6 million. This continued to be dwarfed by the $29 million in effi-
ciencies leaving the Tribunal to conclude that even after taking the adverse
redistributive consequences of the merger into account, the efficiency gains it
brought about were sufficient to offset its anti-competitive effects under any
reasonable set of weights.

The Commissioner immediately appealed the Tribunal’s redetermination
decision on the grounds that the Tribunal had not taken sufficient account
of the redistributive effects of the merger but in January 2003 that appeal was
dismissed. There followed a series of attempts to amend s.96 beginning in the
spring of 2003 with a private member’s bill (C-249) that would have made effi-
ciencies a factor that the Tribunal may consider only to the extent benefits are
passed on to consumers.

C-249 had the support of the Commissioner of Competition and passed in
the House of Commons. The bill came in for serious criticism from members of
the competition bar before the Senate Standing Committee on Banking, Trade
and Commerce and ultimately died on the order paper. The manner in which
the House of Commons Standing Committee on Industry, Science and Tech-
nology dealt with C-249 was also criticized by both economists and the compe-
tition bar. Dr. Duhamel and Professor Townley observe:

Had these Members of Parliament been made thoroughly aware
of the deficiencies of the Commissioner’s prosecution of Section
96 - which have been the subject of several published articles —
perhaps they would have concluded that no legislative action was
required. ... We note that supporters of Bill C-249 were not able to
produce a single academic economist willing to voice support for
it. As the Compelition Act is economic framework legislation, we
find this telling.®

Economists saw no need to amend s.96. Professors Ross and Winter argued
that as aresult of the Tribunal’s redetermination decision in Superior, .96 juris-
prudence was not only “surprisingly precise” but also consistent with economic
theory.* Most importantly, these authors argued that the respective weights
the Tribunal would likely apply to losses in consumer surplus and gains in
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producer surplus given the Superior precedent would, in most cases, differ by a
miniscule amount from the equal weights it would have applied under the total
surplus standard.®

Ross and Winter reasoned that the Tribunal had found a case for taking the
redistributive effects of a merger into account only insofar as they involved the
“poor and needy” which ithad defined arbitrarily as the consumersin the lowest
20 percent of the income distribution.®® Since consumption of most products
is usually higher in households with higher incomes, the bottom 20 percent of
consumers normally account for much less than 20 percent of the spending on
it. As a consequence, even if the value of a dollar in the hands of a poor (lowest
20 percent) person were valued much more highly than the value of a dollar
in the hands of producers and all other consumers, the fraction of spending
involved is small enough that respective weights attached to producer gains
and consumers losses under the balancing weights approach would not differ
much from the equal weights implied by the total surplus standard.

To take an example, Ross and Winter’s analysis implies that if the value of
a dollar in the hands of a poor person is valued at 50 percent more than the
value of a dollar in the hands of producers and all other consumers and if the
lowest 20 percent of the income distribution (the poor) accounted for, say, 10
percent of the spending on the product concerned, the benchmark weights
applied to consumer losses and producer gains respectively would be .512 and
.488 instead of the weights of .5 and .5 that would be applied under the total
surplus standard.® Ross and Winter go on to argue that the benchmark distri-
butional weights they calculate would come even closer to equality if account
is taken of the avoided excess burden on the taxes the government would oth-
erwise have been obliged to levy were it not for the additional tax revenue it
receives on the profits of the merged entity.*®

Dr. Duhamel and Professor Townley also saw no need to amend s.96. They
welcomed the recognition by Ross and Winter of the grounding of distribu-
tional weighting in welfare economics although they regarded the approach
used by Ross and Winter to derive default distributional weights “may suggest
a step backward® In their view, the use of distributional weights should not
be confined to cases in which the distributional impacts of a merger are egre-
gious and the weights themselves should be based on case-specific informa-
tion on the winners and the losers rather than on general assumptions about
the portion of sales in the relevant market likely to be accounted for by poor
customers.®”

As Ross and Winter observe, however, their method gives the Tribunal the
flexibility to take case-specific information into account. To take an example of
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a product much beloved of intermediate microeconomics instructors, suppose
there is an anti-competitive merger in the potato market and the poor account
for 50 percent of potato sales. If the value of a dollar in the hands of a poor
person is valued at 50 percent more than the value of a dollar in the hands of
producers and all other consumers, the weights Ross and Winter would attach
to producer gains and consumer losses would be .44 and .56 respectively. If the
value of a dollar in the hands of a poor person is valued at twice the value of a
dollar in the hands of producers and all other consumers, the weights would be
.40 and .60 respectively.

With respect to the relative circumstances of those who gain and those who
lose from a merger, it may be that shareholders of the merged entity are much
more wealthy than a// consumers of the product concerned and that there is
something the Tribunal can observe in the stance of public policy that implies
that their gains should be given less weight. Then again, Warren Buffet’s secre-
tary apparently faces a higher tax rate than he does.

Others continued to regard the interpretation of .96 as uncertain and to
suggest alternatives. An advisory panel convened by the Competition Bureau
concluded in 2005 that it was not satisfied with balancing weights as it is cum-
bersome, unpredictable and highly complex. The panel agreed that a merger
that substantially lessens or prevents competition should be permitted where
it will produce sufficient offsetting efficiency gains but also stated that the effi-
ciency exception should not be available in the case of a merger to monopoly.

The numerous suggestions for amending s.96 were reviewed by Margaret
Sanderson in a paper published in 2006.®® She concluded that in the light of
the evidence that the balancing weights approach would generally lead to the
same conclusion as the total surplus standard and that the balancing weights
approach would allow the Tribunal the flexibility to deal with the rare cases in
which a merger has large detrimental impacts on the distribution of wealth,
none of the proposed amendments of .96 represented an improvement on the
status quo.

The view taken by the Competition Bureau following this sequence of
attempted amendments, suggested amendments, consultations and reports
came in its 2009 Bulletin on Efficiencies in Merger Review and in the 2011
Merger Enforcement Guidelines which superceded the Bulletin. The 2009 Bul-
letin states that the Bureau will be guided by the Tribunal’s decision in Superior
Propane.” In so doing, it appears to perpetuate an error the Tribunal’s approach
detected by Duhamel and Townley in that it applies balancing weights to the
transfer component of consumer surplus losses and producer surplus gains as
opposed to all losses in consumer surplus and all gains in producer surplus.”
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The Bulletin also contemplates applying the balancing weights approach to sit-
uations in which shareholders are very wealthy and in which business custom-
ers of the merged entity can pass on price increases to poor customers. The
latter has the potential to complicate application of 5.96 greatly.

The 2011 Merger Enforcement Guidelines confine the discussion of redistrib-
utive effects to a very short paragraph as one of the possible anti-competitive
price effects of a merger:

Price increases resulting from an anti-competitive merger cause a
redistributive effect (“wealth transfer”) from buyers to sellers. Pro-
viding buyers with competitive prices and product choices is an
objective of the Act.™

Instead, the Guidelines consider, at much greater length, the types of effi-
ciency losses that a merger may cause. This includes losses in production and
dynamic efficiency due to increased insulation from competitive forces post-
merger. In this, the Guidelines might be taking heed of the observation of the
Competition Policy Review Panel that mergers evaluation should focus more
on efficiencies.™

As to where this leaves 5.96, it is true that it does not come into play very
often. If it does come into play it is difficult to believe that the Commissioner
would be satisfied with default weights calculated using the Ross and Winter
methodology. The balancing weights test as Ross and Winter or indeed, Pro-
fessor Townley would apply it may not be what the Federal Court of Appeal
had in mind. The Tribunal’s assessment of the fiscal stance of public policy as
implying concern only about redistribution as it involves the poor and needy
would likely be contested. Enterprising counsel may argue that shareholders
are members of “the 1%” or worse, some of them could be “foreigners.”

The essence of the problem is that once the full methodology of benefit: cost
analysis is brought to bear, many of the assumptions underlying not only trade-
off analysis, but also the efficiency benchmark as it applies to the evaluation
of various forms of market conduct could be questioned. Competition policy
assumes that market prices reflect opportunity costs. What if they don't? What
if workers laid off as a result of a merger face a long stretch of unemployment?
What if firms excluded from the market by a tying arrangement have to lay off
workers in aregion ofhigh unemployment? The question ishowmany objectives
can competition policy pursue before it loses its focus and its analytical clarity?

It was not that long ago that competition policy was bedevilled by multiple
goals as Professor Ross has noted.” The evolution of competition policy to the
point at which it has a predictable and logical focus on making the best use of



558 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE Vol. 25, No. 2

society’s resources is, as Professor Trebilcock has stated, “..[t]he single great-
est advance in thinking in the competition policy field over the past 30 years
... " There are reasonable approaches to balancing weights approach but there
are also approaches that could sacrifice the hard-won focus, clarity and consis-
tency of competition policy at least as it applies to mergers.

Economic Evaluation of Horizontal Restraints

As had been the case with the Combines Investigation Act, agreements that
limit production or other facilities unduly or prevent, limit or lessen production
unduly or enhance the price of a product unreasonably or otherwise restrain or
injure competition unduly were criminal offences under s.45 of the 1986 Com-
petition Act. S.45 and its predecessors also provided for limited defences for
certain types of agreements, for example, for cooperation in research and devel-
opment or in the definition of product standards or common package sizes.
These defences did not apply, however, if these agreements were also likely
either to lessen competition unduly with respect to prices, quantity or quality
supplied, markets or customers, distribution channels or to restrict entry.

There were longstanding concerns about the effectiveness of s.45 and its pre-
decessors in dealing with naked restraints. Naked restraints are agreements
among competitors to fix prices, restrict output or allocate markets or custom-
ers. They are regarded by economists as serving no purpose other than to sup-
press competition. Given that there is, by definition, little to be lost by simply
prohibiting agreements of this nature, a strong case could be made for their per
se illegality.

The Economic Council’s Interim Report on Competition Policy stated that a
practice is a candidate for per se illegality:

... if the practice in question appears upon analysis to be inimical
to the public interest and rarely if ever productive of any substan-
tial public benefit. Where such conditions exist, the cost of strik-
ing down those few instances of the practice capable of producing
some net benefit to the public may be judged to be outweighed by
the greater and certainty of a per se ban.”

As it had evolved, the jurisprudence under s.45 and its predecessors came to
require, among other things, that an agreement to prevent or lessen competi-
tion embrace a considerable fraction of the relevant market in order for the pre-
vention or lessening contemplated to be deemed to be undue. Thus, whether
a price-fixing agreement was an offence or not depended on the market cir-
cumstances. For this reason, offences under s.45 were termed “partial rule of
reason” offences rather than per se offences.
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While the undueness requirement was helpful in screening out agreements
among firms with no market power, it also had a considerable downside. Judi-
cial opinion on the threshold market share at which the prevention or less-
ening of competition agreed upon would become undue varied widely and
this led to uncertainty regarding the market circumstances under which s.45
would apply. The vagueness of the undueness requirement also led the courts
occasionally to accept exculpatory justifications for price-fixing that were of
dubious economic relevance. Perhaps most importantly, the burden of defin-
ing the relevant market and proving beyond a reasonable doubt that compet-
itive circumstances were such that the accused had sufficient market power
to satisfy the undueness requirement was thought to be too heavy. As a conse-
quence, some anti-competitive agreements might have escaped sanction. The
poor record of the Crown in litigated cartel cases was cited in support of this
argument.”

Economists took a dim view of this situation. Professor Stanbury observed:

The toleration of “garden variety” price fixing and market sharing
agreements undermines the most fundamental tenets of a market
economy, namely that sellers will act independently in seeking
competitive advantage.”

The Economic Council of Canada’s Interim Report on Competition Policy had
recommended in 1969 that the predecessor of 5.45 (s.32 of the Combines Inves-
tigation Act) “... be rewritten so as to become as much as possible a per seban..”
of collusive arrangements to fix prices, allocate markets or to prevent entry.”

The Council went on to consider whether a per se ban on collusive horizon-
tal arrangements could dispense with the “unduly” qualifier. This anticipated
a policy discussion that was to continue for the next 35 years. The argument
against retaining the unduly qualifier was that it would require the courts to
continue to measure markets with a consequent loss of clarity and deterrence.
The argument in favour of retention of the unduly qualifier was that, in addition
to screening out minor cases, it would exempt the then emerging voluntary
retail chains which the Council saw as being pro-competitive, from prosecu-
tion.” It was thought that, in the absence of the unduly qualifier, other quali-
fying language would have to be inserted to exempt horizontal agreements of
this nature. The Council also recommended that the unduly qualifier or any
other qualifying language not apply to bid rigging.

Other economists were of the view that the unduly qualifier had to go. Profes-
sor Green argued in his industrial organization textbook that:

“..itis hard to see how either private interest or public interest are



560 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE Vol. 25, No. 2

served by continued use of the term “unduly” That term has played
havoc with the jurisprudence, leading to a virtual breakdown in
the law in recent years. A new perspective is needed. There is little
dispute that price fixing is usually undesirable. There is even less
dispute that Canada’s small domestic markets are relatively con-
centrated. Add to this the protection provided by tariff barriers
and one can only conclude that a more explicit prohibition of col-
lusion is justified to ensure competitive behavior in Canada. It
makes more sense to thwart all collective attempts to lessen com-
petition, not just those which are “undue’®

In his industrial organization textbook, Professor Perrakis observed that the
undueness requirement “.. seems to imply that there is a permissible degree of
lessening of price competition.”® He went on to argue that “... no economic case
can be made that the public interest will be advanced by price fixing”** He rec-
ommended that all price fixing agreements be made illegal per se.

There were three abortive attempts between 1971 and 1986 to eliminate the
unduly qualifier from the predecessors of 5.45.2* However, the Economic Coun-
cil's recommendation that bid-rigging be made a per se offence was imple-
mented in the 1976 amendments to the Combines Investigation Act.

With the passage of the Competition Act, concern over s.45 opened up on a
second front. It was argued that in addition to being overly permissive of naked
restraints, s.45 might also discourage potentially pro-competitive agreements
among competitors. The Competition Act provided for rule of reason assess-
ment and balancing of the likely pro-competitive and anti-competitive effects
of horizontal mergers and specialization agreements under civil law. Consis-
tency required that horizontal agreements that had both pro-competitive and
anti-competitive effects receive the same consideration.

The Supreme Court’s 1992 PANS decision reinforced concerns that .45 could
be over-inclusive as well as under-inclusive.** The PANS decision provided
welcome clarification of the jurisprudence under s.45, entrenching the status
of agreements among competitors to prevent or lessen competition as partial
rule of reason offences. Under the PANS jurisprudence, an inference that an
agreement would prevent or lessen competition unduly depended on both the
market power of the accused and the nature of the prevention or lessening
flowing from the agreement. Inferences of market power were based principally
on the portion of the relevant market accounted for by the alleged agreement
although other structural factors such as barriers to entry and the availabil-
ity of substitutes were advanced for consideration. The PANS reasoning raised
the possibility that agreements involving less serious forms of restriction on
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competition could nevertheless be vulnerable to prosecution under s.45 if the
parties to the agreement had sufficient market power.

The PANS framework was regarded as being consistent with economic prin-
ciples as far as it went.** However, it did not allow for consideration of whether
the impugned restraints on competition were a necessary component of a
broader pro-competitive agreement. This raised a concern that the prospect
of facing criminal sanctions under s.45 could deter pro-competitive horizontal
arrangements among competing firms with market power.

As statute law and jurisprudence were evolving, so to were business orga-
nization and the economic analysis of it. It was turning out that in the “new
economy” the range of potentially pro-competitive horizontal arrangements
went well beyond the voluntary retail chains cited in the Economic Council’s
1969 report.

Studies of the economics of innovation emphasized that the innovative
process is continuous, cumulative and interactive and that it extends beyond
formal research and development programs to production, logistical and distri-
bution activity. It often involves swaps of various forms of business information
including production experience and knowhow and feedback from customers
and distributors. It can involve ongoing collaboration with suppliers, custom-
ers, competitors and potential competitors and may take the form of a series of
small, unremarkable product, process or organizational improvements.

Animportantimplication oftheeconomics ofinnovationis that the exchanges
of information involved are not confined to specified, pre-competitive formal
R&D activities and transfers of intellectual property rights.* Impacts on com-
petition are unavoidable and the limited defence that was available under s.45
for cooperative R&D was too narrow. Moreover, proper assessment of these
agreements would have regard for the benefits derived from the innovative
activity involved and s.45 jurisprudence simply did not allow for this.

In an effort to reassure the business community that most forms of coop-
erative innovation or, more broadly, strategic alliances, would not raise con-
cerns under s.45, the Competition Bureau published its Information Bulletin,
“Strategic Alliances under the Competition Act” in 1995. The Bulletin was
intended to reduce the risk that alliances beneficial to the economy might
not be pursued due to uncertainty about their legality but it also emphasized
that some common features of cooperative innovation arrangements such as
information exchanges could violate s.45 if the participating firms possessed
market power and the information exchanged were deemed by the Competi-
tion Bureau to be competitively sensitive. In reminding businesses that it was
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open to the Commissioner to use s.45 where competitively sensitive informa-
tion is exchanged between firms with market power, the Bulletin might have
heightened concern about the chilling effect of 5.45 on pro-competitive agree-
ments among competitors.

In sum, there were two sources of pressure to amend s.45. The proponents
of reform had long regarded s.45 as excessively permissive towards hard core
cartels and, more recently, had also come to regard it as hostile towards horizon-
tal restraints that are ancillary to the achievement of a broader, pro-competi-
tive objective. In essence, .45 was thought to be both under and over-inclusive:

It is under-inclusive because it can allow manifestly anti-competi-
tive arrangements to escape condemnation. Since the current pro-
hibition requires the Crown to prove on a criminal burden of proof
that an arrangement has lessened competition “unduly] specious
arguments about the collateral benefits of price-fixing may allow
price-fixers to escape conviction. ...

At the same time, the current prohibition is over-inclusive because
it subjects all horizontal arrangements to criminal prohibitions
and casts a shadow over many arrangements that may increase
welfare. Apart from the obvious price-fixing case, many horizon-
tal arrangements have ambiguous welfare effects and do not justify
the deterrent of criminal sanctions.®®

There were also sceptics who argued that the Crown’s poor record in obtain-
ing convictions in litigated cartel cases was due to factors other than the burden
of proving market power beyond a reasonable doubt.*” It was also argued that
the Crown’s record looked considerably better when guilty pleas were included
and it is the overall record that matters.”

A number of remedial proposals were advanced. Professor Ross suggested
naked restraints be dealt with separately from horizontal restraints that are
ancillary to a broader potentially pro-competitive agreement:

. agreements that had no redeeming qualities (i.e. “naked”
restraints) would be per se illegal and subject to criminal penalties.
This would involve removing the word “unduly” from section 45
and adding a clause that clarifies the fact that the section applies
to naked restraints.

Any agreements that had (nontrivial) beneficial features (i.e. where
the anticompetitive restraint is ancillary) would be made subject to
review by the Competition Tribunal with procedures and authority
similar to those applying in merger review. **
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Trebilcock and Warner proposed that price-fixing agreements among com-
petitors be treated as a per se criminal offence but that criminal liability could
be avoided by notifying the Competition Bureau of the agreement in advance.
Agreements so notified would then be subject to civil review by the Competition
Tribunal usingthe criteria applied to mergers unders.92 of the Competition Act.**

Kennish and Ross proposed a two track regime that would give the Com-
petition Bureau the option prosecuting agreements that simply suppressed
competition as criminal offences with no undueness requirement or seeking a
remedial order from the Competition Tribunal in instances in which anti-com-
petitive effects of a horizontal agreement outweigh its pro-competitive effects:

Under this proposal, a second civil branch would be added to con-
spiracy law. Agreements that involve nothing more than agree-
ments not to compete (i.e., “naked” restraints) would be per se
illegal and punishable under criminal law, with heavy fines and jail
terms. This could be achieved by deleting the word “unduly” from
s.45 and adding a clause that made it clear that the section applied
only to naked restraints.

Any “non-naked” agreement (i.e., those which do not have, as
their sole or predominant purpose, an agreement not to compete
or those which include a restraint on competition which is
merely ancillary and reasonably necessary to a larger agree-
ment), would be made subject to review by the Tribunal with
authority and procedures analogous to those for merger review.”

The 2002 report of the House of Commons Committee on Industry, Science
and Technology, citing the testimony of several economists, recommended that
the two track approach to horizontal restraints referred to above be adopted.
In particular, it recommended the removal of the unduly qualifier from s.45
and the addition of an exception for restraints that are necessary to achieve a
broader pro-competitive purpose. With respect to the second, civil track, the
Committee recommended:

That the Government of Canada amend the civilly reviewable
section of the Compelition Act to add a new strategic alliance
section for the review of a horizontal agreement between compet-
itors. Such a section should, as much as possible, afford the same
treatment as the merger review provisions (sections 92 through
96), and should authorize the Commissioner of Competition to
apply to the Competition Tribunal with respect to such agree-
ments that have or are likely to have the effect of “preventing or
lessening competition substantially” in a market.”*
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There followed a lengthy debate much of which concerned statutory wording
that would keep the criminal prohibition of naked restraints from being either
over or under-inclusive.” This was a classic case of balancing the respec-
tive costs of over and under-enforcement. There was a considerable body of
opinion to the effect that naked restraints could not be precisely defined and
that if undueness was to go, a market power screen of some sort should replace
it.* Market share thresholds were proposed but these seemed to be undueness
by another name. Another alternative was to confine the application of s.45
to covert agreements. A third alternative was to define the naked restraints
to which s.45 would apply precisely in the statute. The solution that was ulti-
mately adopted was to follow the House of Commons Committee’s recommen-
dation, in part, and provide for an ancillary restraints defence (on the balance
of probabilities) in s.45 itself.

There was less debate over the proposal to treat horizontal agreements with
both pro-competitive and anti-competitive aspects as practices reviewable by
the Competition Tribunal using the existing merger evaluation criteria. One
dissenting observer argued that strategic alliances differed from mergers in
important ways and there was reason to question whether a typical strategic
alliance could bear the burden, in terms of formalization, documentation, dis-
closure and delay, of the type of rule of reason analysis that had been applied
in merger cases.” The general concern in this regard is that, as Richard Posner
put it, there is ... a mismatch between law time and new economy real time.™®

Amendments to s.45 were further considered by the Competition Policy
Review Panel. In its 2008 report the Panel recommended that the Competition
Act be amended:

[to] repeal the existing conspiracy provisions and replace them
with a per se criminal offence to address hardcore cartels and a
civil provision to deal with other types of agreements between
competitors that have anti-competitive effects;”

Amendments to the Competition Act to eliminate the unduly qualifier from
s.45 and to provide for review by the Competition Tribunal of horizontal agree-
ments with both pro-competitive and anti-competitive aspects under a new
section 90.1 were passed in 2009 and took effect in 2010.

The Competition Bureau's Competitor Collaboration Guidelines explain how
the Bureau would enforce both the amended s.45 and the new s.90.1 and how it
would choose between them. With respect to this choice, the Guidelines state:

... the amended criminal prohibition is reserved for agreements
between competitors to fix prices, allocate markets or restrict
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output that constitute “naked restraints” on competition (restraints
that are not implemented in furtherance of a legitimate collabora-
tion, strategic alliance or joint venture).'®

It remains to be seen whether the choice of enforcement tracks is as obvious
as the Guidelines suggest. The Bureau has given itself the flexibility of shifting
to the civil track if its initial application of the ancillary restraints test under
s.45(4) warrants it. With respect to the civil track, the evaluative criteria are
very similar to the merger evaluation criteria (including s.96). Concerns about
the potential over-inclusiveness of civil review are somewhat allayed by the
existence of safe harbours for agreements between firms with modest market
shares. Whether other merger evaluation criteria and the merger assessment
process itself will transfer readily to strategic alliances remains to be seen.

Pricing Practices

Pricing practices include price discrimination, predatory pricing and price
maintenance (or resale price maintenance). The 1986 Competition Act included
criminal prohibitions of these three pricing practices that carried over from
the Combines Investigation Act. Predatory pricing can also be addressed as a
reviewable practice by the Competition Tribunal under civil law.

The criminal price discrimination (s.50(1)(a)) and predatory pricing (s.50(1)
(b) and s.50(1)(c)) sections of the Act were poorly drafted, inconsistent with
the teaching of economics and, in any event, were not much used.'” They were
repealed as part of the 2009 amendments and not replaced. They are discussed
only briefly here.

The criminal price maintenance section (s.61) accounted for a significant
fraction of the Competition Bureau's prosecutions for a considerable period of
time.'*® The work of economists showed that to the extent that it was applied
unilaterally by an upstream firm (manufacturer) on downstream resellers of its
brand, it was likely socially benign. After a long struggle in which economists
played a major role, s.(61) was repealed in 2009 and price maintenance became
a reviewable practice under civil law (s.76). The influence of economists is also
apparent in the decision of the U.S. Supreme Court to overturn prior decisions
which had treated resale price maintenance as a per se offence.

Professor Winter whose research is central to the change in the way resale
price maintenance is viewed has discussed the issues of economics and the
interface between economics and law in his 2009 Presidential Address to the
Canadian Economics Association.'”® Further discussion here focuses on the
institutional response to this new learning and how it differed between the
United States and Canada.
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While predatory pricing is no longer a criminal offence, it is reviewable under
the abuse of dominance provisions of the Act and the criteria the Competi-
tion Bureau uses to distinguish predatory pricing from aggressive (and desir-
able) price competition appear in its Abuse of Dominance Guidelines. The Air
Canada case is the only predatory pricing case contested under the abuse of
dominance provisions of the Act.'™ It is instructive both with respect to the
way the Competition Tribunal chose to interpret its price-cost test and with
respect to the broader question of the role of competition policy in compensat-
ing for regulatory policy failures.

Economists and Resale Price Maintenance

Resale price maintenance (RPM) is traditionally seen as occurring when
an upstream firm, often a manufacturer, sets a specific price or price floor or
price ceiling at which downstream firms, often retailers, are permitted to sell
its product. In Canada, beginning in 1976, the term price maintenance also
covered situations in which a firm induces a competitor to raise its price. This
is sometimes called horizontal price maintenance.

The manner in which resale price maintenance has been dealt with in com-
petition law is an interesting case study of the role that economic analysis and
economists themselves can play in the evolution of statute law, jurisprudence
and enforcement. Judicial hostility to RPM (“vertical price fixing”) has been
based, in part, on the observation that it restricts price competition among
downstream distributors or dealers. In a literature that dates back to 1960,
however, economists showed that, while RPM may facilitate a cartel among
distributors or manufacturers, it is also the case that higher downstream dis-
tributor margins can increase the attractiveness of a manufacturer’s distribu-
tion network in a variety of ways and therefore be output-increasing rather

than output-restricting.'®

For economists, price competition among distribu-
tors is not an end in itself and the suppression of it can be efficiency-enhancing

(which is the ultimate goal) in a variety of circumstances.

The likelihood that RPM is often socially beneficial militates against a per se
criminal prohibition of it. Despite the longstanding consensus among econ-
omists in this regard, the law has been slow to change in both Canada and
the United States. The reasons for the slow pace of change differ between the
two countries. In the United States, there is no specific RPM legislation so that
change took the form of an evolutionary narrowing by the courts, with the
support of the Department of Justice, of the scope of the per se prohibition of
RPM embodied in earlier interpretations of section 2 of the Sherman Act. In
Canada, the Competition Bureau responded to the new learning by reducing
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the effort it devoted to enforcement of the RPM provisions of the Compelition
Act in the courts but opposed their repeal or modification.

In Canada, RPM was made a per se criminal offence under the Combines
Investigation Act in 1951. The 1976 amendments to the Combines Investigation
Act broadened the offence to “price maintenance” allowing it to be applied to
horizontal as well as vertical inducements to increase prices. The 1986 Compe-
tition Act left the 1976 criminal price maintenance offence intact (as s.61) and
it remained that way until 2009.

The long survival of 5.61 is explained in part by the fact that neither it nor its
predecessors required that an undue or substantial or, indeed, any kind of a less-
ening of competition for a conviction. For this reason, the Competition Bureau
found it a convenient vehicle to use against horizontal price fixing agreements
in place of s.45 which required that the agreement lessen competition unduly.

In a 1985 study of vertical restraints commissioned by the Macdonald Royal
Commission, Professors Mathewson and Winter conclude that the vast major-
ity of Canadian RPM cases were consistent with the single manufacturer “effi-
ciency” hypothesis rather than the manufacturer or dealer cartel hypothesis.
They conclude that RPM should be legal unless conclusive evidence is pre-
sented that it supports a manufacturer cartel or protects a cartel of established
retailers against entry by more efficient discount retailers.'” The Macdon-
ald Royal Commission subsequently recommended that RPM might better be
treated as a reviewable practice subject to rule of reason analysis than to con-
tinue the per se criminal prohibition.'”

In the 1985 edition of his textbook, Christopher Green cited the early work
of Mathewson and Winter but noted the efficiencies arguments that had been
made by economists had “cut no legal ice” in Canada:

... it is argued by some economists that RPM, when initiated by
producers rather than a dealer cartel, should be viewed as part of
an overall efficient system of distribution and should be presumed
legal. This kind of argument has contributed to an attempt by the
U.S. Justice department to relax the application of the RPM law
in the U.S.A. In Canada, however persuasive this argument might
be in economic terms, it cuts no legal ice, for here we have for all
intents and purposes a per se rule against RPM.'%®

In their 1998 review paper on further developments in the economics of RPM
and on the enforcement of the RPM provisions of the Competition Act during
its first ten years of existence, Mathewson & Winter explain that there is much
more to the efficiency rationale for RPM than the elimination of the classic “Lee
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Jeans” retailer free-riding problem in which discounters free-ride on the point
of sale information and amenities provided by full service retailers. While it
is understood by the courts, free riding is not needed to provide an efficiency
rationale for RPM. All that is required for a manufacturer to have an incentive
to impose RPM is for customers who are careful shoppers (sensitive to price dif-
ferences across retailers) to be less influenced, on average, by product promo-

tion services.'®

While RPM is profitable and output-increasing for the manufacturer under
readily satisfied conditions, the price-services/characteristics bundle induced
by RPM may benefit less well-informed customers at the expense of the more
well-informed. Depending on the respective characteristics of the average and
marginal customers of the brand concerned, it may increase or decrease total
surplus.'® However, determination whether the various value propositions
that might be chosen by competing firms are surplus-increasing or decreas-
ing is generally considered to be too complex for rule of reason analysis. It is
also beside the point. The objectives of RPM might also be achieved by means
of exclusive territories or by means of vertical integration. The first is subject to
arule of reason test (under s.77) and is subject to a remedial order only if it pre-
vents or lessens competition substantially. The second is entirely beyond the
purview of the Competition Act.

The Competition Bureau acknowledged the debate over the merits of the per
se criminal prohibition of RPM and reduced its prosecutions after 1990. It also
appears that it changed the composition of its enforcement away from strictly
vertical (and likely benign) cases toward cases with a horizontal element:

There is some evidence that suggests that the Bureau through-
out the 1990s took more price maintenance cases that contained
a horizontal, and thus anti-competitive, element relative to those
cases that were strictly vertical in nature. This is in keeping with the
Bureau’s stated policy with respect to case prioritization that ranks
price-fixing and bid-rigging cases highly as these cases are more
likely to cause the greatest economic harm. Moreover, between
1990 and 1999, no cases that were strictly vertical were subject to

formal enforcement proceedings.''!

There appears to have been some backsliding during the period 2000 - 2003
during which only one of the six cases brought clearly contained a horizon-
tal element. This period also saw the first strictly vertical RPM case since 1989
(Stroh Brewery) which resulted in the largest fine in the history of price main-
tenance enforcement.'? Over the period 2004 - 2007 there were two further
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convictions and one consent order. There were no further prosecutions under
s.61 after that.'*?

Further discussion of the proper legal treatment of RPM was provided
when the Bureau commissioned Professors VanDuzer and Paquet to report
on enforcement activities and options for the price discrimination, predatory
pricing and price maintenance sections of the Competition Act. With respect
to price maintenance, their report recommended that RPM should be dealt
with under s.79 which would involve a market power (dominance) screen
and require a substantial prevention or lessening of competition. It also rec-
ommended that the retailer service defences for RPM be broadened."** It rec-
ommended as well that s.61 continue to be used to pursue horizontal price
maintenance.

With respect to the recommendation that the service defence be broadened,
one commentator noted that alesson of the work of Mathewson and Winter on
RPM is that it is an attempt to contractually align the incentives of the retail-
ers of a product with those of its manufacturer with respect to a wide variety of
possible retailer conduct and characteristics.'* This is not amenable to a stat-
utory listing of specific “retailer services” that might qualify as defences in the
many differentiated products market and value chain circumstances in which
price maintenance might be alleged.

In the context ofits advocacy role, the Competition Bureau refused to endorse
the recommendation of the 1999 VanDuzer report and of the 2002 Report of the
House of Commons Standing Committee on Industry, Science and Technol-
ogy, that vertical price maintenance be treated as a reviewable practice under
8.79.1'¢ The Standing Committee noted in its report that with the exception of
the Bureau, all the witnesses before it were in agreement with the Committee’s
recommendation. The Bureau’s reason for dissenting from expert opinion was
apparently that it had a higher success rate when prosecuting under a per se
offence. The Committee rightly observed that competition policy is not about
winning and losing cases.'”

The Bureau's 2003 discussion paper on options for amending the Competition
Act contained no references to RPM."*® Nor did the amendments to the Act pro-
posed in 2004.'*

The final straw for s.61 may have come with the 2007 Leegin decision by the
U.S. Supreme Court. The Court overturned both the decision of a lower court to
exclude expert testimony regarding the pro-competitive effects of RPM and the
per se illegality of minimum-price RPM itself, finding that “the economics lit-
erature is replete with pro-competitive justifications for a manufacturer’s use
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of resale price maintenance."* This case is notable in that the Court cited an
amici curiae brief by 22 distinguished economists, nine of whom had served as
either the Director of the Bureau of Economics of the Federal Trade Commis-
sion (FTC) or Deputy Assistant Attorney General for Economic Analysis at the
Antitrust Division of the Department of Justice (DQJ)."* In marked contrast
to the situation in Canada, the FTC and the DOJ also filed an amicus brief in
support of according rule of reason treatment to RPM.'*? Professor Winter has
observed, however, that despite the progress that has been made, the treat-
ment of RPM by US. enforcement agencies remains inconsistent with eco-

nomic theory.'”

In its 2008 report, the Competition Policy Review Panel, noting that (after
Leegin) Canadian law with respect to RPM was more restrictive than U.S. law,
recommended moving RPM from criminal to civil law but not into to the
abuse of dominance section of the Act.'”" It suggested instead that the exist-
ing resale price maintenance provisions be replaced “with a new civil provision
to address this practice when it has an anti-competitive effect”” It also recom-
mended that this new provision should be subject to the private access rights
before the Competition Tribunal.'*

With the passage of Bill C-10 in March, 2009, s.61 was finally repealed and,
effective March, 2010, it was replaced by s.76 which provides for the review
of alleged vertical price maintenance by the Competition Tribunal. The Tribu-
nal may issue a remedial order only if the conduct in question has an adverse
effect on competition. There is a private right of access but private parties need
to obtain leave from the Tribunal to bring an application, class actions are not
allowed and the Tribunal is not authorized to award damages. Although, price
maintenance continues to be treated differently than non-price vertical restric-
tions for which a remedial order can be issued only if they prevent or lessen
competition substantially, the treatment of RPM may finally have become con-
sistent with the learning of economists.

Economists and Predatory Pricing

Consistent with a broad stream of economic analysis stretching back to John
McGee's paper in 1958, economists stress that the difficulty of distinguishing
predatory pricing from aggressive price competition and the adverse conse-
quences of deterring the latter militate in favour of a cautious approach."
The more recent strategic predation theories imply that predatory pricing is

not so rare that it can be ignored completely.'”

The cautious approach has
usually taken the form of subjecting allegations of predatory pricing to a series

of tests or screens. There is widespread agreement about the first screen, the
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requirement that the alleged predator have substantial market power. There is
less agreement about the remaining screens.

Price-cost screens are common. One approach is to regard a price below
average avoidable cost as presumptively predatory in that it makes sense only
if the losses involved can be recovered by supra-competitive pricing later on.
All versions of the Competition Bureau’s Abuse of Dominance Guidelines have
included an avoidable cost screen. Price-cost screens have their critics.'” They
can be complex to apply.'” Different cost concepts may be appropriate when
the alleged predator expands output. They should not necessarily be inter-
preted as providing a safe harbour for a price above avoidable cost.'*

Another common screen requires evidence that the alleged predator be able
to recoup losses incurred during a predatory episode. The possibility of recoup-
ment is a necessary condition for profitable below cost pricing.'* For years,
recoupment was “.. a bedrock element of Canadian predatory pricing law ..”'*
While a theory of the case must surely include a plausible narrative about the
nature of the return on the alleged predatory investment, recoupment can
occur in a variety of ways. Predatory losses may not themselves be fully recov-
ered but predation may have forestalled even further losses in the future. Struc-
tural indicators of the ability to recoup predatory losses (high market share,
barriers to entry and re-entry) may understate the ability to recoup predatory
losses if predation itself deters future entry.

In the 2001 Abuse of Dominance Guidelines, the ability to recoup predatory
losses is inferred from the dominance of the alleged predator.'* The 2009 Draft
Abuse of Dominance Guidelines refer to a recoupment screen but again state
that a finding of dominance is sufficient to establish that a firm will likely be
able to recoup its losses following a period of predatory pricing. An additional
consideration in 2009 Draft Guidelines is the extent to which the act of pre-
dation will deter entry or re-entry through establishing a reputation for pre-
dation."* The 2012 Revised Abuse of Dominance Guidelines do not mention
recoupment.* This is unfortunate given that recoupment of some sort is
central to any economic theory of predation. While there are differing views
on this, it is also arguable that recoupment cannot be presumed on the basis of
pre-existing market power and the assertion of reputation effects.

Another possible screen considers whether the alleged predator initiated
price cuts or merely responded to competition and whether the alleged pred-
ator undercut the victim’s prices or merely matched them. A price matching
screen has been suggested by Professors Ross and Stanbury. Writing in response
to the publication of the Competition Bureau's Draft Enforcement Guidelines
on the Abuse of Dominance in the Airline Industry, they suggested that, having
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established that market conditions are conducive to successful predation, the
Bureau should turn to the avoidable cost test only after it had been established
that the alleged predator had gone beyond simply responding to and matching

a rival’s competitive initiatives.'%

The 2012 Guidelines state that the Bureau will examine whether the alleged
predatory price is in fact merely “meeting competition” by reacting to match
a competitor’s price.'*” This is not mentioned in either the 2001 or the 2009
guidelines.

There appears to be agreement that any price-cost test for predation be pre-
ceded either by an independent recoupment test or a meeting-the-competition
test. In its latest guidelines, the Competition Bureau appears to have opted fora
meeting-the-competition screen. With respect to the influence of economists’
strategic theories of predation, all versions of the guidelines take the possibil-
ity of a reputation effect into account while both the 2009 and 2012 guidelines
include either the effect of the alleged predation on the victim’s profits or the
ability of the victim to profitably match the alleged predator’s prices.

Air Canada

The acquisition of a failing Canadian Airlines by Air Canada in January
2000 left the latter with roughly 90 percent of domestic passenger traffic. This
outcome might have been avoided if regulatory restrictions on foreign owner-
ship of domestic air carriers had been less severe. As it was, there were legiti-
mate concerns about a lack of competition post-merger. These concerns could
have been allayed in large measure if the federal government had adopted some
of the various possible forms of cabotage (“freedoms”) listed by Ross and Stan-
bury.*® The Competition Bureau also suggested a number of policy measures
that would have allowed for increased foreign competition.'*

It was not to be. Protectionism and restrictions on foreign investment held
the day and the federal government enacted legislation to give the Canadian
Transportation Agency the power to control air fares that it deemed to be too
high and to give the Competition Bureau the power to hold a price umbrella
over new entrants. This harkened back to an era when competition policy was
used to provide political cover for protectionist trade and regulatory policies:

The fundamental problem with current Canadian airline regulation
is the following. Rather than taking the natural step of remedying
competition concerns (to the extent that they exist) by lower-
ing barriers to foreign competition, the government has instead
chosen to address competition issues through a crude combination
of anti-gouging and anti-predatory pricing statutory measures.'®
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The price umbrella took the form of Bill C-26 which amended the abuse
of dominance section of the Competition Act (s.78) to include two new anti-
competitive acts (s.78(1)(j) and s.78(1)(k)) specific to the airline industry. The
amendments gave the government the power to make regulations specifying
the types of conduct on the part of the dominant carrier that that would be
considered an anti-competitive act under s.78(1)(j). First on the list of seven
anti-competitive acts listed was “operating capacity on a route or routes at
fares that do not cover the avoidable cost of providing the service” The regula-
tions also specified what constituted the denial of an essential service by the
dominant carrier to a competing carrier under s.78(1)(k).

The Competition Bureau published an explanation of how it would enforce
s.78(1)(j) and 78(1)(k) in its Draft Enforcement Guidelines on the Abuse of
Dominance in the Airline Industry in February 2001."* The Guidelines stated
that the Bureau considered labour and aircraft costs to be avoidable in the
sense that upon cancellation of a flight, the personnel and aircraft involved
would likely be redeployed to an alternative route.

In their paper discussing some of the issues raised in the Guidelines, Pro-
fessors Ross and Stanbury appeared to caution against drawing the inference
that the dominant carrier had committed anti-competitive acts on the basis
of a price-cost test alone. They suggested that, having established that market
conditions are conducive to successful predation, the Bureau should turn to
the avoidable cost test only when: (1) the incumbent cuts fares below those
of the entrant; (2) the incumbent matches the entrant but adds capacity or;
(3) the incumbent matches fares but changes its schedule so as to bracket the
entrant’s flights."” The authors did not venture an opinion as to the appropriate
definition of avoidable cost although they did note that the concept of long-run
average incremental cost had been suggested for revenue/cost comparisons
when the alleged predator increases output in response to new entry.

In order to nip potential predation in the bud, the amendments to s.78 also
gave the Competition Bureau the power to act as both a prosecutor and an
adjudicator in seeking interim relief for predatory conduct likely to cause irrep-
arable harm either to a competitor or to competition. Some commentators
called this “bad policy and bad law.” '

In March, 2001, the Commissioner filed a notice of application with the Com-
petition Tribunal alleging abuse of dominance by Air Canada on seven city-
pair routes in eastern Canada. According to the application, Air Canada had
responded to new entry by increasing its capacity and decreasing its fares in a
manner that did not cover the avoidable cost of operating the flights on these
routes.
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The Tribunal decided to hear the application in two phases. The first phase
would address the application of the avoidable cost test on two routes. The
second phase was to cover the remaining five routes and also to determine
whether the other requirements for abuse of dominance under s.79 were
satisfied.

The Tribunal issued its Phase 1 decision in July, 2003 after a process that
involved 40 hearing days, 499 exhibits and 17 witnesses, including 5 econo-
mists.'* Professor Baumol who originally suggested the average avoidable cost
test was one of the witnesses.'”® The Tribunal ruled that the appropriate appli-
cation of the avoidable cost test was to compare revenues and avoidable costs
on individual, unidirectional scheduled flights over a period of a month. With
respect to the quantification of avoidable cost, Dr. Csorgo offers the following
summary:

... the parties disagreed on 26 cost items and agreed on 17. The 17
agreed to items accounted for 38% of Air Canada’s fully allocated
costs on the two routes subject to the hearing. Of the 26 disputed
costs, the point of contention was largely whether they could be
avoided by means of passenger recapture, resource redeployment,
and asset disposal. Seven of the disputed costs were found by the
Tribunal to be unavoidable and 19 to be avoidable. This included,
for example, finding that airport security costs were avoidable.

Inregard to aircraft costs, amain area of dispute, the Tribunal found
that the costs were avoidable by disposal, sublease, return to lessor
and profitable redeployment, where opportunities for redeploy-
ment needed only to be shown as generally and reasonably avail-
able, rather than specifically available for the routes in question.

The determination whether a cost was avoidable (which led to the
conclusion that 762 out of a possible 978 flights on one route were
operating below avoidable cost, and 1187 out of a possible 1466 on
another were) relied heavily on the assumption that revenues from
cancelled flights would be recaptured by having passengers switch
to other Air Canada flights on the route. The Tribunal accepted this
assumption for “a very significant portion of the passengers” on the
basis of the load factors on the remaining Air Canada flights, and
because the other two carriers providing service on the routes in

question “offered very few flights”*

The cost categories deemed to be avoidable by recapture of the traffic on can-
celled flights and by redeployment of the resources involved within Air Canada
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are not avoided in the sense that they are no longer incurred by Air Canada.
They are avoided only in the sense that these resources could, hypothetically,
have made a bigger contribution to Air Canada’s revenue if they had been used
on other flights. The Tribunal conceded that the opportunities for recapture
and redeployment are a matter of speculation as they involve a hypothetical
flight cancellation. The Tribunal ruled that given their speculative nature, the
Commissioner need only show that these opportunities are generally and rea-
sonably available. This evidentiary standard troubled one commentator, as did
the Tribunal's apparent failure to recognize that what it was dealing with was
opportunity costs rather than out-of-pocket costs.'*” Perhaps equally trouble-
some was the lack of discussion of the link between the assumed ability of Air
Canada to recapture traffic on cancelled flights and its incentive to predate.'*

Other commentators questioned the wisdom of abandoning the recoup-
ment screen.'* Still others predicted that very few of Air Canada’s flights would
have passed the standard promulgated by the Tribunal and noted the extent to
which it diverged from U.S. jurisprudence (which requires “a dangerous prob-
ability” of recoupment and does not accept foregone profits as costs)."® They
predicted that predatory pricing allegations would be much more likely to
succeed in Canada in the future:

Given the Canadian law set out in the airline regulations, and the
Tribunal’s decision in the Air Canada case, and in particular, the
Tribunal's willingness to find most costs avoidable via redeploy-
ment, and its classification of foregone profit or opportunity costs
as true costs, it appears to us that predatory pricing allegations, at
least involving airlines, will be much more likely to succeed in this
country. The Tribunal found that most of Air Canada’s costs were
avoidable over a relatively short period of time, which will militate
in favour of finding predation.'"

As it turned out, Air Canada subsequently declared bankruptcy and the
Phase 2 hearings were never held. In 2004, in a letter to the airline industry, the
Commissioner set out the Bureau’s views on when the expansive avoidable cost
test that had become part of the jurisprudence under s.78(1)(j) would be trig-
gered insofar as its own investigation of allegations of predatory pricing were
concerned.'™ Tt stated that the Bureau would only take action if a dominant
carrier were to respond to new entry in a significant way that went beyond
price matching. When the dominant carrier goes beyond fare matching, the
Bureau would consider all the elements of 5.79 in addition to the avoidable cost
test in deciding to take action. This approach bears considerable resemblance
to the approach suggested by Ross and Stanbury in 2001.
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Repeal of the airline-specific sections of the Competition Act was first pro-
posed, in Bill C-19 which was introduced in 2004. The reason given was that cir-
cumstances in the airline industry had changed. Another factor may have been
the recognition of the straightjacket placed on the dominant carrier by s.78(1)
(j) and the Tribunal’s interpretation of it as well as opposition (including some
from economists) to both industry-specific provisions in competition legisla-
tion and industry-specific enforcement guidelines. The decision that the air-
line-specific predation provisions of the Competition Act were no longer needed
a year after the Tribunal found that the dominant carrier had committed anti-
competitive acts gave new meaning to the old adage that “a week is a long time
in politics.” It is seen by some as an implicit admission that the case should
never have been brought in the first place:

The first phase of the case, which concluded that Air Canada had
committed anti-competitive acts, was decided in July 2003. If
market conditions could change sufficiently that the Competition
Bureau would decide not to pursue its claim of abuse against Air
Canada, and that the minister would propose changing the act,
only one year after a finding of a dominant airline committing an
anti-competitive act, there is a powerful suggestion that the case

should never have been brought in the first place.'*

Bill C-19 died on the order paper and it was not until Parliament passed a
broad set of amendments to the Act in March, 2009 that the airline-specific sec-
tions of the abuse of dominance provisions of the Competition Act were finally
repealed.

There are several lessons to draw from Air Canada. Unfortunately these are
not new lessons. Use of competition policy to offset the effects of protectionist
or restrictive public policies can be detrimental to its focus, clarity and longer
term effectiveness. Historic evidentiary requirements for inferring a lessening
of competition are there for a reason and should not be abandoned without
discussion. There is an ongoing debate about the criteria for inferring a failure
by a dominant firm to compete on the merits in abuse of dominance cases.'**
Profit sacrifice is one of a number of possible criteria and failure to maximize
is an extreme version of that. Under the market circumstances that prevailed
at the time, the standard advocated by the Commissioner and accepted by the

Tribunal may have been even more demanding.

Distribution Strategies

Distribution strategies include refusal to deal, exclusive dealing, tied selling
and market restriction. Refusal to deal is covered under s.75 of the Competition
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Actand also under .79 as an abuse of dominance. Exclusive dealing, tied selling
and market restriction are covered under s.77 of the Competition Act and also
under s. 79 as an abuse of dominance.

As it stood in 1986, 5.75 was a poor fit with the Act because it addressed dis-
putes between buyers and sellers rather than conduct that affected competi-
tion. Economists pointed this out and their concerns were remedied in part.
A number of s.75 cases involved after-market tying and economic analysis
addressed the conditions under which this is a competition problem. If Appen-
dix III of the 2009 Draft Abuse of Dominance Guidelines is any indication,
the Competition Bureau’s views on after-market tying are consistent with the

research findings of economists.'*

Canada Pipe was an abuse of dominance case involving the use of loyalty
rebates to induce exclusive dealing. The Tribunal’s decision in the case was
appealed, the appeal was upheld and the case was sent back to the Tribunal
for redetermination. The parties settled and this ended the matter. The deci-
sions of both the Tribunal and the Federal Court of Appeal have raised issues
ranging from the circumstances under which a loyalty rebate becomes anti-
competitive to whether business conduct can be deemed to be anti-competi-
tive without preventing or lessening competition.

Refusal to Deal Under Section 75

A refusal by a supplier to sell a product to a customer is a reviewable prac-
tice under s.75 of the Competition Act. A similar provision had been added to
the Combines Investigation Act in 1975 apparently in response to concerns that
arefusal to supply on the part of one or more major suppliers could cause busi-
ness difficulties for a wholesaler or retailer.'®

Under the 1986 Act, .75 empowered the Tribunal to order a supplier to supply
a customer if: (1) the customer is substantially affected in his business because
of the refusal; (2) if the customer’s inability to obtain supply is the result of
insufficient competition among suppliers in the market; (3) the customer is
willing and able to meet the usual trade terms and; (4) the product is in ample
supply. 8.75 required only that the customer’s business be adversely affected.
Unlike most of the civil and criminal provisions of the Act, it did not require
that competition be lessened or prevented. Nor did it require the Tribunal to
consider the implications of the refusal to supply for economic efficiency. Its
apparent objective of protecting an individual business was markedly out of
step with most of the rest of the Act and with the economic thinking behind it.

In their 1998 paper Chen, Ross and Stanbury canvassed the prevailing



578 REVUE CANADIENNE DU DROIT DE LA CONCURRENCE Vol. 25, No. 2

economic theories of refusal to supply with special reference to aftermarket
theories which attempted to explain refusals by original equipment manufac-
turers (OEM’s) to sell parts to independent service organizations (ISO’s). They
find that under some circumstances refusals to supply are efficiency-improv-
ing and under some circumstances (“installed base opportunism”) they are not.
In the instances in which refusals to supply are efficiency-reducing, questions
remain about the size of the efficiency loss involved and about whether there
are better remedies than an order to supply or, indeed, better remedies outside
the ambit of the Compelition Act. They also note that in the two cases heard by
the Tribunal, expert economists, concerned as they are about the efficiency
consequences of business conduct, were deemed by the Tribunal to have been
unhelpful to it."’

The authors concluded that, having nothing to do with competition, s.75 has
no place in a competition statute. While they observed that in its case selec-
tion the Competition Bureau may have been filtering out cases in which there
was an apparent efficiency motive for a refusal to supply, they recommended
further action to repeal s.75. Failing this, the authors suggested that a require-
ment that competition be lessened as a consequence of a refusal to supply they
be added to s.75. Failing this, they suggested that in order to avoid wasting
public enforcement resources, private access to the Competition Tribunal

could be granted in s.75 cases.'®®

In 2002, 5.75 was amended to add a requirement that a refusal to supply have
an adverse effect on competition as a condition for the issue of a remedial order
to supply. The amendments also provided for a private right of access to the
Tribunal in 8.75 cases.'™ 8.75 remained an outlier from a competition perspec-
tive in that it did not require an undue or substantial prevention or lessening of
competition as a condition for issuing a remedial order.

Canada Pipe

In October 2002 the Commissioner of Competition applied to the Compe-
tition Tribunal for an order under the exclusive dealing (s.77) and abuse of
dominance (s.79) sections of the Competition Act alleging that Canada Pipe’s
loyalty discount program created, enhanced and preserved its market power.
The Respondent, Canada Pipe, manufactured cast iron drain waste and vent
(DWV) pipe and fittings through its Bibby St. Croix division (Bibby). Bibby
accounted for 80 to 90 percent of Canadian sales of DWV with the balance being
accounted for by arecent entrant and by imports. Bibby was the only company
in Canada to manufacture a full product line.'® Cast iron DWV products were
sold through three large national distributors as well as some smaller ones.
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Cast iron pipe was gradually being replaced by plastic pipe and, given that
Bibby’s share of a market defined to include plastic DWV products would have
been approximately 11 percent, this raised a classic product market definition
issue.'*! As well, market conditions varied across the country, in part because
imports from the Far East had penetrated western Canada, and this led the Tri-
bunal to define six geographic markets within Canada.

At the heart of the case was Bibby’s Stocking Distributor Program (SDP).
Under the SDP, distributors who agreed to purchase all their cast iron DWV
requirements from Bibby (100 percent loyalty) were eligible for a discount off
list as well as two rebates. The discount which amounted to as much as 45
percent off-list was given at the time of purchase and was not recoverable by
Bibby in the event that the distributor left the plan. The first rebate (7 percent
on pipe purchases, for example) was paid at the end of each quarter for 100
percent loyalty during that quarter. The second rebate (4 percent) was paid at
the end of the year for 100 percent loyalty during the year. Distributors who did
not join the plan received a 6 percent discount off list and no rebate. Distribu-
tors were free to join or leave the SDP at any time with departure at the end of
a calendar year involving no loss of rebates.

The Tribunal found that although the SDP was an inducement to exclusiv-
ity, it had none of the characteristics the Tribunal had found offensive in earlier
exclusive dealing cases (NutraSweet, Laidlaw and Nielsen).'** Distributors were
free to terminate the agreement without loss or penalty at the beginning of
each calendar year. Distributors could opt out at the end of a quarter at the cost
of the accumulated annual rebate and could reinstate the program in a subse-
quent quarter. There were no long-term contracts, no staggered termination
dates, no liquidated damages or other penalty clauses and no logos to remove.
These facts did not square with the assumptions underlying the economic the-
ories of anti-competitive exclusive dealing that had been relevant in the earlier
abuse cases.'® In the light of this evidence the Tribunal found that switching
costs were not high.

While it was apparently open to a competing full-line supplier simply to
match the SDP at the beginning of a calendar year, the Commissioner’s argu-
ment was that since Bibby was the only full-line supplier in Canada, a distribu-
tor who wished to leave the SDP would still have to rely on Bibby for a significant
portion of the cast iron DWV products it needed to carry. If a smaller compet-
itor simply matched the SDP on the products it could supply, the distributor
would incur a mixing cost in the form of the foregone SDP discount and rebates
on the products it continued to purchase from Bibby. This left small suppliers
with the option of either trying to cooperate in order to provide a full line of
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products or to offer their products individually at prices well below the SDP.
Either way, in the Commissioner’s view, this discouraged toe-hold entry and
the expansion by small competitors.

The Tribunal agreed that there could be significant mixing costs if a distrib-
utor were to leave the SDP and still continue to be supplied by Bibby for a large
portion of its needs but was of the view that a distributor could switch to other
sources of supply and would need to rely on Bibby for only the “exotic” compo-
nents and this would not entail significant mixing costs.

The evidence was that distributors leaving the SDP would likely rely on Bibby
for between 10 and 20 percent of their requirements.'®® Whether this consti-
tuted reliance on Bibby only for exotic components and implied that mixing
costs were low might have been questionable. On the Tribunal’s findings of
fact, a distributor would be indifferent between the SDP and a competitor able
to supply 80 percent of the distributor’s requirements if the competitor’s price
was 62 percent off Bibby's list price or 33 percent below Bibby’s SDP price.'* If
the competitor merely matched Bibby’s SDP price on the 80 percent of the dis-
tributor’s requirements it supplied, the distributor would incur a mixing cost
(premium) of 18 percent over the SDP price.

A number of efficiency or business justifications for the SDP were raised
and were considered by the Tribunal. Bibby had apparently made a significant
investment in promoting cast iron DWV products (relative to plastic, copper
etc.) and the SDP might have been seen as preventing other cast iron DWV
suppliers from free-riding on this investment. It would have done so, however,
only to the extent that it excluded other cast iron DWV suppliers from the
market which the Respondent maintained it is not intended to do. Moreover,
the free-riding argument is usually made in connection with the promotion of
inter-brand competition in differentiated products markets. A distributor that
carried only cast iron DWV products would have a strong incentive to promote
them rather than plastic. But the SDP did not restrict (induce) distributors to
stock only cast iron DWYV products. Distributors were free to carry and did
carry all types of DWV products. The SDP did not prevent a distributor from
persuading a customer to switch from cast iron to plastic if the distributor’s
margin is higher on plastic.

The Tribunal found a business justification for the SDP was that it enabled
Bibby to produce a full product line domestically. It is not entirely clear why
the Tribunal might regard this as pro-competitive. One interpretation of the
Respondent’s argument is that it would be uneconomic to produce low volume
products in the absence of a significant contribution to plant overhead from
high volume products. This comes precariously close to asserting that a
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full-line plant can survive in Canada only if it is assured of market dominance.
This would appear to cast the motivation for the SDP into question. It also begs
the question, given the Respondent’s emphasis on the reliability of imports as
an alternative source of supply, of what the consequences for competition and
consumers would have been had Bibby imported part of its product line from
its affiliates in the U.S. or from overseas.

A pro-competitive business justification for the SDP might have been that,
by basing discounts on loyalty rather than volume, it treated all distributors
the same and this resulted in more distributors carrying cast iron DWV prod-
ucts. This may have resulted in more intense downstream competition among
distributors than would have been the case if Bibby had relied on volume dis-
counts which would have favoured the largest of the national distributors. Any
increase in downstream competition could have reduced distributor margins
and alleviated the double mark-up problem that exists when competition is
imperfect at successive stages of production.

The Tribunal released its decision in February, 2005. It found that the SDP did
not constitute an anti-competitive act under s.79(1)(b) of the Act for the follow-
ing reasons: (1) it did not have the punitive design features of exclusive dealing
arrangements in Nutrasweet, Laidlaw and Nielsen; (2) it did not increase the
costs to customers of mixing Bibby’s products with those of competitors; (3) it
had avalid business justification in that it allowed Bibby to continue to produce
a full product line in Canada and; (4) it did not in fact prevent competition.

With respect to the effect of the SDP on competition (under s.79(1)(c) of the
Act), the Tribunal found that while entry was difficult due to declining demand
and Bibby’s established reputation as a reliable supplier, the SDP had not pre-
vented an increase in imports, nor had it prevented the emergence, for the first
time in thirty years, of a new manufacturer of cast iron DWV products.

The Commissioner appealed the Tribunal’s decision to the Federal Court
of Appeal and the Court released its decision upholding the Commissioner’s
appeal in June, 2006.'° The Court found that the Tribunal erred in law in requir-
ing proof of a causal link between the SDP and a decrease in competition or
an adverse effect on consumers. The FCA opined that it is necessary only to
prove under s.79(1)(b) is that the impugned act has a negative effect on a com-
petitor that is predatory, exclusionary or disciplinary. With respect to the Tri-
bunal’s finding that the SDP had not prevented competition, the Court found
that the Tribunal had erred in basing its finding on the amount of competition
that existed rather than asking how much competition there would have been
absent the SDP (the “but for”) test.
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The Court sent the case back to the Tribunal for redeterminantion. The
parties settled in December 2007 and the matter ended with a consent order
under which Canada pipe committed to offer conventional volume-based dis-
counts as well as its SDP. This ending raised several sorts of concerns.

First, questions about the status of loyalty discount relative to other forms
of discounts from a competition perspective were left unresolved as were the
market circumstances under which an exclusivity-inducing discount might
become anti-competitive. Many different types of discounts had been employed
in the industry prior to Bibby’s implementation of the SDP. These included cus-
tomer-specific first dollar discounts with volume-based thresholds, loyalty dis-
counts similar to the SDP but with lower loyalty thresholds and conventional
volume discounts. Each has potential exclusionary effects and this might have
been addressed in a but-for analysis.

With respect to the market circumstances under which a program such as
the SDP might be deemed to be anti-competitive, the Commissioner’s expert
accepted that he might not regard the SDP as anti-competitive in the context
of a market with three or more vigorously competing full-line producers. The
Tribunal set the threshold at which no inference of anti-competitive conduct
would be drawn much lower, finding that it was sufficient that reasonable com-
petitive alternatives existed for most of Bibby’s products. This threshold might
have been re-examined in connection with a determination of whether an anti-
competitive effect was reasonably foreseeable.

From a broader perspective, economists were perplexed by the Federal
Court’s decision that business conduct could be found to be anti-competitive
independent of its effect on competition:

To economists, whose sole interest is competitive effects, the
implication that an act can be anti-competitive without anti-com-
petitive effect is puzzling. If not effect, then what?'¢’

The Federal Court’s decision also raises the spectre of protecting compet-
itors rather than competition. It also appears to advocate increased reli-
ance on intent evidence, something with which economists are generally
uncomfortable:

... It is unfortunate to have on the record the statement that an act
taken with the purpose of having a “negative effect on a competi-
tor” is by definition anticompetitive. Such an interpretation rein-
forces the idea that the purpose of competition policy is to protect
competitors. All sorts of acts hurt competitors, primarily offering
lower prices and offering better service. On that account, firms
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would and should be acting anti-competitively all the time. There
is perhaps a qualification which is that the point is not just to harm
competitors, but the intent to exclude, predate or discipline them.
But as noted above, this relies on psychology rather than econom-
ics and presupposes an ability to separate good intent to beat out
competitors from bad without looking at effects ...'*®

It has been suggested that the Federal Court’s test can be interpreted as dis-
tinguishing between reasonably predictable effects for purposes of s.79(1)(b)
and actual effects for purposes of s.79(1)(c)."® Reasonably predictable effects
might be inferred from the existence of market power, the nature of the conduct
concerned, the absence of an overriding pro-competitive purpose and, possi-
bly, intent evidence. The 2012 Revised Abuse of Dominance Guidelines take an
approach of this nature.”” Nevertheless, it remains difficult to imagine how
conduct that doesn’t ultimately lessen competition could reasonably have
been expected to do so.

Conclusions

Economists have long advocated that competition policy focus on protect-
ing the competitive process with the ultimate objective of avoiding economic
waste. The Economic Council of Canada’s statement of this objective in 1969
has often been often quoted:

Essentially we are advocating the adoption of a single objective for
competition policy: the improvement of economic efficiency and
the avoidance of economic waste, with a view of enhancing the

wellbeing of Canadians.'™

The Competition Act was a major step forward and with the passage of Bill
C-10 in March 2009, Canadian competition law has become further aligned
with economics. The convergence of jurisprudence with economics is less com-
plete and is less well established. There have been aspects of high-profile deci-
sions by the Federal Court of Appeal in Superior and Canada Pipe with which
economists have taken issue. Although not covered in detail here, economists
have questioned the economic reasoning (or lack thereof) of the Competition
Tribunal in its decisions in 7ele-Direct, NutraSweel, Canada Pipe and Canadian
Waste Services among others while the Tribunal’s decision in Nielsen has come

in for considerable praise.'”

The Competition Bureau's enforcement guidelines appear to be responsive,
at least in some of their incarnations, to developments in economic analysis.
Given the paucity of litigated cases and a high profile instance in which the
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Commissioner ignored his guidelines, however, it is hard to know how much
significance to attach to their content.

With respect to enforcement decisions, hard core cartels are pleading guilty
and being fined and the Competition Bureau's immunity policy has come in for
praise.'” With respect to mergers, Margaret Sanderson has observed that, con-
fusion about the interpretation of s.96 notwithstanding, mergers have contin-
ued to be evaluated by the Competition Bureau “without mishap'” Given the
lack of transparency of the process, however, it is difficult to know whether eco-
nomic analysis played the appropriate role in these evaluations. There has been
criticism of the Commissioner’s decision to appeal both of the Tribunal’s deci-
sions in Superior, given the role that the Commissioner’s presentation of his
own evidence played in the Tribunal’s initial decision.'”

The question has also been raised as to whether the Air Canada case should
ever have been brought. This raises a broader issue. Given its proper focus on
the competitive process and efficiency, competition policy cannot or at least
should not always be available to help solve every microeconomic public
policy problem. This may mean that occasionally other government agencies
or departments will be asked to address policy matters that have implications
for competition and they may do so in a matter that is detrimental to both
competition and efficiency. The institutions of competition policy might well
have achieved the multiple goals of public policy with less detriment to com-
petition and efficiency but this would come at the potentially serious cost of a
loss of focus.

In situations where competition is but one of several public policy goals, the
Competition Bureau can always serve an advocacy role and there are numerous
instances in which it has done so. There are also some high profile instances in
which it has arguably not played the appropriate advocacy role. One would
be its support of an ill-conceived private member’s bill to amend 5.96 of the
Competition Act. Another would be its apparent unwillingness to support the
decriminalization of price maintenance. On the other hand, the Bureau played
a positive role in connection with the amendments to s.45.

Looking forward, the question for this paper is whether the institutions of
competition policy in Canada are equipped to cope with the increasing impor-
tance of economics in both enforcement and adjudication.'” In his 2004 survey
paper, Professor Ross expressed concern that economics was not being given
sufficient resources or prominence within the Competition Bureau."”” This may
be so but a lesson of the last twenty years is that the tone set by the Commis-
sioner can be at least as important as resources and titles for economists. With
respect to the Tribunal, its outgoing Chair, Judge Simpson, has pointed out that



2012 CANADIAN COMPETITION LAW REVIEW 585

future lay members of the Tribunal will likely need stronger backgrounds in
economics than has been required in the past.'”™
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