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FOREWORD III

Foreword

The Trade Practices Act is an important regulatory instrument with far-reaching
impacts throughout the economy.  As markets evolve and regulatory experience
accumulates, it is important to review the Act’s provisions and their administration
to ensure that they continue to be appropriate.  The present review of Part IV of the
Act is therefore timely.

In the time available for submissions, the Productivity Commission has not sought
to cover all matters relevant to the Review.  Instead, it has focussed this submission
mainly on the provisions relating to the misuse of market power (section 46).  This
is a part of the Act where significant changes have been proposed by different
interested parties, which could have major implications for the efficient operation of
markets and thus economic outcomes.  It is also an area where the Commission’s
views have been able to be informed by its own recent reviews of related parts of
the Act.

Ultimately, any changes to the Act need to be made with some confidence of
yielding a net benefit to the community.  That requires not only careful
consideration of the potential costs of the actions of market participants under
different degrees of regulatory oversight, but also the potential costs of the
regulatory interventions themselves.

Gary Banks
Chairman

July 2002
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VI SUBMISSION TO THE
REVIEW OF THE TPA

Key points
•  Regulatory provisions against anticompetitive conduct need to tread a fine line

between limiting genuinely anticompetitive conduct and sustaining procompetitive
rivalry among firms.

•  The introduction of an effects test into section 46 of the Trade Practices Act 1974
(TPA) would lower the threshold for regulatory intervention where misuse of market
power is suspected.

•  While such a test has some advantages, problems in its interpretation and
implementation mean that it is likely in practice to have adverse impacts on
efficiency and on the process of competition itself.

•  The prospect of regulatory error would be higher under an effects test, because it
would be more likely to catch behaviours that have unintended impacts on
competition and that do not detract from economic efficiency.

– The potential direct and indirect costs are significant.

•  Any need for a more expansive section 46 would appear to have diminished.

– The economy is increasingly open, so that the scope for substantial market
power, which must underlie anticompetitive conduct, has declined.

– Under National Competition Policy, specific regulatory regimes have now been
developed for those areas of the economy where the risks of market power and
its abuse are greatest.

•  Administratively applied cease and desist orders would lack accountability and also
would risk regulatory errors in their application.

– These risks are not justified given the current ability to seek court injunctions.

•  There is evidence that the existing penalty regime for breaches of Part IV of the
TPA may not be enough to deter anticompetitive conduct by firms and individuals.

•  The adoption of a penalty regime that provided better deterrence, subject to
appropriate safeguards and careful design, would further reduce the case for
strengthening section 46 in other ways.

•  There are grounds for considering anew whether the market share and
concentration thresholds for regulatory scrutiny of mergers should be raised.
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Overview

The Trade Practices Act 1974 (TPA) is one of Australia’s most important
instruments of economic regulation, with wide-ranging impacts on the conduct of
Australian businesses. The present review is timely. It is imperative to keep the Act,
its guidelines, and its implementation up to date with developments in the economic
and regulatory environments facing Australian industries and with new
understanding about the behaviour of firms. Indeed, the Productivity Commission
considers that further reviews of the TPA are warranted at appropriate intervals to
ensure the continued relevance and effectiveness of its provisions.

In this submission, the Commission focuses on issues relating to misuse of market
power (section 46). This is the area where significant changes (both increases and
decreases) in regulatory power have been advocated by interested parties and where
the lessons from the Commission’s most recent assessments of competition
regulation — particularly Part XIB of the TPA — are most relevant. The
Commission also provides some brief observations on matters relating to mergers
(section 50).

Dealing with anticompetitive conduct

Regulatory provisions against anticompetitive conduct — despite their obvious
popular appeal — need to tread a fine line between, on the one hand, limiting the
damaging efficiency consequences of genuine anticompetitive conduct and, on the
other hand, the maintenance of property rights, pro-competitive rivalry by firms and
entrepreneurial freedom.

This suggests changes should be made cautiously, since regulatory error in either
direction — an excessively permissive or harsh regime — could damage
competitive processes and market outcomes in the Australian economy. And it is
the operation of markets, through competitive processes, that drives Australia’s
growth — contributing to greater productivity, lower costs and improved service,
and ultimately to higher incomes and standards of living.
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Clear objectives are needed

Unfortunately, because of some vagueness about the objectives of the section, even
the criteria on which an assessment of section 46 should be based are currently
rather poorly specified.

The framework of competition policy in Australia encompasses a range of policies
and legislative instruments. Section 46 does not have a specific objects clause.
Rather, it relies on the objects clause in section 2 of the TPA, which identifies the
object of the Act rather broadly, encompassing not only competition, but also fair
trading and consumer protection.

The Productivity Commission supports the view — generally applied in cases of
suspected anticompetitive conduct — that the key objective of section 46 should be
the enhancement of economic efficiency. Clarifying the objectives of section 46 to
focus on this economic objective would provide clearer guidance to the regulatory
agency and courts in administering and enforcing the legislation and interpreting
statutory criteria. It would prevent the intrusion of other issues — such as the
protection of small business or distributional goals — that can be more effectively
dealt with under other mechanisms.

‘Purpose’ versus ‘effect’

Unlike other sections in Part IV and Part XIB (relating to telecommunications),
section 46 requires an anticompetitive purpose rather than effect, or likely effect, to
be proved in order to prosecute a case successfully. Several commentators have
proposed that section 46 be strengthened by introducing ‘purpose or effect or likely
effect’ as the relevant test.

The use of an ‘effect or likely effect’ test has some advantages conceptually and
operationally. Vigorously competing businesses will often and reasonably use
pugnacious rhetoric when attempting to win in the market — complicating the
assessment of when an anticompetitive purpose has genuinely been present.
Establishing anticompetitive purpose can also be demanding for regulators and
courts, given that true anticompetitive conduct can be expected to be furtive.

Notwithstanding these advantages, there are persuasive reasons for not changing to
an effects test:

•  The benefits claimed for such a test are exaggerated given that section 46(7) of
the TPA permits courts to infer purpose from anticompetitive effects.

•  The test is more expansive than the present one, because, in addition, it would
proscribe conduct arising from the use of market power that has the effect of
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reducing competition, even where that effect is unintended. This is likely to
increase the scope for regulatory error. Problems in defining markets and
determining market power are profound — and would be exacerbated by a
harsher regime. The history of antitrust around the world, including Australia, is
littered with error, the detection of which is itself not a simple task.

– Regulatory error can have its own anticompetitive effect, and it appears
inconsistent to establish a regime that has higher regard for one source of that
effect (private conduct) than another (regulatory conduct).

•  The costs of errors are not trivial. An incorrect action damages the firm
concerned, while the risk of regulatory errors can deter procompetitive
behaviour that might be mistaken for anticompetitive conduct. Regulatory errors
could potentially delay or eliminate investments, advantage higher cost rivals at
the expense of a more efficient dominant firm, and eliminate practices that may
produce sizeable benefits for consumers. Compliance and administrative costs of
new cases are also likely to be significant. Even were the regulator to be prudent,
the TPA also permits private actions, which may be opportunistically motivated.

•  As an effects test is much more likely to catch unintended acts, widening of
section 46 is likely to increase business uncertainty about how regulators and
courts may interpret the clause.

•  No past reviews of the TPA have considered it appropriate to amend the purpose
test, and since then competitive pressures in the economy have increased rather
than decreased.

– Tariffs and financial controls have been liberalised, promoting more open
trade and capital flows.

– National Competition Policy has developed specific competition regimes for
those areas of the economy where the risks of market power and its abuse are
greatest.

– While the ‘new economy’ has thrown up new challenges for competition
policy, many of its developments have strengthened competition by
providing new intermediaries and better information exchange.

•  Arguments that section 46 needs strengthening to protect small business lack
substance. Small business is vitally important to the Australian economy, but
section 46 should not be particularly oriented to the needs of small businesses or
overhauled because of size-specific problems. Small firms may themselves exert
market power and many disputes between firms that might be seen through the
lens of market power are really about the distribution of gains from exchange.
There are better instruments than section 46 — both in and out of the TPA — to
deal with small business concerns about market power exerted by big business.
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•  Claims that strengthening section 46 are justified because it would bring the
section into line with the rest of the TPA or with overseas jurisdictions do not
withstand scrutiny.

– Different parts of the TPA apply different tests because the context and
standard of proof required are different. For example, an effects test is
justified in telecommunications (Part XIB) because there is already a prima
facie case that strong market power exists, and the design of the access
regime (Part XIC) creates strong incentives for anticompetitive conduct in
that sector.

– It can be dangerous to draw inferences for Australia from overseas
jurisdictions, especially without a full understanding of how their antitrust
regimes function. For example, when gauging predatory pricing, US courts
use a much more stringent standard of proof, while the European Union
employs a higher threshold (dominance) when gauging market power.

In sum, the Productivity Commission’s assessment is that a move to a ‘purpose,
effects or likely effects’ test in section 46 would have more disadvantages than
advantages.

Cease and desist orders

It has been proposed that the regulator be able to issue — without scrutiny from the
Federal Court — temporary cease and desist notices.

The Productivity Commission questions whether such orders would achieve the
purposes intended for them. They do not necessarily lead to speedily resolved cases,
since they would typically be the forerunner of a subsequent substantive case before
the Federal Court.

Since it is proposed that there be limited scope for a stay on a cease and desist
order, accountability is limited and regulatory error would be in prospect. The costs
of such error may be significant. For example, even temporary curbs on (what
transpires to be lawful) business conduct can have enduring effects (key customers
may be lost, contracts reduced, or inframarginal investments made marginal).

The Productivity Commission considers the existing scope for interlocutory
injunctions — which must be given by a court based on evidence — already
provides short-term protection for parties being harmed by anticompetitive conduct.
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Enforcement issues

The conceptual underpinning for a penalty regime in an economic statute such as
Part IV is primarily deterrence, not punishment. Yet there is evidence that the
existing penalty regime may not be sufficient to achieve the optimal deterrent effect.

In particular, maximum penalties for breaches may be significantly below the
returns from anticompetitive conduct, especially for larger firms. Some firms — for
example, those in financial distress — face no effective sanctions against
participating in anticompetitive conduct. And individuals within firms presently
have weak incentives to avoid anticompetitive behaviours.

A move to incentive compatible penalties could involve several complementary
moves, including:

•  setting penalties based on some multiple of the harm induced by anticompetitive
conduct or gain by the perpetrator;

•  the introduction of criminal penalties for some serious offences; and

•  mimicking some US innovations in the design of antitrust provisions, such as the
establishment of an automatic right to leniency for the first party to divulge a
cartel to the regulator.

The Productivity Commission has analysed these options, pinpointing some
potential weaknesses that would need to be addressed before any were
implemented. For example, the standards for proof would need to be very high for
criminal cases and it would be inappropriate to base criminal convictions merely on
identification of a breach of a per se restriction in Part IV. Were criminal penalties
implemented, they should not exempt small and medium businesses. Empirical
evidence suggests that small enterprises may also engage in ‘hard core’ offences —
and indeed, in the United States, they make up the bulk of recorded convictions.

It also is relevant to note that the adoption of a penalty regime that provided better
deterrence, subject to appropriate safeguards and careful design, would reduce the
case for strengthening section 46 in other ways — such as through cease and desist
powers.

Mergers

Pro-competitive regulation needs to be designed to ensure that the regulatory costs
of a merger regime (such as deterring potentially beneficial mergers and raising
industry compliance costs) do not outweigh the benefits (of achieving more efficient
pricing and potentially pre-empting anticompetitive conduct).
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The Commission has made several recommendations in past reports about optimal
merger policy that bear independent re-examination. In particular, it has argued that
there are grounds for raising the thresholds on market shares and concentration
ratios for setting ‘safe harbours’, where mergers can proceed without ACCC
scrutiny. This reflects:

•  that regulators have greater incentives to avoid situations in which they allow a
merger that increases market power to proceed, than to avoid cases where they
stop a pro-competitive or efficient merger from occurring;

•  a tendency in competition policy to define the boundaries of a market in terms of
close substitutes, which results in excessively narrow market definitions.
However, some rules-of-thumb must be used so that not all mergers require
regulatory scrutiny. The solution is to define a market in the conventional way,
but use a more generous threshold to counter the natural bias engendered by this
method; and

•  recent evidence that the existing thresholds may be unnecessarily capturing too
many mergers in the regulatory net.

Finally, it is sometimes alleged that merger policy may prevent the establishment of
national ‘champions’ — large-scale enterprises that can take on global markets. It is
claimed that merger policy pushes Australian firms offshore to other destinations
where they can achieve such competitive scales. The Commission has found little
evidence to support this in surveys of firms’ offshore location decisions. It notes,
however, that merger policy should not preclude the emergence of even highly
concentrated market structures where adequate substitution possibilities exist or
entry barriers are not high.




