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Coversheet: Review of section 36 of
the Commerce Act and other matter

Advising agencies Ministry of Business, Innovation and Employment

Decision sought e Strengthen the Commerce Act’s prohibiticit-against.anti-competitive
unilateral conduct

e Repeal the Commerce Act’s intelieCtual preperty-related provisions

e Other minor changes to impioye theftrhctioning of the Act

Proposing Ministers Minister of Commerce andConstmer Affairs

Section A: Summary: Rrébiein and Proposed Approach

Problem Definition

What problem or opportug
intervention required

Section 36 of the\Cemmerce’Act 1986 (the Act) prohibits firms with substantial market power
from taking advantdgé ef their market power for an exclusionary purpose. It is intended to
prevent firms wijth'market power from harming competition by engaging in conduct such as
exciusive deaiing, refusal to supply, or predatory pricing.

However, the current section 36 is flawed because the courts have interpreted the ‘take
advantage’ test in a way that:

e has the potential to fail to deter or penalise some forms of anti-competitive conduct;
e is costly and complex to enforce; and
e arguably creates some unpredictability for day-to-day business decision making.

The Act also contains three provisions relating to intellectual property (IP), which shield some IP
arrangements from competition law scrutiny. These provisions are outdated, unnecessary, and
poorly understood.

Proposed Approach

How will Government intervention work to bring about the desired change? How is this the best
option?

The proposal is that, like Australia, New Zealand should prohibit firms with a substantial degree of
market power from engaging in conduct that has the purpose, effect, or likely effect of
substantially lessening competition. This removes the ‘take advantage’ test, would focus the
prohibition directly on the anti-competitive nature of the conduct, and is likely to significantly




decrease the cost and complexity of enforcement.

It is also proposed that each of the Act’s IP provisions be repealed, which will result in IP being
treated like any other form of property.

Section B: Summary Impacts: Benefits and costs

Who are the main expected beneficiaries and what is the nature of the expected benefit?

Potential benefits include:

e Gains to the economy, particularly in concentrated markets, from a general increase.in the
level of competition over time, with flow on benefits in terms of increased productivity and
efficiency, lower prices, and higher quality goods and services.

e If more anti-competitive unilateral conduct is deterred, other businesses,\iiicltdirg rew
entrants, may find it easier to grow and develop.

e It being easier for businesses to access, utilise, and build upon existing IP.in situations where
this is currently constrained by anti-competitive conduct.

e Less complex enforcement produces cost savings for\the’Camimerce Commission (the
Commission). Greater certainty of outcomes enables the.Coinmission to be a more effective
regulator.

\/ ¥
Wher do thecostsfal? e
O\

Costs include:

e One-off transition gosts for firms'with market power and creators of IP as businesses become
acquainted with the.new.laws. These groups may also have greater uncertainty about the law
in the initial stages.

e The ppbtential for higher ongoing compliance costs than the status quo, partly reflecting the
uinder-capture of the existing anti-competitive unilateral conduct prohibition.

e \Costsfor the Commission to produce rules and guidelines, assess applications for
authorisation of conduct that would otherwise breach the Act’s anti-competitive unilateral
conduct provisions, and take enforcement action in respect of anti-competitive IP-related
conduct that is currently exempt from the Act.

Although the costs of the proposals may outweigh the costs of the status quo, we consider that
the overall benefits of reform will materially exceed the costs.

What are the likely risks and unintended impacts, how significant are they and how will they be

minimised or mitigated?

There is a genuine risk that some businesses may act in an overly conservative and compliance-
focused way to avoid any risk of contravening the amended section 36 or other provisions of the
Act in respect of IP. This would impose some costs, and could lead to some firms not engaging in
conduct that is ultimately pro-competitive. This risk would lessen once case law has developed.
However, it could be a number of years before there are court judgments relating to a reformed
section 36 or IP under the Act.

These issues should be able to addressed, at least in part, through the Commission issuing
guidance, and through appropriate transition periods to allow businesses to become acquainted
with the changes.




Identify any significant incompatibility with the Government’s ‘Expectations for the design of

regulatory systems’.

None, although some stakeholders argue that the proposals will not produce predictable
outcomes for regulated parties.

Section C: Evidence certainty and quality assurance

Agency rating of evidence certainty?

The content of this RIS has been informed by public consultation. However, it can be difficdit to
quantify the costs and benefits of changes to competition law. We have little informatian orthe
prevalence of anti-competitive unilateral or IP-related conduct, and even in iridividual cases
assessing the magnitude of harm is difficult when competition has been forecioszd. Trie benefits
of change would come from improved static and dynamic efficiency acrassthe'economy, but this
is all but impossible to isolate and measure.

Quality Assurance Reviewing Agency:

MBIE’s Regulatory Impact Analysi€ Review Ranél has reviewed the attached Regulatory Impact
Statement prepared by MBIE- Fhe'\Panel considers that the information and analysis summarised
in the Regulatory Impact-Stateimerit meets the criteria necessary for Ministers to make informed
decisions on the proposals in this paper.




Impact Statement: Review of Section
36 of the Commerce Act and other
matters

Section 1: General information

Purpose cxv

The Ministry of Business, Innovation and Employment is solely responsible foithe analysis and
advice set out in this Regulatory Impact Statement, except as otherwigé-éxoplicitly indicated. This
analysis and advice has been produced for the purpose of informing final decisions to proceed with
a policy change to be taken by Cabinet.

Key Limitations or Constraints on Analysis

The content of this RIS has been informed by pubiic.consultation. The issue of section 36 has been
subject to three rounds of formal consultation,\in 2015, 2016, and 2019. The issue of the IP
exemptions was consulted on in 2019. Ia ddditianto the release of discussion papers, we have also
met with a range of stakeholdersta. discuss the review.

There are no specific constraints . on thie’scope for decision-making. However, the options considered
in this RIS are focusedon ' generic interventions to improve the functioning of competition law. This
means that the RIS does not consider options for sector- or conduct-specific regulation, for direct
changes to New, Zealand’s intellectual property (IP) statutes, or for addressing conduct that does not
harm competition; kutis nevertheless considered to be ‘unfair’.

It carice\aifficult to quantify the costs and benefits of changes to competition law. We have little

information-en the prevalence of anti-competitive unilateral or IP-related conduct and even in
Findividuaicases, assessing the magnitude of harm is difficult when competition has been foreclosed.
| The benefits of change would come from improved static and dynamic efficiency across the
economy, but this is all but impossible to isolate and measure.

Responsible Manager

Authorised by:

Jennie Kerr
Manager, Competition & Consumer Policy
Ministry of Business, Innovation and Employment

12 February 2020




Section 2: Problem definition and objectives

2.1 What is the context within which action is proposed?

Context

The New Zealand Government has a goal of building a productive, sustainable and inclusive
economy. Key to achieving this goal is increasing New Zealand’s productivity. Competition — the
process by which firms compete with each other in order to attract customers and revenue —is a key
mechanism for boosting productivity.

Effective competition gives New Zealand businesses an incentive to increase their efficiency and
innovate, leading to improvements in productivity and consumer welfare. Businessesconizetingfor
customers and market share can lead to outcomes such as lower prices, better quality goadsand
services, and increased levels of innovation.

New Zealand’s competition legislation — the Commerce Act 1986 (the Act)-~ariddassociated
enforcement body — the Commerce Commission (the Commissionj—areimportant contributors to
domestic competition and are generally well regarded internatiahally, Howéver, New Zealand is a
small, geographically distant economy. In some sectors arnd-markets,this restricts the process of
competition by limiting the number of firms that can efficiently-aperate at scale, and by restraining
the role that imports can play in driving competition,

Measuring competition is difficult, with no nfhe optimaievel of competition. Nevertheless, some
measures show good or improving indications af‘\cotnpetition. For example, recent research indicates
that most New Zealand industries showed.improvements in competition between 2001 and 2016, as
measured by the profit elasticity of.individuatfirms (the impact of changes in firms’ costs on their
profit levels, after controlling for fixed effects).!

However, we are not seging alithe benefits that we might expect if competition was a strong force in
our domestic ecorremy, This/is supported by some domestic and international measures. For
example, the World Ecenomic Forum ranks New Zealand 33™ internationally for the extent of
competitionin.service sectors and 34" for the extent of market dominance (indicating that New
Zealaitd-markets are perceived to be relatively concentrated).? Similarly, when asked how they would
describe‘theirbusiness’s competition, a significant proportion of businesses (around 21 per cent)
state that they have either “no effective competition” or “no more than one or two competitors”.3

What would happen if no action was taken?

Without action being taken, firms would continue to operate and compete in New Zealand as they
do currently. It is possible that competition —and the outcomes associated with it — could improve or
worsen over time, depending on market conditions. However, as will be set out in section 2.3, the
problems associated with New Zealand’s law relating to anti-competitive unilateral conduct will
continue to persist, and some arrangements involving IP will continue to be shielded from analysis
under the Commerce Act. This has the potential to hold back competition in New Zealand into the
future.

1 Schiff, A. & Singh, H. (2019). Competition in New Zealand: Highlights from the latest data. Retrieved from:
https://www.productivity.govt.nz/assets/Documents/competition-in-new-zealand/75b795cc4f/NZPC-Competition-in-New-
Zealand-highlights-from-the-latest-data.pdf.

2 World Economic Forum. (2018). The Global Competitiveness report 2018. Retrieved from:
http://www3.weforum.org/docs/GCR2018/05FullReport/TheGlobalCompetitivenessReport2018.pdf

3 Statistics New Zealand Business Operations Survey 2017




2.2 What regulatory system, or systems, are already in place?

Goals and features of competition law

Generally, competition law regimes seek to protect and promote competition in markets by
prohibiting firms from undertaking certain types of exclusionary (i.e. anti-competitive) conduct that
prevents, hinders or deters rivals (and potential rivals) from competing on their merits. Importantly,
competition law regimes generally seek to protect the competitive process itself, rather than
individual competitors.

International regimes typically seek to achieve these goals by prohibiting:

e anti-competitive agreements, such as price-fixing and output restrictions;

e anti-competitive mergers; and

e anti-competitive unilateral conduct (otherwise known as misuse of market. pawer).

In addition, many international jurisdictions provide for information disclosure orregulation of the
price and quality of goods or services provided in ‘natural monopoly!-type mairkets where there is
little or no competition.

All of these features are replicated in various forms in New-ZealandtPrough the Commerce Act
1986*, which has the purpose of promoting competition ii riarkets for the long-term benefit of
consumers within New Zealand. New Zealand also-ha< a number of sector-specific regulatory regimes
such as the Telecommunications Act 2001 and\the Dairy Industry Restructuring Act 2001 which also
contribute to these goals.

Issue 1: Anti-competitive-unilatéral conduct

Overview of anti-competifive uniateral conduct provisions

Across jurisdictions, anti-competitive unilateral conduct prohibitions typically seek to prevent firms
with market poweérfromhaiming the competitive process by increasing or extending their market
power in a way thatlimits the benefits to consumers and the economy associated with competition.
Anti-compeititive\unilateral conduct can lead to higher prices, lower quality goods and services, and
weaklincentives for investment and innovation.

| Anti-comipetitive unilateral conduct provisions are intended to address conduct such as:

a < Exclusive dealing: This is where a powerful business has contracts with retailers, distributors, or
suppliers that require or induce them to only sell that business’s products or only supply that
business. This may be harmful if the arrangement denies a competitor access to an important
supply or distribution channel.

¢ Refusal to supply (or high access pricing): This occurs where a vertically-integrated business
refuses to supply a competitor with an input (or will only supply at a high price), such as a raw
material, or to give access to infrastructure (such as port services) that the competitor needs to
compete in downstream (e.g. retail) markets.

e Predatory pricing: This is where a business lowers its pricing with a view to pushing a competitor
out of the market. To be unlawful, it needs to occur over a sustained period and the price
charged must be below cost, with it being likely that the business will increase its prices again
after the competitor exits.

e Tying: This is where a business only sells a product if the customer purchases it together with

4 The Commerce Act forms part of the competition regulatory system. More information is available here:
https://www.mbie.govt.nz/cross-government-functions/regulatory-stewardship/regulatory-systems/competition-

regulatory-system/




another product. For example, if a firm with market power in one product market sells that
product together with a second product (for which the firm has no market power), competition
for the latter product could be reduced if the combined price of the tied products is significantly
less than the prices of the products when sold separately.

e Buying up scarce intermediate goods or resources required by a competitor.

Anti-competitive unilateral conduct provisions are generally aimed at prohibiting exclusionary
conduct by firms with market power. They generally do not seek to prevent:

e Businesses innovating or reducing prices to pass on cost savings and efficiency improvements.
Such conduct is pro-competitive and generally benefits consumers, even if it results in less
efficient firms exiting the market.

e Firms holding a monopoly position in a market or charging high prices to custemers:Shoit-térm
monopolies may arise from innovations or technological advances. High prices, in-such
circumstances are part of the normal competitive process and send a signal.te.other/businesses
to expand or enter the market. Where such issues persist, these are-best aadressed by other
means (such as by reducing barriers to entry), or, in cases where market entpy is not likely (such
as for electricity distribution or fixed-line broadband), by diréztiy reguiating businesses’
revenues.

e Powerful businesses negotiating hard deals with theirsupplieis (or vice versa). This is because
suppliers and their business customers are generally not in competition with each other and
therefore suppliers have no incentives to harm-coimpetition in their customers’ markets. These
issues will are being addressed to an extent'through the Government’s work on unfair
commercial practices.’

New Zealand’s anti-competitive unilateral’‘conduct provision — section 36

Section 36 of the CommerceAct —New Zealand’s prohibition against anti-competitive unilateral
conduct — currently prohibits ficrias with a substantial degree of market power from taking advantage
of that power for-an exclusigriary purpose. This means a purpose of:

e restricting the entryof a person into that or any other market;

e preventing Or deterring a person from engaging in competitive conduct in that or any other
market;or

¢/ Jeliminating a person from that or any other market.
The elements of the prohibition are outlined in further detail below.
Substantial market power

The first element of the prohibition, that a firm must have substantial market power, recognises that
unilateral conduct by a firm is generally unlikely to be harmful if a firm does not have substantial
market power. This element effectively provides a ‘safe harbour’, so that firms that do not have
market power do not have to assess their compliance with a provision that they are unlikely to be in
danger of breaching in any case.

Take advantage

The second element of section 36 is a requirement that a firm with substantial market power take
advantage of that market power. This has been interpreted by the courts as a requirement for a
‘causal connection’ between the market power and the conduct at issue (i.e. the market power
somehow enables or leads to the conduct).

5 See here: https://www.mbie.govt.nz/business-and-employment/consumer-protection/review-of-consumer-
law/protecting-businesses-and-consumers-from-unfair-commercial-practices/




In 1994, the Privy Council effectively ruled that a firm only takes advantage of its market power (and
thus breaches the Act) if a business without substantial market power (but otherwise in the same
circumstances) would not have engaged in the same conduct. In order to show this, plaintiffs are
required to construct a hypothetical market in which the defendant firm is without market power,
and demonstrate that the defendant would not have undertaken the conduct at issue in that
hypothetical market.® This detailed inquiry is known as the ‘counterfactual test’ or the ‘comparative
exercise’.

Despite the unusual step of an intervention by the Attorney-General seeking a different approach, in
2010 the Supreme Court cemented the requirement for section 36 cases to use the counterfactual
test when it stated:

“Anyone asserting a breach of section 36 must establish there has been the necessary nctual use
(taking advantage) of market power. To do so, it must be shown, on the balance-of probabiiities,
that the firm in question would not have acted as it did in a workably competitive-iriarket <hat is,
if it had not been dominant.””

These judicial interpretations of the ‘taking advantage’ requirement aré surtmarised in the following
table:

Judicial question Answer Ay _V Legal consequence
What would the firm have The firm would still have | The firm has not taken
done if it did not have undertaken the conduct atissue advantage of its market power
substantial market The firm would not have The firm has taken advantage
power? undertaken the conduct at issue of its market power

The problems with this element are discussed furtiier in section 2.3 below.
Purpose

The third element of the rrzhihitiocniinvolves a reference to a firm’s purpose for engaging in the
alleged anticompetitive €onduct:Currently, the plaintiff has to prove that the firm had an
exclusionary purgose®.\The purpose element distinguishes such conduct from that which is simply a
straight, non-exclusionary, exercise of market power (such as monopoly pricing).

While the third'element is framed in terms of ‘purpose’, section 36B enables ‘purpose’ to be inferred
frorn«<onduct-and any other relevant circumstances (rather than, for example, needing to provide
evidence-ofthe internal thought processes of management).

Nd authorisation or defence
There is no legal defence to a breach of section 36.°

The Commerce Act provides an authorisation regime where firms can apply for authorisation from
the Commission to carry out an activity that — on the face of it — breaches the Act, if the benefits
from it are likely to exceed the costs. However, authorisation is not available in respect of conduct
that will or is likely to breach section 36.

6 Telecom Corporation of New Zealand Ltd v Clear Communications Ltd (1994) 6 TCLR 138. Before 2001, section 36 referred
to “use” instead of “take advantage of”. The Supreme Court concluded that the expressions “use” and “take advantage of”
are equivalent. Commerce Commission v Telecom Corp of New Zealand Ltd [2010] NZSC 111 at [1].

7 Commerce Commission v Telecom (2010) 12 TCLR 843 at [34] per Blanchard and Tipping JJ.

8 As discussed above, an exclusionary purpose could be to restrict the entry of a person into that or any other market;
prevent or deter a person from engaging in competitive conduct in that or any other market; or to eliminate a person from
that or any other market.

% For example, there is no explicit defence to prosecution that the conduct was justified on efficiency grounds.




Section 36A: Taking advantage of market power in trans-Tasman markets

As part of the Closer Economic Relations review in 1988, the Australian and New Zealand
governments agreed to remove protections against dumping (the situation where a business sells its
goods at a cheaper price in a foreign country than its home country) for goods traded across the
Tasman. Instead, reliance was placed on generic competition law to protect against conduct such as
predatory pricing (which can be a factor in dumping).

To enable this, section 36A was inserted into the Act to enable consideration of market power in
Australia or a trans-Tasman market. The theory is that firms with market power in Australia could
leverage that power in New Zealand and vice versa. The Australian legislation was amended with an
equivalent provision. There has been little reliance on section 36A or the Australian equivalentta
date, and situations in which it is able to be successfully invoked are likely to be relatively.iare.

Previous consideration of section 36

In May 2014, the Productivity Commission set out a number of recommendatians-in a_report titled
Boosting Productivity in the Services Sector. On the topic of section 36, t1ie"Cominission summarised
its views as follows:

“Monopolisation provisions (as they are termed) are tricky to get.riglis'and contentious in many
countries. In New Zealand, those in favour of retaining the stdtus,qto suggest that changes to s
36 could create uncertainty for large firms and discourage therm from innovation and other
desirable competitive activities. However, other.commentators consider that the counterfactual
test is complicated to apply, suffers from-conceptual problems, and can lead to wrong
conclusions about whether firms are.dbusirig their-market power.

The [Productivity] Commission considers thai’s 36 should be reviewed, through a thorough legal
and economic analysis that-assesses refarm options against the objectives of economic efficiency
(particularly dynamic efficiency) and’the long-term interests of consumers. The review should
take into account tfieiimpdct of small domestic markets, which may not be large enough to
support firms that are big eriough to exploit economies of scale, at the same time as maintaining
sufficient comnetition-arid challenge to the market power of those firms.”

On 17 Noyerriner 2015, MBIE released an Issues Paper seeking views on a number of Commerce Act
issues;including Wwliether New Zealand’s current section 36 was functioning adequately. In total, 39
submissiens-were received.'?

On 2 Jupe 2016, the Chair of the Commerce Commission sent the Minister of Commerce and
Consumer Affairs a supplementary submission, which critiqued a number of points made by other
submitters. Given the issues raised, it was considered appropriate to launch a cross-submission
process, under which stakeholders could respond to the comments raised by submitters in the first
round of consultation. In total, 26 cross-submissions were received.

The previous Government considered the review in June 2017 and invited the Minister of Commerce
and Consumer Affairs to report back to Cabinet by end of June 2018 on whether it was appropriate
to proceed to an options paper regarding reform of section 36.

Following the change in Government, in January 2019 the current Minister of Commerce and
Consumer Affairs released a discussion paper titled Review of section 36 of the Commerce Act and
other matters, which proposed reform to section 36. 23 submissions addressed the issue of section
36.

10 The Issues Paper, submissions and cross-submissions are all available at: https://www.mbie.govt.nz/business-and-

employment/business/competition-regulation-and-policy/reviews-of-the-commerce-act-1986/targeted-review-of-the-
commerce-act-2015/




Corresponding review in Australia

In December 2013, the Australian government announced a competition policy review to be
undertaken by a panel led by Professor lan Harper (the Harper Panel). The Harper Panel’s final report
covered a wide range of competition law and policy matters, including a chapter on Australia’s
prohibition against anti-competitive unilateral conduct (section 46 of Australia’s Competition and
Consumer Act).11

On 11 December 2015, the Australian government issued a consultation document, seeking views on
the Harper Panel’s recommendation to amend section 46.

86 submissions were received. Of the submissions that were made public, those from economists
and lawyers appeared to be roughly split on whether an effects test (which focuses on whether the
conduct in question is likely to substantially lessen competition) should replace the formdlation'sf
section 46 (which focuses on whether the conduct in question was in some way eri@dled by 2 firm’s
substantial market power). Large businesses overwhelmingly supported the status guo; while small
businesses strongly supported the move to an effects test. Although the sabmissionsier Australia’s
review of its anti-competitive unilateral conduct provision were not solicite¢ by VIBIE, MBIE has
considered them due to the fact that the previous Australian prohikition was similar to the current
New Zealand prohibition.

In March 2016, the Australian Government announced it would adoit an effects test for section 46.
In August 2017, the Australian Competition and ConsumenrActwas amended, giving effect to those
policy decisions.

Now that Australia has changed its law, te'ourknowletige New Zealand is the only country requiring
a strict causal connection between matrket\pswer and the conduct in question.

Issue 2: Commerce Agt'sIPYrovisions

Intellectual property statGtes

At a high level, IP.rights are tihe protections assigned to creations of the mind. IP can be protected by
statutory IP rights.\New. Zeaiand’s IP legislation includes:

e The Copyright Azt 1994, which protects artistic works (such as photographs), graphic works (such
ds-paintings)iterary works (such as books), musical works, sound recordings, performances,
filins, uramatic works (such as a film script), and communications works (such as TV broadcasts).

o/ TheDesigns Act 1953.
e The Patents Act 2013, which protects new inventions.

e The Trade Marks Act 2002, which protects signs that distinguish the goods or services of one
person from those of another.

e The Plant Variety Rights Act 1987, which protects new plant varieties.
e The Layout Designs Act 1994.

IP can also be protected via the common law. For example, the tort of ‘passing off’ can protect
unregistered trade marks, while an action for breach of confidence can protect trade secrets or
‘know-how’.

Statutory IP rights give creators and innovators the exclusive right, for a limited time, to control what
others may do with their work. This exclusive right is based on the idea that IP rights give people an
opportunity to make a return on their investment in creativity or innovation. It also provides an
incentive for creative or innovative activity that might not take place otherwise. The benefits that

1 Competition Policy Review. (2015). Competition Policy Review: Final Report. Retrieved from:
https://treasury.gov.au/sites/default/files/2019-03/Competition-policy-review-report online.pdf.
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result from this additional creativity and innovation are generally considered to outweigh the costs
imposed on society by IP rights (such as reduced choice for consumers and higher prices for products
protected by IP rights).

Commerce Act’s IP provisions

The Commerce Act currently contains three sections which shield some IP-related conduct from
assessment under competition law:

e Section 45 exempts the granting of IP licences (to the extent that they authorise something that
would otherwise be prohibited by the existence of a statutory IP right) from provisions of the Act
relating to cartels and agreements.

e Section 36(3) provides that a firm does not breach section 36 solely by enforcing an4P-right.

e Section 7 provides that the Act does not limit any law relating to breaches of corifidence{such as
sharing trade secrets), and that no law relating to breaches of confidence affects-the
interpretation of any of the provisions of the Act.

Corresponding review in Australia

As part of the Australian competition policy review mentionecd above; inZ015, the Harper Panel
recommended, among other things, repeal of subsection.51(3) af the:Competition and Consumer
Act, which exempts certain conditions of IP licences or assignmenisfrom many of that Act’s anti-
competitive conduct provisions. This recommendatioh echoed calls from the Australian Competition
and Consumer Commission and consumer advocates, This section was subsequently repealed in
2019.

The Harper Panel’s review was one of ‘severiseparate reviews in Australia that recommended repeal
or significant narrowing of the grovisioh since"1999.

Reviews of IP statutes

Along with assessing the Commeice Act’s IP exemptions, MBIE is currently reviewing the Copyright
Act and Plant Vafiety-Rights Act. These other reviews are outside of the scope of this RIS, but form
part of the landscapefarIP users.

e policy problem or opportunity?

IsSue 1: Anti-competitive unilateral conduct

Introduction

MBIE considers that section 36 in its current form does not fully meet the Act’s purpose (i.e. it does
not succeed in promoting competition in New Zealand markets for the long-term benefit of
consumers). We think this is largely as a result of the prohibition’s ‘take advantage’ test, and the way
the courts have interpreted this.

Concerns with the outcomes produced by section 36 — while not shared by all stakeholders — have
existed for more than two decades, since the decision of the Privy Council outlined above. Various
legislative and non-legislative attempts to amend the test used to assess anti-competitive conduct
under section 36 have not had the intended effect.

In MBIE’s view, the ‘take advantage’ test leads to three main problems with section 36:
e [t has the potential to fail to deter or penalise some forms of anti-competitive conduct.

e [tis costly and complex to enforce, which reduces the incentive for businesses to comply with
the law.

e [t creates some unpredictability for day-to-day business decision making.
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These problems are explored further below.
The potential to fail to deter or penalise some forms of anti-competitive conduct

Section 36 relies on the ‘take advantage’ test to distinguish harmful conduct from harmless conduct.
The test requires a causal connection between the firm’s market power and its conduct. As explained
above, the courts have interpreted this to require a complex counterfactual test.

The counterfactual test is particularly unsuited to differentiating competitive conduct from anti-
competitive unilateral conduct. Conduct undertaken by a firm with substantial market power may
have exclusionary effects, even though the same conduct would be neutral or even pro-competitive
when undertaken by a firm with little market power. The stripping away of market power in the
counterfactual assumes away the very issue in question. As one commentator has put it: “[Use of\the
counterfactual] is akin to saying that because a person can walk into a room with a lighted match
without setting off an explosion, doing so in a room where there is a suspected gag leak did not
‘cause’ the explosion.”*?

The current test fails to deter some types of conduct that may underminé-the Icing=term benefits of
consumers, such as ‘exclusive dealing’. Exclusive dealing frequently-occlsin competitive markets as
businesses seek to control the distribution of their products; it istherefore urilikely to be penalised
under the counterfactual test. However, when carried out by a\business with substantial market
power, exclusive dealing can foreclose a large portion of(tlie marketa@nd result in significant
competitive detriment. At worst, it could eliminate dll compétiteis from the market. In such a
scenario there would likely be a ‘false negative’ Gnuer sectiori 36 (i.e. section 36 would fail to deter
anti-competitive conduct).*®

The Australian Competition and Constirner Comraission’s submission to the Australian Treasury**
during the review of their equivalént.picvisiorncited the following example of a false negative:

“A firm with substantiai maricet power in the South East Queensland cement market contracted
all the available supely of a.cernent ingredient with the purpose of excluding and/or increasing
costs of rivals, The Court heid that the firm with substantial market power had not ‘taken
advantage’ ofimarket power because a small firm could have done the same. [However]...the
Courtfound thécentracts... had the purpose and effect of substantially lessening competition.”

One iriterihational commentator also set out “several examples of conduct that have ... resulted in
findings Gf liabiiity [abroad], but [where] the results might have been different had the conduct been
judged under New Zealand’s version of the counterfactual test.” This included Microsoft bundling its
internet browser and/or its media player into its operating system. The same commentator also cited
refusals to deal — while acknowledging that intervention in such conduct is likely to only be justified
in limited circumstances — as another example of conduct where the counterfactual test is “unlikely

to yield any reliable inferences” in terms of delivering the correct result.!>

12 Veljanovski, C. (2017). The Flawed Market Power Counterfactual. NZLJ August 2017 247-252.

13 The plaintiff might nevertheless in some such cases be able to take a case based not on section 36 but on section 27 of

the Commerce Act.

14 Australian Competition and Consumer Commission. (2016). Options to strengthen the misuse of market power law:

Submission to the Treasury. Retrieved from:
https://www.accc.gov.au/system/files/ACCC%20submission%20t0%20the%20Treasury%20-
%200ptions%20t0%20strengthen%20the%20misuse%200f%20market%20power%20provision.pdf. The case referenced
was ACCC v Cement Australia [2013] FCA 909.

15 Gavil, A. (2015). Imagining a Counterfactual Section 36: Rebalancing New Zealand’s Competition Law Framework. 46
VUWLR.
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False negatives, to the extent that they occur, can have a significant negative impact on competition.
The International Competition Network® has expressed this in the following economic terms:

“The cost of under-enforcement is the risk of exclusion and the resulting reduction in
competitive pressure faced by the dominant firm. Under-enforcement may also lead to a loss of
dynamic efficiency flowing from competitors’ lessened incentives to innovate and enter the
market. It may furthermore result in redistribution of resources from consumers to producers,
potentially inflated costs by dominant firms, and the inefficient devotion of resources to rent-
seeking by firms that seek to obtain or maintain dominance....”

The Commission has not been able to indicate whether it has foregone investigations where it
considered there was a substantial lessening of competition but it believed the conduct wouid-iot
constitute taking advantage of market power (a ‘false negative’). However, the Commissicn rightly
argues that this would be difficult to do, given that its analysis of past cases has beeiruindértaken
within the current legal framework for section 36. The Commission has, however, iaeiitified s
investigations into Sky TV and Winstone Wallboards as examples of cases wherng the ceunterfactual
test has permitted conduct by large firms without regard to the anti-corngetitive effect.t’

Overall, it is difficult to provide concrete evidence of the extent to Which sectien 36 is leading to false
negatives. However, theory suggests that there is likely to havé Hean'falsénegatives in the past.
Furthermore, there is clear evidence in Australia, which had-suybstantiaiiy similar legislative
provisions, of cases such as Cement Australia which produceéd false'negatives.

Cost and complexity of enforcement

Taking a section 36 case is a costly and ceinplex‘exercise. While this is also true of cases taken under
other provisions of the Act, the countérfactital test'adds an extra degree of complication to section
36 cases.

In particular, a mandatory reéqdirenenito construct a hypothetical competitive market of at least
two participants requiresdifficult assumptions to be made. These difficulties are compounded by the
courts’ observation that the analysis need not depend on realistic or practical assumptions, so that
unrealistic scenaties are.permitted. Given the array of possible inputs, assumptions and value
judgementsinvolved,itis difficult for the Commission or private litigants to predict which scenario
the courtiwill use as’'the counterfactual.

This . razkas section 36 cases unnecessarily complicated and resource intensive, with outcomes
ootentially'determined on the counterfactual analysis rather than the conduct at issue. As such, the
Cemmission has to carefully consider when it is appropriate to take such cases. The Commission has
lirnited resources and has to weigh these issues up against other enforcement priorities. Similarly,
costly and complex enforcement can deter private plaintiffs from taking their case to court. This is
concerning as it may incentivise large firms to risk conduct that is likely to breach section 36. It is
concerning that, after more than 30 years of experience with section 36, the Commission regards a
central plank of the Act as difficult to enforce.

The Australian cases demonstrate some of these difficulties. Melway, Boral, and Rural Press all had
the trial and appellate courts taking opposite views on the outcome of the “taking advantage”
question, and there have been similar reversals in New Zealand cases. This suggests that the “take
advantage” limb is not sufficiently clear and predictable in interpretation and application, and thus
increases the cost and complexity of enforcement. This uncertainty also reduces the deterrence

16 |nternational Competition Network. (2012). The Objectives and Principles of Unilateral Conduct Laws. Unilateral Conduct
Workbook, Chapter 1, at [45]-[46].

17 Commerce Commission (2019). Submission on the Review of Section 36 of the Commerce Act and other matters
discussion paper. It should be noted that both cases could be assessed under section 27 of the Commerce Act. In the
Winstone Wallboards investigation, no substantial lessening of competition was found. In the Sky case, court action was not
taken due to a lack of public interest in doing so.
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effect of any enforcement action.
Predictability for pro-competitive decision making

Businesses require some degree of predictability when planning their conduct, so that they can
aggressively compete with rivals without being deterred by concerns that their conduct will breach
section 36 (or other parts of the Act). Submitters on the 2015 Issues Paper were generally divided on
whether the status quo provides sufficient predictability.

Some submitters argued that the status quo has the advantage of a relatively simple thought
experiment for businesses (‘would we do this if we didn’t have market power?’) which, in the time-
pressured environment of daily business decisions, offers a higher level of predictability to firms-with
substantial market power considering market conduct.

For example, in their response to the Issues Paper, Orion®® stated that the counterfactuaifest
“delivers a known compliance standard that can be readily applied by firms with market.soweér to
assess commercial conduct”, and Air New Zealand claimed that it “has found thatthe current section
36, and in particular the ‘taking advantage’ limb, relatively simple to apgiyto its‘0wn’conduct and the
conduct of its competitors.”

Other stakeholders disagreed. The Commission argued that the fiynothetival nature of the
competitive market a court must construct means there is/aninherent dncertainty in the
counterfactual test. A firm cannot know for certain in advance what'the hypothetical market the
court will adopt will look like.

As the Commission noted in its supplementafy\submission on the Issues Paper, “business is...
exposed to significant risks around how ¢hé Commission and the courts will undertake the
hypothetical analysis required by the taking@adwvaritage test... The Commission’s conclusion on this
hypothetical analysis [in an investigation\of Air New Zealand] turned on a single adjustment to an
assumption about seating capacity\in this' hypothetical scenario. This change was made late in the
investigation. That this cnahge was'\miade so late and was so significant to the outcome tends to belie
the purported certainty'of the counterfactual test.”*°

Further, in its cross-submission on the Issues Paper, Tompkins Wake?? considered that, even if the
counterfattdaitest itself is predictable, there can be uncertainty in what approach an individual
judge-would take'to the test.

Predictaiility is not solely the concern of the incumbent firm, as new entrants also require a degree
of certainty that they will be able to compete on their merits and not be subject to anti-competitive
bebaviour by the incumbent.

At present, the dominant form of predictability may be knowing that the Commission or other
plaintiff may find it difficult to take any enforcement action if there is a breach of section 36. This is
not a desirable form of predictability.

In summary, MBIE is of the view that the status quo makes it difficult for businesses to predict
whether their conduct is likely to breach section 36. However, MBIE does not consider this to be as
significant an issue as the other problems with section 36, given that a number of the firms which
this most affects believe that the status quo provides sufficient predictability.

18 orion. (2016). Submission on the Targeted Review of the Commerce Act 1986. Retrieved from:
https://www.mbie.govt.nz/dmsdocument/2334-orion-redacted-targeted-review-commerce-act-phase-one-submission-pdf

19 Commerce Commission. (2016). Letter to Minister of Commerce and Consumer Affairs regarding Targeted Commerce
Act Review. Retrieved from: https://www.mbie.govt.nz/assets/d14295e4f8/commerce-commission-letter-to-Minister.pdf

20 Tompkins Wake. (2016). Cross-submission on the review of section 36. Retrieved from:
https://www.mbie.govt.nz/dmsdocument/2308-tompkins-wake-targeted-review-commerce-act-phase-one-cross-
submission-pdf
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Conclusion
MBIE concludes that there are the following issues with the status quo:
e Certain types of undesirable conduct are unlikely to be prohibited under the current test.

e The counterfactual test adopted by the courts increases the cost and complexity of enforcement,
raising questions around the regulator’s ability to enforce the law, thus reducing the incentive on
businesses to comply with the law.

e There is some evidence that the current test lacks predictability.

Overall, the current interpretation of the prohibition presents risks that some anti-competitive
conduct will not be illegal, that — even if conduct is illegal — no enforcement action will be-taken, and
that — even if enforcement action is taken — that such action will not be successful.

However, the magnitude of these issues is not clear and they are difficult to quantify-

MBIE officials are conscious that it can be difficult to quantify the benefits-of g law change in a
complex area of competition law like this. We have no data on the prevaience 'of‘anti-competitive
unilateral conduct and even in individual cases, assessments of the{ragnitude st harm is difficult
when competition has been foreclosed. The benefits of changewould cornefrom improved static
and dynamic efficiency across the economy, and this is allisut\irapossibié to isolate and measure.

It is also useful to consider the extent to which thereis a bias tewards the status quo. As we
understand it, New Zealand is the only country (with & modern competition law) without any direct
consideration of the effects of unilateral conduct. In‘theory, given New Zealand’s size and
remoteness, any variation from the globdlstandardof an effects-based test should require a very
high level of proof of superior outcomas from andlternative approach. If the status quo were an
effects-based test, it would be very. difficult'tg’show any benefit from changing to a test that relied
on a strict causal connectionpetween market power and conduct. It would likely never be
considered as a plausible ziterriative’to an effects-based test as it has so many obvious theoretical
difficulties.

Although there is\a tack of-empirical evidence about the scale of the problem, it is our judgement
that maintaining thestatus quo does not promote the long term benefit of consumers. As such, it is
no lopgerappropriate to wait for certainty about the costs and benefits of reform before
recornmending-change.

issue-2: Commerce Act’s IP provisions

Introduction

In the early-mid 20" century, IP and competition law were generally seen as being incompatible with
each other. In particular, because IP rights in effect grant a limited monopoly to the rights holder, it
was thought that there was little point in granting IP rights if these would immediately breach
competition law. Partial exemptions from competition law for IP rights were consequently
introduced in some jurisdictions, including New Zealand, as a way to address this conflict.

However, academic thinking has changed, and IP and competition laws are now generally seen as
being complementary to each other, as both seek to increase productivity and innovation. While IP
rights may confer exclusivity, they generally do not confer ‘monopoly’ power in the competition law
sense. This is because the scope of an IP right is generally much narrower than the market used to
assess the competition impacts.?! As such, the availability of substitutes and competitive pressures
generally ensures that IP rights holders do not have enduring market power. However, where IP
rights do create competition concerns, we consider that these arrangements should be able to be

21 For example, in the case of Tru Tone Ltd v Festival Records Retail Marketing Ltd [1988] 2 NZLR 352 (CA) the Court of

Appeal held that each music album was not a separate market in itself, rather the relevant market was the New Zealand
album market.
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assessed under competition law.

There have been few cases involving the intersection between competition law and IP rights.
However, the Commerce Commission has investigated several cases involving IP in the past. For
example, in 2010, the Commission investigated royalty agreements between owners of music
copyright and Photographic Performance NZ Ltd in respect of a potential breach of section 27.%2
Similarly, the Commission’s investigation report into a patent dispute regarding metal roof flashings
stated that a breach of the Act was likely to have occurred.?3 This indicates that not all IP-related
conduct is exempt from the Act.

High-level issues

IP-related conduct is unlikely to be anti-competitive in most instances. However, there arg cases
where the use of, licensing of, or refusal to license IP rights could lead to a lessening of.cominétition.

For example:

e Tying or bundling IP with another product (which might also be protecied\IP); so-35to extend a
firm’s market power in one market to another.

e Firms agreeing not to challenge the validity of each other’sP:

e ‘Pay for delay’, where, upon expiry of a patent, a firm-pays a potential competitor to not
introduce a generic version of a product.

e ‘Patent pooling’, in which a group of patent Swnzis with*Collective market power form a patent
pool where they agree to license their ratents to'everyone else in the pool, but not to outsiders.

e Grant-back obligations, in which licensees arerequired to license any improvements made to the
technology back to the licensar;-can'reduce a licensee’s incentives to engage in research and
development.

e ‘Hold-up’, where patent hoidersiicense a patented technology to a licensee, then increase the
license fees to the\licensee aiter they have made up-front investments that rely on the patented
technology. Ratential licensees may anticipate this tactic, discouraging them from making the
initial investmentinthe first place (and thus holding up the adoption of new inventions).

Many-of.these examples may fall outside of the three IP-related provisions in the Act (although the
boundaries ofthe provisions are unclear) and therefore could be challenged as unlawful at present.

However, conduct which may fall within the section 45 exemption at present includes:%*
e “ granting exclusive licences;

e limiting licensees to particular territories or for a specified period of time;

e imposing production quotas (i.e. restricting output);

e refusals to license (although this may be caught by section 36); and

e placing bans on resale to unauthorised distributors.

To the extent that IP-related conduct falls outside of the Act’s IP provisions, it can be assessed on a
case-by-case basis. Under the Act’s provisions relating to anti-competitive agreements, an IP-related
agreement is only prohibited if it is anti-competitive. Under the Act’s provisions relating to cartels, IP-

22 commerce Commission. (2010). Commerce Commission closes investigation into music copyright holders. Retrieved

from: https://comcom.govt.nz/news-and-media/media-releases/archive/commerce-commission-closes-investigation-into-
music-copyright-holders

23 Commerce Commission. (2015) Metal Roof Flashing: Investigation Report. Retrieved from:
https://comcom.govt.nz/ data/assets/pdf file/0024/94371/Investigation-report-Metal-roof-flashing-5-October-2015.PDF

24 Noonan, C. (2017). Competition Law in New Zealand. Wellington: Thompson Reuters, p. 698.
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related conduct may fall within the generic exemptions for collaborative activities, vertical supply
contracts, or joint buying and promotion agreements. These reflect the understanding that many
forms of conduct (including in relation to IP rights) can be pro-competitive.

However, our key concern is that that some anti-competitive IP-related conduct may be exempt from
the Act and will therefore not be subject to the same competition analysis as any other form of
conduct. This means that anti-competitive conduct may go undeterred, with corresponding negative
implications for consumers and New Zealand’s economic performance.

It is worth reiterating our view that the vast majority of IP-related conduct is unlikely to be anti-
competitive. For example, as noted by the Harper Panel, granting an exclusive licence would be
unlikely to lead to a lessening of competition. Without an exclusive licence, a licensee would‘have
been unable to commercialise the IP right. Therefore, a licence does not generally restrictthe level of
competition that would have existed but for the licence. Similarly, recent guidance eroduced by tie
Australian Competition and Consumer Commission in response to the repeal of Austratia’s egdivalent
provision has recognised the important role that IP rights play in incentivising innevation.?>

Nevertheless, in cases where IP-related conduct does impact on compétiticn, aur view is that it
should be prohibited. Put another way, we consider that there is nd strong'rationale for treating IP
differently under competition law to any other form of properiy:

MBIE officials have been made aware of several examples of)conductrelating to IP that may be anti-
competitive, or where the Commission has declinedto investigate further on the basis that it is
unable to because of the exemptions. There aredikely\to be cther examples that we are not aware of,
due to cases not being taken by private litigants, or canplaints not being made to the Commission,
because the complainants considered that'the clicrént provisions meant that their complaint was
unlikely to succeed. Potential complaihgnts may diso be deterred from complaining because it could
damage their relationship with rights-holdersand restrict their access to material protected by IP
rights.

Specific issues

In addition to what IMBIE considers to be the general lack of rationale for the Commerce Act’s IP
provisions Aihere are rnote specific issues with the provisions.?®

In particular, the provisions are very unclear as to their scope. For example, there are different views
on whethersection 36(3) is an actual carve-out from the Act for the enforcement of IP rights, or
whether it Simply clarifies that enforcing an IP right should not automatically be assumed to be a
misuse of market power. The only case law on this point is that the High Court has ruled that IP rights
hoiders can file proceedings to enforce their rights.?’ It is also unclear whether a refusal to license IP
is captured within the scope of this provision. If the provision does exempt enforcement of an IP right
but not refusal to license, the economic justification for doing so is unclear. Taking action to prevent
unauthorised use of IP can essentially have the same effect as not licensing the IP in the first place.

Another issue is that section 45 focuses on form rather substance, meaning that licensors and
licenses may be able to structure their dealings relatively easily to fall within the scope of the
exemption. For example, an agreement in which two firms agree to exclusively cross-license their IP
rights to each other might fall outside the exemption (because it restricts the licensee beyond the
restriction imposed by the IP right itself). However, two separate agreements in which each firm
licenses their IP rights to the other may fall inside the exemption (because it enables something that

25 pustralian Competition and Consumer Commission. (2019). Guidelines on the repeal of subsection 51(3) of the
Competition and Consumer Act 2010. Retrieved from :https://www.accc.gov.au/publications/guidelines-on-the-
repeal-of-subsection-513-of-the-competition-and-consumer-act-2010-cth

26 For an elaboration on these issues, see Eagles, I. (2007). Regulating the Interface Between Competition Law and
Intellectual Property in New Zealand. New Zealand Business Law Quarterly (13).

27 Telecom Corp of New Zealand Ltd v Clear Communications Ltd [1992] 3 NZLR 247 (HC).
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would otherwise be restricted by the IP right). This is the case despite both approaches having the
same effect.

Other issues include:

e Sections 45 and 36(3) apply solely to statutory IP rights, thus treating them differently to rights
created in common law (such as the tort of passing off).

e The rationale behind section 7(2) is unclear. The provisions appear to have been lifted from
Australia’s Trade Practices Act 1974, which also contained consumer protection provisions. It has
been suggested that the section may have had more relevance in the context of those provisions.

e By defining statutory IP rights to include any ‘entitlement that is conferred or acknowlegged.as
valid, by or under’ one of the IP statutes, the provisions may extend to a range of secret
information and expertise that has only a loose connection to the statutory IP right: Undera
broad interpretation of the wording, restrictions on the use and transfer of suct-iifermation
could potentially be included as part of licenses of IP rights. This could impede.the ability of firms
to undertake innovations that ‘piggy-back’ or build upon previous ories.

\/
2.4 Are there any constraints on the scope for decision mak

There are no specific constraints on the scope for decision-making.However, the options considered
in this RIS are focused on generic interventions to.address anti-competitive unilateral conduct in a
way that harms competition, and of the treatment-af iP under competition law. This means that the
RIS does not consider options for sector- s conduct-sgécific regulation, or for addressing conduct
that does not harm competition, but is\nevertheless considered to be ‘unfair’. In terms of the latter,
such conduct is likely to be addressed 10 an extent by the Government’s proposals relating to unfair
commercial practices.?8 Similaply, this.R!S does not consider interventions in respect of one area of IP
(for example patents), as the issue.spans all types of statutory IP rights.

Issue-1:\Anti-eompetitive unilateral conduct

averview

The design of section 36 has the potential to impact a wide range of stakeholder across the economy,
both directly (in terms of the firms with market power whose conduct is governed by section 36) and
indirectly (in terms of other firms and consumers who are affected by the conduct of powerful firms).

As noted above, there have been three rounds of consultation on the issue of section 36 since 2015.
Many — but not all — stakeholders have participated in more than one of the consultation rounds.

e Around two-thirds of submitters on the 2015 Issues Paper supported retaining the current test
contained in section 36 of the Act. However, a number of submitters supported reform of section
36.

e Of those who participated in the 2016 cross-submissions process, six stakeholders broadly
favoured reform, 16 broadly favoured the status quo, and three were broadly neutral.

e Of the submitters on the 2019 Discussion Paper, eight broadly favoured the status quo, seven
were broadly in favour of reform, and eight were broadly neutral.

Those opposed to reform include a number of large businesses, and the law firms and industry

28 See https://www.mbie.govt.nz/business-and-employment/consumer-protection/review-of-consumer-law/protecting-
businesses-and-consumers-from-unfair-commercial-practices/
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associations that represent them. Those supportive of reform include organisations such as the
Commerce Commission, Consumer NZ, some independent lawyers, economists, and academics, and

a small number of ‘challenger’ businesses.

Arguments in favour of reform

Those in favour of reform, including the Commerce Commission, largely shared MBIE’s definition of
the problem (see section 2.3). Submitters considered that section 36 is likely to under-capture in
respect of some forms of anti-competitive conduct, that it is costly and complex to enforce, and that
New Zealand is an outlier internationally in terms of the design of our prohibition.

Submitters provided few examples of anti-competitive conduct that is currently going undeterred,
although, as noted above, the Commerce Commission did outline some historical cases that section
36 was not well-equipped to deal with. The lack of examples provided by submitters isthot
unexpected; anti-competitive conduct can be difficult and resource-intensive to detect and anaiyse.
It is also not necessarily realistic to expect the Commerce Commission (or othzi.paities) 10-dssess
current or historical conduct against a potential future strengthened section 36,19 deteirmine
whether the current prohibition is under-reaching.

Some businesses in favour of reform highlighted concerns that wwould\not necéssarily be addressed
by a strengthened section 36. For example, the Food and GraceryCouncithighlighted concerns
around the bargaining power of supermarkets and the iragact/orisuppliers. Some of these concerns
may, however, be addressed through the Fair Trading Amendment Bill currently before Parliament.

Arguments against reform

Stakeholders opposed to reform raised @ rUmberciharguments in favour of the status quo. Some of
the more frequently-raised arguments are preserited below, alongside MBIE’s response.

Stakeholder concern s W MBIE response ‘

There is little evidencg e anti-

competitive conduct that is,goiing

undeterred at present,or that reform
would improve competition.

As noted above, the lack of evidence of a problem is not
unexpected. There are good theoretical and practical
reasons to believe that the current prohibition is not fit-
for-purpose.

The-current prohibition is predictable
and easy-forousinesses to apply in
i theirday-to-day decision-making.

As outlined above, we do not necessarily agree that the
current prohibition promotes predictability. To the extent
that it does, this arguably just reflects the high
probability under the current prohibition that conduct
will not breach the Act. We do not consider this to be a
desirable form of predictability.

Many forms of anti-competitive
conduct by firms with market power
can already be caught under the Act’s
provisions relating to anti-competitive
agreements (section 27).

While many forms of conduct that are intended to be
captured under section 36 can also involve agreements,
the Commerce Act’s prohibitions relating to agreements
are often not well suited to addressing this conduct. For
example, taking a case against a business accused of
predatory pricing might require the Commission to argue
that the predatory pricing was an ‘agreement’ between a
business and each of its (potentially thousands of)
customers.

The ‘take advantage’ test is an
appropriate way of distinguishing
between conduct that should and
should not be prohibited.

We disagree. We think that the current test is poorly
targeted, and the fact that a firm would have engaged in
the same conduct if it did not have market power is not a
good reason to permit conduct that has an anti-
competitive effect.

19




Any reform would chill competition
and investment by slowing down
decision-making, increasing
compliance costs, and introducing
uncertainty and ambiguity. In
particular, an Australian-style effects
test would require firms with
substantial market power to conduct
detailed up-front analysis of the
effects of a wide range of day-to-day
conduct.

We agree that firms would need to conduct a self-
assessment as to the possible effects (and purpose) of a
range of conduct. However, the proposal shares a
number of similarities to the existing prohibition against
anti-competitive agreements. Given this, many
businesses and their legal advisors are already familiar
with the concepts in the proposed prohibition (although
section 36 would apply to a wider range of situations).
There will still unquestionably be scope for uncertainty,
particularly for novel or borderline cases. However,
existing New Zealand and international case law Skouid
provide sufficient guidance as to whether mary forms of
conduct are pro- or anti-competitive. A £zanadiaq-stylé
prohibition (see below) would be a way‘of reducirig the
situations in which firms would havie to assess the effects
of their conduct.

Reform could result in pro-
competitive conduct (such as price
decreases as a result of efficiencies
that lead to competitors exiting the
market) being treated as breaches of
the law.

77\ \ N\ J
By nature of the conduct-that section

36 seeks to address, @ny prohibition
will be costly and.complex to enforce,
regardless of the Wwording:

Courts and the Commeyce Commission are very unlikely
to treat pro-competitive conduct (such as price
reductions resdlting from efficiencies, or new
innovatioris) as\anti~competitive, even if they result in
competitars exiting the market. The prohibition would be
foclsed on the competitive process, not the number of
competitars in a market, and courts have recognised that
(ron~predatory) price reductions and quality
imgrovements are an important part of competition.

We agree that any unilateral conduct prohibition will
involve complexity. However, the current section 36 is
particularly challenging to enforce in a way that is
unlikely to be replicated under other potential tests.

There has(not\beer) enough time for
the-Austraiian/reforms to bed in, and
that the importance of consistency
with Australia is overstated in any
case.

It may take a significant amount of time for case law to
build up in Australia. We think that the case for waiting is
outweighed by the risks that anti-competitive behaviour
is currently going undeterred in New Zealand.

We agree that consistency is not critical, however
alignment with international tests will promote certainty
by allowing New Zealand to draw on international case
law, and reduce compliance costs for firms operating in
multiple markets.

Issue 2: Commerce Act’s IP provisions

Overview

The Commerce Act’s IP provisions have the potential to impact on a range of creators and users of IP,
although, given that most IP-related conduct is unlikely to be anti-competitive, this impact should not

be overstated.

In January 2019, we consulted on whether to remove the IP exemptions in the discussion paper
Review of section 36 of the Commerce Act and other matters.

We received 14 submissions on this issue from the Commerce Commission, IP rights holders, and the
legal community. Of these, two stakeholders broadly supported reform, seven were broadly

opposed, and five were broadly neutral.
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Arguments in favour of reform

The Commerce Commission and Buddle Findlay generally agreed with MBIE’s description of the issue
(see above) and that IP should be treated the same as other types of property or assets under
competition law. In addition, four other submitters®® agreed that the current IP exemptions were
unclear as to their scope. For example, both academics and businesses had different views on
whether section 36(3) is an actual exception for IP rights, or whether it simply reinforces the rights

contained in the various IP statutes.

Arguments against reform

Those opposed to reform advanced a number of concerns about the proposal, and provided
arguments in support of retaining the IP exemptions. The table below sets out the key conceris
raised by stakeholders, and our comments in response.

Stakeholder concern ‘ MBIE response ~ m

There is no evidence of a problem
at present.

We note that a lack of cases involving IP\exemptions may be
because private litigants are choosirig’'not to take cases, or
are not referring complaint® ta the Comimerce Commission,
because the current wording of the’Act means that their case
is unlikely to succeéd. MBIE kitaws of at least one example
where this hagbeen'the case.

IP and competition law remain in
fundamental conflict. IP rights
should be treated differently to
other types of property for the
purposes of competition law:

We disagree. Both regimes seek to promote innovation to
enfiance ‘ecoriomic welfare. We think that IP rights are
essentially comparable to other forms of property. The
[~exclusivity or limited monopoly granted by an IP right is
generally unlikely to raise concerns in the competition law
b sense because the right is typically much narrower than the
market for the product or service. The availability of
substitutes and competitive pressure ensures that IP rights
holders, including inventors, typically do not have enduring
market power.

The clrrent exemptions are clear
and it.is easy to understand
whether particular conduct falls
within their scope at present.

We disagree. We think it is likely that a number of businesses
engage in conduct that they think is protected by the IP
exemptions but actually is not —i.e. businesses think the
exemptions are broader than they actually are. Further, as
stated above, we note that several other submitters
considered that the exemptions lack clarity.

The IP provisions should be
reviewed separately and more
intensively once the outcome of
the section 36 review is known.

Conducting the reviews together allows us to consider both
issues holistically.
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and Bell Gully.

These submitters were Grasslanz, New Zealand Institute of Patent Attorneys, Alan Lear (a barrister specialising in IP law)
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Repealing the exemptions would
reduce incentives to innovate if
businesses felt they had to
license their IP to other parties.

We disagree. Refusals to license IP do not tend to raise
competition concerns because any temporary market power
or advantage provided by an IP right provides other
businesses with an incentive to engage in the competitive
process and invest in developing their own IP. Where a
refusal to license did attract the Commerce Commission and/
or the courts’ interest, we would expect them to conduct
analysis of the market with and without the licensing
arrangement, and judge the agreement accordingly.

Additionally, the Patents Act and the Plant Variety Righfs-Act
already contain compulsory licensing regimes for tiigse who
seek to access these types of IP but are refused by iz rights
holder.

Repeal of provisions would result
in costly litigation.

The majority of IP conduct is not likeiy to kaise zompetition
concerns. While some IP rights-seekérs miay try to test the
new laws initially, we thinkshe risk ¢f frivolous litigation from
any law change is relativelyiew.\A'tiansition period and
guidance material grovided frorn the Commerce Commission
would help businessesto-assess whether their IP
arrangements.ale likely'to raise competition concerns. This is
discussed furtherbelow.

If MBIE repeals section 45, there
will need to be some defences or. |
IP licensing to the cartel
provisions in the Act.

We'de'net think that any additional defences are needed. The
Act’s cartel provisions already contain a number of defences
ane’ exceptions that mean that most IP-related arrangements
would not breach the provisions. Where a licence did seek to
extinguish competition, this should be examined under
general competition law.
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Section 3: Options identification

3.1 What options are available to address the problem?

Issue 1: Anti-competitive unilateral conduct

In addition to the status quo, we have considered two main options to address the issues with
section 36 of the Commerce Act:

e Option 1: Prohibit firms with a substantial degree of market power from engaging in conduct
that has the purpose, effect, or likely effect of substantially lessening competition (prefetred).

e Option 2: Prohibit firms with a substantial degree of market power from engaging in‘cenduct
that:

— is for an exclusionary purpose; and

- has, or is likely to have, the effect of substantially lessening coragetition:

Option 1: Prohibit conduct with the purpose, effect, or likelyeffect ofisubstantially lessening
competition (preferred)

Description

This option would involve prohibiting firms with @ subjstantial’degree of market power from engaging
in conduct that has the purpose, effect, or likeiy effect of substantially lessening competition. This is
effectively the approach adopted by Australia in 2677, and was the initial proposition set out in the
2019 discussion paper.

The key differences from the statlis gue are that:

e the ‘take advantage’Tist - the ssurce of (in MBIE’s view) most of the issues with the status quo —
would be removed;‘and

e the current facus ontive purpose of a firm’s conduct in relation to individual competitors would
be replaced hy afocus on the purpose or effect of the firm’s conduct on the competitive process
sawhole.

As-at present, breach of this prohibition would be subject to pecuniary penalties of up to $500,000
for individuals, and in any other case, the greater of $10 million, 3 times the value of any commercial
gain from the contravention, or 10 per cent of turnover of the business in question. Other remedies,
such as injunctions and damages, would also be available, as at present.

As part of this option, parties would be allowed to seek authorisation from the Commerce
Commission for conduct that may contravene section 36, but which is in the public interest. The
current authorisation process does not extend to conduct captured under section 36.

This approach would also involve amending section 36A, relating to misuse of trans-Tasman market
power, in line with the amended section 36, subject to consultation with the Australian government.

Discussion

Compared to the status quo, this option would focus the prohibition directly on the anti-competitive
nature of the conduct (as opposed to whether a firm without market power would have engaged in
the conduct). Fundamentally, it would mean that firms would not be able to engage in conduct with
the purpose or effect of substantially lessening competition, regardless of whether they would have
engaged in the same conduct if they did not have substantial market power. In considering whether
conduct substantially lessened competition, courts would be able to take into account pro-
competitive effects of conduct, such as efficiency gains (i.e. it is the net impact on competition that
would be assessed).

This option would likely significantly decrease the cost and complexity of enforcement. It would be

23



consistent with the Australian prohibition, and New Zealand’s provisions relating to anti-competitive
agreements, which would promote predictability by allowing domestic and Australian case law to be
drawn on.

Despite the benefits of the Australian approach, one arguable limitation of this option is that there is
nothing in the wording of the prohibition that would clarify that it is targeted at exclusionary
conduct. This means that there are some forms of conduct that could, on the face of it, appear to
breach this test, despite not having an exclusionary purpose.

Some examples of this are outlined in the table below, largely based on concerns raised by
stakeholders. We consider that these examples are unlikely to breach the Commerce Act, or be a
problem in practice, for the reasons set out in the table below.

Example of how Option 1 might, on Why this is unlikely to be a breach / is not a_ p€cb]e W
the face of it, over-capture practice ‘A

A substantial lessening of competition.is-generaily
understood to mean somethingthat resuitsin the
creation, maintenance or enhanceineint of market power
for a sustained period Afirm withdrawing from a market
should not represent'a sdbstantial lessening of
competition (aridthereforé should not breach the
prohibitionj\becauseit.does not preserve or extend any
firm’s market power. A firm exiting a market does not
prevent a new.firm from entering, and may in fact provide
2 epportanity for new competition to emerge.

If\the ban means that the marketplace no longer has any
connection to the sale or production of the goods in
question, then the ban would be unlikely to extend the
marketplace’s market power, and therefore would be
unlikely to lead to a substantial lessening of competition.

Firm with substantial market power
withdraws from a market

Online marketplace that facilitates
the sale of a high proportiorofia |
particular good on its platform bans
the sale of that good/on its platform
on ‘public good/Censiderations

If the relevant conduct of the firm is a direct result of a
government regulation, then it may be exempted from the
Act under section 43, which provides for statutorily
authorised conduct.

Firm engages.iin ¢oriduct that
substantially lessens competition as
a difectiresult-6f compliance with
“goverhment regulations

The provider’s decision to exit the market is separate to
(albeit influenced by) the government’s procurement
decision and so the government’s procurement decision is
unlikely to ‘cause’ a substantial lessening of competition.
In addition, if the government has secured favourable
terms from the supplier in question, then such conduct
may be pro-competitive. In any case, procurement
agreements are already subject to provisions of the Act
relating to anti-competitive agreements.

Government agency (in trade)
procures all supplies from one
provider, resulting in the exit of
another provider from the market

Even if any of the above examples were breaches of the Act, we consider it highly unlikely that the
Commerce Commission would ever take a case in relation to these sorts of conduct.

While we think that such examples are unlikely to be a breach, it is not entirely certain that a court
would take the same view in such situations, in response to private litigation. We think it is likely that
it would, and that a court would also view conduct such as innovation and (non-predatory)
reductions in price as pro-competitive (and thus not a breach of the Act), even if it results in other
firms exiting the market.

However, there is a genuine risk that some businesses may act overly conservatively and compliance-
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focused to avoid any risk of contravening the prohibition. This would impose some costs, and could
lead to some firms not engaging in conduct that is ultimately pro-competitive. This risk would lessen
once case law has developed. However, it could be a number of years before there are court
judgments relating to a reformed section 36.

Option 2: Prohibit conduct with an exclusionary purpose and the effect, or likely effect of
substantially lessening competition

Description

An alternative approach would be to adopt what is, in effect, a simplified version of Canada’s anti-
competitive unilateral conduct prohibition. It would effectively provide that a person that has-a
substantial degree of power in a market must not engage in conduct that:

e isfor an exclusionary purpose; and
e has, oris likely to have, the effect of substantially lessening competition.

Penalties and other remedies would be the same as under Option 1 (angthe statuis-quo). Like Option
1, parties would be able to apply for authorisation from the Commerce €orimission. Section 36A
would be amended in line with the revised section 36, subject tg’consultatior with the Australian
government.

Discussion

The intent of this option would be to reduce anyrisk of inadvertently capturing legitimate, non-
exclusionary conduct, or of businesses acting.overly ¢oiservatively. Requiring proof of exclusionary
purpose and effects would likely reducecdheé costs for businesses of complying with the prohibition. In
theory, businesses would be able to reassuré themselves relatively simply that, if their conduct has a
legitimate business rationale, they-weauld be-dnlikely to be at risk of breaching the prohibition. They
would only need to undertake‘inteinai-analysis as to the likely effects of their conduct if their
conduct did have an exeiu‘iohary purpose (although some stakeholders have suggested that many
firms would want to conduct ari.2ffects analysis regardless).

Compared to Optian.1;thisoption would also reduce any risk of firms being penalised for conduct
that had anti=eompetitive effects that were not reasonably foreseeable. However, it may also reduce
the incentives on/dominant firms to manage the incidental effects of their commercial strategies on
cornpetition-and consumers.

A kely trade-off associated with Option 2 is that it would be harder to enforce than Option 1
(although likely still much easier than the status quo), as the Commission or private parties would
have to prove both purpose and effect (or likely effect), rather than just one or other. However, the
evidential burden for proving purpose should, in theory, be relatively low in most instances. Section
36B of the Act already provides that purpose may be inferred from a person’s conduct and any other
relevant circumstances (rather than, for example, needing to provide evidence of the internal
thought processes of management). The intent would be for the purpose element to essentially
‘filter out’ conduct that is not exclusionary in nature, but otherwise not act as a substantial barrier to
taking a case.
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Issue 2: Commerce Act’s IP provisions

In addition to the status quo, we have considered one option in respect of the Commerce Act’s IP
provisions:

Option: Repeal each of the Commerce Act’s IP provisions (preferred)
Description

Under this option, each of the Act’s IP exemptions would be repealed. There would be an
appropriate transition period to help businesses adjust to the changes. In the event of repeal, the
Commerce Commission is likely to produce guidelines about its approach to enforcing the Actin
respect of IP-related conflict. This is the approach that the Australian Competition and Caisuner
Commission has taken in Australia following the repeal of s 51(3) of the Australian Cemipetition awd
Consumer Act.

Discussion

As explained above, it is now generally accepted that IP rights and competition\law are
complementary. IP rights do not usually create substantial market power in‘the competition law
sense, and licensing or assigning IP rights usually encourages compgetitich-and future innovation.

However, some IP arrangements can be anti-competitive and sone.drrangements are potentially
sheltered from New Zealand’s competition law at priesent."We have become aware of several
situations in relation to potential anti-competitive-IP-related conduct in the fields of patents,
copyright and plant variety rights where this imay currently be the case.

We consider that IP arrangements shculd bie'scrutinised under the Act like any other form of
arrangement. Other comparable jurisdictions like Canada, the United Kingdom, the United States and
Australia have reduced or corbietely-removed the IP exemptions in their competition legislation.

MBIE has considered avariety.of examples of IP rights conduct provided by submitters, academics
and the legal community. We ccitsider that, due to the fact that most IP-related conduct is pro-
competitive, and\because ofNew Zealand’s broad exceptions to the cartel provisions in the
CommerceAct, the'taajority of IP-related conduct is unlikely to breach the Act. Where IP-related
conduct does not fall within such an exception, we considered that it should be scrutinised under the
Actdikejany.other form of conduct.

in addition to monetary costs and benefits, have been used to assess the likely

impacts of the options under consideration?

The purpose of the Act is “to promote competition in markets for the long-term benefit of consumers
within New Zealand.” This is the primary objective for any reform of the Act. The criteria below
should all be read in the light of furthering this objective.

We have used four main criteria to assess options for reforming section 36 and the Act’s IP provisions
to determine their likely contribution to the objective:

e Criterion 1: Minimise the risk of wrong answers that stop pro-competitive behaviour (false
positives).

e Criterion 2: Minimise the risk of wrong answers that allow anti-competitive behaviour (false
negatives).

e Criterion 3: Provide businesses with predictability for pro-competitive decision making and
reasonable compliance costs.

e Criterion 4: Minimise the cost and complexity of enforcing cases in order to penalise and deter
anti-competitive behaviour.
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These criteria are based upon the ‘error cost’ analysis framework commonly used in competition law
and policy.3°

The extent of any trade-offs between these criteria is not straightforward, and is contested. Some
stakeholders effectively argue that there is a trade-off between Criterion 1 and Criterion 3 on one
hand, and Criterion 2 and Criterion 4 on the other. It can also be argued that, with appropriate
options design, all of these objectives can be achieved without any substantial trade-offs.

3.3 What other options have been ruled out of scope, or not considered, and why?

Issue 1: Anti-competitive unilateral conduct

No options have been explicitly ruled out of scope. However, as noted above, the optionstansidered
in this section of the RIS are focused on generic interventions to address anti-competitive .unitateral
conduct in a way that harms competition.

There are a number of alternative (or in some cases, complimentary) options that we have not fully
considered as part of this RIS. These include:

e Minor modifications to the current section 36. A few submittérs suggested that, if section 36 is
to be amended, the ‘take advantage’ test should be retained; bdt-altered to provide the court
with more flexibility as to how this should be interpreted.n_short, we do not support this option.
A number of attempts have already been made-1g encouirage New Zealand courts to move away
from the use of a complex hypothetical counterfactual as part of this test, with little success.
Similarly, Australia amended its ‘take advaintage’ test to provide for greater flexibility, but
ultimately concluded that more fundaméntai-feform was required.

e Requiring proof of effects-or likely-2ifects, with defence if the conduct did not have an
exclusionary purposeThis would be similar to Option 2, in that the Commerce Commission (or
private plaintiff) wouid not have the option of only focusing on the purpose of conduct, and
would need te-nrove the effects or likely effects. However, unlike Option 2, the burden would be
on the defendant ta prove that it did not have an exclusionary purpose, rather than on the
Commigsianto prove that it did. While we think that this option has some merit, it is not
sufficieintly different to Option 2 to justify full analysis.

s Provide,a defence for conduct that had an anti-competitive effect that was not reasonably
foreseeable at the time of engaging in the conduct. This option could reduce the risk of
businesses acting risk-aversely. However, it could also make enforcement of section 36 more
difficult, as it could lead to disagreements about whether or not conduct was reasonably
foreseeable. It could also reduce the incentive for firms to appropriately consider the effects of
their conduct up front. Even without this option, we expect that courts would take the culpability
of the defendant into account when setting penalties and making other orders.

e Repealing section 36A of the Commerce Act. We considered repealing the provisions relating to
misuse of trans-Tasman market power, given their lack of use to date and limited likely future
use. However, there is little cost associated with retaining and updating the provision, and
section 36A arguably has an important symbolic value in that it contributes towards the
integration of the New Zealand and Australian economies. Retaining section 36A also avoids
arguments that anti-dumping remedies should be reintroduced in relation to Australia and New
Zealand.

e Providing detailed rules for specific types of conduct in secondary legislation. Prescribing
certain rules for certain types of conduct could provide additional upfront clarity. However, this

30 For a discussion of error cost analysis see Kemp, K. (2017). The Big Chill? A Comparative Analysis of Effects-Based Tests

for Misuse of Market Power. 40(2) University of New South Wales Law Journal.
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could add complexity by leading to a ‘laundry list’ of conduct. There are a very large number of
ways in which a monopolist can engage in exclusionary conduct and it is almost impossible to
come up with a complete list. It would also require ‘characterisation’ of the conduct in question,
and could lead to different standards applying for different forms of conduct. Our preference is
to rely on Commission guidance and domestic and international case law as means of promoting
certainty, rather than prescribing conduct-specific rules.

Issue 2: Commerce Act’s IP provisions

We have not seriously considered amendments to the IP provisions to clarify or reduce their scope
because we consider that there would be significant difficulty in defining new provisions that made
economic and legal sense. In addition, we think that any benefits that might result from the
redefined provisions could be outweighed by the costs faced by firms in interpreting thieshew
provisions. Even if amendment did aid with clarity, amendment rather than repealwill iikély.result in
some anti-competitive IP-related conduct remaining shielded from the Act.

While some submitters did offer suggestions such as reframing the provisions) provicing that the
provisions only apply in relation to a narrower range of IP statutes, or retsiring some, but not all of
the provisions, we do not consider these to be viable options. The Commerce-Commission’s
submission supports MBIE’s position.
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Section 4: Impact Analysis

No action

Options relating to anti-competitive unilateral conduct

Option 1 — Prohibit conduct with the purpose,
effect, or likely effect of substantially lessening
competition (Preferred)

Option 2 — Prohibit conduct with @n‘e

R

Option relating to IP provisions

Option — Repeal each of the Commerce Act’s
IP provisions (Preferred)

0
Minimise the risk of wrong . . L .
answers that stop pro- 0 Reduces t:eqretlialtr;k of Fhe IcurreL\t pro:Lbltlzn e o N7V . . 0
i 3 over-capturing, but there is a low chance that i educes theoreticalTisk-of the current prohibition . . -,
competitive behaviour pruring i } ‘oY ) P Unlikely to result in any false positives.
fof could lead to some non-exclusionary conduct being over-Capturing.
(false positives) o
prohibited.
++
Minimise the risk of wrong s siarantly red the risk of anti it +
. nificantly reduces the risk of anti-competitive . .
answers that allow anti- 0 o . . "l RNINC y Y ! ! petitiv Addresses the risk that the status quo is
o Significantly reduces the risk of anti-competivivé | conduct going undeterred, although the need to . . .
competitive behaviour conduct going undeterred [»  demonstrate purpose could lead to some anti leading to false negatives as some anti-
(false negatives) going ' ) .p P ) competitive conduct is shielded from the Act.
competitive conduct going undeterred.
- 0 0
We do not consider thieexisting sectioh 36 offers We do not consider the existing section 36 offers Repeal may lead to a drop in predictability in
Provide businesses with significant predictability. Hoviever, many significant predictability. However, many the short term for conduct that was
predictability and 0 businesses riav tansiderthat this option will businesses may consider that this option will previously exempt from the Act. But for
reasonable compliance reduce-predlictzoility. It may also increase reduce predictability. Compliance costs would conduct where it is currently unclear as to
costs corapiiance costs as businesses will need to likely be lower than Option 1 as businesses without whether or not the exemption applied, the
cenduct an assessinent of the likely effects of their | an exclusionary purpose would not need to assess removal of the exemption could increase
conduct. the likely effects of their conduct. clarity.
Minimise the cost and + +
complexity of enforcing | R Likely to reduce the cost and complexity associated Will allow parties to focus on whether the
cases in order to penalise Y | Likely to significantly reduce the cost and with enforcement, although less than Option 1, conduct is anti-competitive, rather than also
and deter anti-competitive complexity associated with enforcement. due to the need to demonstrate purpose and first arguing over whether the conduct is
behaviour effect. exempt from the Act.
Overall assessment ++ ++ +
Key:
+++ much better than doing nothing/the status quo ++ better than doing nothing/the status quo +  slightly better than doing nothing/the status quo

0 about the same as doing nothing/the status quo

- slightly worse than doing nothing/the status quo - - worse than doing nothing/the status quo - -- much worse than doing nothing/the status quo
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Section 5: Conclusions

5.1 What option, or combination of options, is likely best to address the problem, meet the policy

objectives and deliver the highest net benefits?

Issue 1: Anti-competitive unilateral conduct

Preferred option

As outlined in section 4, we think that both options are likely to represent a material improvement
on the status quo in terms of ease of enforcement and the range of anti-competitive conduct
captured.

As noted in section 3.2, the extent of any trade-offs between our criteria is contestzd:y Howéver,4at a
basic level, if more weight is placed on Criterion 2 and Criterion 4 (and on other pctential objéctives,
such as alignment with Australia), Option 1 is preferable. If more weight is placed-anCriterion 1 and
Criterion 3, then Option 2 is preferable.

We place a slightly higher weighting on Criterion 2 and Criterion 4,‘and therefcre have a slight
preference for Option 1.

Stakeholder views on the options

As noted above, of the 23 submitters who submitted bn the.issue of section 36 in response to our
2019 Discussion Paper, seven were broadly in-favour.of reform in line with the proposals outlined in
the discussion paper (i.e. Option 1), eight-were broadly'opposed, and eight were broadly neutral.

Three of the stakeholders that we categorised-as neutral were broadly supportive of an option in line
with Option 2. Other stakeholdets favaured other variations, some of which are outlined in section
3.3.

More information on stakeholder views is presented in sections 2.5 and 3.1.
Issue 2: Commeree-Act’s IP provisions

Preferred bptioh

Our grefarred-gption is to repeal each of the Commerce Act’s IP provisions. We consider that this is
ihe'option-that best solves the problems set out in the problem definition section. Repealing the
exémption will reduce the risk of false negatives (Criterion 2), and lead to easier enforcement and
greater deterrence of anti-competitive conduct (Criterion 4). We do not consider that it will have any
meaningful impact on the risk of false positives (Criterion 1) or on predictability and compliance costs
for businesses (Criterion 4). It should also not have any impact on the outcomes sought by IP policy in
respect of innovation and creativity, as these are complementary to the goals of competition policy.

Stakeholder views on the options

In their submissions on the discussion document, two stakeholders (out of 14) supported this option.
These stakeholders were the Commerce Commission and Buddle Findley. The Ministry for Primary
Industries also supports this option, as its staff are aware of potential competition issues relating to
IP in the agriculture sector.

It is not surprising that stakeholders who create and licence IP (and the law firms that represent
them) favour retaining the status quo. These stakeholders raised a number of concerns about
repealing the exemptions (described earlier). However, we consider these to be overstated. In
addition, they arguably have a vested interest in ensuring that their conduct stays exempt from
scrutiny under competition law. Furthermore, as noted above, some of the existing ‘certainty’ that
stakeholders consider exists at present may be false certainty. That is, given that the existing IP
exemptions are potentially quite narrow, some conduct that is perceived to be exempt, may actually
not be.
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5.2 What option, or combination of options, is likely best to address the problem, meet the policy

objectives and deliver the highest net benefits?

Affected parties

Comment: nature of cost or benefit

Impact

Additional costs of proposed approach, compared to taking no action

Businesses with a
substantial degree
of market power

One-off transition costs as businesses
become acquainted with the new law and
may have greater uncertainty about the law
in the initial stages.

May also result in higher ongoing
compliance costs than the status quo, partly
reflecting the under-capture of the existing
prohibition.

Low-Medium?3?

Businesses with
rights to significant
or critical IP

IP rights-holders and users of IP will have
one-off transition costs as they become
acquainted with the impact of the(reémoval
of the provisions and face sorie uncerfainty
about the impact in the eztly-stages.

IP rights holders whe-are\engaging in anti-
competitive practicés-wili.face reduced
profits as these practices become illegal.

Commerce
Commission

One-off transitian ¢osts for the Commission
togroduce ruies and guidelines. Ongoing
costs fromyauthorisation applications.
Additignal enforcement costs for conduct
that is currently exempt from the Act.

$0.17m32 per annum for
authorisation — NPV $1.95m33
$0.3m one-off transition costs*

Low additional enforcement
costs

costs

Wider-government | None of significance None
l Cth;'ip;rtie None of significance None
Total Monetised $2.1 million
Cost
Non-monetised Low
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low, without providing alternative figures.
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Assumes 1 complex application (around $500,000) every 3 years.

33 6% discount rate for costs continuing over 20 years.

This was estimated as $0.6 million in the discussion paper. A number of submitters argued that this estimate was too

34 Based on preparation costs for cartel criminalisation multiplied by two sets of rules and guidelines.




Expected benefits of proposed approach, compared to taking no action

Businesses with a May benefit over time from greater certainty | Low
substantial degree | of rules around specific types of conduct.
of market power

Businesses with None of significance. None
rights to significant

or critical IP

Commerce Less complex enforcement produces cost Low
Commission savings for the Commission. Greater

certainty of outcomes enables the
Commission to be a more effective

regulator.
Wider government | None of significance Norie
Other parties If more anti-competitive unilateral conduct Low-Vleqium

is deterred, other businesses, including new |
entrants, may find it easier to grow and ‘
develop.

Easier for businesses to access,\utilise, ‘and
build upon existing IP. Some-could benefit
from greater likelihaod of success of private
litigation.

Wider economy Gains to brcader\ecohsmy from improved Low-Medium
staticdnd dynaric'gains from improved
coimpetition.

Non-monetised Low-Medium

benefits |
e__\ \ ~__

W mpacts is this approach likely to have?

| As qutlined-in section 3.1, there are risks that Option 1 in respect of section 36 could result in non-
exziusiohary conduct being prohibited, and in businesses being too risk-averse and not engaging in
conduct that is ultimately pro-competitive. We think that the risk of the former is low. The risk of the
latter is potentially higher, but should be able to be reduced through Commerce Commission
guidance, and through reference to domestic and international case law. Risk aversion is also likely to
be constrained by commercial incentives that are likely to encourage businesses to continue to
compete aggressively within the limits of the law.

5.4 Is the preferred option compatible with the Government’s ‘Expectations for the design of

regulatory systems’?

Broadly, yes.

Some parties will argue that the preferred options will not produce predictable outcomes for
regulated parties. While the changes may result in some uncertainty, this is, to an extent, inherent in
principles-based regulation. The uncertainty will be able to be addressed through Commerce
Commission guidance, reference to existing relevant New Zealand and overseas case law, and the
development of specific case law in New Zealand relating to New Zealand’s new anti-competitive
unilateral conduct law and IP-related conduct over time.
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Section 6: Implementation and operation

6.1 How will the new arrangements be given effect?

These proposals will be given effect through a Commerce Amendment Bill. We expect that this
Amendment Bill will be introduced in 2020. It is anticipated that the changes will come into force
12 months after the legislation receives Royal Assent.

Public enforcement will be carried out by the Commerce Commission. Businesses will also be able
to self-enforce the Act by taking cases through the courts.

Stakeholders will be informed about the Government’s policy decisions and the progress of:
legislation via ministerial announcements, the MBIE website, and through direct contactwith
interested parties.

It is expected that the Commerce Commission will undertake initiatives to raise-husiiiess
awareness of the law changes prior to them taking effect. For example, it4s likely:thaitne
Commission will publish guidance on its website — typically such guidancé.stitlings the
Commission’s approach to enforcing the legislation and provides.examples ‘ef conduct that is, and
is not, likely to be in breach. Commission guidance is often informed lay.rélevant domestic and
international case law.

\)
6.2 What are the implementation risks? ~ _

The benefits associated with interventich wil, depend on the extent to which the legislative
amendments drive changes in behaviour and 2= enforced. While businesses can and do take
private action to enforce the Cemmerce Act,“due to financial or other reasons (such as licensees of
IP not wanting to affect theif relationshis with licensors), private parties will not always be in a
position to enforce thestrangthiened laws. Given this, enforcement by the Commerce Commission
will play an importantrale in.the’success of the proposals.

As a result, the mainimpiementation risk is if the Commission is not adequately resourced to
enforce thechanges. The Commerce Commission’s funding already takes into account its role in
enforcing'section/36. However, it is possible that extending authorisation to conduct captured
under.section-36 could result in increased costs for the Commission, although it is difficult to

| oradict with any degree of certainty the number of authorisation applications (if any) that the
Cammission is likely to receive. The only other change with potential financial implications is the
increase in the cap on the number of Commissioners (see the Annex). However, this will not have
any financial implications unless/until additional appointments are made. These implications will
be considered at that time. In any case, the Commerce Commission’s baseline funding has recently
been reviewed, and a bid for addition funding is being considered as part of Budget 2020.

In addition, as discussed above, there are risks that the proposals create uncertainty for
businesses, or lead to them being too risk-averse. However, these risks should be able to be
managed through proactive communication with stakeholders, guidance from the Commission,
and an appropriate transition period to enable businesses to adjust to the reforms.
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Section 7: Monitoring, evaluation and review

7.1 How will the impact of the new arrangements be monitored?

As the enforcement agency for the Commerce Act, the Commerce Commission will play a key role
in monitoring the proposed changes. In particular, complaints to the Commission, and subsequent
investigations and enforcement action, will provide a valuable evidence about the effectiveness —
or otherwise — of the proposals. There will be an opportunity for MBIE to receive this information
on an ongoing basis as part of our regular engagements with the Commission, as well as through
more formal Commission reporting, such as through its annual reports.

MBIE will also continue to monitor data and reports that provided indications of the levéls ot
competition in the economy, although the impacts of the particular proposals contained ir‘this\RiS
are likely to be difficult to isolate.

More generally, officials regularly engage with businesses, law firms, and.consunmerarganisations.
These engagements provide an opportunity to test the impacts of the prorosed feforms.

While there are currently no plans for a formal review of thesepioposals, MBIE regularly evaluates
and reviews amendments to the laws it administers:\The chaiiges could, for example, be evaluated
three to five years after coming into force (stibject to'resource constraints). An evaluation or
review at this time should allow for the ¢hanges te‘have bedded in and any anticipated and
desired impacts to emerge.

Stakeholders with concerns aknut\the policy proposals will have the opportunity to raise these
through the Parliamentary Select Committee process, and through engagement with MBIE. Any
issues or concerns that stakehalders have in relation to implementation or enforcement of the
changes can be diiected to the relevant enforcement body, the Commerce Commission.

. et \\
7.2 When and how will the new arrangements be reV|
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Annex: Additional minor proposals

In addition to the issues of anti-competitive unilateral conduct and the Commerce Act’s IP provisions,
we propose to make a number of more minor changes to the Commerce Act.

The Regulatory Quality team at the Treasury has determined that the below issues do not require full
impact analysis, but they are included for completeness.

Minor proposal 1: Clarify the treatment of covenants in the Commerce Act

[ssue

The Commerce Act defines covenants as relating to land. A covenant on land generally restricts the
way in which that land can be used. For example, a supermarket may place a covenant.oh.the'saie
of its surplus land to prevent that land from being used for a competing supermarket. Depernding
on the specific circumstances, such as the availability of other suitable land, sdch.a covenant might
impede competition.

In 2017, when the Act’s price fixing prohibitions were repealed and-replaced with new cartel
prohibitions, covenants were inadvertently excluded from the néw prehibitions. This was an
oversight, rather than any change in the policy position. The-impdet of\this is that covenants which
create or implement a cartel will not ‘automatically’ be gréhikited in‘the same way that standard
cartel agreements are, making the prohibition harder\to eriforce-and meaning that the criminal
penalties for cartel conduct that will come into force'ih 2021 will not apply.

Proposal

We propose to close this loophole.and rastorethe pre-2017 position of covenants being treated
equivalently to contracts underdihe-Act) Theéxact mechanism for doing so will be determined by
the Parliamentary CounselOffice 'during-drafting of the Commerce Amendment Bill.

Minor proposal @ g/treatment of anti-competitive conduct in relation to land

[ssue

As cuitentiy diafted, different provisions of the Act treat issues relating to land inconsistently and
samewat. 2mbiguously. Anti-competitive conduct is only prohibited in relation to the supply or
acquisition of goods or services; land is not specifically mentioned. However, the definition of
services includes “rights in relation to, and interests in, real or personal property”. In other parts of
the Act, land is mentioned separately to goods and services, which has led to some disagreement
about the scope of the Act in relation to land. The courts have recently stated that the Act’s
definition of services does include land, but we nevertheless consider that there may be merit in
some drafting amendments to the Act.

Proposal

We propose to make drafting amendments to the Act, to provide for a more consistent treatment
of land. In particular, the Act should be clear that collusion or exclusionary conduct in relation to
interests in land is unlawful in the same way as other property. The exact amendments will be
determined during drafting, but our intent is to clarify the treatment of land under the Act, rather
than to substantively extend the Act’s scope.
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Minor proposal 3: Align penalties for anti-competitive mergers with other anti-competitive

conduct

[ssue

The Commerce Act prohibits business mergers and acquisitions that would substantially lessen
competition. It provides for a voluntary clearance (for mergers that would not substantially lessen
competition) and authorisation (for mergers that would substantially lessen competition, but are
justified on other public interest grounds) regime, under which mergers that are cleared or
authorised by the Commission cannot be challenged as a breach of the Act.

The maximum penalty for an anti-competitive merger or acquisition is currently $500,000.far
individuals and $5 million for anyone else (e.g. companies). This maximum penalty has(béen
unchanged since 1990. It compares to a maximum penalty for other forms of anti-cempetitive
conduct of up to $500,000 for individuals, and for anyone else, the greater of 510 million) three
times the value of any commercial gain from the contravention, or, if the commerciaigdin is
unknown, ten per cent of turnover of the business in question.

Since the beginning of 2018, the Commerce Commission has undertaken ihvestigations into eight
possibly anti-competitive mergers for which clearance or autharisation was not sought. This
suggests that the current penalties for anti-competitive inérgers are riot acting as a sufficient
deterrent.

Proposal

We propose to increase the maximum péralties foranti-competitive mergers and acquisitions, to
align them with the maximum penalties\for Otherbreaches, as set out above.

Minor proposal 4: Increasg'the cap on the number of members of the Commerce Commission

[ssue

The Comrérce Act provides that the Commerce Commission must have between four and six ‘full’
Comitissioners’li.e. board members) at any one time. There may also be any number of Associate
Commissioners. Given the steady increase in the Commission’s functions over time, and the
significant role Commissioners have as statutory decision-makers, constraints on the number of
Commissioners can lead to delays in decision-making and high workloads for the incumbents.

To date, we have sought to address these issues by appointing additional Associate
Commissioners. However, we think it would be useful for there to be flexibility to appoint
additional full Commissioners to manage the workload and bring a wider mix of skills and
experience to the Commission’s decision-making. For example, full Commissioners have
governance responsibilities under the Crown Entities Act, whereas Associate Commissioners do
not. Flexibility to appoint an increased number of full Commissioners could therefore provide
greater depth to the Commission board’s governance role. The maximum number of board
members is also lower than that for other Crown entities such as the Financial Markets Authority,
which has a statutory maximum of nine members.

Proposal

We propose to increase the maximum number of Commissioners from six to eight (while retaining
the minimum number at four). The decision regarding whether to actually appoint additional
Commissioners would be a separate one.
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Minor proposal 5: Provide for information sharing between the Commerce Commission and

other regulators and agencies

[ssue

Given the Commerce Commission’s broad, cross-economy remit, its activities can overlap with
those of other government agencies or regulators, or it may unearth information in the course of
an investigation that may be of relevance to another regulator. Currently, the Commission’s ability
to share information that it obtains — particularly information of a confidential nature —is
uncertain. Where information is not able to be shared, it can result in duplication of effort, impede
regulatory cooperation and coordination, and lead to under-enforcement of the law.

The Privacy Act 1993 and the Official Information Act 1982 do provide mechanisms that.aliow for
information to be shared between agencies. However, the Privacy Act is concerned with jsersonal;
rather than commercial, information. In any case, the information sharing agreemantsthat'it
provides for are not well-suited to the Commission, given the wide range of agencies that it may
need to deal with from time to time. We do not consider the Official Infatrnatior Act’to be an
appropriate mechanism for facilitating cooperation between goverrment agencizs and regulators.

It is common for other regulators to have specific provisions ir‘t}ieir governing Acts that provide
that they can share information with other government agencies.<his iiicludes legislation such as
the Financial Markets Authority Act 2011 and the Anti-Mari¢v taundering and Countering
Financing of Terrorism Act 2009. While the Commerce Commission has the ability to share
information with the Financial Markets Authority and the Takeovers Panel in relation to its
activities under the Fair Trading Act, this do2s\nat exterid to its Commerce Act functions.

Proposal

We propose to amend the Corimerce Act to provide that the Commission may share information

that it holds in relation to its\functions under the Commerce Act, or any other Act that it enforces,
with other government g@gencies.or regulators. This would be subject to safeguards relating to the
use and storage ofthe\inforpiation. Existing information sharing provisions that overlap with this

provision (such ag§ the cne-contained in the Fair Trading Act) would be repealed.
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