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The Intersection of Competition and Intellectual Property Law and the ‘New Economy’: Some Comments
Rhonda L. Smith*
Intellectual property rights (IPRs) are created by statute and they are an increasingly important aspect of many markets. Their significance for competition can be demonstrated by recent antitrust cases such as Microsoft, issues associated with software and with data bases and in Australia, by the recent C7 case which concerned the television broadcast rights for AFL and NRL matches and how those rights were acquired and used. Strangely there is a significant gap in the competition literature in relation to the treatment of conduct associated with IPRs. This paper by Wright and Baird is a significant contribution to that literature. It is extremely thorough in its coverage of the topic, and it is certainly thought-provoking.  Consequently, my comments on the paper are intended to expand on, or provide a slightly different approach to, some aspects of the paper.

For those not familiar with these provisions, a useful summary of the legislation covering IPRs is provided in Part I of the paper./ Similarly, Part II provides a summary of the relevant provisions in the Trade Practices Act (TPA), together with a discussion of key terms (such as ‘substantial lessening of competition’). Central to the discussion that follows is an explanation of Sections 51(1) and (3) of the TPA. The former exposes IPRs and conduct associated with these to Part IV of the TPA, while the latter provides for limited exemptions. As there is little judicial guidance as to the meaning of these provisions, the paper is particularly significant in this respect. Conduct in relation to IPRs that would give rise to claims under ss.46 (and 48) of the TPA is not exempt but there a limited exemption applies in relation to ss 45 and 47. Given the nature of the exemption provided, two issues arise. First, from a policy perspective, does the exemption so limit the value of IPRs that they fail to protect creators in the way that policy makers envisaged. Second, do IPRs have intrinsic characteristics that mean that, given the exemption, any competition issues to which they give rise are inadequately addressed under the TPA.  Both of these questions are considered in the paper and the conclusion in relation to the first issue is that there is no problem. In relation to the second, the conclusion seems to be that there are no problems that are unique to IPRs.
The relationship between the legislative provisions relating to IPRs and competition is presented as a consideration of control of a traffic intersection, a colourful characterisation. The s 51(3) exemption is the primary controlling mechanism. The metaphor is an interesting one and later in the paper is changes to relate to merging traffic and given the generally consistent objectives of the statutes this seems more appropriate. The explicit objective of IP legislation is to encourage creation and innovation by overcoming the market failure that results from the public good characteristics of these products. Similarly, the TPA aims to protect competition not for its own sake, but because competition encourages economic efficiency, in particular dynamic efficiency. Generally, then, innovation is welfare-enhancing and good for consumers and the objectives of IP protection and competition policy are consistent. However, there are a couple of caveats to that conclusion. First, more 
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research and development and innovation are not always welfare-enhancing. The 
appropriateness of allocating resources for this purpose is determined by whether the 
benefit from the extra investment equals or exceeds the cost incurred. Second, the economics literature is inconclusive at both the theoretical and empirical levels about the relationship between market structure and invention and innovation. 
Schumpeter (1942) argued that monopoly power and large firm size are more likely to stimulate innovation and technical progress than competitive market conditions.
 This is mainly because the outcome from innovation is uncertain but monopoly conditions allow a firm to charge a premium for its products to cover such risks. In addition, it is argued that monopoly profits are available to fund the necessary research and development and monopolists who are not subject to competition and are able to retain the higher profits generated and have a greater incentive to undertake innovation. The latter, of course, assumes that the potentially higher profits from monopoly are not frustrated by general slackness and poor management (x-inefficiencies). Others 
  have argued that the incentive to invent is stronger in competitive industries because innovation is the only way in which at least temporarily a firm is able to earn higher profits. Scherer and Ross concluded from a wide ranging analysis of theory and empirical material that according to the assumptions selected, it is possible to show that virtually any market structure can be conducive to innovation.
 Further,

`Viewed in their entirety, the theory and evidence suggest a threshold concept of the most favourable climate for rapid technological change. A bit of monopoly power in the form of structural concentration is conducive to innovation, particularly when advances in the relevant knowledge base occur slowly. But very high concentration has a positive effect only in rare cases, and more often is apt to retard progress by restricting the number of independent sources of initiatives and by dampening firms’ incentive to gain market position through accelerated R&D. (but) Schumpeter was right in asserting that perfect competition has no title to being established as the model of dynamic efficiency.....What is needed for rapid technical progress is a subtle blend of competition and monopoly, with more emphasis in general on the former than the latter, and with the role of monopolistic elements diminishing when rich technological opportunities exist.’

In Part III of the paper, the authors discuss the Microsoft case as it was considered in the United States and in Europe. They then consider whether the bundling conduct that was the central concern in Microsoft could be addressed under ss 46 and 47 of the TPA and come to conclusions that may be surprising to some.  

Unilateral conduct in relation to IPRs is fully exposed to the s.46 of the TPA
 but as with any conduct alleged to contravene the conditions specified in s.46 must be established. First, while a company such as Microsoft may be found to possess substantial market power, the authors correctly identify that the concern that the ‘right to exclude’ associated with IPRs rarely is the basis for a finding of substantial market power, towards the end of the paper. Essentially, IPRs confer only a limited right to exclude. The right relates to use of the protected creation; it is not a right to exclude a rival from a market and generally is unlikely to have that effect. However, from time to time there may be circumstances where competitors are unable to by-pass or ‘invent around’ the protected aspect and so may be excluded from a market for some time. This may be more often the case in relation to the new economy. Even when the effect is exclusionary, there is an issue as to whether, absent a reason for concluding that the firm possessed substantial market power independent of the IPRs, IPRs confer market power or statutory power.
 
It is possible that in some circumstances a firm may attempt to acquire substantial market power based on IPRs. However, s.46 does not prohibit monopoly power per se, rather it prohibits the use of substantial market power for a proscribed anti-competitive purpose.  As a consequence, alleged conduct only falls for consideration under this section if the firm concerned possesses substantial market power at the time of the conduct. This issue was recognised by Heerey J in Boral
 and has been described as ‘the gap.’
 

The second element of a claim that conduct violates s.46 is to establish the nexus between the firm’s substantial market power and the alleged conduct, that is, that the firm has taken advantage of its market power. In relation to Microsoft, the authors discuss whether it would be commercially sensible (profit maximising?) for a firm that lacked substantial market power in the PC operating market to bundle its operating system and video player as did Microsoft, that is, whether the applicants in Microsoft could satisfy the Queensland Wire competition test. Although they conclude that bundling may occur in a competitive market, the reasoning is somewhat ‘thin’ and could have been elaborated.
 Further, recognition of the weakness of the competition test has seen the addition of consideration of the firm’s business rationale for its conduct.
 So before concluding whether the nexus could or could not be established in relation to Microsoft, additional information would be needed. Application of the business rationale test would likely involve one or more of the tests that the authors cite in relation to s.47 – the equally efficient rival test, the profit sacrifice test and/or the Brooke Group tests (pricing below avoidable cost and ability to recoup).
Section 47 and Bundling
The authors provide a very interesting discussion of whether tying or bundling
 would satisfy the legal requirements of s.47. Presumably, so long as it can be established that there was agreement in relation to supply, even if tying and bundling cannot be considered under s.47, they could be considered under s.45. However, this is a legal issue that should be left to the lawyers. Instead, it might be helpful to identifying when bundling of products, whether produced using IPRs or not, might have the purpose or effect of substantially lessening competition, to identify possible objectives of bundling and to identify the conditions necessary for bundling to occur.   

Bundling may be undertaken because buyers prefer acquiring the bundle to acquiring the individual components separately. This may be because it saves time, because it reduces transactions costs, or possibly because it ensures that complementary products will be technically compatible. If buyers value the bundle more than the individual items, they may be prepared to pay more for it and prices may therefore be higher rather than lower. Alternatively, a producer may bundle products because this is more efficient, or in order to raise barriers to entry, raise rivals costs and the like. By increasing sales in the tied market, the firm may be able to take advantage of economies of scale in that market and, where there are common costs (such as distribution, marketing, advertising and back office operations) it may also be able to gain economies in the tying market. The risk for the supplier, at least while there is still competition in the ‘tied’ market, is that some consumers will so prefer a substitute to the tied product that they will forego the tying product and the supplier will lose sales and profits will decline. Thus,
‘It is tempting to assume that a firm that is dominant in one market can of course use this power to force consumers to take a less-preferred good over a more-preferred one in a related market. But the most straightforward use of market power is to raise price; to the extent that a firm also wants to impose choices on related products, it must sacrifice some of the profits that could be obtained from a direct price rise. Whether or not this strategy ultimately makes sense, and more important, ultimately harms consumers, depends on the

particulars of the market and firms in question.’ 
 

Bundling that is anti-competitive involves leveraging power from one market to another. The relatively low probability that IPRs will confer substantial market power is referred to above. In addition, for bundling it is necessary that:
i. in order for the loss of sales due to the tying or bundling to adversely impact on competitors in the tied market, significant economies of scale in supplying the tied product are required.
 Loss of sales due to bundling will raise the unit supply costs of rivals, making them a less effective competitive constraint; 
ii. there must be sufficient customers requiring both products to reduce competitors’ profits significantly; 

iii. buyers must not possess significant countervailing power.
Thus, ‘…industries which display imperfect competition, high sunk costs, high entry and expansion barriers, imperfect capital markets and so forth, are more likely to lead to the permanent exclusion of competitors and the subsequent monopolisation of the market …’
 

Inducing buyers to acquire jointly the products of the two markets may be relatively easy in the case of products that are technical complements, that is, products that, given their nature, must be consumed together or when an exclusive relationship between products can be created. Complementary products may be available only as an integrated system because alternative components are incompatible or are not fully compatible, that is, they are technical complements
- proprietary spare parts may be an example.
Although the supplier may only offer the bundle, it is more likely that while competition remains, a financial incentive will be offered to buyers to persuade them to take the bundle. These financial incentives include offering volume discounts; discounts for stocking a range of the firm’s products; and/or making achievement of certain sales growth targets a condition for receiving discounts.
 Discounts may be facilitated by the efficiency benefits from the bundling or, in a variant on predatory pricing, may be in excess of any cost savings from joint supply - the firm can use the profits earned in one product area to subsidise short term losses in another. 
 The competition concern is that, whatever the basis on which the discounts are offered, they are unlikely to be sustained in the long term if they drive out otherwise efficient competitors and barriers to entry/re-entry are high. Instead of offering discounts, an alternative means of limiting the purchase of competitors’ products is where complementary equipment is supplied free or at a nominal charge.

In the paper, as noted above, there is reference to three tests that may be used to establish whether tying/bundling is pro-competitive or anti-competitive – the equally efficient rival test; the profit sacrifice test; and the Brooke Group tests. The OECD Roundtable paper on portfolio effects provides a useful discussion of the pros and cons of each of these. 
New Products

Part IV of the paper draws on the Antitrust Modernisation Commission (AMC) report to identify the distinguishing characteristics of markets with high rates of innovation. The authors consider a number of arguments for special treatment of IPRs and associated products but, like the AMC, dismiss each. What is needed is a more sophisticated and informed approach.  In the Australian context, they suggest that s 51(3) of the TPA should be repealed and ss 46 and 47 should be reviewed. A brief discussion of the Ergas Committee’s recommendation follows.
An interesting issue that is not really elasborated in the paper is how the development of new products affects the traditional approach to market definition and competition analysis. This is likely to be an increasingly important issue in the new economy. The introduction of new products has implications for identifying markets, as noted by Finkelstein J in Boral in relation to the introduction of ‘tilt-up’ concrete slabs. New products will satisfy the tastes/preferences of some consumers better than existing products and so they will switch to those products when they become available, possibly even in circumstances where the new product is more expensive. This may cause producers of the existing products to lower their prices, reflecting the lower value now placed on them by some consumers, in order to discourage switching. However, the price changes that are associated with these changes are likely to exceed a SSNIP. Switching that occurs when a new product is introduced can be described as functional switching or switching in response to tastes/preferences rather than price. Whether the products are also economic substitutes will be difficult to assess until consumers have had sufficient time to respond and adjust to the new product. Once this has occurred, then market conduct may assist in assessing the consequences of imposing a SSNIP. In the C7 case, an issue of some significance was whether Pay TV was still a new product at the relevant time. What is the basis for deciding when the market has adjusted to the new product?
New products also have implications for the competition analysis. First, the nature of competition may be different, as recognised on the paper, the basis for competition being innovation rather than price and other non price elements. Second, product life may be much shorter and much more uncertain in the new economy and this may have implication for the time dimension of the competition analysis with some shift in emphasis from the long term back towards the shorter term. Thus, as with market definition, the new economy requires more consideration of the relevant time dimension than has to date been the case.
I would like to conclude by again thanking the authors for a paper that is extremely interesting and thought provoking and that I am sure will generate a great deal of discussion. 
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