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Executive Summary

This Submission from the Australian Competition and Consumer Commission (the
Commission) is made to the Productivity Commission for its Inquiry into Broadcasting.

The Productivity Commissionissues Paper indicates that the scope of the inquiry is most
extensive. The Productivity Commission is to advise on courses of action to improve
competition, efficiency and the interests of consumers in broadcasting services, and should
focus on social, cultural and economic dimensions of the public interest. Under the
Competition Principles Agreement, any legislation that restricts competition should be retained
only if the benefits to the community as a whole outweigh the cost and if the objectives can
only be met through restricting competition.

The Commission’s submission addresses only those issues related to competition and the
economic dimensions of public interest and ownership and control issues relevant under the
provisions of thelrade Practices Act 1974 (the TPA).

The Commission expresses no view on any of the various options canvassed in this paper for
regulation of the broadcasting industry. However, the Commission is of the view that the
industry should not in any way be exempted from the application of the TPA. It should apply
to this industry equally as it applies to other industries reflecting the fundamental principle
embodied in the Competition Principles Agreement of universal and uniformly applied rules of
market conduct.

The Commission considers that all regulation that affects competition in broadcasting should
be examined in the inquiry, not only the legislation referred to it for inquiry (ie, the
Broadcasting Services Act 1992, the Broadcasting Services (Transitional Provisions and
Consequential Amendments) Act 1992, theRadio Licence Fees Act 1964 and theTelevision

Licence Fees Act 1964).

Digitalisation and convergence are creating many new competitive dynamics in broadcasting
as well as other industries such as telecommunications and the print media. Digitalisation and
the trend to full service networks providing bundles of distinct services are likely to provide
significant economies of scale and scope and to increase opportunities for new entry.
However, for the benefits to be fully realised, access to digital networks is shaping as a
potentially major issue for content service providers. In certain circumstances, access to the
content itself has important competitive consequences for infrastructure competition and the
range of services available in Australia, particularly regional Australia. In the Commission’s
view, convergence requires that the Productivity Commission look beyond the narrow range
of broadcasting legislation referred to above.

The Commission’s submission considers a number of possible courses of action that might be
undertaken as a consequence of the Productivity Commission’s Inquiry. Each option operates
on the assumption that the provisions of the TPA apply as they presently do. In brief, the
options are:



» Continue to apply the present regulatory arrangements in the broadcasting industry. The
difficulties associated with this approach include the inconsistent coverage of the current
rules and their failure to be flexible in the face of changes in technology and in the media
marketplace.

» Extend the coverage of the cross-media ownership laws and other regulatory constraints
to emerging services and service providers. This approach similarly fails to address the
lack of ongoing flexibility required for regulation of an evolving media sector. It is
desirable that future development and opportunities are enhanced rather than inhibited by
excessive regulation.

* Apply the TPA inits present form and abolish any broadcasting specific regulation which
restricts competition. It is desirable that there be universal coverage of the TPA and that
al industries are generally treated equally. However, there are problems with this
approach. The merger provisions of the TPA would be unlikely to prevent concentration
of media ownership which falls within different markets. Further, the TPA's focus is
predominantly in the area of ‘economic competition’, rather than to the broader issues
associated with the policy objectives of plurality and diversity.

* Apply the TPA with a mandatory public interest test for (major) media acquisitions and
improved mechanisms to deal with access requests. Under this option, the TPA would
continue to apply as it presently does. However, a media acquisition would be subject to
additional scrutiny by the Commission and would be prohibited unless the parties
demonstrated to the Commission that the acquisition was in the public interest. There
would be a right of appeal to the Australian Competition Tribunal. It may also be
necessary to strengthen the access provisions of the TPA to ensure that new entrants could
obtain distribution of new information and entertainment-based services to households.
Various problems arise under this option, including the difficulty of prescribing the
relevant social criteria that are to be taken into account under the special public interest
test. Another problem is the procedural complexities in coordinating the current
authorisation process under the TPA (which examines public benefit) with an additional
public interest test.

» Refer media acquisitions to a specialised agency for a public benefit analysis. Like the
previous Option, this approach prohibits a (major) media acquisition (even if it meets the
requirements of the TPA) unless the parties to the acquisition show that it is in the public
interest, and requires prescription of public interest criteria. However, it delegates the task
of applying such criteria to a specialised agency. A similar approach is presently applied to
certain other acquisitions (eg, foreign acquisitions). Again, this Option gives rise to
certain procedural complexities in coordinating the Commission’s authorisation process
with the specialised agency’s public interest analysis.

In this submission, the Commission’s application of the relevant provisions of the TPA are
examined in detail, with particular emphasis on the criteria which the Commission uses to
determine the relevant market, and the criteria which the Commission uses to determine public
benefit in the course of its authorisation work.



The Commission would take the general view that any regulation which protects existing firms
in the broadcasting industry from competition should be carefully examined to ensure that the

benefits from such regulation are in the public interest and that if such benefits do exist, they
are attainable only viarestrictions on competition.
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1. Introduction

The Australian Competition and Consumer Commission (the Commission) is the independent
statutory authority responsible for compliance with, and enforcement of, the Trade Practices
Act 1974 (the TPA), the statutory object of which isto enhance the welfare of Australians
through the promotion of competition and fair trading and provision for consumer protection.*

The Commission’s stated objectives include to:

» secure compliance with the TPA by responding to complaints and inquiries and by
observing market conduct and initiating action when required;

» foster competition, fair trading and protection for consumers by taking initiatives to
overcome market problems; and

* inform the community at large about the TPA and its specific implications for business and
consumers.

The Commission makes this Submission in response to an invitation by the Productivity
Commission to assist with its Inquiry into the broadcasting industry. The Inquiry is aimed at
determining the best course of action to improve competition, efficiency and the interests of
consumers in broadcasting services.

A number of the issues raised in the Inquiry do not directly involve competition matters. The
Commission’s submission relates only to competition policy and seeks to outline the kinds of
options which might be considered should there be changesBndagcasting Services Act

1992, Broadcasting Services (Transitional Provisions and Consequential Amendments) Act

1992, Radio Licence Fees Act 1964 and theTelevision Licence Fees Act 1964 (the

‘legislation’).

The Commission proposes that there be no changes to the TPA whatever course of action may
be adopted as a result of the Inquiry, except to the extent that legislation may be drafted to
allow for an additional public interest test that enables the Commission or other body to take
account of broadcast specific competition concerns, and to the extent that additional access
provisions may be needed to ensure competitive entry into broadcasting and related industries.

The Submission discusses a number of courses of action which the Commission considers are
possible and discusses various competition and administrative issues raised in the context of
these options. Each option operates on the assumption that the provisions of the TPA
continue to apply as they presently do, reflecting the fundamental principle embodied in the
Competition Principles Agreement of universal and uniformly applied rules of market conduct
(a point that is discussed in more detail on pages 13-14).

! Section 2 of the TPA.



This Submission examines the current cross-media ownership rules, and the need for cross-
media ownership regulation, the current foreign ownership restrictions and the other
regulatory barriers to the entry of new competitors in broadcast and related markets. Given
the public interest imperative of competition and the role that the merger provisions of the
TPA play in determining the structure of industries, the application of these provisions is also
discussed. The submission details the criteria which the Commission usesto determine the
relevant market, and the criteria which the Commission uses to determine public benefit in the
course of its authorisation work.

It should be noted that the Commission has responsibilities under legidlation other than the
TPA, including under Part 7 of the BSA which requires the Commission to report to the
Australian Broadcasting Authority (the ABA) in terms of the merger and authorisation
provisions in the TPA on the allocation of pay TV broadcasting licences to applicants. In
addition, the ABA isrequired under s 96A of the BSA to consult with the Commission in
monitoring cross-media ownership of pay TV licence holders.

Certain forms of media, particularly new and developing media outlets, fall outside the scope
of the BSA. Magazines, narrowcast services, Internet and on-line services al fall outside the
cross-media ownership provisions of the BSA. The lack of consistency of coverageisan
important concern given the consensus to achieve a universally applied national competition

policy.
2. Theneed for regulation

The Issues Paper inviting submissions to the Inquiry states that the legislation under review
seeks to provide a regulatory environment that varies according to the degree of influence of
certain services upon society and which facilitates the development of an efficient and
competitive market that is responsive to audience needs and technological developments. It
also seeks to protect certain social and cultural values.

It is generally considered that competition in the mediaisin the national interest, and that
concentration of ownership can act against the Government'’s stated policy objectives of
plurality, diversity and competition. In the Report of the Inquiry into the Ownership and
Control of Newspapers in Victoria, the two major dangers associated with a concentration of
ownership were considered to be ‘first, loss of diversity in the expression of opinion, and
second, the power of a very few men to influence the outlook and opinions of large numbers
of people, and consequently the decisions made in socfety...’

The goal of a healthy democracy is promoted by plurality, diversity and competition in the
media and this goal should supersede any industrial or commercial goal of its participants. The
public benefits that constitute and flow from plurality, diversity and competition in respect of
media ownership may require that there be some form of media regulation. Market forces may

% Norris, the Hon. J G, Report of the Inquiry into the Ownership and Control of Newspapersin Victoria,
Report to the Premier of Victoria, 15 September 1981, referred to in the Report from the House of
Representatives Select Committee on the Print Media, News and Fair Facts, AGPS, March 1992, at p 192.



be insufficient to bring about the required plurality, diversity and competition in the media.

For example, in the Report of the House of Representatives Select Committee into the Print

Media (the ‘Print Media Report’) of March 1992, it was accepted that economic forces arising
largely from economies of scale inherent in newspaper publishing, inexorably favour monopoly
newspagpers in a particular market segment, and group ownership of newspapers in separate
markets:

It should be noted at this point that the Print Media Report also recommended a change in the
test for proscribing mergers from one of ‘dominance’ to one of a ‘substantial lessening of
competition’. The Print Media Report’s followed similar recommendations in two other
inquiries’ A change in the merger test was subsequently made in 1992. This change is of
considerable importance for the media. The Print Media Report acknowleded that the
dominance test had failed to preserve a desirable level of competition in some sections of the
print media> The Report further acknowledged that the significant expansion of broadcasting
services and the introduction of cross-media ownership restrictions balanced in many ways the
effects of concentration in print media, but did not justify further increases in newspaper
concentratiof.

If some form of regulation is needed, the question arises whether the policy objectives are
achieved and sustained by the application of the current rules, or whether the institution of
some other regime might be more suitable.

Regulatory models applied to the broadcasting industry have often been based on the
assumption that there were substantial barriers to entry, most of which related in some way or
another to scarcity of spectrum capacity. This has particularly been the case in Australia with
regard to the regulation of free-to-air TV. Within the UHF and VHF bands reserved for
television broadcasting, it has generally been accepted that there is only sufficient capacity in
most areas for six wide-area channels.

However, despite there being room for one more channel and despite a number of proposals
for a ‘sixth channel’ in capital cities, the sixth channel has only ever been been filled on a
temporary basis by community broadcasters. This decision has usually been based on
considerations about the ‘viability’ of a fourth commercial free-to-air broadcaster. Indeed,
until the BSA was enacted in 1992, il was a licence criteria which had been used anti-
competitively to restrict entry. One consequence is that there has been no significant new
free-to-air entry in capital city markets since the mid-1960s.

3 Report from the House of Representatives Select Committee on the Print Media, News and Fair Facts, AGPS,
March 1992 at p xvi.

* House of Representatives Standing Committee on Finance and Public Administration, A Pocket Full of
Change, AGPS, Canberra, November 1991; Senate Standing Committee on Legal and Constitutional Affairs,
Mergers, Monopolies and Acquisitions - Adequacy of Existing Legidative Controls, AGPS, Canberra,
December 1991.

® Report from the House of Representatives Select Committee on the Print Media, News and Fair Facts, AGPS,
March 1992, at p xxiii.

®1d.



If there are substantial entry barriers in the newspaper market and in the free-to-air TV

market, then an argument may exist on diversity grounds to enforce cross-media ownership

restrictions. Further, it may be appropriate to impose social obligations on those who have

been given access to scarce spectrum. Thus, regulation of content via quotas for children’s
programming, local content provisions and regulation of advertising on commercial free-to-air
TV has sometimes been justified on some form of ‘social obligations’ grounds. Regulations
regarding ‘fairness’ and ‘editorial balance’ have often been imposed on free-to-air TV
broadcasters but not imposed on other media on the grounds that free-to-air broadcasters use
a scarce public resource.

In the absence of scarcity of spectrum, it would seem therefore that barriers to entry of new
free-to-air broadcasters would be low, concerns over concentration may be misplaced and the
justification for much of the regulation would be diminished. The imminent arrival of digital
free-to-air broadcasting and digitalisation generally are all removing capacity constraints as a
major barrier to the entry of new suppliers. New suppliers will be ablepfaysa range of

services, some of which may compete with free-to-air TV and radio. These issues are
discussed in the next section.

A related issue also discussed is vertical integration. Until relatively recently, barriers to entry
in broadcasting have been high. These barriers were essentially regulatory and spectrum
capacity barriers and existed primarily at the distribution level.

It is unlikely that there are barriers to entry at an upstream production level. For example,
there would appear to be no significant barriers to the creation of broadcast programming.
Inputs into the creation of new intellectual property do not appear to be in short supply and
there are numerous production companies which assemble and finance these inputs to create
programming.

There are often vertical links between the producers of broadcast programming and the
distributors of such programming. The distribution level is made up of the free-to-air

television stations, the pay TV distributors and the radio broadcast stations. In Australia, the
free-to-air TV broadcasters produce some of their own programming and purchase some from
independent production companies. The major Australian pay TV distributors have ownership
links to many of the channels which they distribute. In radio broadcasting, the distinction
between production and distribution is blurred although radio stations generally have no
ownership links to the major companies which produce sound recordings.

At the next vertical level are the domestic reception mechanisms which would include
television and radio reception equipment and pay TV set top boxes and encryption devices.

It would seem that regulation of the broadcast industry would not be appropriate on
competition grounds unless the barriers to entry at any one or more of the above levels were
high. The most likely stage where barriers to entry would be high would seem to be at the
distribution level, although as the broadcast signals switch to digital, set top box and
encryption control may become an issue.



3. Broadcasting and conver gence

The Productivity Commission’s terms of reference require it to have ‘...due regard to the
phenomenon of technological convergence to the extent that it may impact upon broadcasting
markets’.

Technological convergence is largely brought about by digitalisation, whereby all electronic

communications are increasingly being conducted as streams of the binary digits ‘0’ and ‘1’

rather than as analogue waveforms. As the Chief Executive of Cable & Wireless Optus, Mr
Chris Anderson, notes:

‘...soon, every piece of information — voice, data, news, video, music, television, mail,
weather and e-commerce — will be digital and most devices in the home or office will
be able to read then.’

The Productivity Commission notes in its Issues Papethat technological advances are

blurring the boundaries of what we normally associate with ‘broadcasting’. A fundamental
characteristic of broadcasting is that whatever is broadcast, it is broadcast on a passive ‘point-
to-multipoint’ basis.

Digitalisation means that, on the delivery path to the home, ‘point-to-multipoint’ broadcasting
services are increasingly being mingled with interactive ‘point-to-point’ services more
characteristically associated with telephony and the Internet.

The ability to transmit both types of services down the same path and also be ‘understood’ by
devices in the home or office has largely been made possible by agreement on the Internet
Protocol (IP) which has standardised the procedures for transmitting digital signals over the
Internet. As the Chief Executive of Telstra, Mr Ziggy Switkowski, has said:

‘...we will reach the point where virtually all communications products will be
governed by the Internet protocol, where everything that moves will be digital signals,
where voice communications are but a small part of a broader portfolio of digitised
services...?

The convergence of ‘point-to-multipoint’ broadcasting services with ‘point-to-point’
telecommunications services into a more comprehensive electronic ‘communications’ service

is changing the nature of broadcasting (and telecommunications) in a fundamental respect: a
range of distinct services are increasingly being delivered over the one network (‘full service
networks’)? Further, these services are increasingly being marketed as bundled services, often
with a discount if all services in the bundle are taken.

" Cable & Wireless Optus first annual report, released 30 June 1999, referred to in Sydney Morning Herald, 1
July 1999, p 23.

8 ‘CEO takes direct line on Net plans’, tAge, 23 June 1999, pp C1 and C5.

° For example, refer ‘It's All in the CAN’Australian Communications, June 1999, pp 15-18.



Should digitalisation continue to create economic incentives for full service networks, access
will increase in importance as a competition issue in broadcasting. In this respect, access has
two concepts: access to distribution infrastructure and access to programming content. These
concepts are discussed below.

) Accessto distribution infrastructure

There are a potential number of digital delivery paths to the home or office: the traditional
copper wire telephone network, the newer broadband hybrid fibre optic and coaxial (HFC)
cable networks, satellite systems, terrestrial wireless networks using a variety of
radiofrequency bands and the broadcasting spectrum reserved primarily for licensed television
and radio broadcasters.

Once in the home or office, the appropriate customer premises equipment is required to make
sense of all the digital bits and convert them back into an understandable format (video, audio
or text) for the customer. To prevent free, fortuitous or unwanted reception, decoding of
encrypted signals may be part of the process.

Because of its nature, pay TV broadcasting is encrypted to prevent free reception. Decoding
is performed in decoder boxes (sometimes called set-top boxes or conditional access
equipment) which are interfaced with the television set. Usually, proprietary decoding
technology is used in these boxes.

Traditionally in Australia, broadcasters have provided their services free-to-air over the
reserved broadcasting spectrum. Since the moratorium on pay TV was lifted in 1992, a
number of pay TV broadcasters have commenced services using HFC cable networks and
satellite systems (and, to alesser extent, wireless MDS networks).

The capacity of the local loop based on copper wiresis also being increased to an exponential
extent through the use of advanced digital compression technologies known generically as
DSL or digital subscriber loop. DSL will enable a great variety of data and video-based
applications to be provided on copper wires in addition to traditional voice telephony services
and offers an alternative means of providing entertainment services to customers on a more
ubiquitous basis (as compared to HFC). The Commission mandated access to the local loop
on 22 July 1999 enabling service providers to compete with Telstrain the provision of new
services of this kind by deploying DSL technology.

It should be noted, however, that widespread deployment of DSL -based services will require
considerable work by industry to establish the technical and operational rules under which
such technologies can be used to ensure no undue disruption to other services which also use
the copper wires. It is expected that this will mean DSL-based services are unlikely to be
deployed widely until at least the latter part of 2000. In addition, some very high-bandwidth
varieties of DSL that are particularly suited to high quality broadcast services are still some
years avay.



With the trend to full service networks, economies of scale and scope would be expected to
increase. Should these economies be significant, it is likely that there would be fewer digital
networks compared to the analogue world where each type of service was usually delivered
over adiscrete network. This may particularly be the case in respect of the high cost
connections to individual homes or offices.

Ultimately, there may be only the one broadband connection to the home or office, with the
infrastructure provider taking on a gatekeeper role in respect of al telecommunications

(including broadcasting). In such circumstances, access to the digital distribution

infrastructure (ie, delivery paths and customer premises equipment) would become critical to

the commercial viability of a service provider. Asthe Chief Executive of Time Warner, Mr

Jerry Levin, has been recently reported as saying ‘...content may be king, but distribution
power is the power behind the throfe’This power resides in control of, or access to, the
distribution infrastructure outlined above.

Access to distribution infrastructure has been an issue in telecommunications for a number of
years. An access regime in Part XIC of the TPA deals with access issues in
telecommunications (including broadcasting). An overview of the access regime is at
Attachment E, together with an outline of the access regime’s one application to

broadcasting: the draft decision by the ACCC to ‘declare’ the access regime as applying to the
carriage of pay TV services over analogue cable networks.

It should be emphasised, however, that there is no automatic right of access. In certain
circumstances only would access to digital distribution infrastructure be likely to be ‘declared’
in relation to broadcasting. This is true for telecommunications generally.

Obviously, automatic rights of access can create disincentives for investment in infrastructure,
particularly if it is ‘leading-edge’ infrastructure designed to give a competitive advantage to
the investor. The ACCC is required to take into account investment disincentives when
considering access declaratidhs.

On the other hand, the ACCC is required to have regard to whether adicesswote
competition in markets for carriage services and services supplied by means of carriage
services? Further, particular regard is to be had to the extent to which access would enable
end-users to gain access to an increased range or choice of sérvices.

Competition is more likely to be an issue in those situations where there is vertical integration
such that carriage and content provision is found in the one entity. In these situations, there
are incentives for vertically integrated carriers to deny access to content providers who rely on
access to their carriage services but who are competitors in downstream markets.

19 “The Battle for broadband control’, thénancial Review, 22 June 1999, p 64.

1 Sections 152AB(2)(e) and 152AB(6)(c) of the TPA.

12 Sections 152AB(2)(c) and 152AB(4) of the TPA.

13 Refer Explanatory Memorandum to tFieade Practices Amendment (Telecommunications) Bill 1996, p 40.
7



A unigue feature of telecommunicationsis that carriers who are competitive with each other
inevitably must be able to access each others’ networks to provide ‘any-to-any connéttivity’.
‘Any-to-any connectivity’ is a particular issue that the Commission must examine in deciding
whether to declare a service for accéss.

As explained in the Explanatory Memorandum to the legislation introducing the access regime,
it is not intended that the regime impose access where existing market conditions already
provide for the competitive supply of services. The ACCC notes that a number of
telecommunications carriers are beginning to build distribution infrastructure in competition
with the established carriers, Telstra and Cable & Wireless Gfptus.

Furthermore, in relation to broadcasting, it is not expected that ‘any-to-any connectivity’ will
necessarily be relevant because of the ‘point-to-multipoint’ or distributive nature of
broadcasting. ‘Any-to-any connectivity’ is more relevant in respect of the ‘point-to-point’
telecommunications services such as telephony and the Internet.

(i)  Accessto programming content

By its nature, broadcasting relies on programming to broadcast. Content is king in the sense
that there is little point in gaining access to distribution infrastructure if there is no content to
distribute and compete with.

A particular current issue in pay TV is access to pnogngg of sufficiently high quality to

attract economically viable subscriber numbers. The industry in Australia developed largely on
the basis of exclusive programming. For example, the AFL is currently only available on pay
TV over the Optus Vision metropolitan cable networks and Austar’s regional satellite and
MDS networks (and its cable network in Darwin). It is not available on Foxtel's cable and
satellite systems.

Exclusivity can be pro or anti-competitive depending on the circumstances. At the time, the
ACCC took no action against program exclusivity primarily for the reason that competition
was emerging on the basis of this industry structure.

However, that competition model appears to be failing. It appears that the main pay TV
broadcasters cannot sustain competition on the basis of exclusive programming and delivery
systems (unless, of course, one broadcaster gains by attrition exclusive control over most key
programming and dominates the industry). Interestingly, Optus Vision announced on 16 June

14 By definition, telecommunications involves communication between two distant points (ie, ‘communication
from afar’). The very nature of telephony and the Internet requires ‘any-to-any connectivity’ (ie, the ability of
end-users connected to one network to communicate with end-users connected to another network). Thus, to
provide a viable service, a provider of telephony or Internet services must be able to establish a seamless web of
interconnectivity across networks.

1% Sections 152AB(2)(d) and 152AB(8) of the TPA.

8 For example, refer ‘New telcos put big players on héiitiancial Review, 5 July 1999, p 24.

' Refer Explanatory Memorandumy. cit., p 41.



1999 that it had struck non-exclusive supply agreements with its movie studios. The studios
may now supply their content to Foxtel provided Foxtel reciprocates.

With the apparent failure of competition based on exclusivity, the issue arises as to whether
the continued grant and exercise of exclusive pay TV program rights may be used to hinder or
foreclose competitive entry into the industry. The ACCC has considered the issue in terms of
apossible breach of Part IV of the TPA. However, the issue is problematical given that
exclusive programming is more or less split evenly between the main pay TV competitors at
the present time.

In overseas jurisdictions such as the US and the UK, the issue of accessto content by pay TV
broadcasters has been dealt with through specific measures rather than the general application
of competition law.

Apart from the potential effect of continued program exclusivity at the retail level of pay TV
service provision, access to content may also be critical to competition in the supply of digital
distribution infrastructure. Through its Part 1V enforcement work, the ACCC has become
aware of the critical importance of pay TV programming as a revenue stream to help fund the
roll-out of broadband cable networks.

It was a critical factor in the ACCC'’s decision to oppose the merger of Australis and Foxtel in
October 1997. It was a complex case involving the anti-competitive effects of a merger
between two pay TV companies on competition in not only pay TV but also local telephony
and broadband distribution infrastructure.

In its injunction proceedings before the Court, the ACCC argued that there are strong
marketing links between pay TV and telephony such that the ability to bundle both services by
the one supplier significantly improves the take-up rate for each service.

The Commission further argued that the revenue streams from pay TV and telephony (and
potentially the then emerging Internet services), together with the associated economies of
scope in providing bundled services over the same network, provided the necessary funding
for the high-cost roll-out. Without the necessary revenue streams, it was argued that Optus
Vision would be substantially hindered or prevented from fully servicing and maintaining its
broadband cable network, making it likely that Optus Vision would have withdrawn from
providing pay TV and local telephony services over its network in direct competition to
services supplied over Telstra’s networks.

Since that case, bundling has continued in economic importanteas recently been

reported that 60 per cent of Optus Vision’s pay TV subscribers were also taking Cable &
Wireless Optus’ telephony or data serviteg.he metropolitan cable pay TV broadcasters

have bundled the five free-to-air channels (ABC, SBS, Seven, Nine and Ten) in their multi-
channel pay TV service (the smaller channel capacities of satellite and MDS limit the ability of
satellite and MDS broadcasters to carry free-to-air television feeds).

18 For example, refer ‘Optus bundles up for busindisness Review Weekly, 25 June 1999, pp 30-32.
19 ‘Optus secures new US film deal’, tAge, 17 June 1999, p B1.



Importantly for infrastructure competition in regional areas, the economics of multiple revenue
streams and the marketing strategies of bundling have underlaid digital broadband cable roll-
outs and planned roll-outs by a number of operators or potential operatorsin regional
Augtralia, including:

* Neighborhood Cable, which has a broadband network rolled past over 8 000 householdsin
Mildura and which has plans for roll-outs in other regional centres;

= ACTEW, an electricity and water utility which has constructed a pilot network in Canberra
and is currently conducting trials. Depending on the technical and economic success of the
trial, ACTEW plans a Canberra-wide deployment commencing later this year; and

* NorthPower, an electricity utility which isin the final stages of developing a business case
for anetwork in northern New South Wales.

A critical element in all their roll-outsis their bundling strategies and critical to their strategies
is access to programming of sufficiently high quality to attract economically viable subscriber
numbers.

In short, access to programming is one of the keys to infrastructure competition and
competition in service provision (including broadcasting services) in regional areas of
Australia.

(iii)  Implicationsfor broadcasting regulation

The convergence of broadcasting and telecommunications will accelerate in the next few years
and firms currently operating in one sector will find considerable economies of scope
emerging, enhancing their ability to move into other sectors. For example, digitalisation may
give existing free-to-air broadcasters the opportunity to provide more than one signal which
may then enable them to compete more effectively against multi-channel pay TV providers and
information/data providers. Digitalisation may also provide sufficient spectrum to allow new
entrants into broadcasting and information delivery markets.

Under such circumstances existing regulatory barriers to entry may have less relevance in
ensuring competition and diversity in broadcasting and other media services than they had in
the past while their maintenance may perhaps inhibit opportunities for firms to take advantage
of various economies of scope which may develop.

It may be that in the absence of regulatory barriersto new entry, digitalisation will enable
substantial new entry in broadcasting. Such new entry would not prevent governments from
imposing regulation for social objectives as they saw fit. For example, governments could
impose various content obligations while allowing entry. Potential entrants who were able to
meet the social and cultural objectives of government broadcast policy would be free to enter
the market. If the market istoo small to support alarge number of broadcasters who meet
these objectives, some firms would leave the market. However, it may be that the new
entrants could meet these objectives more efficiently than the incumbent firms. Removal of
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the impediments to entry would allow the most efficient firms in the market to flourish while
the existing restrictions may provide insufficient incentives for competition.

It may be that the removal of entry restrictions into broadcasting markets does not lead to any
increase in the number of free-to-air TV networks in the longer term. However, the current
regulatory regime protects incumbent firms rather than allowing competitive forces to
determine which market players survive.

Digitalisation has the potential to considerably enhance entry opportunities and expand
competition and consumer choice in broadcasting and related services if entrants are able to
decide how best to use the spectrum available to them. Regulation of the types of activities
which the spectrum can be used for may restrict the opportunities for the development of new
products and services.

In a scenario where there was free entry into broadcasting and emerging information services
markets, new players would take advantage of opportunities. Consequently, concerns
regarding lack of diversity if the cross media restrictions were abandoned, and concerns
regarding levels of foreign ownership would be diminished. Of course, the abolition of some
regulations in the industry and the maintenance of others may lead to a situation where neither
competition nor diversity were enhanced. Thus the maintenance of al existing regulation may
be preferable to a situation where there are only changes to specific broadcast regulation such
as cross media rules and regulatory barriers to entry are maintained.

As mentioned, digitalisation is leading to the convergence of broadcasting and

telecommunications services into a more comprehensive ‘communications’ service. Where
there is a trend towards full service networks with significant scale and scope economies, there
is also likely to be a trend to fewer digital networks, with possibly only the one broadband
connection to the home or office. In such circumstances, the broadband infrastructure
provider would take on a gatekeeper role. Access to these ‘gates’ could therefore be be
critical to effective competition in emerging markets.

While an access regime exists in Part XIC of the TPA for declared telecommunications
services (including broadcasting), it should be emphasised that specific criteria would need to
be met for declaration and that issues of regulating nascent technologies and services would
need to be addressed. Further, carriers or carriage service providers may apply for exemption
of standard access obligations on the grounds that such an exemption would promote the
long-term and substantial benefits to end-users of carriage services and services supplied by
means of carriage services.

In the light of the above general comments on the competition issues which the Commission
sees as relevant, this paper now develops a number of regulatory options.

Some proposals for change such as the abolition of the current restrictions on cross-media
ownership might involve the institution of some new regulatory mechanisms such as public
interest analysis by the Commission or some other body. This analysis would take account of
the concerns of the public particularly in regard to those media of widest appeal and influence.
This to a certain extent may supersede the functions of the present licensing regime. Some
consideration might therefore need to be given in any review to the appropriateness of the
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present licensing system set out in that Act. Further, the continuing emergence and
convergence of new technologies may have an impact on the balance of influence in the media
asawhole (eg, digitalisation is reducing the scarcity of channel capacity, thus contributing to
the emergence of a greater number of services), adding to the need to reconsider the present
licence categorisation of broadcasting services within the BSA.

4.  Options

(i) Status quo

Option 1 Continueto apply the existing regulatory arrangements |

It could be argued that there are inherent difficulties in continuing to apply the present

regulatory regime. The current rules lack flexibility in achieving the Government’s public
interest objectives and may inhibit the development of new products and services which could
be provided by firms in related sectors. Continuing advances in communications technology,
the globalisation of markets, and the convergence of previously separate technologies (eg,
telecommunications and the media) evidence the need to have some flexibility in the regulatory
environment. Moreover, if legislation has to be changed fairly frequently to take account of
changing circumstances in this industry, the legislation is particularly vulnerable to influence
which may cause the public interest to be neglected.

(i) Expand coverage of Broadcasting Services Act

Option2 _ Define and extend the coverage of the cross media ownership laws |

One question which arises is how widely cross-media restrictions should be applied. Given
that the aim of cross-media ownership restrictions is to encourage diversity in control of the
more influential media, it would seem to be necessary to give a wider ambit to the coverage of
media than the cross-media ownership rules presently envisage. As it happens, several
important forms of media are not included for one reason or another. For example,
magazines, which can command a wide and various readership and which can be no less
influential than newspapers, are not covered by the cross-media ownership rules. Nor are
Internet service providers, which are capable now of transmitting content analogous to that
received through current media outlets. There are also no cross-media ownership restrictions
applying to pay TV (although, under s96A of the BSA, the ABA is required to monitor cross-
media ownership in consultation with the Commission). The rapid changes that are occurring,
particularly in the electronic media, make it difficult to specify what should be included in any
media-specific legislation.

Defining and extending the coverage of the present cross-media ownership laws to account for
other forms of influential media not presently covered would appear to be only a temporary
solution to the problems that arise from a lack of flexibility in the cross-media ownership rules.
The cross-media ownership laws are likely to remain no less rigid, and the prospect of the
rules not taking account of changing circumstances in the fuilirersains. They may also
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still be vulnerable to political influence, and they may still be capable of evasion if they take a
very specific form.

Another problem associated with Options 1 and 2 isthat they both require some delineation of

what is envisaged by the term ‘media’. If specific definitions are chosen, there is the

possibility that the rules may at some stage fail to cover certain areas, just as the present rules
appear to be inconsistent in their coverage. On the other hand, by defining the term broadly,
gaps in coverage may develop through which media providers may be able to avoid regulation.

There appears to be general recognition of the great dynamism and innovation in media, and in
particular electronic media. It is an industry in constant transition. There is a trend towards
convergence of technologies, services and enterprises in the media sector. It is therefore
desirable that any review of broadcasting regulations seeks to ensure that the future
development and exploitation of the many opportunities in the media are not foreclosed by an
inappropriate regulatory environment.

(iii)  Apply existing Trade Practices Act

|
industry specificregulation. ]

This option would arguably remove any discontinuity of policy and duplication of function.
Further, the TPA has the advantage of being a flexible and responsive piece of legislation. It
also has the advantage of being a statute of general and universal application, consistent with
the principles of a national competition policy.

One of the most important features of competition policy in Australia this decade has been its
extension to cover every part of the product market. In 1991, all Australian Governments
agreed that:

* no participant in the market should be able to engage in anti-competitive conduct against
the public interest;

» as far as possible universal and uniformly applied rules of market conduct should apply to
all market participants regardless of the form of business ownership;

» conduct with anti-competitive potential said to be in the public interest should be assessed
by an appropriate transparent assessment process, with provision for review, to
demonstrate the nature and incidence of the public costs and benefits claimed.

These principles were fleshed out by the National Competition Policy Review Committee in
1993, and subsequently endorsed by the Commonwealth, States and Territories in subsequent
agreement® The principles were embodied in major changes to the TPA at Commonwealth
level and complementary legislation at State and Territory level that came into effect in July

0 The National Competition Policy Review, National Competition Policy - Report to the Independent
Committee of Inquiry, AGPS, August 1993.
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1996. Asaresult, the TPA now appliesto public utilities, agricultural marketing boards, the
professions, unincorporated businesses, the health sector and so on. It should be no surprise
that the mediais not exempt from the TPA. Apart from a small exception in relation to
misleading statements reported in news publications (s65A), the TPA now appliesin full to the
media whether it be television, radio, newspapers, magazines, etc.

The TPA seems to be a particularly suitable piece of legisation to apply to this sector of the
economy. It isbased on very sound and enduring principles, is general in character and
capable of adaptation to changing circumstances. As convergence occurs between industries,
the TPA provides a set of principles that can respond to the fast evolution of the industries,
and that are capable of adapting to changing market boundaries, new technology and
globalisation.

However, there are problems with relying entirely on the provisions of the TPA to ensure that
government’s social as well as economic objectives are achieved. In the absence of cross-
media ownership laws which at present preclude ownership of television and newspaper
interests in the same licence area, the merger and acquisition provisions of the TPA may not
prevent the consolidation of different media interests which fall within separate markets. For
example, while the cross-media ownership rules may prevent a television operator from
acquiring certain newspaper interests, it would appeaa facie that the TPA may be unable

to prevent such an acquisition. An inability to prevent concentration of media interests may
arguably limit diversity. Also, it may have adversely affect the opportunities for new entrants
if cross-media ownership rules were removed while rules which limit new entry into
broadcasting were maintained.

The reasons why the TPA may not always be a solution to issues of media diversity lies in an
understanding of the TPA, the economic rationale behind the TPA, the principles established
by the courts in applying the TPA and the approaches adopted by the Commission in enforcing
the TPA. A summary of the TPA is containeddatachment A. An outline of the TPA’s

rationale, the principles of application and the enforcement approaches of the Commission is
contained in the Commissiorierger Guidelines, a copy of which is aAttachment B.** At
Attachment C may be found a discussion of market definition principles as they are applied to
various media sectors, in particular the pay TV broadcasting sector.

The TPA is primarily concerned with the economic objective of promoting competition in
markets for the ultimate benefit of consumers. In very general terms, the TPA achieves this by
prohibiting conduct and mergers which are likely to ‘substantially lessen competition in a
market’. In relation to mergers, it must be a substantial market.

Market is the cornerstone for assessing anti-competitive effect. The courts have developed
principles for defining markets. In very broad terms, if goods or services are considered to be
close substitutes, they are considered to be in the same market. They are considered to be
close substitutes if the price of one is increased and consumers substitute that one for a
cheaper one. Thus, if there is anti-competitive collusion or a merger between all suppliers of

! The Merger Guidelines wererevised in July 1996. The Commission expects to release new revised
Guidelinesin the near future.
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goods or services in the one market, it is likely that consumers will have no substitutes and be
forced to pay ‘monopoly’ prices. It is stressed that this is a very general run-down of a
complex area of law that is presented only for the purposes of the following discussion.

In examining anti-competitive conduct and mergers, the Commission’s legal task is to examine
each on a case-by-case basis at the time they occur. This is to allowrhms€ion not only

to take account of the specific character of the transaction involved but also any changes in the
industry at the time the conduct or merger is occurring.

In applying the TPA to competition in the media generally, it may often be the case that
different media companies will be regarded as operating in separate markets following the
application of market definition principles. Application of the TPA as it currently stands will
not necessarily restrict cross-media ownership between two media companies operating in
different media sectors (eg, electronic and print media) unless, for example, an acquisition of
one media company substantially lessens competition in the market of another. It is arguable
therefore that the TPA's concern with economic competition may be insufficient in fuffilling

the social objectives of cross-media ownership restrictions.

An illustration of this is in the approach that the Commission would be likely to take if, say, a
merger between a television operator and a newspaper publisher was proposed. Applying
market definition principles, the answer to whether or not such an acquisition would be likely
to substantially lessen competition is to ask whether the acquiring firm would be in a position
to more easily increase its newspaper cover price or advertising rates. The answer is that this
is unlikely. The capacity to raise newspaper prices is not made easier just because the owner
of the newspaper happens to own a television station. It would be different if the acquiring
firm owned another newspaper in the same market. In such circumstances, one of the major
competitive constraints on prices could be removed.

Likewise, television and newspaper advertising may not compete for the most part. When the
Commission looked at the possible bid for Fairfax several years ago by the Tourang
Consortium (which included Consolidated Press Holdings), it made very extensive inquiries of
advertisers, advertising agents and the newspaper, television and magazine industries to
determine whether or not there was competition between them for advertising. The general
answer was that there was little competition other than at the margin. The television station
owner was seen as a hew entrant into the newspaper industry and, as such, the newspaper
industry was seen as competitively separate from television.

In another matter involving the issue of new free-to-air licences in Darwin and regional
Western Australia, the Commission undertook extensive market analysis and concluded that
newspaper and radio advertising did not generally compete with advertising on free-to-air TV.

However, given the changing nature of media markets, market definition issues will need to be
looked at separately in each case to assess the degrees of competition between different types
of media for advertising revenue. For example, technical convergence is reducing the
distinctions between previously separate markets. On the other hand, new technology has
brought with it new and different advertising markets that may now also need to be

considered.
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It might be argued that an acquisition of a newspaper by atelevison owner would reduce
competition in the market for ideas. Whether thisistrue or not, it is unlikely in present
circumstances to be relevant under the TPA which is concerned with ‘economic competition’.
The media is not simply an industry producing consumer goods or services. Its broader
influence on the ideas and information that permeate a society gives it a greater significance
for the well-being of a democracy than any measurement of its economic influence can
account for. There are therefore some reasons to argue that something more is needed to
satisfy the broader concerns that are associated with acquisitions in the media.

(iv)  Apply Trade Practices Act with public interest test

| |
(major) mediaacquistions ]

Under this Option, the provisions of the TPA would apply as they presently do to acquisitions
in other industries. In addition, legislation would require that any media acquisition above a
certain size be notified in advance to the Commission. It would be prohibited unless the
parties to the acquisition show it to be not contrary to the public interest. There would be a
right of appeal to the Australian Competition Tribunal.

Such a proposal would work as follows. Upon notification of a merger proposal, the
Commission would apply its standdvtérger Guidelines. If, after applying the guidelines, the
Commission took the view that the merger would not lead to a substantial lessening of
competition, the merger proposal would then be examined under a public interest test. Under
such an arrangement the parties proposing the merger would be required to show that the
proposal was not contrary to the public interest.

If the Commission considered that the proposed merger was likely to lead to a substantial
lessening of competition, the Commission would inform the parties of its view and their would
be no public interest considerations. The parties may then perhaps modify the merger to meet
the concerns of the Commission.

If the parties were unable or unwilling to address the Commission’s concerns by modifying the
proposal, the Commission would apply to the Federal Court for an injunction, penalties and/or
divestiture.

It is also possible that the parties might apply for authorisation. The authorisation process is
outlined atAttachment D. Essentially, the Commission can exempt mergers from the
application of the prohibition on anti-competitive mergers (as well as exempting other conduct
from the other prohibitions) if it is likely to result in such a benefit to the public that they
should be allowed to take place. Once authorisation is granted, the merger betoomes

from the application of the TPA by other parties, including private litigants.

Under this Option, the Commission would examine any authorisation application and take into
account the standard authorisation approach to ‘public benefit’ plus any new legislated ‘public
interest’ criteria. A problem is that there is no obligation under the TPA that requires a party
to apply for authorisation. Accordingly, if cross-media acquisitions are unlikely to breach the
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TPA for the reasons discussed above, it is unlikely that parties would apply for authorisation
and therefore issues of public benefit could not be considered.

A firm engaging in potentially anti-competitive conduct may decide not to use the
authorisation process (and thus risk court action) by entering into undertakings with the
Commission that resolve its concerns. The ability of the Commission to accept undertakings
would not be affected by the adoption of this Option. However, firms could not avoid the
broad public interest analysis through entering into undertakings with the Commission.

This Option operates on the basis that competition is a necessary but not sufficient condition

for the satisfaction of the Government’s stated policy objectives of plurality, diversity and
competition. The Option would need to be reconciled with current law under which the
Commission needs to apply to the Federal Court for injunction, divestiture or penalties if the
Commission considers an acquisition would breach s50 (where the parties do not agree to
modify or abandon the proposed acquisition).

The effect of this Option would be to prohibit (major) media acquisitions unless the
Commission (or on appeal, the Tribunal) found it to be not contrary to the public interest. It
should be noted that under this approach media acquisitions would be distinguished from other
acquisitions in the economy which are only prohibited if they are anti-competitive. An

approach similar to this applies in the United Kingdom where all significant newspaper

mergers are referable to the Competition Commission (formerly the Monopolies and Mergers
Commission), even if they are not anti-competitive.

There are weaknesses in this approach. The Commission’s principal focus has been on
guestions concerning ‘economic competition’. It might be thought that the body with this set
of concerns is unsuitable for adjudicating upon questions involving broad judgements about
social policy, diversity in the means of expression of ideas, and so on. It could similarly be
argued that the Tribunal is unsuitable for adjudicating on appeals against Commission
decisions made pursuant to this broader public interest analysis.

Another problem is that the public interest is not defined. Although the current authorisation
process permits a wide interpretation of ‘public benefit’, it would seem essential that criteria
are spelled out as far as possible in the TPA to guide the Commission (and the Tribunal).
Legislation might specify a process for evaluation of the acquisition under the broader public
interest test using such criteria as a requirement that the Commission account for the likely
impact of an acquisition on editorial independence, the free expression of opinion, and the fair
and accurate presentation of névsConsideration might also need to be given as to whether
some wider market definition might be applied that took into account the relative influence of
different types of media in determining whether a media acquisition is contrary to the public
interest.

Thus, the Commission would apply a special public interest test that takes account of the
broader (non-economic) social interests of the community. This public interest test would

%2 Seer Report from the House of Representatives Select Committee on the Print Media, News and Fair Facts,
AGPS, March 1992, at p 235.
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supplement the standard authorisation process which allows the Commission to exempt an
acquisition from the application of the merger provisions when it is likely to result in a net
public benefit.

By amending the TPA to introduce a further public interest test solely for media mergers,
competition law would be treating one industry differently to others. This might appear to
conflict with the goal of national competition policy to apply, as far as possible, universal and
uniform rules of market conduct to all market participants regardless of the form of business
ownership. However, the special treatment that this Option carries with it does not mean that
the media is exempt in any way from the application of the TPA and it can be argued that there
are special policy reasons for this special treatment. It is noted that the TPA aready contains
special provisionsin the areas of telecommunications and liner shipping to deal with particular
elements of those industries.

(V) Inquiry by public interest agency

_ andydsafter application of the Trade PracticesAct |

A different approach would be for legidation to require that any media merger or acquisition
above a certain size be notified in advance to the Commission and be prohibited unless the
parties to the acquisition show it to be in the public interest, where the public interest is
determined by an independent agency which specialises in questions about media diversity.
This shifts the function of the broader public interest analysis from the Commission to an
agency that specialises in the media sector, although the burden of showing a merger isin the
public interest ill rests with the parties, just asin Option 4. This agency would apply the
relevant public interest tests as discussed above to media mergers.

Under this approach, a media merger would face two hurdles. The first would be to satisfy
the Commission that the merger is not anti-competitive under the TPA in its present form; the
second would be the need to satisfy the agency concerned with media diversity that a merger
in any case is not against the public interest. Such a procedure would operate on the basis that
if the Commission considered that competition concerns could not be resolved (eg, by
modification or authorisation), the merger would not be referred to the independent agency for
a broader public interest analysis.

If the Commission took the view that the merger did not breach the TPA, then it would be
analysed by the second agency under a public interest test. Given that competition is one of
the essential public interest criteria of the Government, it might be necessary to coordinate the
processes applied by the two agencies, for instance, by requiring the Commission to provide a
report and/or recommendation on competition issues which would be considered by the
agency in making its public interest analysis.

It may be more appropriate that an agency that specialises in media-related issues undertake

the specia public interest test, while the Commission remains the agency specialising in
competition issues. Under this approach, there is scope for ingtituting a requirement that the
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agency consider any authorisation determination by the Commission or any
report/recommendation that the Commission may make in respect of the acquisition.”
Coordination between the Commission and the specialised agency might minimise any delays
in having two separate agencies scrutinise the acquisition.

Problems may arise from an administrative policy perspective. As mentioned before,
administrative policy requires that there be merits review of (discretionary) Commonwealth
decisions. Accordingly, an appeal procedure from the specialised agency (to the Australian
Competition Tribunal) would need to be devised for any challenges to its decisions.
Conceivably, a media acquisition might face delays and associated costs as appeals are heard in
relation to an authorisation hearing as well as a hearing in respect of the broader public interest
analysis.

5. Foreign ownership restrictions

The policy behind foreign ownership restrictions set out in the BSA is ‘to ensure that
Australians have effective control of the more influential broadcasting services’ (s3(d)). This
policy is given effect in various provisions. Section 57 provides that a foreign person is
restricted from controlling a commercial television broadcasting licence and from having
company interests in a commercial television broadcasting licensee that exceed 15 per cent.
Foreign persons are restricted in aggregate from having company interests in a commercial
television broadcasting licensee above 20 per cent. Further, not more than 20 per cent of the
directors of a commercial television broadcasting licensee may be foreign persons (s58(1)).
There are no foreign ownership limits in relation to commercial radio broadcasting licences.
However, under s109, foreign persons are restricted to 20 per cent of any single pay TV
broadcasting licence, and to 35 per cent in aggregate of pay TV broadcasting licences. These
figures appear somewhat arbitrary and capable of evasion.

In addition to foreign ownership regulation of the media under the BSA, foreign ownership is
also indirectly regulated under tRereign Acquisitions and Takeovers Act 1975. Under this

Act, the Treasurer can examine an acquisition or takeover where a foreign entity controls an
Australian corporation. Control is deemed to be 15 per cent shareholding or control of 15 per
cent of the voting power (or 40 per cent where two or more foreign persons hold an aggregate
controlling interest). The Treasurer is given a discretionary power to approve foreign
ownership proposals.

The Productivity Commission Inquiry should determine whether the restrictions on foreign
media ownership are warranted. It would appear that Australia’s media is being shielded from
the effects of global competition. The BSA and Foeeign Acquisitions and Takeovers Act

1975 could be significant impediments to international competition, as they can be used to

% This might work in away similar to the reporting requirement under s.93(7) of the BSA, under which a pay
TV broadcasting licence must not be allocated if the Commission has reported that, in its opinion, the
allocation of the licence to the applicant would, if Part IV of the TPA applied to the allocation of the licence,
congtitute a contravention of that Part of the Act. This provision is aimed at ensuring consistent application of
competition palicy across the industry.
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block acquisitions of Australian media outlets by foreign media proprietors. As competition is
reduced, so are the prospects of greater plurality and diversity in the media. In addition,
discrimination against foreign media ownership appears to conflict with policies that allow and
encourage international competition in other sectors.

Further, the fear that a foreign-owned media outlet may have undue influence on public
opinion is, arguably, to conclude that there is insufficient competition in the Australian media.
Thisreturns the debate to the issue of increased competition in broadcasting and areview of
entry barriers, especially regulatory barriers such as those which exist in the free-to-air TV
market. The potential for increased competition in broadcasting should arguably undermine
any undue influence of aforeign media proprietor.

The fact that there are no foreign ownership restrictions on commercial radio may indicate
more than a certain arbitrariness in the regulations. It may be that radio is considered to have
less influence than those sectors of broadcasting where foreign ownership restrictions apply.
It may also be the case that the much greater degree of competition in the radio industry
reduces the fears that foreign owners may have some degree of undue influence.

Restrictions on foreign ownership have been tied to the rules restricting cross-media
ownership. Leaving the foreign ownership restrictions as they are whilst changing the cross-
media ownership rules may undermine policy objectives. For example, if the cross-media
ownership rules are abolished in favour of the application of the TPA while foreign ownership
and entry restrictions are maintained, the outcome may be a more concentrated media sector
as the few media proprietors that dominate the marketplace acquire different media outlets.
These media outlets may be considered by the Commission to fall within separate markets
after applying the market definition principles outlined previously. Thus, while economic
concentration in any particular market will not necessarily increase, diversity in control of the
more influential media services will decrease. That is, so long as there are constraints on
international competition, the ability to influence through the mediais greatly enhanced and
concentrated in the hands of afew.

While acknowledging that there are good reasons for subjecting foreign acquisitionsto a
national interest test, several of the options put forward above propose the engagement of a
broad public interest analysis (whether by the Commission or by a specialised agency) the
purpose of which isto take account of the sorts of policy issues raised by ownership, foreign
or otherwise. Therefore, the question of whether foreign media proprietors are more likely to
offend against the public interest than local proprietors would be dealt with under this public
interest test.

6. Other regulation

Under s53 of the BSA, restrictions have been placed on audience reach such that no free-to-air

broadcaster may control licences serving more than 75% of the Australian population. This

regulation would appear to have had the objective of limiting concentration in the free-to-air

broadcast market. There may be some duplication of regulatory regimes given that s50 of the

TPA isdesigned to block those mergers which substantially lessen competition. Of course,

given the geographic dimension of the Commission’s market definition, it may be that s50 of
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the TPA would not prevent a free-to-air network from acquiring, via mergers, 100% audience
reach.

However, it may be appropriate to remove the 75% limit and allow broadcasters to decide on
the audience reach most appropriate for their operations, subject only to the s50 substantial
lessening of competition test and an additional media-specific public interest test. Certainly, in
terms of substantial lessening of competition, the 75% rule may be inappropriate if the free-to-
air market was more contestable via the issuing of new licences subject only to new licensees
meeting government socia objectives such as local content rules.

The anti-siphoning arrangements established under the BSA should also be reviewed during

the Productivity Commission’s inquiry. The Commission is concerned that there may be
significant anti-competitive effects of the list and that the public benefit may be less than what
was expected when the legislation was enacted.

There may be strong social grounds for the maintenance of anti-competitive legislation and
that is for the Inquiry to examine. However, the Commission is concerned that if the social
objectives of the anti-siphoning rules are not being met, then, given their inherent anti-
competitive nature, they should be amended to achieve these objectives or abolished.

The anti-siphoning rules effectively prevent a pay TV operator from acquiring pay TV
broadcast rights to an event on the anti-siphoning list unless and until a free-to-air operator
has acquired free-to-air rights. If the social objective of the legislation is to prevent the
migration of major sporting rights exclusively to pay TV, this objective could be achieved via
less anti-competitive mechanisms. A mechanism whereby pay TV operators were able to
purchase pay TV rights to events on the anti-siphoning list independently of the purchase of
free-to-air rights but were prevented from acquiring free-to-air rights would maintain the
social objectives of the anti-siphoning list while reducing the anti-competitive consequences of
the legislation.

It may also be appropriate to ensure that where rights are purchased, there is an incentive on
the rights-holder to broadcast the event. The Commission notes in this respect that ‘anti-
hoarding’ rules were introduced into the Parliament on 28 June 1999. Under the rules, free-
to-air broadcasters and their regular program suppliers ‘must offer’ to the ABC or SBS for a
nominal charge their live broadcast rights to designated events if they do not intend to
facilitate live television coverage of these evéfits.

7. Conclusions

The Commission has no expressed views on what policy options are preferable in terms of
meeting social and economic objectives of broadcast legislation. However, it takes the general
view that the TPA should be applied to all industries equally in line with the Competition
Principles Agreement. The TPA plays an important role in protecting competition in the

media sector. In this way it also makes an important contribution to diversity and plurality. A

2 Broadcasting Services Amendment Bill (No 1) 1999.
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key question for policy is whether this is sufficient. With respect to questions about cross-
media ownership laws, the issues raised here do not directly involve competition matters.
Accordingly the Commission has expressed no views in this area and mainly seeksto draw
attention to the kinds of options which might be considered if there are to be changesin the
nature of the cross-media ownership laws in the BSA.

Restrictions on foreign media ownership are tied to cross-media ownership rules, and any
change in the cross-media ownership rules will need to be coordinated with aloosening of
foreign ownership restrictions and areview of all regulation that restricts new entry into
broadcast and related markets affected by convergence. Restrictions on foreign ownership
have a direct impact on competition by constraining the competitive influence of foreign media
owners in the Australian marketplace. Restrictions on entry, especialy into free-to-air TV,
protect incumbents from competition and limit opportunities for new media products to be
supplied to consumers. Regulation governing access to bottleneck facilitiesis likely to be
essentia if the competitive benefits of new entry are to be achieved.
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Attachment A

Summary of the Trade Practices Act

(refer ACCC publication, April 1999)
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1. Introduction

1.1  The Australian Competition and Consumer Commission (the Commission) was
established under the Competition Policy Reform Act 1995 (the CPR Act), which came
into operation on 6 November 1995. The Commission was formed from a merger of the
Trade Practices Commission and the Prices Surveillance Authority; taking over the
functions of those two bodies as well as additional functions established under the CPR

Act. .

1.2 The Commission is an independent statutory authority consisting of a Chairman
and Deputy Chairman together with a number of full time, part time and ex-officio

members.,

1.3 It administers Part IIIA (access to essential services, in respect of undertakings and
determinations), Part IV (anti competitive practices), Part IVA (unconscionable conduct),
Part V (unfair trading practices), Part VA (product liability) and Part VII (authonsations
and notifications in respect of restrictive trade practices), of the Trade Practices Act 1974
(the Act) and the Prices Surveillance Act 1983.

1.4 The object of the Act is to enhance the welfare of Australians through the
promotion of competition and fair trading and provision for consumer protection (s. 2).

1.5  The merger and acquisition provisions of the Act fall within the provisions of Part
IV. Section 50 prohibits acquisitions which would have the effect, or be likely to have the
effect, of substantially lessening competition in a substantial market in Australia, in a state
or in a terrttory. The authorisation provisions in Part VII of the Act provide a mechanism
for the Commission, or the Australian Competition Tribunal (the Tribunal) on review, to
exempt mergers from the application of Part IV where they would result, or be likely to
result, in such a benefit to the public that they should be allowed to take place.

1.6  These guidelines update the Comrmission's 1992 draft guidelines, which were
published in anticipation of the amendment of ss. 50 and 50A to take effect from

21 January 1993. Prior to that amendment the Act prohibited acquisitions as a result of
which a corporation would be, or would be likely to be, in a position to dominate a
market, or where such a position would be substantially strengthened.

1.7  The guidelines outline the Commission's policy for the administration and
enforcement of those provisions of the Act that deal with mergers and include an outline
of the factors relevant to the Commission's consideration of a merger matter, including the
authorisation (or exemption) process and the use of enforceable undertakings.

1.8 The guidelines are designed to provide guidance for the business community and
their advisers as well as the public generally. The guidelines cannot provide a prescriptive
response to any particular merger. They provide a guide to the way in which the
Commission approaches the consideration of mergers and acquisitions and the types of
information which are relevant to that consideration. Analysis of any particular merger
requires consideration of the specific market characteristics and their interaction.



1.9  The guidelines do not have any legal basis in determining breaches of the Act, as
final determination of the issues is a matter for the courts. The guidelines state the
Commission's current views and procedures in relation to its administration of the Act,
including the determination of applications for authorisation.

1.10 The vast majority of mergers do not raise competition concerns. Of the 100-150
mergers which have been formally investigated by the Commission each year since the
introduction of the new test, it has objected to fewer than five per cent. In some cases
mergers which the Commission has initially objected to have been resolved by divestiture
and/or the provision of undertakings which address the competition concems. Three
mergers have proceeded to litigation under the current test.! There have been seven
applications for authorisation of mergers under the current test2, three of which were
denied, three were granted and one was withdrawn. One decision was confirmed on
review by the Tribunal and one is currently subject to review.

1.11 If the Commission considers that an acquisition contravenes s. 50 of the Act and
the parties do not agree to modify or abandon the acquisition, it can apply to the Federal
Court for an injunction, divestiture or penalties. Only the Comsmission can apply for an
injunction in relation to merger matters. Other persons can apply for a declaration and
divestiture (including setting aside the acquisition in certain cases). Any person suffering
loss or damages as a result of a merger which breaches s. 50 can apply for damages.

1.12  If the Commission considers that an acquisition of shares outside Australia would
have the effect, or be likely to have the effect, of substantially lessening competition in a
substantial market in Australia and that the acquisition would not result in such a benefit
to the public that it should be disregarded, it can apply to the Tribunal for a declaration to
that effect (s. SOA). The Minister or any other person can also make such an application.
If the Tribunal makes such a declaration, the relevant corporation must cease to carry on
business in the relevant market.

1 Trade Practices Commission v. Rank Commercial Limited & Ors. (1994), ATPR, 41-331: the Commission
obtained an interim injunction to restrain the acquisition and the merger parties subsequently abandoned the
proposal. Australian Competition and Consumer Commission v The Adelaide Steamship Company Limited
& Ors (1996) ATPR 41462: the Commission was unsuccessful in its application for an interim injunction
to restrain the acquisition of the Sydney port tugboat operations of Brambles by Adsteam and Howard
Smith. The Commission subsequently discontinued the proceedings as divestiture was unlikely tobe a
satisfactory remedy. Australian Competition and Consumer Commission v Wattyl (Australia) Pty Limited &
Ors (1996) unreported: the Commission sought ap interim injunction to restrain the acquisition by Wartyl of
the Courtaulds architecturat and decorative paint business, Taubmans. The merger parties gave
undertakings to the Court not to proceed with the proposal prior to the determination of the matter. The
parties subsequently sought authorisation, which was denied, and have now applied for review to the

Australian Competition Tribunal.

2 CSR Ltd, Mackay Sugar Cooperative Association Lid, E D & F Man Australia Pry Lid & Newco (1993},
ATPR 50—138; Davids Ltd (1995), ATPR 50-185; Silver Top Taxi Service Lid (1995), ATPR 50209,
Davids Ltd (1996), ATPR 50-224; DuPont (Australia) Lsd, Ticor Ltd, Howson Algraphy (Australia) Pty
Ltd, Ticor Chemical Company Pty Lud (1996), unreported; Watryl (Australia) Pty Lid, Courtaulds
(Australia) Pty Lid, Taubmans Industries Ltd & Pinchin Johnson (Australia) Pty Ltd (1996), unreported.
An application by Foodland Associated Ltd in 1993 was withdrawn.

2



1.13  The Commission has the power to make determinations in relation to applications
for authorisation of acquisitions which would otherwise be subject to s. 50 or s. 50A. The
Tribunal has the power to review determinations made by the Commission, where an

application for review is made by an interested party.



2. Relevant provisions of the Act

2.1  The provisions of the Act relevant 1o mergers include:

. mergers and acquisitions — 8. 50;

. extraterritorial operation — s. 3(1);

. overseas share acquisitions — s. 50A;

. anti-competitive agreements — s. 45;

. definition of acquisition of shares or assets — s. 4(4);

. market definition — s. 4E;

. lessening of competition includes preventing or hindering — s. 4G;
. power to grant authorisations — . 88;

. determination of an application for authorisation — s. 90;

. application to Australian Competition Tribunal for Review — s. 101;
. injunctions — s. 80;

. divestiture and setting aside acquisitions — s. 81;

. pecuniary penalty —s. 76;

. enforceable undertakings — s. 87B.
2.2 In some cases the relevant provisions of the Act are summarised for ease of
reading. The Act is a complex piece of legislation and while the Commission believes

such summaries are accurate the nature of the Act requires the actual provisions to be
consulted other than in straightforward cases.

23 As from 21 January 1993, s. 50(1)~«(2) of the Act provides:

(1) A corporation must not directly or indirectly:
{(a) acquire shares in the capital of a body corporate; or
b) acquire any assets of a person;

if the acquisition would have the effect, or be likely to have the effect, of substantially lessening
competition in a market.

(2) A person must not directly or indirectly:

(a) acquire shares in the capital of a corporation; or

(b) acquire any assets of a corporation;
if the acquisition would have the effect, or be likely to have the effect, of substantially lessening
competition in a market.

24 As from 21 January 1993, s. S0A(1) of the Act provides:

(1) Where a person acquires, outside Australia, otherwise than by reason of the application
of paragraph (8)(b), a controlling interest (the 'first controlling interest’) in any body corporate and,

4



by reason, but not necessarily by reason only, of the application of paragraph (8)(b) in relation to
the first controlling interest, obtains a controlling interest (‘the second controlling interest’) ina
corporation or each of 2 or more corporations, the Tribunal may, on the application of the Minister,
the Commission or any other person, if the Tribunal is satisfied that -

(a) the person’s obtaining of the second conwrolling interest would have the effect, of be
likely to have the effect, of substantially lessening competition in a market; and

(b) the person’s obtaining of the second controlling interest would not, in all the
circumstances, result, or be likely to result, in such a benefit to the public that the obtaining should
be disregarded for the purposes of this section,

make a declaration accordingly.

Section S0A(8)(b) deals with the definition of 'controlling interest' (see paragraph 3.32
below).

2.5  Section 45(7) removes the application of s. 45 to a contract, arrangement or
understanding insofar as it provides, directly or indirectly, for the acquisition of any shares
in a body corporate or any assets of a person.

2.6  The Act applies to both direct and indirect acquisitions. Section 4(1) makes it
clear that ‘acquire’ is not limited to acquisition by way of purchase but also includes
exchange, lease, hire or hire-purchase.

27  Section 4(4) makes it clear that joint acquisitions and acquisitions of equitable as
well as legal interests are acquisitions subject to s. 50%; but that in the case of assets, an
acquisition by way of a charge and an acquisition in the ordinary course of business are
not acquisitions to which s. 50 applies.

2.8  Section 4G provides:

For the purposes of this Act, references to the lessening of competition shall be read as including
references to preventing or hindering competition.

2.9  Section 4E of the Act provides:

For the purposes of this Act, unless the contrary intention appears, 'market’ means a market in
Australia and, when used in relation to any goods or services, includes a market for those goods or
services and other goods or services that are substitutable for, or otherwise competitive with, the
first mentioned goods or services,

210 Sections 50 and S0A only relate to substantial markets for goods and services in
Australia, a State or in a Territory (ss. 50(6) and S50A(9)).

2.11 The terms 'substantial lessening of competition’, ‘market’ and 'substantial market'
are discussed in section 3 below.

212 Under s. 88(9) of the Act the Commission may, upon application, grant
authorisation to acquire shares in the capital of a body corporate or assets of a person and

3 In Trade Practices Commission v Arnots Lid (1990), ATPR 41-002, creation of an option over shares was
found to create an equitable interest in those shares and therefore constituted an acquisition subject 10 s. 50.

5



while such authorisation remains in force s. 50 does not prevent the person from making
such an acquisition in accordance with the authorisation. The Commission may also, upon
application, grant an authorisation to acquire a controlling interest in a body corporate
within the meaning of s. 50A and while such an authorisation remains in force s. S0A does
not, to the extent specified in the authorisation, apply in relation to the acquisition of that
controlling interest.

2.13  Under s. 90(9) the Commission shall not make a determination granting an
authorisation in respect of a proposed acquisition unless:

It is satisfied in all the circumstances that the proposed acquisition would result, or be likety to
result, in such a benefit to the public that the acquisition should be aliowed to take place.

2.14  Under s. 101(1), the applicant for authorisation or any other person dissatisfied
with the Commission's determination, who the Tribunal is satisfied has sufficient interest,
can apply to the Tribunal for a review of the Commission’s determination.

2.15 The subject of authorisation is discussed in Section 6 below.

2.16 Under s. 87B, the Commission may accept a written undertaking in connection
with a matter in relation to which it has a power or function under the Act except Part X.
If the undertaking is breached the Commission may seek orders from the Court directing
compliance with the undertaking, the giving up of any financial benefit gained from the
breach, compensation for any other loss or damage as a result of the breach or any other
appropriate orders.

2.17 The Commission has published a guideline on its general administration of

s. 87B.4 Although the guideline does not specifically deal with the use of enforceable
undertakings in relation to mergers, many of the general principles apply. The use of
enforceable undertakings in relation to mergers is discussed in section 7 below.

2.18  Under s. 80, only the Commission may seek injunctive relief from the Federal
Court to prevent an acquisition from proceeding. Other persons may institute declaration
proceedings in respect of an acquisition (s. 163A) but the right to seek an injunction has
been expressly limited by Parliament to the Commission (s. 80(1A)).

2.19  Under s. 80(2) where in the opinion of the Court it is desirable to do so, the Court
may grant an interim injunction pending determination of an application. Where the
Commission makes an application seeking an injunction, the Court shall not require the
applicant, or any other person, to give an undertaking as to damages as a condition of
granting an interim injunction.

2.20 Unders. 81 (1), the Court may, on the application of the Commission or any other
person, if it finds, or has in another proceeding under the Act found, that a person has
contravened s. 50 of the Act, give directions to secure disposal of all or any of the shares
or assets acquired in contravention of s. 50. Under s. 81(1A), the Court may declare such

4 Trade Practices Commission (1995), Section 87B of the Trade Practices Act: A guideline on the Trade
Practices Commission's use of enforceable undertakings, August 1995,

6



an acquisition void where it finds that the vendor was involved in the contravention.

S. 81(1C) provides for the Court to accept as an alternative an undertaking from the
person to dispose of other shares or assets owned by the person. S. 81(1B) deals with the
divestiture of controlling interests acquired in contravention of s. S0A. An application
under s. 81(1), (1A) or (1B) may be made at any time within three years after the date on

which the contravention occurred.

221  In certain circumstances, as provided for in s. 76(1) of the Act, the Court may
impose a penalty for a breach of s. 50 of up to $500 000 for an individual and $10 million

for a corporation.



3. Acquisitions subject to the Act

Crown carrying on business and unincorporated organisations

31  Prior to the CPR Act, by virtue of the limitations imposed by Australia’s
Commonwealth Constitution, the Act was limited in its application. Conduct that
amounted to primary contraventions of the Act was basically limited to conduct by
corporations. However, some sections of the Act extended liability for primary
contraventions to non corporate persons. Section 50 (2) of the Act prohibited an

individual from acquiring shares or assets of a corporation where such an acquisition was
likely to result in a substantial lessening of competition in a substantial market.

3.2  The CPR Act, in conjunction with corresponding legislation that each State
Government has agreed to pass, extends the reach of the Act to certain areas or types of
conduct that were previously outside the reach of the Act. The CPR Act passed through
the Commonwealth Partiament on 30 June 1995 and received Royal Assent on 20 July
1995.

3.3  The practical results of the amendments to the Act in relation to the administration
of mergers are as follows.

e The shield of the Crown in the right of the States and Territories will be
abolished in so far as the States or Territories are carrying on business (clause
76 of the CPR Act).

e Section 51(1) of the Act, which provides for exceptions from Part IV of the Act
for conduct that is excepted by laws of the Commonwealth, States or
Territories, is amended, inter alia, so that exceptions from s. 50 and s. 5S0A may
only be made by laws of the Commonwealth. As with all 'new' exceptions
under s. 51, the Commonwealth law must specify the excepted acquisition and
specifically authorise it (clause 13 of the CPR Act). It must be noted that if
there are any current exceptions made by the Commonwealth, State or Territory
laws, the effect of these laws are preserved for a transitional period of three
years (to 19 August 1998) (clause 29 of the CPR Act).

e Acquisitions by non corporate persons will be subject to the Act whether or not
the target of the acquisition is incorporated. This is pursuant to clause 23 of the
CPR Act which inserts Part XIA, The Competition Code', in the Act. Each
Australian State and Territory Government is, with the Commonwealth
Government, a party to the Conduct Code Agreement. Clause 5 of the Conduct
Code Agreement states that each State and Territory that is a party will put for
the consideration of their legislatures, legislation implementing ‘The
Competition Code’".

3.4 Inany situations discussed in paragraph 3.3 above, where the Commission must
make inquiries into an acquisition or proposed acquisition, the process will be the same as
that referred to in section 4 below.



35  Amendments to s. 51(1) of the Act, introduced by the CPR Act, follow the
timetable below:

e the amendments to s. 51(1) came iato force 28 days after the day the CPR Act
received Royal Assent (i.e.17 August 1995);

¢ as discussed above, exemptions pursuant o s 51(1) of the Act that were in place
prior to 19 August 1994 will be subject to sunset clauses and transparency

arrangements;

s where there is Commonwealth, State or Territory law made pursuant to s. 51(1)
of the Act that does not meet the transparency requirements of the amended
section, that conduct will be protected for three years after Royal Assent;

e those laws that do meet the transparency requirements will continue to be
exempt from Part IV of the Act; and

e contracts entered into before 19 August 1994 that were outside the scope of
Part TV of the Act will be 'grandfathered’ so that any anti competitive conduct
pursuant to these contracts will not be subject to the Act. However, any
variations to such contracts will be subject to the Act.

36  The State and Territory legislation implementing The Competition Code’ must be
enacted within 12 months after the day the CPR Act received Royal Assent (i..19 July
1996), in order for the States and Territories to receive the entire financial benefits
envisaged by the National Competition Policy package. Pecuniary penalties will not apply
to conduct subject to competition law for the first time for a further 12 months (i.e. a total
of two years after the day the CPR Act received Royal Assent (i.e.19 July 1997)).
However pecuniary penalties do not apply to activities of the Crown.

Deregulating industries

37  Inrecent years State, Territory and Commonwealth governments have initiated
various pro-competitive reforms, involving horizontal and vertical disaggregation of
government owned monopolies, corporatisation or privatisation and the removal of
various restrictions on the operation of free markets, ¢.g. compulsory acquisition of crops
by agricultural marketing boards and restrictions on the geographic distribution of dairy
products. These initiatives have been given further impetus by the Competition Principles
Agreement, whereby all governments agreed to a systematic review of all legislation
restricting competition. These initiatives have a number of implications for merger policy

administration.

3.8  Deregulation may have a significant impact on market boundaries. For example,
the removal of restrictions on the geographic movement of products will result in market
boundaries being determined by fundamental conditions of supply and demand rather than
artificial regulatory restrictions. Similarly, changes in the licensing arrangements for
financial institutions may result in greater supply side substitution and broader product

markets.



3.9  Deregulation may also have a significant impact on barriers to import competition
or new entry. Import quotas and tariffs restrict the supply elasticity of imports and the
import parity price at which import competition constrains domestic prices. Government
licensing often directly limits the number of potential participants in a market, e.g.
broadcasting markets. Liberalisation or abolition of these requirements can ease or
remove barriers to entry and any competition concems relating to acquisitions in these

markets.

3.10 Privatisation of government assets will in future generally be subject to the Act.
The Commission will scrutinise proposed acquisitions by private sector competitors,
suppliers or customers which could potentially result in a substantial lessening of
competition in a substantial market. Where assets are being disaggregated to promote
competitive markets, the Commission will want to ensure that this intent is not
undermined through acquisition by horizontally or vertically related parties where this
would have the effect of substantially lessening competition in a relevant market.

3.11 Subsequent to the privatisation and disaggregation of assets, both horizontal and
vertical, the Commission will scrutinise any proposed mergers and acquisitions to ensure
that the pro-competitive effects of disaggregation are not undone. Where statutory
monopolies are removed in vertically related markets, ¢.g. grain storage and trading, the
Commission will be concerned to ensure that any proposed vertical mergers between
incumbents do not have the effect of preventing or hindering the development of
competition in relevant markets (s. 4G, see paragraph 2.20).

3.12 Where governments are planning to remove restrictions on the supply of particular
products, the Commission will scrutinise proposed acquisitions which might seek to pre-
empt the competitive effects of such deregulation. For example, the merger of two dairy
product manufacturers who do not currently compete in the same geographic market may
nevertheless have the effect of preventing or hindering competition in broader geographic
markets post deregulation.

Overseas acquisitions

3.13  Section 50 applies to conduct, the relevant conduct being the acquisition of shares
or assets. To the extent thai the acquisition (the conduct) occurs in Australia, then the Act
applies without any extraterritorial scope. To the extent that the acquisition occurs outside
Australia, the Act may apply depending on its extraterritorial scope. The Commission has
taken the view that the acquisition occurs ( as opposed to the agreement ot transaction)
where the property is situated. This is an unsettled area of the law.

3.14 In summary, the Act applies to the following acquisitions.
(a) Acquisitions of property within Australia. This includes acquisitions of:

. shares in Australian companies, wherever the transaction is entered into, as
the shares are domestically situated;

. domestic businesses;

. local intellectual property such as trade marks; and
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L local plant and equipment.
(These acquisitions are covered by virtue of s. 50)

(b) Acquisitions of property wherever situated if the acquirer is:

. incorporated in Australia;

. carries on business in Australia;
. an Australian citizen; or

. ordinarily resident here.

(These acquisitions are covered by virtue of s. 50 and s. 5(1))

(©) If (a) and (b) above do not apply, acquisitions of a controlling interest
(presumably shares in almost all cases) in a body corporate where that body
corporate has a controlling interest in a corporation.

(These acquisitions are covered by virtue of s. 50A)

315 Section 5(1) of the Act extends Parts IV, IVA and V to the engaging in conduct
outside Australia by corporations incorporated in, or carrying on business within,
Australia or by Australian citizens or persons ordinarily resident within Australia.
Accordingly, as stated in paragraph 3.14 (b) above, if a foreign corporation carries on
business within Australia, or an individual, who is not an Australian citizen, carries on
business in Australia or is resident in Australia, their acquisition activities inside or
outside of Australia are subject to the Act where they are likely to substantially lessen
competition in a substantial market in Australia. Similarly, an acquisition of an
unincorporated business by an Australian corporation, foreign corporation or an individual
or an unincorporated business trading within Australia (these latter two by virtue of the
enactment of the CPR Act) will be within the jurisdiction of s. 50 of the Act.

3.16 There have been a number of Court decisions about the term ‘carrying on business
within Australia’. It may apply to a foreign corporation that carries on business in
Australia by way of an agent or a wholly owned Australian subsidiary. This is particularly
the case where the degree of involvement by the foreign corporation in the direction of the
business of the subsidiary is such as to go beyond a passive shareholding, or for example,
where the Australian subsidiary has been set up to run its business as part of the
worldwide organisation of the foreign corporation. It has also been held that the
acquisition of, and licensing of, intellectual property rights within Australia by a foreign
corporation is likely to constitute carrying on business in Australia.’

3.17 There are also foreign acquisitions in which the acquirer may not be considered as
carrying on business within Australia. Prior 1o 1986 the Act did not extend to regulating
this conduct. The 1986 amendments to the Act that led to the enactment of Section 50A
extend the Act's jurisdiction to apply to these acquisitions.

5 Amalgamaied Wireless (Australia) Led. v. McDonnell Douglas Corporation (1987), 77 ALR 537, and
Tycoon Holdings Ltd. v. Tencor Jetco Inc (1992), ATPR 41-183. See also TPCv The Gillette Company
(No.I) (1993) 45 FCR 366 and TPC v The Gillette Company (1993} ATPR 41-278.
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3.18 Paragraph 2.4 above sets out the elements of Section 50A. The main differences
between Section 50A and Section 50 are as follows.

e Section 50A applies to the overseas acquisition by a person of a controlling
interest (defined in s. 50A(8) — see paragraph 3.32 below) in a body corporate,
who by reason of that acquisition obtains 2 controlling interest in a corporation
(e.g. a domestic trading company or foreign company registered in Australia);
whereas s. 50 may not apply as the acquisition has occurred overseas and s. 5(1)
may not operate as the acquirer may not be a body corporate incorporated or
carrying on business in Australia or be an Australian citizen or be a person
ordinarily resident here.

o Section S0A and s. 50 are procedurally different. s. 50A requires an application
by the Minister, the Commission or a person to the Tribunal for a declaration
(on grounds discussed below) with a statutory sanction (s. SOA(6)); whereas
breaches of s. 50 are determined in and by the Federal Court.

e The factors for the assessment of acquisitions or proposed acquisitions under
s. 50 and s. 50A are different. In an application to the Tribunal pursuant to
s. SOA, the Tribunal shall assess whether the obtaining of the controlling
interest will substantially lessen competition in a substantial market and wiil
also assess whether it will not result in such a benefit to the public that it should
be disregarded for the purposes of the section. In effect, the Tribunal refers to
the test in s. 50 as well as that set out in s. 88 and 90 of the Act (by way of sub
s. S0A (1A) and (1B)); whereas under s. 50, the Commission and the Federal
Court do not consider the issue of benefit to the public unless the parties to the
acquisition apply to the Commission for authorisation.

3.19 The effect of a declaration is that, by the end of six months from the date of the
declaration, the corporation or corporations in which the person has the controlling
interest, shall not carry on business in Australia. Contravention of the declaration opens
the corporation or corporations to all the remedies available under the Act.

Partial shareholdings

320 When the s. 50 test was amended from 'dominance’ to 'substantial lessening of
competition', the provisions dealing with related or associated corporations were removed.
Section 50 now applies to any acquisition of shares which would have the effect, or be
likely to have the effect, of substantially lessening competition in a substantial market.
Paragraph 13 of the Explanatory Memorandum states that:

Under the new merger test, it is the effect on competition which is important, rather than the
particular position of the acquiring furm. In determining whether competition is likely to be
lessened, inter-finm relationships which are likely to exist after the merger may of course be a
relevant consideration.

3.21 Under the dominance test, the Commission needed to consider the question of
control or influence, but under the new test there is no such requirement. The issue to be
examined is simply the effect of the acquisition on competition. While questions of
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control or influence will be important, anti-competitive effects may arise from
shareholdings which do not necessarily confer such control or even influence.

322 The following are some of the potential anti-competitive effects of shareholdings
below a level delivering control®:

e horizontal acquisitions may reduce competitive zeal between rivals and increase
the motivation and capacity to coordinate firm conduct;

e acquisitions in one market by parties who are rivals in another market may
facilitate coordinated conduct in the second (or third) market;

e vertical acquisitions may result in foreclosure of rival suppliers;

e horizontal and vertical acquisitions may provide access to commerciatly
sensitive information in relation to competitors; and

o horizontal and vertical mergers may block potentially pro-competitive mergers
and rationalisation.

323 If a firm has a significant shareholding in a rival firm, it may be less inclined to
compete head to head with that firm, since to do so would result in a transfer of revenue
between commonly held assets and would likely reduce overall profitability. Coordinated
conduct, to maxirnise joint profits, becomes more atiractive. Where the incentives lie in
particular circumstances depends on the relative value of the assets as well as the
percentage shareholding. The extent to which coordination can succeed depends on
features of the product market (see paragraph 5.156 below) and the degree of influence
which one firm has on the conduct of the other. Partial shareholdings and directorships
may encourage coordination by reducing the incentives for ‘cheating’, making departures
from agreed behaviour harder to conceal and facilitating the exchange of information
between firms.

324 Two parties who compete in one market may acquire shares in a company or
participate in a joint venture in another market. This may facilitate coordinated conduct in
the first market. Furthermore, while the third party might not compete in the first market,
it is possible that all three might compete in a third market, for example in the acquisition
of inputs. For example, free-to-air television channels jointly participating in the
provision of subscription television (which may or may not be in the same market), but
which do compete for the acquisition of programming.

325 Acquisition of shares in a supplier may provide an incentive to favour that supplier
over others, boosting the profitability of that shareholding, which may in tum foreclose
rivals opportunities to sell to the acquirer. Acquisition of shares in a customer might
induce that customer to buy from the acquirer, whose votes might be used against
management, foreclosing sales opportunities from rival suppliers.

326 Firms may be able to gain access to commercially sensitive information about their
rivals through either horizontal or vertical acquisitions. Debt holders may also have

6 See Areeda and Turner, Ansi-Trust Law, Volume 5, at pp.318-319.
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access to significant information. Information such as costs, revenues, bids, contracts,
forward supply estimates, marketing campaigns and new product plans etc. may be
available. The level of information available will depend on the nature and level of the
shareholding. If the shareholding is sufficient to secure a position on the board of
directors, more information is likely to be available.

3.27 A shareholding of over ten per cent in a company is sufficient to block compulsory
acquisition of all the shares by another party. This in turn may allow the minority
shareholder to prevent rationalisation of two weak rivals and the creation of a more

competitive firm.

3.28 Acquisition by one company of a controlling interest in another company may
permit two firms to effectively operate as a single entity, with the ability to maximise joint
profits. While a majority shareholding would ensure control, much lower shareholdings

might also be sufficient.

3.29 Itis not possible to proscribe a level of shareholdings which would or could
deliver control over a company. However, when considering any particular acquisition,
factors which need to be taken into account when considering whether 2 shareholding is
sufficient to deliver control of a company include:

o the 6wnership distribution of the remaining shares and securities, including
ordinary ang preference shares and any special shares;

o the distribution of voting rights, including any special voting rights;

¢ whether other shareholders are active or passive participants at company
meetings;

e any restrictive covenants or special benefits attaching to shares;

e any pre-emption rights in relation to the sale of shares or assets;

o any other contracts or arrangements between the parties;

e the rights and influence of any significant debt holders;

e the composition of the board of directors; and

e the company's Articles of Association.

330 The framework for competition analysis set out in Section 5 below is relevant for
all share acquisitions, whether or not they deliver control of the target firm. Unless the
parties compete in the same market or in vertically related markets, competition concerns
are unlikely to arise. Similarly, if the combined market share of the companies is small, or
if there is strong import competition or low entry barriers, competition concerns are
unlikely to arise. However, where share acquisitions do not deliver control, additional
consideration must be given to inter-company relationships and the types of competition
concems discussed above.

331 Section 50A of the Act, which deals with acquisitions outside Australia (see
paragraphs 2.4 and 3.13-3.19 above), only applies to acquisitions which deliver a
controlling interest in 2 body corporate and thereby result in the acquirer obtaining a
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controlling interest in a corporation (e.g. a domestic trading company or the holding
company of such a company).

3.32  Section S0A(8) in essence defines a ‘controlling interest’ to require that a
corporation becomes, directly or indirectly, a subsidiary of the acquirer. Section 4A in
turn provides that a corporation will be a subsidiary of another body corporate where: 1t
controls the composition of its board of directors; is in a position to cast more than 50 per
cent of the maximum number of votes that can be cast at a general meeting; or holds more
than 50 per cent of the issued share capital (excluding limited participation shares).

333 The Commission may, under section 50, also consider the collective effect of
shareholdings that are acquired incrementally over a period of time. In particular, the
Corporations Law permits acquisitions beyond 20 per cent (the normal takeover
threshold), of up to three per cent every six months without triggering the requirement for
a full takeover offer. The initial acquisition may not raise substantial competition
concerns, and each incremental acquisition may not give rise to a substantial lessening of
competition in its own right. However, collectively the acquisitions may give rise to
competition concerns and may eventually deliver control of the target company. The
Commission considers that the Act may apply to such creeping acquisitions.

3.34 Partial share acquisitions may also occur through one party buying out another
party in a joint venture arrangement. The framework for analysis of the competitive
effects of mergers in general is equally applicable to joint venture buy-outs. However,
additional factors need to be taken into account; in particular, the structure of the joint
venture and the changes to that structure brought about by the acquisition. For example, if
a joint venture is set up by downstream market participants as a monopoly supplier of
inputs (the parties to the joint venture continuing to compete in the downstream market), it
may be organised simply on a cost sharing basis in order to benefit from economies of
scale; or it may be established as a profit maximising public company. In the first case, a
buyout by one party of the other parties may result in monopoly pricing; but in the second
case the company is already likely to be exploiting any monopoly power.
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4. Notification and Commission consideration of
proposed mergers

4.1  There is no formal requirement that parties to a proposed acquisition must advise
the Commission prior to entering into an agreement to effect an acquisition (unless the
parties seek to formally apply to the Commission for authorisation — this is discussed in
section 6 below). However, the Commussion is commonly advised of such proposals.

4.2  In addition to parties to a proposed acquisition approaching the Commission, the
Commission is, on occasions advised by other regulators of proposed acquisitions.
Regulators such as the Foreign Investment Review Board, The Australian Stock
Exchange, The Australian Securities Commission, the Australian Broadcasting Authority
and Austel all provide the Commission with invaluable information and assistance with its
inquiries. (The Commission also, from time to time, receives complaints by market
participants about an acquisition).

4.3  Similarly, subject to restrictions to which various regulators are subject about the
exchange of information, the Commission also liaises with, and seeks assistance from
overseas regulators such as the Commerce Commission in New Zealand, the Department
of Justice and the Federal Trade Commission in the United States, the Bureau of
Competition Policy in Canada and the Monopolies and Mergers Commission in the UK.
In particular, due to Australia’s closer economic relations with New Zealand the
Cormmission often liaises with the Commerce Commission.

Informal consideration of mergers

44  The Commission encourages parties to approach the Commission, on an informal
basis, as soon as there is a real likelihood that a proposed acquisition may proceed, and
certainly well before the completion of an acquisition.

4.5  Parties may approach the Commission either on a confidential basis or on the basis
that the proposed acquisition is in the public domain.

4.6  If the requirements of the parties are that the proposed acquisition is confidential,
the Commission is unlikely to be in a position to provide the parties with its finalised view
about the acquisition. The Commission's position is that it requires the views of market
participants prior to providing a final response to parties whether it considers that a
proposed acquisition of shares or assets may or may not contravene the Act.

4.7  The range of responses to a confidential proposal that parties can expect from the
Commission include the following:

o the Commission considers that the proposed acquisition would substantially
lessen competition and requests the parties not to proceed;

e the Commission has some concerns in relation to the proposed acquisition
(which will be set out), but does not propose to oppose the acquisition prior to

making market inquiries;
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e in the absence of market inquiries the Commission does not propose to express
an opinion, but does not intend to oppose the acquisition at this point in time.

48  The Commission is concerned to ensure that it does not give inappropriate comfort
to the parties and then, upon undertaking market inquiries, come to the view that the
merger would be likely to substantially lessen competition. This will be of particular
concern to the Commission for proposals which affect markets in which it has little, or

little recent, experience,

49  Whether or not parties approach the Comrmnission on a confidential basis, the
Commmission encourages the parties to lodge a written submission setting out the

following:
» background information about the parties,

e the structure of the market, including any relevant information about other
major market participants; and

e an analysis of the proposed acquisition in terms of the factors referred to in
section 50 (3) of the Act.

Section 5 below discusses in more detail the factors and information relevant to the
Commission's consideration of a proposed acquisition.

4.10 As stated in paragraph 4.6 above, the Commission will not give its finalised view
to parties to a proposed acquisition without making market inquiries. The type of market
inquiries the Commission may wish to undertake include consulting with:

® COmpeLiLors;

» suppliers;

* customers;

» industry associations;

e government agencies and departments;

® Qverseas agencies;

e consumer groups; and

e trade unions.

Section 5 below sets out the type of information that may be sought by the Commission
from the abovementioned persons in order to delineate the boundaries of the market and to
consider the factors under s. 50(3) which determine whether the acquisition has the effect,
or is likely to have the effect, of substantially lessening competition.

4.11 The length of time it will take the Commission to provide its response following an
informal approach will vary depending on the particular circumstances of a matter. The
Commission will be responsive to the commercial time frame of the parties. At the
confidential stage, that is where the Commission is unable to make market inquiries, an
informal response should be available within two to three weeks. In those cases where it
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is appropriate to undertake market inquiries, a general guide to the time frame for a
Commission decision is:

e in matters that the Commission is satisfied do not breach the merger thresholds,
the Commission may inform the parties within 10 to 15 days that it does not
propose to take any action at that time;

e in matters which do appear to breach the merger thresholds, the Commission
will usually require about a month to make market inquiries and consider the
matter;

e in those few major cases which raise very substantial issues and the
Commission is likely to have a problem with, the Commission may take six to
eight weeks to fully consider the matter.

412 The Commission is concerned that it has sufficient time in which to make inquiries
and give proper consideration to each matter. As stated in paragraph 4.4 above, the
Comumission encourages parties to a proposed acquisition to approach the Commission
before the completion of the acquisition. There are certain circumstances in which the
Commission believes it is quite important for it to be advised of a proposed acquisition.

(a)  Where a person proposes an acquisition by way of a takeover
announcement (and Part C Statement), advising the Commission prior to the
announcement gives the Commission the opportunity to prepare itself to undertake
market inquiries immediately upon the announcement. Further, if there may be an
issue under s. 50, the parties may wish to approach the Commission with
appropriate undertakings aimed at allaying any likely Commission concern. An
example of such a situation was Davids Ltd's (Davids) Part C takeover offer for
Independent Holdings Ltd (IHL), where THL held more than 30 per cent in Davids
only competitor, Composite Buyers Ltd (CBL), in the Victorian and New South
Wales grocery wholesaling market. Davids agreed to divest the shares if the
Commission formed the view that the interest which it would acquire in CBL
would be anti-competitive. In that way Davids was frec to proceed with its offer
for IHL without the threat of Commission intervention (the issue of undertakings is
referred to further in section 7 below). The Commission ultimately did not oppose
that acquisition.

(b)  Similarly, where a person proposes an acquisition by way of a takeover
scheme (and Part A Statement), the Commmission is of the view that being advised
prior to the registration of the offer and Part A Statement is more likely to facilitate
the Commission's inquiries in such a way as to have least impact on the offer
process. One issue the Commission suggests should be considered, and on which
it would encourage consultation, is the question of whether the offer should be
conditional on the Commission's indicating that it would not oppose the proposed
acquisition. In appropriate cases, the Commission may seek an undertaking from
the offeror that such a condition not be waived without reasonable notice to the

Comrmission.
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4.13 I the Commission concludes that a proposed acquisition would, or would be likely
to have the effect of substantially lessening competition, the Commission will advise the
parties of its view. The parties may then take the following action:

e abandon the proposal;

e modify the proposal to address any of the likely anti-competitive consequences,
either informally or formally by way of undertakings pursuant to s. 87B of the
Act (s. 87B of the Act will be discussed further in section 7 below);

» apply for authorisation if the acquirer considers it may be able to establish that
the proposal would result in a net public benefit (see section 6 below);

e take their own risk and seek to complete the acquisition; or

o seck a declaration that the proposed acquisition does not contravene the Act.

The Commission's responses to anti-competitive acquisitions

Injunctions

4.14  As stated in paragraph 2.18 above, the Commission, pursuant to s. 80 of the Act, is
able 1o seek a permanent injunction to restrain an anti-competitive merger. A private
litigant cannot seek an injunction to restrain a proposed acquisition.

4.15 The Commission will, when it is of the view that a proposed acquisition is likely to
substantially lessen competition, seek an informal undertaking, or an undertaking pursuant
to s. 87B of the Act, from the parties not to proceed (the issue of undertakings will be
discussed further in section 7 below). If the parties do not give that undertaking the
Commission will seek to stop the acquisition proceeding. The Commission does not
consider that it is normally appropriate for it, in carrying out its statutory functions, to
allow the acquisition to proceed and later seck divestiture. The Commission considers
that its responsibility is to protect the public interest in competition and the interest of
consumers generally by seeking to prevent acquisitions which, in its view, will
substantially lessen competition. Ultimately, the question of whether an acquisition will
in fact substantially lessen competition or not is a matter for the Court.

4.16 The Commission can, if it believes that a proposed acquisition would substantially
lessen competition, seek an interim injunction from the Federal Court to stop the proposed
acquisition going ahead, prior to a final hearing. The Commission sometimes seeks an
urgent ex-parte injunction, to hold the status quo for a few days, prior to a full interim
injunction hearing.

4.17 Where the Commission has sought an interim injunction, the matter proceeds to a
final hearing in the usual way. If the Commission is successful at the final hearing the
Court may grant a permanent injunction.

4.18 At the interlocutory stage, the Court must assess whether there is a serious issue to
be tried and, if so, whether the balance of convenience lies in favour of stopping the
acquisition pending the final hearing. There is rarely little real debate that there is a
serious issue for the Court to determine.
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4.19 The Commission recognises that determining where the balance of convenience
lies in a particular case will be a difficult matter for the Court to determine, and it will
often be further complicated by the proffering of undertakings by the potential acquirer
designed to address specific competition concerns.

420 The Commission considers that the public interest and the interests of consumers
in the protection of competition reflected in s. 50 (and s. 80 — the injunction power)
should rank ahead of the private interests of the parties. In the Rank case, the Full Court
stated:

There is, however, a public interest in preventing an impairment of FAL's [the target company]
competitiveness if such an impairment is seen to be a possible consequence of an acquisition of
shares, undertaken in anticipation of a further proposed acquisition, where there is a serious
question to be tried about the lawfulness of both acquisitions.”

4.2]1 In some cases it may be appropriate for the Commission to seek an ex-parte (re.
without notice to the other party) interim injunction. The Commission will do so where it

considers that:

e notice to the parties may enable them to take some step to defeat the
effectiveness of any injunction granted; or

o where the urgency of the situation requires it.

4.22  An ex-parte injunction is usually sought by the Commission after it has requested
the parties to provide an undertaking not to proceed with the proposed acquisition and that
undertaking has not been given. In these circumstances the Commission will seek an ex-
parte injunction if it considers that notice to the parties will give them an opportunity to
proceed with, or put in train, their proposal prior to an injunction being granted or where
formal notice is not feasible (in such cases informal notice may be given).

4.23 Typically, once an ex-parte injunction is granted a full interim injunction hearing
at which all parties are represented will be scheduled within days or weeks.

Pecuniary penalties

424  As stated in paragraph 2.21 above, s. 76(1) of the Act states that the Court may
impose a penalty for a breach of s. 50 of up to $300 000 for an individual and $10 million
for a corporation. The Commission has instituted penalty proceedings in respect of a
merger in the past and will consider the option of such proceedings in the future in
appropriate circumstances.

Divestiture

4.25 If the Commission is of the view that an acquisition that has been completed has
substantially lessened competition in a substantial market, the Commission may apply to
the Federal Court for an order pursuant to s. 81 of the Act that the acquirer dispose of the
shares or assets acquired in contravention of the Act or may apply to the Court for a

7 Rank op.cit, at 42,391.
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declaration that the acquisition is void (resulting in the vendor refunding the consideration
for the acquisition).

The Public Register

4.26 Following a recommendation of the Griffiths Committee$, the Commission has
established a public register of all mergers considered by it.

427 That register does not include confidential or other sensitive information, but
would otherwise include brief details of a proposed merger (including the names of the
acquirer and target), 2 product description and brief reasons for the Commission's

response to that acquisition.

8 House of Representatives Standing Committee on Legal and Constitutional Affairs (1989), Mergers,
takeovers and monopolies: Profiting from Competition 2, AGPS, Canberra.
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5. Assessing the competitive effects of a merger

5.1  The role of sections 50 and 50A is to contribute to the maintenance of competitive
markets in Australia. A breach of section 50 occurs or relief under s. 50A is available
where a merger would have the effect, or be likely to have the effect, of substantially
lessening competition in a substantial market for goods or services in Australia, in a State
or in a Territory.

52  This section explains the approach which the Commission proposes to adopt in
assessing the likely competitive effects of a merger.

53  To determine whether any pasticular acquisition breaches s. 50 or is eligible for
relief under s. SOA requires an assessment of the following matters:

o what is the relevant market;
e is that market substantial; and

o will the acquisition be likely to substantially lessen competition?

However, the three elements are interrelated. Identification of the relevant market is an
integral part of the evaluation of the competitive effects of a merger; and only when the
relevant market has been delineated, can its substantiality be determined.

Substantial lessening of competition

54  Competition is a process of rivalry between firms, where each market participant is
constrained in its price and output decisions by the activity of other market participants.

Tn QCMA the Tribunal quoted with approval the report of the U.S. Attomey-General's
National Committee to Study the Antitrust Laws:

The basic characteristic of effective competition in the economic sense is that no one seller, and no
group of sellers acting in concert, has the power to choose its level of profits by giving less and
charging more. Where there is workable competition, rival sellers, whether existing competitors or
new or potential entrants in the field, would keep this power in check by offering or threatening to
offer effective inducements ...!°

5.5 The Tribunal went on to staie:

[n our view effective competition requires both that prices should be flexible, reflecting the forces
of demand and supply, and that there should be independent rivalry in all dimensions of the price-
product-service packages offered to consumers and customers.

9 Ali references to the ‘merged firm' should be read as applying equally to the acquiring firm and the target
firm in cases of partial share acquisitions.

10 United States Attorney-General's National Committee to Study the Antitrust Laws (1955}, Report, p.320;
quoted in Re Queensland Co-operative Milling Association Lid and Defiance Holdings Ltd (1976), ATPR

40012, at 17,245.
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Competition is 2 process rather than a sitation. Nevertheless, whether firms compete is very much
a matter of the structure of the markets in which they operate. The elements of market structure
which we would stress as needing to be scanned in any case are these:

(i) the number and size distribution of independent sellers, especially the degree of market
concentration;

(ii) the height of barziers to entry, that is the ease with which new firms may enter and secure a
viable market;

(iii) the extent to which the products of the industry are characterised by extreme product
differentiation and sales promotion;

(iv) the character of ‘vertical relationships’ with customers and with suppliers and the extent of
vertical integration; and

(v) the nature of any formal, stable and fundamental arrangements between firms which restrict
their ability to function as independent entities." 11

5.6  Competition is inhibited where the structure of the market gives rise to market
power. Market power is the ability of a firm or firms profitably to divert prices, quality,
variety, service or innovation from their competitive levels for a significant period of
time.!2 Dawson J. in QWI quoted approvingly the Kaysen and Turner definition of market
power:

A firm possesses market power when it can behave persistently in a manner different from the

behaviour that a competitive market would enforce on a firm facing otherwise similar cost and
demand conditions. '3

Firms with market power have discretion over their price and output decisions;
competitive firms are compelled to perform by the discipline of the market.

57  Section 50 differs from the other prohibitions contained in Part IV of the Act,
because it regulates market structure, 10 prevent the creation of or an increase in market
power and consequent anti-competitive conduct, rather than directly regulating that

conduct.

58  The conduct which is prevented by s. 50 may be unlawful, involving breaches of
other sections of Part IV, or it may be lawful conduct which would nevertheless be anti-
competitive, resulting in less efficient markets and consumer detriment. The first category
would include conduct such as price fixing and predatory pricing; the latter would include
conduct such as tacit price coordination or unilateral price rises.

59  The Cooney Committee, whose inquiry recommended the change of test in s. 50,
took the view that the best way to protect against misuse of market power is to prevent it
being created in the first place. It quoted Treasury's submission that:

" OCMA, op.cit., at 17, 246.
12 Or any other aspect of the competitive process of its performance outcomes.

13 Kaysen and Turner (1959), Antitrust Policy, p.75; Queensiland Wire Industries Pry. Lid. v. The Broken
Hill Proprietary Company Limited & Anor (1989) ATPR 40-925, at 50,015.
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The potential anti-competitive effects, which may be difficult and costly to detect and act against
under current arrangements, may better be avoided by preventing mergers than by applying other
sections of the TPA (and other legislation).1*

5.10 The Attorney-General's second reading speech at the time of the amendments to
s. 50 reiterated the preventive nature of merger regulation:

Merger regulation is an important element of any law aiming to preserve levels of competition.
Mergers can lessen competition, potentially providing increased scope for price rises of collusive
behaviour and lessening dynamic factors such as the rate of innovation. These possible detriments
provide the rationale for government intervention in the area of mergers.'3

5.11 Market power may be exercised either unilaterally by a single firm, or coordinated
among firms. The unilateral exercise of market power does not depend on the cooperation
of other market participants. A firm with unilateral market power can assume that its
rivals will behave competitively in response to market prices, but nevertheless their
capacity to defeat a price rise is limited. By contrast, the coordinated exercise of market
power depends on the cooperative or accommodating actions of other market participants.

5.12  Under the previous ‘dominance’ test, the major goal of merger enforcement was to
inhibit the acquisition or expansion of unilateral market power by a firm which would be
in a position to dominate a market.

5.13 However, not all mergers increasing unilateral market power would have been
prohibited by the test. In particular, markets for differentiated products will generally
permit the exercise of some degree of unilateral market power by firms which are not
dominant, but which have a large market share and strong brand loyalty. Mergers which
facilitate a significant increase in the exercise of such market power would be considered
to 'substantially lessen competition'.

5.14 In addition, mergers which are likely to facilitate the exercise of coordinated
market power through explicit or tacit collusion, conscious paralielism or learned
behaviour, would also be considered to 'substantially lessen competition'.

5.15 The primary reason for being concerned about mergers, especially between
competitors, is that they increase the likelihood that the merged firm would have greater
scope to set prices above the competitive level, or otherwise distort competitive outcomes,
either alone or in coordination with other firms selling the same product. However, it is
well recognised that mergers can also yield significant benefits. These sometimes take a
traditional form — internal efficiencies such as economies of scale or scope or
transactions savings through vertical integration — but it is also recognised that mergers
are an important aspect of the overall 'market for corporate control', in which outsiders
who believe they are able to improve the efficiency of a firm are prepared to bid above
current market values. Hence, a blanket prohibition against mergers, even mergers

14 Senate Standing Committee on Legal and Constitutional Affairs (1991), op-cit., p-39.
15 Hansard, Tuesday 3 November 1992, p.2406.
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between competitors, would be inappropriate. Only those mergers which would have the
effect, or be likely to have the effect, of substantially lessening competition are prohibited.

516 The word substantial has been the subject of differing interpretations in different
contexts and in relation to other sections of the Act. It has sometimes been interpreted as
meaning 'real or of substance’ and sometimes as 'large or weighty'. In relation to s. 47 of
the Act, Smithers J. stated in Dandy Power:

To apply the concept of substantially lessening competition in a market, it is necessary to assess the
nature and extent of the market, the probable nature and extent of competition which would exist
therein but for the conduct in question, the way the market operates and the nature and extent of the
contemplated lessening. To my mind one must look at the relevant significant portion of the
market, ask oneself how and to what extent there would have been competition therein but for the
conduct, assess what is left and determine whether what has been lost in relation to what would
have been, is seen to be a substantial lessening of competition. I prefer not to substitute other
adverbs for 'substantially’. ‘Substantiaily' is a word the meaning of which in the circumstances in
which it is applied must, to some extent, be of uncertain incidence and a matter of judgement.
There is no precise scale by which to measure what is substantial. [ think in the conlext,
particularly the penalty and other remedies for contraventions of the Act, and the nawre of trade
which is the subject of the Act, the word is used in a sense importing a greater rather thap a less
degree of lessening. Accordingly in my opinion competition in a market is substantially lessened if
the extent of competition in the market which has been lost, is seen by those competent to judge to
be a substantial lessening of competition. Has competitive trading in the market been substantially
interfered with? It is then that the public as such will suffer ...

Although the words 'substantially lessened in a market’ refer generally to a market, it is the degree
to which competition has been lessened which is critical, not the proportion of that lessening to the
whole of the competition which exists in the total market. Thus a lessening in a significant section
of the market, if a substantial lessening of otherwise active competition may, according to the
circumstances, be a substantial lessening of competition in a market. 6

5.17 The Explanatory Memorandum states that:

The term 'substantial lessening of competition’ is used widely through the Principal Act. Itis here
intended to mean an effect on competition which is real or of substance, not one which must be
large or weighty.!”

This was clarified by the government during the Bill's passage through the Senate:

In signifying its intention that that word as now proposed to be used in s. 50 should bear the
meaning 'real or of substance’, the Government intends that the test should apply to effects on
competition which are not merely discernible but which are material in a relative sense in the
impact they may have upon effective competition in the market place. 18

5.18 Hence, the threshold in s. 50 would appear to be a relative one, either qualitative or
quantitative. Where there is a reasonable likelihood that prices in the relevant product
market will be maintained at a significantly greater level than they would be in the

16 Dandy Power Equipment Pty. Lid. v. Mercury Marine Pty. Lid. (1982), ATPR 40-313, at 43 887-43,888.
17 Trade Practices Legislation Amendment Bill 1992: Explanatory Memorandum, para.i2, p.4.
18 Hansard, 10 December 1992, p.4776.
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absence of the merger, or where competitive outcomes would be otherwise distorted, the
Commission will consider there to be a substantial lessening of competition.

5.19 Increased exposure to global markets is placing pressure on domestic firms to
reduce costs, improve quality and service and innovate in order to become more
competitive. Mergers may be one means of achieving such efficiencies. Section 50 is
concerned with the lessening of competition in a market, not with the competitiveness of
individual firms. However, an acquisition which increases the competitiveness of the
merged firm may also increase (or not substantially lessen) competition in a market.!?
While efficiencies generally arise as a question of public benefit, which falls for
consideration under authorisation (see section 6), they are relevant in a s. 50 context to the
extent that they impact on the level of competition in a market.

5.20 The analysis of efficiencies in a s. 50 context must be integrated within the
framework of competition analysis, rather than being considered as a 'trade-off’ with
competition effects, as might be done in an authorisation context (see section 6 below).
The relevant question is the effect or likely effect of the merger on firms’ abilities and
incentives to compete in the relevant market, including any effect flowing from
efficiencies:

The weight and significance accorded to different types of efficiencies should be a function of their
magnitude and probability, the degree to which they likely will enable the merged firm not only to
be a better competitor but to enhance (or not lessen) competition and thus berefit consumers, and
the delay with which these consumer benefits are to be realized.?®

5.21 Inconsidering whether a merger is likely to substantially lessen competition, the
Commission will not simply compare the pre- and post-merger scenarios. Section 4G
defines a lessening of competition to include preventing or hindering competition. In
some circumstances, it may be that without the merger, competition would be likely to
increase in the relevant market and that the merger will prevent or reduce the potential
increase in competition. Hence, for example, in a market where entry is difficult, a
merger which forestalls entry to the market may be considered to substantially lessen
competition. Alternatively, a merger may replace an unstable oligopolistic coordination
of prices with a single firm's market power. Although prices may be no higher after the
merger than before, there is no longer the possibility that price coordination will break
down and competition break out between the merged firms. This too could be considered
a substantial lessening of competition.

5.22 The preceding discussion has centred on the exercise of market power and
potential lessening of competition on the supply side of the market. However, it is also
possible for market power to be exercised in an analogous way on the demand side of the
market. Where firms have market power on the demand side of the market they may be in

19 Alternatively, an acquisition may increase the competitiveness of the acquiring firm but diminish the level
of compelition in the market.

20 « Anticipating the 21st Century: Competition Policy in the New High-Tech, Global Marketplace’ Volume
1, A Report by the Federal Trade Commission Staff, Antitrust & Trade Regulation Report, Vol.70 No.1765,
Special Supplement, June 6 1996, p-5-36.
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a position to impose a significant price decrease, or other deterioration in terms, on sellers,
depressing output below its competitive level.

523  In many industries the exercise of such market power is not possible, even by a
large buyer, because supply will be highly price elastic; either because unit costs are
constant or declining over a large output range and/or because the product is traded
internationally and domestic supply can be readily diverted to export markets. Firms will
rapidly remove resources from the (domestic) market in response to any attempt to
depress price below its competitive level.

524 However, there are significant exceptions to this. In particular, many primary
industries, which utilise scarce resources, are characterised by less than perfectly elastic
supply, reflecting diminishing returns from scarce resources. One of the few merger cases
to reach the courts, Australian Meat Holdings, involved the creation of a dominant
position in the acquisition of fat cattle in North Queensland.2! Similarly, labour intensive
industries, particularly where workers have limited alternative employment opportunities,
such as clothing manufacture, are often characterised by less than perfectly elastic supply.
In some industries, while long run supply may be highly price elastic, short run supply is
often not: and if Jong run adjustments take an extended period, there may be the
opportunity and incentive for considerable competitive damage to occur.

The analysis of substantial lessening of competition

525 In evaluating whether a merger is likely to have the effect of substantially
lessening competition in a substantial market, section 50(3) requires regard to be had to a
non-exhaustive list of 'merger factors™

(a) the actual and potential level of import competition in the market;

(b) the height of barriers to entry to the market;

(¢) the level of concentration in the market;

(d) the degree of countervailing power in the market;

(e) the likelihood that the acquisition would result in the acquirer being able to
significantly and sustainably increase prices or profit margins;

(f) the extent to which substitutes are available in the market, or are likely to be
available in the market;

(g) the dynamic characteristics of the market, including growth, innovation and
product differentiation;

(h) the likelihood that the acquisition would result in the removal from the market
of a vigorous and effective competitor;

(i) the nature and extent of vertical integration in the market.

21 Trade Practices Commission v. Australian Meat Holdings (1988), ATPR 40-876; and Australian Meat
Holdings Pty Lid v. Trade Practices Commission (1989), ATPR 40-932.
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5.26  The Explanatory Memorandum to the Trade Practices Legislation Amendment Bill
1992 makes it clear that the list of factors in s. 50(3) is non-exhaustive and that some of

the factors are interrelated:

This is not an exhaustive list, and some of the factors are interrelated ... In considering a proposed
acquisition, regard is to be had to the factors specified in the list, but of course there may be other
factors that would need to be taken into account in any particular case, and the weight to be given
to any factor, whether included in the list or otherwise found to be relevant, has to be deternined in
the context of the facts of the case.??

5.27 In analysing the likely effect of a merger or acquisition, the Commission has
organised the statutory factors into a five stage evaluation process. The process is
designed to give clear signals to the business community, wherever possible, as to the
Commission's likely attitude to potential mergers; and to minimise the costs of
compliance, data collection and analysis for both the parties to a merger and the
Commission. This process is represented diagrammatically in Figure 1.

5.28 The first step is to define the relevant market, in its product, functional, geographic
and time dimensions. This is a necessary prerequisite for the calculation of market shares
and identification of other market characteristics, such as the height of barriers to entry.
The Commission's approach to market definition is discussed in paragraphs 5.36-5.78
below. H the market is not considered to be substantial, the Commission will take no

further action,

5.29  Subsequent stages require the collection and analysis of increasingly complex data.
At each stage, 'safe harbours' indicate mergers and acquisitions which are unlikely to be of
concemn to the Commission. However, parties cannot conclude without reference to the
Commission whether or not an acquisition will be opposed. For example, the calculation
of market shares hinges on the identification of the relevant market, which is often an
issue of contention and the Commission will not necessarily accept the parties’ market
definition. Where mergers exceed the concentration thresholds, the Commission will
undertake its own analysis of the effectiveness of import competition and the height of
barriers to entry, which may not accord with submissions put forward by the parties.

5.30 If the market is considered to be substantial, the Commission will next consider
market concentration. Concentration measures are used as a screening device to eliminate
the need for detailed market studies where a merger is unlikely to give rise to any
competitive concerns. The Commission has established concentration thresholds below
which it is considered unlikely that a merger would give rise to a substantial lessening of
competition. The basis for these thresholds is discussed further in paragraphs 5.84-5.96
below. However, acquisitions resulting in concentration levels above the thresholds are
not considered to give rise automatically to a substantial lessening of competition. Rather
the thresholds establish the need for further qualitative evaluation of market conditions.

22 Explanatory Memorandum, op.cit., para.15, p.5.
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Figure 1: The assessment of substantial lessening of competition

MARKET DEFINITION
() <15%if CR4>75% or
(i) <40% if CR4<75%
MARKET SHARES . Substantial lessening of
competition unlikely
(1) >15% and CR4>75% or
(ii) >40%
Imports are an effective
antidote to the exercise
of market power
IMPORT COMPETITION Substantial lessening of
competition unlikely
Imports do not provide
an effective antidote to
the exercise of market power
i Effective entry
' highly likely )
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competition unlikely
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5.31 If the merger is not within the 'safe harbour’ established by the concentration
thresholds, the Commussion will first consider the level and nature of import competition.
The Commission's concern will be to establish whether imports provide or are likely to
provide a competitive discipline on the merged firm which is greater than would be
indicated by their market share; and in particular whether import competition will be
adequate to prevent the exercise of domestic market power. The Commission's approach
to this evaluation is discussed in paragraphs 5.97-5.107.

5.32 If import competition is not considered to impose an effective competitive
discipline on the merged firm, the Commission will then go on to consider whether it is
likely that new entrants will establish themselves in the market on a sufficient scale within
a reasonable period of time to inhibit the exercise of market power by the merging firm.
Barriers io entry are discussed further in paragraphs 5.108-5.121.

5.33 If effective entry is not considered a likely outcome, the Commission will then
constider other indicators of market structure and conduct which impinge on the likely
competitive impact of a merger. These factors are discussed in paragraphs 5.122-5.166.
These factors may have a positive or negative impact on the likely competitive effect of a
merger. The Commission will consider the interaction of all relevant factors in reaching a
conclusion on whether 2 merger is likely to substantially lessen competition.

5.34 The Commission wili only conclude that a merger or acquisition will result, or be
likely to result, in a substantial lessening of competition in a substantial market after
consideration of all the statutory merger factors and any other relevant issues.

5.35 If the Commission concludes that a merger or acquisition is likely to substantially
lessen competition, it will consider any actions which might be taken to alleviate the
expected impact of the merger, and whether such actions can be covered by effective
enforceable undertakings. Where parties consider there may be significant public benefits
arising from the merger, they may wish to apply for authorisation. Sections 6 and 7 below
discuss authorisation and enforceable undertakings in greater detail.

Market definition

5.36 The Act requires that the assessment of substantial lessening of competition be
related to a market. Delineation of the relevant market also helps to focus the analysis of

competition effects.

53.37 Section 4E provides that the term market ‘includes a market for those goods and
services and other goods and services that are substitutable for, or otherwise competitive

with, the first-mentioned goods or services’. Merger factor (f) also requires the
Commission to consider the extent to which substitutes are available in the market or are

likely to be available in the market.

5.38 Section 4E was introduced following a recommendation of the Swanson
Committee that the definition of market should:

... requtire that, in the determination of a 'market’ for particular purposes, regard shall be had to
substitute products which have a reasonable interchangeability of use and which have high cross-
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elasticity of demand, Le. where a small decrease in the price of a particular product would cause a
significant quantum of demand for a similar product o switch to the product in question.23

5.39 Inaddition to demand side substitutability, the Tribunal and the courts have
established the need t0 consider supply side substitutability, where the same production
and distribution facilities can be used to produce and sell two of more products. In AMH,

Wilcox J. stated:

A market is the field of activity in which buyers and sellers interact and the identification of market
boundaries requires consideration of both the demand and supply side. The ideal definition of the
market must take into account substitution possibilities in both consumption and production.?

In QWI, Dawson J. stated in the High Court:

In setting the limits of a market the emphasis has historically been placed upon what is referred to
as the 'demand side’, but more recently the 'supply side’ has also come to be regarded as significant.
The basic test involves the ascertainment of the cross-elasticities of both supply and demand, that is
to say, the extent {0 which the supply of or the demand for a product may be substituted for
another, an important consideration in any definition of the market.?®

540 A market involves four dimensions:
¢ product;

geographic;
functional; and

* Ume.

541 The merged firm is the starting point for delineating the relevant market. In this
way, the market which is identified is that which assists in the analysis of the likely
competitive effects of the merger.28 A different market may be relevant for the analysis of
a different merger or different conduct. For example, in the Ansefz merger case, the
relevant market was found to be an Australian car rental market; whereas in the Budget
case, concerning exclusive contracts for rental booths, the relevant market was found to be
a market for rental car services at Auckland Airport.?

5.42 Market definition is the process of identifying the sellers and buyers which
effectively constrain the price and output decisions of the merged firm. Itis an integral

23 Trade Practices Act Review Committee (1976), Report to the Minister for Business and Consumer
Affairs, p.17, para. 4.22.

24 AMH (1988), op.cit., at 49,480.
25 QWI, op.cit., at 50,014.

26 Neville R. Norman and Philip L. Williams (1983), “The Analysis of Market and Competition under the
Trade Practices Act’, Australian Business Law Review, December. pp.396-420.

27 Trade Practices Commission v. Ansetl Transport Industries (Operations) Pty. Lid. (1978), ATPR 40-071;
Auckland Regional Authority v Mutual Rental Cars (Auckland Airport) Lid. (1988), 2 NZBLC 99-1 10;
Maureen Brunt (1990}, ‘Market Definition Issues in Australian and New Zealand Trade Practices
Litigation’, Australian Business Law Review, April, p.125.
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part of competition analysis. An appropriate definition of the market is the critical
underpinning for the evaluation of 'substantial lessening of competition’, the calculation of
concentration ratios and the evaluation of import competition: and barriers to entry.

543 In QWI, Mason C. J. and Wilson J. said:

In identifying the relevant market, it must be borne in mind that the object is to discover the degree
of the defendant's market power. Defining the market and evaluating the degree of power in that
market are part of the same process, and it is for the sake of simplicity of analysis that the two are
separated.Z8

This approach was adopted by the Full Federal Court in AMH, where Pincus J. stated:

... the process of identification of the relevant market must be carried out keeping in mind the
object of doing so; in the instant case that is to determine whether the appellant was at the relevant
time in 2 position to dominate the market, or was by the acquisition placed in such a position.

The linking together of the process of definition of the market and its object implies some
flexibility in the former.?*

5.44 Substitutability may be thought of in terms of a price elevation test: what would be
the response on the demand side and the supply side to a small percentage increase in the
price of the merged firm's product? As the Tribunal commented in QCMA:

A market is the area of close competition between firms or, putting it a little differently, the field of
rivalry between them.... Within the bounds of a market there is substitution — substiution between
one product and another, and between one source of supply and another, in response to changing
prices....

It is the possibilities of such substitution which set the limits upon a firm's ability to "give less and
charge more'. Accordingly, in determining the outer boundaries of the market we ask a quite
simple but fundamental question: if the firm were t 'give less and charge more’ would there be, to
put the matter colloquially, much of a reaction?3

545 Where the relevant market should be delineated is a question of degree. The
Tribunal stated in Tooth & Tooheys:

... all competition or substitution does not cease at the outer boundaries of the market; the economy
as 2 whole is a network of substitution possibilities in consumption and production; competition is
a matter of degree.3!

In QIW (1993), Spender J. stated:

Indirectly, the retail pricing and product policies of the major chainstores, because they act as an
ultimate constraint on the pricing policy of independent retailers, also actas a constraint on the
prices Davids and QIW can charge independent retailers without threatening their continued
viability. However, the relevant inquiry is whether the existence of these restraints acts as such a

28 QWI, op.cit., at 50,008.

29 AMH (1989), op.cit. at 50,104,

30 9CMA, op.cit., at 17,247,

3 Re Tooth & Co. Ltd.; in re Tooheys Lid. (1979), ATPR 40-113, at 18,196-18,197.
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significant check on the power of Davids and QIW that it is correct to say that they are in close
competition with the independent retailers and the chainstores retail outlets. In my view, this is not
the case. The restraints operating here are of an uitimate nature only, and in this sense restraints
exist on the power of all monopolies.>2

Spender J.'s approach was confirmed by the Full Federal Court on appeal, with reference
to the Tribunal's statements in QCMA and Tooth & Tooheys. 3

5.46 The process of market definition can be viewed as establishing that area of
product, functional and geographic space within which a hypothetical current and future3+
profit maximising monopolist would impose a small but significant and non-transitory
increase in price (SSNIP) above the level that would prevail absent the merger’S. More
generally, the market can be defined as the smallest area over which a hypothetical
monopolist (or monopsonist) could exercise a significant degree of market power. This
would only be possible if all sources and potential sources3® of close substitutes for the
merged firm's products have been included in the definition of the market.

5.47 The process of establishing the market boundaries starts with the product,
geographic and functional area of supply covered by the merged firm. It is then extended
in its product, geographic and functional dimensions to include all those sources, and
potential sources, of close substitutes which would otherwise make it non profit-
maximising for the hypothetical monopolist to impose a SSNIP or otherwise exercise a
significant degree of market power. If consumers would switch their demand to close
substitutes and/or firms would switch their production to supply the customers of the
merged firm, it will not be profit maximising for the hypothetical monopolist to impose a
SSNIP and the relevant market needs to be expanded to include these sources of substitute
products.

32 OIW Rezailers Lid v Davids Holdings Pty Lid & Ors; Attorney-General of the Commonwealth v Davids
Holdings Pty Limited & Anor (1993), ATPR, at 41,142,

33 Davids Lid (1994) ATPR 41-304, at 42,087.
34 That is, not subject to the threat of entry.

35 This is the standard used in the US and Canadian merger guidelines, except that the latter only refers to a
present monopolist, which would appear to incorporate potential entrants into the market. The appropriate
base price for such a test has been the subject of some debate. The Cellophane case (United States v. E.L
DuPont De Nemours & Co., 351 U.S. 377, 76 5.Ct. 994,100 L.Ed. 1264 (1956)) indicated the dangers of
using current prices as the base price for market definition where that price reflects limit pricing by a
monopolist to the point where cross elasticities are relatively high. Where current prices reflect market
power which would be likely to be undermined by new entry or the breakdown of coordinated pricing
absent a proposed merger between the incumbent and the entrant or between the two coordinating firms,
using current prices to define a broad market could result in the conclusion that the merger would not
substantially lessen competition. However, in other merger cases, such an approach could result in
excluding a firm's closest rival and takeover target from the market. By using the likely future price absent
the merger as the relevant base price, the market is defined in a way which is relevant to the conduct at
issue, by identifying and including the closest substitutes to the merging firms product(s).

36 Including production and distribution capacity which could rapidly switch to supplying the relevant
product, but not including new entrants.
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5.48 Of course history is unlikely to have provided us with such an experiment, and
data is unlikely to be available on all the relevant cross-elasticities of demand and supply,
to establish precise market boundaries according to the above definition of the relevant
market. However, the Commission considers this to be the appropriate analytical
framework within which to make the necessary judgements in analysing the qualitative
data and information it will necessarily have to rely on. In particular, the question of price
competition is seen to be critical; if a product or supplier does not place any effective
constraint on the price which the merged firm could charge for its product, the two
products or suppliers will not be considered to be in the same market.

5.49 Note that it is the collective effect of substitution which determines what is in or
out of the relevant market. A number of substitution possibilities, each of which is
insufficient alone to defeat a SSNIP, may collectively have that effect.

5.50 The price elevation test does not require that all products included in the market
should have the same price. Within a market, there can be product differentiation. The
relevant question is the degree of constraint imposed on the price and output decisions of
the merged firm. As Wilcox J. stated in AMH:

The existence of price differentials between different products, reflecting differences in quality or
other characteristics of the products, does not by itself place the products in different markets. The
test of whether or not there are different markets is based on what happens (or would happen) on
either the demand or the supply side in response to a change in relative price.37

551 In order to establish the relevant market for a proposed merger, the Commission is
concerned to establish the potential sources of competitive, that is close, substitutes for the
product(s) of the merging parties. Following the practice of the Tribunal and the
Australian courts, the Commission will consider substitution possibilities on both the
demand and supply side when identifying the competitive constraints which delineate the

relevant market.

552 On the demand side, the Commission will examine which goods or services
consumers consider to be close substitutes for the merged firm's product and which
geographic sources of supply they consider to be substitutable. If cross-price elasticity of
demand is high, such that in the event of a significant price rise, or equivalent exercise of
market power, by the merged firm, consumers would switch to purchasing these
alternatives to the extent of defeating such a price rise, these products and sources of
supply will be included in the relevant market.

5.53  On the supply side, the Commission will consider which suppliers could, without
significant investment, switch their production and/or distribution facilities to supply a
substitute product to that supplied by the merged firm, or switch from supplying another
geographic area to that supplied by the merged firm. If cross-price elasticity of supply is
high, such that in the event of a significant price rise, or equivalent exercise of market
power, by the merged firm, these suppliers would switch their supply to the extent of
defeating the price rise, these suppliers will be included in the relevant market.

37 AMH (1988), op.cit, at 49,480,
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5.54 Market entry is distinguished from supply side substitution by the requirement for
significant investment in production, distribution or promotion. For example, producers
of T-shirts and shoes may be able to readily switch production and distribution facilities
from supplying one size of garment or shoe to supplying another size. On the other hand,
while a cannery could physically switch from the production of dog food to the production
of canned peaches, the firm may need to make a significant investment in promoting the
product for it to gain market acceptance.

5.55 When considering substitution possibilities, it is sometimes necessary to consider a
chain of substitution possibilities creating 'ripple effects', or the 'linking principle’.3® If A
and B are substitutable and B and C are substitutable, should A and C be considered to be
part of the same market? This question arises most frequently in relation to geographic
market definition, but may also arise in relation to product market definition, particularly
markets for differentiated goods and services. The argument has received a mixed
reception from the courts. It was rejected in TNT* but found favour in Ansetr®,

556 The Commission considers that the relevance of ripple effects depends on whether
they constrain the price and output decisions of the merged firm. This in turn will depend
on the degree of substitutability between different products or locations. For example,
many retail markets are characterised by a continuum of geographic substitution across
metropolitan areas, although stores at either extremity of the market are not in direct
competition. If a significant price increase in one suburb would be defeated by customers
shopping in neighbouring suburbs, where prices are in turn constrained by prices in the
next suburbs, and this effect continues across the metropolitan area, the latter will be the
relevant geographic market. By contrast, many wholesale markets are characterised by
distribution over broadly state-based regions, with limited overlapping substitution at the
edges. Such a limited overlap will not generally be sufficient to expand the relevant
geographic market, since transport costs mean that substitution would be insufficient o
render unprofitable a significant price increase in one state.

5.57 Market definition and/or the effect of a merger in such a product or geographic
spectrum will also depend on the relative location of the parties in that spectrum. Where
firms are adjacently located in the spectrum, the relevant market may be a narrow one and
competition concerns are more likely to arise. Identification of sub-markets may also be a
useful tool of competition analysis in this context (see paragraphs 5.73-5.75 below).

558 Delineation of the relevant product market (or markets) requires identification of
the bundie of goods and services supplied by the merged firm and sources, or potential
sources, of substitute products. Starting with the product (or products) supplied by the
merged firm, each product market is gradually expanded to incorporate those firms which

38 Brunt (1990), op.cit., pp.104-105; 8. G. Corones and Neville Norman (1994), ‘Markets, Competition and
Market Power’, ATPR 2-555.

39 Trade Practices Commission v TNT Management Pry Ltd (1985), ATPR 40-512,
40 Trade Practices Commission v Ansett Transport Industries (Operations) Pty Ltd (1978), ATPR 40-071.
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supply, or would supply, a closely substitutable product in the event of a significant price
rise, or equivalent exercise of market power, by the merged firm.

559 In establishing the relevant product dimension of the market, the Commission will
have regard to the following types of information.

End use of the product and potential substitutes.
e Physical and technical characteristics of the product and potential substitutes.
e Costs of switching purchases between the product and potential substitutes.

e Views and past behaviour of buyers regarding the likelihood of substitution
between products.

o Costs of switching production and distribution systems from another product
line to a product which is closely substitutable with the relevant product.

e Views, business records and past behaviour of suppliers regarding the impact of
price and marketing decisions by the suppliers of potential substitute products
on their own pricing and marketing decisions.

e Relative price levels and price movements of the product compared to potential
substitutes.*!

560 Delineation of the relevant geographic market (or markets) involves the
identification of the area or areas over which the merged firm and its rivals currently
supply, or could supply, the relevant product and to which consumers can practically turn.
Starting with the geographic area (or areas) supplied by the merged firm, each geographic
market is gradually expanded to incorporate Sources of supply to which consumers would
turn and firms which supply, or would supply, the relevant product into that area in the
event of a significant price rise, or equivalent exercise of market power, by the merged

firm.

561 In establishing the relevant geographic dimension of the market, the Commission
will have regard to the following types of information.

« The convenience to customers of accessing alternative sources of supply.
o The costs of switching to alternative sources of supply.

e Views and past behaviour of buyers regarding the likelihood of switching
between geographic sources of supply.

e The costs of transportation or access to the alternative sources of supply.

41 Note that proportional price movements do not necessarily indicate that two products are in the same
market; price movements may be correlated due to the use of a common input, which may bear no relation
to the degree of substitutability between the products. However, a lack of corvelation will generally indicate
that two products are poor substitutes and should not be included in the same market. See Prices
Surveillance Authority (1993), Using Econometrics in Market Definition and Market Power Assessment,
Discussion Paper No.7. Evidence regarding the pass-through of unique cost increases and their effect on
demand will provide a useful indication of a firm or firms ability to impose a SSNIP.
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¢ The penshability of the product.

¢ Any regulatory or other practical constraints on suppliers selling to the
customers of the merging firms.

o The costs of extending or switching production and distribution systems to
supply the customers of the merging firms.

¢ Views, business records and past behaviour of suppliers regarding the impact of
price and marketing decisions in one geographic area on supply from another
geographic area.

e The relative price levels and price movements of different geographic sources
of supply.#2

562 Section 4E defines a market to be a market ‘in Australia’, while s. 50(6) defines a
market to be a market ‘in Australia, in a State or in a Territory’. Arguably, the Act does
not require that the relevant market be defined as wholly within Australia, only that at
least some part of it be in Australia. For practical purposes, there will generally be
significant discontinuities in substitution between domestic and imported supply. In most
cases, the Commission will define the relevant market to be Australia or a part of
Australia (but including imports). However, in some circumstances it may be relevant to
define the market as broader than Australia, e.g. trans-Tasman, or even a world market.

563 Delineation of the relevant functional market requires identification of the
functional level(s) at which the merged firm will operate and close substitution -
possibilities, either product and/or geographic, at another functional level (not bertween
functional levels) which would constrain the merged firm from imposing a significant
increase in price, or equivalent exercise of market power.

5.64 In relation to product substitution, this primarily involves consideration of the
extent to which vertically integrated suppliers constrain the price and output decistons of
non-integrated suppliers. If the merged firm supplies an input A to downstream producers
of B, and competition between those producers of B and integrated producers of Aand B
is sufficient to constrain the price and output decisions of the merged firm in relation to
product A, the integrated suppliers will be included in the relevant market; either by
defining the market to inciude both A and B, or by including the output of both integrated
and non-integrated firms in a market for A. It is 2 necessary but not sufficient condition
that the integrated suppliers operate in the same downstream product and geographic
market(s) as the non-integrated customers of the merged firm. In QIW (1993), Spender J,
confirmed by the Full Federal Court, found that even if independent retailers competed in
the same retail market(s) as the chainstores, a merged Davids-QIW would retain a small
but significant degree of pricing discretion.** In QIW (1995) the Tribunal defined a
market for the distribution of groceries to the public, incorporating both wholesale and
retail functions.# However, the Tribunal rejected the submission that independent

42 See footnote 40 and AMH (1988), op.cit.. at 49,492-49,493.
43 OIW (1993), op.cit., at 41.142-41,143; and Davids (1994), op.cit., at 42,088-42,089.
44 Re Queensiand Independeni Wholesalers Lid. (1995) ATPR 41-438.
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wholesalers were de facto vertically integrated with their independent retail customers and
in the context of significant market transactions between the two considered it appropriate
to define a wholesale functional sub-market, where terms and conditions contained a
discretionary element and were subject to particularly close competition between
independent wholesalers.

5.65 In relation to geographic substitution, it is also necessary to consider whether the
geographic markets in which the customers of the merged firm supply their output are
broader than the geographic area in which the merged firm operates; and the extent to
which downstream suppliers from different geographic areas constrain the upstream
pricing of the merged firm. If the merged firm supplies an input A to downstream
producers of B over a geographic area C, and competition between producers of B in area
C and producers of B in area D is sufficient to constrain the price and output decisions of
the merged firm in refation to the supply of product A in area C, the suppliers of A and B
in area D will be included in the relevant market.

566 In establishing the relevant functional market, the Commission will have regard to
the types of information listed in paragraphs 5.59 and 5.61 above, to establish the relevant
product and geographic market in which the customers of the merged firm operate. Where
that product or geographic market incorporates sources of substitution and competitive
restraint which have not already been incorporated in the product and geographic market
identified in relation to the merged firm, the Commission will consider the following types
of information to determine whether those constraints are sufficient to prevent the merged
firm significantly increasing price, or an equivalent exercise of market power:

e The proportion of customers’ costs represented by the merged firm’s product;

e The gross margin of the merged firm in proportion to the total price charged to
its customers;

e Views, business records and past behaviour of suppliers regarding the impact of
prices and marketing decisions by the downstream rivals of its customers on
their own pricing and marketing decisions;

¢ The relative price levels and price movements of the merged firm and the
downstream rivals of its customers.*3

567 The time dimension of the market refers to the period over which substitation
possibilities should be considered. In Tooth & Tooheys, the Tribunal stated:

It is plain that the longer the period allowed for likely customer and supplier adjustments to
economic incentives, the wider the market delineated. In our judgement, given the policy
objectives of the legislation, it serves no useful purpose to focus attention upon 2 short-run
transitory situation. We consider we should be basically concemed with substitution possibilities

in the longer run.46

43 See footnote 40.
46 Tooth & Tooheys (1979), op.cit., at 18,196.
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The Commission will consider substitution possibilities over the longer term, but still in
the foreseeable future, that will effectively constrain the exercise of significant market
power by the merged firm.

5.68 The Commission recognises that competition and substitution are dynamic
processes:

... effective competition is fully compatible with the existence of strictly ‘limited monopolies’
resting upon some short run advantage or upon distinctive characteristics of product (including
location). Where there is effective competition, it is the ongoing substitution process that ensures
that any achievement of market power will be transitory.4”

5.69 Thus, for example, the New Zealand Court of Appeal confirmed a New Zealand
High Court decision that there was a New Zealand album market rather than a separate
market for each album.#¢ Richardson J. stated:

Viewed in relation to product and time the single album definition of market ignores commercial
realities. It focuses on short nun phenomena. It presents a snapshot rather than a moving picture of
continuing commercial activity. ... The emphasis on product differentiation arises precisely because
there is a range of products competing for the consumer's attention. And the movement of albums
in and out of the charts and their constantly shifting positions are clear evidence of the manner in
which, and the extent to which substitution takes place.4?

5.70 Planned deregulation may change the relevant product and geographic market
boundaries in some industries (see paragraph 3.8). Whether or not the Commission
defines the relevant market according to current substitution possibilities will depend on
the timing and certainty of deregulation, the extent to which current price and output
decisions are constrained by future substitution possibilities, and the extent of anti-
competitive detriment that is likely to occur prior to deregulation.

5.71 Where substitution requires significant new investment by producers or
consumers, these sources of competition will not be included in the relevant market, but

will be considered under market entry.

5.72 Significant excess capacity in an industry may result in geographic movements of
product that would not be sustainable in an equilibrium situation. Where such effects are
likely to be transitory, the Commission does not consider them to be a relevant basis to

determine the geographic market.

573 In some cases it may be useful to identify sub-markets. In Australia sub-markets
are used to refer to segments of markets which are characterised by some discontinuity in
substitution possibilities or special characteristics. In Tooth & Tooheys, the Tribunal

stated:

Within the bounds of the market, substitution possibilities may be more or less intense, and more or
less immediate: the field of substitution is not necessarily homogeneous but may contain within it

47 Brunt (1990), op.cit., p.96.
48 Tpy Tone Ltd v. Festival Records Retail Marketing Ltd. (1988), 2 NZBLC 99-113 and 99-135.

49 Try Tone Lid., op.cit., 99-135 at 103,293,
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sub-markets wherein competition is especially close or especially immediate. There may be, too,
certain key sub-markets such that their competitive relationships have a wider effect upon the
functioning of the market as a whole. In these matters we have found that the identification of sub-

markets may be rather helpful in clarifying how competition works.50

5.74 Sub-markets are used as a tool to analyse the functioning of the market as a whole,
but not as a legal standard of liability.5! In Tooth & Tooheys, licensing restrictions within
the Sydney and Newcastle areas had a significant impact on competition in the broader
NSW market. For a merger to breach s. 50, there must be a substantial lessening of
competition in the market as a whole; although its effects may be primarily or entirely felt
in particular sub-market(s).

5.75 Sub-markets may be used to identify groups of customers with differing tastes or
substitution possibilities (both product and geographic), who therefore have different price
elasticities of demand; or to identify groups of consumers with different levels of
countervailing power. Although each group of consumers buys in the same product and
geographic market, if supply side substitution by rivals is insufficient and there is no
arbitrage between groups of customers, the merged firm will be able to price discriminate
between groups of customers. For example, cans can be substituted for glass containers to
varying degrees by different users; and anchor tenants in shopping centres have some
countervailing power in relation to landlords, where most specialty tenants do not. Hence,
the competitive impact of a merger may be felt disproportionately by different groups of
consumers. The identification of sub-markets is a tool in the analysis of these competitive
effects.

5.76 The identification of the precise market boundaries may be difficult on the basis of
available evidence regarding substitution possibilities. It is only critical to delineate the
market precisely to the extent that is necessary to determine the competitive effect of a

merger.

5.77 While most mergers will involve the identification of markets where there is actual
trade in goods or services, this is not necessarily the case. In QWI, Deane J. stated:

The most that can be said is that 'market’ should, in the context of the Act be understood in the
sense of an area of potential close competition in particular goods and/or services and their

substitutes.3?
and:

.. a market can exist if there be the potential for close competition even though none in fact exists.
A market will continue to exist even though dealings in it be temporarily dormant or suspended.
Indeed, for the purposes of the Act, a market may exist for existing goods at a particular level if
there exists 2 demand for (and a potential for competition between traders in) such goods at that
level, notwithstanding that there is no supplier of, nor trade in, those goods ata given time —

50 Tooth & Tooheys, op.cit., at 18,197.
S1 Brunt (1990), op.cit., p.117; Singapore Airlines Lid v Taprobane Tours WA Pty Ltd (1992) ATPR 41~
159.

52 QWI, op.cit., at 50,012,



because, for example, one party is unwilling to enter any transaction at the price or on the
conditions set by the other.”3

Dawson J stated:

.. the existence or non-existence of sales of a product cannot conclude whether a market exists or
not. It must be sufficient to constitute a market that there is a product for exchange, regardless of
whether exchange or negotiation for exchange has actually taken place.>*

For example, a proposed acquisition may involve the prevention of trade and competition
in an intermediate product by forestalling entry.

5.78 In some cases mergers may occur between firms which are involved in the
development or production of new products where no trade currently exists. Such a
merger may have a substantial effect on potential competition.

Substantial market

5.79 Section 50 only applies to acquisitions in a substantial market. This qualification
was introduced into the Act to remove de minimis matters from scrutiny.

5.80 The courts have not considered the meaning of the word substantial in relation to
market. In other contexts, the courts have sometimes interpreted substantial to mean real
or of substance and sometimes to mean large, weighty or big. Thus, 'substantial’ can be
used in either a relative or absolute sense.

5.81 Inany particular case, it will be a matter of judgement whether a market is
considered to be ‘substantial’. The Commission will take account of both quantitative and

qualitative issues.

5.82 While a market may be small relative to the national economy, it may be
substantial in the context of a state or regional economy.

5.83  Furthermore, whether or not a market is considered substantial will depend on the
pervasiveness of the prices and outputs determined in that market. Thus, for example, a
product which is an essential but small ingredient in the production of one or more other
products with large markets, may be considered to be substantial in this sense.

Market concentration

5.84 Merger factor (c) requires the Commission to consider the level of concentration in
the market. Market concentration refers to the number and size of participants in the
market. A concentrated market is a necessary but not sufficient condition to enable the
exercise of market power. If the relevant market is properly defined, a firm or firms will
not normally be able to exercise market power in the absence of a significant market

share.

53 QWI, op.cit., at 50,013,
54 OWI, op.cit., at 50,015.
41



5.85 A merger which increases the level of concentration in a market may reduce
competition by increasing the unilateral market power of the merged firm and/or
increasing the scope for coordinated conduct among remaining competitors.

586 The unilateral exercise of market power requires that a firm has sufficient control
of a market, such that it can profitably 'give less and charge more' without being
threatened by competing suppliers. For undifferentiated products, this normally requires
that a firm control a substantial portion of capacity. The larger the percentage of total
market supply which a firm accounts for, the less severely it must restrict its own output in
order to procure a given price increase and the more likely such conduct is to be
profitable. For differentiated products, brand loyalty and related factors may further
inhibit smaller rivals from successfully preventing the unilateral exercise of market power.
Market shares will generally be a good indicator of consumer preferences and brand
loyalty for the finms' products; hence the greater the market share of the merged firm, the
more potential switching between differentiated products will have been internalised
within the firm.

587 A reduction in the number of firms operating in a market increases the scope for
coordinated conduet, including both overt and tacit collusion. It becomes easier to reach
agreement on the terms of coordination, to signal intentions to other market participants
and to monitor behaviour. More even market shares may increase the commonality of
interest between market participants in some circumstances. In other situations, the
creation of one firm with a large market share may increase the likelihood of price

leadership.

588 Furthermore, where market structure has been highly concentrated and market
shares have been stable for a long period of time, this will tend to suggest that there are
barriers to the entry of new market participants, which might otherwise undermine and
constrain the exercise of market power.

589  Since market shares are often more readily available than other information, they
are a relatively low cost means of screening out many mergers which are not likely to
result in a substantial lessening of competition. The Commission has adopted
concentration thresholds below which it is unlikely to intervene in a proposed merger.
The thresholds have been established on the basis of the Commission's historical
experience of mergers and knowledge of current market structures.

5.90 If the merger will result in a post-merger combined market share of the four (or
fewer) largest firms (CR4)% of 75 per cent or more and the merged firm will supply at
least 15 per cent of the relevant market, the Cormmission will want to give further
consideration to a merger proposal before being satisfied that it will not resultin a
substantial lessening of competition. In any event, if the merged firm will supply 40 per
cent or more of the market, the Commission will want to give the merger further

55 See R. D. Willig (1991}, ‘Merger Analysis, Industrial Qrganization Theory, and Merger Guidelines’,
Brookings Papers: Microeconomics.

56 Note that the 'four firm concentration ratio’ is applied to the relevant market, not the industry as
traditionally calculated by the Australian Bureau of Sutistics,
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consideration. The twofold thresholds reflect concerns with the potential exercise of both
coordinated market power and unilateral market power.%”

5.91 Below these thresholds, the Commission is unlikely to take any further interest in a
merger. However, it must be emphasised that the calculation of market shares is critically
dependent on market definition. Parties should be aware that the Commisston will not
necessarily accept their identification of the relevant market. The Commission will also
want to consider the vertical independence of remaining rivals in a market before
determining that a merger is unlikely to lessen competition (see paragraph 5.141 below).

5.92 A further relevant consideration is the extent of the increase in concentration. In
many situations, acquisition of a small market player, resulting in a small increase in
concentration, will have little effect on competition. However, in some instances, a small
increase in concentration may involve the removal of a market participant who has played
a significant role in maintaining a competitive market, e.g. by undermining attempts to
coordinate market conduct. In other circumstances, a small acquisition may form part of a
pattern of creeping acquisitions, which have a significant cemulative effect on
competition, Vertical mergers may involve no increase in concentration, but may enable
the extension of market power into a vertically related market (see paragraph 5.142
below).

5.93 Market shares may be calculated with reference to capacity, sales volumes or sales
values. Each conveys different information regarding the likely impact of a merger on
competition. The Commission will place greatest weight on data which best reflects firms'
future competitive significance. Capacity figures may be particularly useful as an
indicator of market power in markets for undifferentiated products.® However, sales
figures provide a better indication of firms’ actual position in the market, which may
reflect their access to distribution networks or the value of brand ioyalty. The dollar value
of sales is a particularly useful indicator of competitive strength in markets characterised
by product differentiation and brand loyalty.

5.94 Imports should be included in the calculation of market shares and concentration
ratios. Where a company is both an importer and a local manufacturer, the two types of

supply should be treated as a single market share.

57 These thresholds have been set at a more generous level than those in other jurisdictions with a similar
merger law. For example, the Canadian Director of Investigation and Research, Competition Act, Merger
Enforcement Guidelines (1991) employ a CR4 threshold of 65 per cent, with the merged firm’s market share
at 10 per cent, and a single firm market share of 35 per cent. The United States Department of Justice and
Federal Trade Commission’s Horizontal Merger Guidelines (1992) employ the Herfindahl-Hirschman Index
(HHI) instead of the CR4, but would examine mergers where the post-merger CR4 was below 75 per cent;
and the single firm market share threshold is 35 per cent. The New Zealand Commerce Commission’s draft
guidelines employ a 40 per cent market share threshold under a dominance test.

58 Capacity can also be a useful measure of concentration in some markets for differentiated products. The
Commission has indicated that in considering the acquisition of radio stations, it will attach particular
significance to the number of licences held by the merged firm in relation to the total number of licences
available in the market, because of the volatility of individual audience and revenue shares. See Market
definition and competition issues in commercial broadcast radio, June 1994.
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5.95 Post-merger market shares and concentration can generally only be computed on
the basis of historic sales patterns, which may not be reflective of likely future patterns
after the merger. There may, for example, be substantial new capacity coming on stream
in a manufacturing product market, there may be new licences about to be issued in a
broadcasting market, or some firms may be running out of reserves in a primary product
market. More generally, business customers are often reluctant to become dependent on a
single supplier and may shift their custom if two suppliers merge. The Commission will
consider any arguments which suggest that future market shares are likely to be
significantly different from historic shares.

5.96 If the proposed merger does not fall within the 'safe harbours' established by the
concentration criteria, the Commission will need to give close consideration to other
merger factors to determine whether or not the merger is likely to result in a substantial
lessening of competition.

Import competition

597 Merger factor (a) requires the Commission to consider the actual and potential
level of import competition in the market. In an open economy such as Australia, the
importance of giving special consideration to the role of actual and potential import
competition in considering the likely effect of a merger on competition is widely
recognised. The last decade has seen the gradual reduction of import tariffs and
dismantling of quantitative constraints on imports which previously protected much of
manufacturing industry. Currently only the textile, clothing and footwear and the motor
vehicle industries retain substantial tariff protection.

5.98 If import competition, or the potential for import competition, is an effective check
on the exercise of domestic market power, it is unlikely that the Commission will
intervene in a merger. However, the assessment of actual and potential irport competition
needs to be undertaken with care.

5.99 As discussed at paragraph 5.62 above, the Commission will generally define the
relevant geographic market to be Australia or a part of Australia and initially to treat the
market share of imports as indicative of their competitive role in that market. The

Commission will then take account of arguments that the market share of imports is not

indicative of their competitive role.

5.100 The Commission recognises that in some markets, market shares may understate
the competitive constraint provided by imports, because of the potential to expand the
supply of imports rapidly in response to higher prices. This will often be true in
commodity markets.

5101 However, it is also relevant to consider the price at which import supply becomes
elastic. If that price is significantly higher than a competitive market price, there will still
be scope for the merged firm to exercise market power by limit pricing to the import
parity price. For example, the import parity price may be inflated by tariffs or transport
costs; or a competitive domestic price may be the export parity price. However, in some
markets imports may constrain domestic prices at levels below those which would deliver
a normal rate of return.
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3.102 In other cases market shares will overstate the likely role of imports in
constraining the conduct of the merged firm. The fact that imports have established a
small market share does not necessarily imply that they could expand in response to the
exercise of market power by the merged firm. For example, imports may occupy a
patticular market niche, while the costs of importing may prohibit ‘mass market’
competition. In some markets, ‘buy Australian’ policies may reserve a significant
percentage of sales for domestic suppliers. In other instances, imports may be sporadic to
overcome shortages in domestic supply but would be considered a poor substitute for
domestic supply on a regular basis. In some markets, there is limited importing by
wholesalers or retailers, but expansion may require significant investment in distribution
facilities.

5.103 The Commission will also take account of licensing arrangements in relation to
imports. For example, if domestic suppliers control the bulk of imports through exclusive
licences, there will be little scope for independent import competition. Alternatively, if
exclusive rights are held by independent importers, it will be necessary to consider
whether rights to competitive products are held by a range of importers or aggregated by a
few, and hence their likely behaviour post-merger.

5.104 The Commission has not objected to any merger where comparable and
competitive imports have held a sustained market share of 10 per cent or more for at least
three years, and as an indicative guideline is unlikely to do so. Recent examples of
mergers which the Commission has not opposed in concentrated markets on the basis of
effective import competition are KAAL/Comalco (aluminium sheet and foil),
Alcan/Comalco (aluminium extrusions), Consolidated Alloys/Radiant (lead sheeting),
GNB/Australian Battery Company (automotive and industrial batteries). However, it
would still be prudent in such cases for the merging parties to advise the Commission of
their plans given the necessarily qualitative nature of such an assessment.

5.105 In considering the role of imports, the Commission may require the following
types of information.

o Information that domestic suppliers are consistently inhibited in their pricing by
the pricing of actual or potential import supplies.

¢ The extent to which imports are independent of domestic suppliers or the extent
to which they are brought in under the licence of the merging firms and/or other
domestic suppliers.

o Whether existing import supply routes could accommodate a significant
expansion of supply, without the need to invest in sunk costs of distribution,
advertising and promotion.

¢ The extent to which imports are closely substitutable for the products of the
merging firms from the perspective of their customers, without the need for
supply substitution by the overseas producers.

e Tariff levels and non-tariff barriers to trade.
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¢ Changes to tariff levels and other forms of protection which are likely to occur
over the next two or three years.

o Information that overseas corporations have concrete plans to enter the
Australian market.

¢ Data on the impact of exchange rate changes on the viability and market share
of imports.

o Information about the availability and potential availability and influence of
imports in different parts of Australia.

¢ Practical difficulties in importing versus local supply in relation to the nature of
the product and its demand, e.g. perishability (both physical and fashion
related), the importance of rapid supply response and the costs of holding
inventories.

5.106 In some markets, import competition may impose a constraint on the merged firm
via a downstream market. This is a parallel issue to the question of functional market
definition discussed in paragraphs 5.63-5.66 above. If the merged firms’ customers are
closely constrained in their ability to pass on input price increases by effective import
competition, the merged firm may not be able to significantly increase its prices. Similar
information will be relevant here to that listed in paragraph 5.66 above in relation to
functional market definition.

5.107 Where a merger raises competition concerns on the demand side of a market,
exports can play a similar role in constraining the market power of buyers to the role
played by imports in constraining the market power of suppliers. If the merged firm buys
from producers in an export industry it will not be able to depress domestic prices below
competitive levels if this would result in supply switching to export markets and the
merger would be unlikely to substantially lessen competition. For example, the
Commission did not object to the acquisition of Affinity Metals by Simsmetal, both major
acquirers of domestic alurninium scrap, where there are also export markets.

Barriers to entry

5.108 Merger factor (b) requires the Commission to consider the height of barriers to
entry to the market. Even where a merger breaches the concentration thresholds and
import competition is not effective, if the market is characterised by low barriers to new
entry, incumbent firms are likely to be constrained by the threat of potential competition
to behave in a manner consistent with competitive market outcomes. However, if there
are significant barriers to the entry of new suppliers into the market, an increase in
concentration to levels above the Commission's thresholds, in the absence of significant
import competition, is likely to give rise to a substantial lessening of competition.

5.109 Barriers to entry can be any feature of a market that places an efficient prospective
entrant at a significant disadvantage compared with incumbent firms. They may consist of
sunk costs; legal or regulatory barriers; access to scarce resources enjoyed by incumbent
firms: economies of scale and scope; product differentiation and brand loyalty; and the
threat of retaliatory action by incumbents.
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5.110 Sunk costs are costs which are unrecoverable on exit, creating a risk from entry;
their extent depends on factors such as capital specificity, whether there are developed
markets in rental of equipment and requirements for investment in advertising and
promotion.

5.111 Legal and regulatory barriers such as licensing requirements, planning or
environmental controls, may directly limit the number of competitors in a market, or may
add to the sunk costs of entry, through specific capital requirements.

5.112 Scarce resources may consist of physical resources such as mineral deposits or
intellectual resources such as patents.

5.113 Economies of scale and scope, both plant and multi-plant, may inhibit entry
depending on expected post-entry prices, which in trn will depend on factors such as the
minimum efficient scale of entry, cost penalties associated with sub-optimal plant
utilisation, price elasticity of demand and market growth.

5.114 Product differentiation and brand loyalty may affect both the level and elasticity of
demand faced by a new entrant compared to an incumbent firm and add to the sunk cost
requirements of entry in the form of advertising and promotion costs.

5.115 The threat of retaliatory action by incumbents is unlikely to exist independent of
other barriers to entry which put the incumbent firms at an advantage to potential entrants
and make it unlikely that repeated attempts at entry would occur.

5.116 The 'height’ of barriers to entry indicates the extent to which incumbents can raise
the market price above its competitive level without attracting entry. It is not necessary
for a merger to increase barriers to entry for it to be anti-competitive; only that where
other factors suggest that the merger is likely to substantially lessen competition
significant barriers to entry exist, providing incumbents with discretion in pricing and
other conduct. If the merger also increases barriers to entry, the anti-competitive effects
are likely to be more severe.

5.117 In considering the height of barriers to entry, the Commission will have regard to
the following types of information.

e Sunk costs in both production capacity, accessing shelf space, advertising and
promotion.

¢ Any regulatory restrictions on entry, such as licensing requirements.
¢ Any requirements for scarce inputs.

e The extent of brand loyalty enjoyed by incumbents.

¢ Minimum efficient scale of operation.

o Cost penalties for operating at sub-optimal capacity.

o Price elasticity of demand.

¢ Market growth or decline.

e Potential response of incumbents to new entry.
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5.118 Dr Brunt has provided the following useful test of what constitutes 2 significant
barrier to entry for trade practices purposes.

The essential test for whether or not there is a significant barrier to entry can be expressed simply
enough: it is whether the threat of entry of whatever kind will constrain incumbents to behave
competitively. It follows that neither initial entry nor eventual established supply must necessarily
be of the full-line variety. Leading firms can be constrained by a collection of more specialised
rivals. Firms may enter at one scale or one product-range and grow to another. However we
cannot speak of easy entry if the only viable entry is that which occurs at the fringe of the market in
competition with that fraction of the incumbents' business that has high marginal costs; or if the
only viable entry is of the fringe products that fail to attack the incumbents’ core business. There
must be, in Richard Schmalensee’s phrase, 'real pressure on established firms’ proﬁts'.59

5119 The Commission considers that effective entry is that which is likely to have a
market impact within a two yéar period; either by deterring or defeating the attempted
exercise of significant market power by the merged firm. In some markets the threat of
entry is sufficient to constrain firm conduct. In others, actual entry will be required. The
latter would require entry on a sufficient scale and which offered a product sufficiently
attractive to consumers 1o be effective.

5.120 When the market impact of actual or potential entry on the merged firm's conduct
oceurs is likely to vary with the nature of the goods or services supplied. For example,
where purchases are one-off, such as building services, actual entry may be required
before there is any impact on current conduct, since high prices today are unlikely to deter
tomorrow's customers; but for goods which are subject to repeat purchases and significant
consumer loyalty, potential entry is more likely to have an impact on current conduct,
which has the potential to Jose customers in the future. Product life can also be important.
Consumers may choose to extend the life of their existing durable goods rather than buy
new ones if the price is too high; in such markets, entry need not occur as swiftly to be
effective. In markets characterised by bidding for large scale contracts, a potential entrant
may be able to exert pressure on incumbent firms conduct by submitting bids in advance
of physical entry; if successful, those contracts could then provide the springboard for
entry, e.g. an international firm considering entry into the Australian market or a firm
operating in one state considering the extension of its operations inter-state.

5.121 The Commission will have particular regard to evidence of the past success or
failure of new entrants to establish themselves as mainstream competitors in the relevant
market. Historical evidence of high prices and profits being maintained for long periods
without encouraging new corporations to enter the market, or historical evidence of firms
entering, failing and leaving the market, will suggest there are barriers to successful
effective entry to the relevant market. Also relevant will be evidence of concrete plans by
major corporations, either domestic or overseas, to launch a major entry into the market.
However, if the historical record is one of failed entry, the Commission will need to be
convinced that these plans are likely to meet with more Success than past entrants.

59 professor Maureen Brunt (1992), « Australian & New Zealand Competition Law and Policy’, I9th
Fordham Conference on International Antitrust Law and Policy.
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Countervailing power

5.122 Merger factor (d) requires the Commission to consider the degree of
countervailing power in the market. Countervailing power exists where a supplier (buyer)
faces a buyer (supplier) with market power or a credible threat of vertical integration or
direct importing. In such cases, the ability of the merged firm to increase (decrease)
prices may be constrained and the likelihood of a substantial lessening of competition
diminished.

5.123 The Commission does not consider that countervailing power is synonymous with
small numbers of buyers (suppliers). As discussed above in paragraph 5.84, market
concentration is a necessary but not sufficient condition for market power. Furthermore,
as discussed in paragraph 5.23, the ability of buyers to depress prices below competitive
levels tends to be inhibited by elastic supply conditions in many markets. However, as
noted in paragraph 5.156 below, large infrequent purchases, such as long term contracts
with major customers, may tend to undermine attempts at coordinated conduct.

5.124 If pre-merger prices are distorted from competitive levels by market power on the
opposite side of the market, a merger may actually move prices closer to competitive
levels and increase market efficiency. For example, a merger of buyers in a market may
create countervailing power which can push prices down closer to competitive levels. If
those firms face broader competition in their downstream market(s), the benefits are likely
to be passed through to final consumers. Even if the buyers have downstream market
power, moving input costs closer to competitive prices may result in somewhat lower

downstream prices.

5.125 Alternatively, if, for example, market power on the demand side of 2 market had
simply kept pre-merger prices at competitive levels, because of supply elasticity, a merger
on the supply side of the market may or may not be able to increase prices. If both
customers and the merged firm have market power post-merger, prices will be determined
under conditions of bilateral monopoly, in which the relative bargaining power of each
side will determine the outcome. If there are fewer suppliers than buyers post-merger, no
significant restraint from imports and high barriers to entry, it is likely that post-merger
prices will be higher than pre-merger prices. If, on the other hand, customers have a
credible threat of vertical integration, could facilitate entry by long term vertical contracts
or could directly import competitive supplies, post-merger prices may still be maintained
at competitive levels.

5.126 If there are customers (suppliers) of the merged firm who possess effective
countervailing power, the Commission will consider what proportion of the merged firm’s
total customer base, in both numbers and revenue terms, has such countervailing power;
the likely effect of the merger on prices for different groups of customers; and whether
any likely increase (decrease) in prices is sufficient to constitute a substantial lessening of

competition.

Availability of substitutes

5.127 Merger factor (f) requires the Commission to consider the extent to which
substitutes are available in the market or are likely to be available in the market. Demand
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and supply side substitution, in terms of cross-price elasticity, underpins the identification
of the relevant market, which was discussed in paragraphs 5.36-5.78 above.

5.128 However, when considering the extent to which substitutes are available, it is also
relevant to consider their own-price elasticity of supply. This is essentially a function of
the relative capacity of market participants post-merger, the shape of firms’ cost curves
and the costs of capacity expansion.

5.129 For example, many distribution services tend to be characterised by high fixed
costs and low variable costs over a large range of output, which can promote intense
rivalry even between a small number of players. In other industries, costs rise sharply
when full capacity is approached. If the merged firm has the majority of capacity, the
ability of remaining firms to inhibit price increases is likely to be limited. However, the
costs of capacity expansion also need to be considered, which can sometimes differ
markedly from the costs of new entry.

5.130 Mergers often occur in industries with excess capacity. While excess capacity may
be promoting competitive pricing pre-merger, the Commission will wish to consider the
longer term effects of the merger on prices. This will depend on demand trends and
planned post-merger rationalisation. Excess capacity may be a short lived phenomenon,
either because demand is increasing or because the merged firm will retire excess
capacity. If, on the other hand, the merged firm retains significant excess capacity, this in
turn may inhibit competitive pricing by remaining rivals, expansion or new entry.
Arguments regarding the efficiency benefits of rationalisation are primarily relevant in the
context of applications for authorisation (see Section 6).

Vigorous and effective competitor

5.131 Merger factor (h) requires the Commission to consider the likelihood that the
merger would result in the removal from the market of a vigorous and effective
competitor. This factor focuses on the actual conduct of the target firm pre-merger and
likely future conduct with and without the merger. The more significant the conduct of
the target firm for the fevel of competition in the market, the greater the likely competitive

effect of the acquisition.

5.132 If the target firm has been a particularly competitive or innovative influence in the
market, the Commission will have particular concerns regarding the likely competitive
effect of the merger. In some markets, the 'maverick’ behaviour of particular firms, even
small firms, serves to undermine attempts to coordinate the exercise of market power.
These firms tend to deliver benefits to consumers beyond their own immediate supply, by
forcing other market participants to deliver better and cheaper products. The Commission
would be particularly concerned if such firms were the target of mergers.

5.133 In some instances, a merger which breaches the concentration thresholds may
create a more vigorous competitor in the market place. For example, a merger between
two smaller companies may create a more efficient combined firm which is then able to
compete more effectively with larger rivals. The Commission would need to be satisfied
that such a merger would either increase or not substantially lessen competition in the
market and that this effect would be sustained and not just a temporary struggle to
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establish future market dominance and/or one which is likely to be replaced by
oligopolistic coordination, higher prices and potentially the erosion of efficiencies.

5.134 In other circumstances, it may be argued that the target firm's assets would exit the
industry absent the acquisition and hence the merger will have no anti-competitive effect.
The Commission has discussed its approach to 'failing firms' in greater detail in a
discussion paper issued jointly with the New Zealand Commerce Commission.®0 Briefly,
the Commission will need to be convinced that the firm cannot be successfully
reorganised and there is no other viable buyer for the business, and no likelihood of such a
buyer emerging, such that the firm's resources are likely to exit the market absent the
merger and so cease to represent an actual or potential constraint on the market.

5.135 If the target firm is considered to be failing, the Commission will consider the
tikely effect of the acquisition on competition compared to the effect of the target's assets
exiting the market. Under the latter circumstances, the distribution of the target’s
customer base among the remaining market participants would be determined by market
forces, whereas an acquisition would tend to deliver those customers to the acquiring firm.
If the competitive strength of remaining participants is evenly matched, the level of
competition in the market may be better served by allowing the firm to fail. However, the
loss of capacity will tend to reduce competitive pressures in the market. Depending on the
effect of the acquisition on the relative strength of remaining participants, retaining the
failed firm's capacity in the market may still be pro-competitive. Acquisition by a smaller
player may result in more evenly matched rivals and an increased level of competition in
the market. If the acquirer is the only other participant in the market, the acquisition is
unlikely to have any effect on the level of competition.

5.136 Arguments regarding any claimed public benefits that may arise from an
acquisition can be considered in the context of an application for authorisation (see section
6). The claimed benefits may include retention of technical or productive assets,
avoidance of social dislocation and unemployment or the achievement of resource savings
through rationalisation and economies of scale (to the extent that these impact on the
likely competitive outcomes they may also be relevant to s. 50 considerations).

Vertical integration

5.137 Merger factor (i) requires the Commission to consider the nature and extent of
vertical integration in the market. Vertical relations between firms can range from spot
transactions, through long term contracts and licensing arrangements, to common vertical
ownership. References to vertical integration in this section cover all forms of vertical

relationships.

5138 The form of vertical relationships can reflect efficiency considerations, such as
minimisation of transactions costs or prevention of free riding, but may also have

80 Acquisitions and the failing firm argument, A joint discussion paper by the Australian Trade Practices
Commission and the New Zealand Commerce Commission, October 1993.

51



implications for competition. In Queensland Wire Industries, Mason C. J. and Wilson J.
said:

It is true encugh that vertical integration sometimes accompanies a substantial degree of market
power, but its presence does not necessarily mean that a substantial degree of power exists.5!

5.139 Vertical relationships may affect the likely competitive impact of a horizontal
merger; and vertical mergers may affect the degree of horizontal competition. The
Commission will be concerned to examine both of these effects.

5.140 Vertical relationships and vertical mergers will raise concerns only if there is a
concentrated industrial structure at one or more of the related or integrated stages of
production or distribution. If all stages fall within the ‘safe harbours' established for
horizontal mergers, the Commission is unlikely to take any further interest in the merger.
Only if the merged firm breaches the concentration thresholds, there is an absence of
effective import competition and there are high barriers to entry will any of the
detrimental effects to competition discussed below be likely to occur.

5.141 However, when considering the level of concentration, it is also necessary to
consider whether rivals are vertically independent of the merged firm. For example, in the
Rank case, the Commission considered that the acquisition of Foodland, the only
independent grocery wholesaler in Western Australia, by Coles Myer Ltd. (CML), a
vertically integrated grocery retailer, under a Deed of Cooperation between Rank and
CML would have the effect of substantially lessening competition in retail grocery
markets, in which CML competed with the subsidiary retailers and customers of
Foodland.$2 In other circumstances, a horizontal merger may apparently not breach the
concentration thresholds, but if the remaining rivals in the market must obtain essential
inputs from a market in which the merged party has market power, the merger may still
substantially lessen competition.

5.142 In certain circumstances, vertical integration by a firm with market power at one
stage of production or distribution can enable an extension of market power and reduction
of competition to occur in a vertically related market. This may involve foreclosure of
supply or customers to rivals in the vertically related market. Alternatively, vertical
integration may pre-empt the development of competition at one vertical level where a
vertically integrated incumbent can effect discriminatory access to an essential input; or
where the vertically integrated owner of the essential input gains access to commercially
sensitive information regarding the downstream activities of its rivals.

5.143 Vertical acquisitions may also target potential entrants into upstream or
downstream markets, forestalling the development of competition.

5.144 Where vertical integration closes off independent sources of supply or outlets for
distribution, barriers to entry may be raised because new entrants will be required to enter
at all stages of production and/or distribution.

61 oW1, op.cit., at 50,009.
62 Rank, op.cit.
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3.145 Vertical integration may also enable a firm with market power to increase
monopoly profits through price discrimination. As Mason C. J. and Wilson J. observed in
Queensland Wire Industries:

... vertical integration may help a monopolist distinguish between customers whose demand is less
and more elastic. Where consumers are able to trade amongst themselves, the monopolist cannot
discriminate. By integrating vertically it may be possible for a monopolist to prevent this inter-
trading, For example, power companies nsually own distribution systems. This enables them to
discriminate in pricing between residential and commercial users. Therefore, although vertical
integration does not by itself mean that a firm has a substantial degree of market power, it may well
be the means by which the firm capitalises on that market power.53

5.146 Where all firms are vertically integrated, this may facilitate greater coordination of
their activities. For example, ownership of retail outlets or retail price maintenance may
enable better coordination and enforcement of upstream prices, through the greater
visibility of downstream prices.

5.147 Where a firm with market power is subject to downstream price regulation,
upstream vertical integration may enable the circumvention of price controls through
transfer pricing of inputs.

5.148 In summary, when considering the competition effects of vertical relationships and
vertical mergers, the Commission will consider the following types of information.

o Whether the merged firm has market power in any market which could be
leveraged into a vertically related market.

¢ Whether the target firm would have been a likely entrant into a verticaily
related market.

e Whether the merged firm will control access to an essential facility.

s Whether vertical integration is likely to facilitate the evasion of access or
downstream price regulation.

o Whether vertical integration is likely to facilitate price discrimination.
o Whether vertical integration is likely to facilitate price coordination.

e The extent to which horizontal ntvals are vertically itndependent.

5.149 Potential efficiency gains from vertical mergers can be considered in the context of
authorisation (see Section 6 below).

Dynamic characteristics of the market

5.150 Merger factor (g) requires the Commission to consider the dynamic characteristics
of the market, including growth, innovation and product differentiation. This factor cuts
across most of the other merger factors and has already been discussed to some extent.

63 QWI, op.cit., at 50,009-50,010.
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5.151 Whether a market is growing or declining can have significant implications for the
potential erosion of market power over time. Markets which are growing rapidly are more
likely to see new entry and the erosion of market shares over time. Markets which are
characterised by rapid product innovation may see market leaders rapidly replaced.
However, in some differentiated product markets, first mover advantages and brand
loyalty can resist such advances. Historical information on changing market shares will
be informative here.

5.152 Regulatory or technological changes may change market boundaries or lower
barriers to imports of new entry in the foreseeable future (see paragraphs 3.8 and 3.9). For
example, deregulation may remove geographic restrictions on distribution; remove import
quotas or reduce tariffs; or increase the number of potential entrants through the removal
of restrictive licensing requirements. New technology may increase supply side
substitution between products; facilitate global distribution of services; or facilitate new
small scale entry into a market.

5.153 A merger may involve the acquisition of technology, intellectual and industrial
property and/or research and development facilities, which may in turn affect the
competitive dynamics of the relevant market. For example, the acquisition of a fledgling
entrant with a new product and/or technology by an incumbent firm may prevent or hinder
the injection of new competition into the market. By contrast, a merger may combine
complementary technologies in such a way as to create 2 stronger competitor and enhance
competition in the market. Whether or not competition is enhanced, there may stili be
efficiency gains which could be considered in the context of an application for
authorisation (see section 6).

Other factors

5.154 The list of merger factors in s. 50(3) is not exclusive and particular mergers may
involve other factors which impinge on the likely competitive outcome of the merger. Itis
not possible in this guideline to foresee every possible factor which may be of relevance in
particular market circumstances.

Coordinated conduct

5.155 One factor which is of general relevance is the extent to which the market is
characterised by conditions conducive to coordinated conduct. While the exercise of
unilateral market power does not require accommodating action by remaining firms in a
market, the exercise of coordinated market power does. This does not necessarily involve
collusion of the kind covered by s. 45 but may simply involve signalling or conscious
parallelism. Features of the market which impinge on the likely rewards from
coordination, the likelthood of reaching an agreement, and the ability of the parties to
detect and punish deviations from the agreement, are all relevant to the likelihood of such
conduct occurring and being successful in the future.

5156 Some of the factors affecting the likelihood of coordinated conduct are:
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¢ asmall number of firms increases the likelihood that firms will recognise
mutual benefits from cooperation, and makes it easier to reach an agreement
and detect cheating;

* the absence of potential entrants or fringe competitors makes it less likely that
coordinated conduct will be undermined;

* inelastic demand increases firms returns from coordination vs competition;

* product homogeneity makes it easier to reach an agreement and easier to detect
deviations;

* firm homogeneity, similarity of cost and other conditions, ¢.g. vertical
integration, product lines or production capacity, affecting the interests of rivals
makes 1t easier to reach an agreement;

* posted prices or open bids, i.e. transparency of prices, make monitoring an
agreement casier;

e vertical relationships may enable price signalling or price monitoring
downstream,;

* size and frequency of purchases affects firms incentives to cooperate or
compete; and

¢ industry associations and fora may facilitate the flow of information on prices
and outputs between market participants and/or may facilitate them reaching an
agreement.

5.157 1If a merger increases the likelihood of coordination it is likely to substantially
lessen competition. Both horizontal and vertical mergers may have this effect. For
example, mergers can increase the level of concentration in a market; they may remove a
maverick competitor who has destabilised past attempts at market coordination; they may
create rivals with a greater commonality of interest; or they may increase the visibility of
pricing through downstream integration. In other circumstances, a merger which disrupts
market conditions, €.g. by reducing the costs of the merged firm or eliminating a
technology disadvantage, may disturb the terms of coordination and may make such

coordination less likely.

3.158 When considering the likelihood of future coordination, the Commission will also
consider any existing relationships between firms and the past history of market conduct,
whether it has been characterised by price fixing, parallel pricing or vigorous price
competition and how such conduct is likely to be affected by the merger.

Efficiencies

3.159 Asdiscussed in paragraphs 5.19-5.20, although s. 50 is concerned with the level of
competition in markets and not the competitiveness of individual firms, and while
efficiencies are more generally relevant in the context of authorisation, the extent to which
any efficiency enhancing aspects of a merger may impact on the competitiveness of
markets is relevant in the context of s, 50.
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5.160 Where a merger enhances the efficiency of the merged firm, for example by
achieving economies of scale or effectively combining research and development
facilities, it may have the effect of creating a new or enhanced competitive constraint on
the unilateral conduct of other firms in the market or it may undermine the conditions for
coordinated conduct. Pecuniary benefits, such as lower input prices due to enhanced
bargaining power, may also be relevant in a s. 50 context.

5.161 If efficiencies are likely to result in lower (or not significantly higher) prices,
increased output and/or higher quality goods or services, the merger may not substantially
lessen competition.

5.162 While recognising that precise quantification of such efficiencies is not generally
possible, the Commission will require strong and credible evidence that such efficiencies
are likely to accrue and that the claimed benefits for competition are likely to foltow.

Prices and profit margins

5.163 Merger factor (¢) requires the Commission to consider the likelihood that the
acquisition would result in the acquirer being able to significantly and sustainably increase
prices or profit margins. This factor brings together all the other factors discussed above
to determine whether the merger will have the effect, or be likely to have the effect, of
substantially lessening competition in a market. If the merger facilitates sustained
increases in prices ot profit margins above competitive levels, this will be indicative of an
increase in market power and a reduction in competition. However, it is not necessary for
the merged firm to take advantage of its pricing discretion for competition to be damaged;
it may simply opt for a quiet life or may use its pricing discretion to protect inefficient
operations rather than to accrue excess profits.

5.164 Sustained price increases above competitive levels are the most obvious and
visible manifestation of market power and a substantial lessening of competition. In some
instances a merger may not increase prices but rather prevent prices falling to competitive
levels by, for example, forestalling entry. Market power can also be exercised in other
ways, e.g. conditions of access to an essential facility or reductions in product quality.
Alternatively, the merger may result in cost reductions which accrue as increased profits
rather than being passed through to consumers in lower prices. The merged firm sends out
no price signals to rivals or potential rivals, who might otherwise increase production in
response to price increases by the merged firm; while the merged firm increases its
resources to discipline maverick pricing or attempts at market entry.

5.165 Where an acquisition involves a joint venture buyout, it will be necessary to
consider the price and other incentives operating on the joint venture before and after the
buyout. For example, if the joint venture was previously operating on a profit maximising
basis there may be no effect on prices from the buyout. However, if it was previously
operating on a cost sharing basis, the buyout may significantly change incentives. A joint
venture buyout by a vertically related firm may also create the potential to leverage market
power from one stage to another (see paragraphs 5.142-5.145 above).

5.166 Where the merged firm's prices are regulated, the Commission will give particular
attention to non-price aspects of competition. For example, if a vertically integrated firm
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owns an essential facility for its downstream rivals, but conditions of access are regulated,
the Commission will consider whether the access regime is fully capable of insulating
downstream rivals from the effects of upstream market power. Where final outputs are
price regulated, the Commission will consider the potential for reductions in non-price
competition, such as quality and product innovation. Furthermore, access regimes and
price regulation may not be a permanent feature of the market and it will be appropriate to
consider the likelihood of future changes to the regulatory environment and the impact of
the proposed merger in the absence of such regulation.
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6. Authorisation

6.1  Authorisation is the process of granting immunity, on public benefit grounds, for
mergers and acquisitions which would or might otherwise contravene ss. 50 or 50A of the

Act &

6.2  Once authorisation is granted in relation to an acquisition, neither the Commission,
the Minister, nor third parties can take action under the Act to overturn the acquisition.
The immunity only runs, however, once authorisation is granted and for the period
authorisation is granted.

6.3  Applications for authorisation are considered initially by the Commission. Its
determinations can be reviewed by the Tribunal, on application by an interested party.

6.4  Authorisation may be granted conditionally and/or may be granted subject to
statutory undertakings provided by the applicant.

6.5  Parties proposing a merger should be aware that they can not seek authorisation for
an acquisition which has already occurred and, except in certain circumstances, this may
also apply from the date upon which they enter into a contract for the acquisition. Sub-
sections 50(4) and (5) provide that where a contract has been entered into for the
acquisition of shares or assets, providing that the contract is subject to the granting of
authorisation and the person applied for the granting of authorisation within a period of

14 days after the contract was entered into, the acquisition shall not be regarded as having
taken place until the application is disposed of or the contract ceases to be subject to the

condition.

6.6 The Commission cannot initiate the process. The acquirer must lodge the
application. While the Commission may suggest an authorisation application should be
lodged, the decision on whether or not to do so ultimately lies with the parties.

6.7 The Commission has a period of 30 days to consider an application (s. 90(11)(a)).
This may be extended to 45 days for complex matters {s. 90(11A)). It may also be
extended by Commission requests for information from the applicant (s. 90(11)(b}) or
with the agreement of the applicant (s. 90(12)). The Commission endeavours to deal with
applications for authorisation as expeditiously as possible, subject to meeting its statutory
obligations. If the Commission has not made a determination in the relevant period, the
authorisation is deemed to have been granted.

6.8  The authorisation process is a public process, in which any interested party may
make a submission, submissions are open for inspection on a public register, and there
may be provision for a conference of interested parties. There is, however, provision for
maintaining confidentiality of commercially sensitive information or otherwise where it
appears desirable to the Commission to grant confidentiality.

64 Note that for acquisitions subject to s. 50A, the Tribunal considers both competition and public benefit
issues, regardless of whether they are considering an application for a declaration or an application for
review of a Commission determination (see paragraphs 2.4 and 3.18).

58



The statutory test

6.9  Section 90(9) provides that the Commission shall not grant authorisation

unless it is satisfied in all the circumstances that the proposed acquisition would result, or be likely
to result, in such a benefit to the public that the acquisition should be allowed to take place.

6.10  Section 90(9A) provides that in determining what amounts to a benefit to the
public:

(a) the Commission must regard the following as benefits to the public (in addition to any
other benefits to the public that may exist apart from this paragraph):

(i} a significant increase in the real value of exports;
(ii) a significant substimtion of domestic products for imported goods; and

) without limiting the matters that may be taken inte account, the Commission must take
into account all other relevant matters that relate to the international competitiveness of
any Australian industry.

6.11 The onus is on the applicant to satisfy the test.6

A pplication for authorisation

6.12  An application must be lodged on the appropriate statutory form at an office of the
Commission during business hours, accompanied by the relevant application fee(s).

6.13  The application should set out in detail particulars of the proposed acquisition. It
should be accompanied by a comprehensive submission setting out the benefit to the
public expected to flow from the acquisition and commenting on any possible anti-
competitive or other detriments that may result from the acquisition.

6.14 A copy of the application and submissions will be placed on the public register.
Section 89(5A) provides that confidential information may be excluded from the register.
Any claim for confidentiality should be clearly marked. If the Commission refuses a
claim for confidentiality, the relevant submission or document, or part of a submission or
document, will be returned to the applicant.

6.15 Section 90(1 1) provides for the Commission to issue a notice requesting additional
information relevant to the Commission’s consideration of the application. Such a notice
has the effect of extending the 30 day period (or 45 days in complex matters) during
which the Commission must make a determination, by the number of days the applicant
takes to provide the information. This response, and any further submissions, will be
placed on the public register, subject to confidentiality claims.

6.16 Whether the Commission issues a formal request for information or not will
depend on the circumstances of the particular case. For example, if the Commission feels
that it needs additional information to test some aspect of an application it may request
additional information; in other cases where the Commission feels that an application is

65 OCMA, op.cit., at 17.244; and Re John Dee (Export) Pty Ltd & Ors. (1989), ATPR 40-938, at 50,206.
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not particularly well supported in some respect rather than issue a formal request for
information it may simply advise the applicants of that assessment and then leave it up to
the applicants (who bear the onus of making their case) to address that aspect if they wish.
In other cases the Commission may receive submissions from interested parties
challenging some aspect of an application; rather than issue a formal request for
information the Commission may simply bring the interested parties submission to the
attention of the applicants and leave it to them to decide how or whether they address the
issues raised.

6.17 In complex matters, the Comimission encourages parties to give it some advance
notice on a confidential basis of a pending application for authorisation. This may obviate
or minimise the need for additional information requests and extensions of the 30 day
period.

Consideration of the application

6.18 In considering an application for authorisation, the Commission seeks the views of
a wide range of parties who may have an interest in the matter including:

e suppliers;

CUStomers;

importers.

competitors; and

other potential acquirers.

6.19 Parties are invited to make written submissions, which will be placed on the public
register, subject to confidentiality claims. The Commission may also undertake market
inquiries to gain a better understanding of the relevant market(s) and the likely effect of

the proposed acquisition.

6.20 The Commission will also seek the views of government departments and others
who may have expertise in the matter. Such parties may be asked for written comments
and/or may be interviewed by the Commission. The Commission may also engage
relevant experts to provide consultant reports on particular aspects of the application.

6.21 Because of the limited time frame in which the Commission must consider an
authorisation application, the Commission is generally only able to give interested parties
minimal time for comment — normally only 2 week. However, subject to statutory time
constraints, interested parties are also welcome to comment on supplementary
submissions which may be received after the initial application.

6.22 Al non-confidential submissions and reports will be placed on the public register.
The public register is located in Canberra but, depending on the likely interest in a matter,
additional copies of the applications and submissions may also be located in appropriate
regional offices.
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Conferences

6.23  There is no statutory requirement to hold a pre-decision conference in relation to
merger authorisation applications. However, in some cases the Commission receives an
application for authorisation of an acquisition in conjunction with another application for
authorisation, e.g. of a contract, arrangement or understanding. The Commission is
required to call a pre-decision conference in relation to the latter at the request of
interested parties. If the two (or more) applications both relate to the same joint venture
proposal, the Commission is required to consider the two proposals together in the same
time frame (s. 90(15)). The Commission will issue a single draft determination, hold a
pre-decision conference if required and issue a single final determination.

6.24 In relation to other merger authorisations, the Commission will not generally issue
a draft determination. Although the time frame for consideration of merger applications is
very short, in appropriate cases the Commission may hold an informal discussion with
relevant interested parties. The Commission may find such meetings helpful in its
exploration of the issues. A set of meeting procedures will be provided to those invited to

attend.

6.25 If such a meeting is held the Commission will be represented by the
Commissioner(s) primarily responsible for consideration of the application. Also
attending would be the applicant, normally the target, and parties who the Commission
wishes to hear on the particular matter. A record of the meeting will be placed on the
public register.

6.26  Prior to any such meeting the Commission may prepare a set of issues that it
wishes to be addressed at the meeting, which would be sent to invited parties and the
applicant a few days before the meeting.

6.27 Again because of the time constraints with such applications, meetings and other
discussions may need to be conducted at a fairly early stage. If the application provides
sufficient information and where a meeting of interested parties is considered desirable it
may be called at the end of the second week or the beginning of the third week from when
the application was lodged.

The evaluation of public benefit/detriment

6.28 The Commission shall only grant authorisation if it is satisfied in all the
circumstances that the acquisition would result, or be likely to result, in such a benefit to
the public that the acquisition should be allowed to take place.

6.29 In making its evaluation, the Commission adopts the approach set out by the
former Trade Practices Tribunal (now the Australian Competition Tribunal) of comparing
the position that would apply in the future were the proposed acquisition not given effect,
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with the position in the future which would arise if the proposed acquisition were given

effect.56 This requires an integrated analysis of both public benefit and public detriment.57

6.30 Public benefit is not defined by the Act, except to the extent that it requires that
significant increases in exports or import replacement be considered as public benefits and
that the Commission take account of all relevant matters relating to international
competitiveness (see paragraph 6.10 above). However, the Tribunal has suggested in
QCMA that the term should be given its widest possible meaning:

..anything of value to the community generally, any contribution to the aims pursued by society
including as one of its principle elements ... the achievement of the economic goals of efficiency

and progress.5®

6.31 The Tribunal also stated in QCMA that the relevant public benefit is a net or
overall benefit after any detriment to the public resulting or likely to result from the
proposed acquisition:

We accept that the statute calls upon us to adopt a balance-sheet approach: we must balance the
likely benefits and detriments flowing from the acquisition.5®

6.32 The notion of public detriment falling for consideration under ‘all the
circumstances’ is wider than the notion of anti-competitive effect, but the latter will be a
primary consideration. The Tribunal stated in QCMA:

We accept that the notion of detriment falling for consideration under "all the circumstances’ is
wider than the notion of anti-competitive effect. But at the same time, given the policy of the Act
and the subject-matter under consideration, the most important of those potential detriments will
rormally be the anti-competitive effects.”

633 In assessing the benefit to the public of the proposed acquisition, it is appropriate
to start with an assessment of the competitive impact of the proposed acquisition. In
QCMA, the Tribunal gave the following reasons:

(1) A merger may positively enhance the competitive process and thus give rise to a substantial
benefit. ...
(2) But the benefits claimed may not mention competition. ... Nevertheless, our appraisal of all the
listed claims must depend upon our appreciation of the competitive functioning of the industry, with
and without merger. ...
(3) A claimed benefit may in fact be judged to be a dewriment when viewed in terms of its
contribution to a socially useful competitive process. ...

66 Tooth & Tooheys, op<it., at 18,186-18,187; Re Media Council of Australia (Ne.2) (1987), ATPR 40~
774, at 48,419; John Dee, op.cit., at 50,206.

67 In OCMA the Tribunal rejected the alternative approach of first evaluating public benefit and only
considering detriments if the former was established. As discussed in paragraph 6.33, the Tribunal
considered it was not possible to evaluate public benefit without also considering competitive effects.

68 OCMA, op.cit., at 17,242,
69 OCMA, op.cit., at 17,243.
70 QCMA, op.cit., at 17,243.
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).

.. the substantiality of benefits needs to be measuared against likely anti-competitive effects (and

other detriments).
(5) Quite generally, the Tribunal's role is seen as forming one of the means of achieving the policy

objective of the Act, namely the preservation and promotion of useful competitio

n.’!

In BHP/Koppers, the Tribunal made the following statement:

... the delineation of the relevant markets is but a first and preliminary step to enable the
identification of relevant elements of market structure and associated processes of competition.
Such analysis of competition enables not only the identification of any anti-competitive detriment
as required by the test imposed by the Act, it also facilitates the exploration of the role that is
played by the relevant conduct, the subject of the Koppers' application, in achieving the claimed
benefits to the public ...72

6.34¢ It is not necessary or appropriate to express a view as to whether the proposed
acquisition would breach s. 50 of the Act in the absence of authorisation.” However, the
framework of analysis used for s. 50 is still an appropriate one for the evaluation of
competitive effects in relation to applications for authorisation.

6.35 Applicants should refer to section 5 of these guidelines for a description of how the
Commission applies that framework and the types of information which are required.
However, applications for authorisation should include at least the following information.

The volume and value of Australian sales supplied by the merging entities for
each of the major goods and services supplied.

Details of the merged firm's major competitors, both domestic and importers,
including the nature of the goods and services in which they compete.

Estimates of market shares, preferably on the basis of both sales volumes and
values as well as capacity. Imports should be included in the calculation of
market shares; where a firm supplies both imports and local production, these
should be treated as a single market share.

Information on the extent and nature of import competition in the market; this
should include information on the nature of impost distribution systems and the
capacity for significant expansion.

Information on the problems facing new market entrants, the history of market
entry and exit and any known plans for future entry.

Details of the merging firms major input suppliers and customers; including
details of long term contracts and any countervailing power.

Details of the parties cost structures and ability to increase output and how these
will be affected by the proposed merger.

71 OCMA, op.cit., at 17,244-17,245.
72 Review of TPC notice: BHP/Koppers purchasing agreement (1981), ATPR 40-203, at 42,828.

73 QCMA, op.cit., at 17, 241.
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o Information on competitive behaviour and price determination in the relevant
market(s), including how the merging firms set their prices.

o Information on the extent of vertical integration in the market.

e Information on market growth, innovation, regulatory changes and product
differentiation.

e Any other information likely to be relevant to the Commission's deliberations.

6.36 In considering applications for authorisation, it is relevant for the Commission to
consider how any reduction in competition may affect ultimate consumers. In Rural
Traders (1979), the Tribunal considered it relevant in assessing the public benefit of a
proposal for Wesfarmers (a distributor of farm fertiliser) to acquire control of CSBP (a
manufacturer of fertiliser) that notwithstanding the impact on competition at the
distributor level there was likely to be no detrimental impact on fertiliser prices to
farmers.’

6.37 The phrase ‘not otherwise available’ previously formed part of the public benefit
test. This is no longer an absolute requirement. Nevertheless, there must be a nexus
between the claimed public benefits and the proposed merger. Furthermore, the
Commission considers that it is still relevant to consider whether the benefit may be
available otherwise than by the proposed merger when comparing the situation which is
likely to prevail with and without the merger. If a benefit may be otherwise available, it is
likely to receive less weight in the Commission’s analysis.

6.38 Following the broad interpretation of potential public benefits adopted by the
Tribunal, the Commission has generally identified the following matters which could
constitute public benefits:

e economic development, e.g. in natural resources, through encousagement of exploration,
research and capital investment,

o fostering business efficiency, especially where this results in improved intemnational
competitiveness;

» industrial rationalisation resulting in more efficient allocation of resources and in lower or
contained unit production costs;

» expansion of employment or prevention of unemployment in efficient industries and
employment growth in particular regions;

¢ industrial harmony;

o assistance to efficient small businesses, such as guidance on costing and pricing or marketing
initiatives which promote competitiveness;

e improvement in the quality and safety of goods and services and expansion of consumer choice;

o supply of better information to consumers and businesses to permit informed choices in their
dealings;
 promotion of equitable dealings in the market;

74 Re Rural Traders Co—operative (WA) Lid. & Ors. (1979), ATPR 40-110.
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» promotion of industry cost savings resulting in contained or lower prices at all levels in the
supply chain;

e development of import replacements;
o growth in export markets;

e steps to protect the environment.”>

639 However, as emphasised by the Tribunal, public benefits in the form of increased
efficiency and better resource usage, resulting in lower unit costs are most important in the
consideration of applications for the authorisation of mergers. Efficiencies may take
many forms, e.g. economies of scale and scope, mMore efficient technology resulting in
reduced input and/or energy costs or the combining of complementary research and
development facilities. In Davids (1995) and Davids (1996), the Commission accepted
that significant resource savings from rationalisation, including warehousing and
distribution facilities, advertising and generic product ranges, in grocery wholesaling
asnounted to significant public benefits.”

6.40 Pecuniary savings from increased bargaining power which merely result in 2
transfer of wealth rather than any real resource savings for the community may not be
considered by the Commission to constitute substantial public benefits in themselves.”
For example, in Wattyl the Commission considered that some of the claimed efficiencies
relating to raw material and advertising costs constitted pecuniary benefits and were
therefore not considered to be substantial public benefits in their own right.”® However,
where such cost savings arise from the creation of countervailing power they may move
the market outcome closer {0 a competitive one, a relevant consideration under both s. 50
(see paragraph 5.124) and authorisation.

6.41 However, other types of public benefit may also be relevant in considering the
authorisation of mergers. In DuPont, the Commission accepted that significant
environmental benefits, in the form of reduced carbon, nitrous oxide and greenhouse gas
emissions, were likely to flow from the joint venture's upgrading of the Gladstone sodium
cyanide plant.”

6.42 The concept of a benefit to the public is not limited to a benefit to consumers, a
benefit to a private party which is of value to the community generally is 2 public benefit.
The Tribunal stated in Rural Traders:

Before a benefit {or detriment) can properly be regarded as a benefit {or detriment) to the public for
the purposes of the assessment of public benefit required by sec. 90(9), it must be seen as a benefit
{or detriment) to the community generally. This does not mean that private benefit o private
detriment are necessarily irrelevant. Injury to an individual can itself, in many circumstances,

75 ACI Operations Pty Ltd (1991), ATPR, 50— 108, at 56,067.
76 Davids (1995) op-cit; Davids (1996).0pcit.
77 Federal Trade Commission, Op.Cit., p.s-36.
78 Wattyl, op.cit.
78 DuPont, op-Cit.
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constitute a detriment to the community generally. Injustice to an individual will commonly do so.
The encouragement or enabling of an individual to pursue legitimate ends or to attain legitimate
rewards may well be beneficial to the community generally. When a benefitor a detriment o a
particular individual or segment of the public is pressed as a relevant benefit or detriment to the
public for the purposes of sec. 90(9), the Tribunal must assess whether the benefit or detriment to
the individual or group can properly be so categorised. That assessment will ordinarily involve the
consideration of whether the community generally has an interest in the individual or group being
s0 benefited or disadvantaged and whether the benefit or detriment involves detriment or benefit to
other individuals or groups.5¢

In QCMA the Tribunal stated:

.. it is clear that it could be possible to argue in some cases that a benefit to the members or
employees of the corporations involved served some acknowledged end of public policy even
though no immediate or direct benefit to others was demonstrable.81

6.43 For example, a merger may result in economies of scale or other resource savings
which may not be immediately available to consumers in lower prices. However, the
community at large has an interest in resource savings, releasing those resources for use
elsewhere. In DuPont the Commission accepted that improvements in the efficiency of
sodium cyanide production resulting in resource savings, such as electricity and capital,
constituted a public benefit, although consumers were unlikely to benefit from lower
prices.$?

6.44 However, the interests of the public as purchasers, consumers or users are
relevant.83 Lower prices for consumers and lower input costs for business, with potential
ramifications for international competitiveness, are considered by the Commission to
constitute public benefits. In Howard Smith, the Tribunal stated:

If a merger is likely to result in the achievement of economies and a considerable cost saving in the
cost of supplying a good or service this might well constitute a substantial benefit to the public,
even though the cost saving is not passed on to the consumers in the form of lower prices.
Nevertheless, if such a merger benefited only a small number of shareholders of the applicant
corporations through higher profits and dividends, this might be given less weight by the Tribunal,
because the benefits are not being spread widely among the members of the community. 54

6.45 Furthermore, when comparing the situation that is likely to prevail with and
without the proposed merger, it is critical to consider the likely durability of the claimed
public benefits:

The present writer would agree with the proposition that there must be public benefit in saving
resources but would advance a third view, that it is not the immediate distribution of benefits that is
important but their durability. If a merger, for example, gives rise to rationalization economies and
higher profits that are not ‘passed on to the consumer', one needs to ask why this is so. It may well

80 Rural Traders, op.cit., at 18,123,
81 QCMA, op.cit., at 17,242

82 DuPont, op.cit.

83 OCMA, op.cit., at 17,242.

34 Howard Smith, op.cit., at 17,334.



reflect enhanced market power which would need to enter the benefit-cost equation; and there may
well be a question of whether the lack of competitive pressure will aliow productivity gains (o be
lost — "benefit’ to be dissipated — in slackness and rent-seeking activities.?

6.46 The Act specifically requires the Commission to consider export enhancement and
import replacement as public benefits and to take account of international competitiveness
(see paragraph 6.10 above). The Explanatory Memorandum to the 1992 amendments
states that:

63. The value of exports is the value of goods and services which are produced in Australia and
sold overseas, and the real value is the doliar value of those goods and services, discounted to
account for changes in the level of Australian prices. The word ‘significant’ is not intended to be
interpreted in a relative sense. The effect on exports of any single merger is likely to be
insignificant when assessed against the value of all Australian exports. Rather, the word
‘significant’ should be interpreted in an absolute sense, and is intended to mean increases which,
when viewed in isolation, are not insignificant or ephemeral.

64. A substitution of domestic producis for imported goods occurs when consumers alter their
consumption to choose goods produced in Australia, where previously they had chosen goods
produced outside Australia. This factor looks at the overall balance of choices made by individual
consumers. If the total level of consumption of an Australian product rises at the expense of
consumption of foreign-produced goods, and this change is attributable to the merger, the merger
may be said to have produced substitution of domestic products for imported goods. As with the
real value of exports, the word ‘significant’ should be interpreted in an absolute sense to mean not
insignificant or not ephemeral.

65. In determining public benefit for the purposes of S. 90(9A) the Commission must take into
account all other relevant matters that relate to the international competitiveness of any Australian
industry. Changes in international competitiveness may be attributed to a wide range of matters,
which it is impossible to list exhaustively, but couid include matters such as changes in the quality
of inputs, improvements in technology, or betier work practices. The cange is qualified by the
requirement that the matters looked at be ‘relevant’, which indicates that they should be
attributable to the merger in question. Itis not required that the improvement in intermational
competitiveness be in the industry in which the merger occurs.

6.47 In DuPont the Commission accepted that increasing the capacity of the Gladstone
sodium cyanide plant would result in either increased exports, import replacement or both,
which would constitute a benefit to the public

648 In QCMA the Tribunal stated that:

We are to be concerned with probable effects rather than with possible or speculative effects. Yet
we accept the view that the probabilities with which we are concerned are commercial or economic
likelihoods which may not be susceptible of formal proof. We are required to look into the future
but we can be concerned only with the foreseeable future as it appears on the basis of evidence and
argument relating to the particular application.

85 Maureen Brunt (1994), ‘The Australian Antitrust Law After 20 Years — A Stocktake’, Review of
Industrial Organisation, Vol.9, No.5, n.508,

86 DuPont, op.cit., p-49.
87 QCMA, op.cit., at 17,243
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6.49  Applications for authorisation should clearly set out the claimed public benefits,
how they relate to the proposed merger, their likely magnitude and timing. It is often
difficult to measure public benefits in precise quantitative terms. Nevertheless, general
statements about possible or likely benefits will not be given much weight unless
supported by factual material 88

Decision of the Commission

6.50 Normally in making a decision the Commission issues a determination setting out
the full particulars of the application and submissions thereon, and providing a
comprehensive evaluation of the arguments for and against authorisation. However, with
the time constraints on merger applications the Commission may give reasons for reaching
its decision without such a comprehensive evaluation of all submissions received.

6.51 The Commission can grant authorisation subject to conditions (s. 91(3)). The
Commission may consider it appropriate in particular cases to grant authorisation subject
to conditions which ensure that the claimed public benefit is likely to eventuate or to
lessen any detriment that might result from the acquisition. Conditions may include a
requirement that the applicant provide relevant undertakings. Such undertakings are now
enforceable at law (see section 7 below).

6.52 The Commission and the Tribunal have made determinations subject to conditions
and accepted undertakings in relation to numerous applications for authorisation ofa
proposed acquisition. For example, in the application by Davids to acquire CBL, in which
the Tribunal confirmed the Commission's authorisation of Davids to acquire the only other
major independent wholesaler in Victoria and NSW, authorisation was conditional on
Davids being able to cast at least S0 per cent of votes at a general meeting of CBL.%¥® The
Commission imposed this condition in order to ensure that the claimed public benefits
would be reasonably likely to accrue.

6.53 If the Commission grants authorisation for an acquisition, the authorisation comes
into effect on a date specified by the Commission, not being a date before the expiry of the
period for review by the Tribunal (see below). If an application for review is made, the
authorisation will not come into effect before the Tribunal has granted authorisation or the
application for review has been withdrawn.

6.54 If the Commission is not satisfied in all the circumstances that the acquisition
would result, or be likely to result, in such a benefit to the public that it should be aliowed
to take place, the Commission may refuse authorisation or alternatively, in refusing
authorisation, indicate to the applicant how the application could be constructed to change
the balance of detriment and public benefit so that authorisation may be granted.

88 Howard Smith Industries and Adelaide Steamship Industries (1977), ATPR 40-023.
89 Davids (1995) op.cit.; QIW (1995) op.cit.
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Australian Competition Tribunal

6.55 An application for review of the Commission's decision may be made to the
Tribunal (the reviewing body).

6.56 An application for review may be made by the applicant for authorisation or by
any person who the Tribunal is satisfied has a sufficient interest in the matter.

6.57 The application for review must be lodged within 21 days of the Commission’s
determination or within such shorter time as the Tribunal directs.

6.58 A review by the Tribunal is a rehearing of the application for authorisation on the
basis of the material placed before it, which may include new material not presented to the
Commission.?® It is not a review of the Commission’s decision in the sense of ruling on
alleged errors in the Commission’s findings or procedures. The Tribunal will reach its
own conclusions on whether authorisation should be granted and if so subject to what
conditions.

6.59 The Tribunal has a period of 60 days to conduct a review, which may be extended
if the Tribunal considers that the matter cannot be dealt with properly in that period
because of the complexity of the matter or other special circumstances (s. 102).

Date of effect

6.60 If the Commission grants authorisation and no application for review of the
Commission's determination has been made within the period allowed (see paragraph
6.57), the Commission's authorisation will come into effect at the end of that period

(s. 21(1A)a)).

6.61 If an application for review is made to the Tribunal, authorisation will come into
effect:

{a) on the day on which the Tribunal makes a determination on the review and
grants authorisation; or

(b) where the application for review is withdrawn, on the day on which the
application is withdrawn (s. 91(1A)b) and (¢))-

90 OCMA, op.cit., at 17.226-17,227; Tooth & Tooheys, op.cit., at 18,183; Rural Traders, op.cit., at 18,122—
18,i23.
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7. Enforceable undertakings

7.1  As stated in paragraph 2.16, s. 87B allows the Commission to accept written
undertakings in connection with matters where it has a power or function under the Act

(other than Part X).

7.2 Undertakings pursuant to s. §7B are one of the tools available under the Act to
further its goals of improved competition and efficiency in markets. Undertakings
pursuant to 5. 87B are a flexible alternative to simply opposing an acquisition where the
Commussion believes that the acquisition is likely to substantially lessen competition.

7.3 To date the Commission has accepted undertakings pursuant to s. 87B of the Act
from parties to an acquisition for either of two purposes:

¢ to ensure that an acquisition is not completed until the Commission has had the
opportunity to conduct the appropriate market inquirtes; or

» to resolve matters where the proposed acquisition is, in the Commission's view,
likely to contravene the Act.

7.4  Anexample of an undertaking in the former category arose in the Davids-IHL
acquisition. In that case the Commission accepted an undertaking from Davids to divest
[Hi 's shareholding in CBL if the Commission reached the view that Davids acquisition of
those shares would breach s. 50. Davids was successful in its takeover offer for IHL and
as the Commission subsequently authorised the Davids acquisition of CBL, the
Commission did not require Davids to divest its interest in CBL.

7.6 Where, as noted in the latter category referred to above, following its inquiries into
a proposed acquisition, the Commission forms the view that a proposed acquisition is
likely to substantially lessen competition in breach of s. 50, it will provide the parties with
reasons for that view. If the parties consider that undertakings could be offered to reduce
or eliminate the stated concerns, they may choose to offer to the Commission undertakings
aimed at restructuring the proposal in such a way as to address the competition concerns.

7.7  In these circumstances, the offer of such an undertaking designed to address the
competition concerns is a matter for strategic decision by the parties to the acquisition,
and presumably will be considered along with other options open to the parties, for
example challenging the Commission in Court, secking authorisation, revising the
proposal without undertakings, or even abandoning the proposal. It is not the policy or
practice of the Commission to demand such undertakings.

7.8  The Commission is likely to look most favourably on proposed undertakings
which are able to address structural issues in the relevant market(s). Structural solutions
provide an ongoing basis for the operation of competitive markets. The regulatory costs
are one-off rather than a permanent burden. For example, divestiture of particular
divisions of the merged company may remove competitive concerns from the merger,
while leaving the merger an attractive proposition for the parties. The Commission
accepted undertakings in the Village-Austereo merger which resulted in the divestiture of
certain capital city radio stations, in order to maintain competition in those markets. In
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the Sigma-QDL acquisition, the Commission accepted an undertaking from Sigma that if
it obtained control of QDL, it would move to sell QDL's business in Victoria, in order to
maintain competition in that State.

7.9  Another example is the Ampol/Caltex merger. After examining the proposed
merger of Caltex and Ampol, the Commission reached the conclusion that it would have
' the effect of substantially lessening competition in various petroleum markets. The
increase in concentration and elimination of vertical imbalance between the parties, in
addition to other market factors conducive to coordinated conduct, at a time when the
industry was approaching full capacity utilisation, and in an industry with substantiai
barriers to importing and entry, would be likely to have the effect of squeezing
independent distributors and retailers out of the industry, reducing competition and
increasing prices and profits. The parties to the proposed merger offered and the
Commission accepted, undertakings which provided a structural underpinning for
independent operators to continue to play a competitive role in petro]l markets,
undermining any attempts to coordinate pricing between the majors. The undertakings
provided for the sale of import, storage and retail sites which were surplus following the
merger to independent distributors and retailers, with guaranteed supply of petrol at a
competitive price during a transition phase.

710 The Commission is not likely to favour behavioural undertakings, such as price,
output, quality and/or service guarantees and obligations. Such undertakings may well
interfere with the ongoing competitive process through there inflexibility and
unresponsiveness to market changes. The duration of such undertakings is also highly
problematic.

7.11 In addition, such undertakings have substantial regulatory difficulties. They are
extremely difficult to make certain and workable in detail, particularly in the short time
frames in which mergers are considered, they require continuing monitoring, and where
breaches are detected they are often dependent on enforcement after the event. There is
also likely to be substantial associated costs to the Commission of compliance and
enforcement.

7.12 A vertical merger often involves the integration of a party in a competitive market
with a party which has a natural monopoly, for example a gas pipeline. This will usually
raise concerns about access, access pricing and protection of confidential information. In
some cases the Commission's concerns may be able to be addressed by way of quasi-
structural undertakings like ring fencing and access undertakings.®! In other cases there
may be existing regulation designed to address vertical integration concerns with respect
to essential facilities®2. However, it should be well understood that the Commission will

91 There has recently been a greater use of the consent decrees or undertakings approach to vertical mergers
in the United States. See Unired States v AT & T Corp 59 Fed. Reg. 44,158, United States v MCI
Communications 59 Fed. Reg. 33,009; United States v Tele-Communications, inc 59 Fed. Reg. 24,723;
Martin Marietra Corp. 59 Fed. Reg. 17.379.

92 The ACCC has published guidelines on the new access regime: Access Regime — a guide to Part IlIA of
the Trade Practices Act, November 1995.
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view any such option sceptically as a set of undertakings are never capable of replacing
the operation of a competitive market. The Hilmer Report recommended vertical
separation of natural monopolies from competitive or potentially competitive activities in
conjunction with an access regime.?3

7.13  For example, in 1995 the Commission rejected undertakings proposed by
GrainCorp and the Australian Wheat Board in relation to a proposal to enter into a joint
venture to buy and seil NSW grain in the domestic market. The Commission considered
that the proposal would be likely to substantially lessen competition in the NSW markets
for the storage and handling of grain and for grain trading. Following widespread industry
consultation, the Commission concluded that the proposed undertakings did not address
issues of access, including internal transfer pricing, availability of capacity, preferential
reservation of capacity and priority of access; they did not provide a satisfactory
framework for preventing the flow of commercially sensitive information between the
parties; and there was no mechanism for monitoring, arbitrating and enforcing the
undertakings. The Commission concluded that there was little real prospect that the
structural concerns could be satisfactorily resolved by behavioural undertakings.

7.14 When considering applications for authorisation of a proposed merger, the
Commission may consider proposed undertakings which address the balance between
public benefit and detriment, particularly the anti-competitive detriment. Again the
Commission prefers structural remedies, but where these are not feasible, it may consider
proposals for behavioural undertakings, taking account of the regulatory costs in balancing
the likely public benefit and detriment.

7.15 In one authorisation case, Davids (1995), the applicant sought to support its
application by the provision of certain behavioural undertakings. In that case the
Commission did accept certain undertakings from Davids in the course of its consideration
of the authorisation application. Davids, in its application had undertaken to pass on a
proportion of the cost savings to its customers and to provide other guarantees, including
dispute resolution facilities, to its customers. The Commission accepted these
undertakings.9* On review®3(the application for review was lodged by QIW) Davids
withdrew its offer of undertakings and the then Trade Practices Tribunal granted
authorisation without such undertakings.

7.16 The Commission has also issued separate general guidelines on s. 87B, which are
relevant to s. 87B undertakings in the mergers context. For example, those guidelines note
that the Commission will not accept such an undertaking where the parties in the
undertaking seek:

93 Report by the Independent Committee of Inquiry (1993), National Competition Policy, AGPS, Canberra.

94 Davids (1995), op.cit.
95 QIW (1995), op.cit.

96 Davids subsequently acquired QIW (which had by then acquired CBL) and unilaterally entered into
undertakings in substantively the same terms as those previously offered to the Commission, with the
exception of the guaranteed pass through of a proportion of the cost savings.
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¢ to deny hability;
e to impose any terms or obligations on the Commission;

e a specific requirement that the Commission will not in future institute
proceedings in the particular matter;

e astatement that the undertaking is not an admission in relation to action by
third parties such as employees; or

e terms purporting to set up defences for possible non-compliance.

Procedural issues®’
Scope

717 The scope of a s. 87B undertaking is potentially wider and the terms more flexible
than a Court imposed remedy. For example, the Court may be reluctant to make other
orders requiring ongoing monitoring and supervision by the Court, whereas the
Commission does have the resources and functions of an administrative agency and may
be prepared to accept undertakings with an ongoing obligation.

7.18 The scope of s. 87B undertakings that the Commission is likely to accept in the
mergers context will be determined by the Commission’s assessment of the anti-
competitive effects of the merger. The test will be whether the arrangements envisaged by
the proposed undertakings will address the reduction in competition. The focus is not
necessarily on the assets to be acquired and this may mean that the Commission may
accept an undertaking which is not directly related to the assets to be acquired where that
is considered necessary to address the reduction to competition.

Parties

7.19 The question of which bodies corporate, or persons, should be parties to a
proposed s. 87B undertaking is an important one. The Commission will need to be
satisfied that the parties to the undertakings are the relevant legal entities capable of
performing the specified obligations. However, it may not be necessary to have all
relevant legal entities sign the undertaking, particularly where a relevant parent company
undertakes to cause or procure its relevant subsidiaries to do what is required. In some
mergers, all principal parties to the merger may be prepared to give undertakings, and
therefore few issues will arise as to the power of particular companies to deliver on their
undertakings. This will not be the case in all mergers. For example, where there isa
hostile takeover, the target will presumably not agree to providing undertakings to the
Commission, while the acquirer may be agreeable. This will be a significant issue if the
assets that are proposed to be divested are those of the target. In the event that the
acquirer in a takeover is not completely successful (that is, it does not acquire all the
shares) the anti-competitive consequences may arise, but the acquirer may have

97Much of the following discussion on procedural issues relevant to s. 87B undertakings draws on the article
by Tonking and Castle ‘Mergers: The Use and Utility of Undertakings' (1993) 1TPLJ 37, and the article by
Walker and Woodward ‘The Ampol/Caltex Australia Merger: Trade Practices Issues’ (1996) 4TPLJ 21.
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limitations on its ability to divest certain assets of the target because of minority
shareholder interests. Ultimately, the parties proposing the undertakings will need to
satisfy the Commission that they are able to perform their relevant obligations.

Consultation and third party interests

7.20 In most, if not all cases, the Commission will want to consult with relevant market
participants before accepting a substantive s. 87B undertaking. While the Commission
will usually have already undertaken extensive consultation through its market inquiries
process, this consultation may not be sufficient to address all issues relevant to a decision
to accept a proposed undertaking or not. Once having formed the view that an acquisition
would be or is likely to be anti-competitive, and having received the offer of undertakings,
the Commission will need to undertake a separate assessment of the impact of the
proposed undertakings. This will almost always require further consultation with market
place participants.

7.21 The Commission will need to assess the competitive significance of the
undertakings, and at the same time inform itseif as to the necessary requirements to make
the undertakings practically workable. The Commission will also want to assess the
impact of the proposal on third parties, which is discussed further below.

7.22 To undertake this process of consultation, the substance of the undertaking
proposal, if not all the mechanics of its timing and implementation, may need to be
disclosed.

7.23 The Commission may also need to assess the impact of third party rights and
interests. Any merger will achieve some measure of structural change in a market and,
therefore, any merger will be likely to impact on firms and consumers who are not a party
to the transaction. In its simplest terms, if a merger is anti-competitive it will have a direct
impact on those parties dealing with the merged firm, whether in terms of increased prices
or reduced service or quality. If a merger reduces competition in a market, it may benefit
rivals through lower competitive pressure and higher prices.

7.24  Just as any anti-competitive merger will have an impact on third parties, so too
will any undertaking designed to address the anti-competitive consequences of such a
merger. Where the merger is likely to be anti-competitive, the provision of undertakings
to address that is likely to favour customers, but may remove the benefits that rival firms
may have anticipated through the reduction in competition.

7.25 An assessment of these ‘third party’ interests is in effect subsumed within the
general assessment of the competition effects of a merger and the capacity of the proposed
undertakings to address those effects.

7.26 However, there may be other more specialised third party interests which need to
be considered by the Commission and the merger parties. For example, merger parties
who are proposing s. 87B undertakings will need to consider their own obligations to third
parties, for example, whether the undertakings are consistent with existing contractual
obligations with another party or whether the performance of the undertakings may give
rise to some claim against the merger parties.
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727  Generally, it would not be appropriate for the Commission to conduct this
assessment of the rights and obligations as between the merger parties and other third
parties. Generally that will be a matter for the merger parties. However in some cases,
where the presence of third party rights may give rise to a challenge to the s. 87B
undertakings or the undertakings being rendered impossible to comply with, it may be
necessary for the proposed s. 87B undertakings to make specific provision for those rights,
for example, by way of indemnification of the affected third party. This is likely to arise
only in rare cases.

Centainty

728 It is important to note that the resolution of a merger matter through s. 87B
undertakings is not like a contractual bargain which is based on a mutual ongoing business
relationship between the parties. In the event of a subsequent dispute over the effect of
the undertakings, particularly where there is some deficiency from the Commission's point
of view, there may be little scope or incentive for renegotiation. Therefore the terms of
the undertakings need to be sufficiently detailed to ensure certainty and enforceability; and
also capable of dealing with changing circumstances. Accordingly, it may take some time
to resolve all points of detail, and merger parties must be prepared (in appropriate cases)

to allow time for this.
Publication and confidentiality

729 The Commission will insist that the general terms of any s. 87B undertaking
accepted are made public. In almost all cases, this would mean the publication of the
actual provisions of the s. 7B undertaking, by placing a copy of the undertaking on a
public register.

730 However, the Commission is prepared to consider requests for confidentiality of
certain information, for example the timing of any divestiture arrangement, or the
arrangements in the event of the failure to divest, particularly where the disclosure of that
information would undermine the effectiveness of the undertakKings.

Monitoring and Commission information requirements

731 In order to ensure that s. 87B undertakings are complied with and to assist the
Commission in monitoring that compliance, the Commission has as a standard practice,

sought the inclusion of provisions in undertakings which require relevant information to
be made available to the Commission:

e periodically; for example, a periodic audit of compliance with the undertaking;

« in specified circumstances; for example, where there is an event of default,
information relating to that default, such as the reasons for it; or

¢ upon the Commission’s request.
Variation and review of Commission decisions

732 Apartytoas. 87B undertaking may seek to have it varied with the Commission’s
consent: s. 87B(2). If the Commission does not consent it may be open to the party
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requesting the variation to seek judicial review of the Commission's decision®®. The
Commission's refusal to consent may also be a matter the Court may take into account in
the exercise of its discretion to grant remedies for failure to comply with an undertaking in
any action taken by the Commission to enforce the undertakings: s. 87B(4).

7.33 To avoid such disputes, it is preferable to include an express mechanism for
consultation and review in the undertakings in the event that there are any relevant
changes in market circumstances. Such circumstances should be specified by agreement.
The Commission is unlikely to accept any automatic variation of an undertaking without
its prior approval or bind itself to a pre-agreed vanation.

7.34  As noted above, there is implicit in the legislation a general mechanism for
overview of s. 87B undertakings as the Court retains the ultimate discretion as to whether
to grant any remedy sought by the Commission in the event of non-compliance with the

undertakings.
Section 87B undertakings and authorisation

7.35 The Commission is able to accept undertakings in connection with an application
for authorisation of a merger. The Commission is also able to grant authorisation subject
to certain conditions. However, where those conditions are of an ongoing nature, or are to
be performed after the date of the merger, it is not clear what remedy, if any, there would
be available to the Commission in the event of non-compliance.® In these circumstances,
any condition the compliance with which falls due after the merger is effected should be
reflected in a s. 87B undertaking.

7.36 At the same time, where there is an application to the Australian Competition
Tribunal for review of a Commission determination, it is important that the Tribunal be
seized of the entire matter. There is some doubt as to the position of s. 87B undertakings
accepted by the Commission on a review by the Tribunal. In the Davids / CBL matter,!®
the Tribunal held that undertakings given in the anthorisation context did not have any
separate operation from the Commission's determination, and that on review only so much
of the undertakings as the Tribunal considered to be appropriate would have any effect.10!
However, to avoid any doubt the Commission will as a standard practice ensure that the
provision of any s. 87B undertakings as are considered appropriate in the authorisation
context will form part of the conditions of the authorisation and be expressly subject to the
outcome of any Tribunal review.

Enforcement

7.37 In the event of non-compliance with a s. 87B undertaking, the Commission may
make an application to the Court for an order under sub-section (4), and the Court may, if

98See Tonking and Castle, op cit at 46.
99 See Broken Hill Pty Lid v Trade Practices Tribunal (1980) 31 ALR 401.

100 Re-Queensland Independent Wholesalers Limited (1995) ATPR 41-438 at 40,914,

101 fpid, at 40,929.
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it is satisfied that the party to the undertaking has breached a term of the undertaking,
make all or any of the following orders:

'(a) an order directing the person to comply with that term of the undertaking;

(b) an order directing the person to pay to the Commonwealth an amount up to
the amount of any financial benefit that the person has obtained directly or
indirectly and that is reasonably attributable to the breach;

(c) any order that the Court considers appropriate directing the person to
compensate any other person who has suffered loss or damage as a result of
the breach; and

(d) any other order that the Court considers appropriate.
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Attachment C

Market definition principles applied to media sectors

Genera market definition principles are discussed in the Merger Guidelines. Turning now to

how these general principles might be applied to determine what might constitute the relevant
markets in media, it is useful to revisit the Report from the House of Representatives Select
Committee into the Print Media where this question was discussed. In the Trade Practices
Commission’s Submission to the Select Committee in September 1991, ntimi<Smn noted
that market place inquiries, particularly of major advertisers, tended to indicate that whilst
there was some competition between print and electronic media for advertising of certain
products, that competition was limited, and that there are substantial core markets for print
and electronic markets separately.

In its submission to the Select Committee, the Commission noted that its inquiries up to that
time in a number of print media mergers revealed that in the advertising market, television or
radio advertising was no significant substitute for newspaper classified advertising particularly
of real estaté& The Commission accepted that in terms of the provision of news and
information there was some substitutability between print and electronic media, and that for
advertising of certain particular products there was substitutability, but that print and

electronic media nonetheless constituted core and separate markets (it should be noted that if
there are future mergers these issues would be automatically reviewed).

Apart from the substitution aspects the Commission also needs to make an assessment of the
geographical boundaries of a market. For instance, in theN&&_td/Herald and Weekly

Times merger the Commission found that there were distinct print media markets which were
effectively confined to particular metropolitan areas. For example, it did not consider that
Brisbane’sCourier Mail competed with the Melbourrgin. In each of Brisbane and Adelaide,
however, the Commission did take the view that the aggregation of the metropolitan
newspapers in those two cities resulted in market dominance. Simildrg90n the

Commission considered that the acquisition by WA Newspapers of thelRegiNews

would result in dominance in the metropolitan newspaper market in Perth.

In examination of market definition issues in electronic media, the Commission has considered
the consumption patterns of consumers.

Broadcasting competes with other types of media such as cinema, newspapers, magazines,
video games and the Internet. However, the Commission has not taken the view that
broadcasting and these other forms of media are sufficiently substitutable from the perspective
of consumers to be considered to be part of the same market. Broadcasting often has an
immediacy which is not found in many competing types of media and consequently, consumers

%5 \With respect to commercial radio broadcasting, note that the Trade Practices Commission published a paper,
‘Market definition and competition issues in commercial broadcast radio’ (JuneAG®4, Canberra),
discussing the Commission’s thinking on competition issues and particularly issues of market definition
relating to commercial radio.



find that broadcasting has fewer substitutes than some other media. For example, live sporting
broadcasts and live broadcast news reports cannot be substituted easily by other forms of
media, although internet provision of some of these services may soon begin to be some
substitute in terms of immediacy (while not providing some of the other attributes of
broadcasting).

Pay television as a market

The delineation of the market will of course always be dependent on the circumstances of a
particular case. The Commission is required to be flexible in its task of defining the market in
sectors that are new and emerging, such aspay TV. The pay TV sector isillustrative of the
difficulties encountered in defining a market in an environment which is extremely dynamic,
and where there are regulatory constraints on its development.

Media-specific legisation has the problem of being inflexible in the face of a dynamic market.
Pay TV in Australiais not only relatively new, but it is also subject to rapid changes in delivery
technology. For example, the onset of intense competition between the two licensed
telecommunications companies, Telstra and Optus Vision, had the direct effect of accelerating
duplicated broadband cable roll-outs to residential homes, with the capability of delivering
significantly more pay TV channels to subscribers in a quicker time frame than was originaly
envisaged when Part 7 of the BSA was drafted.

Part 7 of the BSA regulates pay TV. However, until 1 July 1997, its regulations discriminated
between pay TV delivered by satellite and pay TV delivered by other means such as cable or
MDS. Underlying the policy behind the drafting of Part 7 was a view that satellite would be
the primary means of pay TV delivery in the early years. There was a concern that the means
of delivery should not be controlled or dominated by one operator. Accordingly, there were
specific ownership and control limitations applying to satellite delivery which did not apply in
relation to other delivery means. Further, there were limits on the number of satellite services
each satellite operator could transmit. With the rapid acceleration of cable roll-out, these
restrictions on the number of satellite channels delivered meant that the satellite operators
could not compete on alevel basis with MDS and cable, which had no legislated restrictions
on the number of channels.

The issue of market definition with regard to pay TV arose in 1996 when the Commission
investigated a proposed merger between Foxtel and Australis. The Commission took the view
that al retail pay TV services are part of the one part irrespective of the delivery means.

As an entertainment and news service, the closest potential substitutes for pay TV would
appear to be free-to-air television, home video rentals, cinema and the internet. The
Commission did not consider that cinema, radio, newspapers or magazines were close enough
substitutes to be part of the same retail market in which pay TV services are supplied. The out
of home experience of going to the cinema make it an imperfect substitute for in-home pay
TV. Radio does not have the essential visual element of pay TV and at this time the internet
does not provide entertainment services which would make it an effective substitute for pay
TV.



Free-to-air television and home video rental both offer entertainment to the home and may be

considered the closest possible substitutes for pay TV. Video rental is not considered to be a

close enough substitute to pay TV for a number of reasons. First, it does not provide the

range of entertainment services available on pay TV. Video rental may substitute for the

movie channels of pay TV to some degree but it is less convenient and requires atrip from the

home to purchase the product. Further, film companies release moviesto pay TV and video at

different times such that the product available on pay TV isnot a direct substitute for video.

Video rental is also unable to substitute for many of the many ‘perishable’ products of pay TV
such as up to date news broadcasts and live sports programming. Preliminary market evidence
also indicated that pay TV was not affecting video rental revenues.

The closest substitute to pay TV is likely to be free-to-air TV. However, the Commission has
taken the view that pay TV is not in the same market as free-to-air TV. It took this view fro a
number of reasons.

Pay TV services are multi-channel services providing a large range of specific interest
programming. Free-to-air broadcasters are limited to a single-channel service and
consequently compete at the margin for the viewers time but in no way provide an equivalent
service.

Subscribers to pay TV pay fees to receive the service despite there being television available
via free-to-air operations. Pay TV providers must provide services unavailable on free-to-air.
Important elements of the differentiation of pay TV services are the wider range of viewing
choices and the availability of these choices at almost any time. Pay TV subscribers are willing
to pay to be able to receive cartoons or news or movies or sport at any time they wish not at
specific prescribed times as occurs on free-to-air TV.

The economics of pay TV consequently differs from that of free-to-air TV. Pay TV operators
receive the majority of their revenue from subscribers. Therefore theyllang to provide
programming of relatively low general interest if such programming has high levels of appeal
to a minority. For example, a pay TV channel devoted to golf may be of high interest to a
small number of subscribers but if those subscribers are willing to pay a relatively high price
for such a service, a pay TV operator wilpply. By bundling groups of channels which have
differing appeal, pay TV operators will maximise their subscription base.

Free-to-air operators earn revenue from selling advertising. Generally, advertising revenues
are maximised if the free-to-air operator maximises its audience. Thus the free-to-air
operators will provide programming which appeals to the widest possible audience at any
given time. Consequently, the types of programming offered by pay TV and free-to-air TV
differ. This differentiation would become stronger ass the number of specialist pay TV
channels increases.

In mature overseas pay TV markets, overseas regulators have readhedanclusions on
market definition. The European Commission has concluded that pay TV constitutes a
product market separate from free-to-air since pay TV is mainly financed by subscribers while
free-to-air relies on advertising, and that the conditions of competition are accordingly
different for the two types of television.



In the US, both the Federal Communications Commission (FCC) and the Federa Trade
Commission have concluded that there is a separate pay TV market. The FCC cited empirical
studies which concluded that the availability of a number of single free-to-air channelsin a
geographic market is insufficient to constrain the market power of multi-channel pay TV
service providers.

The restrictions on new free-to-air licences in Australia have influenced the extent of
substitutability between pay TV and free-to-air. In the absence of government-imposed
licensing restrictions on new free-to-air stations, it is likely that the free-to-air market would
have developed characteristics which make it a closer substitute for pay TV.

It islikely that the Commission would re-examine its market definition once digital television
isintroduced. Digitalisation has the potential to lead to multi-channel free-to-air TV such that
each operator owned a number of channels and consequently it may become a much closer
substitute for pay TV.

In its examination of the Australis/Foxtel merger proposal, the Commission took the view that
free-to-air TV would not provide a sufficient constraint on the merged company exercising
market power and this view influenced the Commission’s decision to oppose the merger.

The Commission recognises that intramedia competition may be significant in many instances.
Newspapers, magazines, radio, free-to-air TV, pay TV, video rental, video games and the
Internet may all compete for the consumer’s in home entertainment and leisure time. In some
instances competition between different forms of media may be intense. For example, it is
probable that the demise of evening newspapers in many cities is related very closely to the
expansion of evening news and current affairs programs on television.

However, the Commission’s primary concern in market definition is usually related to whether
a merger between two firms would enable the merged entity to have market power sufficient
for it to increase price unconstrained by competition. While magazines and video games for
example, may compete for a consumer’s leisure time, econometric studies would be unlikely to
show that if a merger between two magazine publishers led to increased market power, the
exercise of that power via price increases would be constrained by competition from video
games producers.

Consequently, the Commission has tended to take a narrower view of markets given that an
important focus of its analysis is market power and the ability of firms with such power to take
advantage of it in non-competitive ways.

Market definition for the purpose of measuring media influence would involve significantly
different approaches to those taken by the Commission. The Commission recognises that
broader approaches to market definition may be appropriate under such circumstances.



Attachment D

The authorisation process

The authorisation provisionsin Part VI of the TPA provide a mechanism for the Commission,
or the Tribunal on review, to exempt mergers from the application of Part IV where they
would result, or be likely to result, in such a benefit to the public that they should be allowed
to take place. The Commission has the power to make determinations in relation to
applications for authorisation of acquisitions which would otherwise be subject to s.50 or
s.50A.

The Tribunal has the power to review determinations made by the Commission, where an

application for review is made by an interested party. A review by the Tribunal is a rehearing

of the application for authorisation on the basis of the material placed before it, which may

include new material not presented to the Commission.”® It is not a review of the

Commission’s decision in the sense of ruling on alleged errors in the Commission’s findings or
procedures. The Tribunal wikach its own conclusions on whether authorisation should be
granted and if so subject to what conditions.

Once authorisation is granted in relation to an acquisition, neither the Commission, the
Minister, nor third parties can take action under the TPA to overturn the acquisition. The
immunity only runs, however, once authorisation is granted and for the period for which
authorisation is granted. The Commission cannot initiate the process. The acquirer must lodge
the application. While the Commission may suggest an authorisation application should be
lodged, the decision on whether or not to do so ultimately lies with the parties.

The Commission has a period of 30 days to consider an application. This may be extended to
45 days for complex matters. It may also be extended by Commission requests for information
from the applicant or with the agreement of the applicant. The Commission endeavours to deal
with applications for authorisation as expeditiously as possible, subject to meeting its statutory
obligations. If the Commission has not made a determination in the relevant period, the
authorisation is deemed to have been granted.

The authorisation process is a public process, in which any interested party may make a
submission. Submissions are open for inspection on a public register, and there may be
provision for a conference of interested parties. There is, however, provision for maintaining
confidentiality of commercially sensitive information or otherwise where it appears desirable to
the Commission to grant confidentiality.

%6 Re Queensland Co-operative Milling Association Ltd and Defiance Holdings Ltd (‘QCMA’, 1976), ATPR
40-012, at 17,226-17,22/Re Tooth & Co Ltd and re Tooheys Ltd (‘Tooth & Tooheys’, 19BPR 40-113,
at 18,183; Re Rural Traders Co-operative (WA) Ltd & @1979), ATPR 40-110, at 18,122-18,123.



Section 90(9) provides that the Commission shall not grant authorisation unlessit is satisfied
in al the circumstances that the proposed acquisition would result, or be likely to result, in
such a benefit to the public that the acquisition should be allowed to take place. The onusison
the applicant to satisfy the test.?’

The Evaluation of Public Benefit/Detriment

In making its evaluation, the Commission adopts the approach set out by the former Trade
Practices Tribuna (now the Australian Competition Tribunal) of comparing the position that
would apply in the future were the proposed acquisition not given effect, with the position in
the future which would arise if the proposed acquisition were given effect.®® This requires an
integrated analysis of both public benefit and public detriment.

Public benefit is not defined by the TPA, except to the extent that it requires that significant
increases in exports or import replacement be considered as public benefits and that the
Commission take account of all relevant matters relating to international competitiveness
(s.90(9A)). However, the Tribunal has suggested in QCMA that the term should be given its
widest possible meaning:

‘...anything of value to the community generally, any contribution to the aims pursued
by society including as one of its principle elements ... theeaement of the
economic goals of efficiency and progress.’

Following the broad interpretation of potential public benefits adopted by the Tribunal, the
Commission has generally identified the following matters which could constitute public
benefits:

» economic development, eg. in natural resources, through encouragement of exploration,
research and capital investment;

» fostering business efficiency, especialy where this results in improved international
competitiveness;

» industrial rationalisation resulting in more efficient allocation of resources and in lower or
contained unit production costs;

» expansion of employment or prevention of unemployment in efficient industries and
employment growth in particular regions;

e industrial harmony;

" QCMA, op.cit., at 17,244; Re John Dee (Export) Pty Ltd & Ors. (1989), ATPR 40-938, at 50,206.

%8 Tooth & Tooheys, op.cit., at 18,186-18,187; Re Media Council of Australia (No.2) (1987), ATPR 40-774, at
48,419; John Deg, op.cit., at 50,206.

% QCMA, op.cit., at 17,242.



» assstance to efficient small businesses, such as guidance on costing and pricing or
marketing initiatives which promote competitiveness,

* improvement in the quality and safety of goods and services and expansion of consumer
choice;

» supply of better information to consumers and businesses to permit informed choicesin
their dealings,

e promotion of equitable dealings in the market;

» promotion of industry cost savings resulting in contained or lower prices at all levelsin the
supply chain;

» development of import replacements;
e growth in export markets,
+ stepsto protect the environment.*

However, as emphasised by the Tribunal, public benefits in the form of increased efficiency
and better resource usage, resulting in lower unit costs are most important in the consideration
of applications for the authorisation of mergers. Efficiencies may take many forms, eg.
economies of scale and scope, more efficient technology resulting in reduced input and/or
energy costs or the combining of complementary research and development facilities.

The concept of a benefit to the public is not limited to a benefit to consumers. A benefit to a
private party which is of value to the community generally is a public benefit.** For example, a
merger may result in economies of scale or other resource savings which may not be
immediately available to consumersin lower prices. The community at large has an interest in
resource savings, releasing those resources for use elsewhere.

However, the interests of the public as purchasers, consumers or users are relevant. Lower
prices for consumers and lower input costs for business, with potential ramifications for
international competitiveness, are considered by the Commission to constitute public benefits.
Furthermore, when comparing the situation that is likely to prevail with and without the
proposed merger, it is critical to consider the likely durability of the claimed public benefits: it
is not the immediate distribution of benefits that is important but their durability.*

% Re ACI Operations Pty Ltd (1991), ATPR 50-108, at 56,067.
3l Re Rural Traders Co-operative (WA) Ltd & Ors (1979), ATPR 40-110, at 18,123.
%2 QCMA, op.cit,, at 17,242.

%3 Brunt M, ‘The Australian Antitrust Law After 20 Years - A Stocktake’, Review of Industrial Organisation,
(1994) Vol.9, No.5, p 508.
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The Commission can grant authorisation subject to conditions (s.91(3)). The Commission may
consider it appropriate in particular cases to grant authorisation subject to conditions which
ensure that the claimed public benefit is likely to eventuate or to lessen any detriment that
might result from the acquisition. Conditions may include a requirement that the applicant
provide relevant undertakings. Such undertakings are now enforceable at law (s.87B).



Attachment E

Telecommunications access regime

(Part XIC of the Trade Practices Act)

Part X1C of the TPA establishes a telecommunications-specific regime for access to
carriage services. The regime reflects, inter alia, a policy concern, stated in the Second
Reading Speech to the Trade Practices Amendment (Telecommunications) Bill 1996, that
there is scope for incumbent operators to engage in anticompetitive conduct because
competitors in downstream markets depend on access to the carriage services controlled
by them.

The regime provides for the ACCC to declare carriage services and services which

facilitate the gpply of carriage services (ie, ‘eligible services’). There is no general right
of access to eligible services. The rights and obligations under Part XIC only apply in
respect of those services which are ‘declared’ by the ACCC.

The ACCC makes its declaration decisions within the context of the primary object of
Part XIC, which is to promote the long-term interests of end-users. Section 152AB
provides that, in determining whether end-users’ long-term interests will be promoted, the
ACCC must consider the objectives of:

* promoting competition in markets for carriage services and services supplied by means
of carriage services;

» achieving any-to-any connectivity for carriage services involving communication
between end-users; and

* encouraging the economically efficient use of, and economically efficient investment
in, the infrastructure by which carriage services and services provided by means of
carriage services are supplied.

Once a service is declared, carriers and carriage service providers who provide the service
either to themselves or to other persons are, unless otherwise exempt, required to comply
with standard access obligations in relation to the service. In essence, the carrier or
carriage service provider (ie, the access provider) is obliged to supply the service on such
terms and conditions as are agreed with a service provider seeking access (ie, the access
seeker).

The emphasis of Part XIC is on encouraging access providers and access seekers to
negotiate access themselves without recourse to regulatory intervention. In this regard,
Part XIC provides for the industry to establish an access code and for access providers to
give access undertakings to the ACCC setting out the terms and conditions of access.



Where, however, there is no agreement, the ACCC can conduct an arbitration upon
reguest from one of the parties.

Application to broadcasting carriage services

The access regime in Part XIC of the TPA came into effect on 1 July 1997. Transitional
arrangements in the Telecommunications (Transitional Provisions and Consequential

Amendments) Act 1997 (the ‘Transitional Provisions Actj)rovided for certain

‘foundation’ access rights in the olélecommunications Act 1991 to be carried over into

the new access regime. This was achieved by requiring the ACCC to deem certain
services as declared services subject to the standard access obligations. On 30 June 1997,
the ACCC deemed a number of services iD#sming of Telecommunications Services

Satement.

In addition, it was stated in the Second Reading Speech Twdtie Practices
Amendment (Telecommunications) Bill 1996 that:

‘...the ACCC is required to declare a carriage service to bring within this access
regime the supply of broadcasting services over cable networks. This fulfils our
election commitment to remove the exemption for pay television carriage from the
access regime given by the previous Government.’

Section 39(5) of the Transitional Provisions Act requires the ACCC to deem as a declared
service aservice that is:

‘...necessary for the purposes of enabling the supply of a broadcasting service by
means of line links that deliver signals to end-users.’

Importantly for broadcasting purposes, s152AR(8) of Part X1C requires access providers
supplying active declared services by means of conditional access customer equipment
(such as set-top boxes used for the supply of pay TV) to supply those services when
requested, and to also supply any services necessary to enable the service provider to
supply carriage or content services by means of the conditional access customer
equipment.

The Explanatory Memorandum in respect of s152AR(8) includes possible examples of
Necessary Services:

access to a subscriber management system which manages the services that customers are
authorised to receive via conditional access customer equipment;

provision of necessary technical information about the conditional access system; or

access to, or information about, ‘smart cards’ used to control access by customers and/or
billing.



The ACCC included a broadcasting access service in its Deeming of Telecommunications
Services Satement of 30 June 1997 in the following terms:

‘An analogue service necessary for the purposes of enabling the
supply of a broadcasting service by means of line links that deliver
signals to end-users, and of a kind that was used for those purposes
on 13 September 1996. This is an access service that provides a
basic carriage and distribution access function together with other
functions as requested'.

The precise wording of the service description allows access seekers to choose which
services are covered by the declaration. Because of this, concerns were raised with the
ACCC about the validity of the declaration.

The ACCC considers that the existing service declaration is valid. However, in order to

provide certainty, the ACCC commenced inquiries into whether to declare ‘analogue-
specific pay TV carriage services’ and ‘technology-neutral pay TV carriage services’ (eg,
encompassing both analogue and digital services).

On 3 June 1999, the ACCC announced its draft decision to only declare analogue pay TV
services carried over cable. Unlike the original ‘deemed’ declaration, this draft declaration
was made on the basis of the long-term interests of end-users. In particular, the ACCC is
of the view that declaration should promote competition in the supply of diverse
programming to pay TV subscribers.

The ACCC anticipates that declaration would assist suppliers of niche pay TV services,
such as foreign language and special interest channels, to gain direct access to customers.
While other delivery technologies besides broadband cable exist (such as satellite), they
seem less attractive options to customers when cable is available as an alternative. The
ACCC was concerned that owners of broadband cable networks such as Cable & Wireless
Optus and Telstra could have incentives to block access to niche pay TV operators in
situations where the niche services would compete with the carriers’ fully or partly owned
downstream pay TV operations (Optus Vision and Foxtel respectively).

The ACCC has not yet reached a decision on whether to declare a technology-neutral
service which would cover digital services. However, at this stage, the ACCC's
preliminary view is that it would be too early to tell whether declaration may become
desirable, given the early stage of the deployment of digital technology to deliver
broadcasting services.



