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Abstract

The Competition Commission (CC) is committed to a rolling programme of research into past
remedies, with the aim of ensuring that learning points are captured and fed into the
development of remedies policy and practice. The CC chose as its first four case studies
Alanod, Sibelco, Coloplast and Centrica. These four studies cover all the most frequently
used types of remedy: divestiture, remedies to restrict vertical behaviour, and remedies to
control outcomes. The need to ensure that the remedies studied were sufficiently mature for
their effects to be clear meant that it was necessary to study remedies put in place under the
Fair Trading Act 1973 (FTA). There are some important differences in the way that remedies
are handled under the Enterprise Act 2002 compared with the FTA—the CC is now
determinative and is responsible for implementing its remedies. However, since in recent
times mergers had in practice been assessed under the FTA using a competition test, most
of the learning points from these remedies are valid under the Enterprise Act regime.

The CC chose as its next two case studies Draeger and Emap. These were among the first
remedies put in place under the Enterprise Act 2002. As with the initial case studies, these
were chosen, in part, to reflect the range of remedies considered by the CC. The Draeger
remedy comprised a recommendation to health purchasers combined with a time-limited
price cap. Emap involved a divestment following a completed merger.

Initial desk research into each case study was followed by a series of interviews with those
involved in implementing the remedy. Interviewees included not only those subject to the
remedy but also their customers and competitors and those involved in any ongoing
monitoring.

Broadly, the studies have highlighted: the importance of effective interim remedies, the need
for parties to have appropriate incentives to implement remedies, and the riskiness of
remedies that depend on third parties. Specifically in relation to divestiture remedies, they
have shown: the need to be clear about the constituents of the divestiture package and
ensure that it is maintained until the divestiture is complete, the importance of thorough
assessment of potential purchasers, and the importance of including provision for sale of the
package by divestiture trustees at no minimum price. Specifically in relation to behavioural
remedies, they have shown that: behavioural remedies are more complex and resource-
intensive than divestiture remedies but that they can work especially where the company has
a compliance culture and where there are expert monitors, and that it is important for price
controls to reflect the nature of the market (eg how the product is sold and what the cost
drivers are).
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1. Introduction

1. With the coming into force of the Enterprise Act 2002 on 20 June 2003 the CC
acquired the power to implement remedies in relation to mergers that were expected
to result in a substantial lessening of competition (SLC).! Whereas under the FTA the
CC (and before it the Monopolies and Mergers Commission (MMC)) recommended
remedies to the Secretary of State for Trade and Industry, who remitted the Director
General of Fair Trading (DGFT) to negotiate undertakings or prepare orders imple-
menting remedies, the CC now has responsibility both for the choice of remedies and
for making them work.

2. In April 2004, mindful of this new responsibility, Professor Paul Geroski (then
Chairman of the CC) gave an interview with the Financial Times in which he dis-
closed that the CC intended to undertake research into the effectiveness of past
remedies. Development of remedies policies and procedures in the CC is overseen
by the Remedies Standing Group (RSG) which comprises the CC’s Chairman,
Deputy Chairs, three members of the CC with members of CC staff in attendance. In
2004, the RSG agreed an initial phase of a rolling programme of research with the
aim of ensuring that learning points from past remedies were captured and fed into
the CC’s policy and practice.

3. An initial report of this research was published in January 2007. This report contained
the result of four case studies of remedies put in place under the FTA. In February
2007, the RSG initiated two further case studies of remedies put in place under the
Enterprise Act.

4, This report presents the results of these first two phases. It begins by providing an
overview of the aims of the research and the methodology used. It then summarizes
the key learning points from the case studies. The report then finishes with a
discussion of how this research fits with that of the Federal Trade Commission (FTC)
and DG Comp into the effectiveness of merger remedies. Appendix 1 provides a
summary of remedies used in CC merger inquiries from 1999 to 2003. Appendix 2
sets out in detail the research methodology. Appendix 3 contains detailed reports on
each of the six case studies.

'Except in relation to public interest cases and special public interest cases. For more detail see CC2, Merger References,
part 5, available at: www.competition-commission.org.uk/rep_pub/rules_and_guide/pdf/cc2.pdf.

3


http://www.competition-commission.org.uk/rep_pub/rules_and_guide/pdf/cc2.pdf#5.1

5.

2.

This research complements and will contribute to the development of the CC's
‘remedies tool-kit’.2

Overview of aims and methodology

Aim of research

6.

This research aims to assist in the development of the CC’s expertise, policy and
practice on remedies and also to make clear to third parties the basis for the CC’s
approach. In so doing it will to help the CC to ensure that it implements remedial
action that has an effective and timely impact on competition concerns.

In line with the CC’s evidence-based approach to the development of policy and
practice, a case study methodology was used. The research aimed to capture any
learning points from the experience of choosing, designing, implementing and mon-
itoring the remedies used in each case. In relation to each study, the research sought
to understand whether the CC’s chosen remedy had worked to address the compe-
tition concerns identified by the inquiry, whether the remedy had worked as expected,
and if not, why not.

The learning points from this research will feed into the development of CC policy
and practice on remedies and have informed the development of the CC’s draft
guidance on merger remedies.® The learning points are essentially qualitative in
nature as the limited number of cases available for review and the variety and
complexity of individual cases militates against robust quantitative insight.

Overview of methodology

9.

10.

This section provides an overview of the methodology used by the CC in this
research. Further background to the study and a more detailed exposition of the
methodology used is provided in Appendix 2.

In line with the CC’s evidence-based approach to the development of policy and
practice, a methodology based on case studies was used. For the initial phase of the
research, four case studies were chosen. Two further case studies were chosen for
the second phase of research. The studies chosen were selected in order:

(a) to be sufficiently far in the past to allow meaningful research on their success but
sufficiently recent to ensure that they were relevant;

(b) to cover a cross-section of different types of remedy and to be focused on those
type of remedy most frequently used by the CC, ie divestiture remedies, behav-
ioural remedies designed to enable the development of competition (eg by
restricting vertical conduct), and behavioural remedies that control outcomes (eg
price controls);

(c) to include examples of remedies that were thought to have been successful and
examples of remedies that were thought to have been unsuccessful; and

2As outlined in the CC's Corporate Business Plan 2008/09, available at:
www.competition-commission.org.uk/our_role/corporate_plan/corporate_plan_08_09.pdf.
®Available at: www.competition-commission.org.uk/rep_pub/consultations/current/pdf/merger_remedies_guidelines_draft.pdf.
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11.

12.

13.

(d) to include examples of relatively straightforward cases and relatively complex
cases.

In practice, the need for the studies to involve remedies sufficiently far in the past for
a meaningful assessment of success meant that the case studies chosen were all
remedies put in place under the FTA, rather than under the Enterprise Act. The
Enterprise Act introduced a system of merger control based on a ‘substantial
lessening of competition’ test to replace the ‘public interest’ test used under the FTA.
However, in recent times, the OFT and the CC had in practice assessed the impact
of a merger on the public interest by reference to its impact on competition. By
choosing remedies relating to inquiries completed since 2000, the CC ensured that
these initial case studies were relevant to the Enterprise Act regime. The two case
studies chosen in the second phase of this research related to remedies put in place
under the Enterprise Act and are therefore directly relevant to the current regime.

As well as changing the test for merger control, the Enterprise Act also saw the CC
become a determinative body. Rather than, as under the FTA, the CC recommending
remedies to the Secretary of State, who would remit the DGFT to accept under-
takings or issue orders, the CC now implements its chosen remedies. Although the
majority of observations in relation to the initial case studies are relevant to the
current regime, this change in the approach to implementation means that some
observations are no longer relevant. These are noted and discussed separately in
Section 3.

Applying the criteria set out in paragraph 10 led to the choice of the six case studies
detailed in Table 1.



TABLE 1 Summary of case studies

Inquiry

Alanod*

Sibelcot

Date of Nature of adverse
report Legislation finding Type of remedy Other comments
2000 FTA Horizontal concerns, Restricting behaviour to Completed merger where
vertical concerns, end-customers acquired business had been
unilateral effects L ) integrated prior to inquiry
Restricting vertical
behaviour
Controlling outcomes
(price control)
2001 FTA Horizontal concerns, Divestiture Widely thought not to have

Coloplastt 2002 FTA

unilateral effects

Horizontal concerns,
unilateral effects

Behavioural remedies,
initially to facilitate
competition by
renegotiation of an
exclusive contract,
ultimately price control

been successful

Initial remedy known to have
been unsuccessful

Centrica8 2003 FTA Vertical concerns, Behavioural remediesto  Complex remedy involving
unilateral effects control outcomes Chinese wall provisions
upstream but facilitate
competition downstream
Draegerf 2004 Enterprise Horizontal concerns, Behavioural remedies. Constraints on the CC'’s
Act unilateral effects Recommendation to ability to obtain an effective
NHS Purchasing and divestiture remedy.
Supply Agency (PASA)
regarding purchasing
conduct. Time-limited
price control.
Emap# 2005 Enterprise Horizontal concerns, Divestiture Completed merger. Limited
Act unilateral effects integration prior to inquiry.
Hold separate undertakings
put in place by the OFT and
the CC.
Source: CC.

*Alanod Aluminium-Veredlung GmbH & Co and Metalloxyd Ano-Coil Ltd.
TSCR-Sibelco SA and Fife Silica Sands Ltd and Fife Resources Ltd.

$Coloplast A/S and SSL International plc.

§Centrica plc and Dynergy Storage Ltd and Dynergy Onshore Processing UK Ltd.
fiDrager Medical AG & Co KgaA and Hillenbrand Industries.

#Emap plc and ABI Building Data Ltd.

14,

15.

16.

Initial background research was undertaken in relation to each study, involving CC
staff in reviewing the final report and the inquiry files and discussing with staff who
participated in the inquiry. Following this, interviews were conducted with key people
involved in the design and implementation of the remedies. The questions for each
interviewee were tailored to reflect their role in relation to the remedy. Broadly, inter-
viewees were asked questions about the choice of the remedy, what had happened
since the undertakings had been put in place, whether the remedy had been working
as expected and if not, why not.

Learning points

For each of the case studies, a detailed account of the main points of the relevant
inquiry, the key facts in the CC’s choice of remedy and what happened after the CC’s
final report is presented in Appendix 3. This section takes the results of those studies
and summarizes the key learning points.

The learning points are grouped thematically, as follows:

(a) interim remedies;



17.

(b) choice and design of final remedies;
(i) divestitures; and
(i) behavioural remedies;
(c) negotiation of final undertakings; and
(d) ongoing compliance and monitoring.
Those points which are specific to the FTA regime and are less relevant to the

Enterprise Act regime, as discussed in paragraph 11, have been grouped together
under a separate heading at the end of this section.

Interim remedies and the impact of completed mergers

18.

19.

20.

The Sibelco case study suggests that, in the absence of restrictions on their behav-
iour, firms may be able to run the business in such a way as to undermine the
effectiveness of a divestiture package. The study demonstrates the importance of
putting measures in place to protect against this and also the importance of ensuring
that compliance with such measures is actively monitored.

The Alanod case study shows that, even where there is no specific intention to
undermine any divestiture package, pursuing the normal course of integration fol-
lowing completion of a merger might remove any scope for an effective divestiture
remedy by removing the scope to create a separable, viable divestiture package from
the merged entity.

The Emap case study shows the benefit of putting in place interim ‘*hold separate’
measures, which preserved the scope for has what has proved to be an effective
divestment remedy. The CC recognized that the management of ABI (the acquired
business) had no incentive to impede the interim ‘hold separate’ measures.
However, our review of the case suggests that the appointment of a monitoring
trustee could have assisted the CC in obtaining an independent assessment of
certain decisions taken by Emap during the course of the inquiry, for example in
connection with expenditure requested by ABI. Overall, the appointment of a
monitoring trustee could have reduced asset risk during what proved to be an
attenuated inquiry process.

Choice and design of final remedies

21.

22.

The Coloplast and Centrica case studies show that the existence of a credible
contingency remedy option is important in ensuring that parties will give effect to a
proposed remedy. Such contingency options might include enforcement of the
remedy by order or the implementation of a ‘back-up remedy’ that is more intrusive
than the initial remedy. The Centrica study demonstrates how leaving open the
option of divestiture focused the firm’s mind on the need to work with the OFT to
create an effective set of behavioural undertakings. The Coloplast case illustrates the
point that, if a back-up remedy is preferred by a firm, it could, without adequate
incentives to do otherwise, not work towards achieving the initial remedy, so that the
back-up remedy will be implemented.

The Coloplast study also shows that where the effectiveness of a remedy depends
on action by a third party that is not subject to the remedy there is a risk that the
remedy will not be effective. The Draeger case highlighted a related learning point,



namely that in cases where the CC recommends action to be taken by others, an
element of ongoing oversight and engagement by the OFT is likely be desirable. The
CC recommendation to UK health departments and their purchasing agencies was
acted upon by the NHS Purchasing and Supply Agency. From our research it
appeared, however, that the changes of responsibility associated with the creation of
NHS Supply Chain may have had adverse effects on activities aimed at stimulating
market entry and expansion by other suppliers of infant warming equipment. The
case highlights the fact that such recommendations may need to be nurtured and
followed through by the OFT, in order to have a continuing positive effect, though we
note that, in doing so, the OFT would have to rely on advocacy, rather than statutory
powers, to encourage pursuit of any recommendations.

Divestitures

23.

24.

25.

26.

27.

28.

29.

The Sibelco study has generated a number of learning points in relation to divestiture
remedies. It shows that it is necessary to ensure that final divestiture undertakings
include measures to ensure that the divestiture package is maintained until divesti-
ture. It also shows that compliance with these measures must be actively monitored
(see ‘interim remedies’ above) in order to ensure their effectiveness.

The study also demonstrates the importance of clarity about all those elements that
should be included in a divesture package, and all the key criteria that should be
used in assessing the suitability of purchasers.

Although a number of potential purchasers were approved at the outset of the pro-
cess by the OFT in the Sibelco divestiture, the case study shows how approval only
of the favoured bidder would increase the riskiness of divestiture remedies by intro-
ducing delay should the approved purchase fall through. It is better to approve
several potential purchasers (eg those shortlisted). Although this involves more work,
it increases the chances of successful completion.

The Sibelco study also shows the importance of a thorough assessment of potential
bidders for a divestiture package. High-level statements of interest are not sufficient
indicators of genuine interest in a divestiture package and it is important to take
account of what a firm’s incentives are and the information available to it in gauging
whether it is likely to be a willing and able purchaser.

In addition, the Sibelco study demonstrates the importance of taking account of the
interests of the management of a business to be divested in the design of the
divestiture remedy. Were the management of the business being divested to be
opposed to the divestiture, this would increase the risk of an ineffective sale process.
In such circumstances it might be appropriate to consider the use of monitoring (and
ultimately divestiture) trustees.

The Coloplast study shows how publication of a time period within which a divestiture
must be completed can weaken the bargaining power of the divesting party.
Similarly, it suggests that revealing the outcome of required negotiations might have
the same effect.

Perhaps the most important point resulting from the Sibelco study is the importance
of retaining the option of appointing divestiture trustees to sell the divestiture package
at no minimum price. Where there is an inadequate incentive on parties to manage
an effective sale process themselves, the option of appointing a divestiture trustee
can provide the sole means of implementing the remedy. Although it is important to
maintain the divestiture package, even a damaged divestiture package can be sold if
the price is right and it can be used to compete effectively.

8



30.

31.

In relation to the use of divestiture trustees, the Sibelco study also makes clear the
importance of establishing the correct working relationship between the competition
authorities, the divesting party and the trustee. It should be made clear from the
outset to trustees that although they are remunerated by the parties, they are working
for the competition authorities.

A learning point from the Emap study is that it is important for the CC to understand
the intentions of potential purchasers, to talk through with them their specific plans for
the business they wish to acquire and how the acquisition fits into their overall
strategy. It became apparent to staff conducting the interviews with potential
purchasers that, in certain cases, their plans would not have resulted in ABI (the
divested business) acting as an effective competitive constraint. The company to
whom ABI was divested told us that it greatly appreciated the willingness of CC staff
to meet with them to discuss their plans for the integration and development of ABI in
some detail.

Behavioural remedies

32.

33.

34.

35.

Taken together, the four studies that covered behavioural remedies, Alanod,
Coloplast, Centrica and Draeger show that behavioural remedies are more complex
than structural remedies and generally require more work. They require a greater
number of decisions to be taken about their design. They are further complicated by
the need to ensure that they remain relevant over time. In addition, they require
ongoing monitoring over time.

However, these four studies also show that, if sufficient care is taken over the design
of behavioural remedies and in particular if active and informed monitoring takes
place, behavioural remedies can be effective.

The Alanod, Coloplast and Draeger studies suggest that it is important to take
account of the nature of the market when considering price controls. Specifically:

() In industries where input costs are subject to major changes it will be more
difficult effectively to control prices. Even where attempts are made to tie prices
to changes in key costs, if other costs fall significantly the control might not be a
biting constraint.

(b) In markets where bidding is involved there is a risk that revealing the level of the
cap will result in bids coalescing around that level (even though in fact in
Coloplast, where the level of the cap was revealed, this did not occur).

(c) In markets where there is substantial churn (or substantial market growth), con-
trolling the prices paid by each customer by reference to the prices they paid
previously is unlikely to be effective.

(d) In markets where there is significant innovation and/or new product development
price controls might be eroded as the controlled products become a smaller part
of the market.

(e) Where there are other products related to the controlled product, it will be neces-
sary to take account of the effect of the control on those related products.

Our evaluation of the Draeger remedy showed that the appointment of a third party
monitor to oversee the price control and associated measures had been essential in
ensuring that they were effectively applied. Monitoring Draeger’s prices was made
complex by the bespoke nature of the products and the fact that variable discounts



36.

37.

were offered to customers. The third party monitor was able to apply sufficient and
appropriate resource to the task of analysing Draeger’s pricing and discounts. The
third party monitor was also able to investigate a product withdrawal which, contrary
to the undertakings, the OFT had not been notified of in advance.

It should also be noted that the Alanod, Coloplast and Draeger studies illustrate the
tension between controlling outcomes and facilitating competition. Price controls, by
holding down a firm’s prices, can increase the controlled firm’s market share and
perhaps help it to expand its share of other markets (or market segments) beyond
that for the controlled product. Ultimately, price controls might force firms that are
unable to compete with the controlled price out of the market and/or deter new entry.

The Centrica remedies involved the use of Chinese walls to bring about a degree of
vertical separation in the company. The study shows that such remedies can be used
effectively if the firm assigns sufficient priority to this function and if this is backed up
with effective external monitoring. In order to ensure their effectiveness it is necess-
ary for the firm to educate its staff as to the existence of the Chinese walls, make
clear what they can and cannot do, and establish an effective deterrence mechanism
for those who breach the walls (eg through internal disciplinary processes).

Negotiation of undertakings

38.

39.

The Centrica study illustrates the advantages and disadvantages of involving an
industry regulator in the implementation of remedies. Where a regulator is involved in
an industry, it can provide valuable information during the negotiation process.
Where the regulator will be involved in monitoring the remedy, it is important that it is
involved in the negotiations so that it understands the thinking behind the remedy
and also so that the remedy will give the regulator the tools it needs to monitor effec-
tively. However, there is a risk that simply increasing the number of parties in the
negotiation will add to the complexity of the negotiations.

The negotiation process involved in the Centrica remedies also illustrates the import-
ance, as noted in paragraph 21, of the existence of a back-up remedy that is less
preferred by the firm in focusing minds on the need to take constructive approach to
making its preferred remedy work. Had Centrica not been aware that failure to reach
agreement on effective behavioural undertakings would trigger a reconsideration of
the divestiture option, it might have been less willing to accept some restrictions.

Ongoing compliance and monitoring

40.

41.

42.

The Centrica study clearly illustrates the advantage of involving an industry regulator
in ongoing monitoring. The regulator might have relevant expertise that allows it
better to monitor compliance than a non-specialist body could. In addition, the firm’s
ongoing and multi-dimensional relationship with the regulator could provide an
additional incentive for the firm to comply.

Compliance with its remedies is signed off by Centrica’s internal audit committee.
The success of this illustrates how such sign-off can provide a useful discipline. The
independence of the non-executive directors on the committee means that they can
provide useful internal scrutiny of compliance reports before they are submitted to the
authorities.

The experience in Coloplast shows the importance of employee education and a
continuing awareness of the need for compliance over time. Where remedies remain

10



43.

44,

in place over a period of time and there is a risk that parties might overlook them, it
might be necessary to remind parties periodically of their obligations.

The different experiences in Alanod, Coloplast, Centrica and Draeger suggest that
ensuring effective compliance with behavioural remedies may be easier for firms with
an established compliance culture and the internal capacity to implement a compli-
ance programme. It seems that larger firms are more likely to have this capacity than
smaller firms. It also seems likely that regulated firms are more likely to have this
capacity than unregulated firms.

The Draeger case also shows that the appointment of a third party monitor can
significantly increase the effectiveness of monitoring and compliance with complex
behavioural remedies. A subsidiary learning point on the appointment of a third party
monitor in Draeger, is that the CC should ensure that the fees proposed by the
parties are adequate to enable the monitor to fulfil its role and that appropriate
resources are deployed by the monitoring trustee. The team acting as monitors on a
day-to-day basis should, for example, be suitably experienced and drawn from a
relevant area of practice in the firm.

FTA-specific points

45,

46.

47.

Under the FTA, the OFT was constrained in its ability to put in place interim remedies
prior to any reference to the CC. The Alanod study shows how the lack of interim
remedies prior to a reference can seriously constrain the CC’s choice of final remedy
for completed mergers by allowing the significant integration of the two firms. By
contrast, interim measures put in place in Emap contributed to the CC’s ability to
obtain an effective divestment remedy.

Under the FTA, where the CC handed over implementation of remedies to the OFT
there was a risk that the OFT would not have the benefit of the extensive understand-
ing of the issues that the CC had gained during its inquiry. The Centrica study
illustrated this problem, which was especially acute in relation to complex inquiries
such as this. Parties to the negotiation could use the OFT’s lack of familiarity with all
the subtleties of the CC's report to reopen arguments during the negotiation. There
was also a risk that negotiations took longer and might have been less effective
because parties had to ‘start again’ with the OFT.

Comparisons with other remedies research

Other competition authorities have undertaken studies into the effectiveness of past
merger remedies. Two such studies are internationally acknowledged as particularly
authoritative. The first is a study undertaken by the FTC in 1999, which looked at its
divestiture process. The second is a more recent study by DG Comp of the European
Commission, which looked at the effectiveness of a large sample of merger
remedies. It is instructive briefly to consider how the learning points from this study
relate to those from the other studies.

The Federal Trade Commission divestiture study

48.

In 1999 the FTC published the results of an extensive study of divestiture remedies.*
The study looked back at 37 (out of a total of 50) divestiture remedies that had been
implemented between 1990 and 1994 and attempted to assess whether the divesti-

“The full study is available at www.ftc.gov/0s/1999/08/divestiture.pdf.
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49.

50.

51.

ture had been an effective remedy, and whether there were systemic reasons why
some of the divestitures had not been effective. The research was conducted mainly
by means of interviews with purchasers, although a relatively small number of other
parties were also interviewed. It concluded with a series of recommendations as to
how the FTC's divestiture process might be improved.

The divestitures studied covered a wide variety of industries and included a variety of
divestiture packages from virtually autonomous (stand-alone) subsidiaries to non-
exclusive licences, to patents and know-how. The study showed that almost all of the
required divestitures actually occurred. The study did not attempt to assess the
impact of the divestitures on the process of competition in the relevant markets.
However, on the basis that a divestiture was effective if the divestiture package was
bought by an approved purchaser who began operating it viably in the market within
a reasonable period and continued to do so, 28 out of the 37 divestitures studies, ie
approximately three-quarters, were effective.

In looking for systemic reasons for why some divestitures failed while others were
successful, the study generated the following findings:

(a) Divestiture packages must include all the assets that a purchaser needs to
compete effectively in the market—this may be greater than the area of overlap
or an asset access to which constitutes a barrier to entry.

(b) Divestitures of existing ongoing (stand-alone) businesses tended to be more
successful than divestitures of selected assets (eg intellectual property, tech-
nology, brand names).

(c) Divesting parties tend to look for purchasers who will not be strong competitors
and may engage in strategic conduct to reduce the purchaser's chances of
success.

(d) Purchasers do not have sufficient information to prevent mistakes in the course of
their acquisitions.

(e) ‘Continuing entanglements and relationships’ between the divesting party and the
purchaser post-divestiture (eg where the divesting party supplies a key input to
the purchaser) tend to increase the vulnerability of the purchaser and can dull the
incentive to compete.

(H Smaller firms have the same rate of success as larger firms in operating dives-
titure packages effectively and should not be presumed to be less suitable
purchasers.

The study made various recommendations with aim of the increasing the effect-
iveness of the FTC's divestiture process. These are set out in Table 2.

12



TABLE 2 Recommendations for the FTC divestiture process

Aim Recommendations
Increase the divesting party’'s — Appoint trustees
incentives to achieve an effective — Require divestiture of a ‘crown jewel’ if divesting party fails to achieve a sale
divestiture within the specified period

— Require consequential damages for failure to deliver supplies

Facilitate the success of the purchaser = — Ensure purchaser has access to accurate information

— Require purchaser to submit to the FTC an acceptable business plan for the
assets

— Require purchaser before approval to have executed contracts with third parties
who will supply any key inputs or service it will not be providing itself

— Ensure that purchaser fully understands the order implementing the remedy

— Select appropriate purchasers, on grounds that include knowledge and
experience and their commitment to the market, but not necessarily their size

Facilitate transfer of business — Ensure that purchaser has:
information — Rights to all related technology

— Rights to technical assistance

— The right to inspect the facilities in operation

— The right to hire selected people from the merged entity that have important
knowledge

Source: CC, material from DG Comp remedies study.

The DG Comp study

52.

53.

54.

The DG Comp study was published in late 2005.° It analysed 96 remedies used in
40 cases with the aim of identifying serious issues in the design and implementation
of remedies, assessing the effectiveness of the European Commission’s policy on
remedies and recommending areas for improvement. Like the FTC study, DG Comp
used interviews mostly with the divesting parties and purchasers but also with
trustees and other players to gather qualitative data. Unlike the FTC, it also used
follow-up questionnaires as a means of gathering quantitative data. Of the 96
remedies it examined, 84 were divestitures, 10 were access commitments, and
2 were other types of remedy. A wide variety of divestitures was covered, including
sale of a stand-alone business, sale of package of assets constituting a ‘carve out’®
from a business, ‘mix and match’ divestitures, exits from a joint venture and licensing.

The study considered that a fully effective divestiture remedy would have resulted in
a sale where the divestiture package remained a viable and effective competitor. A
fully effective access remedy was considered to be one which had eliminated
foreclosure concerns. A patrtially effective divestiture remedy was one in which there
were still (ie at the time of the study) ‘unresolved issues’ and a partially effective
access remedy was one in which access had not been granted to the extent
determined in the decision. Ineffective divestiture remedies had failed to restore
competition either because the divested business had ceased to operate or had not
begun operating three to five years after the decision. Access remedies were
ineffective where no access had been granted. On this basis, the study concluded
that 57 per cent of the 96 remedies had been fully effective, 24 per cent partially
effective and 7 per cent ineffective. The effectiveness of the remaining 7 per cent
could not be judged because the remedy had been proved unnecessary.

The study also provides a breakdown of effectiveness by broad type of remedy, as
shown in Table 3.

*The full study is available at: www.europa.eu.int/‘comm/competition/mergers/others/remedies_study.pdf. Alex Kopke from
DG Comp presented the findings at a lunchtime seminar for CC members and staff on 21 February 2006.
®The term ‘carve out’ was applied to assets that were split out of a business for divestiture.
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TABLE 3 DG Comp study: effectiveness of remedy by type

per cent
Fully Partially
effective effective Ineffective Unclear
Asset divestitures 56 25 6 13
Exit from a JV 77 8 0 15
Access commitments 40 40 20 0

Source: DG Comp study, CC analysis.

55.

56.

57.

58.

In relation to divestitures, the main findings of the study can be grouped by reference
to:

(a) scope of package;

(b) interim preservation;

(c) suitable purchasers; and
(d) the transfer process.

The study found that there were five key issues that often threatened commercial
viability:

(a) upstream/downstream links;

(b) geographic limitations;

(c) business below critical size;

(d) product cycle effects;’ and

(e) unresolved intellectual property rights (IPR) issues.

Crucially, the study also found that divestitures of packages of assets that dealt only
with the ‘overlap’ were as likely not to be fully effective (43 per cent) as to be effective
(43 per cent). Divestitures of packages of less than the ‘overlap’ fared even worse
with 72 per cent classed as ‘risky/doubtful’ and only 14 per cent as fully effective.
However, divestitures of packages comprising more than the ‘overlap’ were far more
likely (86 per cent) to be fully effective.

In relation to interim preservation issues, the study found that:

(&) These were more complex when the business to be divested was not stand-
alone.

(b) The divesting party often attempted:
() to degrade tangible and intangible assets;
(i) not to maintain investment and customer service levels;

(iii) to putin place inadequate personnel retention schemes; and

"For example, if a business is sold at a stage in the product cycle when demand is low the purchaser may have to withstand a
period of low sales before business picks up later in the product cycle.
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(iv) ‘front loading’.?

(c) Interim preservation measures are difficult to monitor, even by experienced
trustees, and success or failure often only becomes apparent after the divestiture.

(d) Effective monitoring trustees should:
(i) be appointed as soon as possible;
(i) have trustee mandates that are very clear on their functions;
(iii) follow a detailed workplan and keep in regular contact with DG Comp;
(iv) have the requisite qualifications and experience; and
(v) have and maintain their independence of the divesting party.

59. In relation to suitable purchasers, the study found that 12 divestiture remedies had
been ineffective or only partially effective because of the unsuitability of the pur-
chaser. It noted the existence of a strong link between the availability of suitable
purchasers and the scope of the asset package, and that a more limited asset
package (as well as introducing the risk that the purchaser would not have everything
it needed to compete) could reduce the pool of potential purchasers making it more
likely that an unsuitable purchaser would be approved. It also noted that the risk of

not finding a suitable purchaser could be reduced by use of ‘upfront buyers’.

60. Specifically in relation to the requirements of a suitable purchaser, the study
concluded that these included:

(a) proven expertise (especially in innovation-driven industries);

(b) financial resources;

(c) incentives to compete;

(d) independence from and no connections to the divesting party; and
(e) no risk of creating new competition problems.

61. The study noted that after approving the sale and purchase agreement, DG Comp
rarely intervened in the transfer process. It suggested that DG Comp might be able to
intervene more often to check that the terms of the sale and purchase agreement are
complied with and perhaps to help resolve any outstanding issues (eg IPRs) that
could damage the effectiveness of the remedy.

62. In relation to access commitments, the study concluded that:

(a) determining the nature of the commitments up front is inherently difficult:

(i) their effectiveness will depend on who is using the access, and this might not
be known at the time; and

®This term was used to describe a process of selling sufficient quantities of product on to the market before the divestiture such
that the purchaser faced a period of very low demand just after having acquired the assets.
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63.

(ii) it is difficult to determine what ‘non-discriminatory’, ‘fair’ and ‘reasonable’
terms actually are;

(b) access fees can convey sensitive market information and/or dull incentives to
compete;

(c) there may be a failure to transfer all the know-how necessary effectively to use
the access; and

(d) monitoring is often inadequate.

The study will feed into a revised European Commission remedies notice, which was
adopted in 2007.

Comparison with the CC study

64.

65.

66.

67.

68.

It is important to be aware of the differences between the US, EU and UK merger
control systems and the impact that these differences have on the emphases of the
various studies.

The FTC study relates to a system of merger control in which pre-notification is
mandatory and in which there are severe penalties for completing a merger before
FTC clearance has been given (‘gun-jumping’). Thus, the FTC is very unlikely to
force the divestiture of the whole of the acquired business, as the Secretary of State
did in Sibelco. For the same reason, situations in which the ‘eggs’ have been
‘scrambled’ prior to a decision on the merger so that an effective divestiture is
infeasible, as in Alanod, are very unlikely to occur. Similarly, the FTC encounters
fewer issues in relation to the need to hold separate and maintain the acquired
business than do the UK authorities.

Like the FTC study, the DG Comp study relates to a system in which transactions
cannot be completed until a clearance decision has been obtained, making it less
likely to experience situations where integration has made divestiture simply
infeasible, as in Alanod. This, together with a lack of resources for ongoing
monitoring, makes it less likely than the UK authorities to use behavioural remedies.
However, an important difference from the US system is that DG Comp can only
consider remedy proposals offered by the parties. It has the ability to decline those
proposals but the only alternative is prohibition, which could be disproportionate. This
system therefore makes DG Comp more likely to experience problems related to the
inadequate scope of divestiture packages and perhaps also the lack of obviously
suitable purchasers.

It is also important to note the differences in focus and methodology between the
FTC and DG Comp studies and the CC study. The FTC study covered 37 divesti-
tures and the DG Comp study covered a total of 96 remedies. The number of
remedies covered allowed both the FTC and especially DG Comp to provide
statistical overviews of the success of different types of remedy and instances of
different types of failure. The CC study, in contrast, covered just six sets of remedies,
so that any statistical overview would have no value. However, the CC’s small
number of case studies did mean that, even with the limited resources available, it
was possible to get an in-depth view of the remedies from the CC's final report
through the implementation process.

Both the FTC and DG Comp studies were based largely on interviews. The FTC

study was heavily based on interviews with the divesting party and the purchaser.
Similarly, the DG Comp study used interviews with the party committing to the
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69.

70.

71.

remedy, any purchasers, licensees or companies granted rights as a result of the
remedy, and any trustees. The CC study was also based largely on interviews but, in
contrast, included interviews with customers and competitors (as well as the OFT as
ongoing monitoring body, as well as implementing body under the FTA), allowing the
CC access to a different perspective on the effectiveness of the remedies.

The differences in merger control regimes and the differences in research method-
ology notwithstanding, the results of the CC study in relation to interim remedies and
divestiture remedies are in line with those of the FTC and DG Comp studies. The
experience in Alanod of firms pressing ahead with integration to the detriment of a
divestiture package and in Sibelco of the divesting party degrading the asset
package closely echo the findings of the DG Comp study on interim preservation
measures. The results of the Sibelco case study also bear out the findings of the
DG Comp study on the difficulties involved in assessing the suitability of purchasers,
the risks of not finding a suitable purchaser and the links between those risks and the
scope of the divestiture package. Further, the Sibelco experience strongly supports
the warning from the FTC study that divesting parties will look for purchasers who will
not be strong competitors. It is difficult, however, to find any echo of the Coloplast
divestiture experience in either the DG Comp or FTC study, since neither of those
institutions offer ‘back-up remedies’ in such a way.

The findings of the CC case studies in relation to behavioural remedies differ from
those of the DG Comp study. The DG Comp study included only behavioural
remedies in the form of access commitments (and did not include any behavioural
remedies aimed at controlling outcomes such as the Alanod and Coloplast price
controls) and found that such remedies were more likely to be ineffective or only
partially effective than fully effective. This contrasts with the results of the CC’s case
studies which suggest that those behavioural remedies examined have been largely
effective. In particular, the Centrica remedies, which include access commitments,
appear to be working well.

Although the CC has undertaken relatively few case studies, the greater level of
success associated with its behavioural remedies is perhaps not surprising. The UK
authorities, not least because of the differences in its merger control system, have
more experience of behavioural remedies than DG Comp. It also seems likely to be
important that the UK has more resources available for ongoing monitoring than does
DG Comp and, in particular in relation to regulated sectors, can draw on the expert-
ise of existing institutions to act as effective monitors. The experience from the
behavioural remedies studied for this research suggests that, although they may not
be appropriate for every situation, if designed carefully and monitored well, they can
be effective.
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APPENDIX 1

Summary of remedies used in merger inquiries, 1999 to 2007

TABLE 1 Remedies put in place under the FTA
Merger

1. CityFlyer and British Airways—BA's
acquisition of CityFlyer’s slots.

The merger was expected to preclude
competition for BA at Gatwick with the result that
fares for air services would be higher than would
otherwise have been the case.

2. Transfer of newspaper titles and related
assets owned by Mirror Group plc to Trinity plc
and Regional independent Media Holdings Ltd.

The increased concentration of ownership was
expected to result in:

—the possible loss of one of the titles’ distinctive
voice representing unionist opinion, which
would have threatened the adequate
representation of the range of political opinion
in NI;

—reduced competition for newspaper advertising
leading to higher advertising costs in NI.

3. Acquisition of Metalloxyd Ano-Coil Ltd (Ano-
Coil) by Alanod Aluminium-Veredlung GmbH &
Co (Alanod). The acquisition of the largest
supplier of anodized aluminium coil for use in
lighting in the UK by the second-largest supplier
had resulted in a clear loss of competition. The
merger diminished competition and produced a
dominant supplier. The possibilities for price
discrimination in a market traditionally lacking
price transparency were enhanced. In addition,
with the dominant supplier being the sole source
of the MIRO range of vacuum deposition
products, greater potential existed for tying-in of
MIRO with pre-anodized aluminium than would
otherwise have arisen.

4. Proposed merger between Carlton
Communications Plc and United News Media

plc.

5. The JV Pentre Askern Group Limited was
formed by combining businesses of Askern
Group Limited (Askern) and Pentre (Holdings)
Limited (Pentre). The merger created a business
with an 80 per cent share of the combined
markets in the UK for steel, timber, plywood and
cardboard drums, and a 39 per cent share of the
market in the UK for timber drum management
services.

The CC concluded that the merger was expected
to have an adverse effect on competition only on
the markets for timber, plywood and cardboard
drums.

Summary of remedies

Cap on the share of slots used by BA at
Gatwick airport.

Cap on the share of slots held by BA in any
1- and 2-hour periods (to ensure that
appropriate capacity was available to BA
competitors in the peak operating periods).

Disposal of some of the acquired titles and
related newspaper assets.

Maximum prices. Commitment to continuing
supply of existing grades of aluminium.
Removing links between sales of MIRO and
sales of anodized aluminium. Commitment
to supply MIRO products to competitors.
Cancelling agreement with a manufacturer of
plant for the MIRO process. Commitment not
to give retrospective rebates. Maintenance
of arm’s length business relationships with
Jordan Reflectors Limited which had
ownership links with Alanod.

Recommended divestiture of: Meridian TV, a
holding in GMTV Limited, Tyne Tees
Television Ltd and other divestitures.

Divestiture of a division of Pentre Askern
and commitment to return the businesses to
the separate ownership of Sylvan and
Locker.
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Category of remedies

Divestiture

Divestiture

Controlling market
outcomes

Enabling measures

(vertical behaviour and
behaviour towards end-
customers)

Divestiture

Divestiture



Merger

6. The proposed acquisition by British United
Provident Association Limited (BUPA) of
Community Hospitals Group plc (CHG) and the
acquisition by Salomon International LLC (SIL) of
26.8 per cent of the ordinary share capital of
CHG.

The proposed BUPA/CHG merger was
prohibited.

Existing SIL/CHG and SIL/CHG/BUPA merger
situations.

It was concluded that these situations could be
expected to be adverse to the public interest
because the circumstances of BUPA'’s
involvement in SBUKE's acquisition of the CHG
shareholding. These circumstances were such
as to make SBUKE's retention of the CHG
shareholding a cause of concern and
uncertainty, lasting for perhaps 12 months or
more, to many parties involved with CHG.

7. The acquisition by Interbrew SA (Interbrew) of
the brewing interests of Bass PLC (Bass). The
merger would have made Interbrew the largest
brewer in Great Britain, with an overall market
share of between 33 and 38 per cent and a
portfolio of leading beer brands. In terms of the
wholesaling and distribution of beer, Interbrew
would have had a market share of approximately
33 per cent. The merger would have
strengthened Interbrew’s portfolio of leading
brands and led to the creation of a duopoly
between Interbrew and Scottish & Newcastle plc
(S&N).

8. The completed acquisition by Coloplast A/S of
the continence care business of SSL
International plc. As a result of the acquisition
the market share in the UK of Coloplast A/S and
its subsidiaries (Coloplast) rose in the markets
for sheaths, urobags and intermittent catheters.
In the CC'’s view the greatest effect on
competition was in the market for sheaths,
where, in addition to giving Coloplast a very high
market share, the acquisition had resulted in the
elimination of Coloplast's main competitor, giving
it control of the market-leading brands of latex
and non-latex sheaths.

9. Proposed acquisition by Vivendi Water UK
PLC (VWUK) of First Aqua (JVCo) Limited
(JVCo) from First Aqua Holdings Limited (First
Aqua). The CC concluded that the proposed
merger may be expected to operate against the
public interest because it would have prejudiced
the Director General of Water Service’s ability to
make comparisons between different water
enterprises.

Summary of remedies Category of remedies

Prohibition. It was recommended that Divestiture
SBUKE reduce its holdings within six months

and that for so long as SBUKE held CHG

shares it should be prohibited from

exercising its voting rights without the

consent of the DGFT.

Interbrew was required to divest the UK Divestiture
business of Bass Brewers to a buyer

approved by the DGFT. CC decision

overturned on judicial review.

The Secretary of State accepted Enabling measures
undertakings requiring Coloplast to (vertical behaviour)
renegotiate the exclusive distribution

agreement with the Mentor Corporation but Controlling market

later on the Secretary of State following a outcomes

changes in circumstances announced that
she had accepted undertakings imposing a
cap on the price Coloplast could charge
NHS hospitals for supply of non-latex
sheaths.

The CC recommended that VWUK was Divestiture
required to divest its 31.4 per cent stake in

South Staffs Group, thereby securing the

independence of that company as a

comparator. The Secretary of State

disagreed and VWUK undertook to limit

voting shares in Southern Water

Investments Ltd to no more than 25 per cent

and to restrict numbers of its board

appointees.

19



Merger

10. The acquisition by Scottish Radio Holdings
plc (SRH) and GWR Group plc (GWR), through
the joint venture company Vibe Radio Services
Ltd (VRSL), of Galaxy Radio Wales and the
West Limited (Galaxy). The merger had
significantly increased the already high market
shares of local radio advertising held by the
GWR stations in the Bristol and Bath, and four
Taunton and Yeovil areas. There was extensive
overlap of listeners between Galaxy 101 and
both the GWR stations and some overlap of
advertisers. The merger reduced the options
open to companies advertising locally and
reduced competition for local radio advertisers.

11. The acquisition by Centrica plc (Centrica)
from Dynegy Inc (Dynegy) of two companies
which owned and operated the Rough gas
storage facility and associated assets. The CC
concluded that, in the absence of further
constraints, Centrica might have been expected:
(a) to discriminate between customers in giving
access to capacity at Rough; (b) to use to its
advantage sensitive information gained from the
operation of Rough; (c) to withhold information
about the operation of Rough; (d) to be less
innovative in marketing Rough products than
another owner; and (e) to invest less in
expanding Rough’s capacity than another owner.

12. The proposed merger between Carlton
Communications Plc (Carlton) and Granada plc
(Granada). The CC expected the merger to
operate against the public interest in the areas of
the impact on the other ITV regional licensees;
and the sale of advertising airtime.

13. The proposed acquisition of Safeway plc
(Safeway) by each of Asda Group Limited
(owned by Wal-Mart Stores Inc (Wal-Mart))
(Asda); Wm Morrison Supermarkets PLC
(Morrisons); J Sainsbury plc (Sainsbury’s); and
Tesco plc (Tesco).

Source: CC analysis

Summary of remedies

The CC recommended that GWR should
reduce interest in Vibe 101 to a level at
which the OFT was satisfied it had no
material influence. Opus, the GWR
advertising sales house, should no longer
sell Vibe 101 advertising. Failing these
undertakings being given, GWR should
divest all its shareholding in VRSL.

GWR in fact sold all of its holding in VRSL to
SRH.

Centrica should sell all Rough’s capacity and
do so on non-discriminatory terms. It should
auction all remaining capacity no less than
30 days before the start of each storage
year. It should not participate in the primary
sale process but reserve no more than 20
per cent of Rough’s capacity for itself in the
first year, falling to 15 per cent over a five-
year period and remaining at 15 per cent
thereafter. Ensure separation of its storage
business from all other parts of the group.
Facilitate secondary market for Rough
capacity. Offer a minimum of 20 per cent of
Rough capacity on annual contracts.
Arrange independent review of compliance.

Carlton-Granada should agree a package
proposed by the ITC, safeguarding interests
of other ITV licensees. Carlton-Granada’s
combined advertising sales house should
give other ITV licensees the right to carry
forward current terms enjoyed with Carlton
and Granada’s sales houses separately. All
existing customers of Carlton and Granada’s
advertising sales houses should have the
right to renew their 2003 contracts on current
terms. Carlton-Granada to fund an
independent adjudicator to oversee remedy.

Asda, Sainsbury’s and Tesco prohibited from
acquiring all or part of Safeway (other than
Safeway stores divested by Morrisons as
part of remedy for its acquisition). Morrisons
acquisition permitted on condition of
divestiture of one-stop grocery stores in 48
localities where there would be adverse
effects and a further five smaller stores
where acquisition would have damaged
innovation and diversity.

Category of remedies

Divestiture

Enabling measures
(vertical behaviour)

Controlling market
outcomes

Enabling measures
(vertical behaviour)

Controlling market
outcomes

Enabling measures
(vertical behaviour)

Divestiture

TABLE 2 Remedies put in place under the Enterprise Act 2002

Merger

1. Stena AB and the Peninsular and Oriental
Steam Navigation Company: A report on the
proposed acquisition of certain assets relating to
the supply of ferry services on the Irish Sea
between Liverpool-Dublin and Fleetwood-Larne

Summary of remedies

Prohibition of acquisition of Liverpool-Dublin
route

Determined 15 May 2004
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Prohibition



Merger

2. Drager Medical AG & Co KGaA and
Hillenbrand Industries, Inc: A report on the
proposed acquisition of certain assets
representing the Air-Shields business of Hill-
Rom, Inc., a subsidiary of Hillenbrand Industries,
Inc.

3. FirstGroup plc and the Scottish Passenger
Rail franchise: A report on the proposed
acquisition by FirstGroup plc of the Scottish
Passenger Rail franchise currently operated by
ScotRail Railways Limited.

4. Knauf Insulation Limited and Superglass
Insulation Limited: A report on the proposed
acquisition of Superglass Insulation Limited by
Knauf Insulation Limited.

5. Emap plc and ABI Building Data Ltd: A report
on the acquisition of ABI Building Data Ltd by
Emap plc.

6. Serviced Dispense Equipment Limited and the
Technical Services function of Coors Brewers
Limited: A report on the proposed acquisition by
Serviced Dispense Equipment Limited of the
Technical Services Function of Coors Brewers
Limited.

7. Somerfield plc/Wm Morrison Supermarkets
plc: A report on the acquisition by Somerfield plc
of 115 stores from Wm Morrison Supermarkets
plc.

8. Deutsche Bérse AG, Euronext NV and London
Stock Exchange plc: A report on the proposed
acquisition of London Stock Exchange plc by
Deutsche Borse AG or Euronext NV.

9. Vue Entertainment Holdings (UK) Ltd and A3
Cinema Limited: A report on the completed
acquisition of A3 Cinema Limited by Vue
Entertainment Holdings (UK) Ltd.

10. Railway Investment Limited and Marcroft
Holdings Limited: A report on the completed
acquisition by Railways Investments Limited of
Marcroft Holdings Limited.

11. Stagecoach and Scottish Citylink: A report on
the completed joint venture between Stagecoach
Bus Holdings Limited and Braddell PLC in
relation to megabus.com, Motorvator and
Scottish Citylink.

12. Stericycle International LLC/Sterile
Technologies Group Limited: A report on the
completed acquisition by Stericycle International
LLC of Sterile Technologies Group Limited.

13. Hamsard and Academy Music: A report on
the acquisition of a controlling influence in
Academy Music by Hamsard 2786 Ltd.

Summary of remedies

Recommendations to UK Health
Departments plus temporary price control

Determined 21 June 2004

Behavioural remedies regarding fares, ticket
types, frequency and capacity

Determined 15 October 2004

Blocked

Determined 11 March 2005

Divestiture of ABI
Determined 3 March 2005

Block on acquisition of Coors technical
services business

Determined 12 September 2005

Divestiture of 12 stores to address
reductions in competition in local markets

Determined 9 March 2006

Combination of structural measures (eg
limits on shareholdings and board
membership in clearing houses) with
supporting behavioural undertakings to
facilitate competition.

Determined 14/15 March 2006
Divestiture of one cinema

Determined 18 May 2006

Divestiture of part of Marcroft's outstation
business, including relevant bases, contracts
and employee.

Determined 5 January 2007
Divestiture of Citylink Saltire bus business

Determined 29 May 2007

Divestiture of part of STG's clinical waste
business, including relevant plants, contracts
and employees

Determined 30 January 2007
Divestiture of relevant music venues

Determined 22 February 2007
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Category of remedies

Recommendation
(purchaser conduct)

Controlling outcomes in
the short term.

Controlling outcomes

Prohibition

Divestiture

Prohibition

Divestiture

Divestiture

Enabling measures
(vertical behaviour)

Divestiture

Divestiture

Divestiture

Divestiture

Divestiture



Merger

14. SvitzerWijsmuller A/S and Adsteam Marine
Limited: A report on the proposed acquisition by
SvitzerWijsmuller A/S of Adsteam Marine
Limited.

15. Clifford Kent Holdings Limited and Deans
Food Group Limited: A report on the completed
merger of Clifford Kent Holdings Limited, parent
company of Stonegate Farmers Ltd, and Deans
Food Group Ltd.

16. South East Water Limited and Mid Kent
Water Limited: A report on the completed water
merger of South East Water Limited and Mid
Kent Water Limited. (Reference made under
Water Industry Act 1991).

17. Thermo Electron Manufacturing Limited and
GV Instruments Limited: A report on the
completed acquisition of GV Instruments Limited
by Thermo Electron Manufacturing Limited.

18. Kemira GrowHow Oyj/Terra Industries Inc
merger inquiry: A report on the anticipated joint
venture between Kemira GrowHow Oyj and
Terra Industries Inc.

Source: CC analysis

Summary of remedies

Divestiture of a Liverpool harbour towage
business to address local competition issues

Determined 30 April 2007

Divestiture of Stonegate eggs business to a
suitable purchaser

Determined 8 October 2007

Price reductions to address prejudice to
regulator’s ability to make comparisons.

Determined 29 November 2007

Divestiture of two product lines

Determined 31 July 2007

Partial divestiture plus detailed commitments
regarding CO2 contract with affected
customer (Air Liquide)

Determined 11 September 2007

Category of remedies

Divestiture

Divestiture

Controlling outcomes

Divestiture

Divestiture

Controlling outcomes
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APPENDIX 2

Research methodology

1. This appendix sets out how the case studies were chosen and the tools that were
used to research each one.

Selection of case studies

2. It was intended that the chosen case studies should fulfil a number of requirements.
In particular, they should:

(a) be sufficiently far in the past to allow meaningful research on their success, but
sufficiently recent to ensure they are relevant. In practice, this implied that this
first tranche of cases were restricted to cases considered under the FTA regime
as cases under the Enterprise Act regime were too recent to be considered. We
were able, in the second tranche of cases to consider some of the earlier
remedies put in place under the Enterprise Act;

(b) cover different types of remedy, and especially those remedies most frequently
used by the CC;

(c) include both examples that were thought to be successful and examples that
were thought to be unsuccessful; and

(d) include both relatively straightforward examples and relatively complex examples.

3. As set out in Table 1, the MMC completed 92 merger inquiries in the period 1999 to
2007, of which 31 involved remedies (other than prohibition). Further details of the
remedies used in these merger inquiries are provided at Appendix 1.

TABLE 1 Use of remedies in CC inquiries, 1999 to 2007

FTA Enterprise Act All mergers
1999-2003 2003-2007 1999-2007
Total number of merger inquiries 48 (100%) 44 (100%) 92 (100%)
—of which prohibited 8 (17%) 3 (7%) 11 (12%)
—of which cleared unconditionally 26 (54%) 24 (55%) 50 (54%)
—of which cleared with remedies 14 (29%) 17 (39%) 31 (34%)
Source: CC analysis
4, It is possible to categorize remedies broadly into the following types, according to

whether they are structural or behavioural or involve making a recommendation to a
third party. Within the category of behavioural remedies, we make a distinction
between enabling measures, whose aim is to facilitate competition and measures to
control outcomes (such as price caps), whose aim is to prevent the exploitation of
market power. This categorization is illustrated by Figure 1.
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FIGURE 1

Categorization of remedies by type

‘Remedies Universe’

A 4

Structural remedies Behavioural Recommendations on
remedies constraints and conduct
I
Divestiture and Intellectual Enabling Controlling
prohibition property measures outcomes
remedies

5.

Source: CC analysis.

By applying these categories to the remedies recommended by the CC in the period
1999 to 2007, it is evident that the structural measures (ie divestiture and prohibition)
are much more frequently used than behavioural measures. Within behavioural
remedies, enabling remedies to facilitate competition (in particular by restricting
vertical behaviour) were slightly more frequently used than remedies to control
outcomes (such as price controls). Only one merger remedy (Draeger) has involved
a recommendation to Government and there is no example of an intellectual property
remedy (eg compulsory licensing of a patent) during this period. The frequency

distribution of the different remedy types is shown in Figure 2.
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FIGURE 2

Frequency of merger remedies by type, 1999 to 2007
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Note: Remedies do not sum to the totals in Table 1 because some inquiries used more than one type of remedy
(see Appendix 1).
Source: CC analysis.

6. In order to ensure coverage of those types of remedy most frequently used by the
CC, it was clear that the case studies would need to include divestiture remedies,
enabling measures (in particular remedies restricting vertical behaviour) and rem-
edies controlling outcomes. Cases where remedies were under review by the OFT
were avoided.

7. All relevant remedy types could be covered using six studies: Sibelco, Alanod,
Centrica, Coloplast, Draeger and Emap. This set of case studies also had the
advantage of including three relatively straightforward cases (Sibelco, Alanod and
Emap) and two relatively complex cases (Centrica, Coloplast and Draeger) and also
included two cases where the circumstances of the case were thought to constrain
effective outcomes (Sibelco, Coloplast and Draeger).

Research tools

8. Extensive background research was undertaken into each case study. This involved
CC staff:

(a) reviewing the final report and inquiry files (in particular, submissions from and
transcripts of hearings with parties to be contacted in the research);

(b) discussing issues with the Inquiry Director involved on the case; and
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10.

11.

12.

(c) consulting the relevant OFT case officer in connection with the implementation of
the remedies.

Once this background research had been completed, relevant contacts were
selected for interview. In each case, interviewees included representatives of:

(a) the OFT team involved in negotiating the remedies (and monitoring where
appropriate);

(b) the party subject to the remedies;

(c) key competitors; and

(d) key customers.

Where possible and appropriate, other candidates for interview included:

(a) possible divestiture package purchasers;

(b) the divestiture trustee;

(c) industry regulators;

(d) government departments; and

(e) trade associations.

All interviewees received a formal invitation to participate in the study from the CC’s
Chief Business Adviser and Head of Remedies. Interviews were conducted by two
members of the CC staff, with one member of staff involved in all interviews to
provide continuity. A contemporaneous note was taken of each interview, and this
was agreed with the interviewee.

Each interviewee was sent a topic guide in advance of the interview. The topic guide
for each interview was different, reflecting the particular remedy and the position of
the interviewee in relation to it. However, interviewees were asked broadly similar
sets of questions relating to:

(a) their understanding of the reasons for the choice of remedy;

(b) their understanding of what had happened since the undertakings had been put
in place;

(c) (for behavioural remedies only) whether the undertakings appeared to be con-
straining the company subject to them in the way originally intended;

(d) whether the remedy had had any side effects;
(e) whether the remedy was working in the way that they had expected; and

(H what, if anything, they would like to see done to improve the way in which the
remedy worked or works.
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Assessment of methodology

13.

14,

15.

The methodology used in this research appears to have worked well. The chosen
methodology was subject to various risks, but steps were successfully taken to
mitigate each of them.

There had been concern that it might be difficult to identify suitable candidates for
interview and to secure their participation in the study. The OFT, drawing on its
experience in implementing and monitoring the remedies, was particularly helpful in
identifying suitable candidates for interview. Sending a formal letter of invitation from
a senior member of the CC staff which made clear the importance of the study
helped to encourage participation. CC staff managed to secure interviews with all of
those identified as suitable candidates.

A further concern had been that interviewees might be reluctant freely to share their
views on the remedies with the CC. However, interviewees were forthcoming in their
comments on the remedies in question once they had been assured that their
comments would not be made public. The prepared topic guides helped to ensure
that the interviewers covered the prima facie relevant issues. But the interviewers’
wider knowledge of the inquiry and a willingness to pursue other lines of questioning
as they arose were important in getting maximum value from these interviews.
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APPENDIX 3

Case study results

1. This appendix presents the main factual findings of the research in relation to each

study in turn. The following aspects of each study are discussed:

(a) the main facts of the inquiry;

(b) key factors in relation to the choice and design of the CC’'s recommended
remedy; and

(c) what happened after the CC's final report.

2. Following the presentation of the factual findings in relation to each study, a summary
of the main learning points from that study is provided. These learning points are to
be found, grouped thematically rather than by case study, in section 3 of the main
body of the report.

Alanod

Main facts of the inquiry

3.

The acquisition of Metalloxyd Ano-Coil Ltd (Ano-Coil) by Alanod Aluminium-
Veredlung GmbH & Co (Alanod) was referred to the CC in July 1999.

Both Alanod and Ano-Coil processed sheet aluminium in coil form, which was used
for its reflective qualities in commercial lighting units (known as luminaires). The
companies anodized the aluminium to produce reflectivities of around 85 per cent,
though higher levels could be achieved (at higher cost) using the process of vacuum
deposition through which Alanod produced its MIRO product range.

Alanod was a technologically advanced, profitable company with a strong market
presence in the UK and Europe. Ano-Coll, by contrast, was financially weak and its
parent company had been under bank control since 1997. Alanod had strong links
with Jordan Reflectors Ltd (Jordan), a specialized manufacturer of louvres for ceiling
light fittings, with Jordan’s parent company being owned by two individuals who also
owned a joint share in Alanod. Shortly before the merger Ano-Coil had restructured
itself and was budgeting for a small pre-tax profit in 1999. Its owners said that they
did not have the financial resources to secure Ano-Coil's medium- to long-term future
and had decided that their best course of action was to sell the business as a going
concern. The effect of the merger was to increase Alanod’'s share of the UK market
for anodized aluminium coil for use in lighting from about 35 per cent to about 75 per
cent.

The OFT did not become aware that the merger had been completed until some time
after the event. The OFT was left with only two months in which to complete its
phase 1 investigation of what was now a completed merger. Under the FTA, the OFT
could not put in place interim undertakings until after a reference to the CC had been
made. Following the reference, the OFT sought interim undertakings from Alanod,
but Alanod responded by noting that Ano-Coil had already been integrated with
Alanod. Eventually, very limited interim undertakings were put in place, which obliged
Alanod to maintain the Ano-Coil name and product codes.
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The CC concluded that the merged entity would have the ability and the incentive to
raise prices for specular anodized aluminium in the UK. It also noted that the merged
entity would be the sole supplier of the high reflective quality ‘MIRO’ range and that it
could tie sales of MIRO to sales of more basic products, thereby damaging compe-
tition in the supply of those more basic products. Customers were highly fragmented,
with the largest accounting for around 20 per cent of anodized aluminium usage in
the UK and the next largest accounting for around 7 per cent of usage. Luminaire
manufacturers also bought ready-made louvres, but in the UK Jordan (which was
linked to Alanod) was the largest supplier.

In its final report, the CC noted that the amount of the start-up costs a new entrant
would need to incur relative to the size of the market constituted a barrier to entry.
However, the CC also noted that other barriers to entry also existed. Notably these
included exclusive distribution arrangements that Alanod had with key distributors,
initially with Thyssen. In addition, a deal with Von Ardenne Anlagentechnik GmbH
(Von Ardenne) effectively prevented others from using the method of manufacturing
the MIRO product which been partly developed by Von Ardenne. Alanod also used
retrospective rebates to customers that would have had the effect of deterring
customers from switching. It concluded that the strength of the merged entity in the
EU market, together with a 7 per cent EU tariff on imports from third countries, would
deter entry from outside the EU. The CC also noted that a strong independent
distributor sector would have increased the scope for inter-brand price comparisons,
thereby helping to facilitate competition. However, the independent distributor sector
was not strong, and Alanod’s exclusive distribution arrangements militated against its
development.

The choice and design of remedy

9.

10.

The CC recommended a package of seven behavioural remedies:
(&) maximum prices (to be reviewed after five years);
(b) continuing supply of existing grades of specular anodized aluminium;

(c) not linking sales of MIRO products to sales of lower-grade anodized aluminium
products;

(d) an obligation to supplying MIRO products to competitors;

(e) cancelling its exclusive distribution agreement with Von Ardenne;
(f) not giving retrospective rebates; and

(g) maintaining an arm’s length relationship with Jordan.

The key factor in the CC’s choice of remedies was the fact that the substantial
integration of the Ano-Coil business into Alanod had meant that no viable stand-
alone divestiture package existed. At the time of the reference to the CC, when the
OFT wrote to Alanod’s advisers seeking interim undertakings, it became apparent
that Ano-Coil's technical, sales and marketing functions had already been dis-
mantled. Given that Ano-Coil was no longer a business by this stage but only a
production plant, only other manufacturers would have been interested in it as a
divestiture package. The CC had identified SACALL (an Italian manufacturer) as a
possible purchaser but when the CC visited SACALL it made clear that it was not
interested. On this basis, the CC considered divestiture too uncertain a remedy.
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11.

12.

13.

14.

The CC’s final report notes that other more radical structural remedies were also
considered. These are not specified but might have included requiring Alanod to sell
some other, stand-alone, part of its business outside the UK. However, since Alanod
was incorporated outside the UK, controlled by foreign nationals and had no busi-
ness in the UK other than Ano-Caoil, the CC concluded that this was not practicable.

The CC then considered behavioural remedies and in particular a price control,
effectively as a second-best solution. It noted that there would be difficulties in
operating a price control across a multiplicity of products and it noted the scope for
avoidance of a control through redefinition of existing products.

Alanod suggested a price control on a per-customer basis, under which the price a
customer paid in the future would be linked to the prices it had paid from Alanod and
Ano-Coll in the past. The CC accepted that this had merit. However, it noted that not
all those customers whose aluminium coil was supplied by Alanod bought directly
from Alanod; some bought indirectly through another company, Thyssen Garfield Ltd
(Thyssen), a metals stockholder and distributor. Alanod would not be aware of the
prices they had paid and these customers would not be protected by the control. It
also attempted to ensure that Alanod did not avoid the control by redefining grades,
and specified that it should continue to supply existing grades.

As well as controlling outcomes, the CC also recommended putting in place meas-
ures to protect and facilitate competition. Recognizing that Alanod would be a
powerful supplier to companies that were downstream competitors, the CC recom-
mended that Alanod should continue to supply its competitors with MIRO products.
The CC also attempted to ensure that the market was not foreclosed to entry by
recommending that Alanod should not tie sales of MIRO to sales of other more basic
products and should not give retrospective rebates to customers. The recommen-
dation that Alanod should cancel its exclusive distribution agreement with Von
Ardenne was also intended to remove a significant barrier to entry. The CC also
recommended that Alanod maintain an arm’s length relationship with Jordan.

What happened after the final report?

15.

16.

17.

18.

With the publication of the CC’s final report in January 2000, the Secretary of State
asked the DGFT to consult on the nature of the price control remedy. In April 2004
the OFT proposed a modified version of the remedy to the Secretary of State. The
OFT’s recommended remedy initially included a published price list rather than a
price control, although after consultation the OFT reverted to recommending a price
control.

During negotiations with the OFT, Alanod requested that the price control include an
RPI escalator. It argued that this was necessary to protect it from unforeseen cost
increases, including the impact of the Climate Change Levy. The OFT linked the level
of the price control to the market price of aluminium on the London Metal Exchange,
since aluminium was the main input into Alanod’s luminaires and was expected
better to reflect any changes in cost (decreases as well as increases) than would the
RPI.

Alanod also argued that the undertakings should be time limited, but the OFT did not
agree to the inclusion of such a ‘sunset clause’ in the undertakings.

In order to monitor compliance with the price control, the OFT used information
provided by Alanod, Ano-Coil, Thyssen and their customers to compile a schedule of
prices paid by customers immediately prior to the merger. This was a difficult task
because prices were individually negotiated, so that the schedule had to contain
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19.

20.

21.

22.

23.

24.

separate prices for each customer and some customers had no record of the price
they had paid. One hundred and thirty-three pages of schedules (one for each
customer) were prepared as an appendix to the undertakings.

In general, it appears that Alanod’s customers sell their products in an aggressively
competitive market, which compels them to keep input costs to a minimum. This in
turn appears to have resulted in pressure on Alanod to reduce prices. The pressure
appears to stem from:

(a) customers switching away from Alanod to other suppliers of anodized aluminium
luminaires;

(b) luminaire manufacturers using non-anodized (raw) aluminium, producing substi-
tutes for low-specification anodized aluminium luminaires; and

(c) customers moving their production facilities from the UK to lower-cost countries
such as China and therefore looking for suppliers in these areas instead.

In addition, consolidation among downstream lighting manufacturers has resulted in
those manufacturers enjoying a more powerful position in negotiations with suppliers
such as Alanod.

Alanod has said that this pressure has meant that it has been unable to raise prices
up to the level permitted by the control. Although aluminium prices have risen from
$1,500 per tonne in 1999 to $1,900 per tonne in 2005, Alanod has not been able to
pass these increases on to customers (although the control would have enabled it to
do s0). It has maintained margins by driving down processing costs.

The exception to these factors is the MIRO high-specification luminaire, for which
there is no close substitute and in which Alanod continues to have 100 per cent of
the supply in the UK. It also appears that no other manufacturer can supply material
of equal quality to Alanod’s MIRO product. It appears that Alanod could have market
power in the supply of the MIRO product, and that that price control is a biting
constraint. Evidence from customers suggested that Alanod has not tied sales of
other products to sales of its MIRO product.

Alanod faces a price control that controls prices on a per-customer basis by
reference to the prices paid by each customer for products from Alanod and Ano-Caoil
separately, before the merger. The price control does not apply to new customers
(although it is possible that if prices to new customers drifted far out of line with
prices to existing customers, existing customers might take advantage of an arbitrage
opportunity). The fact that the downstream market has been characterized by
consolidation and exit rather than entry has therefore been important for the control’s
effectiveness, although it was not something that was explicitly foreseen in the CC'’s
final report.

In relation to the other undertakings under which Alanod operates (ie an obligation to
supply MIRO to competitors, the cancellation of the exclusive distribution arrange-
ment with Von Ardenne, an obligation not to give retrospective discounts and the
maintenance of an arm’s length relationship with Jordan), the OFT has received no
complaints.

Summary of key learning points

25.

The key learning points from this case study can be summarized as follows:
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(a) Even where there is no specific intention to undermine any divestiture package,
pursuing the normal course of integration following completion of a merger might
remove any scope for an effective divestiture remedy. The lack of effective
interim remedies could therefore seriously constrain the CC’s choice of final
remedy for completed mergers.

(b) It can be difficult to control prices in industries where input costs are subject to
major changes. Even where attempts are made to tie prices to changes in key
costs, if other costs fall significantly the control might not be a biting constraint.

(c) In markets where there is substantial churn (or substantial market growth),
controlling the prices paid by each customer by reference to the prices they paid
previously is unlikely to be effective.

(d) In markets where there is significant innovation and/or new product development
price controls might be eroded as the controlled products become a smaller part
of the market.

(e) Price controls, by holding down a firm’s prices, can increase the controlled firm’s
market share and perhaps help it expand its share of other markets (or market
segments) beyond that for the controlled product. Ultimately, price controls might
force firms that are unable to compete with the controlled price out of the market.

Sibelco

Main facts of the inquiry

26.

27.

28.

29.

The acquisition of Fife Silica Sands Ltd (FSS) and Fife Resources Ltd (referred to
together as ‘the Fife companies’) by SCR Sibelco SA (Sibelco) was referred to the
CC in January 2001.

Sibelco was a global supplier of silica sand, which is used mainly in the manufacture
of glass containers. It had bought the UK’s principal supplier, Henderson Minerals
and Chemicals (HMC), in July 2000. The Fife companies were bought in September
the same year. These acquisitions gave Sibelco 86 per cent of the UK market by
volume.

The merger was completed at the time of reference. As noted in relation to Alanod
above, under the FTA, the OFT could not put in place interim undertakings until after
a reference to the CC had been made. Thirteen days after the reference the OFT
accepted interim undertakings, in which Sibelco agreed to take no action that would
reduce the ability of the Fife companies to be run as a going concern ‘without
accepting any duty to make any substantial capital investment’.

The CC considered whether the Fife companies constituted a failing firm, but con-
cluded that they did not. The CC concluded that horizontal concentration created by
the merger was expected to act against the public interest.

The choice and design of remedy

30.

The CC recommended that Sibelco be required to divest the Fife companies to a
purchaser approved by the OFT within six months of the publication of the CC'’s final
report.
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31.

32.

33.

34.

The CC had considered behavioural remedies and specifically price regulation as an
alternative to divestiture. However, it had concluded that price regulation would be
difficult to operate because of the many different grades of product and the difficulty
of unbundling transport costs from the cost of the product. The CC was also reluctant
to introduce price regulation in an unregulated industry. In addition, Sibelco itself had
argued in favour of divestiture over price control.

Key factors in the CC’s choice of remedy were:

(a) the CC's view that possible purchasers would be attracted by the size of the silica
sand reserves which the Fife companies had access to and would be willing to
invest in the business on that basis; and

(b) the fact that during the inquiry two companies had said that they would be
interested in acquiring the Fife companies.

However, one of the companies that expressed interest in acquiring the Fife com-
panies qualified its interest emphasizing that the price would need fully to reflect the
business problems that it perceived were experienced by the Fife companies. The
other company that expressed interest in acquiring the Fife companies qualified its
interest by making clear that it would need to be satisfied that such a purchase would
add shareholder value.

Furthermore, the CC was told at a very late stage in the inquiry by two directors of
Fife Silica Sands that the company was in a sufficiently weak financial position that,
without a significant injection of finance, the quarry would almost certainly be placed
on ‘a care and maintenance basis’. They also told the CC that much of the equipment
at FSS was coming to the end of its working life, by which time known reserves
would also be exhausted.

What happened after the CC’s final report?

35.

36.

37.

Following the publication of the CC’s final report in July 2001, the OFT recommended
to the Secretary of State that undertakings should be sought from Sibelco imple-
menting the CC’s recommended remedy. In addition, he recommended that the
undertakings should allow for the appointment of an independent divestiture trustee
in the event that a sale by Sibelco had not taken place within six months. This
recommendation was accepted in July 2001. It was the first time that a divestiture
trustee provision had been used in the UK.

During the negotiations with the OFT, Sibelco sought to argue that the divestiture
package was not clearly defined in the final report, for example as to whether it
should include licences and options held by FSS. The OFT noted that, although the
CC had suggested possible purchasers, it had not provided a set of criteria that could
be used to assess the suitability of purchasers. Sibelco argued that neither of the
companies that expressed interest in acquiring the Fife companies were suitable
because their main interests were in construction materials.

The Secretary of State accepted undertakings from Sibelco at the end of October
2001. The undertakings required Sibelco to divest the Fife companies to an approved
purchaser by 18 January 2002 and also ‘without accepting any duty to make any
substantial capital investment additional to investment arrangements in place at the
time of acquisition’ to maintain the Fife companies as a going concern, and ‘except
with the prior written consent of the Director General of Fair Trading’ to maintain and
preserve the assets of the Fife companies.
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38.

39.

40.

41.

42.

43.

44,

45,

The undertakings also provided for the OFT to require Sibelco to appoint a divestiture
trustee. The trustee would monitor Sibelco’s compliance with its obligations under the
undertakings. However, since Sibelco was not required to appoint a divestiture
trustee until after it had failed to meet the deadline for divestiture of the Fife
companies, it is not clear how effectively compliance with the undertakings—in
particular, those provisions relating to the maintenance of the business as a going
concern—could have been monitored.

Sibelco appointed an investment bank to sell the Fife companies by the 18 January
2002 deadline. The bank identified 35 potential purchasers and by November 2001
had three indicative offers of quite different amounts, one of which was negative. The
OFT approved the bank’s long list and in early January, approved the highest bidder
as a suitable purchaser. The following week, that bidder withdrew.

This meant that Sibelco had failed to sell the Fife companies by the 18 January
deadline. However, on the basis that there were several other possible purchasers
still in discussion with the investment bank, the OFT delayed the appointment of the
divestiture trustee for a month to allow time for further negotiations.

In January 2002, the Fife companies wrote to their two largest customers telling them
that it could no longer supply them with sand to their specification and that unless
they were prepared to change their specification they should source supplies from
elsewhere. One of these customers withdrew its business and the other significantly
reduced its business. On the same day as the companies wrote to these customers,
they also wrote to the OFT arguing that the loss of these customers would affect the
sales process. At about the same time (ie between the withdrawal of a possible
purchaser’s offer and the appointment of a divestiture trustee), we were told, FSS
cancelled leases on land it had earmarked for future exploitation of silica sand
reserves.

No purchaser having been secured during the month’s extension, a divestiture
trustee was appointed on 19 February 2002. The trustee was a partner with the
accountancy firm that had been FSS’s auditors, and the firm resigned the audit role
on his appointment. The trustee retained the investment bank that had been
employed by Sibelco during the initial divestiture period as an adviser.

In early March the trustee reported to the OFT that FSS was cash positive, but that
any further reduction in sales or the need for further investment would change this. In
the report the trustee also stated that he believed that his obligation was to sell the
Fife companies at the highest price attainable and he asked whether he could sell the
qguarry for landfill as this could secure a better price. The OFT made clear to the
trustee that his role was to sell the Fife companies in order to remedy the CC's
adverse finding and that a sale for use as landfill would not achieve this.

By this time a possible purchaser had emerged. There were suggestions from
Sibelco that this purchaser actually wished to use the quarry for landfill and the OFT
received several letters of protest from concerned local residents about possible
usage of the quarry as landfill. The OFT wrote to the possible purchaser asking in
some detail what its intentions for the business were. Issues explored included likely
customers, intentions to open reserves, and plans to tackle quality problems. In mid-
March the OFT approved this purchaser.

At a meeting with the OFT a week later (followed up by a letter in early April), Sibelco

argued that the loss of business from its two largest customers because of
‘unavoidable quality problems’ constituted a material change of circumstance that
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46.

47.

necessitated its release from the undertakings. The OFT did not accept these
arguments.

The Fife companies were bought by this last possible purchaser for a nominal sum in
June 2002. The new owner of the Fife companies has invested in the site, installing
new technology to address the quality problems. It also negotiated a new contract
with one of the major customers that took its business elsewhere after receiving the
letter from the previous FSS management and on the strength of that contract it
increased the quarry’s capacity. In addition, the new owner succeeded in re-
establishing the lease that was terminated by FSS and has secured planning
permission to exploit reserves on that land.

We were told that in 2002 Sibelco offered some of its major customers contracts of
between three and five years. The new owner is competing with Sibelco for that
business as the current contracts expire. The new owner acknowledged that it would
in principle be able to make more money by using the quarry for landfill, but it would
not be able to obtain planning permission for this.

Summary of key learning points

48.

The key learning points from this case study can be summarized as follows:

(@) In the absence of restrictions on behaviour, firms may attempt to undermine the
effectiveness of a divestiture package. It is important to ensure that measures are
put in place to protect against this. In particular, it is necessary to ensure that final
undertakings include measures to ensure that a divestiture package is main-
tained until divestiture. It is important that compliance with such measures is
actively monitored.

(b) It is important to be clear about all those elements that should be included in a
divestiture package, and all the key criteria that should be used in assessing the
suitability of purchasers.

(c) Approval of only the favoured bidder for a divestiture package increases the
riskiness of the remedy by introducing the potential for delay should the purchase
by the approved purchaser fall through. It is better to approve several purchasers
(eg those shortlisted). Although it involves more work, it increases the chances of
successful completion.

(d) Potential bidders for a divestiture package should be assessed thoroughly. High-
level statements of interest are not sufficient indicators of genuine interest in a
divestiture package and it is important to take account of a firm’s incentives and
the information available to it in gauging whether it is likely to be a willing and
able purchaser.

(e) The interests of the management of a business to be divested should be taken
into account in the design of a divestiture remedy. Were the management of a
business being divested opposed to the divestiture, this may increase the risk of
an ineffective sale process. In such circumstances it might be appropriate to
consider the use of a monitoring (and ultimately divestiture) trustee.

(H It is important to retain the option of appointing divestiture trustees to sell the
divestiture package at no minimum price. Where this fails to provide an adequate
incentive on the parties to manage an effective sale process themselves, it can
provide the sole means of implementing the remedy. Although it is important to
maintain the divestiture package, the effectiveness of a divestiture remedy can be
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preserved even with a damaged divestiture package if it is sold at the right price
to a purchaser who will use it to compete.

(9) It might not always be clear to trustees that, although they are remunerated by
the parties, they are working for the competition authorities. This should be made
clear from the outset.

(h) Where (under the FTA) the CC handed over implementation of remedies to the
OFT, there was a risk that the OFT would not have the benefit of the full
understanding of the issues that the CC had gained during its inquiry. Parties to
the negotiation could use this to reopen arguments during the negotiation. There
was also a risk that negotiations might take longer and might be less effective
because the parties had to ‘start again’ with the OFT.

Coloplast

Main facts of the inquiry

49.

50.

51.

52.

53.

The acquisition of the continence care business of SSL International plc (SSL) by
Coloplast A/S (Coloplast) was referred to the CC on 14 January 2002.

Coloplast was a Danish company that developed, manufactured and marketed
ostomy, continence care and dressings for chronic wounds. It had subsidiaries in
22 countries, including Coloplast Ltd in the UK. Coloplast Ltd marketed Coloplast’s
products through its own subsidiary Coloplast Direct, a dispensing appliance
contractor (DAC)® which dispensed appliances direct to clients via a home delivery
service. By acquiring SSL, Coloplast raised its shares of the markets in the UK for
intermittent catheters to 26 per cent, for urobags to 58 per cent and for sheaths to
92 per cent. The merger was completed at the time of the reference.

The two companies supplied these products both to hospitals and to the community
sector (primary healthcare). Prices in the community sector were determined by the
Drug Tariff negotiated between suppliers and the Department of Health (DoH). Prices
in the hospital sector were determined through a process of open competitive
tendering administered by the NHS Purchasing and Supply Agency (PASA).

The CC noted that Coloplast supplied the market-leading non-latex sheath, Clear
Advantage, in the UK under an exclusive distribution agreement with a US company,
Mentor. Coloplast was also the only distributor of the Conveen Security+ sheath, the
closest competitor to its own Clear Advantage product. The CC was concerned that
the merger would result in a horizontal concentration of supply of non-latex sheaths
to the hospital sector. There were other non-latex sheaths in the market, manufac-
tured in the USA and distributed by Jade and Sims Portex, but these were not seen
as significant competitors. Although the parties had argued that the geographical
market was at least as wide as the European Economic Area, the CC concluded that
regulatory and patent restrictions would make it difficult for overseas firms to supply
the UK market. It concluded that three relevant markets were affected by the merger:
the supply of sheaths in the UK, the supply of urobags in the UK, the supply of
intermittent catheters in the UK.

In relation to urobags, the increase in Coloplast’s market share from 6 to 58 per cent
was not considered sufficient to cause a problem. In relation to intermittent catheters,

°DACs are dispensers of appliances but also offer value-added services such as home delivery in excess of those services
offered by pharmacists.

36



54.

55.

an increase from 19 to 26 per cent was similarly not considered problematic because
of the existence of a strong competitor. The CC was concerned about the horizontal
concentration that the merger would create in sheaths, in which Coloplast's share
would rise from 34 to 92 per cent. The CC considered that the NHS might be
expected to exercise countervailing buyer power but that the importance of clinical
freedom in determining the products prescribed would prevent the NHS from
exercising buyer power. In the community sector, prices were determined by the
Drug Tariff and there was no evidence of suppliers forcing price increases (eg by
threatening to withdraw products), so no adverse effect was expected. In the hospital
sector, since PASA had an established alternative provider of latex sheaths with a
significant market share, the CC concluded that it did not expect the merger to result
in an adverse effect in the supply of latex sheaths to the hospital sector. However, it
did expect an adverse effect in the supply of non-latex sheaths to the hospital sector.

An expected adverse effect was identified in relation to prices. Innovation was not
expected to be adversely affected because, although the distribution agreement with
Mentor could have dampened innovation, this agreement was due to expire in 2007
(Coloplast did not plan to renew it) and innovation was thought to be driven by
longer-term goals. Coloplast was not thought to face an incentive to reduce quality
because this would reduce the clinical performance of the product, having a negative
impact on Coloplast’s reputation more widely.

The CC was also concerned about the vertical effects of the merger. In particular, it
was concerned that the merger would increase Coloplast’s presence in the supply of
sheaths in the community sector as a result of its increased ownership of DACSs.
Post-merger Coloplast-owned DACs would account for 78 per cent of all sheaths,
48 per cent of all urobags, and 57 per cent of all intermittent catheters supplied
through DACs in England. There was concern that this could increase barriers to
entry, give Coloplast access to information not available to its competitors, and allow
Coloplast DACs to favour Coloplast products over those of competitors, both directly
and through its funded continence care nurses (although there were so few of these
nurses the effect was not considered likely to be major).

Choice and design of remedy

56.

57.

The CC recommended that Coloplast should undertake to renegotiate its contract
with Mentor to secure either the divestiture of the Clear Advantage brand without the
product or a divestiture of the Clear Advantage brand with product. The CC said
specifically in its report that, if these negotiations resulted in an unsatisfactory out-
come, the OFT should consider a price control remedy. In addition, the CC was
aware that the DoH was reviewing DAC remuneration. The CC noted the distortive
effect of the two-tier (hospital and community sector) pricing on competition and
urged the Department to conclude its review as soon as possible. It also encouraged
the OFT to consider a review of the anti-competitive effects of the rules in relation to
the supply of appliances.

Coloplast had suggested that the CC should recommend that it issue a temporary
licence (until 2007) to another supplier to distribute Conveen sheaths in the UK. The
CC rejected this suggestion on the grounds that:

(a) another supplier would not have competed as effectively as Coloplast itself would
have absent the merger;

(b) finding a licensee might be difficult given the short-term nature of the licence; and
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59.

(c) Conveen product distributed by Coloplast in the rest of Europe might find its way
into the UK through secondary markets, confusing prescribers.

The CC also considered a price control on non-latex sheaths supplied to the hospital
sector until the expiry of the agreement with Mentor. However, this was rejected for
two reasons: first, because this market was characterized by competitive tendering
and was one of the few areas in the NHS that appeared to be open to price
competition, which could be undermined by a price control; and second, because the
continued existence of the Mentor agreement, with its minimum volume obligations,
could represent a disincentive for Coloplast to introduce its new product, since this
could harm sales of Clear Advantage. By contrast, the removal of the exclusive
agreement with Mentor would not affect price competition in the competitive tenders
and would increase Coloplast’s incentive to bring on its new product range.

The CC did consider a remedy involving the divestiture of the SSL business. How-
ever, it noted that the adverse effect expected related to just one product type in one
part of the market. If an effective remedy could be crafted that affected only that
product in that part of the market, a divestiture of the whole of the SSL business
would, by implication, be disproportionate.

What happened after the CC’s final report?

60.

61.

62.

At the end of May 2002, the OFT advised the Secretary of State that it should be
instructed to seek undertakings from Coloplast that it would renegotiate its contract
with Mentor and that if this could not be achieved within six months it would consider
other appropriate remedies. The OFT also said that it would reflect on the CC'’s
invitation to review the supply of appliances.

At the beginning of August 2002, the OFT reported that it had agreed undertakings
with Coloplast. Coloplast undertook to renegotiate its contract with Mentor to divest
either the Clear Advantage brand alone (which would have allowed Coloplast to
market the product under another name) or the Clear Advantage brand and
product.'* The undertakings set out that the renegotiation should be completed within
six months of the publication of the CC’s report, with a deadline of mid-December
2002. This deadline would allow the new arrangements to be settled in advance of
the next round of competitive tendering. The undertakings also set out that if this
deadline were not met, the OFT would advise the Secretary of State to seek other
remedies. Coloplast was required to provide the OFT with progress reports every two
weeks. Mentor was not subject to any undertaking because it was not one of the
parties to the merger.

By January 2003, it was clear that negotiations had reached an impasse and that
agreement was highly unlikely. In the interview for this research, Coloplast argued
that the obligation to renegotiate the agreement with Mentor to a deadline that had
entered the public domain had severely damaged its ability to negotiate an
acceptable outcome. This notwithstanding, it could also be argued that acknowledge-
ment in the CC’s report of the fact that if Coloplast were not to fulfil its obligations to
Mentor it would be open to litigation in the New York courts for breach of contract
might have signalled to Coloplast a low likelihood of action to enforce the renego-
tiation undertaking. The CC's report had also made clear that the most likely
alternative to renegotiation was a price control. Thus, in theory, if Coloplast had

®This could also have undermined any licensee, although this was not referred to in the CC'’s final report.
“The undertakings obliged Coloplast to renegotiate the agreement and not simply to use best or reasonable endeavours. The
undertakings do not state whether the divestiture of brand or brand and product was to be preferred.
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64.

65.

66.

67.

68.

69.

preferred a (temporary) price control to renegotiation, it could have achieved its
preference by failing to renegotiate. In practice, Coloplast told us that it would have
preferred the CC'’s first choice of remedy to a price cap.

The failure to renegotiate constituted a change of circumstance under section 88(4)
of the FTA and the OFT advised the Secretary of State that the undertakings in place
needed to be varied.

The OFT had considered enforcement of the existing undertakings by means of an
order. Coloplast reiterated strongly to the OFT the argument that enforcement would
leave it open to litigation in the courts. Ultimately, the Secretary of State was advised
that an order would not be enforceable and declined to attempt to enforce the
remedy in this way.

The OFT had considered other appropriate remedies. It considered Coloplast’s offer
to waive the exclusivity provisions of the Mentor agreement in relation to supply to
the hospital sector. However, the OFT pointed out that for this remedy to be effective,
Mentor would need to have sufficient incentive to compete with Coloplast in this
sector, even though it would have no expectation of follow-up sales in the—much
larger—community sector. The OFT thus had serious reservations about this
remedy.

The OFT also considered a temporary control on prices of non-latex sheaths in the
hospital sector, as outlined in the CC’s final report, which would remain in place until
the Mentor agreement expired in 2007. On balance, because the CC's adverse
effects finding related only to prices (and not quality or innovation), the OFT accepted
that a price control could be considered more proportionate than a structural
alternative. It therefore recommended a price control on both Clear Advantage and
Conveen Security+ until 2007 and an undertaking not to renew the agreement with
Mentor after its expiry in 2007.

The OFT was successful in putting in place the price control in advance of the next
round of competitive tendering by PASA. The OFT negotiated with Coloplast a
control that was set close to its costs of production. Indeed, the control was so close
to its costs that Coloplast sought, at a late stage, an exemption from the Competition
Act 1998 if the price control resulted in predatory behaviour. The request was
refused. In line with its recommendation, the undertakings agreed with Coloplast by
the OFT also obliged Coloplast not to renew its agreement with Mentor after its
expiry in 2007.

Notwithstanding the CC’'s concerns about the potential of the price control to
undermine price competition in the competitive tendering process, the level of the
control was made public. In the interview for this research, Coloplast said that it had
bid into the tender at exactly the level of the control. However, despite the level of the
control being public knowledge, Coloplast's competitors entered bids close to their
pre-inquiry levels, ie above the level of Coloplast’s control. As a result, Coloplast’s
share of supply in the hospital sector grew significantly. Given that the hospital sector
acts as a ‘gateway’ into the community sector, this is likely to mean that Coloplast
could enjoy a stronger position in the community sector where prices—though
controlled by the Drug Tariff—are higher.

The OFT noted that in a recent tendering round Coloplast had overshot its price
control. Coloplast wrote to the OFT informing it of the inadvertent breach. Coloplast
told the OFT that the price control had been breached because of the action of a new
member of staff who was unaware of it. This had been an oversight and Coloplast
was taking steps to ensure that this did not happen again.
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71.

It appears that the obligation on Coloplast not to renew its agreement with Mentor
could have been providing a disincentive for it to expand into the community sector
with Clear Advantage. This was because, from 2007, Coloplast would no longer be
distributing Clear Advantage so it would not be in Coloplast’s interest to grow the
brand’s long-term strength. In interviews for this research, it was suggested that
Coloplast had switched its emphasis to the Conveen brand in the community sector.
However, Mentor has been marketing its Transfix product (a self-adhesive sheath
that is virtually identical to Clear Advantage) very aggressively. Coloplast confirmed
that it has been losing market share in the community sector to Mentor, but said that
it hoped to recapture lost ground in the future. In 2005, the DoH started a review of
Chapter 9 of the Drug Tariff, which deals with continence care products.

On 2 June 2006, Coloplast announced that it had acquired the urology business of
Mentor. However, in accordance with the undertakings it had given to the Secretary
of State in 2002, Mentor’s urisheath business in the UK was not part of the deal. It
signed an agreement giving Rochester Corp the rights to distribute Mentor's
urisheath products in the UK.

Summary of key learning points

72.

The key learning points from this case study can be summarized as follows:

(a) The existence of a contingency remedy option is important in ensuring that
parties will give effect to a remedy. Such contingency options might include
enforcement of the remedy by order or the implementation of a ‘back-up remedy’
that is more intrusive for the parties than the initial remedy.

(b) If remedies set out a preferred remedy but also include a ‘back-up remedy’ that
can be implemented if the preferred remedy is not implemented, it is important to
ensure that the parties have appropriate incentives to implement the preferred
remedy.

(c) Where the effectiveness of a remedy depends on action by a third party that is
not subject to the remedy, there is a risk that the remedy will not be effective.

(d) The publication of a time period within which a divestiture must be completed can
weaken the bargaining power of the divesting party. Revealing the required
outcome of negotiations might have the same effect.

(e) If sufficient care is taken over the design of behavioural remedies and in
particular if active and informed monitoring takes place, they can be effective.

(H In markets where bidding is involved there is a risk that revealing the level of a
price cap will result in bids coalescing around that level (even though in fact in
this case, when the level of the cap was revealed this did not occur).

(g) When choosing and designing a price control remedy, it is necessary to take
account of the effect of a price control on products that are related to controlled
products.

(h) Price controls, by holding down a firm’s prices, can increase the controlled firm’s
market share and perhaps help it to expand its share of other markets (or market
segments) beyond that for the controlled product. Ultimately, price controls might
force firms that are unable to compete with the controlled price out of the market
or deter entry.
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() Where remedies remain in place over a period of time and there is a risk that
parties might overlook them, it might be necessary to remind parties periodically
of their obligations.

Centrica

Main facts of the inquiry

73.

74.

75.

76.

7.

78.

The acquisition by Centrica plc (Centrica) of Dynegy Storage Ltd and Dynegy
Onshore Processing UK Ltd (together the Dynegy companies) was referred to the
CC on 25 February 2003.

Centrica was formed by the 1997 demerger of British Gas plc into two parts: Centrica
and BG plc. Centrica includes CEMG, which sources the gas and electricity that is
used to supply British Gas residential and Centrica business customers. CEMG was
responsible for Centrica’s own gas production. Dynegy, a US company, had acquired
the Rough gas storage facility from BG plc in 2001. As part of its purchase of the
Dynegy companies Centrica acquired Rough, which subsequently reported into
CEMG.

Rough was by far the UK’s largest gas storage facility. It accounted for 76 per cent of
gas storage capacity and represented a significant source of flexibility for the UK gas
industry, which is particularly important for the domestic market in winter. The merger
was completed at the time of the reference.

The CC was concerned that the merger would further enhance the vertical integration
of Centrica. It would mean that Centrica had a portfolio that was unmatched by any
other player, including upstream production, gas storage, and retail domestic, indus-
trial and commercial supply of gas.

The CC considered whether Centrica would use this enhanced position to drive up
the wholesale gas price, and then either pass on the increase to domestic consumers
or, by restraining its own domestic prices, squeeze the margins of its downstream
competitors. However, it concluded that although Centrica might have the ability to
do this, it did not have a strong incentive to behave in this way because the potential
gain was small in relation to the costs and commercial risks involved. The CC also
noted that there was a significant reputational risk for Centrica of being discovered to
manipulate the market.

The CC noted that there might be benefit to the public interest in Centrica owning
Rough as it was a known quantity with regard to operational experience, reputation
and financial strength, whereas the alternative to the merger was uncertain.
However, it concluded that this benefit was outweighed by the public interest detri-
ment it expected to result from the merger. In particular, the CC concluded that the
Centrica would be expected to:

(a) discriminate between customers in giving access to capacity at Rough;

(b) use to its advantage sensitive information gained from the operation of Rough;

(c) withhold information about the operation of Rough;

(d) be less innovative in marketing Rough’s products; and

(e) invest less in expanding Rough’s capacity.
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Choice and design of remedy

79.

80.

81.

82.

The CC recommended a package of behavioural remedies. This comprised:
(a) non-discriminatory terms for Rough customers;

(b) auctioning off all remaining capacity at Rough prior to the start of the gas year
with no reserve price;

(c) restricting the amount of storage that Centrica could reserve for its own use at
Rough to 20 per cent in year 1 (slightly less than its pre-merger usage level),
decreasing by 1 per cent a year thereafter to a minimum of 15 per cent;

(d) maintaining the separation of its storage operation from other parts of the group;
(e) facilitation of the development of the secondary market; and
(f) offering at least 20 per cent of Rough’s capacity on annual contracts.

Compliance with these undertakings was to be monitored by means of an inde-
pendent review by Centrica’s Audit Committee with annual reports to the OFT and
Ofgem.

The CC had considered a divestiture remedy. By the end of the inquiry Ofgem had
adopted a position in favour of divestiture. However, this appeared mostly to reflect
its concerns about Centrica’s ability and incentive to manipulate the wholesale gas
price, which the CC did not include in its adverse finding. Very few other parties
unequivocally favoured divestiture. The CC acknowledged that divestiture could be a
feasible remedy—it considered that there were suitable potential purchasers—but it
appeared to be aware of the risk that divestiture would open the possibility of a key
strategic asset being owned by a less reputable player than Centrica. Ultimately, the
CC concluded that the adverse effects identified did not justify the divestiture of the
acquired assets because it appeared that those adverse effects could be effectively
addressed by behavioural remedies. However, the CC concluded in its final report
that if Centrica were not willing to give the full set of behavioural undertakings
recommended then divestiture of the acquired assets remained a possible remedy.

In considering behavioural undertakings, the CC took account of the fact that Rough
had previously been required by undertakings not to discriminate between its
customers. It also noted that undertakings as to the amount of Rough storage
Centrica could reserve for itself should be capable of being monitored relatively
easily. The fact that there had been a separation regime, backed up by statutory
undertakings, in place while Dynegy owned Rough also lent support to the idea of
behavioural undertakings.*?

What happened after the CC’s final report?

83.

The OFT recommended to the Secretary of State that it be instructed to seek ‘wide-
ranging’ behavioural undertakings from Centrica. But it noted that there appeared to
be ‘considerable challenges’ in implementing the remedies recommended by the CC
effectively and it stressed the CC’s acknowledgement that divestiture remained a

“Dynergy gave undertakings in lieu of a reference to the Secretary of State when it purchased Rough. These replaced those
given by British Gas previously. These undertakings in lieu were sought partly on the advice of Ofgem, and were aimed at
ensuring that there was no price discrimination and that Dynergy could not use information gained in the storage business for
energy trading.
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85.

86.

87.

88.

89.

possibility. At the beginning of August 2003 the Secretary of State accepted the
OFT's recommendation. She asked the OFT to secure behavioural undertakings by
1 December, noting that if the OFT were not able to secure behavioural undertakings
she would ask for advice on other remedies, including structural remedies. The OFT
had already noted in its advice to the Secretary of State that the CC acknowledged
the possibility of divestiture in the event of failure to secure satisfactory behavioural
undertakings. On the same day as the Secretary of State accepted the OFT'’s
recommendations, Ofgem put out a press release, stating that it intended to increase
its scrutiny of Centrica’s wholesale business to ensure that it did not abuse its market
power.

The negotiation of behavioural undertakings was to some extent tripartite, involving
not only the OFT and Centrica but also Ofgem. The involvement of Ofgem helped the
OFT in its understanding of the market and was appropriate in particular because
Ofgem would play a key role in monitoring compliance.

Centrica said that throughout the negotiation of the final undertakings it was very
much aware of the threat of divestiture should acceptable behavioural undertakings
fail to be agreed. It told us that consideration of this threat had been instrumental in
Centrica’s offering various undertakings which it considered might be difficult to make
work (eg in relation to certain shared services).

Undertakings were accepted by the Secretary of State at the end of November 2004.
The CC's 20 linked behavioural restrictions had become a legal document of 130
pages, half of which related to the standard storage contract. Since behavioural
undertakings had been secured, it was not necessary to revisit any possible divesti-
ture remedy.

Under the terms of the undertakings, Centrica prepares compliance reports detailing
injections into and withdrawals from Rough, capacity sales, failures (outages) and an
inventory report. Centrica sends these reports to Ofgem and the OFT and meets with
Ofgem quarterly to discuss them. Ofgem scrutinizes these reports in some depth.
Several members of staff at Ofgem are involved in assessing these reports, all of
whom have other roles in the organization and wider expertise to bring to their
monitoring role. Together the Ofgem’s monitoring team probably amounts to slightly
less than one full-time equivalent.

The capacity report that Ofgem received in October 2005 showed that capacity at
Rough had increased by 5 per cent compared with the time of the CC’s inquiry. This
suggests that by limiting Centrica’s access to Rough to a lower percentage of the
total than it had prior to the merger, the undertakings have been successful in
encouraging Centrica to invest in new capacity at Rough.

The capacity sales reports help Ofgem to ensure that Rough is being marketed
appropriately and in accordance with the undertakings on third party access. The
inventory report shows who has gas in storage at Rough allowing Ofgem to see how
quickly and effectively Centrica is selling its capacity, whether 100 per cent of
capacity has been sold before withdrawal commences and whether Centrica is
discriminating between its customers. Centrica is required to include in its report on
operational failures, outages as short as 15 minutes. It must distinguish between
planned and unplanned outages and, in the case of the latter, it must state what
remedial action has been taken. Significant outages must be notified by Centrica to
all customers at the same time, and while Ofgem is not in a position to verify whether
this has taken place it will monitor Centrica’s trading activity around the time of the
outage for evidence of prior knowledge.
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In implementing the structural separation provisions of the undertakings, Centrica
has put in place a company-wide compliance programme. Compliance officers have
been appointed on both sides of the Chinese wall and they report to the company’s
Audit Committee. The compliance reports are also audited quarterly by KPMG,
Centrica’s external auditors. At the end of each year, the Audit Committee presents
an annual report on compliance to the main board, who in turn report to the OFT and
Ofgem. All Centrica employees who have to deal with Centrica Storage Ltd (the
owner of Rough) have to confirm quarterly that they are complying with the code.
Managers of shared service departments have to submit reports quarterly confirming
that their staff are complying. In all, some 2,500 employees a year are required to
confirm their compliance with the code of conduct. In addition, staff are reminded
periodically of their compliance obligations via emails and articles are posted on the
company Intranet stressing the importance that Centrica attaches to compliance.

In interviews for this research, Centrica said that placing the Audit Committee at the
apex of the compliance structure gave added authority to the process and made it
more rigorous because managers have to convince the independent directors on the
committee that they are complying. Centrica said that its compliance model had been
adopted as good/best practice by the European Commission in regulating gas
storage.

Centrica estimated that the compliance programme cost around £2,000,000 to set up
and costs between £250,000 and £350,000 a year to run. It also noted the intangible
costs of compliance. It described the structural separation as more of an ‘lron
Curtain’ than a Chinese wall and suggested that employees of Centrica Storage Ltd
did not feel part of the overall business. It also noted that a recent restructuring plan
had necessitated its seeking a variation of the undertakings, which was a protracted
process.™

Nobody interviewed for this research, including Centrica’s customers and competi-
tors, could point to any complaints about Centrica’s compliance with the under-
takings. Neither Ofgem nor the OFT have evidence of non-compliance.

Summary of key learning points

94.

The key learning points from this case study can be summarized as follows:

(a) The existence of a contingency remedy option is important in ensuring that
parties will give effect to a remedy. Such options might include enforcement of
the remedy by order or the implementation of a ‘back-up remedy’ that is more
intrusive for the parties than the initial remedy.

(b) If sufficient care is taken over the design of behavioural remedies, and in
particular if active and informed monitoring takes place, they can be effective.

(c) Chinese walls can be used effectively if sufficient priority is assigned to this
function and this is backed up with effective external monitoring. In order to
ensure their effectiveness, it is necessary for the firm to educate its staff as to the
existence of the Chinese walls, make clear what they can and cannot do, and
establish an effective deterrence mechanism for those who breach (eg through
internal disciplinary processes).

*The CC decided to accept varied undertakings from Centrica on 2 April 2006. The decision can be found at: www.competition-
commission.org.uk/our_peop/members/all_members/remedies_decisions.htm.
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(d) Where a regulator is involved in an industry, and in particular where that regulator
will be involved in monitoring the remedy, there are advantages in involving the
regulator in the negotiation process. There is also a risk that increasing the
number of parties in the negotiation will add to their complexity.

(e) The existence of a ‘back-up remedy’ which is not preferred by the parties can be
useful in focusing their minds on the need to offer suitable undertakings to make
their preferred remedy work.

() Where a regulator exists in an industry there might be advantages in involving
that regulator in ongoing monitoring. First, the regulator might have relevant
expertise that allows it better to monitor compliance. Second, the firm’s ongoing
and multi-dimensional relationship with the regulator might provide an additional
incentive for it to comply.

(g) Sign-off by a company’s audit committee can provide a useful discipline on
compliance reports. The duties of the non-executive directors on the committee
and their independence mean that they can provide useful internal scrutiny of
compliance reports before they are submitted to the authorities.

(h) Ensuring effective compliance with behavioural remedies is easier for firms with
an established compliance culture and the internal capacity to implement a
compliance programme. It seems that larger firms are more likely to have this
capacity than smaller firms. It also seems likely that regulated firms are more
likely to have this capacity than unregulated firms.

(i) Where the CC handed over implementation of remedies to the OFT, there was a
risk that the OFT would not have the benefit of the full understanding of the
issues that the CC had gained during its inquiry. Parties to the negotiation could
use this to reopen arguments during the negotiation. There was also a risk that
negotiations took longer and might be less effective because parties had to ‘start
again’ with the OFT.

Draeger

Summary of the case

95.

96.

On 18 December 2003 the OFT referred to the CC the anticipated acquisition by
Draeger Medical AG & Co KGaA (Draeger) of certain assets representing the Air-
Shields business of Hill-Rom Inc (Hill-Rom), a subsidiary of Hillenbrand Industries
(‘Hillenbrand’). Draeger was a company incorporated in Germany. On 1 July 2003
Draeger became a joint venture between Draegerwerk AG and Siemens AG. The
reference was made under section 33 of the Enterprise Act 2002.

Draeger and Air-Shields produced neonatal warming therapy products, designed to
keep newborn babies in a thermally controlled environment. Their product ranges
included:

(a) closed care incubators: these provided a closed environment in which tempera-
ture and humidity could be controlled;

(b) open care incubators: comprising a bed warmed either by a heated mattress or
by a radiant warmer, providing easy access, but no humidity control;

(c) transport incubators: self-contained incubators on trolleys and with their own
power sources; and
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98.
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(d) phototherapy lights: lights used for the treatment of jaundice.

These products were, essentially, bespoke. Customers would specify what additional
features/components they required, such as lids, screens or indicators along with the
basic equipment.

Draeger manufactured neonatal warming therapy products in Libeck, Germany. Air-
Shields manufactured warming therapy products in Hatboro, Pennsylvania. Both
firms sold their products worldwide. In some countries, including the UK, they both
had their own, wholly-owned, distribution arms while in others they sold through inde-
pendent distributors.

The deal qualified as a relevant merger transaction by virtue of the share of supply
test. The CC estimated that the combined share of the merging parties exceeded
25 per cent. Since the share of supply test was met the CC was not required to
consider whether the turnover test was met.

The CC’s analysis

100.

101.

102.

103.

104.

105.

106.

Worldwide revenues from the sale of warming therapy products in 2002 were
estimated at £130—£160 million. UK sales in 2003 were £7—£10 million.

The CC concluded that separate relevant markets existed for each of the types of
warming therapy products considered, ie closed care incubators, open care incu-
bators, transport incubators and phototherapy lights. Accessories, spares and after-
sales support were considered to be in the same markets as the products to which
they related. For each product, the relevant geographical market was the UK.

In closed care incubators, open care incubators and transport incubators the merged
entity would have a market share in excess of 60 per cent (in transport incubators
close to 100 per cent). In phototherapy lights its combined market share was lower
and had been falling for some time.

There were few existing competitors in the UK to the merger parties in the supply of
open care, closed care and transport incubators. A New Zealand firm, Fisher Paykel
Healthcare (FPH), was present in the UK but with only open care incubators. A
Japanese firm, Atom, had entered the UK market but with limited success. A
substantial US firm, GE Medical (GE) through its Ohmeda subsidiary that the
merging parties regarded as their principal competitor, existed and had been growing
market share in both open and closed care markets. There were no competitors in
the supply of transport incubators. In contrast, there were significant other suppliers
of phototherapy lights.

Evidence from purchasers revealed a strong preference for standardization and
single manufacturer supply: if a hospital had purchased equipment from a particular
supplier in the past it was much more likely to purchase from that supplier in the
future.

Both companies published itemized price lists running to hundreds of pages, listing
the various additional elements and features that could be added to the basic
product. However, these prices were never paid in practice as purchasers negotiated
discounts from them.

Success in the UK market appeared strongly related to the supplier having an in-

house distribution arm based in the UK. Distributors were responsible for after-sales
care and purchasers made clear that after-sales care was important to them and that
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in-house UK distribution arm was important in** providing reassurance about the
availability and standards of that care. Purchasers told the CC that they would not
consider buying from a supplier without a UK distributor with an established
reputation. This seemed to be a contributing factor in the limited penetration achieved
by competitors in this market. While there were no absolute barriers to market
entry,15 the need for an in-house UK distributor was considered a significant barrier
to expansion.

The NHS accounted for a very large percentage of total purchases and seemed to
have the potential to exert buyer power. But the fragmented nature of purchasing and
lack of information sharing meant, the CC concluded, that this latent buyer power had
not been realized.

SLCs were expected to result from the merger in respect of closed care incubators,
open care incubators and transport incubators, but not in phototherapy lights. These
SLCs were expected to result in higher prices, and a reduction in choice in the
affected products.

Innovation and product development were not expected to be affected since they
were largely driven by the US market and the parties would not have an incentive to
withhold new or improved products from sale in the UK.

It was not thought that the quality of products or after-sales service would deteriorate
following the merger. This was because Draeger and Air-Shields sold other products
into UK hospitals beyond those affected by the merger. They would thus not be likely
to risk the damage to their overall reputation by offering poorer quality warming
therapy products/services.

Choice of remedies

111.

112.

There were significant constraints on the remedies available in this inquiry. Orders
made by the CC may extend to a person’s conduct outside the UK if and only if they
are a UK national, a body incorporated under law in the UK, or a person carrying on
business in the UK. It is possible for the CC to accept undertakings from persons not
meeting the criteria set out above, but if such undertakings were not forthcoming, it is
not clear whether the CC could make an order. These issues were important in the
consideration of remedies. Furthermore, there was an increased risk of enforceability
associated with any behavioural undertakings that relied heavily on commitments
from the overseas parent companies.

The creation of an independent distributor, through divestiture of one of the parties’
existing UK distribution arms, was seriously considered. Although this would, at best,
have been a partial solution to the SLC expected to result from the merger, the
advantage of this remedy would have been that competition would at least have been
preserved at the ‘retail level’, ie sales by distributors to hospitals. But in order to
facilitate that competition, commitments would have been needed from the merged
manufacturer/wholesale supplier to continue to supply the independent distributor on
fair, reasonable and non-discriminatory terms. In order to prevent the manufacturer/
wholesale supplier simply taking its monopoly profit upstream by charging the same
(high) price both to its own distributor and the independent distributor, a price cap at
the wholesale level, and possibly at the retail level too, would have been necessary.

“The ability to offer training was also important, see transcript of Dr Ducker hearing, p22.
*Clinicians, however, had concerns regarding the ability of staff to operate equipment with which they were not familiar, which
may have favoured incumbent suppliers.
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To make this structural remedy work, a raft of behavioural commitments would have
been needed from the overseas parent company—precisely that part of the merged
entity against which the CC might not have been able to bring enforcement action. It
was also not clear that the divestiture of a UK distribution business could be imple-
mented successfully. It was far from clear that the business that would need to be
divested was viable or that a purchaser could be found or acceptable commercial
terms agreed, given the dependence of that business on good relations with the
upstream arm of its closest competitor being an important consideration. The Group
therefore rejected a remedy based on the introduction of competition at the ‘retail
level’.

The Group also considered whether a price control at the retail level was an appro-
priate remedy, but was concerned that the bespoke nature of the products, the way
in which prices were negotiated, and any innovation and new product development
would make it very difficult to design a cap that would be robust over time.

The Group was keen to adopt a remedy that would improve the functioning of the
affected markets, rather than one that addressed only the adverse effects resulting
from the SLC. It sought to do this by means of a series of recommendations to the
four UK health departments and their procurement agencies, aimed at strengthening
the exercise of buyer power and facilitating entry.'® It was recommended that the
health departments and their agencies should:

(a) strengthen the buyer power of the NHS by establishing a series of framework
agreements which would include maximum prices. In doing this they should also
facilitate the sharing between NHS trusts of (suitably anonymized) information on
the prices negotiated by those trusts;

(b) investigate potential entrants into the UK market, share information about the UK
market with such firms, and in particular provide information on potential UK
distributors; and

(c) facilitate the development of a stakeholder network to allow for information
sharing between professional associations, clinicians and purchasing depart-
ments.

Although these recommendations were in line with the approach already being taken
by the health departments and their agencies, the Group had not been able to expect
that they would in any event have occurred (ie that they provided a reason not to find
an SLC). The Group was also very concerned about the uncertainty associated with
them as a remedy. There were extensive discussions with the departments and their
agencies and the Group was encouraged by the constructive response it received to
its proposals. In addition, to encourage implementation, these elements of the
remedy were expressed in such a way as to make clear, as far as possible, what
action was required by whom and by when. It was also made clear in the report that
these recommendations had been reached in discussion with the health departments
and their agencies and had been agreed by them.

While the Group expected these remedies to be effective in facilitating entry and
encouraging the exercise of buyer power in the long term, it recognized the need to
safeguard customers in the short term. The Group therefore sought undertakings
from Draeger that it would, until the end of 2007:

®For a more general discussion see Assessing the impact of public sector procurement on competition, OFT, 2004.
www.oft.gov.uk/shared_oft/reports/comp_policy/oft742a.pdf.
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117.

118.

1109.

120.

(a) continue to supply to UK hospitals the full range of closed care incubators and
open care incubators, related spares and accessories and after-sales support
services;

(b) maintain 2003 list prices in nominal terms (no adjustment was made for inflation
because it was considered that the efficiency savings the parties had said would
result from the merger would, broadly and over such a short period, offset unit
cost increases);

(c) not charge any customer more than the sum of the 2003 list prices for the
relevant products (to comply with the ‘individual cap’); and

(d) ensure that the average percentage discount off list price it gave in any year
(across all its customers) was no less than the average percentage discount off
list price (across all its customers) given in 2003 (to comply with the ‘overall cap’).

The price control was expressed in terms of percentage discounts off list price, to
reflect the nature of price negotiations in this market. The Group was concerned not
to undermine the competition which took place between suppliers in bidding for
contracts with hospitals. This is why the individual cap was expressed in terms of the
total price paid by a customer for whatever products it bought in any given year,
effectively creating a basket of such products. It is also why the tighter cap was an
overall cap across all products and all customers, and why the price lists and
discount percentages were not made public.

The Group was also concerned that its price control should not work against the
remedies designed to facilitate competitive entry/expansion in this market through,
for example, a control which would have held prices down at such a level that the UK
market would be unattractive to potential entrants. This is why the control was based
on prices at 2003 levels, rather than being cost based” which would have
encouraged the firms to pass on any cost reductions they expected to arise from the
merger. It is also why the price control remedy was strictly time limited and publicized
as such. In addition, the Group was aware that imposing too stringent a remedy on
Draeger might result in its (the parent’s) pulling out of the UK altogether, which,
notwithstanding the supply commitments, the CC might not be able to prevent. The
Group rejected a number of requests from Draeger for mechanisms to be included in
the price cap to allow it to be revised upwards, believing that any cost pressures over
the lifetime of the cap should be offset by merger-related savings.

Although an SLC was found in relation to transport incubators, the price control and
supply commitment excluded one of the parties’ transport incubators that it had
already decided to withdraw from the market.

The Group required the parties to put in place a monitoring trustee to oversee the
price control and supply commitments. This reflected the fact that, although the price
cap put in place was relatively simple, its monitoring would still require the processing
of a considerable volume of information and that this would be better done by a
monitoring trustee than by the OFT. It was agreed in the undertakings that the
monitor would be appointed by Draeger from a short list approved by the OFT and
would be remunerated by Draeger. The functions of the monitor were agreed in the
undertakings.

YCost-based price controls were adopted in the Coloplast case, for example.
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The remedies process

121.

122.

123.

124,

125.

126.

The remedies process in this inquiry was unusual. The UK element of Draeger’s
purchase of Air-Shields was a small part of a larger transaction and was in itself
worth only a small amount. Throughout the inquiry the parties had been keen to
encourage an expedited process and, notwithstanding their arguments that the
merger would not lead to an SLC, they were keen to discuss remedies from the very
beginning. The parties themselves undertook a considerable amount of work fleshing
out the remedies proposals and attended numerous meetings with staff to keep the
process moving forward.

Given the need to follow proper process, there was a limited amount that could be
done to reduce the time spent on the inquiry. In particular, the ability of the CC only
to put in place remedies to address the SLC it has identified, and the need therefore
to identify an SLC before undertaking much consideration of remedies, meant that it
was not possible to accede to the parties’ desire to go straight to a discussion of
remedies. However, there were meetings between staff and the parties to discuss
remedies early on in the inquiry. This meant that by the time the members concluded
that there was an SLC, work on the different remedy options was already at an
advanced stage.

The Group was aware that the success of its remedies in the long term would
depend on their successful implementation by the four UK health departments and
their procurement agencies of the recommendations to encourage buyer power and
stimulate entry/expansion. A considerable amount of time was therefore spent in
discussing proposals with these bodies. This ensured that what was recommended in
the report was practicable, and was expressed in such a way as to maximize the
incentive on the relevant bodies to implement the recommendations. Crucially,
agreement from the departments of health and their procurement agencies to
implement the recommendations had been secured in writing before the publication
of the final report.

The price control and supply commitments were given effect by means of
undertakings obtained both from the UK arm of Draeger and its German parent. This
was in recognition of the fact that the UK distribution arm would only be able to fulfil
its commitments on price and range if its parent continued to supply it with products
at a price which allowed it to do so. Counsel had advised that the CC should be able
to enforce the undertakings given by the German parent.

Unusually, the negotiation of the undertakings was well under way by the time the
final report was published. In the light of the CC’s limited power to make orders in this
case, the Group wanted to satisfy itself that agreement could be achieved on
undertakings before the final report was published. If the Group had not managed to
satisfy itself of this, it had signalled to Draeger that it would need to reconsider its
position on remedies, thereby extending the timescale of the inquiry. It was only
possible to reach an advanced stage of negotiation of undertakings with the
cooperation of the parties, who acted in good faith, and the small number of (active)
third parties. Even so, negotiating undertakings while finalizing the final report
represented a significant additional burden on the staff team.

It is worth noting that the Group maintained throughout the inquiry that, if the parties
sought to complete the deal prior to final determination (acceptance of undertakings)
an interim order would be obtained to prevent them from doing so. Even if this were
only possible in relation to the UK part of the merger, it would have prevented the
transaction from being completed. If the transaction was not completed by a given
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date (not long after the final report was published) Draeger would have incurred
significant commercial penalties under the terms of its agreement.

In the context of the undertakings negotiations, a policy paper was produced setting
out what the remedies were aimed at achieving, and, in quite some detail, how they
were expected to work. Although the policy paper went into considerably more detail,
there was a close relationship between the policy paper and the remedies text in the
final report. The first stage of negotiation saw agreement reached on the issues set
out in the policy paper. At this stage, further information was requested from the
parties, in particular to aid the design of the price control. This involved the parties
supplying the CC with full price lists for their products (each running into hundreds of
pages) so that the CC could ensure that the price control was designed in such a
way as to work effectively across the affected markets. The design of the price
control involved significant input not only from the business advisers on the staff
team but also from the economists.

The OFT was consulted on both the policy paper and on the undertakings. The
tightness of the overall timescale meant that the OFT was often given short periods
in which to respond.

Remedies implementation: the price control

129.

130.

131.

Following the acceptance of final undertakings Draeger proposed that Robson
Rhodes be appointed as the monitoring trustee and the OFT approved the appoint-
ment. Robson Rhodes provided the OFT with an annual report which examined each
individual sale in the UK and compared prices with the relevant list price, noting
discounts provided. Robson Rhodes then examined discounts in aggregate to
establish whether the appropriate discount had been applied, taking into account the
previous year’'s performance. Robson Rhodes would highlight cases where Draeger
would be required to make a refund and would include in its report a draft letter to
Draeger informing it of any such cases. Draeger has occasionally breached the price
cap, mainly due to technicalities surrounding prices charged for after-sales service
and a financial systems change implemented by the German parent. None of these
breaches has been significant.

Robson Rhodes also monitored the other elements of the price control undertakings,
including the range of products supplied. In 2006 the OFT drew the monitoring
trustee’s attention to Draeger’'s withdrawal of the Versalet model. The monitoring
trustee approached Draeger to establish whether, in compliance with the under-
takings, Draeger had withdrawn the product in the whole of the European Economic
Area and not just the UK. Draeger confirmed that it had done so. The OFT pointed
out to Draeger that, under the undertakings, it was required to notify the OFT prior to
any product withdrawal and that it was thus technically in breach of the undertakings.

The OFT told us that it was not required to review the undertakings and that they
would lapse at the specified date—the end of 2007. These undertakings have now
lapsed.

Remedies implementation: recommendations to the UK health departments

132.

NHS PASA had already developed a new approach to procurement using National
Framework Agreements (NFAs). NFAs had been established for selected medical
devices such as ultrasound scanners. As a result of the CC’s recommendations the
Chief Executive of PASA agreed to the establishment of an infant warming
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framework agreement (IWF). PASA staff were also tasked by their Chief Executive
with investigating other ways of encouraging further competition.*®

In August 2004 the designated PASA buyer assembled a working group of user
experts. This included representatives from the Neonatal Nurses Association and
British Association of Perinatal Medicine, technical specialists in neonatal care
devices, the head of Clinical Engineering Device Assessment and Reporting
(CEDAR),* and the Device Evaluation Service programme manager for CEDAR.

The working group’s review of infant warming products supplied in the UK revealed
that some models of infant radiant warmers were sold as fully integrated units with
neonatal phototherapy lamps. Neonatal phototherapy lamps were therefore added to
the scope of the IWF.

In October 2004 the working group met to agree the tendering programme and the
key factors to be included in the invitation to offer document. Encouragement of
competition from new manufacturers took three forms. The steering group pooled
their knowledge of existing and potential manufacturers and suppliers. All were
contacted and advised of the IWF initiative. Second, the PASA buyer directly
contacted all existing UK suppliers of neonatal care and related products,
encouraging them to consider extending their portfolio through new marketing
arrangements with global manufacturers. In addition, two members of the working
group attended Medica, a large international trade fair for medical devices in
Germany, and met with all manufacturers exhibiting infant warming equipment.
These manufacturers were made aware of the IWF initiative and the advantages that
this would offer for manufacturers seeking to gain a foothold in the UK market. They
were also notified when an advertisement was placed in the Official Journal of the
European Union inviting potential suppliers to tender.

On 1 March 2005 the infant warming and phototherapy national framework was
published on the PASA website. The contract agreement was available to all NHS
trusts in the UK. Trust procurement staff were able to place an order directly without
going through a tendering process, which speeded up the procurement process
significantly and allowed them to benefit from PASA nationally negotiated discounts.
Nine suppliers were listed offering products from 14 manufacturers. The number of
manufacturers offering nursing (closed) incubator equipment nearly doubled includ-
ing two manufacturers from France and Brazil who had not previously supplied the
UK. Two new suppliers of transport incubators were listed.

In January 2006, the Centre for Evidence-based Purchasing (CEP)? published a
comparative report on 45 infant warming products commissioned from CEDAR. The
report was described as ‘an extensive information resource to help purchasers
identify the full range of products and issues that can influence suitability’. The
information presented comprised comparative tables and features and specifications.
List prices were quoted in the tables but the report noted that NHS organizations
could obtain discounts via the NHS PASA IWF. The document was updated in
September 2006.%

On 1 October 2006, PASA’a procurement function, including that for infant warming
equipment, were handed over to NHS Supply Chain, a ten-year contract for the

¥see ‘Establishing an infant warming and phototherapy procurement framework’, Journal of Neonatal Nursing, 2005, vol 11

part 3.

“CEDAR is an evaluation centre for general medical equipment funded by the DoH, within the Cardiff and Vale NHS Trust.
20

Part of PASA.
#Market survey: infant warming and phototherapy (update).
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procurement and delivery of products for NHS trusts, hospitals and other healthcare
organizations operated by DHL Logistics on behalf of the NHS Business Services
Authority. NHS Supply Chain told us that there had been limited uptake of the IWF,
which it attributed to the suppliers’ view that it was too restrictive and did not allow for
negotiation at local level. It told us that it intended to develop a new, more flexible
agreement that would better reflect the requirements of customers.

Remedies effectiveness—conclusions

Market entry and expansion

139.

140.

141.

142.

It is clear that PASA invested significant time and effort in seeking to implement the
CC’s recommendations immediately following the publication of its report. PASA staff
met with many if not all potential suppliers, encouraging them to enter the UK market;
it commissioned and published a comparative report on the equipment available; and
it negotiated a framework agreement which obviated the need for trusts to engage in
lengthy and time-consuming tender arrangements. Virtually all of the CC’s recom-
mendations were thus adopted by PASA.

As regards the impact of these activities on choice in the market and market shares,
what evidence there is, derived from interviews with the parties themselves,?
suggests that GE Medical may have increased its share of supply at the expense of
Draeger.?® FPH’s position has remained static though it should be noted that, unlike
GE and Draeger, it does not supply closed incubators, which tend to be preferred in
special care units, only open incubators. Atom, the Japanese product, has remained
in the market. Sales of Atom equipment have remained stable since 2003,and its
market share has stayed at about 10 per cent. Atom’s distributor confirmed that GE
was gaining share from Draeger, which had begun making ‘two for one’ offers.
Fanem, however, the Brazilian product which entered the UK market directly as a
result of PASA's activities, has now exited.

It would appear that PASA's initiatives, modelled on the CC’s recommendations, may
have been effective in expanding the choice of incubators available to trusts. On the
other hand there were constraints on market expansion which would tend to impede
the translation of increased choice into major or rapid changes in shares of supply.
We were told, for example, that clinicians, who have a large say if not the last word
on the choice of equipment, may have concerns that staff, particularly when under
severe pressure, may make mistakes if using new or unfamiliar equipment. This
factor would tend to favour incumbent suppliers.®

There is also some evidence that NHS Supply Chain may not have sustained the
original momentum of the PASA initiative, following internal reorganization which may
have temporarily blurred responsibility for aspects of the project.”® As noted earlier,
however, NHS Supply Chain is currently in the process of negotiating a new
framework agreement which may signal fresh momentum.

NHS Supply Chain was unable to provide us with market share information.

°Draeger estimated GE's market share at 35 to 40 per cent compared with its share of 50 per cent. GE confirmed that it had

grown its share of supply but did not attribute this entirely to PASA’s efforts, instead citing its marketing skills and product

innovation.

*See the comments of the Medway NHS Trust, Key Arguments and Views of Third Parties, paragraphs 49 to 54
www.competition-commission.org.uk/inquiries/completed/2004/dragair/index.htm.

®|n September 2006 DHL won the right to operate the—outsourced—NHS Supply Chain contract. In October 2006 PASA’s

responsibility for managing the infant warming and phototherapy equipment contract passed to NHS Supply Chain.
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The price control

143.

144,

145.

146.

147.

148.

The aim of the price control was to provide a safeguard for customers during the
period of the implementation of changes in purchasing practices, which it was
envisaged would take three or four years. It was not intended to constrain prices to
the competitive level, just to stop them rising.

Suppliers of neonatal warming equipment that we spoke to told us that the price cap
might not have, in itself, constrained price increases. Draeger told us that it was not
achieving the prices that it had in 2000 partly because trusts were running on very
tight budgets and partly because prices for electro-medical equipment generally had
been falling as manufacturing efficiencies reduced production costs. For these
reasons Draeger concluded that the price control had had little or no effect on its
equipment prices.

GE also told us that, because of constraints on NHS budgets and price pressure from
purchasers, its prices too had been falling. FPH told us that its prices had not fallen
but that increases for equipment had been kept to inflation. Atom’s distributor did not
raise its list prices until mid 2007.

In previous research into past cases we have seen that firms subject to price controls
may have an incentive to argue that the price control is ineffective and that, if prices
have remained stable during the period of price control, this may be as a result of
market forces or the economic environment. Their incentive derives from a desire to
have the control lifted: if the price control is redundant the case for lifting it is
stronger. Firms not subject to the price control, but operating in the same market,
may have a similar incentive, particularly if the firm controlled is the market leader,
whose prices they will have to compete with.

In this particular case it is not completely clear whether the price control did, in fact,
constrain Draeger’'s equipment pricing or whether it was, as some suppliers have
argued, pressure on NHS budgets. However, it is clear that the price control, absent
the alleged tightening of budgets, would indeed have acted as a ‘safety net’ to
prevent Drager using its market power to raise prices.

Finally, Draeger did concede that the price control had restricted increases in its
servicing charges, which may represent a significant proportion of the lifetime costs
of ownership to a trust. The Monitoring Trustee also suggested to us that the price
control had bitten on Draeger’s service charges which, it noted, were rarely dis-
counted.?

Summary of key learning points

149.

150.

The remedies in this case comprised recommendations to the UK health depart-
ments and their purchasing agencies together with a time-limited price cap, which
was overseen by the OFT with the assistance of a monitoring trustee.

The recommendation to UK health departments and their purchasing agencies was
acted upon by PASA. However, one important learning point is that in cases where
the CC recommends action to be taken by others, an element of ongoing oversight
by the OFT is likely to be desirable. From our research it appeared that the changes
of responsibility associated with the creation of NHS Supply Chain may have had

*The MT also suggested that Draeger could keep within the requirements on discounts by offering deep discounts on ex-
demonstration equipment but lower discounts on brand new equipment.
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152.

Emap

adverse effects on activities aimed at stimulating market entry and expansion by
other suppliers of infant warming equipment. Although the OFT was not under a
specific duty to make itself aware of PASA’s activity, and, indeed, the discussions
with PASA took place with the CC rather than the OFT, the case highlights the fact
that such recommendations may need to be nurtured and followed through, in order
to have a continuing positive effect.

The appointment of a third party monitor to oversee the Draeger price control and
associated measures was essential to ensure that they were effectively applied.
Monitoring Draeger’'s prices was made complex by the bespoke nature of the
products and the fact that variable discounts were offered to customers. The third
party monitor was able to apply sufficient and appropriate resource to the task of
analysing Draeger’s pricing and discounts. The third party monitor was also able to
investigate a product withdrawal which, contrary to the undertakings, the OFT had
not been notified of in advance.

A subsidiary learning point on the appointment of monitoring trustees, arising from
Draeger, is that the CC should ensure that the fees proposed by the parties are
adequate to enable the monitor to fulfil its role and that appropriate resources are
deployed by the monitoring trustee. The team acting as monitors on a day-to-day
basis should, for example, be suitably experienced and drawn from a relevant area of
practice in the firm.

Background

153.

154.

155.

156.

On 1 July 2004 the OFT referred to the CC the acquisition by Emap plc (Emap) of
ABI Building Data Ltd (ABI). The original deadline for the inquiry was 15 December
2004. This was subsequently extended to 8 February 2005.

Emap was a multimedia company with interests including consumer magazines,
radio stations and business-to-business (B2B) information companies. Included in its
B2B operations was a group of companies which provided news and information to
the construction industry. One of these was Glenigan, based in Bournemouth, which
provided project information and contact details (PICD) to firms supplying goods and
services to the construction industry. This information was collected from published
sources (the planning register and tenders published in the OJEU) and from inquiries
made to industry participants by its researchers. Emap had completed the acquisition
of ABI.

ABI, based in the Wirral, operated in a very similar way to Glenigan, supplying project
information and details of building and construction contracts to firms serving the
industry. In both cases the companies would report the location and stage of the
project along with the contact details of the main and subcontractors plus profes-
sional advisers such as architects, engineers and surveyors. Firms purchasing this
information could specify the types of projects in which they were interested and then
use the contact details to pitch for business.

ABI was owned by Bertelsmann, which had bought it from McGraw Hill in 1993. In
2003, Bertelsmann sold its science and trade publishing unit, Springer, to a buyout
vehicle owned substantially by private equity companies Candover and Cinven. The
new owners of Springer wished to focus the business on scientific information and so
decided to sell ABI. Emap completed the purchase on 4 May 2004.
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The OFT inquiry

157.

When news of the acquisition was made public, a number of complaints were made
to the OFT on the basis that these two firms were the only suppliers of this type of
information in the UK. The OFT began an inquiry. The OFT accepted undertakings
from Emap on 4 June 2004. These required Emap to hold separate and maintain the
two businesses but permitted them to continue with certain steps to prepare for
integration of the project and contact databases of the two companies. They could
build a combined database but it must be held separately from the ABI and Glenigan
databases and should not be used by either party.

The CC inquiry

Interim undertakings

158.

159.

When the merger reference was received, the RSG adopted the OFT undertakings,
on 5 July.?” The CC then considered whether further measures were needed to
prevent pre-emptive action by the parties which might prejudice the reference or
impede the application of effective remedies, should there be an adverse finding. As
a result, on 21 July the CC accepted new, interim, undertakings from Emap which
contained a number of additional obligations to ensure that the ABI and Glenigan
businesses would not be integrated during the CC’s investigation and that the ABI
business would be operated at arm’s length and in a manner that would minimize the
risk of loss of competitive potential. In particular, the CC required Emap to cease any
further work on combining project information and customer lists and to return any
customer data to ABI.

The CC did not require Emap to appoint a hold separate manager: ABI's managing
director was still in place and the Group judged that his interests were not aligned
with Emap’s. Indeed, he was hostile to the merger and reported to the CC on several
occasions when he felt the undertakings may have been breached by Emap. For
similar reasons the Group did not consider it necessary to appoint a monitoring
trustee.

What the CC was told

160.

161.

Emap planned, in effect, to close ABI and migrate its customers to Glenigan. It said
that by doing this it would free up substantial costs that would be re-invested in the
business and would generate customer benefits, post the merger.

Emap identified a broad product category of construction sales and marketing
information services, including static lists of contacts (directories), marketing and
competitor intelligence and customer relationship management software. On the
basis of its market definition it estimated that the share of supply of the combined
businesses was 40 per cent.

The CC'’s reasoning

162.

The CC considered whether other suppliers of project information and contract
details provided services similar to those of Glenigan and ABI. It concluded that none

“These initial undertakings would automatically lapse seven working days after the date of the reference unless adopted by the

CC.

56



of them provided as comprehensive a service as either ABI or Glenigan nor operated
on the same scale as these two firms.

163. The CC considered whether other forms of marketing which a supplier to the con-
struction industry may use to generate sales leads, such as advertising or direct mail,
would be likely to constrain the merged entity. It acknowledged that such suppliers
may have available to them a range of marketing channels and that not all industry
suppliers used such data to identify contract leads. However, it noted that certain
suppliers who chose to operate in the systematic and focused manner enabled by
the Glenigan and ABI data would have no comparable substitute source following the
merger. It concluded provisionally, on 11 November, that the merger would result in
an SLC and that the possibility of new entry, expansion or countervailing buyer power
was not sufficient to be a constraint on the lessening of competition.

Remedy proposals

164. The CC's remedies notice invited views on two possible remedies: a behavioural
remedy based on licensing and divestiture. It referred to other possible behavioural
remedies including a price control, supply and quality commitments but said that the
Group had concerns that these remedy options would not be effective in addressing
the SLC or its adverse effects.?®

165. The notice invited views on a variety of licensing options. It said that the remedy
might consist of the licensing to one or more firms:

(a) ABI project data as at a particular date;
(b) combined Glenigan/ABI project and contact data as at a particular date;

(c) ABI project and contact data as at a particular date plus new data supplied on an
ongoing basis;

(d) combined Glenigan/ABI project and contact data as at a particular date plus new
data on an ongoing basis;

(e) customer data (ABI or combined ABI plus Glenigan); and
(f) software applications: that used by ABI to create and deliver its products.

166. The notice said that in addition to any licensing remedy it might be necessary to put
other measures in place, for example a price floor to prevent Glenigan from
responding aggressively on price in an attempt to eliminate the licensee.

Response of the parties

167. Following the publication of the Group’s provisional findings and remedies notice,
Emap submitted a further set of behavioural remedies consisting of Emap publishing
basic planning data and either freely allowing or licensing its use by competitors,
together with price and quality controls. These new proposals were significantly
different from those contained in the CC’s remedies notice as, although they both
involved licensing, they concerned only the planning register element of the

2t was agreed with the OFT to trial a new consultation process on this inquiry: the OFT remedies hearing was deferred to two
weeks after provisional findings and the OFT was provided with more documentation beforehand, including a draft of the
remedies working paper.
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commercial databases operated by the two companies. In order to allow adequate
time for consultation on the enlarged set of remedy proposals the Group applied for
and was granted an eight-week extension of its reporting deadline.

Emap also argued that a divestiture remedy would be disproportionate. It said that it
was unlikely to recover the purchase price on divestiture and that this cost should be
considered in assessing the proportionality of any remedy. The Group considered
this in the context of its guidance?® and in addition sought advice from counsel. It
concluded that it was not appropriate to include the cost incurred by Emap as a result
of it failing to recoup the purchase price on divestiture of ABI.

Emap further proposed that if the divestiture did go ahead it should be permitted to
first put in place a joint venture agreement with ABI. This would see the creation of a
joint Glenigan-ABI research unit which would collect and process project information
and contact details and then supply this information to the two independent
downstream competitors. The Group did not accept this proposal as it would be likely
to blunt rivalry between the parties, including as regards innovation in the way data
was collected.

The Group, having considered the various proposals concluded that none of the
behavioural remedies would be effective in addressing the SLC. It concluded that
only a divestiture remedy would be effective in addressing the SLC.

The Group considered, briefly, whether it would be more appropriate, effective and
proportionate to divest Glenigan rather than ABI. Divesting Glenigan, it reasoned,
might present the risk that Emap, which on this scenario would be operating ABI,
would have in-depth knowledge of the Glenigan business and customer base and
could exploit this knowledge against its new owner. Equally, Glenigan was a larger
business than ABI and requiring Glenigan’s disposal would be disproportionate.

Final report

172.

173.

The Group'’s final report was published on 26 January 2005 but, prior to this, Emap
told the CC that, as it was clear that a divestiture remedy was to be adopted, it
wished to begin the sale process immediately. It wanted to complete the sale by
15 May in order that it would know the value achieved for the ABI business in time for
its annual report, due on 22 May. Varied undertakings, to facilitate the sale process,
were accepted on 28 January. These named four individuals who would be permitted
access to such information as they needed to prepare the sale. Emap appointed
Citigroup to handle the sale.

The Group accepted final undertakings from Emap on 3 March 2005.

Implementation

174.

175.

Having received indicative offers, Emap short listed five potential purchasers.

On 21 March the RSG discussed the staff's proposals for the process of evaluating
potential purchasers. Subsequently, CC staff met with all the potential purchasers in
order to understand their plans for the business and how they would fund the
purchase.

#cC2, paragraph 4.10.
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176. The RSG considered the staff assessment of these potential purchasers, on which
the OFT had already been consulted, on 22 April. The RSG approved two potential
purchasers as suitable.

177. Emap proceeded with negotiations with the two potential purchasers approved by the
RSG. On 10 May Emap announced that CMPi had bought ABI for £13 million.

Post divestiture

178. CMPi had told us at the time of the divestiture process that it intended to place ABI,
organizationally, as a subsidiary of its Barbour Index business and that it would fold
certain ‘back office’ functions into the relevant CMPi departments, aligning their
processes at the same time. It did so, renaming the business Barbour ABI. Subse-
quently, this arrangement was changed, with ABI reporting directly to the Managing
Director of CMPi’s Built Environment division.

179. After divestiture there was a period of about a year during which an assessment was
made of ABI's growth potential and investment requirements. Subsequently, CMPi
invested some £800k in the business allowing the resumption, for example, of the
Internet product development programme that Emap had halted. In 2006/07 ABI's
revenue grew by 15 per cent and it added 24 per cent to its customer base compared
with the 4 per cent revenue growth it achieved under Emap. ABI increased its prices
by 10 per cent in 2006 and 7 per cent in 2007, though has not followed Glenigan’s
strategy of bundling different elements of its service offering. ABI is aiming to target
the large number of small businesses in the construction sector with entry level
products, as well as winning national, multi-site/multi-user contracts with the larger
players.

180. From the limited number of customer interviews that we were able to conduct, ABI
and Glenigan appear to continue to compete for business and customers see the two
businesses as providing virtually identical services. Switching remains common,
sometimes as a result of the appointment of a new sales manager who had
previously used the other PICD service. None of the (small number of) customers we
spoke to referred to price increases by either party. One said she could not recall
what the increase was but if it had been significant she would have remembered and
would probably have cancelled her subscription.

181. Glenigan does not appear to have changed its business strategy. It has, as it told us
that it aimed to at the time of the inquiry, become a partner in the Direct.gov Planning
Portal.

182. No new, direct competitor has emerged though Reed Business Information has
launched a sales lead service called i-Triggers based just on planning information.
This service contains none of the added value information provided by Glenigan and
ABI and is not solely for use in the construction industry: it may be used by
salespeople in any sector where the grant of planning permission may signal
potential purchases, for example by firms expanding and seeking new staff through
an employment agency.

Emap

183. Emap told us that its ability to negotiate the divestiture agreement was not hampered
by the parties’ knowledge that a divestiture trustee could be appointed if it failed to
reach a binding agreement within the initial divestiture period. Emap was able to
maintain competitive tension in the process. Conclusions on Remedies Effectiveness
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Overall conclusion

184.

185.

186.

The divestiture remedy appears to have been fully effective. The ABI business was
sold to a corporation which has backed it with sufficient resources and management
attention to act as a continuing competitive constraint on Glenigan. Since divestiture
the Barbour ABI business has grown and it has, it claims, taken market share from
Glenigan. Unlike ABI's previous owner, CMPi is focused on the UK construction
industry allowing the acquired business to benefit from synergies and knowledge
sharing with CMPi’s other construction information businesses.

The interim undertakings appear to have generally been effective though we noted
earlier the issue raised by ABI over Emap’s refusal to sanction certain expenditures
on marketing and product development. As regards the marketing expenditure, at the
time, the CC was told that Emap was allowing any budgeted expenditure to take
place and they repeated this to us during this research. They argued that they were
not obliged by the undertakings to fund longer-term projects, including new product
development.

The Group decided not to require the appointment of a monitoring trustee on the
grounds that ABI's management was not aligned with Emap’s interests. Had the
Group required the appointment of a monitoring trustee it could have referred the
guestion of marketing expenditure to the trustee in order to ascertain whether the
disputed expenditure was or was not in ABI's budget. The learning here may be that,
even if the management of the target may be expected to hold the business separate
from the acquirer, there may still be grounds for the appointment of a monitoring
trustee. This may, for example, help the CC to better understand the conduct of the
parties during the course of the inquiry without placing an additional burden on a
management team receiving little or no support from the acquirer.

Summary of key learning points

187.

188.

As this was a completed merger, interim measures were put in place. The CC
recognized that ABI management had no incentive to impede the interim ‘hold
separate’ measures. However, our review of the case suggests that the appointment
of a monitoring trustee could have assisted the CC in obtaining an independent
assessment of certain decisions taken by Emap during the course of the inquiry, for
example in connection with expenditure requested by ABI. Overall, the appointment
of a monitoring trustee in this case could have reduced asset risk during what proved
to be an attenuated inquiry process.

As regards the final divestiture, the main learning point is that it is important for the
CC to understand the intentions of potential purchasers, to talk through with them
their specific plans for the business they wish to acquire and how the acquisition fits
into their overall strategy. It became apparent to staff conducting the interviews with
potential purchasers that, in certain cases, their plans would not have resulted in ABI
acting as a competitive constraint on Glenigan. CMPi in particular, also told us that it
greatly appreciated the willingness of CC staff to meet with them to discuss their
plans for the integration and development of ABI in some detail.
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