IN THE COMPETITION TRIBUNAL
REPUBLIC OF SOUTH AFRICA

Case No: 19/L M/Feb00
In the large merger between:
BROMOR FOODS (PTY) LTD
AND

NATIONAL BRANDSLTD

Tribunal’s Reasonsfor Decison

Conditional Approval

1 On 31 August 1999 Bromor Foods acquired the Game powder and Sports Drink
busness from Nationd Brands as a going concen. We have decided to gpprove
the transaction subject to certain conditions, which we have set out below.

TheMerger Transaction

2. Nationd Brands sold its sports drink busness known as Game to Bromor Foods
in Augus 1999. The busnes entals the manufacture bottling and canning,
marketing, digribution and sde of a product known as Game The product known
in the beverage indudtry as a sports drink is produced in both a jpwder and reedy-
to-drink (RTD) form. The ready-to-drink product is digributed in 500 ml plagtic
bottles

3. The business was purchased as follows
Theintdlectud property rights to the Game brand - RAmillion
The recipes and formulas - - R1
The canning, battling equipment, plant and fridges - R 2020 139

Stock intrade - (figuresnot available to us)

4. Since the merger was implemented on the day immediaely prior to the dete on



which the Compstition Act came into effect 1 September 1999 it is congdered in
teems of the trangtiond messures found in Schedule 3 of the Act. This hes

various implications for what we say later.

Background

5.

Naiond Brands a subgdiary of Anglovad Indudries is in the busnes of
manufacturing and marketing consumer brands. In February 1999 the NB board
took a decison to digpose of the Game busness which was conddered to be non-
core. A willing buyer was found in Bromor Foods a wholly owned subgdiary of
Cadbury Schweppes. Bromor was dready a player in the Sports Drink market
through its range of ready to drink and concentrated beverages marketed under the
Energade brand name. The meger was notified to the Competition Commisson
in November 1999. The Commission recommended that the merger be gpproved
unconditiondly.

Presently there are three mgor brands marketed specificaly as RTD sports drinks.
In descending order of maket share they are Bromor's Energade, Coca Colds
PowerAde and Game, the subject of this merger.

Game is the oldest brand in the South African market having been introduced in
the 1970s Game unlike its rivd brands is dso avalable in a powdered form.
Certan beverages are marketed as energy as opposed to sports drinks. The mgor
energy drink brand is Red Bull.

Evaluation of the M er ger

The Relevant Market

8.

10.

Defining a rdevait maket for consumer products is notorioudy difficult.
Delineating a rdevant market for beverage products is especidly difficult because
one is faced with not only the subjective prodivities of consumers but dso the
marketing dratagems of firms as they atempt to differentiate their products in
response to competitive threets.

Beverage antitrus cases have long been the subject of bitter contestation over
rdevant maket definition. On the one hand merging paties contend they ae
merdy minor players fighting for their “share of the throat”, in a market where
the fizzy drink competes with anything that can be imbibed from fruit juices to
tea. On the other hand competition regulators argue that the fizzy drink is the
relevant product market.!

Ultimately each case must be determined on its own facts and foreign judgments
can do no more than give us guiddines to method for they cannot serve as a way

! See article by Lawrence JWhite Application of the Merger Guidelines: The proposed merger of Coca
Cola and Dr Pepper (1986)



11

13.

14.

for us to come to a conduson on facts. The behavior of a teenage consumer of
carbonated beverages in Texas is no more use to us as evidence than the behavior
of the French consumer of carbonated minerd water.

The Commisson in this cae is in the highly unusud postion of a competition
regulaor arguing for a wider market definition than the merging paties The
Commisson says the rdevant maket is the maket for non-acoholic beverages
On this bass the market share of the sports and energy drinks is a mere 2,6 % and
of which the merged entity would comprise a modest 1%. Not surprisngly, on
this definition of the market they condude that the merger raises no concerns.®

The meging firms did not share the Commission’s expansve view of the market.
Whild we cannot say they contradicted the Commisson on this point, in
agument before us and in their documentation they did not pursue the point with
any conviction choosing instead to focus on barriers to entry.

However internd documents supplied by both parties to the Tribund subsequent
to the Commisson's report point to a much narower definition of the market -
that for RTD sports drinks only. As we argue bdow the behavior of both merging
firms suggests that thisis how they understood the relevant market.

We say thisfor the following reasons-

141 In its budness plan Bromor identifies sports drinks as a caegory. This is
not medy labding, as the company is ds invoved in other non-
adcohadlic beverages and ggnificantly does not ded with them in the same
caegory. The only competing products named are other sports drinks and
the only competing brand specificaly named is PowerAde.

142 Naiond Brands in its Budness Plan for the Game Sports Drink dated July
1998 and sx months prior to the merger having been mooted, conddered
an ambitious plan to relaunch the Game RTD and powder products. The
document is premised on the assumption that the market is a sports drinks
maket and gpecficdly identifies Games competitors as Energade,
PowerAde and Lucozade. In a maket survey conducted for them by
Makinor in Januay 1998 only the three leading brands ie Game
PowerAde and Energade are compared.

143 The Sde Agreement between the paties contans a redtrant of trade
pronibiting Nationd Brands from carying on a competing activity for a
period of five years. “Competing activity” is defined as an activity in the
“ the sports energy drinks category” .2

144 A make survey peformed by Nidson compares totd annudized volume
yidds on “Sports Drinks”.*

2 See Commission recommendation page 6

% Seeclause 12.1.2 of theagreement.
4 See Appendix A to the Bromor submissions to the Tribunal dated 9 March 2000.



145 The prices of the sports drinks differ congderably from that of the nearest
possble beverage subditute namely energy drinks. Although dl the prices
of these products fluctuate depending on the outlet a which they are sold
Red Bul is consgently and sgnificantly more expendve than the RTD
products.

146 Post merger Bromor was adle to sustan an 8 % price increase on its
Energade product and an 8.7% increase of its newly acquired Game brand
including bringing price parity between the two brands.

147 The rdionde for the merger from Bromor's point of view was anti-
competitive and the intention was to prevent the Game Brand from
becoming avalable to dther a new entrant or to an exiging competitor
viz. PowerAde. Mr. Cowie the marketing director of Bromor informed the
Tribund that the Cadbury —Schweppes board was concerned that a
formidable competitor” like Coca Cola could essly have bought the brand
aswell.

148 There is a lack of price competition in the sports drink market, which
feadlitates the ability of Bromor as the leading firm on its own or Bromor
and Coca Cola jointly to rase prices to a supracompetitive levd. This is
evident from the Game budness plan referred to above where in paragreph
44 of the pricing plan the authors note that the RTD market is “not a price
sendtive maket” This obsarvaion is made prior to the merger beng
contemplated. Mr. Cowie in his submissons refers to the fact that what
diginguishes brands is whehe they ae attivdy maketed or not
“otherwise you land up competing on price” The paties have ds
indicated that prices are not uniform and depend on the nature of the outlet
where the product is sold. The consumer purchasing from a refrigerator at
a “point of sweat” will pay condderably more than the consumer
purchasing off the shelf at the super market.

None of these factors on their own is decigve as to the rdevant market but the
accumulation of these factors suggedts that the redevant market is for RTD sports
drinks. On this bass and adjuging the Commisson’s figures to exdude Red Bull
the market pre and post merger is highly concentrated.

Pre-merger Pre-merger Post-merger Post-mer ger
Product Market  Share [ Concentration Market Share Concentration
(%) (HHI) (%) (HHI)
Energade 55.1 3036 60 (incl. Game) 3600
Powerade 30.5 930 30.5 930
Game (RTD) 44 19
Lucozade 10 1 10 1
Other 89 9@ 89 9
Total 3995 4540

Source: Based on figure in Competition Commission’s Report

We have assumed that 50% of the Game product issold in RTD formand that the figures quoted
for the other products are for RTD sales.

Mar ket shar e per centages and Herfindah- Hirschman Index (HHI) values have been rounded-off.
(a) The HHI calculation assumes that ‘other’ comprises 9 firms of equal share ( 1%).
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As fa as the geographic market is concerned there is no dispute that this is the
whole of South Africa

Barriersto Entry

17.

17.

18.

19.

As we daed earlier the merging parties have focused their defence of the merger
on the bass tha bariers to entry in the industry are low because there are no
ggnificant regulatory hurdles and cepitd  expenditure on plant is not ggnificant.
Thisthey say is evidenced by the proliferation of smdl brandsin the market.

If we exclude the four largest brands the remaning brands account for only 9 %
of the sports drinks market. Given that the fourth largest Lucozade only has a
share of 1% we assume that none of the present remaining brands has a market
dhare dgnificat enough to discipline the behavior of PowerAde and Energade /
Game in the market.

This leaves us to consder the role of potentid competition as a deterrent effect.
Whilg the parties are correct in contending that capital is not a serious deterrent to
entry in this maket, esablishing a brand is. Since brands are essentid in the
market for fag moving consumer goods no firm will enter unless they ae willing
to ank ggnificant sunk cogts in marketing a brand that can compete successfully
with the two market leaders By sunk costs ae meant codts that cannot be
recovered if the entry is a falure. Advertisng to cregte a brand image is a classc
example of asunk cost.’

In one of the best-known merger cases in the hisory of the beverage industry the
FTC successfully chalenged Coca Colds atempts to acquire riva carbonated
soft drink producer Dr Pepper. In 1986 a Federd Didrict Court granted a
preiminary injunction thet thwarted the merger. In ddivering the judgment Judge
Gesd made the following observations about sunk cogts that we find indructive,

“ to edablish a mgor new brand requires large expenditures for advertisng to fix
the brand name and image in the mind of the consumer — expenditures that cannot
be recovered if the introduction fals. ... Effective entrants must dso match the
condderable promotiond  budgets of the dominant companies in targeting ther
brands for effective didribution through retalers ... Fndly, it has been the
experience of the indusry that effective entry agang dominant companies is
likely to require years of sustained effort for any continuing success”®

® See William G. Shepherd The Economics of Industrial Organisation (4™ Edition) Prentice Hall pg 212.
® F.T.C. v CocaCola Co. 641 F Supp 1128 (1986) at 1137
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Shepherd argues that advertisng cods for a new entrant are higher than those for
exiging firms with esablished brands. This is because to enter a firm must meet

penetration costs, which escalate sharply with as afirm tries to increase output.”

The maketing information submitted by both paties is condgent with the view
outlined above. Even Energade the leading brand was concerned that PowerAde,
with Coca Colas resources behind it, might win the batle to obtan cdebrity
gpoorts endorsements. Indeed the very demise of Game is illudrative of what can
happen to an esablished brand, which fals to sugan its marketing edge over its
rivals,

Rationale for the merger

23

24.

25.

Even if the merger may lead to a subdantid lessening of competition we ae
obliged to consder whether it has any pro-competitive effects. At the hearing we
explored this issue with the parties and they adduced no satisfactory evidence on
this point. On the contrary, the representative of Bromor indicated that when
National Brands put Game on the market there was concern that the brand might
be purchased by a competitor, more specificdly Coca Cola The dedine in the
Game brand snce Feouay 1999 suggests that the purchasers were less
concerned with reinvigorating a past champion brand and more with keeping it
away from competitors.

A document placed before the Board of Cadbury Schweppes indicates ther
intention to utilise Game as a “ fighting brand againg regiona competitors in the
goorts drinks market.”8

We ae further concerned that the red intention of Bromor was to remove the
Game RTD brand from the market. In thar letter to the Tribund dated 9th March
2000 Bromor obsarve that the market for the Game liquid has dl but collgpsed.
The thrugt of Mr Cowi€'s ord submissions to the Tribund was to the same effect.
Consumer indifference to the brand is cited as the reason for this Yet in March
1999 totd Game sdes were & a pesk for the 12 month period from July 1998 to
June 1999. The dedine in the brand was conceded by Bromor, who sad they had
no interes in maintaining it once it was going to be sold. Although the agreement
was only dgned in August the agreement to sdl gppears to have been findized in
February or March. Had Bromor serioudy intended to retain a vitd brand it would
have teken the normd steps to ensure the brand remained viable during the period
between the concluson of negotiations and the effective date. The extraordinary
decline of the brand in this period suggests Game RTD’s demise rather than its
continued vigour may have been their red purpose.

" See Shepherd op. cit. pp 289-290.

8 In the Canadian Competition Act , the use of fighting brands that are introduced selectively on a
temporary basisto discipline or eliminate a competitor is specifically mentioned as an anticompetitive act
and can be considered an abuse of a dominant position. See section 78(d).



Sale of the plant and powdered I P rights

26.

The sde of the plant raises no competitive concerns as market power in this
market derives from control over brands in the RTD sports drinks market not
owvnaship of plant. Secondy we dso condude that the powdered drinks
conditute a separate market from the RTD. The powder product is not ready to
drink and hence dtracts a different consumer. It pricing and maketing are
different as wel and it dso is less condraned in methods of didribution i.e not
requiring fridge space. Since Bromor was not in this market before the merger it
ralSes no concerns.

Conclusion

27.

We find tha the merger subgantidly prevents and lessens competition in the
market for ports drinks because:
a. The meger will lead to a higher levels of concentration in an dready
concentrated market;
b. There is an increasad likdihood of colluson between the two remaning
brands,
c. The Game brand has been removed as the most likely effective competitor
to the two dominant brands,
d. There ae no procompstitive efficencies or public interet consderations
which otherwise judtify the merger.

Remedy

28

Since this is a Schedule 3 merger it means that the parties were lawfully entitled
to implement the merger without prior gpprovd from the Tribund. At the time of
this decison the merger will have been in effect for over seven months.

Given our concluson that the merger is anticompetitive we have three possble
remedies-

a. to prohibit the merger

b. to gpprove the merger subject to an appropriate structural remedy

c. toapprove the merger subject to abehaviord remedy.

Prohibiting the merger is too drastic aremedy given that-

a. the merger has dready been implemented and the Game brand has since
weakened,

b. not dl aspects of the merger are anti-competitive. There are for instance
no concerns about the sale of the plant or the sde of the powdered Game
product;

C. Sepaaing the powdered brand from the RTD is difficult dnce they are
both marketed under the same brand name.
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The next option would be to agpprove the meger but make it subject to an
gppropriate gructurd remedy. The most obvious gructurd remedy on the facts of
this case would be to order Bromor to divest itsdf of the Game RTD brand's
intellectua property® to a third party acceptable to the Tribund. This remedy as
wdl istoo dradic in our view.

If we had to order divedtiture an gppropriate time period would have to be given
for Bromor to sdl the Game intdlectud property to a third paty. A period of a
leest Sx months would be gppropriste. This means that & least thirteen months
would have dgpsed snce the sde of Game to Bromor and nearly twenty months
snce the brand was lagt vidble. There is no guarantee that a that stage the Game
brand would be ggnificantly more useful to a new incumbent than establishing a
new brand given that there would be no incentive for Bromor to retain the brand
for the benefit of a future vigorous competitor even a the expense of a short-term
loss on the price achieved through a sde.

Normadly the practice in the crcumsances would be for the competition authority
to gopoint a trustee to adminiger the assats to be divested 0 as to retan their
vaue prior to a sde Given tha in this case we are concerned with divesing a
brand and not a separate busness this remedy is completely impracticd let done
not worth the expense.

Secondly the Game brand dso ataches to the powder form product, which, as we
have noted, is in a separate maket and does not rase compstition concerns
Precticdly separating the brand is impossble and means a divestment remedy
would have to indude the powdered product. Thirdly the rights to Game include
rights to the brand in other non- South African markets. We have no juridiction
to assess competitive effects beyond our bordersin terms of section 3 of the Act.

Divediture is too extreme a remedy in the crcumdances nor is there any
expectation that it will be an effective one dther. It is not surprisng thet other
jurisdictions are loath to impose divediture as a remedy where a merger has
dready been implemented, hence the raionde for pre-merger notification. The
Feded Trade Commisson noted in their 1999 sudy on ther divediture process
that divedtiture after consummation is frequently inadequate. One example they
give is of this is tha the goodwill of the acquired firm may be disspated making
it aweeker competitive force after divestiture.°

One of the primary changes in the merger regime between the present act and its
predecessor, the Maintenance and Promotion of Competition Act (Act 96 of
1979), was the introduction of compulsory pre-merger notification. If a structurd
remedy is conddered appropriate it is less offengve to the merging parties sdttled

® Intellectual property would include the trademarks; get up, common law rights to the name and the

recipes.

10 See Federal Trade CommissionA study of the Commission’ s divestiture process— 1999 pg 1



37.

Order

rights if imposad prior to consummation because one does not have to unscramble
amerged entity.

We condude that the only appropriate remedy is a behaviord one. Although the
remedy we are proposng is mild and may be entirdy academic it is basad on the
recognition of the disciplining effect of potentid competition. We find the
redraint of trade imposed on Naiond Brands unnecessaily redrictive and not
rlated to the goodwill of the Game brand as they could only enter with a new
brand without violating the intdlectud property rights to the Game brand owned
by Bromor. Since Nationd Brands with its experience of the consumer market is
dways a vidble potentid entrant its potentid as an entrant may discipline the
remaining players more than any other potentia competitor.

Secondly given the fact tha we find the merger anti-competitive the potentia for
future redtrictive practices to teke place in this market is by no means remote.
These could teke the form of dther an abuse of a dominant postion or a
horizonta redrictive practice between the mgor players. A possble remedy if
this does occur and no adequate behaviord remedies are avalable is for the
Commisson or complainant to seek an order of divediture agang Bromor. This
potentid remedy which may have a distiplining effect on the firms in the market
will only be feesble if the Game brand retains some vaue o0 that divedtiture to a
third party is more atractive than establishing a new brand. For this reason we
have made the additiond order that Bromor mugt mantan the Game RTD brand
for a period of a leest two years. If a successful redtrictive practice case is
brought againg Bromor in this period and divedtiture is a competent remedy the
retention of the Game brand will dso ensure thet it is a practicd remedy. We have
been a pans not to be presriptive in this regad as we are sendtive about
interfering with Bromor’ s commercid freedom unduly.

We gpprove the merger subject to the following conditions-

391 that cdause 12 of the sde agreement dated 31 August 1999 is declared void
with effect from the date of this order;

39.2 that Bromor continue to mantan the Game ready to drink brand in the
naiond maket & levds not subgantidly less than it does currently
induding expenditure on advertisng or otherwise promating the brand for
aperiod of not less than two years from the date of this order;

393 tha the obligaion in subpaagraph 2 does not prevent Bromor from

sling the Game intdlectud property or parts of it to a third party during
this period provided that-



a. third paty is-
i. not Cadbury-Schweppes , Coca Cola or a firm controlled by dther
of them or Bromor ; and
ii. genuindy a ams length fom any firm contemplated in sub-
paragraph (i) ; and

b. the transaction is notified to the Competition Commisson prior to
implementation.

Date: 14 April 2000

N.M. Manoim

D. H Lewisand S. Zilwa concurred.



