COMPETITION TRIBUNAL
REPUBLIC OF SOUTH AFRICA

Case No. 98/ R/Dec00

In the matter between:

Natal Wholesale Chemists (Pty) Ltd Applicant

and

Adra Pharmaceuticals (Pty) Ltd First Respondent
Merck Pharmaceutical Manufacturing (Pty) Ltd Second Respondent
Phar maceutical Healthcare Digributors (Pty) Ltd Third Respondent

DECISION ON APPLICATION FOR INTERIM RELIEF

DECISION

This gpplication for interim relief is denied. The reasons for our decisons follow.

INTRODUCTION

1

This gpplication for interim relief is brought by Natd Wholesde Chemidts (Pty)

Ltd (NWC) (‘the damant’) agang Adra Pharmaceuticds (Pty) Ltd (AZ), Merck
Pharmaceutical Manufacturers (Pty) Ltd (Merck) and Pharmaceuticd Hedthcare
Didributors (Pty) Ltd (PHD) (respectively referred to as ‘the firg respondent’,
‘the ‘second respondent’ and ‘the third respondent’ and colectivdy as ‘the
respondents).

The clamant dleges that the firg and second respondents have each entered into
an agreament with the third respondent in terms of which the later is desgnated
as the exdudve provider of didribution sarvices for the products of the two
manufacturers, the firg and second respondents.  The damant dleges that the
effect of these agreements is to prevent it from participating in the didribution of
the products of the firg and second respondents thereby lessening compsition in
the maket for the didribution of these products. They dlege that these
agreements violate Section 5(1) of the Competition Act which proscribe verticd



agreements that have the effect of lessening competition and that do not generate
countervaling pro-competitive gans The damant dso dleges tha the fird and
second respondents discriminate in respect of prices and terms and conditions of
sde as between the third respondent and other wholesdlers, including the damant
and, as such, are in vioation of Section 9 of the Act that proscribes discrimination
by dominant firms

3. The damant has asked the Tribund to find that the digtribution of pharmaceutica

products through an exdusve didribution sysem conditutes a prohibited practice in
teems of the Act, dterndivey, that the fird and second respondents discriminate in
respect of prices, terems and conditions of sde as between the third respondent and
other wholeders, incduding the damant, conditutes a prohibited practice in terms of
the Act, and that the Tribund:
interdicts and redrains the fird and second respondents from digtributing their
products exdusvely through the third respondent;
interdicts and redtrans the respondents from inducing and/or dlowing any other
manufecturers or importers to use or paticipate in the excdusve digribution firm
that the third respondent has with the first and second respondents;
interdicts and redrains the respondents from forming any new agency didribution
firm to digribute the products of the fird and second respondent on an excdusve
and/or discriminatory besis
orders the firsd and second respondents to continue supplying their products to the
goplicant on the mos favourable terms and conditions avalable to any wholesaer
and/or digtributor, including the third respondent
orders the respondents to delete any reference in the agreements between the firgt
and second respondents and the third respondent which enghrines the excusvity
of thelr agreements.

BACKGROUND

4.

Pharmaceuticd  products, incduding the ‘ehicd’ or paented products
menufectured by, inter dia the two respondents in this matter, have traditiondly
been didributed to the retal trade, the phamacies through the medium of
wholesders induding the damant - the wholesders purchase product from the
manufecturers and on-sdl this to the retallers.  The wholesders cover their codts
and earn ther profits in the difference between the price & which they purchase
the product from the manufacturers and the price a which they on-sdl to the
retalers.  This price differentid has teken the form of a discount granted by the
manufecturers off ther lig price The wholesdlers have traditiondly receved a
discount of 175% off the lig price a dgnificant part of which has been passed
onto the retallers as the wholesders vie for market share.

The mogt prominent of these wholesders induding the damant in this metter,
ae ‘full-line wholeders, tha is they dock the full-range of pharmaceutica
products. Certain of the larger purchesars of pharmaceutica products — notably



the date but dso other bulk purchasers — have traditiondly purchased directly
from the manufacturers.

6. In recent years pharmaceuticd manufacturers have atempted to change the way
in which they didribute their products. A raft of pharmaceuticd manufacturers —
predominantly, though not excdudvdy, the large multingiond ‘mgors — have
desgnated exclusve didributors of ther products. Three such mechanisms of
digribution have been edablished. In two of these arangements — hitherto
referred to as the IHD and Kiness arangements — two didribution companies
eech jointly owned and controlled by separate groupings of manufacturers have
been desgnated as the exdusve didributors of the products of ther
shareholder/manufacturers.  In the ingtant case the firss and second respondents
have desgnaed an independently controlled company, namdy the third
respondent, as ther didributor, or, in the terminology employed by the
respondents, as their excusive provider of logistical services®

7. As will be daborated bdow, the independent wholesders dlege that, in addition
to placing them under severe commercid pressure, these various excusve
didribution arangements have, collectivdy and separady, diminished intra-
brand competition in the market or markets for pharmaceutica products, thet they
have not promoted and may have diminished dready low levels of inter-brand
competition in these markets, that they have raised bariers to new entry in the
market(s) for pharmaceuticad products, and that they provide the inditutiond
bass for colluson between the various manufacturer groupings who are dther the
joint owners of thar digribution companies (as in the case of the IHD and Kinesis
groupings) or, in the indant case, who have entered into didribution contracts

with asngle agent.

8. The vaious didribution agencies have been sorutinised by the competition
authorities. In 1999 the Competition Board, the predecessor of the Competition
Commisson, found that a joint excdusve didribution agency for pharmaceutica

! Note that the distribution mechanism under examination here represents a shift from the business model
traditionally utilised by pharmaceutical manufacturers for the distribution of their product. Inthe
traditional wholesaler model the distributors are wholesalers who are downstream purchasers of
pharmaceutical products and who then on-sell this product further downstream. In the arrangement with
which we are presently concerned the model is of an up-stream supplier of distribution services contracting
with clients who require the distribution of their products. Whether or not distribution takes place through
a sole downstream wholesaler or through a sole upstream supplier may not influence the assessment of
whether or not arestrictive practice operates in what are both vertical agreements. But, were arestrictive
practice to be found, the differences between the two business models would make the identification of an
appropriate remedy considerably more difficult. Takethe prayer that would have the Tribunal ordering
‘the first and second respondents to continue supplying their products to the applicant on the most
favourable terms and conditions available to any wholesaler and/or distributor, including the third
respondent’. This presupposes a calculation that equates the extent of remuneration represented by the
discount extended to the downstream wholesaler with the remuneration represented by the fee rendered to
the upstream supplier of services. Thiswould be an extremely difficult calculation to make and suggests
that, notwithstanding its protestations to the contrary, the claimant is effectively requesting us to impose the
wholesaler model of distribution on the respondents.



products — in that ingance, the IHD arangement - condituted a vertica redrictive
practice? In August 2000 the Competition Tribund granted interim relief to nine
wholesders agang sx pharmaceuticd manufecturers and ther joint exclusve
digribution agency, Druggids Didributors, (the Kiness arangement) for
contravening section 4(1)(a) of the Act® Section 4(1)(@ proscribes horizontd
agreements — agreements between competitors — that lessen competition without
generating countervailing pro-competitive gains*

0. Nad Wholessle Chemigds have now brought an gpplication for interim relief
agang PHD and the manufecturers who utilise this didribution company,
dlegedy the third of the exdusve arangements active in the didribution of
ethical pharmaceutica products.

TheParties

The Claimant

Nata Wholesde Chemigs (Pty) Ltd

10.

The damatt is a full-line whoesder trading as Alpha Pharm-Durban. Alpha
Pharm is a joint venture formed by the four cooperative wholesders in South
Africa It has nine didribution centres that didribute products from manufacturers
to doctors, hospitals and other hedlth care suppliers.

The Respondents

11

Both the firsg and second respondents, AstraZeneca Pharmaceuticds (Pty) Ltd and
Merck (Pty) Ltd, are subgdiaies of multinational foreignbased pharmaceutica
manufacturers.  The third respondent, Pharmaceuticd Hedth Didributors (Pty)
Ltd isalogigtics company.

AdtraZeneca (AZ)

(a

13.

As of the 25 November 2000 AZ, the firgt respondent, gppointed PHD, the third
respondent, as its didribution agent. PHD is a third paty logidics provider
operating on a fee-for-service bass. In terms of the agreement AZ outsourced its
warehousng and didribution functions, as wel as its order generation, credit
control and debt management operations to PHD until 31 December 2002. AZ
retains ownership of its gock until it is sold to athird party.

Before this arrangement came into affect AZ digributed its products to its direct
purchesers, i.e dinics hospitds digpenang doctors mines, mal order retalers,
the State and wholeders through the agency of Railit Totd Trangportation

2 Competition Board Report No. 75

% Case no: 68/IR/Jun00

“In essence, the Tribunal panel in this matter found that the vertical agreement was a mechanism for
affecting a horizontal agreement between the manufacturer/shareholders. Thisissueis dealt with below.



14.

15.

Merck

16.

17.

18.

(RTT). Wholedes then onsold the stock they had purchased to ther retal
cudsomers a prices determined by them. AZ <0ld its products to its direct
cusomers a various discounts off list price, depending, inter dia, on the nature
and volume of products purchased by such customers. Wholesders received the
traditiona uniform minimum discount of 17,5% off lig price.

However, AZ decided to phase out its manufacturing function and to outsource its
warehousng, didribution, order-generdtion, debt management and credit control
functions. AZ avers tha the decison to outsource these activities was taken
because they did not form pat of its core busness namdy the sde and the
marketing of its products because its Alrode didribution facilities were outdeted
and required condderéble investment and because thee were ggnificant
economies of scale to be regped from using asingle agent/distributor.

According to AZ dl its dients now have the choice of buying ather directly from
it, with PHD doing the phydca digribution, or buying from the wholesders but
who now dso receve the product tha they purchase via the third respondent’s
network of distribution services.

The second respondent, Merck, has been deding with PHD, its exdusve
digribution agent, snce 27 March 2000. Although the sarvice fees pad to PHD
differ it has exactly the same logidtics services arrangement with PHD as the one
between AZ and PHD. Merck decided to appoint PHD as its agent as part of its
drategy to outsource non-core business activities to engble it to concentrate on the
manufacture, marketing and sdes of pharmaceutical products. The arangement
expiresin March 2002.

According to Merck it has had an edablished working rdationship with RTT who
provided a trangport and delivery sarvice to it prior to the arrangement with PHD.
PHD has outsourced the trangport of Merck’s productsto RTT.

According to Meck 60% of its sdes continue to be made to the traditiond
wholesslers including the gpplicant, who, as in the arangement between the firgt
and third respondents, are now dso required to utilise the didribution and other
sarvices of the third respondent.

The third respondent has been granted the exdudve rights to act as the logigtics
service provider to the firsd and second respondents. It may expand its services to
other pharmaceuticd companies — indeed, avowedly because of the postive
impact of scde economies on the cogt of the didribution sarvices dl three
respondents commit themsaves in ther various agreements to encourage others to
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use the sarvices of the third respondent. At present PHD dso distributes products
of Sekunjao (Pty) Ltd, amanufacturer of generic pharmaceutica products.

PHD provides the sarvices of warehoudng, didribution, debt collecting, baich
tracking, order processng, picking, packing, credit control and debt management
to its principds, the firg and second respondents. These services are provided
through PHD’ s associ ation with the following companies

Kite Logigtics (Pty) Ltd (Kite), which performs the physcd trangport of the
pharmaceutical products to pharmacies and doctors.

Order Pharm (Pty) Ltd (Order Pharm) processes the orders received from
customers such as wholesders and pharmacies.

Railit Total Transportation (Pty) Ltd (RTT) peforms the physcd
digribution and transport of pharmeceutical products to the Government and
the wholesdlers.

Recall (Pty) Ltd peaforms the debt management sector of the service
provided by PHD.

PHD axd Recdl ae wholy owned subsdiaies of Fud Logigics Holding
Company Limited (“Fud Logidics’). Fud Logidics and Interndtiond Hedth
Didributors (IHD) each own 50% of the shares of Kite. IHD, referred to above, is
a jont excdusve didribution agency controlled by severd other pharmaceutica
manufacturers.

INTERIM RELIEF

2.

24.

The goplicant gpplied for interim relief under section 59 of the Competition Act
of 1998 on 1 December 2000. The Act has snce been amended by the
Competition Second Amendment Act, No. 39 of 2000 with effect from 1 February
2001. Section 59 was replaced by Section 49C.

The Tribund has been asked to congder whether the amended Act should apply
etrogpectivey in this gpplication.

The paties have dedt with this issue in grest detal in their heads of argument.
Both paties refer to Section 23(5) of the Compsetition Second Amendment Act
which provides that:

Any proceedings that were pending before the Competition Commission,
Competition Tribunal or Competition Appeal Court before the date of
commencement of this Act must be proceeded with in terms of the principal
Act as amended, except to the extent that a regulation under section 21(4) or
27(2) of the principal Act as amended, or a rule ¢ the Competition Appeal
Court, provides otherwise.



25.

27.

3L

The damant agues tha by virtue of Section 23(5), the Competition Second
Amendment Act retrogpectivdly goplies to pending legd proceedings  induding
the gpplicant’'s section 59 application. This means that the Section 59 application
filed prior to the commencement date of the Competition Second Amendment Act
must now be proceeded with in terms of the new section 49C, which replacesit.

The respondents on the other hand ague that section 23(5) only goplies to
procedurd amendments and not to amendments affecting parties subgtantive
rights and obligations. They submit that the changes to section 59 as reflected in
sction 49C of the Competiion Second Amendment Act ae maters of
subgtantive law, hence, the subdtantive legidation agpplicable to these proceedings
isthat set out in section 59 of the origind Act.

Section 59(1) of the Act provided thet the Tribund may grant interim rdlief if:

(8@ thereisevidence that a prohibited practice has occurred,;
(b) aninterim order is necessary to
I.  prevent serious, irreparable damage to that person; or
ii.  toprevent the purposes of this Act being frusirated;
(c) the respondent has been given a reasonable opportunity to be heard, having
regard to the urgency of the proceedings, and
(d) the baance of convenience favours a granting of the order.

To obtain interim relief a damant had to satify each of the dements from (8 to
(d). According to Section 68 of the Act the sandard of proof that hed to be met
was “on a balance of probabilities’.

Section 49C(2)(b) provides that the Competition Tribund may grant an interim
order if it is reasonable and just to do so, having regard to the following factors

@) The evidence relating to the aleged prohibited practice;
(ii) The need to prevent serious or irreparable damage to the applicant; and
(iii)  The baance of convenience.

The amendments bring &out three important changes to interim  rdief
proceedings under the Act.

Frdly, Section 49C(2)(c) provides that the dandard of proof in interim relief
proceedings under the Act is the same as in a High Court common law gpplication
for an interim interdict. The sandard of proof for an interim interdict a common
law was laid down in the case of Webster v Mitchell® where it was held that:

“the right to be st up by an gpplicant for a temporary interdict need not be
shown by a bdance of probabilities. If it is ‘prima facie established though
open to some doubt’ thet isenough ...”

® 1948 (1) SA 1186 (W)



32. An gpplicant under Section 49C(2)(b) therefore has only to establish his case on a
prima facie bads this is a departure from the gpproach in the old Section 59(1)
where as we have seen a clamant had to prove its case on a bdance of
probabilities

3. Secondly, under Section 59 a damant had to show that the interim relief order
was necessaxry to prevent serious irreparable harm to itsdf or to prevent the
purposes of the Act being frudrated. The amendments have done away with the
dternative requirement (the necessty to prevent the purposes of the Act being
frustrated); Section 49C(2) requires evidence that the order is necessary to prevent
serious or irreparable harm.

A Thirdly, in tems of Section 49C(2), the Tribund no longer has to congder
whether each of the requirements has been edablished in isolation, but rather
looks a dl the factors listed in Section 49(2)C as a whole to see whether a case
for interim relief has been edablished. This feature of Section 49C(2)
diginguishes it from the old Section 59 where interim rdief could only be granted
where each of the liged requirements had been satisfied. Section 49C(2) follows
the goproach a common law as goplied by Appdlae Divison in the case of
Eriksen Motors (Welkom) Ltd v Protea Motors Warrenton 1973 (3) 685 (A). The
court held that in deciding whether to exercise its discretion to grant interim reief
the court should not look a the prerequisite?’ in isolation but should consider dll
of them in conjunction with each other. The court went to dae that these
prerequistes

“... ae not individudly decisve, but ae interdaed, for example the
dronger the gpplicant’s prospects for success the less the need to rey on
prgudice to himsdf. Conversdy, the more the dement of “some doubt”,
the grester the need for the other factorsto favour him.”’

35. It has not, however, been necessry for us to decide which section should be
goplied to this metter. Even on the lower burden of proof required under the
anended Act, the damant has not succeeded in proving the exisence of a
redrictive practice. Accordingly, we have not had to congder the other dements
necessay for sugaining a dam for interim rdief — the question of irreparable
ham and the baance of convenience. Accordingly, the legd dispute regarding
the retrospectivity or otherwise of the amended Act has no beaing on the
outcome of this metter.

® The prerequisites for interim relief at common are: a primafacie right; awell-grounded apprehension of
harm if the order is not granted and the ultimate relief is granted; a balance of conveniencein favour of
granting the order and the absence of any other satisfactory remedy (see Setlogelo v Setlogelo 1914 AD 221
a 227).

" At691 EG.



THE ALLEGED RESTRICTIVE PRACTICES
Section 9 — Price Discrimination by Dominant Firms

36. Although not formdly withdrawn, nether the papers filed by the damant, nor its
written heads of argument, nor its ord arguments persg in the dam — contained
in its notice of maotion — that dl or any of the respondents are in viodlation of
Section 9 of the Act.  Accordingly, this dam is dismissed without further
comment.®

Section 5— Redrictive Vertical Practices
37. Section 5(1) provides

An agreement between paties in a verticd rdationship is prohibited if it
has the effect of subdantidly preventing or lessening competition in a
market, unless a paty to the agreement can prove any technologicd,
efficiency or other pro-competitive gan resting from that agreement
outweighs that effect.

3. The cdamant dleges that the respondents have, by entering into agreements
whereby the third respordent is vesed with the exclusve right to didribute the
products of the firda and second respondent, lessened competition and, absent
countervailing technologicd, efficdency or other pro-compeitive gans, ae
accordingly in violation of the Adt.

30. Anti-trust scholarship and jurisprudence conventiondly adopts a scepticd  attitude
to dams of anti-trus ham aidng from dl species of verticd agreement. In
paticular it is widdy recognised that the diminution of intrabrand competition
consequent  upon  exclusve didribution arangements is frequently compensated
for by pro-compeitive benefits that enhance the ability of the producer to
compete agangd its compditors, that is by the drengthening of inter-brand

8 Alleged discrimination perpetrated by the first and second respondent as between the claimant and the
third respondent does of course remain at the heart of the claimant’ s allegation that the respondents are
engaged in vertical agreements that provide for exclusive distribution. Aswill be elaborated below, the
claimant does not allege tha it is unable to gain physical access to product manufactured by the first and
second respondent —it is, indeed, common cause, that it, as well as other wholesalers, continue to purchase
Merck and AZ product in significant volumes. The claimant’s case effectively rests on the allegation that
the distribution fee whereby the third respondent is remunerated constitutes a greater reward for the
services provided than the (reduced) discount available to the claimant and its fellow wholesalers. This
differentiation or discrimination in the effective earnings for performing distribution— whether fee-based or
discount-based - is, the claimants allege, the mechanism whereby the exclusive distributor is interposed and
is the substance of the exclusivity between the third respondent and the manufacturers who utilise PHD as
their distribution agent. It is, arguesthe claimant, the basisfor itslack of competitiveness visavisthethird
respondent.




competiion.’  This generd approach, which we follow, is recognissd by the
clamantsin the present matter.

40. We dress that this does not mean tha we propose following the influentid
scholarship that argues for treating vertical agreements as legd per sel® It smply
srves to undeline the requirement, even under the less rigorous evidentiary
burden that attaches to an application for interim relief under the amended Adt, to
provide concrete evidence in support o a dam that purports to identify anti-
competitive consequences flowing from a veticd agreement.  As will be
elaborated bdow, we have concluded that the gpplicants in this matter have faled
to complement hypotheses and speculation with the necessry  supportive
evidence.

41. The damat identifies anti-competitive consequences of the exclusve
distributorship under four headings the impact on intrabrand competition'!, on
inter-brand  competition™®, on entry bariers and on the plaform provided for
horizonta colluson. However, before examining each of these we must briefly
address four arguments traversed in this gpplication. These concern, firdly, the
dgnificance of the continuing involvement of the wholedes in the digribution
of phamaceutical products induding those produced by the firg and second
respondents; secondly, the pertinence, for the purposes of adjudicating this maiter,
of an agency arangement as opposed to dternative modes of vertical agreement;
thirdly, the rdevance, in adjudicating this maiter, of the exigence of the IHD and
Kiness arangements; fourthly, the identification of the rdlevant market.

Some preliminary issues

Isdigribution exclusve?

42. Both digtribution agreements read asfollows.
AZMeck wishes to gopoint PHD as AZ'IMeck's sole and exdudve
agent for the phydcd didribution of its products induding warehousing,
order processng, picking and packing and debt cdlection in  the
Territory. '3

43. The agreements entered into between the fird and second respondents and the
third respondent clearly Sate that the laiter will be the exclusive provider of
digribution services to the two manufecturers.  There is no gainsaying a strong

% Antitrust Law; Phillip Areeda, Volume V111, para 1611, page 149. Also see Continental TV Inc. v GTE
Sylvanialnc. 433 US 36, 55 (1977)

0 R. Bork, The Rule of Reason and the Per Se Concept: Price Fixing and Market Division 11, 75 YaleL.J.

373 (1966)

M That is, competition between different sellers of the same brand.

12 That is, competition between different brands of substitutable products.

13 Clause 2.3 of the Heads of Agreement between the first and third respondent and between the second and
third respondent.



47.

excdusve dement — cetan activities tha were previoudy peformed by the
wholesdlers in the process of on-sdling to ther customers are now the exdusve

preserve of adesgnated digtribution company.

And ye, this is no ordinary excdudve didribution arangement.  The arrangement
has been dructured, in particular the sysem of bulk discounts has been gSructured,
20 as to accord the wholesders a continuing role in the digribution chain.  Indeed
the resppondents have made much of the continuing role played by the
wholedes induding the damant, in the didribution of ethicd pharmaceutica
products including those produced by the first and second respondent.

On the evidence presented the vaue of the cdlamant’s purchases from the firs and
second respondents has dedlined only margindly since the advent of the exclusve
didgribution arangements. The respondents reedily acknowledge tha the
wholesdlers are obliged to physcdly source their sock from PHD rather than
from the manufecturers themsdves. Nevertheless they indst that the wholesders
are free to purchase thar stock from the manufacturers at prices and on terms and
conditions determined by the manufacturers who will effect physcd digribution
a wdl as payment and credit arangements through the agency of the third
regpondent.  But, from there on, the respondents emphasise, the wholesalers may
continueto on-sall product to the retailers as in the past.

The damant effectively retorts. ‘This is as wel as may be, but our cusomers in
the retall trade are equdly free to purchase directly from the manufacturers
through the agency of the third respondent thus diminating that which previoudy
diginguished us, the wholedes, as the intermediary link in the chan. We have
log our privileged access to the manufacturers and, more important, we have logt
the discount that enabled us to cover our cods and earn our profits’ In short, the
camant dleges tha while in form it may continue to distribute pharmaceutica
product, in substance the requirement to source the product from PHD has
ediminated the competitiveness of the intermediaries in the erswhile chain of
digtribution.

The respondents argue that far from depressng competition the entry of the third
respondent  effectively provides the pharmaceuticd retallers with an  additiond
source of the products of the firg and second respondent — the retailers may eect
to purchese directly from the manufecturers through the agency of the third
respondent; or they may continue to source product through the wholesae
mechanism.

In paticular, the respondents point to the discount dSructure as the continuing
bass for wholesder paticipation in digribution.  Or, expressed conversdy, the
discount gructure continues to provide an incentive to mogt retall pharmeacies to
continue sourcing product from the wholeders. Lage purchasars — and this
catanly indudes the wholesders — continue to receve a discount on ther
purchases. The sze of the discount varies from 11-13%, down from the 17,5%



40.

previoudy granted to the whdesders. Purchasers of dngle units on the other
hand, are not, for the most part, entitled to receive any discount on thelr purchases
while purchasers of two units are entitled to a discount thet is generdly lower than
that avalable to the large bulk purchasars. The respondents point out — and the
cdamants concur — that the bulk of purchases of the retall pharmacies are for
sgngle units thus dlowing the wholesders to retan a margin from this trade adbeit
one tha has been reduced from the traditond 175% discount previoudy
avaladle to the wholede trade.  The wholesders will retain the cusom of those
retalers who are obliged to purchase single units by their ability to offer the later
a lower price then tha avalable through the third respondent. Moreover by
offering fadlities not provided by the third respondent but nevertheess required
by smdl reales — notably multiple ddiveries — the damant may use non-price
sarvicesto retain its competitive edge in this market niche.

This evidence is uncontested and it suggedts that the competition authorities are
being asked to regulae a commercid dispute, one that goes to determining the
gze of the discount (or the actud leve of the price pad by the wholesders),
rather than to the impact of the new sysem on competition. Although it is
common cause that the wholesders returns are being squeezed by the entry of the
new excusve intermediary, they ae not contractudly diminated from the chan
of didribution — the manufacturers or the third respondent have not entered into
agreements with the retallers that purport to prevent the latter from sourcing their
product from the wholesders dthough, dealy, those wholesders who are unable
to susain the cut in margins (through, for example, reducing their cogts), may be
forced to exit the trade altogether.*

In short, we do not hold that the mere fact that wholesdlers are able to retain a
digribution function means tha exclusvity does not operae. The third
regpondent has, as its agreements with the manufacturers explicitly date, the
exclusive right to peform cetan didribution and reated services for its
principles, the fird and second respondent. These exclusve rights effectively
interpose  the third respondent in the chan of digribution between the
manufacturer  and ther vaious cugomers, incduding the damaent and other
wholeders. This interpogtion unquestionably eats into the wholesders
magins But while commercdd ham is paticulaly in veticd agreements, a
frequent accompanist of anti-trus harm, a successful prosecution under the Act
requires an actud showing of anti-trust harm.

14 We should note here that there is, on the face of it, no particular reason why, when faced with a decline
in the profitability of distributing ethical pharmaceutical product, the wholesalers should not enter other
fields of distribution. Why, in essence, they too should not become specialist providers of distribution or
logistical servicesto arange of manufacturers rather than specialist pharmaceutical distributors only
utilising atraditional wholesaler model. We will return to this theme below.



Agency v. Ownership

Sl

52.

The respondents meke much of the fact that the rdaionship of the fird and
second respondents to the third respondent is in  contradigtinction to the
rdationships of manufacturer and digributor in the IHD*® and Kiness'™®
arangements, that of principd and agent. They dearly seek refuge in an
interpretation  of the decidson of the pand in the Phamaceutica
WholesdlerdGlaxo Welcome interim  relief  agpplication  (Tribund Case  no.
68/IR/AN00) 1’ that suggested that while exdusivity did not necessarily offend
agang the Ad, the joint owneship by competing manufacturers of ther
exdusve digributor implied horizontd colluson and, as such, condituted the
bass for the granting of interim reief. For its part, the damant, dealy drawing
on the same reasoning, seeks to show that the agency arrangement is a mere sham
disguisng actud control of the third respondent by the first two respondents.

We ae undble on the evidence presented, to find that this arangement is
anything other than that reflected in the formd agreements — in other words on
the evidence, this is an arangement governed by a number of agency agreements.
However, we do not beieve that this conduson disgposes of the redrictive
practices dam, any more than we bdieve that ownership or control of the
digributor necessxrily edablishes the exigence of a redrictive practicee  An
agency redionship between menufecturer and distributor may or may not
embody a vertica redrictive practice just as an ownership arangement may or
may not embody a veticd redrictive practice The later is smply a more
‘complete mode of verticd integration. Our reading of the pand’s decison in
the IHD mater is tha in the finding agang the joint owneship by the
manufacturer/shareholders of the diributor, IHD, it was the joint, rather than the
ownership, aspect of the arangement that offended againgt the Act. In other
words the vertica arangement was found to be a mechanian for consolidating a
horizonta arrangement. We ded with this issue more fully in our condderation of
the alleged redtrictive practice.

Nor, should we add, is the peculialy limited excdusvity — thet is an exdusvity
that neverthdess dlows, even encourages, those who are excluded to neverthdess
mantain a role in didribution - a direct function of agency rather than control. It
gopears that both the ‘excdusve-agent and ‘exdusve-owne’ moddities dlow
the wholesders a continuing role in didribution of pharmeceutica product to the
retalers.  As we will demondrate, while both moddities embody aspects of
exclusvity, the impact of these arangements on competition, paticulaly intra-

15 Competition Board Report No. 75
16 Competition Tribunal Case No. 68/IR/June00
7 This effectively concerned the ‘ Kinesis arrangement .



brand compdition, is undenidbly amdiorated by the partial nature of the
exdusvity.

Arethe IHD and Kiness arrangementsrelevant in our consideration of this matter?

A,

The respondents deny the relevance of the IHD and Kiness arrangements in the
adjudication of this mater. We, however, concur with the damaents that this
would conditute an ingppropriately ‘blinkered” goproach.  Our brief  extends
beyond examining the legdity of a paticular agreement. Or, expressd
differently, assessing the impact of a paticular agreement on competition, may
and usudly does, require broad condderaion of the date of competition in the
market as a whole, induding the impact of the exigence of a network of broadly
gmilar didribution arangements, the more 0 if there is evidence tha edtablishes
linkages between these vaious didribution arangements  There is judicd
support for thisview.®® Thisis elaborated below.

The Relevant Market

5.

S7.

The respondents argue that the damant has faled to identify the market relevant
to its dam. It argues that on this omisson done the gpplication fdls to be
dismissed.

In fact the clamant has, a various sages of its pleadings, asserted the relevance
of a number of markets. In paticular, the clamant asserts the rdevance of both
the market for the distribution of pharmaceutical products as well as the market
for ‘dl pharmeceuticd products. It is not cdear whether this latter refers to ‘dl
pharmaceutica products collectively or whether it refers to a range of markets in
separate therapeutic categories.  The fact that the damant has dso identified five
markets — defined by thergpeutic categories — in which the firg and second
respondent are ‘dominant’ suggests that it is this definition of pharmaceuticd
markets that is contended for.

We do not share the respondent's view that a formd maket definition is a
necessary precursor to an enquiry into an dleged redrictive practice. We concur
with the damant that the purpose of defining a rdevant market is to identify the
exercise of maket power defined in the Act as ‘the power of a firm to control
prices, to exclude competition or to behave to an goprecidble extent independently
of its competitors, cusomers or suppliers and that market definition is only a tool
for estimating market power, not a scientific test.

In ETC v Indiana Federation of Dentigts 476 US 447, 1986, the Court dées:
“Since the purpose of the inquiries into market definition and market power is to

determine whether an arangement has the potentid for genuine adverse effects
on competition, proof of actud detrimentd effects such as a reduction of output,

18 See, for example, the decision of the European Court of Justice in Delimitisv Henninger Brau (1991)
E.CR. 1-935, par 1926
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0.

can obviate the need for an inquiry into narket power, which is but a surrogate for
detrimentadl  effects... We conclude that the finding of actud, sustained adverse
effects on compstition in those areas where IFD dentists predominated, viewed in
light of the redity tha markets for denta services tend to be rdatively locaised,
is legdly sufficient to support a finding that the chdlenged redtrant was
unreasonable even in the absence of eaborate market andysis”

Antitrus scholars Thomas Krattenmaker and Steven Sdop suggest in ther artide
Anticompetiive exduson: Raisng Rivds Cost to achieve Power over Price'®
tha a two-dep andyss to edimate the probability of anticompetitive effects
should be fallowed: “ First one should ask whether the conduct of the challenged
firm unavoidably and significantly increases the cost of its competitors. If so, one
then should ask whether raising rivals costs enables the excluding firm to
exercise monopoly power — that is to raise the price above the competitive level.”
If the exercise of market power, as defined, is identified — if, for example, the firm
is ae to rase apprecidbly the price of its product without occasoning a
ggnificant reduction in demand — then a market relevant for the purposes of the
enquiry will have been identified.

When examining the exclusve veticd agreements rather than dtempting to
define the rdlevant market in the abgract, we will ask oursdves whether the
excdlusonary right will give one or both paties to the arangement the power to
rase prices in the maket. Competition will be harmed only if, as a result, prices
can be raised above the competitive level .2

Hasthere been a substantial lessening or prevention of competition?

I ntra-brand Competition

61.

The clamant assarts that intrabrand competition has been diminated by the
excdusve didribution arangement.  This is indeed, usudly true per definition —
where previoudy the same brand was avaldble from a number of Hlers
exdugvity in digribution implies that there will now be only a sngle source for
the branded product. Standard anti-trust trestment of the dimination, through
excdugve didribution arangements, of intrabrand competition is to bdance this
diminution of intracbrand competition againg the procompeitive impact of the
same arrangement on inter-brand competition.

However, in the ingtant case it is not clear that ether of the predicted effects
operate — that is it is nather immediately apparent that intrabrand competition

19 The Yale Law Journal Vol. 96: page 209, 1986

20 |n merger analysis the identification of the relevant market is a necessary prior step precisely because
merger regulation is directed at forestalling the prospect of a market structure conducive to the future
exercise of market power. A restrictive practicesinvestigation, on the other hand, is concerned with
behaviour, with identifying an exercise of market power —in thistype of analysis the act of establishing an
exercise of market power is equivalent to the identification of the relevant market.



has been comprehensvely diminated, nor that inter-brand competition has been
promoted.

Where intra-brand competition is concerned it appears that with respect to a large
proportion of the purchasars of the firda and second respondent’s products the
range of dtenaive didribution mechaniams is a mog, only patidly limited.
The bulk purchasars — the hospitds, mines, Direct Medicines (a mal order
retaller), etc - have dways purchesed directly (and excdusvey) from the
menufecturer and this will continue, dbat now through the mechaniam of the
third respondent. Where the amdl retal phamacies are concerned, those who
purchase sngle units of product will have a continuing price incentive to source
ther product from the wholesdlers — the wholesders will continue to pass on part
of their (reduced) discount to the retall pharmacies a discount that is not avalable
in regpect of direct purchases of sngle units of product from the manufecturer
through the third respondent. In other words continuing discrimination as between
the wholedes (qua bulk purchesers) and the retalers (Qua dngle unit
purchasers) in the prices (discounts) charged (extended) by the firs and second
respondent enable the third respondent and other wholesders both to reman
active in the chan of ddribution. Certain of the retall pharmacies who purchase
in volumes aufficently large to qudify for the discount avaldble to the
wholesders will presumably cease sourcing product from the wholesders.

However, the damant, in atempting to discherge its onus to identify a lessening
of competition or antti-trust harm, avers tha the reduction in the discount avalable
to the wholesder will inevitably menifest itsdf in an increased price to the retaler
and, from there, to the end consumer.

There is however no evidence provided to support this later assertion and
dthough the theory may appear interndly condstent we cannot make our finding
on the bass of theoretical or hypotheticad speculation done.  As with many overly
Speculative arguments, there is, of course, an equdly plausble dternaive
hypothesis that suggests the opposite concluson: the action of the manufacturers,
though manifedly oHf-interested insofar as it desgned to endble the
manufacturers to increase their own margns through absorbing pat of the
wholesdle margin, may in turn aso compe the wholesders to search for means of
reducing ther own cods in oder to mantan thar compditive edge thus
maintaining or even reducing the prices & which they on-sdl product. Needless to
point out, this latter verson comports with the very suff of competition — a price
Sueeze occasoned by the entry of a new competitor forces other digtributors to
seek out new sources of efficiency thet, in turn, engble them reduce their charge.
On this verson then, not only has an dement of intrabrand competition
maintained, it may even have been drengthened in consequence of the squeeze on
one of the paticpants in intrabrand competition. We cannot condusvey
confirm ether verson because the damant has not discharged its onus to provide
any evidence in support of its contention thet prices down the digribution chain
have increased in consequence of the new didtribution arrangement.



I nter-brand Competition

66. As dready naed, any diminution of intrabrand competition occasoned by
exclusve didribution is frequently compensated by the boost provided by this
genus of didribution arangements to inte-brand competition. By the same
token, where inter-brand competition in the markets in question is dready muted,
a dminution of intra-brand competition will loom larger in the concarns of the
anti-trust authorities®!

67. The damants argue tha the ‘mud-have nature of pharmaceuticd products acts
& a conddeable dampener on the extent of inter-brand competition in
pharmeceuticd makets.  The demand for ethicd pharmaceutical products in
paticular is price indadic because the choice of brand purchaesed is determined
not by a price sendtive find consumer but rather by the pen of the prescribing
doctor. The later's choice is influenced, a best, by pure thergpeutic
condderations, more likdy by inetia and habit, and, even, it is suggested, by the
vadt promational resources devoted by the pharmaceuticd companies to winning
the endorsement of the doctor’ s dl powerful pen.

68.  The damant has provided powerful scholaly and judicid support for this view??
However, agan, there is little concrete evidence provided — nether from the
makets from which this opinion emanaes nor, catanly, from the South African
maket. The lack of evidence is paticulaly dameging to the dament's case
when it is acknowledged that, opinion and gppeds to common sense
notwithstanding, the demand sde of market for pharmaceuticd products is not
daic and rddively recent devdopments may have congpired to diminish the
doctor's authority. The use of formularies and in generd the weght of the
powerful medicd ad funds combined with incrementd developments in generic
subditution may dl have contributed to weskening the authority of the
prescribing doctor.  This is not to say tha these devdopments will move
purchasing authority in the direction of the end consumer. Large retaler outlets
and the medicd ad industry may raher be the growing power on the demand
sde. This may support the damant's contention that a key objective of the new
digribution system is the remova of the wholesder in order to secure the access
of pharmaceuticd manufacturers to this new source of power on the demand Sde.
However, one way or ancther, it may be reasonably hypothessed that these
devdopments will, and possbly dready do, impact on the price dadiaty of
demand for pharmeceutica products. Again, we are, in the absence of supportive
evidence, forced to indulge in speculation. We dress that meking a case for the
purposes of interim relief does not require that the damant puts up eaborate

21 gmon Bishop and Mike Walker - Economics of E.C. Competition Law: Concepts, Application and
Measurement. (Sweet and Maxwell, 1999) para4.31, page 91

221 re Brand Name Prescription Drugs, 19992 Trade Cases P 72,576 Judge Posner, drawing on the ‘ must
have’ nature of pharmaceutical products, states“..It would not be surprising, therefore, if every
manufacturer of brand name prescription drugs had some market power”.
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econometric data.  But in the aosence of evidence of any sort, the respondent is
entitled to preval.

The damant has argued that the factors that frequently result in a drengthening
of inter-brand competition as a result of a verticd agreement are absent in this
cax The dandard agument holds that exclusve didribution arangements
provide incentives for the manufacturer to invest in the didtribution syssem and for
the didributor to provide a high qudity dedicated sarvicew This will sarve to
drengthen the market pogtion of those products that benefit from this advanced
support forcing their competitors to emulate them or risk loang market share  In
this ingance, the damant argues both respondents benefit from any competitive
gans tha accrue from the exclusve didribution sysem — nether recaves a
compdtitive boost vis a vis the other and inter-brand competition is unaffected.
This argument appears to accurately represent the relative postions of the firgt
and second respondent who naturdly do both benefit from the services of the
third respondent. However, bear in mind that the damant has only identified five
therapeutic categories in which the fird and second respondent both hold
dgnificant market shares On the other hand the damant's argument regarding
the impact of the verticd agreement on inter-brand competition says nothing
about the impact of the agreement on competition between the firg and second
respondent, on the one hand, and, on the other hand, its competitors outsde of the
PHD didribution network — competition with these producers may have
intensfied as areault of the verticd digtribution arrangement.

Exclusonary Effects

70.

The damant inggs that the mushrooming of excusve didribution sysems in the
pharmaceuticd trade be viewed againg the threst posed by generic subditution
and padld importaion to the dominance of ethicd pharmaceuticd products
More precisdly, the object of the exercise, argues the clamant, is the destruction
of indegpendent pharmaceuticd  didribution capacity in favour of a didribution
sysem controlled, or susceptible to control, by the pharmaceuticd companies.
The damants dso emphasse the importance of scae economies in didribution
and point out that a new full line wholesdler has not entered the industry for many
yeas. When padld importation and generic subditution conditute a serious
threat to the edtablished pharmaceuticd manufecturers, the would-be new entrants
— the importers and the producers of generic subditutes — will, argues the
cament, find themsdves excluded from the didribution networks which will be
controlled by their competitors. Because of the importance of scae economies it
will be extremdy difficult for new didribution capecity to be edablished. It is
here that the cdamants indgt that we view the digtribution agency currently under
the gspatlight in the context of the IHD and Kiness initigives, that is in the
context, they ague, of a conceted effort by dl the mgor pharmaceutica
companiesto tie up digtribution facilities.



71. This hypothess warrants closer invedtigation but until that hgppens it will reman
mere conjecture. The respondents point out that, far from denying access by new
entrants to ther respective digribution networks, the impact of scade upon the
cods of didribution meke it imperdive that they dtract additiond capacity
through the various networks. Moreover, it is by no means clear that dedicated
pharmeceutical  didributors ae exdusvey capable of providing didribution and
other services to the pharmaceuticd trade.  Certanly, in a diverse range of
indudtries, the use of specidig didributors or logidics providers is on the rise and
there is little reason why these should not successfully didribute the product of
new suppliers of pharmaceutical product. Again evidence would teke us out of
the redm of speculation and endble us to make an informed decison.  Until then
we must conclude that the clamant has faled to convince us that the verticd
agreements under examindtion, even when read in the context of the IHD and
Kiness arangement, will rase bariers to entry on the pat of competitors to the
established participants in the pharmaceuticd products market. There are no legd
impediments in the agency agreements that preclude the third respondent from
digributing the product of other pharmaceutica companies.

Horizontal Colluson

72. Findly, the damants argue that the verticd agreement is smply the ste for
consummating a horizontal relaionship between two competitors, the firs and
second respondent.?

73. The mere fact that competitors are utiliang the same didtribution agency lends the
dlegaion an immediate degree of credibility. That the rdaionship is concerned
with a dosetomarket function like didribution further legitimisess a dose
examingion of its actud content. On the other hand, it must be acknowledged
thet it is one area in which the fact that we are deding with a number of avowedly
independent agency agreements as opposed to a reationship of the IHD or
Kiness variety in which competing manufecturers exercise collective control over
the didributor is, on the face of it, Sgnificant — in the indant case there is, after
al, no board of directors on which the competitors meet and possibly collude.

74. However, none of these conflicting indications conditutes a sufficiently srong
bass upon which to res a finding. The fact that compditors utilise the same
upplier — in this case a supplier of didribution and other logidicd services —
cannot be condemned in the absence of further evidence. And the fact that this is
an agent contracting with independently controlled principals does not, on its

23 In U.S Healthcare, Inc. v. Healthsource, Inc., 589 61 USLW 2595, 1993- 1 Trade Cases P 70,142 in

which related competitors brought action against Healthsource, its founder a health maintenance
organization, alleging that an exclusive dealing clause in its service agreements with physicians violated
antitrust laws. In this case the plaintiff tried to characterize a vertical agreement as horizontal by saying
that the challenged exclusivity clause amounted to an implicit horizontal agreement among participating
doctors. The court of appeals refused to characterize the challenged arrangement in this manner but stated
that “formally vertical arrangements used to disguise horizontal ones are not unknown”, however, it found
that the plaintiff had supplied “no evidence of such amasguerade in this case.”



75.

76.

own, dlay dl suspicion. Wha is required is evidence of actud colluson or, a
leegt, an indication that the utilisation of the dwred facilities generates outputs
that facilitate colluson between the principds.

The cdamant has pointed to the fact tha the parties have utilised the same
dandard terms and conditions of sde that the sdes made by the firsd and second
reopondents are recorded by the third respondent on the same tax invoice; that the
repective heads of agreement between the firsd and second respondent and the
third respondent are identica; that both agreements commit the firg and second
respondent to encourage other pharmaceuticd maenufecturers to  utilise the
savices of the third respondent; that, in generd, the respondents have lad
condderable sore by the information generated through the new didribution
system and that shared information is a criticd ingredient in the maintenance of a
collusve horizonta agreement.

In addition the cdamant has pointed to evidence indicating co-operation between
this digribution network and the IHD arangement. The dandard terms and
conditions utilised by PHD ae identicd to those employed by IHD; Kite
Logidics, which performs the physcd transport of the pharmaceutica products to
pharmacies and doctors, is jointly controlled by PHD and IHD; a previous CEO of
IHD sarved for atime as CEO of Fud Logidtics, the company that controls PHD.

We have congdered this evidence a some length. Again we conclude that, in the
face of the respondents denids and explandions, the evidence is not sufficiently
drong to sudan the dlegation that the didribution arrangement has been put in
place to facilitate colluson between the firg and second respondent.  In fairness
to the damant, the sort of evidence required to sudain this dlegation — even on
the lower burden of proof required for interim rdief under the amended Act —
probably necesstaies a more eaborae investigaion then is possble in interim
proceedings. We should dso note that, by the damant's own data, the incentive
for the firg and second respondent to collude is wesk — they only compete to any
dgnificant extent in five thergpeutic categories and while the downside from
colluson for those pdients who ‘must have the drugs in these therapeutic
caegories is condderable, the upsde from colluson for the firgd and second
respondent isrelatively dight, too dight, on the face of it, to risk detection.

Has there been a substantial lessening or prevention of competition? — Conclusion

78.

79.

We conclude that the clamant has not adduced sufficient evidence to prove, even
on the lower dandard of proof specified in the amended Act, tha the verticd
agreements condlitute a redrictive practice, that is, a practice that gives rise to a
subgtantid lessening or prevention of competition.

Given that the damant hes faled to edablih the exigence of a redrictive
practice, the requirement to examine whether the agreement gives rise to any
technologicd, €fficency or other pro-competitive gains fdls away, as does the



necessty for examining the other reguirements necessary for supporting a dam
for interim relief.

Accordingly, the application for interim rélief is denied.

COSTS

80. The complainant is ordered to pay the respondents cods in the gpplicaion on a
party and party scae, including the costs of two legd representatives.

12 March 2001
David Lewis Date

Concurring: Urmilla Bhoola and Norman Manoim



