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THE HIGH COURT
[2003 No. 7764P]
BETWEEN
THE COMPETITION AUTHORITY

PLAINTIFF
AND
BEEF INDUSTRY DEVELOPMENT SOCIETY LIMITED AND BARRY
BROTHERS (CARRIGMORE) MEATS LIMITED

DEFENDANTS
JUDGMENT of Mr. Justice William M. McKechnie delivered on the 27™ dayof .

July, 2006.

Background to the Proceedings:

1. The plaintiff in these proceedings, which were commenced by way of plenary
summons dated 30th June, 2003, is a statutory body established pursuant to Part 3 of the
Competition Act, 1991 and continued pursuant to Part 4 of the Competition Act, 2002.
That body is entrusted with the duties and responsibilities conferred on it by the last

mentioned Statute. As such, under s. 14(2), of the 2002 Act, it instituted the within

proceedings.

2. The first named defendant (“BIDS” or “the Society™) was registered on 2nd
May, 2002 as an Industrial and Provident Society under the Registry of Friendly

 Societies. Membership as of 2nd February, 2004 and of 3rd June, 2005 comprised ten



companies, all with limited liability, and all individually and in their own right carrying
on the business of slaughtering and deboning cattle. These companies are as follows:
(1) Anglo Irish Beef Processors Limited - 14 Castle Street, Ardee, Co. Louth

(it) Barry Brothers, Conna, Co. Cork (iii) Dawn Meats - Grannagh, Waterford (iv)
Donegal Meat Processors - Drumnashear, Carrigans, Co. Donegal (v) Exel Meats -

Kilbeggan, Co. Westmeath

(vi) Fair Oaks Foods - Royal Oak Road, Bagnelstown, Co. Carlow (vii) Kepak Group,
Clonea, Co. Meath
(viii) Kildare Training Company Limited - Kildare Town, Co. Kildare (ix) Liffey

Meats, Ballyjamesduff, Co. Cavan

(x) Slaney Foods Group - P.O. Box No. 8, Ryland, Enniscorthy, Co. Wexford.

3. The second named defendant, Barry Brothers of Conna, Co. Cork, which is a
member of BIDS, entered into an agreement with the first named defendant on the 19™
day of September, 2002. This company took no active part in these proceedings and the

validity of its contract with BIDS is entirely dependent on the outcome of this action.

4. In simple terms, following inter alia, the publication of a report in September
1998, known as the “McKinsey report”, and a report in June 1999, called the “Beef
Task report”, the Society was established with the objective of implementing the

recommendations and conclusions of these reports and in particular to achieve the

rationalisation of the Irish Beef Industry.

This task was to be approached in the manner as follows:-




(a) the major players in the industry would seek, by way of a coordinated plan, to
remove 25% of the existing slaughter capacity by agreeing to pay those who
would voluntarily leave “(the goers)” compensation from a fund which would be
established by those remaining in the industry “(the stayers)”.

(b) This fund would effectively be financed by the imposition of a levy of €2 on
each animal killed up to that operator’s traditional kill (as expressed in

percentage terms) and thereafter a levy of €11 on each further animal

slaughtered.
(¢} In return for these payments the goers would:
* decommission their plants and agree to restrictions on the sale/future use of their
equipment,
* refrain from using the associated lands for processing for a period of five years;

and-

* sign a two year non-compete clause with regard to processing on the island of
Ireland.
This is a very brief summary of the proposals with the entirety of the Society’s current

plans under this rationalisation programme, being set out at para. 31 of this judgment.

5. Immediately after its establishment, and following a series of meetings between
its members, the Society on the 13® day of May, 2002 and on the 4% of December, 2002
met and notified the Competition Authority of its intentions, and made submissions to
it in the context of both domestic and European competition law rules. These
submissions were made on 20th December, 2002, the 25th March, 2003, and the 28™
May, 2003, with an oral presentation being given on the 15" day of April, 2003.

Before, during and after these events there was much correspondence between the




plaintiff and Messrs. Arthur Cox Solicitors on behalf of BIDS. Ultimately the authority,
by letters dated the 5™ and 26th June, 2003, communicated its views to the first named

defendant on what has become known as “The BIDS arrangements”,

6. The position adopted by the Competition Authority and so notified was as
follows:-

(1) the rules of the Society, which reflect the desire to rationalise the beef industry, are
in themselves, by reason of this and in that way, contrary to s. 4(1) of the Competition
Act, 2002;

(2) the minutes of the rationalisation sub-committee meetings, reflecting a series of
decisions to remove capacity and to finance the method of so doing, were by reason of
object and effect contrary to s. 4(1)(b) of the 2002 Act;

(3) the agreement, referred to as the “exit agreement”, by which “goers” in return for
compensation would be bound by certain restrictive covenants, was anti-competitive in
that such agreement sought to give effect to the objects of the Society; and

(4) the actual “exit agreement” entered into between BIDS and the second named
defendant was objectionable for the same reasons and also because, again by way of
object or effect, it sought to eliminate or reduce competition in the downstream market

and moreover was an additional barrier to entry into that market.

Having so concluded the authority, without detailed reasons, also decided that the

arrangements of the Society could not benefit from the provisions of s. 4(5) of the

Competition Act, 2002,




In consequence the plaintiff, in the absence of appropriate undertakings, threatened to

institute proceedings against the defendants.

7. These proceedings, were duly issued on the 30™ June, 2003. In its amended
statement of claim dated 1 March, 2005 the authority sought a declaration that “cach
decision forming part of the (BIDS) arrangements, are prohibited and void by virtue of
s. 4(1) of the Competition Act, 2002 and/or Article 81(1) of the EC Treaty”. A similar
declaration was sought in respect of the “exit agreement”. Further ancillary relief was
also prayed for.

On 18" March, 2005, an amended defence and counterclaim was delivered. Apart from
denying that the BIDS arrangements were in breach of Article 4(1) of the Competition
Act, 2002 and/or Article 81(1) of the EC Treaty, the Society claimed, that if contrary to
this denial, such arrangements or any part thereof should breach these legislative
provisions, then the same were legitimised by virtue of the provisions of's. 4(5) of the
2002 Act and/or Article 81(3) of the Treaty. At para. 35(a) of the defence it was
admitted that these arrangements were “liable to have an appreciable effect” on inter-
state trade. Finally, in its attached counterclaim the first named defendant sought a
variety of declarations, which were designed to render lawful the entirety of the BIDS

arrangements. Issue on the pleadings was thus drawn between the parties.

On the evidential side the following witnesses were called in this case. On behalf of the
Competition Authority, Dr. Gorecki, the Director of the Monopolies Division and Mr.
Derek Ridyard, an economist gave evidence. On behalf of BIDS, the economic
evidence was given by Mr. Moore McDowell and Mr. Derek Scully both from Trinity

College Dublin. Mr. Derek Breen, now of Enterprise Ireland, Mr. John Malone, who




retired as Secretary General of the Department of Agriculture and Food in December
2004, and Mr. Tom McAndrews, the Secretary of BIDS were also called. In addition,

the economists presented written reports of their intended evidence.

8. Background to the Beef Industry.

Historically the beef industry in this country largely operated on the basis that all
prime cattle went “on the hoof” to England, which was the traditional market for such
cattle. There were very few meat export factories and those which existed, slaughtered
cowé only. There was, in order to supply the domestic market, many small abattoirs,
usually located at the back of butcher shops, some of which exist to the present day.

In the mid 1960s the situation changed somewhat, after the Department of Agriculture
had negotiated an agreement, whereunder Ireland obtained access to the variable
premium; much the same as English farmers had already enjoyed. This offered
encouragement for the development of more factories which slaughtered clean cattle as

i

opposed to cows. This largely was the structure of the industry up to Ireland's entry into

the EEC.

9. Following this country’s accession to the European Community, Irish farmers
had access to the Common Agricultural Policy (C.A.P.) which had developed in Europe
over the previous number of years. This access was of enormous importance to the
development of the industry. It offered a whole series of benefits to farmers. The Policy
offered support at the market end so that the finance involved went directly to the seller
of the product. This type of support rested essentially on three pillars, namely a
guaranteed price at a certain level for products going into intervention, secondly, the

comfort of having financial aid for private storage, which was known as private



intervention and thirdly, there were export refunds available which underpinned exports
to third countries at prices not below certain thresholds. The net effect of these
interventions was to guarantee to the farmer a floor or base price. In addition there was
also support available under, what was known as the “Feoga system”, whereby
processors in any sector of agriculture could make applications for grants. When
combined with other grants that might be available from the IDA, such processors were
able to obtain, in the eastern part of the country, subsidies of up to S0% for the
construction of meat factories and in less developed parts, in particular in the western
half of Ireland, such assistance went as high as 75%. So overall the effect of the C.A.P.
together with these grants, meant that there was an enormous increase in the number of
factories being constructed and indeed also being upgraded. As a result compliance
with the regulatory requirements of obtaining a licence, in order to export to the
European Community and to third countries, was much more readily achievable. This
became necessary when Ireland’s derogation from Community requirements finished in

or about 1990. Thereafter, any slaughtering in excess of 1,000 animals per year

required approval.

10.  Significant reform of the Common Agricultural Policy took place in 1992
following which, from that time onwards, the financial supports available were paid
directly to the farmer by way of premium. This money was no longer channelled
through the processor. Payments were available under a variety of schemes including a

scheme providing for what was very commonly known as a “headage payment”’.

11.  Astime progressed it became clear that Ireland did extremely well, financially,

in the beef sector from its membership of the EC. Perhaps in some ways rather too




well. Because of the very generous supports available, the beef sector became very
dependent on such supports, and indeed, for a period during the 1980s, intervention
became the dominant aspect of the industry. As a result, the industry operated in a
market which was artificially supported, and which had not developed by the operation
of ordinary market conditions. If, for example, there was no purchaser for slaughtered
animals or if the price on export was weak, these factors had no deterring effect on
supply as the supports intervened to maintain price structure. There was therefore, little
inducement, (and perhaps even lesser constraints) on operators to ensure that supply
would more readily accommodate demand. There was a great number of cattle being
slaughtered, irrespective of markets for the resulting products. In many ways therefore
supply became uncoupled from demand, with the result that the sector was not in any
true sense market driven or led and in the process undoubtedly lost its market focus.
Because of this overt dependence on financial support, which was structural in nature,
and in the absence of any or any potent counterveiling circumstances prohibiting, or

even arresting the resulting imbalance, there was within the sector a widespread

mismatch between throughput and capacity.

'This overview of the historical position is I think generally accepted but in case it
remains a matter of challenge in these proceedings, the views which I have expressed
should be considered as the court’s findings in this regard. In so concluding I must of
course emphasise that there is a real issue between the parties as to whether or not there
is overcapacity within the industry and if there is, what competition consequences
follow from that, in both a pre and post rationalisation regime.

12.

Finally, in the context of its development and indeed also in its present state, it is

useful to record even at this stage, that the industry suffered a number of major shocks




in the past decade in particular the outbreak of BSE which reached a peak with its re-

emergence in 2000, and the foot and mouth disease which followed in 2001.

13. The Immediate Lead Up to the Establishment of BIDS

Having joined the IDA in 1969 and having continued thereafter with Forbairt and more
recently with Enterprise Ireland, Mr. Derek Breen has been for over 35 years in the
industrial development business. Currently, he is the manager of the primary

meats area within that organisation and has responsibility for the beef industry, the pork
industry, the lamb and sheep industry and their by-products. This area has a combined-
output, from a national prospective, of about €3 billion and employs approximately
10,000 people. It is evidently very important to the economy of this country. In 1997 at
the request of the then Chief Executive, who previously had engaged with the Minister
for Agriculture and Food and the Secretary General of that Department, he was asked to
take on the role of establishing a development programme for the Irish beef sector. A
role similar to that which he had performed with considerable success in the pork sector
in the mid 1980s. His mission was to craft out a blueprint for the development of the
sector in its totality. This involved contact with all of the relevant stakeholders
including banks, producers, farming organisations, processors, trade unions, ICTU etc.
In the third quarter of 1997 he decided that the movement of this project required
external facilitation and after a process of consultation, the outside firm of McKinsey
and Company was engaged to carry out a study into the sector. This piece of work cost
approximately IR £300,000 and was financed, as to about 80% by Enterprise Ireland.
Work began on the project in January 1998 with Mr. Breen, then of Enterprise Ireland,
being appointed as the fulltime Project Manager of the team. A steering committee, of

about 13 persons, was established to work in harmony with the consultants. This
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committee had representatives from the industry, from IBEC, the Department of
Agriculture and Food, the IFA, the ICOS and the Irish Meat Associaﬁon. A draft report
was available in April and the final report was published in September 1998. This report
became known as the “McKinsey report”. It was to implement the rationalisation

proposals of this report that fundamentally gave rise to BIDS.

“The McKinsey report”

14.  The McKinsey report which was formally headed “Preparing the Irish Beef
Sector for the 21 Century”, was presented in a format which commenced with an

executive summary and concluded with a number of appendices. In between there were

six chapters which were titled as follows:-

Chapter 1: Background and Objectives,

Chapter 2: Structure, Conduct and Performance of the Irish Beef Sector;

Chapter 3: Threats and Opportunities F acing the Sector;

Chapter 4. Strategic Options open to the Sector and the Recommended Strategy;
Chapter 5: Integrated set of Initiatives to deliver the Recommended Strategy; and
Chapter 6: Moving Forward with Implementation.

As this report also formed the substantial basis upon which BIDS sought to defend the
present action, it will be necessary to outline certain sections of the document under

cach chapter heading. First however, there is a brief overview which is taken from the

executive summary.

15. Executive Summary:
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(a) In its first comment, the report identifies two major changes which it says are
absolutely necessary, for the sector to remain operating even at its then current level of
performance. One of these changes was expressed in this manner:-

“1. Radical Rationalisation of the Processing Industry: The waste created by excess
processing capacity and the inability of a large number of small players to build
sustainable markets highlights the need for rationalisation of players and plants. This
should happen in the near term”. In the author’s view, if this was achieved, it had the
potential to be the catalysing event to move the sector forward.

The second major change involved the relationship between producers (i.e. farmers) and
Processors.

(b) Dealing with the threats facing the sector, McKinsey says that both producers and
processors alike “face potentially catastrophic outcomes over the medium term”, This
assessment, as it applies to the processors, is significantly related to the “huge amount
of year round overcapacity in the industry - twice as much as needed”. This
overcapacity, for the reasons stated at p. 3 of the report, is likely to increase to three
times what is required, with the result, that if such trends should continue the
profitability of the sector, as currently structured, would be eliminated. As a
consequence of this problem, there should be increased competition amongst the
processors for cattle with the buy/sell spread, which largely determines profit margins,
being narrowed. This will “have devastating consequences for processor profitability
moving the average plant into a significant loss making situation”.

(¢) The "year round" overcapacity is largely a feature of the implementation of the
deseasonalisation premium (DSP), an EU incentive for farmers to have their animals

more evenly slaughtered throughout the year. This payment is explained in more detail




12

when dealing with Exhibit no. 4 of the report, which is dealt with at paragraph 17(e)
below.

(d) In this context of overcapacity, the authors then made a number of observations
which the Competition Authority relies upon. They say that the effects of surplus
requirements have not been felt to any significant degree as yet, but that this level of
overcapacity, which will result in significant losses, will ultimately lead to players and
plants leaving the industry over time. The significance of this observation from the
plaintiff's point of view, is that it expresses a belief that the market, through its normal
operational forces, will work if given time and accordingly, there is no justification for
coordinated activity.

() Finally, when dealing with the threats to the industry McKinsey says that “in the
long run the fundamental threat to the sector is that, in the absence of subsidies, it is not
competitive in international markets” (see p. 4).

(f) Having identified the threats, the report then deals with the “Prizes” i.¢. the
“potential for improvement”. On the processing side, it estimates that the cost
associated with excess capacity is IR £18 million and that if plant performance
improved and better returns could be obtained from fifth quarter realisations, a further
IR £14 million could be generated.

(g) When discussing the strategic options open to the sector and the method of how best
such options should be implemented, the report, in relation to the processors,
recommends that rationalisation should take place, thereby reducing the number of
processors from 20 to between 4 and 6. To achieve this, 2 “buy out scheme” is required
which would be funded by “stayers” so that “goers” could be compensated for exiting

the market.
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(h) Finally in this section of the report, an implementation strategy is set out, which it is
hoped would achieve the objectives of the recommendations. These objectives it is
claimed, have widespread acceptance within the industry, but despite this concerted
action has not yet followed. Perhaps the reason is that “sufficient financial pain” has not
as yet been felt by the processors who have not to date proactively pursued
rationalisation. McKinsey then postulates some of the reasons why that is so, including
a belief by some, that outside events, for example government intervention, will occur
and that this will solve the industry's problem. The author's belief however is that “time

1s running out for such {a] solution”.

The evidence of Mr. Breen clearly shows that there will be no outside aid for

rationalisation itself.

16. Chapter 1- Backeround and Objectives:

The objective of the study was to identify “initiatives that would maximise the long
term value (that is profitability) of all players in the Irish beef sector - processors, beef
farmers and calf suppliers”. To facilitate the study into this objective, a steering group
which comprised representatives from the industry, An Bord Bia, IBEC, the Department
of Agriculture and Food, the IFA, ICOS and from the Irish Meat Association was
established. Mr. Derek Breen who was appointed the full time Project Manager of the
team, was also a member of this group. This committee met frequently over several
months leading up to September 1998 and was heavily engaged in responding to (or
even prompting some of ) the McKinsey proposals. This occurred as such proposals
evolved over the course of the study. This involvement of the steering committee was
criticised as undermining the independence of McKinsey or as otherwise having an

undesirable over-influence on the report. I do not believe that these criticisms are
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justified and I am quite satisfied to accept Mr. Breen’s evidence as to the true purpose
of the interaction between the consultants and this group. It was at all times the
consultant’s strategy to achieve a working consensus on its study as this progressed,
with McKinsey seeing this method as offering the best chance or prospect of a
successful implementation of its recommendations. 1 therefore, do not think that the

independence of the consultants was in anyway compromised by this structure.

17. Chapter 2: Structure, Conduct and performance of the Irish Beef Sector:

(a) As is evident from what is previously stated, the sector has two major constituents,
namely the processors and the producers. The processors can be divided between those
who are licensed exporters and those who are not. There were 22 processors who had
export licenses at the time of the report and between them, they owned 38 plants, 6 of
which had not been utilised for some time. In addition to the small abattoirs having a
kill of less than 1,000 animals per year, there were also a number of abattoirs which
were in the process of upgrading from purely domestic status to export approved plants.
Most of the processors who slaughter animals also bone, pack and sell the resulting
beef.

(b) Throughput, in the processing industry, rose from 1.27 million in 1994,t0 1.5
million in 1996 and 1.65 million in 1997, but this increase was primarily due to the
effective closure of the live export markets resulting from the 1996/2000 BSE crisis.
This figure of approximately 1.6 to 1.7 million has remained to the present day.

(c) The profitability of the processors, which can be gauged by the buy/sell spread, is
largely dependent on the plant’s capacity relative to its throughput. Profit margins are

not therefore directly dependent on the general level of cattle or beef prices.
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(d) Where there is a substantial overhang of capacity which is not utilised, competition
for cattle supplies should, according to McKinsey, increase and vice versa if capacity is
tight.

(e} Exhibit 4 of the report demonstrates the effect which the DSP had on the pattern of
kill since its introduction as part of the CAP reforms in 1992. This premium was in th;z
nature of a financial incentive to farmers to deliver their cattle to factories at off peak
periods. Historically, the peak period was in September, October and November of
each year when the outdoor feed on pasture had been exhausted. To overcome the
resulting problem, farmers were therefore encouraged by way of premium to have their
animals slaughtered more evenly throughout the year. This scheme certainly worked in
this country. In 1992, prior to its implementation, the average weekly throughput was
29,000 with a peak throughput of 60,000. In 1997 which was post deseasonalisation,
the average throughput was 32,000 with peak being 44,000. Although this premium has
effectively been discontinued since 1999/2000, the pattern achieved remains much the
same to this day. The result according to BIDS is that there is now all year round
overcapacity.

(f) The report also points out that in most industries where there is significant
overcapacity, the least efficient players are squeezed out of the market. The authors
therefore would have thought that plant closures would have occurred. However, for

the reasons given at p. 18 of the report, this had not really happened in this industry,

18. Chapter 3: Threats and Opportunities Facing the Sector

(a) In summary, as applied to processors, the report says that this group “face the severe
threat of a sharp reduction in throughput combined with increasing overcapacity. We

are convinced that significant losses will be incurred amongst the processors and that,
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over the long term, a large number of players will withdraw from the industry or
mothball plants”.

(b) 1t is then predicted that there will be a reduction of over 300,000 cattle available for
slaughter, and if that happens, which is quite plausible, it would eliminate “the
profitability of the sector” and force players to leave the industry until capacity and
throughput came closer into balance.

(¢) In 1997, with 32 plants operating, the industry had an estimated capacity to kill
66,000 head of cattle per week. This compares with an actual maximum throughput of

45,000 and an average throughput of 32,000 per week. In addition, there were a number

of dormant plants which if activated would add to this overcapacity.

19. (a) The report then identifies the financial prize, as it terms it, which would be
available if the sector could move forward. Firstly, by removing plants with a
throughput of 420,000 animals per annum, the report estimates a resulting saving of IR
£18 million per annum. This is calculated by subtracting the sum of IR £21 million,
being the marginal cost to the stayers of slaughtering the additional 420,000 animals,
from the sum of £39 million which is calculated as being the current cost of processing
such numbers; hence a net saving per annum of £18 million. Secondly, if plants could
become more efficient and fifth quarter realisations increased, there would be additional
revenue of IR £14 million per annum. This has been estimated by “assuming that the
gap in performance, on costs and fifth quarter realisations, between the industry average
(post rationalisation) and the top three plants can be halved”.

(b) It is also pointed out, at p. 30 of the report that there is a close relationship between

“scale and cost efficiency” when dealing with processing plant costs. A throughput of
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100,000 cattle per annum is suggested as being the level at which most of these scale

economies can be captured.

20. Chapter 4: Strategic Options open to the Sector and the Recommended

Option
In view of what it is contained in the fifth chapter it is not necessary for the purposes of

this case to outline in any detail what is stated in Chapter 4 of this report.

21. Chapter 5: The Integrated set of Initiatives to achieve the Recommended

Strategy

Coordinated and concerted action to rationalise the processing sector is recommended.
It is suggested that plants which kill 420,000 head per annum, as of 1997, should be
encouraged to leave the industry. That figure is approximately 32% of active capacity.
Such players, who are styled “goers” would in return for closing down and

decommissioning their plants, be paid by the “stayers” from a buy-out scheme

established and funded by such parties.

22. Chapter 6: Moving Forward with Implementation:

The report then goes into considerable detail as to how this plan should be designed, put
in place, and implemented. Asin principle, though subject to detail variation, this
chapter reflects what ultimately became known as the “BIDS arrangements”, it is not
necessary at this juncture to recite any further details from this section of the report.

See para 31 of this judgment for the Society’s full proposals as now formulated.
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23, Appendices

(a) Appendix 1: This contains the identity of those who served on the “steering group”
which, as I have noted at paragraph 13 above, interacted considerably with the
consultants during the course of their study. It should be pointed out that there was no
consumer voice on this group nor were the multiples as such, represented.

(b) Appendix 2: This part of the document sets out details of the rationalisation scheme
and puts that scheme into a working context within the industry. The main features are
stated to be as follows:-

In 1997, the active plants had a capacity to kill 66,000 animals per week, with the
average throughput being 32,000 and a peak throughput of 45,000. Having
assumed/predicted that a total of 300,000 live animals would be exported, the
consultants felt it reasonable to assume that throughput would fall from 1.65 million to
1.35 million per annum. If that occurred both the average and peak throughputs would
decline to 26,0000 and 37,000 respectively. Cautioning against any certainty in this
drop of available raw material, the authors believed that the sector should target a
reduction in active capacity to 45,000 per week.

(c) Having discussed the most appropriate basis for both generating the required funds
and for calculating compensation for those who would leave the industry, McKinsey
then outlined a number of approaches which could be used for identifying those who
might go and those who might stay. In addition, a number of other matters were
discussed in some detail including the potential problems with “free riders”, and the

minimum requirements on both “goers” and “stayers” to make sure that the

rationalisation plan was a success.
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24.  As can therefore be seen, McKinsey's major point with regard to the processing
industry, was that there existed significant and substantial overcapacity and that such
overhang had a serious cost factor attached to it. This was impeding the competitive
nature of the industry in certain markets. The existing under-utilisation throughout the
year was likely to increase, if its prediction of a fall in raw material should be borne out.
Unlike what would be expected as a normal market reaction to this overcapacity, high
cost plants, by and large, had not in fact ceased to operate and the consultants had little
confidence in that situation naturally occurring. Being thus concerned at the state of the
industry, it recommended that an agreed plan, from within the industry, should be put in
place with the objective of removing plants which had a current annual throughput in
1997 of 420,000 cattle. That would have to be financed by those who would be in

receipt of the resulting benefits. Accordingly, the proposal for an industry funded

buyout scheme.

25. Report of the Food Industry Development Group (1998)

McKinsey was not the only report in or about this period which dealt with, or at least
touched upon, the beef sector. At the request of the Minister of State at the Department
of Agriculture and Food, the Food Industry Development Group was established and
reported to the Minister in December 1998, Under the chairmanship of the Secretary
General of the Department, its membership drew on a wide range of bodies and people,
including the IFA, the Purchasing Manager of Superquinn, the former Chief Executive
of the Consumer Association of Ireland as well as several others from the industry and
from other outside groups and associations. Whilst its remit was much wider than
McKinsey, covering as it did almost the entire food industry, it nevertheless made

certain observations of a general nature and also some specific comments about the beef
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sector. Right throughout the report, emphasis was laid on the absolute requirement of
competitiveness and the need to be ever demanding in that regard. Not only in respect
of the domestic market but also in respect of any successful penetration of the EU and
third world markets. The report commented on the fact that in general the food industry
suffered from scale related difficulties and that both general and specific steps were

required in order to address this problem.

It then dealt specifically with the beef industry. It referred to the McKinsey review, and
highlighted the section thereof which found, that both the competitiveness and viability
of the sector were being negatively impacted upon, by certain factors which it listed at
pp. 19 and 20 of the report. The problem most prominently identified was the “massive
overcapacity” in the slaughtering and processing sector with all of the attending

difficulties which resulted from that. It also mentioned at point No. 2 the question of

scale,

26.  In addition, without apparently relying on McKinsey, it made certain
observations in its own right, evidently from its own study and investigations, on these
questions of overcapacity and competitiveness. At p- 29 of the report it refers back, and
at least by implication, seems to accept what McKinsey had said about competitiveness,
and then continued:-
“At slaughtering and processing level, rationalisation at the primary
stage is essential. It needs to be complemented by investment in modern

plant and equipment, and greater attention to value added products ...”
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Without in anyway attempting to over read this report insofar as the beef industry is
concerned, I think a reasonable conclusion nevertheless would be, that in broad terms it

was supportive of the McKinsey’s finding in relation to overcapacity and the need for

immediate action in that regard.

27. Report of the Beef Task Force (1999)

Whereas the report last mentioned undoubtedly dealt in general terms with the food
sector, the report of the Beef Task Force, was, as its name implies, specific to the beef
industry. It was set up by the Minister for Agriculture and Food in November 1998 and
reported to him in June 1999. Its relevance to this case lies in its view of the industry,
which in very brief terms can be described as follows:-

(@) The Task Force expressly accepted the conclusions of the McKinsey report and
described its recommendations as involving “major changes and a quantum
improvement in the way the beef sector operates and performs across all levels of the
chain”. Having agreed that the totality of the gains as mentioned in McKinsey were
achievable over time, it then focused on each of the three main elements of the industry,
namely marketing, processing and production. From our point of view, the most
relevant is its treatment of the processing sector.

(b) Following upon a recital of the data obtainable from McKinsey in respect of
capacity and throughput, both average and peak, the report at para. 3.7 then stated,

“The Task Force accepts that there is at present underused slaughtering capacity in the
beef industry and that there are considerable benefits to be gained from a rationalisation
process leading to better matching of capacity with actual requirements. The Task
Force recommends that the processing industry should create a special buy out fund to

facilitate the removal of the surplus/obsolete capacity to expedite this rationalisation
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process. The mechanism for funding a buy out scheme was examined in depth ...
Discounting the possible introduction of a statutory levy, it then continued by saying,

“ ... that the most appropriate and effective mechanism is a fund created and managed
by the meat processing industry itself... The cost of the buy out scheme should be
significantly lower than the benefits to be derived by the industry as a whole from a
reduction in slaughtering capacity. In view of this, the impact of the creation of the
fund on producer prices should, at worst be neutral and probably positive."

(c) On the question of public funding, the Task Force recommended that access to an
industry investment and development programme should be subject to strict criteria and
in particular “that it should be contingent on better matching of slaughtering capacity
with cattle supplies.” 1t then offered some advice on such criteria by identifying
qualifying factors, such as the requirement for capital investment in slaughtering
facilities. If this occurred it would in its view lead to greater economies of scale.

(d) The overall objective of such a programme should be “ ... to bring about a modern
efficient and market led processing sector which takes into account the need to maintain
competition for catfle on the domestic market and regional balance in the distribution of
facilities ... (and to) ... provide full time skilled jobs and thereby improve the
attractiveness of employment in the sector™.

(e) The Task Force was chaired by the Secretary General of the Department of
Agriculture and Food and included amongst its members the Chief Executive of An
Bord Bia, a representative from Enterprise Ireland, SIPTU, the IFA in the person of its

then President Mr. Tom Parlon, as well as individual players from within the beef

processing industry.
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28. Other reports:

In the years following there were several other reports, including a report produced in
March 2000, headed “Irish Beef Processing, Trends, Market Structure and Value Chain
Analysis” by Peter Bacon and Associates in conjunction with Mr. Moore McDowell and
Mr. Vincent Hogan both from the Economics Department of University College Dublin.
Under the chairmanship of Mr. Pat O’Neill and having senior members of industry as
well as the Director of Consumer A ffairs on its committee, the Agti Food 2010 Group
reported to the Minister in March 2000. In its executive summary it stated that “the
industry must develop the necessary efficiencies and scale of operations, and face the
need for considerable rationalisation in many sub sectors especially beef processing,
dairy processing and poultry processing. Public funding to the primary processing
sector should be dependent on structural change, but primary responsibly for action lies
with the private stakeholders”. In 2002 Professor Sheehy from UCD issued a
publication entitled “The Irish Cattle/Beef Industry 2002: Facing Reality” and also in
May of that year, the Irish Meat Association published a document entitled “Positioning

the Irish Beef Processing Industry for the Future”. See also the Bonner report of

September 2000.

Disregarding for a moment what weight should be attached to these reports and
leaving aside McKinsey, as the case focused strongly on its findings and
recommendations, one can only reasonably conclude, that all sectors of industry who
signed up to these reports, did so with a firm believe that, firstly, there was extensive
overcapacity in the beef slaughtering sector, secondly, that such surplus capacity

required removal, thirdly, that an industry driven and funded scheme was necessary in
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order to accomplish this, and fourthly, that there were considerable gains to be achieved
by so doing.

In addition, in the context of outside support, a delegation from BIDS met with Mr. Joe
Malone, the Secretary General of the Department of Agriculture and Food on 2™ May,
2002 and received from him an indication that the Department would support the
rationalisation initiative. Moreover, a meeting took place on 16™ May, 2002 with Mr.
Dermot McCarthy, Secretary General to the Department of An Taoiseach where again

an indication was given that this Department would also support the initiative.

29, The Establishment of BIDS:

The Beef Industry Development Society Limited (“BIDS” or “The Society”) was as |

have previously said, registered under the Industrial and Provident Societies Acts 1893

to 1978 on 2nd May, 2002.

The objects of the Society, as outlined in its rules are:

“4(a) To provide funding from the beef industry to implement the conclusions and
recommendations of the September 1999 McKinsey and Company report titled
“Preparing the Irish Beef Sector for the 21% Century” and the “report of the Beef Task
Force” dated June 1999 and any other reports commissioned by the Society.

{(b) To commission and finance reports into any aspect of the beef industry.

(¢) To assist and support members by the provision of information and advisory

services,

(d) To promote contact between persons engaged in the industry and individual

members and

() To do all things necessary or expedient to the attainment of the above objects or any

of them.”
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As one would expect the rules then deal with the admission and expulsion of members,

financial matters, procedural matters, the establishment of committees, the engagement

of staff, with other miscellaneous areas also being covered.

30.  Immediately after its formation, the Society (essentially through its
rationalisation sub-committee) held a series of monthly meetings commencing on 23™
May, 2002, in respect of which there are available detailed minutes of the discussions
held and the agreements and decisions ultimately arrived at. As this case is essentially
concerned with the ultimate proposals relied upon in defence of this action, it is
unnecessary to outline in any detail how these proposals evolved, save to indicate that,
as would be normal, details of the major components of the plan changed from time to
time. For example, there was some considerable debate as to the precise level at which
the levies should be pitched, as to the duration of the restrictive covenants both in terms
of decommissioning and restraint of trade, and as to the completion period for the
project, which at one stage was felt ought to be completed in two phases. A “master
plan” was produced in July, a detailed draft of the “exit agreement” was available for
the following meeting with a further “master plan” being on the table for the 7™
November, meeting. Ultimately, it was agreed on the 5™ December, 2002 that matters
had progressed sufficiently to enable the Society to engage fully with and to respond to
the Competition Authority on competition law issues and that at the end of such
discussions a further meeting would be convened. Despite the way in which the details

of the rationalisation scheme evolved, it should be said that the essential ingredients of

the plan did not materially alter over this passage of time.
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31.  The Society, however, even after its last meeting and following upon the
rejection of its views by the Competition Authority, did make some further amendments

to its plan for the rationalisation of this industry. That plan in its entirety, as now

formulated, is as follows:-

“THE PROPOSALS UNDER THE RATIONALISATION PROGRAMME”
Definitions
“Decommission” means placing the premises in a state that they can no longer be used
for the slaughter and de-boning of cattle and, without prejudice to the generality of the
foregoing, the action or acts required by the Goer to achieve Decommissioning are set
out in Schedule 6 to the Exit agreement (a copy of which is attached) and
"Decommissioned” shall be construed accordingly.
“Goers” means the members of BIDS who would voluntarily agree to exit the beef
industry under the Programme.
“Programme” means the proposed rationalisation programme of BIDS.

“Stayers” means the members of BIDS who would not exit the beef industry under the

Programme.

The proposals under the Progsramme

The proposals under the Programme are as follows:

The Programme would be once-off and would be implemented (in terms of plant

closures) within a twelve (12) month period.

Under the Programme, plants processing at a maximum 420,000 cattle per year
(in total) would leave the beef industry.

Goers would sign a two (2) year non-compete clause in relation to the
processing of cattle in the island of Ireland.

. The plants of goers would be Decommissioned.
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Land associated with the Decommissioned plants would ﬁot be used for the
purposes of beef processing for a period of five (5) years.

A voluntary fund would be set up to compensate goers, subject to receiving
agreed payments from stayers. The fund would operate as follows:

Following the resolution of the proceedings, the industry would meet, as in the
period June to December 2002, to identify goers and stayers, and to agfee the
compensation to be paid to goers. The meeting would decide on an acceptable
minimum of capacity to be decommissioned (not exceeding a total capacity of
420,000 cattle per year).

Exit agreements would be signed with goers with the compensation paid in
staged payments as per the Exit agreements provided to the Competition

Authority on 20 December, 2002.

Loan agreements would be signed with stayers to provide the funding for the
payments to goers.

A levy system would be established under which stayers would pay BIDS levies
based upon an agreed formula in relation to stayers’ existing traditional
(percentage) cattle kill and cattle killed in excess of this traditional (percentage)
kill. The formula would apply a £2 levy on the traditional (percentage) cattle kill
level of stayers and a £11 levy on cattle kill above the traditional (percentage)
cattle kill level.

The levies paid to BIDS would be used to repay the stayers’ loans under the

Loan agreements. The levies would cease when the stayers’ loans under the

Loan agreements were repaid.
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The equipment of goers used for primary beef processing would only be sold
(within three months) to stayers for use as back-up equipment or spare parts or
sold outside of the island of Ireland.

The freedom of stayers in matters of production, pricing, conditions of sale,
imports and exports, deliveries, mergers and acquisitions and other commercial
activity would not be affected by the Programme. In particular, no plant would
be prohibited from increasing capacity and there would be no understanding that

animals previously slaughtered by a Decommissioned plant would be secured or
slaughtered by any given stayer.

The membership of BIDS

The final determination of the identity of members of BIDS, goers, stayers and
factories/plants involved in the Programme will only be decided upon following the
outcome of the proceedings.

SCHEDULE 6

Acts or action required by the Existing Party to achieve Decommissioning

1. The Exiting Party will disconnect, take down and remove from the Premises
the Fixtures and Fittings and the Plant including without limitation:
pens, troughs, water piping and all other equipment from the lairage;
the slaughter box, the slaughter line and all equipment from the abattoir
including stands, conveyors, scales and sterilising equipment, etc.;
all equipment for handling and packing offals and by products;
all the rails from the slaughter area, corridors and chills;

the main refrigeration plant and all the coolers and condensers;
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. the boning hall's rail system, boning line and tables and all other related
and ancillary equipment including conveyors, scales, sterilisers etc.;

. the rail system and all related and ancillary equipment in the marshalling

and loading area;

. all equipment from the plant room;
. the boiler;

. all water storage tanks;

. truck wash; and

all tanks and related and ancillary equipment from the effluent treatment

plant.

2. The Exiting Party will move off site the items listed in paragraph 1 above and
dispose of them in accordance with the criteria set-out in Schedule 5.

3. The Exiting Party will provide a certificate (in a form acceptable to the Society)
at the Second Stage Completion from the Secretary to the Society”.

32. Legislative Provisions

Before outlining the submissions which were made on behalf of the respective
parties, it would I think be helpful, in order to fully understand the issues in this case, to

sct out the relevant legislative provisions, as well as the main body of case law relied

upon. Article 81 of the EC Treaty reads as follows:-

“1. The following shall be prohibited as incompatible with the common market: all
agreements between undertakings, decisions by associations of undertakings and
concerted practices which may affect trade between Member States and which have as

their object or effect the prevention, restriction or distortion of competition within the

common market, and in particular those which:-
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(a} directly or indirectly fix purchase or selling prices or any other trading conditions;
(b) limit or control production, markets, technical development or investment;

(¢) share markets or sources of supply;

(d) apply dissimilar conditions to equivalent transactions with other trading parties,
thereby placing them at a competitive disadvantage;

(¢) make the conclusion of contracts subject to acceptance by the other parties of
supplementary obligations which, by their nature or according to commercial usage,
have no connection with the subject of such contracts.

2. Any agreements or decisions prohibited pursuant to this Article shall be

automatically void.

3. The provisions of paragraph 1 may, however, be declared inapplicable in the

case of:-

¢ any agreement or category of agreements between undertakings;

e any decision or category of decisions by associations of undertakings;

® any concerted practice or category of concerted practices,

which contributes to improving the production of distribution of goods or to

promoting technical or economic progress, while allowing consumers a fair share of

the resulting benefit, and which does not:-

(a) impose on the undertakings concerned restrictions which are not indispensable

to the attainment of these objectives;

(b) afford such undertakings the possibility of eliminating competition in respect of

a substantial part of the products in question.”

33.  Council Regulation (EC) No. 1 — 2003 which is designed to implement the rules

of competition as laid down in Articles 81 and 82 of the EC Treaty, provides, that under
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Article 81(1) the onus of proof'is on the party asserting a violation thereof, whereas
under Article 81(3), the onus of proofis on the undertaking or association of
undertakings which is claiming the benefit thereof. (Article 2 of the Regulation). See

also The Competition Authority v. O’Regan (Unreported, High Court, Kearns J., 22™

October, 2004).

Article 3 then reads as follows:-

“Article 3

Relationship between Articles 81 and 82 of the Treaty and National Competition
Laws

1. Where the competition authorities of the Member States or national courts apply
national competition law to agreements, decisions by associations of undertakings or
concerted practices within the meaning of Article 81(1) of the Treaty which may affect
trade between Member States within the meaning of that provision, they shall also apply
Article 81 of the Treaty to such agreements, decisions or concerted practices. Where
the competition authorities of the Member States or national courts apply national

competition law to any abuse prohibited by Article 82 of the Treaty, they shall also

apply Article 82 of the Treaty”.

Notwithstanding the manner in which the relief sought by the Competition Authority is
framed in the statement of claim, it is clear that given the concession contained in
paragraph 35(a) of the amended defence and counterclaim, whereby it is admitted that
the “BIDS arrangements” were “liable to have an appreciable effect” on trade between
member states, this case is truly an Article 81 case and not one requiring independent
consideration under s. 4 of the 2002 Act. Consequently the alleged anti-competitive

nature of the arrangements must be considered under Article 81 (1), of the Treaty.
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Commission Guidelines:

34.  Although strictly speaking the following are not legislative provisions, it would
nevertheless be convenient at this stage to deal with two notices from the Commission,
the first on the applicability of Article 81 to horizontal cooperation agreements (OJ
2001/C3/02) and the second, on the application of Article 81(3) of the Treaty (OJ
2004/C 101/08). These guidelines are of course not binding on this Court but there are

nevertheless both useful and helpful in setting out the Commission’s approach to the

subject matter of such notices.

35.  The following are the more relevant statements drawn from the Guidelines on

the interaction between Article 81 and horizontal cooperation agreements.

“1.1 Introduction:

2) Horizontal cooperation may lead to competition problems. This is for example the
case if the parties to a cooperation agree to fix prices or output, to share markets, or if
the cooperation enables the parties to maintain, gain or increase market power and
thereby causes negative market effects with respect to prices, output, innovation or the
variety and quality of products.

3) On the other hand, horizontal cooperation can lead to substantial economic benefits.
Companies need to respond to increasing competitive pressure and a changing market
place driven by globalisation, the speed of technological progress and the generally
more dynamic nature of markets. Cooperation can be a means to share risk, save costs,
pool know-how and launch innovation faster. In particular for small and medium-sized

enterprises cooperation is an important means to adapt to the changing market place.
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7) The purpose of these guidelines is to provide an analytical framework for the most
common types of horizontal cooperation. This framework is primarily based on criteria
that help to analyse the economic context of a cooperation agreement. Economic
criteria such as the market power of the parties and other factors relating to the market
structure, form a key element of the assessment of the market impact likely to be caused

by a cooperation and therefore for the assessment under Article 81...”

“1.3 Basic Principles for the assessment under Article 81

1.3.1

18)  In some cases the nature of a cooperation indicates from the outset the
applicability of Article 81(1). This is the case for agreements that have as their object a
restriction of competition by means of price fixing, output limitation or sharing of
markets or customers. These agreements are presumed to have negative market effects.
It is therefore not necessary to examine their actual effects on competition and the
market in order to establish that they fall within Article 81(1).

19)  Many horizontal cooperation agreements, however, do not have as their object a
restriction of competition. Therefore, an analysis of the effects of the agreement is
necessary. For this analysis it is not sufficient that the agreement limits competition
between the parties. It must also be likely to affect competition in the market to such an
extent that negative market effects as to prices, output, innovation or the variety or

quality of goods and services can be expected. ..

Agreements that almost always fall under Article 81(1)

25).  Another category of agreements can be assessed from the outsct as normally

falling under Article 81(1). This concerns cooperation agreements that have the object
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to restrict competition by means of price fixing, output limitation or sharing of markets
or customers. These restrictions are considered to be the most harmful, because they
directly interfere with the outcome of the competitive process. Price fixing and output
limitation directly lead to customers paying higher prices or not receiving the desired
quantities. The sharing of markets or customers reduce the choice available to
customers and therefore also leads to higher prices or reduced output. It can therefore

be presumed that these restrictions have negative market effects. They are therefore

almost always prohibited”.

“Economic Benefits

32, The first condition [(under Article 81(3)] requires that the agreement contributes
to improving the production or distribution of products or to promoting technical or
economic progress. As these benefits relate to static or dynamic efficiencies, they can
be referred to as ‘economic benefits’. Economic benefits may outweigh restrictive
effects on competition. For instance, a cooperation may enable firms to offer goods or
services at lower prices, better quality or to launch innovation more quickly. Most
efficiencies stem from the combination and integration of different skills or resources.
The parties must demonstrate that the efficiencies are likely to be caused by the
cooperation and cannot be achieved by less restrictive means. Efficiency claims must

be substantiated. Speculation or general statements on cost savings are not sufficient.”

“Fair Share for the Consumers:

34. Economic benefits [must also favour] “the consumers. Generally, the transmission
of the benefits ... will depend on the intensity of competition within the relevant

market. Competitive pressures will normally ensure that cost savings are passed on by
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way of lower prices ... Therefore, if sufficient competition which effectively constrains
the parties to the agreement is maintained on the market, the competitive process will

normally ensure that the consumers receive its fair share of the economic benefits”.

Indispensability:

35. This third requirement of Article 81(3) means that they are no less restrictive means

available in order to achieve the benefits identified.

No elimination of competition:-

36. This last requirement of Article 81(3) relates, according to this notice, to the
question of dominance “where an undertaking is dominant or becoming dominant as a

consequence of a horizontal agreement, an agreement which produces anti competitive

effects in the meaning of Article 81 can in principle not be exempted”.

Notice 2004/C 101/08:

36.  The extracts referred to and relied upon from the Commission document on the
application of Article 81(3) were much more extensive than those from the Guidelines

on horizontal cooperation. Some of the more relevant passages from the former are as

follows:-

2.2: The Prohibition rule of Article 81( 1)

“14. ... a general principle underlying Article 81(1) which is expressed the case law of
the Community Courts is that each economic operator must determine independently

the policy which he intends to adopt on the market. .. a distinction is to be made
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between the unilateral conduct of an undertaking and co-ordination of behaviour
between undertakings ...”

“15. The type of coordination of behaviour or collusion ... falling within the scope of
Article 81(1) is that where at least one undertaking vis-a-vis another undertaking
undertakes to adopt a certain conduct on the market or that as a result of contacts
between them uncertainty as to their conduct on the market is eliminated or at least
substantially reduced ...

16. Agreements between undertakings are caught by the prohibition rule of Article
81(1) when they are likely to have an appreciable adverse impact on the parameters of
competition on the market, such as price, output, product quality, product variety and
innovation. Agreements can have this effect by appreciably reducing rivalry between

the parties to the agreement or between them and third parties.”

2.2.2 The basic principles for assessing agreements under Article 81(1):

“17. The assessment of whether an agreement is restrictive of competition must be

made within the actual context in which competition would occur in the absence of the

agreement with its alleged restrictions ...

18. For the purpose of assessing whether an agreement ... may restrict inter-brand

competition and/or intra-brand competition, it needs to be considered how and to what

extent the agreement affects or is likely to affect competition on the market. ...
(1) Does the agreement restrict actual or potential competition that would have existed
without the agreement? If so, the agreement may be caught by Article 81(1). In

making this assessment it is necessary to take into account competition between the

parties and competition from third parties ...
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21. Restrictions of competition by object are those that by their very nature have the
potential of restricting competition. These are restrictions which in light of the
objectives pursued by the Community competition rules have such a high potential of

| negative effects on competition that it is unnecessary for the-purposes of applying
Article 81(1) to demonstrate any actual effects on the market . ..
Restrictions by object such as price fixing and market sharing reduce output and raise
prices, leading to a misallocation of resources because goods and services demanded by
customers are not produced. They also lead to a reduction in consumer welfare,
because consumers have to pay higher prices for the goods and services in question.
22. The assessment of whether or not an agreement has as its object the restriction of
competition is based on a number of factors. These factors include, in particular, the
content of the agreement and the objective aims pursued by it. It may also be necessary
to consider the context in which it is (to be) applied and the actual conduct and
behaviour of the parties on the market. In other words, an examination of the facts
underlying the agreement and the specific circumstances in which it operates may be
required before it can be concluded whether a particular restriction constitutes a
restriction of competition by object.
23. ... In the case of horizontal agreements restrictions of competition by object include
price fixing, output limitation and sharing of markets and customers ...
24. If an agreement is not restricting of competition by object, it must be examined
whether it has restrictive effects on competition. Account must be taken of both actual
and potential effects. In other words, the agreement must have likely anti-competitive
effects. In the case of restrictions of competition by effect there is no presumption of
anti competitive effects. For an agreement to be restrictive by effect it must affect

actual or potential competition to such an extent that on the relevant market negative
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effects in prices, output, innovation or the variety of quality of goods and services can
be expected with a reasonable degree of probability. Such negative effects must be
appreciable. The prohibition of Article 81(1) only applies where on the basis of proper
market analysis it can be concluded that the agreement has likely anti-competitive

effects on the market. Individual assessment of the likely effects produced by the

agreement is required.”

3. The Application of the Four Conditions of Article 81(3)

“44.  The assessment of restrictive agreements under Article 81 (3) is made within the
actual context in which they occur and on the basis of the facts existing at any given
point in time ... When applying Article 81 (3) in accordance with these principles it is
necessary to take into account the initial sunk investments made by any of the parties

and the time needed and the restraints required to commit and recoup an efficiency

enhancing investment.

3.2 First Condition of Article 81(3): Efficiency gains

50. The purpose of the first condition of Article 81(3) is to define the types of efficiency
gains that can be taken into account and subject to the further tests of the second and
third conditions of Article 81(3). The aim of the analysis is to ascertain what are the
objective benefits created by the agreement and what is the economic importance of
such efficiencies.

55. ... Given that Article 81(1) only applies in cases where the agreement has likely
negative effects on competition and consumer (in the case of hardcore restrictions such

effects are presumed) efficiency claims must be substantiated so that they can be

verified. Unsubstantiated claims are rejected.”
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“3.2.2 The Different categories of efficiencies

59. The types of efficiencies listed in Article 81(3) are broad categories which are

intended to cover all objective economic efficiencies.

3.2.2.1: Cost Efficiencies

66. Cost efficiencies may also result from economies of scale, i.e. the declining cost per
unit of output as output increases

68. Efficiencies in the form of cost reductions can also follow from agreements that
allow for better planning of production, reducing the need to hold expensive inventory
and allowing for better capacity utilisation. ... Cost savings may also result from

agreements that allow the parties to rationalise production across their facilities.”

33 Third condition of Article 81(3): Indispensability of the restrictions

73 ... This condition implies a two-fold test. First, the restrictive agreement as such
must be reasonably necessary in order to achieve the efficiencies. Secondly, the
individual restrictions of competition that flow from the agreement must also be
reasonably necessary for the attainment of the efficiencies.

74. ... The question [of indispensability] is not whether in the absence of the restriction
the agreement would not have been concluded, but whether more efficiencies are
produced with the agreement or restriction than in the absence of the agreement or
restriction.

79. A restriction is indispensable if its absence would eliminate or significantly reduce

the efficiencies that follow from the agreement or make it significantly less likely that

they will materialise.”
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34 Second Condition of Article 81(3): Fair Share for Consumers

“84. The concept of ‘consumers’ encompasses all direct or indirect uses of the products
covered by the agreement including producers that use the products as an input,
wholesalers, retailers and final consumers ...

85. The concept of “fair share’ implies that the pass-on benefits must at least
compensate consumers for any actual or likely negative impact caused to them by the
restriction of competition founded under Article 81(1). In line with the overall
objective of Article 81 ... the net effect of the agreement must at least be neutral from
the point of view of those consumers directly or likely affected by the agreement. If
such consumers are worse off following the agreement, the second condition of Article
81(3) is not fulfilled ...moreover, society as a whole benefits where the efficiencies lead
either to fewer resources being used to produce the output consumed, or to the
production of more valuable products and thus to a more efficient allocation of
TESOUrces.

86. It is not required that consumers receive a share of each and every efficiency gain
identified under the first condition. It suffices that sufficient benefits are passed on to
compensate for the negative effects of the restrictive agreement.

87. ... In some cases a certain period of time may be required before the efficiencies
materialise. Until such time the agreement may have only negative effects. The fact
that pass-on to the consumer occurs with a certain time lag does not of itself exclude the
application of Article 81(3). However, the greater the time lag, the greater must be the
efficiencies to compensate also for the loss to consumers during the period preceding
the pass-on.

88. In making this assessment it must be taken into account that the value of a gain for

consumers in the future is not the same as a present gain for consumers ...”
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“3.5 Fourth Condition of Article 81(3): No Elimination of Competition

108. The application of the last condition of Article 81(3) requires a realistic analysis of
the various sources of competition in the market, the level of competitive constraint that
they impose on the parties through the agreement and the impact of the agreement on

this competitive constraint. Both actual and potential competition must be considered.”

Relevant Case Law:

37.  Asignificant number of cases were referred to but as in all proceedings some of
the material was far more relevant than the remainder. The four most relevant cases
relied upon were, The Commission Decision of 4% July, 1984, in the Synthetic Fibres
case, OJ 1984 L 207/17 p. 0017 — 0025, its decision of the 291 April, 1994, in Stichting
Baksteen (the “Dutch Bricks” case), OJ 1994 L. 131/15 p. 0015 — 0022; Decision no.
273 of the Commerce Commission of New Zealand, dated the 2 February, 1995,

Weddel New Zealand Limited;, and finally Wey! Beef Products B.V. and Others v. EC

Commission, 2001/C 134/34,

38. The Synthetics Fibre Case 1984

For several years prior to 1978 the synthetics fibre industry, within the
community, had suffered from overcapacity, low utilisation and poor pricing, all of
which negatively impacted on profitability. In that year, faced with the installation of
even more capacity, an agreement was entered into, and pending a Commission
decision was provisionally implemented, which, by 1981 had resulted in a capacity
reduction of an amount even greater than that anticipated. However after a full
reappraisal of the then and the likely future situation, the same producers concluded that
given the static demand for their products, any further increase in capacity would be

seriously damaging to the industry. Accordingly, they entered into an agreement on the
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21% October, 1982, later amended, which was notified to the Commission in November
of that year. That agreement which was based on a number of assumptions, called for
an overall reduction in capacity; to be implemented by certain dates, by each participant
committing itself to achieve a targeted figure, which they would individually determine.
In addition, they undertook not to increase capacity during the currency of the
agreement, the period of which was set to expire on the 31% December, 1985. An
independent trustee body was established to supervise this regime with penalties being
provided for, in the event of non-compliance with the obligations imposed thereunder.

On the 4™ July, 1984 the Commission notified its decision to the parties.

39.  Under its “legal assessment” of the agreement, the Commission made a number

of observations:-

a. That by both object and effect, the agreement was restrictive of
competition with the reduction in capacity meaning the imposition of
restrictions on the scale of production facilities and hence on investment;

b. That the purpose of the agreement was to reduce capacity so that the
remaining capacity in the industry could be operated at a more economic
level;

¢. That the duration of the agreement was for a limited period and that the
promoters saw collective action as a necessary means to remedy the
structural defect;

d. That in a free market economy, the issue of overcapacity should be dealt
with by individual undertakings but that had not occurred in the given

circumstances. Market forces accordingly had failed to achieve the
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necessary reductions so as to re-establish and maintain an effective
competitive structure within the market;
That without collective action, an individual producer would not

undertake the unilateral action necessary to achieve the capacity cut.

40. At paragraphs 34 and following, the Commission in its decision then said:-

“34, By reducing its capacity, the industry will shed the financial

35.

36.

38.

burden of keeping underutilized excess capacity open without
incurring any loss of output, since the remaining capacity can be
operated more intensely. The capacity reductions also provide

the undertakings with an opportunity to develop their particular

strengths,

The eventual result should be to raise the profitability and restore
the competitiveness of each party. It is worth noting that the total
losses of the European Synthetic-Fibres Industry are reported to
have been down to DM 500 million in 1983 from an estimated

DM 1 200 million in 1981.

It can be concluded then that the agreement contributes to

improving production and promoting technical and economic

progress.




39.

40.
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Article 85 (3) also requires that an agreement afford consumers a
fair share of the resulting benefit. In the present case, consumers
stand to gain from the improvement in production, in that the
industry which eventually emerges will be healthier and more
competitive and able to offer them better products thanks to
greater specialisation, whilst in the short term they will continue

to enjoy the benefits of competition between the parties.

The number of producers remaining for each product... is big
enough to leave users a choice of the supplier and security of

supply and to preclude the danger of monopolies developing on

national markets”,

The Commission therefore declared inapplicable the provisions of Article 85 (1) [now

81 (1)] of the Treaty, to this agreement.

41.

The Dutch Bricks Case: (1994)

Some 25 firms operated on the Dutch Bricks Market, with the parties to the

notified agreement of the 25" August 1992 holding approximately 90% of the installed

capacity and accounting for approximately 85% of brick sales. The products in

question were of clay construction and were burned in kilns. These competed against a

wide range of alternative building and finishing materials in the construction and other

industries. Because of their weight, intrinsic low value, high transport costs etc., there

was little trade in bricks within the Community. The geographical market was largely

local, though in the case of the Netherlands, given its proximity to Germany, Belgium

and Britain, the market was more of a regional one rather than purely a local or
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domestic one. In any event the Dutch Foundation Stichting Baksteen, which was
comprised of seven Dutch Brick Manufacturers, notified to the Commission a series of
agreements between it and 16 producers aimed at rationalising production so as to
eliminate overcapacity. Faced with opposition from the Commission, the original plan
was withdrawn but not before a series of closures had resulted in the removal of a total
of 150 million bricks from the industry. Being of the view that further rationalisation
was essential and that a coordinated plan reducing capacity was necessary, the

agreement, the subject matter of its decision, was notified to the Commission on the 10™

September, 1992,

The particular problems giving rise to this agreement can be summarised as
follows. At the end of 1991 brick stocks in the Netherlands formed 32% of total brick
sales which easily exceeded the critical threshold of an acceptable inventory at 20%. 7
The carrying of this surplus resulted in high costs being incurred. For several reasons
the industry noted a sharp drop in demand, structural in nature, which trend was
predicted to continue. Faced with this and if the industry should continue to accumulate

surplus stock, there would then exist an un-acceptable imbalance between stockpile and

sales.

42.  Utilisation of existing capacity dropped by about 10% between 1989 and 1991.

The effective maximising of capacity utilisation was necessary in order to generate a
normal rate of return. Therefore the parties to the agreement considered that it was
essential to implement, by way of coordinated plan, a capacity-cut of between 200 and
220 million bricks so as to restore, in the medium term an acceptable balance between
supply and demand, whilst at the same time gradually reducing the stockpile. Under

the agreement four Dutch producers undertook the following:-
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(a) To definitively and irreversibly close down seven production
units which would remove from existing capacity 217 million

brick or approximately 20%;

(b) To halt production of ceramic building materials for a period of
30 years; and
{c) To refrain, again for a period of 30 years, from selling the

dismantled plant to other producers who might use it to increase

capacity and who were located within a 500 kilometre radius of

the Dutch frontier.

Monitoring and verification procedures were specified with fines or penalties

being provided for non-compliance.

This plan was 70% financed by the 16 firms who had signed the agreement and

would last for a period of five years (or possibly shorter).

There was a strict prohibition on the parties to the agreement from bringing on
stream any new capacity during the financing period and there were also
restrictions by members of the foundation on replacement investment. In
particular none could be used by members of the foundation to increase
production and in the case of other parties, any increase had to be limited to a

maximum of 5% over the entire financing period.
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43.  The Commission in its legal assessment of the case dealt with the issues arising

in the manner following:-

(a) Under Article 85 (1) (now 81 (1)), the Commission decided
that the principal object of the agreement was to cut and limit
capacity and reduce stockpiles by the closure of plants. This
objective was backed by a system of fines and was
financially supported by a compensation fund. It therefore
had a direct effect on competition as it restricted the means

of production and investment;

(b) Under its Article 85 (3) (now 81 (3)) assessment, the
Commission acknowledged that the industry suffered from
considerable overcapacity and mounting stockpiles and that
the demand trend was in decline. The participants were
therefore seeking by the agreement to achieve a greater
utilisation of the retained capacity and were hoping
eventually to bring supply and demand into a more

acceptable equilibrium;

(c) The normal reaction of the free market, when faced with an
overcapacity issue had not materialised, with the forces
operating on this market not being sufficient to drive, by way
of individual economic activity, the capacity reduction
sought. The situation would therefore remain as it was,

unless the leading manufacturers understood (and were
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guaranteed) that their competitors would likewise participate

in collective action;

(d) Dealing specifically with efficiency gains, the Commission
at para.26 of its decision said “By reducing capacity, firms
throw off the financial burden of maintaining unused surplus
capacities and, by increasing utilization of the capacity
utilization of the capacity retained, (sic) did not have to
reduce output. As the capacity closures concern production
units that are the least suitable and least efficient because of
obsolescence, limited size or outdated technology,
production will in future be concentrated in the more modern
plants which will then be able to operate at higher capacity
and productivity levels. This will lead to a corresponding
reduction in the incidence of fixed costs which form a large
portion of net costs.” As a result, profit would increase and a
return to normal competitiveness should follow. In
consequence the first requirement of Article 85 3) (now

81(3)) was satisfied.

44.  In addition, the Commission also accepted that consumers would obtain a fair
share of the benefits and that there was a sufficient number of producers remaining “to

give consumers a choice of supplier and security of supply while ruling out the risk of

over concentrated supply” (para 30).
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In this context however, the Commission also said at para 31 that “a capacity
reduction agreement accompanied by a financing system is, however, liable to lead in
the short term to higher prices for consumers. In the present case, however, such risks
are largely offset by the fact that the high costs of financing stockpiles will diminish.
The special nature of the market for bricks, where unit costs are very sensitive to
capacity utilization rates, makes it possible to expect a favourable effect on prices.
Consumers also have the option, if the prices charged by the parties to the agreement

are unfair, of obtaining supplies from other available sources”.

45.  With regard to the indispensability requirement, the Commission had this to
say:-
“33  The agreement relates only to the reduction of surplus capacities: To that end, it
is necessary for the agreement to contain a detailed and binding closure plan which
guarantees, firstly, that surplus capacity will be effectively and permanently dismantled
and secondly, that throughout the period of its application no fresh capacity will be
installed apart from the replacement capacity provided for in the restructuring plan. For
the rest, the freedom of the parties in matters of production, pricing, conditions of sale,
imports and exports, deliveries, mergers and acquisitions is not affected by the
agreement. The provisions of the first agreement which could have jeopardized those

freedoms have been deleted. Nor does the agreement contain any provision aimed at

coordinating the commercial conduct of the parties.”

46.  Finally the Commission also held that since the agreement was limited in time
(with the obligations to expire no later than the 30™ September, 1997) the system of

compensatory payments must be regarding as indispensable to the attainment of the

object in question.
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Having also highlighted the continuing existence of competition, the

Commission concluded that the agreement was saved by the provisions of Article 85 (3)

(now 81 (3)) of the EC Treaty.

47. Weddel-New Zealand Ltd (in receivership and liguidation): Decision 273:

Commerce Commissions 2/2/1995:

The first named defendant draws attention to this case by pointing out that the
Commission held that the benefits to the public, following upon the rationalisation of
the slaughtering services for sheep, lamb and beef, in New Zealand, outweighed any
anti-competitive consequences of such plan. The majority on the Commission also held
that post rationalisation there would still be effective competition despite the closure of
two plants owned by two competitors. Moreover, it decided that this coordinated
activity was a realistic means of spreading fixed costs and reducing overcapacity, rather
than reducing capacity simpliciter. In addition, such concerted activity would bring

success to the sector in the international markets and that in turn would feed back,

positively, into the domestic farming industry.

48.  The Competition Authority dismisses this case as having no direct relevance to
present circumstances and in the process makes a number of distinguishing points.
Firstly, the plants, the subject matter of the decision, had already closed following the
appointment of a receiver. Secondly, the primary purpose of the restriction on members
of the consortium from selling plants unless a purchaser became a party to the
arrangements, was to ensure that the existing processors would continue to bear their

share of the cost required for the Weddel plants. Accordingly, the objects of the




