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(Acts whose publication is not obligatory)

COMMISSION

COMMISSION DECISION
of 14 May 1997

declaring a concentration to be compatible with the common market and the functioning of the
EEA Agreement

(Case No IV/M.856 — British Telecom/MCI (1))

(Only the English text is authentic)

(Text with EEA relevance)

(97/815/EC)

THE COMMISSION OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European
Community,

Having regard to the Agreement on the European
Economic Area, and in particular Article 57 thereof,

Having regard to Council Regulation (EEC) No 4064/89
of 21 December 1989 on the control of concentrations
between undertakings(!), as amended by the Act of
Accession of Austria, Finland and Sweden, and in
particular Article 8 (2) thereof,

Having regard to the Commission Decision of 30 January
1997 to initiate proceedings in this case,

Having given the undertakings concerned the opportunity
to make known their views on the concerns expressed by
the Commission,

Having regard to the opinion of the Advisory Committee
on Concentrations (2),

(1) OJ L 395, 30. 12. 1989, p. 1; corrected version, OJ L 257,
21. 9. 1990, p. 13.
(3) OJ C 372, 9. 12. 1997.

Whereas:

(1) On 18 December 1996 the UK company British
Telecommunications plc (‘BT”) and the MCI
Communications Corporation (‘MCI’) notified their

" intention to effect a full merger between the two
companies.

(2) After examination of the notification, the
Commission has concluded that the notified
operation falls within the scope of Council
Regulation (EEC) No 4064/89 (‘the Merger
Regulation’).

I. THE PARTIES

(3) BT’s principal activity is the supply of
telecommunications services and equipment. Its
main services and products are local and
long-distance  telephone calls in the United
Kingdom, the provision of telephone exchange lines
to homes and businesses, international telephone
calls made from and to the United Kingdom and the
supply of telecommunications equipment for
customers’ premises. BT also has a joint venture
(called Springboard) with News International in the
United Kingdom for Internet access and content and
also has a United Kingdom marketing agreement
with BSkyB. BT is also active internationally,
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notably in Europe through the existing Concert
joint venture with MCI, and through other
European joint ventures.

MCI is a diversified communications company
which offers its customers a portfolio of integrated
services, including long distance, wireless, local,
paging, messaging, Internet, information services,
outsourcing and advanced global communications in
the United States of America. MCI ist also active
internationally, notably in the rest of the Americas
through Concert. MCI has an interest in a joint
venture in the US with News Corporation for
satellite TV services. This interest in the joint
venture is held through shares in various News
Corporation companies. MCI currently holds a
licence for satellite broadcasting in the US.

II. THE OPERATION

MCI will be merged into a BT subsidiary
incorporated in Delaware, USA, and will cease to

* have a separate legal existence. The BT subsidiary

will  be renamed MCI  Communications
Corporation. Thereupon BT’s name will be changed
to Concert ple, which will be incorporated in
London but with headquarters in both London and
Washington.

Concert plc will be organized along geographic and
customer lines. Business and consumer services will
continue to be sold in the United Kingdom and the
United States, under the BT and MCI brand names
respectively and through separate operations. A
number of new divisions will be formed from the
current operations of the two companies including a
global systems integration division, an international
division, a division responsible for multimedia and a
division responsible for global alliances and joint
ventures.

[lI. CONCENTRATION

The proposed operation is a full merger between BT
and MCI within the meaning of Article 3 (1) (a) of
the Merger Regulation. Upon the merger becoming

* effective, the existing shares in MCI will be

cancelled and MCI shareholders, other than BT, will
receive a proportion of Concert plc’s depositary
shares.

IV. COMMUNITY DIMENSION

BT’s worldwide turnover in the financial year -

1995/96 was in excess of ECU 17 billion. MCI’s
worldwide turnover for the calendar year 1995 was
in excess of ECU 11 billion. BT’s Community-wide

-

(10)

(11)

(12)

turnover for the year 1995/96 was also in excess of
ECU 17 billion. MCI is a US-based company, and
its revenues are treated for accounting purposes as
being earned in the United States. There are various
possible approaches to the question of geographical
allocation of turnover earned by telephone
companies on international calls. The parties have
provided figures based on different calculation
methodologies. On all the variants proposed, MCI’s
Community-wide turnover in 1995 exceeded ECU
250 million. The parties do not achieve more than
two thirds of their Community-wide turnover
within one and the same Member State.

Accordingly, the concentration has a Community
dimension within the meaning of Article 1 of the
Merger Regulation.

V. COMPATIBILITY WITH THE COMMON
MARKET AND WITH THE FUNCTIONING OF THE
EEA AGREEMENT

A. Relevant product markets

In their submission the parties contended that there
was virtually no horizontal overlap between BT and
MCI, save in two areas: the market for services
provided through the Concert joint venture; and
audioconferencing. The market in which the
Concert joint venture is active is the global
telecommunications services market, supplying value
added and enhanced services to multinational
business users.

The parties are both carriers in their respective
domestic markets. This includes the following areas:
domestic public switched voice services, enhanced
value added services, private leased lines, and
international telecommunications.

Within these general areas several markets were
identified by the Commission as being relevant for
the assessment of the proposed merger, including
international voice telephony services, value added
and enhanced services, telex, audio and
videoconferencing and calling cards. However, the
subsequent inquiry has shown that on some of these
markets the existing competitive conditions would
not be affected to any significant extent as a direct
result of the proposed operation, either because
there would be no overlap between the parties’
activities (telex and videoconferencing) or the
overlap would be minimal (calling cards under a
broad market definition). Although the market for
value added and enhanced services has been defined
in previous decisions as global (see part V.B —
Relevant  geographic  markets), the possible
competition concerns arising from the bringing
together of the two companies’ activities in this area
were addressed in Commission Decision 94/579/EC
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(14)

of 27 July 1994 relating to a proceeding pursuant to
Article 85 of the EC Treaty and Article 53 of the
EEA Agreement (Case 1V/34.857 — BT-MCI) the
initial BT/MCI Concert joint venture(’). In any
event this is not an affected market within the
meaning of the Merger Regulation. Therefore this
assessment focuses only on the markets for
international  voice  telephony  services and
audioconferencing, where, according to the results
of Commission’s investigations, the merger between
BT and MCI would have an impact on
competition.

International voice telephony services

Currently international voice telephony services are
still mainly provided through the use of public
switched networks in both the originating and
terminating countries of a call. Interconnection
between the domestic networks of any pair of
countries is provided by the use of transmission
capacity on the international facilities existing
between the countries concerned. A preliminary
question arises as to whether satellite and cable are
substitutable networks for the purposes of delivering
calls, or whether they should be regarded as
separate. The parties in their submission have
identified a number of ways in which satellite fails
to provide a satisfactory substitute for terrestrial or
undersea cable (for example, inherently greater
signal propagation delay time, echo effects,
susceptibility to environmental or climatic
conditions such as heavy rain). These views have
been confirmed by numbers of respondents, who
said they did not regard satellite as a satisfactory
substitute for cable. For these reasons it is
considered appropriate for the assessment of the
proposed merger to regard cable and satellite as not
substitutable for the provision of international voice
telephony services at the required standards.

International direct dialled calls (IDD) still account
for the largest share of international voice telephony
services. IDD is an automatic method of making or
receiving telephone calls over the public switched
telephone network. Arrangements are made for the
calls to be carried by international operators over
the correspondent transmission facilities provided
between them. Customers. for IDD telephony
services are either at the wholesale or the retail level.
Wholesale customers are mainly telecoms companies
who buy switched interconnection  with
international transmission facilities owned by
existing facilities based operators. Retail customers
are both business and residential end-users.

(®) OJ L 223, 27. 8. 1994, p. 36.

(15)

(16)

(17)

International voice telephony services also are
provided through the use of international private
leased circuits (IPLCs) hired from facilities-based
operators. IPLCs are thus another way in which
international facilities are made available to
customers. They are contracts for utilization of
international transmission capacity on a purchase
basis, typically by either telephone operators or
retail business customers with high utilization needs.
At present, IPLCs are provided and charged in half
circuits. In the United Kingdom, BT or Mercury
provide a UK termination, and a notional half of
the international section, and a  distant
correspondent provides the other half-circuit and
termination in its country.

Audioconferencing

Audioconferencing is a liberalized service pursuant
to Commission Directive 90/388/EEC of 28 June
1990 on competition in the markets for
telecommunications services(*), as last amended by
Directive 96/19/EC (%), and consists essentially of the
supply of telephone conferences. It involves the use
of a computer managed system (known as a
‘bridge’) in which telephone conversations with
several conference participants are joined. The
conference may be facilitated by an operator or set
up automatically. The bridging equipment maintains
audio volume and clarity and permits participants to
be called into the conference by the conference
operator prior to the conference (‘call-out’
conferences), or to call in at a pre-arranged time
(“call-in’ conferences).

From the point of view of end-users,
audioconferencing can be regarded as being a
distinct relevant market. Possible functional demand
substitutes (such as videoconferencing or the
organization of meetings) are significantly more
expensive and it is unlikely that users of
audioconferencing services would switch to such
alternative arrangements in response to a small but
significant permanent increase in the prices for this
service.

The parties are both active in the provision of
audioconferencing services in the United Kingdom.
MCI, through its indirectly wholly owned subsidiary
Darome Teleconferencing UK (‘Darome’), provides
audioconferencing services in the United Kingdom
and, to a lesser extent, elsewhere in Europe.

(*) OJ L 192, 24. 7. 1990, p. 10.

() OJ L 74, 22. 3. 1996, p. 13.



L 336/4

Official Journal of the European Communities

8. 12. 97

{20)

21)

B. Relevant geographic markets

International voice telephony services

The parties are both active in the provision of
international voice telephony services. Both are
licensed to operate ‘as international facilities
operators in their respective countries and MCI has
been recently granted an international facilities
licence in the United Kingdom. Both own interests
in transatlantic submarine cables. From the
consumers’ point of view, the relevant geographic
market for international voice telephony services has
to be defined with reference to call traffic routes
between any. country pair, since different
international routes cannot be considered as viable
demand substitutes. From the supply side, according
to most of the operators contacted by the
Commission, the possibility of hubbing, i.e.
re-routing US-UK traffic through third countries,
does not appear to be a viable commercial
possibility at present, since under the existing system
of accounting rates and proportionate return it
would be more expensive than using direct routes.
Furthermore, two distinct geographic markets can
be identified within any international route, each
comprised of the originating bilateral traffic from
the countries concerned.  Although  some
opportunities exist for customers to take advantage
of price differentials between any pair of countries
(for example through calling cards and callback
services), for the time being these alternatives do not
seem to represent a significant competitive
constraint on domestic incumbent operators.
Therefore the relevant market for the assessment of
the proposed merger is the UK market for the
provision of international voice telephony services
on the UK-US route.

The parties have provided maps showing existing
transatlantic submarine cable capacity. According to
those maps, there are five principal cables — TATS,
PTAT1, TATY9, TAT11 and TAT12/13 — which
carry that traffic and which run between the United
Kingdom and the East Coast of America. These are
the cables identified as relevant to the assessment of
the proposed merger.

Audioconferencing
In their notification, the parties present the
audioconferencing market at a national level,

although they argue that the grographic scope of the
relevant market is broader or moving to a broader
scope. Responses to the Commission inquiry suggest

(22)

(23)

(24)

(25)

that the market could in principle be regarded as
national.

According to market sources, the bulk of
audioconferencing takes place within a national
market. Customers tend to look for supplies
primarily in the country from which they are
operating, although there can also be international
arrangements, in particular between the United
States and the United Kingdom. The supply of
audioconferencing services requires a dedicated sales
force in the country where the service will be
supplied. Customers do not generally purchase the
service globally or internationally, even if an
audioconference includes participants from different
countries.

C. Competitive assessment

Market shares in international voice telephony
services on the UK-US route

With revenues from UK customers of ECU [...](¢)
million, BT accounts for [...](") of the UK market
for outbound IDD calls along the UK-US route.
Mercury has [...](]) of the traffic and others
(mainly resellers) account for [...](®). In terms of
settlements paid by US correspondents on the
US-UK route, BT’s market share for inbound traffic
appears to be even higher, with revenues of ECU
[. . .}(°) million, representing [...] (") of the market.
Mercury, with [...] (%), accounts for the remainder.

In respect of IPLCs, BT has a market share of
[...1("), with Mercury accounting for the
remainder. These shares have been stable over the
past three years.

BT still also enjoys a very strong position in the
domestic markets. BT’s market share for national
trunk amounts to some [...](!°), with revenues of
more than ECU [...](¢) billion. For UK national
private circuits, BT has a market share of [...](*%)
by volume, with Mercury having .. .] (®), and others
accounting for the remainder. In respect of the local
loop, BT, with revenues of ECU [...](%) billion,
accounts for [...]('°) of the market.

In the published version of the Decision, some information
has been omitted and some figures replaced by ranges,
pursuant to the provisions of Article 17 (2) of Regulation
(EEC) No 4064/89 concerning non-disclosure of business
secrets.

Between 50 % and 70 %.

Less than 35 %.

Less than 15 %.

Over 75 %.
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(27)

{28)

(29)

The high market share of BT in the provision of
international voice telephony services on the UK-US
route, is underpinned by its current control of the
local loop in the United Kingdom. Given the time
leads and investments required for the development
of local networks, BT’s current dominant position
in this market is likely to remain in place in the near
future.

The accounting rate regime

Currently, the bulk of international telephone calls
are IDD. These are handled on a ‘correspondent’
basis, in which at least two international operators
are involved in the process of originating and
terminating (i.e. delivering) the call. The system for
determining and settling the required level of
payment between an originating and terminating
operator for the exchange of international call
traffic is known as the accounting rate regime.

An accounting rate is a negotiated rate between
international carriers, premised on the idea that the
carriers jointly provide international telephone
services by handing off traffic to each other at the
half-way point between two countries. Therefore, an
accounting rate is a specialized form of
interconnection tariff, that treats international
traffic differently from domestic traffic, in effect
bundling the provision of an international
half-circuit, the connection to an international
gateway switching in the destination country, and
the domestic termination of the call by carriers at
each end.

The accounting rate system was originally devised at
a time when each country had a monopoly provider
of international services. When the telecoms market
in one country of a given country pair is liberalized,
the problem then arises of redressing the balance of
the relationship between the monopoly provider,
and the suppliers of international telecoms services
in the liberalized country. This is why regulatory
intervention took place in the form of proportionate
return and parallel accounting arrangements. Under
the proportionate return rule any international
carrier in the liberalized country that enters into an
operating agreement with a foreign correspondent in
a non-liberalized country should receive an
allocation of return traffic from the foreign
correspondent that is proportionate to the amount
of traffic that the carrier sends outbound to the
foreign correspondent. Parallel accounting requires
that no carrier can agree with a correspondent on a
termination price which is different from the price
charged by the same correspondent to other
competing carriers in the same originating country.

(30)

(31)

(32)

"

The amount paid by the originating operator to the
terminating operator for completing calls is usually
half the accounting rate, and is known as the
settlement rate. In practice operators set off the
settlement rates they owe to each other, and if call
traffic is in balance between the two countries
concerned, very little money changes hands. But
where the traffic flows are greater in one direction
than the other — as it is currently the case between
the United States and the United Kingdom, with
more call traffic flowing to the United Kingdom
than is returned in the opposite direction — net
cash flows result. An operator who terminates more
traffic than he originates will find his settlement
revenues from the originating telephone operator
exceeding the settlement costs he is obliged to pay
out for the termination of his own outgoing calls.

Over time the cost of international tele-
communication has dropped, in recent years
quite sharply, as a result of the reduced cost of both
switching and transmission technology. However
accounting rates generally have not fallen in line
with the fall in underlying costs. Furthermore,
collection charges on end users are still set high
enough to cover all the notional settlement rate
costs, despite these being well above the costs to the
telecoms operators on each side of handling the
traffic on the same route.

The new regulatory framework and its impact on
the development of competition

The proposed merger takes place in the context of a
progressive move of many national regulatory
regimes towards full liberalization of their telecoms
markets. This process has been recently taken a
stage further in the United Kingdom by the
Government’s decision to open up the international
facilities market, followed by the issuing of 45 new
international facilities licences (IFLs) in January
1997, many granted to US carriers, and by the
removal of proportionate return requirements at the
UK side. On the US side, according to the new rules
recently laid down in the Flexibility Order of the
Federal Communications Commission (FCC) (1), US
carriers will be permitted to negotiate alternative
settlement payment arrangements that deviate from
the accounting rate regime with foreign
correspondents in countries which satisfy the
‘effective competitive opportunities’ test (ECO)
adopted by the FCC, or in any case where the US
carrier can demonstrate that the deviation from the
existing regime will promote market-oriented
pricing and competition, while precluding abuse of

FCC’s Fourth report and order in the matter of international

accounting rates, adopted on 26 November 1996.
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market power by the foreign correspondent. The
new rules also provide that, in order to get the
relevant FCC authorization, carriers who negotiate
alternative settlement arrangements affecting more
than 25 % of the outbound or 25 % of the inbound
traffic on a particular route will have to
demonstrate that the terms are not unreasonably
discriminatory, or will have to offer such terms on a
non-discriminatory basis to competing carriers.

As a result of these regulatory developments, the
option now exists for an international carrier
licensed in both the United States and the United
Kingdom of providing telephony services between
these two countries on an end-to-end basis, by
terminating calls at the foreign end of its own
international facilities and getting direct access to
the unbundled functions of the domestic network of
the foreign country, as well as whatever facilities of
its own it has established there.

Although it seems reasonable to expect competition
to develop further in the next few years on the route
between the United States and the United Kingdom
as a result of the new regulatory framework
described above, there is still considerable
uncertainty as to how and within what time-frame
the market will actually move away from the
existing regime of accounting rates to a system of
genuine cost-based termination charges.

In this respect, it is worth considering that the
prevailing accounting rate regime provides
incumbent telephone operators with very few
incentives to move to genuine cost-based
interconnection pricing. Present collection charges to
end users reflect the whole notional settlement rate
paid to a foreign terminating carrier, whilst
settlement revenues from incoming traffic are not
taken into account. Therefore, since accounting
rates are still above cost, incumbent telephone
companies earn significant net revenues from
switched international traffic. On the US-UK route,
this is especially true for UK incumbents, for whom

" the existing traffic imbalance with US carriers is

such as to generate a volume of settlement inflows
significantly ~ larger = than  their  settlement
outpayments to US correspondents. However, even
for US carriers who currently have a net outflow of
settlement payments, the revenues from return
traffic still leave them better off than they would be

{37)

(38)

if collection charges to end users were to be based
on the true costs of processing calls.

S

Given the lack of incentives on current incumbents
to move away from the accounting rate system, the
growth of competition, at least in the short to
medium term, is likely to depend to a large extent
on the entry of new operators. However, some
possible constraining factors, such as access to
transatlantic transmission capacity, as well as
domestic interconnection with transatlantic cable
capacity and local loop termination at either end,
appear to be of key relevance in this respect, and
therefore have to be taken into account in the
assessment of the proposed merger.

During the investigation of this merger, a number of
competitors have argued that equal access should be
imposed in the United Kingdom as a condition of
approval of the merger. Other competitors have
expressed the opposite view arguing that the current
system does not constitute a real barrier. Equal
access implies that customers making international
calls have to dial the same number of digits to select
any long distance carrier. Under the current
regulatory framework, BT would be the carrier
selected by default, whereas customers need to dial
additional digits to select any other carrier. The
Commission has concluded that the notified merger
itself has no impact on the possible difficulties
competitors might have as a result of the UK
regulations regarding numbering, which already
existed before.

Capacity on transatlantic transmission facilities

Existing transatlantic submarine cable capacity was
largely developed by consortia of telephone
operators, who each have percentage interests in the
cable relating to their level of contribution to the
costs of the venture. At the time of constructing the
cable, each consortium member will purchase the
capacity it requires (referred to as assigned
capacity). However, a cable is usually built with
spare capacity, and this is normally held in common
reserve. Members of the consortium can have this
capacity assigned to them, subject to the agreement
of other consortium members, provided they pay
the historic costs and maintenance and servicing
charges in respect of the share they are acquiring.
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(40)

(41)

Capacity in the common reserve consists of whole
circuits and is generally sold as such. However, the
regulatory rules which, until recently, prevented a
telephone operator from holding a facilities licence
at both ends of an international cable, meant that
whole circuits as such could be used only for transit.
If a circuit were to be used for the direct exchange
of bilateral IDD traffic over the public switched
network, it was necessary to configure it in the form
of a matching half circuit, that is to say, ownership
of a whole circuit would be split 50:50 between the
two facilities operators at each end of the cable.
Each operator would have to be in possession of the
relevant international facilities licence in the country
from which he was operating. IDD traffic could
then be exchanged between the two on a

* correspondent basis. As an alternative to outright

ownership of half circuits (only possible for
operators who were members of the original cable
consortium) half circuits might be leased or assigned
in the form of an indefeasible right of user (IRU —
see recital 41). On the UK-US transatlantic route, a
UK operator will own eastern half circuits (from the
United Kingdom to mid-Atlantic) which are
matched with western half circuits owned by a US
operator. Whole circuits in the ownership of a single
consortium member could be used for transit, or
might be of value against the possibility of
liberalization at the foreign end. Alternatively they
might have been leased out as IPLCs.

Once the cable is brought into service, it is usually
impossible to enter the consortium on the same
equity basis as the original participants. Any third
party wishing to acquire access must obtain it from
the existing incumbents. It has a choice of trying
either to obtain access to circuitry already assigned
to consortium members, or to capacity held in
common reserve.

In order to acquire already assigned capacity which
has been configured as a matching half circuit, it is
normally necessary to obtain the agreement from
the owners of both ends of the relevant half circuit.
Each half of the circuit can be leased out, typically
for periods of about a year, but longer periods can
be available. Alternatively the capacity can be
assigned on an IRU basis for the life of the cable
(IRUs are akin in many respect to ownership, but
generally provide no equity in the cable, nordo they
confer any vote on the relevant management
committees for the cable). Where, as would
normally be the case, each end of the circuit is
owned by a different operator, it is normally
necessary to get the consent of the owners of both
ends before any one end of a matched half circuit
can be assigned.

(42)

(43)

(44)

(%)
*3)
("
(%)

Where a third party wishes to obtain access to
capacity held in common reserve, it will need to
intercede with one or more consortium members in
order to get the capacity assigned to the appropriate
member(s), at which point IRUs can be assigned to
the third party. The mechanisms by which such
decisions are made, or how prices and terms are
agreed, are not fully transparent.

Availability of capacity on transatlantic cables

As regards current ownership of transatlantic cable
capacity, BT and MCI, together with AT&T, are
among the largest owners on the cables identified as
relevant to this assessment (see part B — Relevant
geographic markets).

The question of how much capacity is actually
available to BT and MCI has proved complex. On
both the eastern and the western ends of the
relevant transatlantic cables, an important share of
existing capacity is allocated to non-US or non-UK
operators who are not licensed to provide voice
telephony services on the US-UK route. Therefore,
their capacity is currently used essentially for transit
purposes (i.e. as an intermediate link for carrying
traffic going to some other countries) on the basis of
long-term  contracts with  their foreign-end
correspondents, which in turn implies that
non-negligible switching costs would have to be
borne if this capacity were to be re-allocated to the
UK-US route. On the basis of calculations made
from figures provided by the parties, once these
operators are left out of consideration, BT owns
some [...]() of total allocated capacity on the
eastern end of the relevant transatlantic cables, MCI
about [...]("%), AT&T about [...](**) and Mercury
about [...](**), whereas other US carriers such as
MFS/Worldcom and Sprint would each have less
than [...](**). On the western end, BT would be
entitled to some [...[](**), MCI about [...]("),
AT&T about [...](*%), MFS/Worldcom and Sprint
each about [...](*®), and Mercury about [...](*3).
These data imply that BT has the largest single share

Between 40 % and 50 %.

Less than 25 %.
Less than 30 %.
Between 40 % and 50 %.
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(47)

of capacity on the eastern end, and MCI and BT
together are the second largest owners on the
western end.

The parties have confirmed that if all BT-MCI
matched capacity and all BT and MCI whole circuit
capacity were combined, it would be possible to
carry all of BT’s and MCTI’s current US-UK traffic in
both directions. They also say that other carriers,
such as AT&T, have enough capacity to be able to
self-correspond for the entirety of their current
switched traffic on the US-UK route. They have
however, argued that for a more appropriate
calculation of their capacity entitlements along the
US-UK route, it would be necessary to exclude
capacity which they either currently use or .have
acquired for transit purposes (i.e. to carry traffic
terminated by correspondents in countries other
than the United Kingdom or the United States) as
well as their capacity in cables which also land in
countries other than the United Kingdom, as far as
this capacity is assigned to different routes.

All the relevant transatlantic cables also have
landing points in countries other than the United
Kingdom (such as France, Spain and Ireland) and
circuits are usually bought for carrying traffic on
specific routes. However, as confirmed by responses
from major competitors, unlike other cables, circuits
bought on TAT 12/13 for the US-France route
could in principle also be utilized for US-UK traffic
subject to the consent of consortium members, since
the specific configuration of the cable (designed as a
ring system between the United States, the United
Kingdom and France) allows for traffic to be routed
either way round the ring.

The issue of transit capacity is more difficult since
almost all of the parties’ overlapping capacity is
made up of whole circuits which have only recently
been acquired on TAT 12/13 and hence are still
unused. Therefore, unlike the transit capacity owned
by non-US or non-UK operators, this capacity could
in principle be allocated to the UK-US route without
the parties having to incur significant switching
costs. In any case, even if the capacity which the
parties claim to be reserved for their transit needs
was left out, if similar deductions were also made
for the parties’ major competitors on the UK-US
route, the proposed merger would still result in an
overlap of about [...](*) of the overall eastern end
capacity (or 126 2Mbit circuits on an estimated
total of [...]("7) 2Mbit circuits), the overwhelming

(1%) Less than 15 %.
(*") Deleted. Business secret.

part of which is on TAT 12/13, significant enough to
reinforce the already strong position held by BT.

(48)

(49)

(50)

Furthermore, according to data provided by the
parties, at the date of notification there was still
sufficient unallocated capacity in TAT 12/13 to
accommodate the needs of newly licensed operators
in the United Kingdom. However, at the last
allocation round in TAT 12/13, which took place in
January 1997, BT and MCI, bought significant
amounts of new capacity ([...](**) and [...]('%)
2Mbit/s whole circuits, respectively). Other
consortium members, such as AT&T, also bought
capacity according to their percentage ownership in
that cable. These acquisitions have been on a scale
sufficient to provoke complaints from prospective
operators (i.e. those who have recently been granted
international facilities licenses in the UK) that there
is now virtually nothing left for new operators on
that cable. Indeed, only [...](*") of the design
capacity of this cable (corresponding to about
[...](*) of total capacity on all the relevant
transatlantic cables) remains unassigned. However,
currently outstanding request from consortium
members on TAT 12/13, including BT and MCI
themselves, greatly exceed the amount of this
common reserve capacity making it even more
difficult for new operators to enter the market.

The parties contend that, irrespective of whether
there is currently adequate spare capacity on
existing cables, large amounts of additional capacity
will soon be made available as a result of both the
prospective upgrading of TAT 12/13 (which, by the
introduction of new transmission technology, would
double the system’s current capacity) and the
coming on stream of new cables, such as the
planned Gemini cable venture between MFS and
Cable & Wireless (which is expected to double the
total existing transatlantic capacity).

Notwithstanding expected new capacity
developments, consortium members will still have
options in the allocation of any extra-capacity
resulting from the upgrading of TAT 12/13.
Furthermore, since the additional capacity resulting
from the upgrading of TAT 12/13 or the full entry

. into service of the new Gemini cable is not likely to

('®) Deleted. Business secret.

(") Less than 15 %.
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(52)
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become available before the end of 1998, the
question still remains as to whether it will be
sufficient to keep pace with the continuing increase
in demand. There is a general consensus that the
demands on cable capacity are set to rise and some
respondents expect that, due to the extremely high
capacity requirements of the Internet community,
and the large number of prospective new entrants
following the forthcoming liberalization of
European telecoms markets, even this additional
capacity will soon be insufficient or, will at best,
offer only temporary relief. It may be recalled that
TAT 12/13 entered into full service only at the
beginning of 1996, and that it took only six to nine
months for requests for additional allocation from
existing operators to exhaust virtually all of the
remaining capacity available on that cable.

Consequently, the entry of new facilities operators
in the market for international voice telephony
services on the US-UK route will to a large extent
depend on whether and on what cost terms
sufficient capacity will be made available to them by
the incumbent carriers. As far as the parties are
concerned, there are no specific obligations on them
to release capacity and they could refuse, for
example, if they felt they needed the capacity
themselves.

Domestic interconnection with transatlantic cable
capacity and local loop termination

Any traffic carried on an international cable has to
pass through the cable head facilities at each end in
order to be terminated in the country concerned.
Through backhaul facilities, international calls are
run from the cable landing station to some suitable
point of interconnection with a domestic network
and then to a local network (the ‘local loop’) for
final delivery.

International calls are at present charged to
corresponding operators according to the settlement
rate system, where non-cost-based charges are
agreed for terminating calls originating from
abroad. This reflects the traditional market structure
for international calls
monopoly carriers agree to terminate each other’s
traffic. In the United Kingdom the granting of 45
new international facilities licences  should
encourage competition in this area and a move to
cost-based termination.

The Community directives currently in force in this
area (Directive 95/62 of the European Parliament

where nationally based”

(35)

(56)

(57)

and of the Council of 13 December 1995 on the
application of open network provision (ONP) to
voice telephony) (2°) and Directive 90/388/EC set out
specific rules to ensure that reasonable requests for
interconnection are met on the basis of
non-discriminatory, proportionate and transparent
terms and conditions. Under those rules, Member
States are to establish directly - the necessary
conditions and requirements for interconnection if
commercial negotiations do not lead to an
agreement within a reasonable period and they are
to ensure that the cost accounting systems used by
the operators with regard to the provision of voice
telephony and public telecommunications networks
identify the cost elements relevant for pricing
interconnection offerings.

BT is also obliged under its licence in the United
Kingdom to publish separate accounts for its
business” activities (including  interconnection
services). It is also obliged to publish, amongst other
things, its cost-oriented charges for interconnecting

services and the costs from which such charges are

derived. BT is currently obliged to provide other
operators with access to cable landing stations and
interconnection to its switched network, both at
cost-based terms. BT is also subject to
no-undue-discrimination and fair-trading conditions
in its licence. Access to BT’s facilities is therefore to
be provided on the same terms to other operators as
those on which BT provides access and services to
itself.

Oftel, the UK telecomunications regulator, currently
sets the interconnection charges for BT services to
other licensed UK network and ISR operators.
Charges are set on a fully allocated cost basis. For
the future, it is anticipated that, from October
1997, BT will set its own charges within a defined
framework. BT’s interconnection charges will be
based on long-run incremental costs and, where
there is no effective competition for services, will be
subject to price caps. Oftel will set the initial rate
which will be subject to a price cap reducing the
real charge each year to reflect expected efficiency
improvements. Under this framework, two baskets
of interconnection services will be established. Call
termination will be strictly regulated as a bottleneck
service in separate basket. Other services, such as
in-span handover and customer-sited handover, will
be subject to their own separate price caps.

In relation to backhaul, prices are based upon
droit-de-passage prices which are comparable to the

- (¥ OJ L 321, 30. 12. 1995, p. 6.
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prices offered for other inland private circuits.
Separate prices have been offered for backhaul in
the market for some months. Oftel is monitoring
the prices offered by BT closely. The entrance of
alternative backhaul providers in the market, such
as Energis and MFS, makes it reasonable to expect
that competition in the supply of these facilities will
develop further in response to increasing demand
from the newly licensed operators in the
international voice telephony market.

Impact of the merger

By bringing together BT’s and MCI’s cable capacity
on the UK-US route, the merger would provide the
parties with the possibility of ‘self-corresponding’,
that is to say, they could carry their transatlantic
traffic over end-to-end connections owned entirely
by them. The merged entity would therefore be able
to internalize settlement payments for all of the
traffic which BT and MCI currently send to each
other on a correspondent basis as well as to benefit
from the more efficient use of transmission capacity
which it would be allowed to use because of the
time zone differences between the United States and
the United Kingdom.

This possibility of self-corresponding is not available
at present to any other existing competitor on the
UK-US route having a significant outbound traffic
from the United Kingdom. Given their large traffic
volume and the internalizing of settlement
payments, the parties would have a cost structure
not easily replicable by others. In its decision to
open a second-phase investigation in the present
case, the Commission had doubts that this
possibility could lead to hubbing and traffic
diversion on US-Europe routes in a way which
could have weakened the competitive position of
BT’s competitors in the United Kingdom. The
second-phase enquiry has shown, however, that the
precise pattern of such traffic diversion would
depend also on the reaction of competitors and
therefore cannot be established with certainty.
Moreover, since the undertakings submitted by the
parties (see part VI below) will facilitate
self-corresponding by other carriers, the issue of
traffic diversion does not need to be analysed any
further.

In principle, any move away from the accounting
rate regime to a system of cost-oriented termination
charges is to be considered as a positive
development of competition, provided that sufficient
competitive constraints make it possible for
consumers to benefit from lower charges. Given
BT’s and MCI’s combined position on the UK-US

(61)

(62)

(63)

cable capacity and BT’s position in the generation of
outbound traffic from the United Kingdom, the
merged entity would be in a position to prevent
other incumbents from providing end-to-end
services for a significant volume of traffic. The
merged entity could thereby prevent the
development of a sufficient competitive constraint
on the UK-US route for the expected benefits to be
passed on to consumers of international voice
telephony services in the United Kingdom.

That is mainly due to the fact that, because of BT’s
dominant position in the market for international
voice telephony services on the UK-US route, most
of the US carriers’ transatlantic cable capacity is
made up of western half circuits currently matched
with BT at the eastern end. BT’s consent would thus
be required in order for them either to obtain whole
circuits by swapping part of their western capacity
with BT’s relevant half circuits, or to have their
western half circuits matched with other UK
correspondents.  Since commercial agreements
between capacity owners would have to be reached,
the time required for any such reconfiguration
would depend to a large extent on BT’s willingness
to cooperate.

Furthermore, the existing accounting rate regime
generates few incentives for all incumbent operators
to move to cost-based termination rates because it
allows them to earn significant revenues from
setting collection charges to end-users higher than
the true cost of processing calls. It seems therefore
reasonable to argue that, in the market for
international telephony services on the UK-US route,
the pace at which competition can be expected to
take place and benefits from lower provision costs
to be passed on to consumers depend to a large
extent on the entry of new international facilities
operators. In order to gain market shares, they will
have to offer attractive collection rates to customers
and are likely to be more willing than incumbent
carriers to by-pass the accounting rate system, either
by trying to negotiate cost-based termination
charges with foreign operators, or by finding ways
of self-corresponding.

Many of the new facilities licensees in the United
Kingdom are already active in the business of
international simple resale (ISR). They provide
services, mainly at the wholesale level to domestic
network operators and to large retail business
customers, on authorized international routes
(including UK-US), by hiring IPLCs from either BT
or Mercury and carrying traffic on those lines.
However, although the use of private circuits allows
ISR operators to by-pass the accounting rate regime
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and enables them to offer rates usually below those
of incumbent facilities-based operators, IPLCs are
only provided on a retail cost-plus basis, which
makes them significantly more expensive: than IRU
capacity. Access to IRU capacity at reasonable terms
and conditions thus appears to be an essential
requirement for permitting the entry of the new IFL
operators, and thereby the full development of

competition on the UK market for international

telephony services.

As illustrated above, there is currently a capacity
shortage on existing transmission facilities between
the United Kingdom and the USA, as well as
substantial uncertainty as to whether additional
capacity on planned cables will be sufficient to
accomodate the needs of a rapidly increasing
demand. In this context, given the parties’ capacity
entitlements particularly on the UK end of existing
transatlantic cables, the proposed merger, as
notified to the Commission, would be likely to
strengthen BT°s dominant position in the market for
international voice telephony services on the UK-US
route.

Such a reinforcement would result from the parties’
increased control of cable capacities and from their
unique position to self-correspond in a way which
would not be available to their existing competitors.
Furthermore, the combination of BT’s and MCD’s
cable capacities would allow the merged entity
further to restrict or control the entry opportunities
for the prospective new operators. The notified
merger would therefore enable BT to weaken
significantly  the  development of effective
competitive constraints on its market behaviour in
the provision of international voice telephony
services on the UK-US route. However, the
undertakings submitted by the parties (see part VI
below) to make available all their overlapping
transatlantic cable capacity resulting from the
merger and to ease self-corresponding by established
competitors remove the competition concerns

outlined above.

Audioconferencing

BT and MCI, (the latter through Darome), compete
in the United Kingdom in the supply of
audioconferencing services. Darome also operates in
the Community in Germany, France and Ireland.
Daromeé’s main revenues in the Community are
generated in the United Kingdom. Darome also
subcontracts services to Mercury, the revenues for
which account for an additional [. . .](*') of the total
UK market. The parties estimated that BT has a
market share of about [...](*?) in the United

(*') Less than 15%.
(32) Between 50 % and 60 %.

Kingdom and [...](*)) in the Community as a whole.
They estimate MCI’s shares as [...](**) in the United
Kingdom and [...](*) in the Community as a whole.

(67)

(68)

(69)

The combined market shares of BT and MCI
in the provision of audioconferencing in the United
Kingdom present the following picture:

1993 1995

BT

MCI
Combined
Others

Market value
(million Ecus)

() Deleted. Business Secret.
(Source: parties’ notification).

None of the other competitors account for a market
share exceeding 10 %. The combined share of BT
and MCI has been growing significantly during the
last three years, reaching a level of [...](¥) in
1995.

The parties have stressed that those figures represent
their best estimates, since reliable figures on total
market are not available. Independently of the
accuracy of the figures, it is clear that the notified
merger leads to the combination of the two main
competitors in this market, the remaining suppliers
accounting only for a small fraction of the
combined BT/Darome value sales.

Barriers to entry

The parties have argued that the notified transaction
does not create or reinforce a dominant position in
the supply of audioconferencing services in the
United Kingdom because the market is relatively
immature and growing at high rates each year (the
table in recital 61 shows that the market has almost
doubled in the period 1993-95). This high growth
should attract entry, in particular because barriers
are relatively low. The parties have indicated in this
respect that exclusive distribution does not play a

(*}) Between 30 % and 40 %.
(**) Less than 25 %.
(¥%) Over 80%.
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(71)

(72)

(73)

(74)

significant role in this market; and that the
investments  necessary to  start up  an
audioconferencing business are relatively low.
Furthermore, they have indicated that the existing
regulatory controls in the United Kingdom would
prevent the merged entity from discriminating
against potential competitors regarding terms for
granting access to basic services.

The Commission’s inquiry has confirmed that the
necessary  investments to  set up  an
audioconferencing business are limited. A small
start-up company might have total fixed assets
worth less than £ 1 million. In terms of equipment,
basically a bridge is required, costing less than
£ 500 000. For audioconferencing, there is no need
for on-premises equipment at the customers’ site. It
has to be concluded that investment in equipment is
not the main obstacle to entering the market.

According to market sources, however, the fact that
the audioconferencing market is expanding at high
rates does not make entry easier. The market is
growing basically by reason of increased use of
audioconferencing services by established customers,
rather than by reason of an increase in the number
of customers. According to those sources, this
renders entry more difficult, since the entrant has to
make BT and Darome customers switch to a new,
unproven supplier.

If investment requirements are relatively low,
barriers to entry might be important since
audioconferencing is more software/service led than
hardware/technology led. In this context, the
reputation and proven record of incumbents might

prove difficult to challenge, in particular since

audioconferencing services typically represent only a
fraction of the costs of the telecommunication
services.

Revenues from audioconferencing arise from
invoicing the client for the service as such
(managing and monitoring the audioconference by a
service operator, typically the supply of minutes or
tapes recording the audioconference) and for the
call minutes used by the participants to the
audioconference. The revenue arising from the
minutes of traffic reverts to the telecommunication
operator owning the lines over which the calls are
made, and not to the audioconference service
provider. This makes it more difficult for a new
entrant to generate sufficient revenues to make entry
attractive. Furthermore, the very strong position of
a combined BT/Darome entity, accounting for about
[...](*¥) of the market, makes it more difficult for
an entrant to generate the minimum revenue to be
profitable.

(2¢) Over 80 %.

(75)

(76)

*)

It appears, therefore, that barriers to entry can be
substantial and can effectively prevent entry at a
sufficient scale to compete with a merged
BT/Darome. The operation as notified, would then
create or reinforce a dominant position in the
provision of audioconferencing services in the
United Kingdom. However, the undertaking
submitted by the parties (see part VI), by which
Darome will be divested, should effectively address
the competition concerns outlined in the preceding
paragraphs.

V1. UNDERTAKING SUBMITTED BY THE PARTIES

In order to resolve the concerns raised by the
Commission about the proposed merger’s likely
impact on competition, the parties have offered to
enter into the following commitments:

‘1. Cable capacity between UK and US at the
Eastern end

The Commission’s concern was that, in the context
of the UK-US international direct dial (“IDD”) and
international private leased circuits (“IPLCs”)
services, there was a potential bottleneck on the
eastern end of the transatlantic cables used to carry
such services between the United States and United
Kingdom.

In order to achieve clearance of the proposed

concentration (the “merger”) between British
Telecommunications ple  (“BT”) and MCI
Communications  Corporation  (“MCI”), the

notifying parties undertake for 12 months from the
date of the Commission’s decision clearing the
merger:

(a) that the number of circuits representing the
parties’ current “overlapping” (*) capacity as is
designated to provide such services between the
United Kingdom and United States will be
made available without delay for sale on TAT
12/13 (either the eastern half or on a full circuit
basis) on an indefeasible right of user (“IRU”)
basis to any new international facilities

Overlapping capacity is the increment to eastern end
capacity acquired by the merged entity as a result of the
acquisition of MCD’s capacity. Capacity terminating in the
United Kingdom and used or designated for extension to
third countries, or capacity terminating in third countries
and not used or designated for extension to the United
Kingdom, is excluded.
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operators (“IFL operators”) in the United
Kingdom. (This applies to 126 2 Mbit whole
circuits).

In the event that additional “overlapping”
capacity is acquired from the currently
remaining design capacity on TAT 12/13 that is
to be allocated amongst co-owners in or about
June 1997, the number of the circuits
representing the additional overlap will also be
made available without delay for sale on an
IRU basis.

Circuits made available in accordance with this
paragraph will be sold on a non-discriminatory
cost basis agreed with the Office of
Telecommunications (“Oftel”), i.e. based upon
the sum of the capital cost of the capacity,
interest and maintenance charges less BT’s
share of the TAT 12/13 consortium’s profits
made by selling the capacity at a price above its
modern equivalent asset valuation. BT will
apply this formula until such time as another
basis may be agreed with Oftel.

The circuits referred to in this paragraph (a)
will be offered for sale as a priority to UK IFL
operators who are neither co-owners nor
affiliated with a co-owner in TAT 12/13; and to
UK [IFL operators who are co-owners or
affiliated with a co-owner in TAT 12/13 but
whose existing ownership interest does not
exceed 0,2% of the design capacity of the
system, on the understanding that this capacity
is not designated for transit.

In the event that the offered capacity is not
fully taken up by 31 December 1997, it will be
made available to operators on a basis to be
agreed with the Commission;

to convert BT’s UK/US IPLCs (eastern end half
circuits) currently used for international simple
resale (“ISR”) into IRUs at the request of the
ISR operator. (This applies to the equivalent of
[. . .1(*) half circuits).

BT undertakes to convert such IPLCs into IRUs
in such a manner that ISR operators who
become IFL operators will be in the same

(¥7) Deleted. Business secret.

financial position as if their IPLCs had been
scheduled to terminate on the date on which
the conversion takes place;

(c) to sell to US correspondents or to their UK
affiliates, at their request and without delay,
eastern end matched half circuits currently
owned by BT and used for the joint provision
of IDD/IPLC service with these correspondents.
(This applies to [...](*®) half circuits); and

(d) upon request of the Commission, to submit a
report on the status of the implementation of
this undertaking (including the use of non
US-UK capacity on TAT 12/13).

The transfer of eastern end capacity will be in
accordance with BT’s UK licence conditions
and subject to the supervision of the UK’s
independent regulatory authority, Oftel.

2. Audioconferencing

The Commission expressed its concerns over the
combined share that would result if the
audioconferencing businesses of BT and MCI in the
UK were to be merged.

The parties agree to arrange for the divestment of
the audioconferencing business carried out by
Darome in the UK (the “Business”), as a going
concern, on the following basis:

(a) the parties shall, with effect from completion of
the merger, use their best efforts to arrange the
sale of the Business, at fair market value,
including all its assets and intellectual property
rights required for its current operations;

(b) the parties shall maintain the Business as a
legally separate entity and shall operate it in a
manner which enables it to maintain its
viability, marketability and value pending its
sale and final disposal;

(c) prior to the sale of the Business, the parties
shall hold separate the Business from the
audioconferencing business of BT in the UK.
Structural changes to the Business, until the
date of such sale, shall not be undertaken by
the parties until two weeks after the parties
shall have informed the Commission of any
such proposed change and the Commission
shall not have explicitly opposed such proposed
change in writing;

(2%) Deleted. Business secret.
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(d) prior to the sale of the business, the parties
ensure that the Business is managed separately
from the audioconferencing business of BT in
the  United Kingdom, with  separate
management. The parties shall not appoint or
second employees from BT’s audioconferencing
business to the management of the Business;

(e) the  parties shall ensure that = the
audioconferencing business of BT does not
obtain any business secrets relating to the
Business;

(f) the parties shall, as soon as reasonably

practicable after receipt of the Commission’s .

decision clearing the merger, submit to the
Commission a list of three nominations of
accountancy firms or investment banks. One
such firm or bank shall be appointed, subject to
the approval of the Commission, as an
independent expert. Such expert shall, if the
Commission so requests, report to the
Commission and the parties on whether or
not the parties are complying with
subparagraph (b) above;

(g) if, after [...](¥’) from the date of completion of
the merger (the “first stage”), the Business has
not been sold, the parties shall appoint, subject
to the approval of the Commission, a trustee in
relation to the Business (such trustee may be
the expert appointed in accordance with
subparagraph (f) above). The terms of
appointment shall be such that the trustee shall
use his best efforts to sell the Business at fair
market value and such other terms as may be
agreed between the parties and the Commission
within [...](?) from the end of the first stage
(the “second stage”);

(h) if the trustee has not sold the Business in
accordance with subparagraph (g) above by the
end of the second stage, the trustee shall be
obliged to sell the Business for the best possible
price he is reasonably able to obtain within
[ . .](*% from the end of the second stage. (The
remaining terms and conditions of the trustee’s
appointment shall continue to apply.); and

(i) the parties or the trustee, as the case may be,
shall notify the Commission in writing of the
identity of the proposed purchaser of the
Business. If, within 10 working days of receipt
of such notification, the Commission has not
informed the parties in writing to the contrary,
the proposed purchaser shall be deemed to be
acceptable to the Commission.

(?°) Deleted. Business secret.
(%) Deleted. Business secret.

(77)

(78)

(79)

3. General matters

These commitments shall cease to have effect if the
merger is not completed’.

VII. ASSESSMENT OF THE UNDERTAKING

- Cable capacity between the United Kingdom and United

States at the eastern end

The commitments offered by the parties with regard
to their current and prospective overlapping
capacity on TAT 12/13 should be sufficient to allow
for the entry of new IFL operators at prices
corresponding to BT’s true cost of purchasing
capacity from the cable consortium. TAT 12/13 is
the newest and largest transatlantic cable between
the United Kingdom and United States and capacity
on that cable is said to be much cheaper than the
next cable in order of ascending cost on the same
route. Furthermore, the parties’ capacity on TAT
12/13 will be made available, on request, on a
whole circuit basis, which is likely to ease the entry
of prospective competitors, since they will not
necessarily have to pay call termination charges to
any correspondent on the other end, nor to
persuade that correspondent either to offer
cost-based termination rates or to sell to them IRUs
on its matching half circuits.

Many of the new facilities licence holders are
already active as resellers. In recent years telecoms
companies practising ISR have been the most
effective competitive challenge to the BT-Mercury
duopoly in the United Kingdom. However, resellers
can only operate by hiring IPLCs from either BT or
Mercury at retail prices, which inevitably limits their
competitive impact on the market behaviour of
incumbent facilities-based operators. At present they
face the same problem as any new entrant seeking
cost-based facilities, namely little available capacity,
but their problem is exacerbated by the financial
burden of existing IPLCs, which they must continue
to pay for or face penalties for early cancellation.
BT’s commitments to allow ISRs to convert existing
IPLCs to IRUs on the terms and conditions
illustrated above should address the problem by
enabling those companies to transform their leased
lines to cost-based facilities networks.

Finally, the parties’ existing competitors could in
principle decide to respond to the merger either by
self-corresponding or by re-arranging traffic flows
between themselves in order to keep up with
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{80)

(81)

(82)

they may be prevented from doing this as long as
many of the US carriers’ existing half circuits remain
configured with BT at the eastern end, as at present.
It would be relatively simple, from a technical point
of view, to reconfigure such circuits in order to have
them no longer matched with BT, but this would
require BT’s consent, which might not be readily
forthcoming. The alternative of acquiring new
capacity would not be available until new cables
came on stream. The offer to allow BT’s US
correspondents to reconfigure their half circuits
currently matched with BT at the eastern end should
increase the speed at which competitors can either
get access to end-to-end transatlantic circuits in
order to self-correspond themselves, or to change
their own existing correspondent relationships on
the UK-US route.

The effect of the commitments submitted by the
parties will be that (i) cable capacity will be made
available to new entrants, and (ii) established
incumbents which already have access to cable
capacity will be in a position to self-correspond in
the UK-US route if they so wish. Therefore, any
reinforcement of a dominant position arising from
the notified merger is effectively removed by the
commitments.

Audioconferencing

The parties’ commitment to arrange for the
divestiture of Darome implies that there should be
no further concentration of supply of
audioconferencing services in the United Kingdom
arising from the notified operation, nor any
addition of sales and market shares to the
pre-merger position of BT’s audioconferencing
business in the UK.

For these reasons the Commission considers that the
parties’ undertaking, provided it is properly
discharged, should serve to address the competition
concerns outlined above and ensure that the
proposed merger does not result in a reinforcement
of BT’s dominant position in the market for
international voice telephony services on the UK-US
route, nor in the creation or reinforcement of a
dominant position of the merged entity in the UK
market for audioconferencing services.

The Commission will monitor the implementation
of that undertaking by requesting reports as and

(84)

paragraph 1 (d) of the parties’ undertaking.

VIII. CONCLUSION

The concentration notified by BT and MCI on
18 December 1996 relating to the full merger
between the notifying parties should be declared
compatible with the common market and the
functioning of the EEA Agreement subject to the
condition of full compliance with the commitments
made by the parties, in their undertaking to the
Commission, in respect of their current and
prospective capacity entitlements on submarine
transatlantic cables and the Darome
audioconferencing business, as set out in recital 76
of this Decision,

HAS ADOPTED THIS DECISION:

Article 1

The concentration notified by BT and MCI on

18 December 1996, relating to the full merger of their
respective businesses, is declared compatible with the

common market and the functioning of the EEA

Agreement subject to the condition of full compliance

- with the commitments made by the parties, in their

undertaking to the Commission, as set out in recital 76
of this Decision.

Article 2

This Decision is addressed to:

British Telecommunications plc
81 Newgate Street
London EC1A 7A]

and

United Kingdom

MCI Communications Corporation

1801 Pennsylvania Avenue, NW

Washington, DC 20006
USA.

Done at Brussels, 14 May 1997.

For the Commission
Karel VAN MIERT

Member of the Commission
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COMMISSION DECISION

of 30 July 1997

declaring a concentration compatible with the common market and the functioning of the EEA

Agreement

(Case No IV/M.877 — Boeing/McDonnell Douglas)

(Only the English text is authentic)

(Text with EEA relevance)

(97/816/EC)

THE COMMISSION OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European
Community,

Having regard to the European Economic Area (EEA)
Agreement, and in particular Article 57 (1) thereof,

Having regard to Council Regulation (EEC) No 4064/89
of 21 December 1989 on the control of concentrations
between undertakings('), as amended by the Act of
Accession of Austria, Finland and Sweden, and in
particular Article 8 (2) thereof,

Having regard to the Agreement between the European
Communities and the Government of the United States of
America regarding the application of their competition
law (3), and in particular Articles I and VI thereof,

Having regard to the Commission decision of 19 March
1997 to initiate proceedings in this case,

Having given the undertakings concerned the opportunity
to make known their views on the objections raised by
the Commission,

Having regard to the opinion of the Advisory Committee
on Concentrations (%),

Whereas:

(1) ‘On 18 February 1997, the Commission received
notification of a proposed concentration pursuant
to Article 4 of Regulation (EEC) No 4064/89
(Merger Regulation) by which the Boeing

(Y) OJ L 395, 30. 12. 1989, p. 1; corrected version OJ L 257,
21. 9. 1990, p. 13.

(3) OJ L 95, 27. 4. 1995, p. 47.

() OJ C 372, 9. 12. 1997.

Company (Boeing) would acquire control within
the meaning of Article 3 (1) (b) of the Merger
Regulation of the whole of McDonnell Douglas
Corporation (MDC). .

After examination of the notification, the
Commission decided on 7 March 1997 to continue
the suspension of the concentration until a final
decision was  reached. The Commission
subsequently concluded that the proposed
concentration falls within the scope of the Merger
Regulation and raised serious doubts as to its
compatibility with the common market, and by
decision of 19 March 1997 it accordingly initiated
proceedings pursuant to Article 6 (1) (c) of the
Merger Regulation.

1. THE PARTIES

Boeing is a United States corporation whose shares
are publicly traded. Boeing operates in two
principal areas: commercial aircraft, and defence
and space. Commercial aircraft operations involve
development, production and marketing of
commercial jet aircraft and providing related
support services to the commercial airline industry
worldwide. Defence and space operations involve
research, development, production, modification
and support of military aircraft and helicopters and
related systems, space systems and missile systems,
rocket engines, and information services.

MDC is a US corporation whose shares are
publicly traded. MDC operates in four principal
areas: military aircraft; missiles, space and
electronic  systems; commercial aircraft; and
financial services. Operations in the first two
industry areas involve the design, development,
production and support of the following major
products: military transport aircraft; combat
aircraft and training systems; commercial and
military  helicopters and ordnance; missiles;
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satellites; launching vehicles and space station
components and systems; lasers, sensors; and
command, control, communications, and
intelligence systems. In the commercial aircraft area
MDC designs, develops, produces, modifies and
sells commercial jet aircraft and related spare parts.
MDC is also engaged in aircraft financing and
commercial equipment leasing and in the
commercial real estate market, for itself and for
commercial customers.

II. THE OPERATION

On 14 December 1996, Boeing and MDC entered
into an agreement by which MDC would become a
wholly owned subsidiary of Boeing.

lII. THE CONCENTRATION

The operation constitutes a concentration within
the meaning of Article 3 of the Merger Regulation
since Boeing acquires within the meaning of
Article 3 (1) (b) of the Regulation control of the
whole of MDC.

IV. THE COMMUNITY DIMENSION

Boeing and MDC have a combined aggregate
worldwide turnover in excess of ECU 5 billion
(Boeing ECU 17 billion, MDC ECU 11 billion).
Each of them has a Community-wide turnover in
excess of ECU 250 million (Boeing [...](*), MDC
[...]), but they do not both achieve more than two
thirds of their aggregate Community-wide turnover
within one and the same Member State. The
notified operation therefore has a Community
dimension.

V. THE IMPACT OF THE OPERATION WITHIN
THE EUROPEAN ECONOMIC AREA

Not only does the operation have a Community
dimension within the legal sense of the Merger
Regulation (Section IV above), it also has an
important economic impact on the large
commercial jet aircraft market within the EEA, as
will be shown below in Section VII ‘Competitive
assessment’.

The relevant market for the purposes of assessing
the operation is the world market for large
commercial jet aircraft. The EEA is an integral and
important part of this world market, and its

(*) In the published version of the Decision, some information
has hereinafter been omitted, pursuant to the provisions of
Article 17 (2) of Regulation (EEC) No 4064/89 concerning
non-disclosure of business secrets.

(10)

(11)

(12)

competitive structure is very similar. According to
Boeing’s 1997 Current Market Outlook, European
airlines will account for about 30 % of cumulated
forecast world demand over the next ten years.
The average market shares of Boeing and MDC in
the EEA over the last 10 years have been 54 % and
12% respectively (in the world 61% and 12%
respectively). As far as the existing fleet in service
in the EEA is concerned, Boeing has a share of
about 58 %, MDC about 20 %, and Airbus about
21% (%) (corresponding world figures are 60 %,
24 %, and 14 %).

It is therefore evident that the operation is of great
significance in the EEA as it is in the world market
of which the EEA is an important part.

VI. COOPERATION WITH THE US AUTHORITIES

In compliance with the Agreement between the
European Communities and the Government of the
United States of America regarding the application
of their competition laws (‘the Agreement’), the
European Commission and the Federal Trade
Commission have carried out all necessary
notifications. Pursuant to Article VI of the
Agreement, the European Commission has sought
an appropriate way to take account of important
national interests of the United States, particularly
those stemming from the consolidation of the US
defence industry. Furthermore, pursuant to
Article VI of the Agreement, the European
Commission notified to the US authorities on
26 June 1997 its preliminary conclusions and
concerns and asked the Federal Trade Commission
to take account of the European Union’s important
interests in safeguarding competition in the market
for large civil aircraft. Chairman Pitofsky of the
Federal Trade Commission responded with a letter
the same day indicating that the Federal Trade
Commission would take into account the expressed
interests of the European Communities when
reaching its decision. On 1 July 1997, the Federal
Trade Commission reached a majority decision not
to opposte the merger.

On 13 July 1997, pursuant to Articles VI and VII
of the Agreement, the US Department of Defence
and Department of Justice, on behalf of the US
Government, informed the European Commission
of concerns that: (i) a decision prohibiting the
proposed merger could harm important US defence
interests; (ii) despite any measures the Commission
could impose on a third party purchaser, a
divestiture of Douglas Aircraft Company (DAC)

(®) Source: UK Department of Trade and Industry.
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would be likely to be unsuccessful in preserving
DAC as a stand-alone manufacturer of new
aircraft, resulting in an inefficient disposition of
whatever of DAC’s new aircraft manufacturing
operations that potentially could be salvaged by
Boeing, and in the loss of employment in the
United States; and (iii) any divestiture of DAC to a
third party that would not operate DAC as a
manufacturer of new aircraft would be
anti-competitive in that it would create a firm with
the incentive and means to raise price and diminish
service in respect of the provision of spare parts
and service to DAC’s fleet-in-service, a large
portion of which is owned by US airlines. The
Commission took the above concerns into
consideration to the extent consistent with
Community law. In particular, as far as US defence
interests are concerned, the Commission has in any
event limited the scope of its action to the civil side
of the operation since it has not established that a
dominant position has been strenghtened or
created in the defence sector as a result of the
proposed concentraion. The Commission has not
pursued further the concerns it expressed in its
‘Statement of objections’ concerning the effect of
the concentration on the international market for
fighter aircraft. As far as DAC is concerned, the
Commission, for reasons outlined below, has not
considered a divestiture as a remedy to resolve the
competition ~ problems  created by  the
concentration.

VII. COMPETITIVE ASSESSMENT

A. RELEVANT PRODUCT MARKETS

The concentration affects the market for large
commercial jet aircraft.

1. New large commercial aircraft

From the demand side, a customer will generally
approach a purchasing decision in several stages,
considering firstly operating requirements, then
technical requirements, and finally economic and
financial aspects. Operating criteria will include
routes to be flown (traffic density and distance),
optimal seating or loading and flight frequency

(15)

(16)

(trade-offs between fewer flights with larger
aircraft, and the converse), and the availability of
airport slots. Technical characteristics will include
range, capacity, performance and reliability, fleet
commonality (that is, the degree of facility with
which new aircraft can be integrated into existing
fleets), and maintenance and service networks.
Finally, alternative aircraft will be evaluated on the
basis of net present value according to purchase
price, forecast operating revenues and costs, and
residual value.

It is widely accepted that the regional jet market
(including, for example, Fokker, Bombardier and
British Aerospace models) is distinct from the large
commercial jet aircraft market on which Boeing,
MDC and Airbus are active. None of the latter
three manufacturers have products below the 100
seat/1 700  nautical mile  maximum-range
thresholds, which are considered to be the
approximate combined upper limits for the specific
requirements of regional carriers. For the most
part, regional jets are incompatible with families of
large jets in terms of range, operating
characteristics, cargo carrying, and so on. Major
airlines acquiring regional jets use them in specific
regional applications or subsidiaries (examples
being British Airways and Swissair/Crossair).

It is also widely accepted that the only aircraft
concerned are  Western-built  jets,  since -
non-Western aircraft (such as the Russian Ilyushin)
cannot compete on technical grounds in their
current versions, for reasons of reliability,
after-sales service and public image.

The notifying party identified the relevant product
markets as  ‘narrow-body and  wide-body
commercial jet aircraft’. The Commission’s
investigation has revealed that varying opinions
exist on the part of manufacturers and customers
as to the appropriate segmentation of the overall
market. Segmentation of the large commercial jet
aircraft market cannot be definitive, in view of the
complexity of the demand-side purchasing criteria
already enumerated. However, the narrow-body
(or single-aisle) and wide-body (or twin-aisle)
distinction proposed by the notifying party seems
to be generally accepted as a valid segmentation.
Narrow-body  aircraft have as  operating
characteristics a range of approximately 2 000 to
4 000 nautical miles and seating capacity for about
100 to 200 passengers, whilst for wide-body
aircraft the corresponding parameters are 4 000 to
8 000 + nautical miles and 200 to 400 + passengers.
A further segmentation of the narrow-body and
wide-body markets is given below (paragraph 38).
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(17)

(18)

(19)

It is therefore concluded that there are two
separate relevant markets within the overall market
for large commercial jet aircraft, the market for
narrow-body aircraft and the market for
wide-body aircraft. Since the structure of the
narrow-body and the wide-body markets is similar
and the competition problems resulting from the
proposed merger are the same for both markets,
the Commission will assess below the effects of the
merger on both markets together.

2. Second-hand aircraft

As already stated, the overall product market
consists of large commercial jet aircraft. There
exist significant sales of these aircraft on a
second-hand basis. It is estimated that about 30 %
of passenger aircraft delivered change airlines
whilst remaining in passenger use; over two thirds
of total demand for freighters is met by the
conversion of used passenger aircraft. However, in
line with previous practice of the Commission
(Commission Decision 91/619/EEC of 2 October
1991 in Case IV/IM.053 — Aerospatiale-Alenia/de
Havilland) (%), it is appropriate to consider the
second-hand aircraft market as separate from the
new aircraft market.

Firstly, it must be noted that in any event
constraints due to the inherent longevity of the
goods in question should be distinguished from
constraints arising from competitive pressures due
to the availability of goods from alternative
suppliers. In the large commercial jet aircraft
sector, where the life-span of the products can be
over 20 years, the existence of a large fleet in
service will per se impose (probably cyclical)
constraints on the opportunities for manufacturers
to sell new aircraft.

As far as the actual market for second-hand, large
commercial jet aircraft is concerned, its
characteristics indicate that it is separate from that
for new aircraft. The capital prices of second-hand
aircraft are lower, whereas the running costs tend
to be higher, and such aircraft clearly have a
shorter life. The Commission’s investigation has
revealed that used aircraft may be a feasible
alternative for smaller airlines where limited
financial resources constrain them to buy other
equipment. For large airlines, used aircraft typically
cannot be acquired in sufficient numbers or
configuration commonality to meet longer-term
requirements; whilst used aircraft can sometimes
meet specific short-term needs, they tend to be
complements to, rather than substitutes for, new
aircraft. Therefore, sales of second-hand aircraft
must be considered to constitute a market distinct

() O] L 334, 5. 12. 1991, p. 42.

(20)

(21)

(22)

(23)

(24)

and separate from the market for new aircraft on
which Boeing and MDC are active. The market for
second-hand aircraft will not, therefore, be taken
into account in what follows.

B. RELEVANT GEOGRAPHIC MARKET

Large commercial jet aircraft are sold and operated
throughout the world under similar conditions of
competition. Relative transportation costs of
delivery are negligible. Therefore, the Commission
considers that the geographic market for large
commercial jet aircraft to be taken into account is
a world market.

C. EFFECTS OF THE CONCENTRATION ON THE
MARKET FOR LARGE COMMERCIAL JET
AIRCRAFT

L. Current structure of the market for large
commercial jet aircraft

1. The competitors

There are currently three competitors on the
worldwide market for large commercial jet aircraft:
Boeing, Airbus and MDC.

Boeing is a fully integrated aerospace company,
active in all aerospace sectors: commercial, defence
and space (see above). Boeing is the world’s
leading company in large commercial jet aircraft,
sales of which represent about 70% of its
revenues.

MDC is another fully integrated aerospace
company, also active in all sectors of aerospace (see
above). MDC is the world’s third largest
manufacturer of large commercial jet aircraft, as -
well as the world’s leading producer of military
aircraft and the second leading defence firm in the
world. Of its 1996 turnover, around 70 % came
from military and space businesses and the rest
was related to large commercial jet aircraft.

Airbus Industrie is the world’s second largest
producer of large commercial jet aircraft. Airbus
was established in December 1971 as a
groupement d’intérét economique (GIE), or a
consortium of economic interests. The members of
the Airbus consortium include privately owned
Daimler-Benz Aerospace Airbus of Germany
(DASA) (37,9%) and British Aerospace (20 %),
respectively, and government-owned Aerospatiale
of France (37,9%) and CASA of Spain (4,2 %).
The partnership is unique in that each member
operates under the laws of the country in which it
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(25)

(26)

27)

is incorporated. Partners finance their own
research, development and production of aircraft,
while Airbus Industrie oversees the marketing and
servicing of aircraft. Fully equipped sections of
Airbus aircraft are manufactured at separate
locations throughout Europe, then transported to
France or Germany for final assembly. For
example, Aerospatiale manufactures the cockpit,
DASA produces fuselage sections and aircraft
wings are manufactured by British Aerospace.
Work is distributed according to the core
competences of each partner.

2. The customers

Customers of large commercial jet aircraft are
airlines (including scheduled and non-scheduled
operators) and leasing companies. 561 airlines
operating western aircraft from manufacturers
which are still on the market have been identified,
of which 246 airlines operate more than five
aircraft. However, relatively few of these purchase
aircraft in a given year. Even over a longer period,
demand tends to remain concentrated among a few
very large companies; for example, during the
period 1992 through 1996, Boeing’s five largest
customers accounted for more than [...} of its
sales for each year. Furthermore, it is estimated
that half the world jetliner fleet is operated by the
12 largest airlines. Leasing companies account for
an estimated 20 % of demand.

The demand for large civil jet aircraft is driven by
the demand for air transportation, which has been
growing in a cyclical but steady manner since its
beginnings in the late 1950s. Among the latest
main factors that have contributed to the industry
growth, developments such as the air transport
liberalization process within the Community and
the additional demand from China and the former
eastern block are to be emphasized.

The market is in a process of expansion and strong
growth in demand is predicted, although
conditioned by the cyclical nature of the industry.
In its 1997 Current Market Outlook, Boeing
forecasts that over the next 10 years the total
market potential is 7 330 aircraft or the equivalent
of US $ 490 billion (in 1996 US doliar terms).
Most of this demand will correspond to three main
regional areas: Asia-Pacific (1 750 aircraft), North
America (2 460 aircraft) and Europe(’); customers
from the latter are expected to purchase 2070
aircraft or an equivalent US $ 137 billion. In other
words, European customers will account for more
than 28% of the cumulated demand. If this
percentage remained stable, in 20 years (18
according to MDC), the value of European

(7) In Boeing’s report this term refers to continental Europe,
excluding former Soviet Union States and including Turkey.

(28)

(29)

purchases would amount to US $ 307,5 billion, of
a total market potential that would reach US §$
1 100 billion.

3. Market shares

With respect to the calculation of market shares,
the notification does not propose one specific
method of calculation but provides figures for each
of the last 10 years on backlog, new firm orders
and net orders both in terms of value and units of
aircraft. Backlog data is widely seen as the best
indicator of market position in this industry; to
have a complete picture of the -market, the
development of this indicator over the last 10 years
needs to be evaluated. The yearly backlog reflects
the development of net orders (number of new
firm orders minus number of cancelled orders)
over a certain period. It is also appropriate to base
the analysis on the backlog in terms of value and
not in terms of units in order to take into account
the different prices and sizes of the various types of
aircraft. This is necessary since, for the purpose of
calculation of market shares the same weight
cannot be given to, for example, a Boeing 737-300
with a price range of US $ 38 to 44 million as to a
Boing 747-400 with a price range of US $ 156 to
182 million. Value shares are calculated in US
dollars, since this is the currency in which prices
are expressed in this market.

According to the figures provided in the
notification and by Airbus, the worldwide market
shares in the overall market for large commercial
jet aircraft in terms of backlog value as of
31 December 1996 are the following (see

Annex 1):
(%)
Boeing 64
Airbus 30
MDC 6
Total 100

Although the notification includes the British
Aerospace R]J products line and the Fokker 70/100
in the segment for narrow-body aircraft, it is the
view of the Commission that these types of aircraft
are in a different market (see above). In any event,
it makes no significant difference whether or not
the British Aerospace and the Fokker aircraft are
to be included in the market for large commercial
aircraft, given their marginal position. Similarly,
existing Russian aircraft (such as the Ilyushin) are
not to be included either, since, although they have
reached a certain stage of technical development, it
appears that they do not yet constitute a real
alternative, for reasons of reliability, after-sales
service and public image.
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(31) For the period 1987 to 1996, the average shares of

the backlog were the following:

(%)
Boeing 61
Airbus 27
MDC 12
Total 100

(32) As can be seen from the table in Annex 1 and the

graph in Annex 2, there was an increase in the
share of Airbus from around 24% in 1987 to
around 27 % in 1989. Since 1989, the share of
Airbus has remained more or less stable. There was
a decrease of Boeing’s share in 1989, followed by
an increase over the years until 1996 (from 57 %
to 64%). In contrast, there was a continuous
decrease in MDC’s share from around 19% in
1988 to around 6 % in 1996.

(33) The development in both the wide-body and

narrow-body markets was similar to that in the
overall market (see Annex 1 and the graphs in
Annexes 3 and 4). In the wide-body market, in
1989, there was a significant increase in the share
of Airbus from 13 % to 31 %, largely due to orders
for the new A 330 and A 340 models; this was
followed by a more or less stable share of the
order of 30%. For Boeing in 1989 there was a
significant decrease to around 50 %, followed by a
continuous increase to more than 70 %. For MDC
there was a continuous decrease from around 20 %
to around 2 %. In the narrow-body market, from
1989 Airbus increased its market share to over
30%. Boeing’s share was more or less stable at
around 55% and MDC’s share decreased from
19% to 11%.

(34) The market structure within the EEA shows more

or less the same pattern as the world market (see
Annex 5) as the following table illustrates:

(%)

Backlog 31. 12. 1996 Average 1987/1996
Boeing 61 54
Airbus 37 34
MDC 2 12
Total 100 100

(35) As evidenced in the tables in Annex 5 and the

graphs in Annexes 6, 7 and 8, in the EEA the
development in the overall market and in both the
wide-body and narrow-body markets was similar
to that in the world market. In the overall market,
from 1989 Boeing increased its market share
continuously from around 50% to over 60 %.
After a significant increase from 20% to 33% in

(36)

(37)

(38)

1989, the market share of Airbus showed a slight
increase whilst MDC’s market share decreased
continuously from 1988 from around 20 % to 2 %.
In the wide-body market between 1987 and 1989
there was a significant increase in the share of
Airbus from around 11% to around 36%,
followed by a more or less stable share of the
order of 30%. For Boeing in 1989 there was a
significant decrease to around 51 %, followed by a
continuous increase to about 69%. For MDC
there was a continuous decrease from around 19 %
in 1990 to around 1% in 1996. In the
narrow-body market, from 1989 Airbus increased
its market share to around 47 %, Boeing’s share
was more or less stable at around 50% and
MDC’s share decreased from around 19% to
2%.

The overall world-wide assessment leads to the
conclusion that, after a significant improvement in
the late 1980s and early 1990s, Airbus maintained
its position in large commercial aircraft on the
same level. Boeing increased its market share
during the 1990s to more than 60 % whilst there
was a continuous decrease in the market share of
MDQC, in particular in the wide-body market. The
combined market share of Boeing and MDC from
1989 was more or less stable at around 70 %.

The very high market shares of Boeing already
indicate a strong position in the overall market for
large commercial aircraft as well as in the two
markets proposed in the notification. Furthermore,
after making an inroad into Boeing’s position in
the 1980s, Airbus was not able significantly to
improve its position during the 1990s whilst
Boeing, already starting from a high level, was able
to increase its market share more or less
continuously during this period. This indicates that
it was difficult for Airbus to attack Boeing’s
position in the market even after having gained a
market share of nearly 30 % in the 1980s. This is
also reflected by the fact that Airbus has not
succeeded in making a significant inroad in most of
the top 10 operators’ fleets (see table in
paragraph 69). The market power of Boeing,
allowing it to behave to an appreciable extent
independently of its competitors, is an illustration
of dominance, as defined by the Court of Justice of
the European Communities in its judgment in Case
322/81 Michelin v. Commission (¥).

4. Market segments

Within the overall large commercial jet aircraft
market, a number of segments can be identified.
The following table illustrates what amounts to an
approximate consensus within the industry(®’) on
this segmentation.

(*) [1983] ECR 3461. v
(°) Including Boeing itself (1997 Current Market Outlook).
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Commercial aircraft segments

Narrow-body Wide-body
Approximate v
seating capacity 100-120 120-200 200-320 320-400 400 +
Boeing 737-500 737-300 767-200 777-200 747-400
737-600 737-400 767-300 777-300
737-700
737-800
757-200
757-300
MDC MD-95 MD-80 MD-11
MD-90
Airbus A319 A310 A330-200
A320 A300 A340-200
A321 A330-300
A340-300
According to a submission made to the definitions to passenger models, they need to be

Commission by MDC, although there is some
degree of fluidity between segments, this tends to
be driven by cost considerations arising from fleet
commonality; it remains the case that some 70 %
of aircraft are used in such a way that the
segmentation indicated above is valid. In
particuliar, the 100-120 seat narrow-body aircraft
segment can only be substituted by the 120-200
seat narrow-body aircraft (to a very limited extent)
because of the higher per-trip operating costs of
the latter. At the other extreme in the segment of
wide-body aircraft, there is only Boeing’s 747-400.
Furthermore, it appears that on certain long-range
routes with a high density of passengers, such as
routes from Europe or the USA to Japan, there is
currently no alternative to Boeing’s 747, which
combines the largest capacity with the longest
range of all existing aircraft. The same applies to
certain domestic routes with very high traffic
density and severe slot constraints.

According to Boeing’s notification, airlines are
increasingly making aircraft purchasing decisions
based upon ‘families of aircraft’; having selected
the family, an airline will afterwards select the
model. Even though Boeing argues that both
Airbus and itself would be able to offer such
families, it is clear from the above table that only
Boeing enjoys the benefits arising from the ability
to offer a complete family of aircraft, due to its
presence in every segment, unlike Airbus.

A further segment within the overall market for

large commercial aircraft is that of - freighters.

While freighters have similar basic design

(40)

adapted to include large loading doors on the main
deck, structural reinforcement for the increased
payload, and adapted loading and cabin systems.
From a demand-side point of view, freighter
configurations of large commercial aircraft are not
substitutable by  passenger  configurations.
However, the Commission considers that freighter
aircraft do not constitute a separate relevant
market, given the high supply-side flexibility
between passenger and freighter aircraft. New and
converted aircraft could -be supplied in the short
term without incurring significant additional costs
or risks.

S. Fleet in service

Boeing, as the company itself states in its 1995
annual report, has led the world production of
commercial aeroplanes for more than three decades
and has built more jet aircraft than all the other
manufacturers combined. Given the typical long
operating life of these products, Boeing has by far
the broadest customer base which gives it a
significant competitive advantage vis-g-vis its
competitors.

It is estimated that Boeing has a share of around
60 % of the current worldwide fleet in service of
western-built, large passenger aircraft. The share of
MDC is around 24 % and that of Airbus only
around 14 % even more than 25 years after Airbus
began operations. The remaining 2 % are related to
Lockheed aircraft still in operation; Lockheed has,
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(42)

(43)

(44)

however, no longer been active in the production
of commercial aircraft since 1984. It is true that
the existence of a large fleet in service is not a
guarantee of the success of a supplier of
commercial aircraft, particularly when a supplier
offers only a limited range of aircraft types.
However, where a large fleet in service is combined
with a broad product range, the existing fleet in
service can be a key factor which may often
determine decisions of airlines on fleet planning or
acquisitions.  Cost  savings  arising  from
commonality benefits, such as engineering spares
inventory and flight crew qualifications, are very
influential in an airline’s decision-making process
for aircraft type selections and may frequently lead
to the acquisition of a certain type of aircraft even
if the price of competing products is lower. The
importance of the existing fleet in service for the
choice of new aircraft has been underlined by all
airlines which replied to the Commission’s
questions on this point.

In this context, it should be noted that Boeing has
not only by far the largest fleet in service, but also
by far the broadest product range and it offers a
family of aircraft which covers all conceivable
segments of large commercial aircraft.

6. Exclusive deals

Boeing has recently entered into exclusive
arrangements for the supply of large commercial
jet aircraft to American Airlines (American), Delta
Airlines  (Delta), and Continental Airlines
(Continental). In November 1996, American and
Boeing agreed on a long-term partnership that will
make Boeing the exclusive supplier of jet aircraft to
American until the year 2018. American placed
firm orders for 103 aircraft, including 75 orders
for the next generation 737 family of jetliners,
twelve orders for the 777-200, twelve 757s and
four 767-300ERs. Based on Boeing’s list prices, the
order is valued at about US § 6,6 billion. American
also obtained price-protect ‘purchase rights’ for
527 additional jets during the more than 20-year
exclusivity period. These purchase rights enable
American to determine when it wants to exercise
its options to buy aircraft, with as little as 15
months advance notice before delivery for
narrow-body aircraft and 18 months before
delivery for wide-body aircraft, compared to the
traditional 18 to 36 month delivery period. It has
been reported that American did not have to pay
for these purchase rights but received them in
exchange for the commitment to buy only Boeing
jets. At the same time, it appears that Boeing
offered retroactive price reductions on aircraft
purchased by American in previous campaigns.

On 20 March 1997, Boeing concluded a second
long-term exclusive arrangement with a major

(47)

airline when Delta agreed to purchase exclusively
Boeing aircraft for the next 20 years. Delta placed
106 firm aircraft orders until the year 20086,
including ten 767-300ERs, five 757/200 twin jets,
seventy next-generation 737s and twenty-one
767-400ERXs. The total order is valued at US §$
6,7 billion. The plan also includes 124 options
with an estimated value of US $ 8,3 billion, as well
as 414 rolling options for aircraft until 2018.
Finally, on 10 June 1997, Continental agreed in
principle on 35 firm orders and further purchase
options from Boeing, with a condition that
Continental will meet all its large aircraft supply
requirements exclusively from Boeing for the next
20 years.

The fact that three of the biggest airlines in the
world have locked themselves into a 20-year
supply agreement with a single supplier is already
an indication that Boeing enjoys a dominant
position in the large commercial aircraft market.
Furthermore it is likely that those three deals were
facilitated by the proposed merger (as explained
below). Although, as indicated, the customers are
to receive economic benefits from the deals, these
are likely to be more than offset by the rigidity
incurred by being locked into a single supplier for
so long a period, during which it might prove to be
the case that competitors’ prices become lower,
their technology and related services superior.

The existing exclusive deals between Boeing and
the three airlines in question will have important
foreclosure effects on the worldwide market for
large commercial jet aircraft over the next 20
years. It is estimated that 14 400 new aircraft will
be delivered worldwide between 1997 and 2016,
of which about 2400 are on firm order with
Boeing, MDC or Airbus. There thus remains an
open market for about 12 000 aircraft. However,
Boeing’s exclusive deals including options and
purchase rights, account for an estimated 13 % of
this open market (or over 30% of the US
market).

7. Future market growth

The parties have argued that the supply of
second-hand aircraft and the purchasing power of
airlines already constrain Boeing’s market power,

- and will continue to do so.

The Commission’s view that second-hand aircraft
are not in general effective substitutes for new
aircraft has already been explained (see above).
This is particularly likely to hold true over the next
20 years, when demand for aircraft is expected to
grow by more than 80 %. Second-hand aircraft
could not possibly meet more than a fraction of
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this growing demand, particularly given that a high
proportion (more than 80 %) of the existing world
fleet in service will need to be retired and replaced
during this same period.

The anticipated market growth will also lessen
whatever buying power airlines are able to
exercise. During a period when demand for air
transport is forecast to increase very significantly (a
5% annual rate is foreseen), airlines in trying to
meet this demand will to an extent find themselves
vying with each other to obtain new aircraft,
which will put them in a less favourable
negotiating position vis-a-vis suppliers.
Furthermore, the buying power of airlines vis-g-vis
Boeing is, in any event, limited given Boeing’s
monopoly in the largest wide-body segment and, at
least after the proposed concentration, in the
smallest narrow-body segment.

8. Potential competition

In its notification Boeing states that there are
potential new entrants to the large commercial jet
aircraft market, particularly companies situated in
Russia, India and the Far East (China, Japan,
South Korea and Indonesia).

However, Boeing itself effectively admits that there
are massive barriers to entry to this market. Initial
development and investment costs are huge (over
US $ 10 billion to develop a new wide-body jet,
according to Boeing). The production process itself
is characterized by very significant learning curve
effects and economies of scale and scope, which
must be attained if a new entrant is to compete
effectively over time. Very strict safety regulations
need to be complied with at US, European and
other national levels.

Again, in Boeing’s notification potential entrants
which are identified are likely to be active mainly
in the regional jet market, and as such will not
compete on the large commercial jet market (see
above under market definition). This is confirmed
by replies from (for example) Far Eastern
companies supplied to the Commission; such.
companies are involved either in the regional jet
market, or are subcontractors to Boeing for large
jet aircraft programmes.

It can therefore be excluded that potential
competition will have any significant impact on the
present competitive situation over the foreseeable
future.

9. Conclusion

In view of the various characteristics of the current
structure of the markets for large commercial jet

(54)

(53)

aircraft, as described above, in particular the
existing market shares of Boeing, the size of its
fleet in service, the recent conclusion of long-term
exclusive supply deals with major customers, and
the lack of potential new entrants, the Commission
has reached the conclusion that Boeing already
enjoys a dominant position on the overall market
for large commercial aircraft as well as on the
markets for narrow-body and wide-body aircraft.

II. Strengthening of Boeing’s dominant position

The proposed concentration would lead to a
strengthening of Boeing’s dominant position in
large commercial aircraft through:

— the addition of MDC’s competitive potential in
large commercial aircraft to Boeing’s existing
position in this market,

— the large increase in Boeing’s overall resources
and in Boeing’s defence and space business
which has a significant spill-over effect on
Boeing’s position in large commercial aircraft
and makes this position even less assailable.

1. Impact of MDC’s commercial aircraft business

The immediate effect of the
concentration would be that:

proposed

(a) Boeing would increase its market share in the
overall market for large commercial aircraft
from 64 % to 70 %;

{(b) by taking over the activities of MDC, Boeing
would, in future, be faced with only one
competitor in this market;

{(c) Boeing would increase its customer base from
60% to 84 % of the current fleet in service;

(d) Boeing would increase its capactiy in
commercial aircraft, particularly in terms of
skilled work force;

(e) Boeing would increase its ability to induce
airlines to enter into exclusivity deals, thereby
further foreclosing the market.

(a) Increase in market share

In the overall market for large commercial aircraft,
Boeing would increase its market share in terms of
current backlog from 64% to 70%. In the °
wide-body market, there would be an increase
from 71% to 73 %. In the narrow-body market,
Boeing’s market share would increase from 55 %
to 66 %.
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Furthermore, Boeing would add to its
already-existing monopoly in the largest wide-body
segment a further monopoly in the smallest
narrow-body segment of aircraft with 100 to 120
seats. This segment is particularly important since
it is, to a great extent, used by large airlines to feed
their hubs and to achieve profitable operations on
low-traffic routes. On these routes, it is difficult to
substitute aircraft of 100 to 120 seats by larger
narrow-body aircraft such as the Airbus 319, due
to the higher per-trip operating costs of the latter.
For the time being, the only competing aircraft in
the smallest narrow-body segment are the Boeing
737-500 and 737-600 and the MD-95. It has to be
noted that, even if Airbus has undertaken some
discussions with China and other Asia
manufacturers about the development of a
100-seater, these negotiations are still at an early
stage and the investment decision will depend on
market and development scenarios; consequently,
this project is not likely to have any influence in
the market in the foreseeable future. Boeing would
also achieve a near monopoly in the freighter
segment. For deliveries of new freighters in the
period 1990-96, the average annual world-wide
market shares of Boeing and MDC were 67 % and
23 % respectively, that is 90 % combined.

However, since, as outlined below, MDC is no
longer a real force in the market for commercial
aircraft, and in the absence of another potential
buyer of its commercial aircraft business, it is likely
that Boeing would have obtained, over time, a
monopoly in the 100 to 120 seats segment and a
near monopoly in the freighter segment even
without the present concentration.

(b) Competitive potential of MDC

(i) The competitive influence of MDC was in the
past greater than reflected by its market
share

Although, as outlined above, the market share of
MDC has been continuously declining, it appears
that the impact of MDC on the conditions of
competition in the market for large commercial
aircraft was higher than reflected by its market
share in 1996.

The Commission has received replies from 31
airlines which have all purchased new large
commercial aircraft over the last five years. Two of
them purchased only MDC aircraft. Out of the
remaining 29 airlines, 20 stated that in those cases
where they had placed orders with Boeing or

(59)

Airbus, MDC had been in competition for all or a

. part of the orders. Out of the 20 airlines, 13 stated

that competition from MDC had an influence on
the outcome of their negotiations with the winner
of the bid in terms of a better price or better
purchasing conditions. Two airlines stated that this
influence was of major importance and three stated
that this influence was of minor importance. Seven
airlines stated that the influence of MDC’s -
competition was of significant importance.

This is confirmed by a study conducted by Lexecon
Ltd. on behalf of Airbus and presented at the
Hearing, in which 52 aircraft-supply competitions
between 1994 and 1996 were analysed, comparing
those in which MDC participated with those in
which it did not participate. In this study, it was
found that the MDC presence led to a reduction of
over 7% in the realized price as compared with the
list price as far as orders placed with Airbus were
concerned.

(i) However, today MDC is no longer a real force
in the market for the sale of new aircraft on a
stand-alone basis

The Douglas Aircraft Company (DAC), which
operates the commercial aircraft business of MDC,
generated in 1996 operating earnings of US $ 100
million as compared with US $ 39 million and
US $ 47 million in 1995 and 1994 respectively.
Furthermore, DAC has still a firm backlog of US $
7 billion. However, it appears that the operating
earnings of DAC were essentially related to DAC’s
spare parts and product support business rather
than to the sale of new aircraft. In contrast to the
broader and more modern families of aircraft
offered by Boeing and Airbus, DAC currently
offers only three types of narrow-body and one
type of wide-body aircraft which do not provide,
according to Boeing, significant commonality
benefits and are all themselves derivatives of earlier
Douglas models, rather than entirely new designs.
It appears that these are the main reasons for the
continuous decline of DAC’s market shares.
Furthermore, the current backlog covers only a
limited period of future production. Since the
cancellation of the MDXX program in October
1996, DAC has virtually received no new firm
orders. This reflects the perception of airlines that
MDC is no longer committed to the commercial
aircraft business and may leave the market over
time. In this context, it is also important that DAC
lost over the last nine months its core customers
American, Northwest Airlines, Delta and
Continental, the four largest operators of DAC
aircraft. The loss of these ‘mainstream’ airline
customers, which are points of reference for others
and one of which, Delta, was even the launch
customer for the MD90, gave a further signal to
the market that DAC would have no prospects in
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the market for large commercial aircraft. In these
circumstances, it has to be concluded that DAC is
today no longer a real force in the market on a
stand-alone basis.

(iii) It is unlikely that a third party would acquire
MDC’s commercial aircraft business

In theory, without the merger DAC could have
been a candidate for a take-over by other
aerospace companies. [...]. However, DAC’s
position on the market deteriorated dramatically in
1997. Extensive market enquiries carried out by
the Commission made it clear that it is in practice
highly unlikely that a third party would acquire
DAC. It appears that this is inter alia due to the
deterioration of the situation of DAC. Neither
Airbus, the only competitor left in the market for
large commercial aircraft, nor one of its parent
companies showed an interest in the acquisition of
DAC. Furthermore, no other potential buyers were
interested in entering the market for large
commercial aircraft through the acquisition of
DAC. It appears, therefore, that, given the current
competitive situation of DAC, only Boeing is
prepared to take over MDC’s commercial aircraft
business.

(iv) The competitive potential of MDC’s
commercial aircraft business can, however, be
a significant factor in the market when it is
integrated into the Boeing group

Boeing has stated that it could decide on the
continuation or discontinuation of DAC’s product
lines only once it has had access to DAC’s internal
data. According to Boeing such a decision would,
furthermore, depend on a number of different
factors including  social and  political
considerations. There are, however, indications
that Boeing could, despite the current difficult
situation of DAC, decide to continue all or some of
DAC’s product lines, at least for a certain time. In
the event that Boeing continues production of
DAC aircraft, the existing negative perception of
MDC’s prospects could be removed. That could
equally remove the reluctance, to a certain extent,
on the part of airlines to buy DAC aircraft
stemming from uncertainty about the future of its
commercial aircraft business. As a part of the
Boeing Group, DAC aircraft could be marketed
together with Boeing aircraft and Boeing would be
able to decide when to put DAC aircraft into a
competition and when not.

If, by contrast, Boeing were to decide to phase out
production of all or some DAC aircraft over time,
Boeing would be better placed than Airbus to gain
the market shares freed by such a decision.

(63)

(64)

(65)

(66)

Through Boeing’s preferential access to the large
existing customer base of DAC, as outlined below,
Boeing would be in an advantageous position to
replace, over time, DAC aircraft which are in
service today.

(c) Fleet in service

Boeing would increase its share in the existing fleet
in service from 60% to 84 % (as opposed to only
14 % for Airbus) and would, therefore, increase its
long-term relationships with customers and its
position in customer support. It would also
significantly broaden its customer base. It appears
that out of the 561 airlines operating Boeing,
MDC and Airbus aircraft at the end of 1996, 75
operators use only MDC aircraft and 10 operators
use only MDC and Airbus aircraft. In addition to
the 316 airlines operating only Boeing aircraft, the
50 airlines operating Boeing and MDC, the 62
airlines operating Boeing and Airbus and the 26
airlines operating Boeing, MDC and Airbus (only
22 airlines operate exclusively Airbus), Boeing
would also get access to a further 85 airlines which
do not as yet operate Boeing aircraft.

The opportunity for closer contacts with those
airlines resulting from ongoing support activities
could provide opportunities for future sales by
allowing Boeing to influence customer needs.
However, it has to be recognized that Boeing
already has close contacts with a large number of
airlines through its own product support
activities.

In general, the acquisition of MDC’s spare-parts
and maintenance business may confer on Boeing
significant additional leverage over existing MDC
aircraft users, whose combined MDC fleets
constitute, as already stated, 24% of the total
aircraft fleet worldwide.

(d) Use of MDC’s capacity

According to Boeing only [...] of its production
capacity is in use, which leaves spare capacity of
[...]. However, it appears that these figures are
only related to tooling capacity and not existing
workforce. There are indications that Boeing seeks
in particular access to MDC’s engineers for its own
commercial aircraft development and production.
In MDC’s 1996 annual report, it is reported in
relation to a plan for a future commercial jetliner,
that several hundred engineers of MDC began
work for Boeing on this project in December

1996.

The Commission accepts that it is relatively
difficult to transfer engineering personnel working
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on combat aircraft production to commercial
aircraft production. However, that is not a major
problem for engineers working on military
transport aircraft. In fact, MDC agrees that
fluctuations in commercial and C17 programmes
(military transporter) have sometimes caused
production workers to move back and forth
between the commercial programmes and the C17
programme.

In the aircraft industry, flexibility of capacity, or
the ability to increase and decrease production
easily, is an important factor. From the standpoint
of the airlines, a manufacturer that can offer the
required delivery slots in periods of rapidly
increasing demand clearly has an advantage. One
crucial element for a rapid increase in capacity is
the availability of skilled labour, which would be
increased for Boeing through the access to MDC’s
workforce.

(e) Exclusive deals

The proposed merger would significantly enhance
Boeing’s capacity to enter into agreements such as
those concluded with American, Delta and
Continental. It should be noted that such airlines
are amongst the world’s largest and are ‘launch
customers’ for new aircraft models, that is to say,
they are in effect the only airlines with sufficient
resources to commit themselves to entirely new

World fleet — Top ten operators

(69)

aircraft models or new families of aircraft. In
particular, with respect to those airlines which
currently operate both Boeing and MDC aircraft,
within the framework of an exclusivity deal,
Boeing could also offer the provision of additional
MDC aircraft, as well as spare-parts and support
services for older MDC aircraft. On the other
hand, where airlines which have ordered MDC
aircraft want to streamline their fleet, Boeing,
being in control of MDC, would simply cancel
those MDC orders and the penalties which
normally have to be paid by airlines in the event of
cancellation of orders would be of no significance.
It is reported that, within the framework of the
exclusivity deal, Boeing has offered to take back
the MD-90s that have already been delivered to
Delta and to cancel existing orders for further
MD-90s. However, Boeing, when asked by the
Commission, was not in a position either to
confirm or to deny those arrangements.

As an illustration of the link, both actual and
potential, between the size of the existing MDC
fleet in service of major airlines and the increased
opportunity following the merger for Boeing to
conclude further exclusive supply agreements with
such airlines, it is noteworthy that American,
Delta, and Continental, with which exclusive
supply agreements already exist(!%), are first, third,
and fourth respectively with regard to the size of
their MDC fleet in service. -

Airline Boeing DAC Airbus Total ()
American 242 311 35 663
United 503 52 36 591
Delta 336 150 539
US Airways 250 99 423
Northwest 126 229 50 405
Continental 183 119 4 306
Southwest 243 243
British Airways 203 7 10 228
Lufthansa 123 92 215
TWA 79 111 204

(') Total figures include 86 Lockheed aircraft, 130 Fokker and 7 Concorde. Source: Airbus.

(1) The Delta and Continental deals were announced after the

merger; the American deal was anrnounced only some weeks
before the merger.
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agreements, exclusivity deals had never before been
entered into in the large commercial aircraft sector
and that their duration itself is unprecedented.

More generally, Boeing’s broader product range
after the merger, its financial resources and its
higher capacity which enables it to respond to
airlines’ needs for deliveries on a short lead time
would, in combination, significantly increase
Boeing’s ability to induce airlines to enter into
exclusive deals. It should be noted that it would be
impossible for Airbus to offer exclusive deals
because Airbus is unable to offer a full ‘family’ of
aircraft.

The potential effect of exclusive deals with the
world’s top ten airlines would be to block over
40% of the worldwide market (based on those
airlines’ existing fleet in service as a proportion of
the worldwide fleet). Such a scenario is quite
feasible, since there could be a knock-on effect
wereby further large airlines would not want to
miss out on the apparent advantages accruing to
their competitors who have already entered into
exclusive deals. The result could be a split
worldwide market, with the biggest airlines with
the largest fleets exclusively controlled by Boeing
following the merger, leaving competition possible
only for the supply of the aircraft requirements of
smaller airlines.

Furthermore, those deals are likely to have an
extended effect beyond their already very
long-frame, given the very long operating life
typical of the industry’s products. Thus, Boeing
estimates that aircraft designed after 1980 may
have an operating life of between 28 and 31 years.
This implies in fact that aircraft bought in the last
years of the deal, even if it is not renewed, could
cover the airlines’ needs up to the years 2045 to
2047. Moreover, it is also reasonable to consider
that after such an extremely long period of
purchasing exclusively from Boeing, airlines would
probably not be inclined to face the costs of
switching to a different family of aircraft.

2. Owerall effects resulting from the defence and

space business of MDC

The overall effects resulting from the take-over of
MDC’s defence and space business would lead to a

strengthening of Boeing’s dominant position
through:
(a) an increase in Boeing’s overall financial

resources;

(73)

(74)

funded R&D and intellectual

portfolio;

property

(c) an increase in Boeing’s bargaining power
vis-a-vis suppliers;

(d) opportunities for offset and ‘bundling deals’.

(a) Financial resources

Following the concentration, Boeing will become
the largest integrated aerospace company in the
world with estimated 1997 revenues in excess of
US $ 48 billion. Based on the figures for 1995,
Boeing’s commercial aircraft operations accounted
for around 70% of its total business. For MDC
the ratio is just the opposite; around 70 % of its
total business was related to defence and space
operations. Without taking into account the
recently completed acquisition of Rockwell
Defence and Aerospace, Boeing will approximately
triple its defence and space activities through the
proposed take-over of MDC. This will significantly
increase Boeing’s ability to cope with the economic
cycles in commercial aircraft given that, despite
budget constraints in recent years, revenues
achieved in the defence and space sector appear to
be much more stable than those generated in the
commercial sector.

Since Airbus is a groupement d’intérét économique
(GIE) and as such does not publish its own
financial accounts, a detailed financial comparison
between Airbus and Boeing or MDC is not
possible. However, the relative magnitude of the
three organizations is indicated by their respective
total turnover figures for 1996.

(billion US $)

Airbus 8,9
Boeing 22,7
MDC 13,8

The aerospace turnover of each of the four Airbus
partners in 1996 was as follows:

(billion US §)

Aecrospatiale 10,1
BAC 11,6
DASA 8,8
CASA 0,9

However, despite arguments to the contrary made
by Boeing, it is not appropriate to include the
turnover of the four ‘Airbus partners in that of
Airbus. As far as turnover from military aerospace
activities is concerned, it is important to note that
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_ the four Airbus partners do not together constitute

an integrated business entity, as do both Boeing
and MDC, which are individual stand-alone
companies. Moreover, the only Airbus partner
with significant non-aerospace connected activities
is DASA, which is part of the Daimler-Benz group.
It is clear that Daimler-Benz would not find it
economically rational to use its other activities
(mainly motor vehicle manufacture) to subsidize
Airbus to any significant extent, particularly since
its shareholding is only about 37 % (see above).

(75) The soundness of the financial structures of both

{76)

Boeing and MDC are indicated by their ratios of
debt to equity (US$ 4,1:10,5 billion and US $
3,4:3,0 billion respectively) (1!).

The following 1996 operating results indicate the
individual and combined strength of Boeing and
MDC (12):

(") Source: Boeing and MDC Annual Reports 1996.

(?) Source: Boeing and MDC Annual Reports 1996.

Boeing MDC Combined
Profits 1,4 0,79 2,19
Cash flow
(beginning of year plus
changes = year-end
balance) 3,73 + 0,64 = 4,37 0,8 + 0,3 = 1,1 4,53 + 0,94 = 5,47

Including MDC, Boeing’s pre-tax profits have been
forecast by Lehman Brothers to climb from US $
4,4 billion in 1997 to US $ 7,3 billion in 2000, on
sales of US $ 54,8 billion in that year. With respect
to cash, Lehman Brothers state that ‘Boeing could
have US $ 15 billion in cash on the balance sheet
by the end of the decade, and early in the next
century they could have in the mid US $ 20 billion
range’ (13).

The accounts of Boeing and MDC are not
transparent with regard to the profit margins
achieved on their various individual models.
Financial analysts calculate that significant
differences exist between the profit margins made
by Boeing on its various models. In particular, it is
estimated that margins are significantly higher
(around 30%) on the 737 and 747 models (the
smallest and largest respectively) than on the 757
and 767 models (the mid-size aircraft); where
margins are estimated at around 18 % (™). This
probably reflects the near-monopoly position of
Boeing in the smallest and largest segments (see
above, under passenger aircraft market definition).
Boeing is therefore probably able to cross-subsidize
sales of mid-sized aircraft, where competition is
stronger, because of the higher margins it achieves
on the smallest and largest aircraft where there are
fewer or no competing aircraft. It can therefore be
anticipated that, with the addition of products
from MDC, Boeing would have opportunities,
where it thought appropriate, to set prices at

(13} Source: Lehman Brothers, 22 April 1996.
(") Source: Lehman Brothers, 22 April 1996.

(79)

zero-profit or below-cost levels within the mid-size
segment, financed by the higher margins achieved
in the smallest and largest segments. Besides such
turnover, cash and profits combination, the
doubling of governmental-funded military R&D
and the tripling of Boeing’s general revenues
generated in the defence and space sector will
increase the scope of cross-subsidization of
Boeing’s sales in commercial aircraft in cases where
Boeing wants to meet specific competition (such as
in the mid-size segment of the wide-body market).

A possible example of such pricing tactics already
employed by Boeing in fact involved the 737 model
itself. Concerning an order for new commercial jet
aircraft placed by Scandinavian Airline Systems

(SAS) in March 1995, the newspaper The
Washington Post has reported (°):
‘SAS’s internal evaluating committee had

recommended the purchase of 50 of Douglas’
proposed new 100-seat MD-95 jetliners for
US $ 20 million each. Instead, [SAS Chairman}
said that SAS would order 35 of a new version
of Boeing’s venerable 737 at about US $ 19
million per plane, a steep discount from
Boeing’s list price. “It was clear that Boeing’s
strategy was to prevent Douglas from ever
launching the MD-95”; recalled one salesman
involved in the competition.’

(") Source: The Washington Post, 5 April 1997.
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published 1996 price for a 100-seater 737 aircraft
would be US $ 32 million. On the assumption that
financial analysts’ calculations of a profit margin
of about 30% on a Boeing 737 aircraft are
approximately correct ('), an actual sales price to
SAS of US $ 19 million per aircraft would imply
that no profit whatsoever accrued to Boeing on
this particular transaction (US $ 32 million less
30 % = approximately US $ 22 million)..

It is clear that, as already stated, the addition of
products from MDC (in particular the
small-segment MD-95) and the large increase in its
overall resources would enhance Boeing’s
opportunities to engage in such pricing practices,
especially in view of its strong, and increasingly
strengthening, cash-flow position as outlined
above.

A past example of Boeing’s preparedness to use its
overall strength in resources to pressurize not just
competitors but also customers can be found in a
letter addressed to a Japanese aircraft leasing
company on signing an order for Airbus aircraft,
as reported at the Hearing:

‘I want you to know that the Boeing Company
takes such a decision ... extremely seriously.
This not only comes as a shock to me and my
colleagues here, but will surely have a negative
impact on the future of the long-term
relationship our two companies have enjoyed
over the many years’.

‘... More significantly, it could have
undesirable implications for the Japan America
aerospace industry cooperation’.

(signed Mr Ronald Woodard,
Commercial  Airplane,  Group
17 December 1996).

Boeing
President,

(b) Access to publicly-funded R&D

The large increase in its defence and space activities
will give Boeing a much greater access to R&D
which is funded by the US Department of Defence
(DoD), the National Aeronautics and Space
Administration (NASA) or other public bodies.

(') Source: Lehman Brothers, 22 April 1996.

(84)
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for military aircraft.

(i) R&D in the US aerospace industry is, to a
large extent, funded by the Government

According to figures compiled by the Aerospace
Industries Association of America, in the United
States total R&D (federal and company funding)
which is performed by industry amounts on
average to 3 to 4% of net sales of manufacturing
companies. By contrast, in the aerospace sector,
total US industrial R&D amounts to 12 to 14 % of
net sales. Across industry as a whole, companies
fund around 80 % of total industrial R&D, whilst
federal funding represents around 20%. In the
aerospace industry, the ratio is again completely
different: around 60% of total industrial R&D is
funded by the US Government and only 40 % by
companies themselves. ,

In 1994, the federal funds for industrial R&D in
the overall aerospace sector amounted to US $ 8,8
billion. Out of this amount, around US $ 8 billion
was spent on development, the remainder being
attributed to basic and applied research. The main
sources for funding industrial R&D were the DoD
and NASA. DoD’s total budget for aeronautics
R&D (for aircraft and related equipment)
amounted to US $ 6,8 billion and NASA’s budget
for aeronautics R&D amounted to US § 1,5
billion. The figures for 1995 were US $ 7,1 billion
and US $ 1,3 billion respectively. DoD’s prime
contract awards for research, development, test
and evaluation (RDT&E) related to aircraft
amounted to US $ 5,8 billion in 1994 and to
nearly the same amount in 1995.

In general, DoD’s expenditure for R&D is much
larger than those of the European Ministries of
Defence (MoDs). In 1996, the total DoD
appropriation for R&D was US $ 34,8 billion. By
contrast, the total combined R&D budget for the
MoDs in the Community (excluding Austria,
Sweden and Finland) amounted to US $§ 11,7
billion. Out of this amount, US $ 10,6 billion was
accounted for by the MoDs of France, Germany
and the United Kingdom, the countries of the main
Airbus partners. With respect to space activities,
the relationship is similar. In 1996, the total
budget of NASA was US $ 13,8 billion. By
contrast, the contribution of the Member States to
the budget of the European Space Agency (ESA),
which represents by far the largest part of the
space budget within the Community, was US $ 3,1
billion. Furthermore these figures, which are clearly
disproportionate, are not even strictly comparable
since the MoDs in the Community do not
necessarily coordinate their behaviour as a matter
of course.
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(i) US R&D in the defence sector and in the
public space sector normally receives full
funding by the Government

Unlike production or procurement programmes,

which are generally performed under firm
fixed-price  contracts, defence and  space
developmental ~ programmes  are  normally
performed under cost/reimbursement-type

contracts. The most important R&D contracts are
the engineering and manufacturing development
(EMD) contracts, which are used to finance the
engineering and manufacturing development of a
system prior to entering the production phase of a
programme. These contracts are usually cost plus
award fee (CPAF) or cost plus incentive fee (CPIF)
contracts.

CPAF contracts involve cost-reimbursement, plus
an award fee which is based on an award plan
negotiated at the beginning of the contract. CPIF
contracts involve cost reimbursement, plus an
incentive fee which is based on performance and
schedule milestones. In some instances, a
contractor may have invested in R&D at its own
expense in the early phases of a defence
programme. These initial R&D costs are usually
included in the total programme costs when the
contractor obtains a later DoD production contract
for the item. Furthermore, the independent
research  and  development - (IR&D)  cost
reimbursement programme of the DoD enables
eligible DoD contractors to recover a portion of
the costs of their own in-house, independent R&D
through overhead payments on all DoD cost-plus
contracts. Since 1991, the definition of allowable
IR&D includes all projects of potential interest to
the DoD. It follows that the vast majority of R&D
for defence products or with possible
defence-related applications is funded by the DoD.
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Similarly, defence programmes, space-related
technology and programmes often receive full
funding for R&D, particularly if the programme’s
primary customer will be the US Government.

(iii) Through the proposed merger Boeing, in
particular, will greatly increase its number of
R&D contracts in the defence sector

Over the last five years, on average Boeing
achieved annual revenues from federal R&D
contracts of around [...]. On average, [...] of
these revenues were generated by R&D for NASA
space programmes, in particular the International
Space Station. Although Boeing is currently, only
to a limited extent, a manufacturer of military
aircraft (AWACS, KC-135 tanker) and does not
manufacture fighter aircraft, the second largest
segment of Boeing’s R&D revenues was that of
military aircraft. On average, military aircraft
accounted for [...] of Boeing’s R&D revenues
resulting from contracts with the US Government.
The reason is that Boeing is involved in major
programmes for the development of military
aircraft, such as the F-22 fighter aircraft, the Joint
Strike Fighter and the tilt rotor V-22 aircraft. Over
the last five years, MDC received on average
between [...] and [...] per year. The military
aircraft segment accounted for nearly [. . .] of these
revenues. Therefore, as a result of the proposed
merger, Boeing will more or less double its R&D
revenues in the military aircraft segment.

It should be noted that the merged company
Boeing/MDC would be, to a greater or lesser
extent, involved in all current DoD programmes
with the highest R&D budgets. These programmes
and their R&D budgets are the following:

Budget
(million US $)
1995 1996

F-22 2281 2165 two-thirds Lockheed

one third Boeing
F/A-18 1249 824 | MDC
V-22 Osprey 453 737 | Boeing
RAH-66 Comanche 475 292 Boeing
B-2 366 589 | Team leader: Northrop Grumman with major

participation of Boeing
JSF 182 193 Boeing and Lockheed in competition
C-17 Globemaster 111 184 71 MDC
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programmes in the foreseeable future will be the
Joint Strike Fighter (JSF), the F-22 and the F/A-18.
System leader for the F-18 is MDC and the F-22 is
developed by Lockheed and Boeing together. The
final contract for the JSF is currently in
competition between Boeing and Lockheed. The
Commission considers that the merged company,
Boeing/MDC, would have, after the merger, a
better chance of becoming the final prime
contractor for the development of the JSF, given
the combination of their technological resources.

(iv) The large increase in Boeing’s defence R&D
will confer a number of general competitive
advantages on the company

As discussed below, an obvious advantage resulting
from defence R&D for a’ manufacturer of
commercial aircraft is the possible transfer of
technology, developed under public funding to the
commercial sector. However, technology transfers
are not the only means by which manufacturers of
commercial aircraft benefit from military R&D.
The extensive participation of private companies in
highly sophisticated military R&D projects helps
train technical personnel in those companies and
therefore increases general know-how. Military
R&D also pays for basic equipment, such as highly
specialized tools, that may later be used for
commercial aeronautics work. And even if a
military R&D project does not lead to a specific
technological advance (‘failed programmes’), it may
have commercial utility to the company that
carried it out by informing the company of
research ‘dead-ends’ that should be avoided.

Such increases in general know-how will, in
particular, arise in the areas of design and
manufacturing processes. For example, the US
DoD is supporting a major programme on the use
of synthetic environments design technology which
links advanced CAD/CAM systems with product
modelling and simulation and which will
significantly reduce the time and risk involved in
putting new aircraft into production. These
techniques are equally applicable to civil
programmes. Other examples are the know-how
for applying new composites technology on
military programmes such as the V-22, F-22 and
the B-2, which provided the knowledge required to
design and manufacture composites structures now
used for the B-777, or the design manufacturing
and producibility simulation, an engineering system
developed by MDC over the course of its military
programmes which leads to a significant reduction
in the timing of the overall design cycle and was a
model for the development of the MD-XX. In this
context, it should be noted that Boeing, in its reply
to the Statement pursuant to Article 18, stated that
it used know-how in computing and software
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automation in the manufacture of electronic
products  resulting from its  commercial
programmes on military programmes such as the
F-22, V-22 and RAH-66. Although Boeing asserts
that there are no significant benefits for the
commercial sector resulting from know-how gained
in military programmes, these examples prove,
however, a cross fertilization of know-how
between the commercial and military sectors.

(v) Through the proposed merger Boeing will
greatly increase the benefits obtained from the
transfer of military technology to commercial
aircraft

Much technology developed in the defence sector
can be applied to commercial aircraft uses. The
main increase in Boeing’s military R&D will be
related to military aircraft and, in particular, to
fighter  aircraft.  Although  fighter  aircraft
technology is not wholly transferable because of
the more compact packaging of systems, that
technology can, however, be transferred to a large
extent. The following list provides an estimate by
Lockheed Martin of the percentages of a number
of fighter aircraft systems or types of technology
that are transferable to commercial applications:

— navigational aids {100 %)
— general avionics (30 %)
— cockpit displays (100 %)
— avionic software processes (80 %)
— sub-systems technology (90 %)
— sub-systems hardware (10 %)
— flight control techniques (60 %)

— composite materials (60 to 100 %)

— advanced structural metallics (100 %).

It is true, as stated by Boeing and MDC, that a
recipient of public funding for military R&D may
often subcontract a significant amount of the work
involved. However, this does not reduce the
opportunity for a prime contractor, such as Boeing
or MDC, to gain full advantage of the know-how
and technological expertise generated by such
programmes, since the prime contractor will
always have access to full details of the R&D work
carried out. It is in any event questionable to what
extent and with what frequency publicly funded
R&D work is put out to subcontractors. For
example, MDC stated that composites are usually
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developed by material suppliers and not by
Boeing or MDC. However, in the framework
of the DoD-funded manufacturing technology
programme, the development of low-cost
composites was contracted to Boeing for fuselage
applications and to MDC for wing applications.
That manufacturing technology programme was
the most important part of the DoD’s 1996 budget
for technology transfer initiatives for which a total
of US $ 1768 million was requested.

/

Besides its leading position in fighter aircraft,
MDC is also one of the leading manufacturers of
military transport aircraft. It appears that
technology developed in the military transport
sector can be fully used for commercial
applications. MDC recently announced that it has
decided to produce a commercial version of its
C-17 military transport aircraft. In this context, a
historic example is the Boeing 747 which was
developed at its initial stage for a military
transport competition.

With respect to commercial applications of military
technology, Boeing has stated that, in terms of the
1992 Bilateral Agreement on Large Civil Aircraft

" between the Community and the US, it has derived

no identifiable benefits to commercial programmes
from its defence and other US Government
programmes during the period since 1993.
However, Boeing in a statement during the oral
hearing on 13 June 1997 admitted that there exists
at least a broad commonality between military and
commercial research applications. Boeing has
claimed that such commonality benefits the whole
industry rather than individual companies such as
itself. However, this seems highly unlikely, given
that military research contracts are subject to
security and confidentiality rules. In particular,
NASA has made use of ‘limited exclusive rights
provisions’ which provide for protection of
information  from  non-government  parties
participating in agreements with NASA. For
example, many programmes concerning the high
speed civil transport (HSCT), the proposed
successor to Concorde, are protected from public
disclosure for at least five years.

In this respect, the Commission stresses that in this
decision it is not considering the interpretation of
the notion of ‘indirect support’ in Article 5 of the
abovementioned Agreement, but rather carrying
out an economic analysis for the purposes of the
Merger Regulation. In this context, it is not
decisive whether or not, over the last three years,
Boeing derived an identifiable reduction in costs
for one of its specific current commercial
programmes. In the procedure under the Merger
Regulation, all that is significant is that the large
increase in Boeing’s military R&D, as outlined
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above, would over time confer on it a significant
competitive advantage vis-a-vis its only remaining
competitor in large commercial aircraft.

The Commission considers that to be especially
true since in the United States the line between the
defence and civil aircraft programmes is much less
clear than in the European Union, because of the
US policy that defence, space and commercial
technology are highly linked. For instance, in
August 1995, the National Space and Technology

‘Council stated:

‘the significant basic technological commonality
between military and civil aviation products
and services must be exploited to increase the
productivity and efficiency of our R&D
development  activities. This  requires
government and industry, working together, to
actively seek technological goals that are
common to both «civil and military
applications ... DoD, the Federal Aviation
Administration (FAA) and NASA must expand
their focus on encouraging this early
consideration of dual-use applications in
technology development programmes.’

Again in a December 1995 Congressional Research
Service Report it was stated:

‘In DoD, dual-use technology development was
emphasized, both to expand the commercial
manufacturing base for producing military
products and to help exploit military
technology for civilian purposes’.

Many such examples could be pravided of the US
Administration’s emphasis on dual-use technology;
if there were no transfer between military and civil
applications in the aerospace sector, such a
dual-use policy would make no sense.

Indeed, there are many instances of the direct
transfer of final products from military to
commercial applications, for example:

— the B52 (for aerodynamics) and the KC135 (for
wings, cockpit, and engine design) contributed
to the development of the B707, and later to
the B727, B737, and B757,

— the B777 benefited from systems integration
technologies gained from the development of
AWACS,
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— the MD11 d.erived production-line benefits
from the KC10.

The most important impact of transfer from
military to civil applications results, however, from
effects at the level of underlying technology, which
leads to significant increases in productivity and
cost savings.

It may be argued that Boeing’s benefits resulting
from publicly funded defence, space and civil R&D

and the increase of those benefits after the
proposed merger should be compared with
prospective  public aid available for the

development of commercial aircraft which its only
remaining competitor, Airbus, may receive in the
future. As far as military and space R&D is
concerned, there is, as outlined above, and
undoubtedly will remain, an extremely large
difference in favour of Boeing between such
expenditure in the United States and in Europe. As
far as civil R&D is concerned, the level of funding
provided by the US Government, and in particular
by NASA, is far in excess of the level of funding
provided for similar purposes in Europe. For
example in Germany, the country of one of the
major Airbus partners, the federal budget for civil
aeronautics R&D amounted in 1995 to DM 142
million (around US $ 90 million). In the same year,
NASA’s budget for aeronautics R&D amounted to
US $ 1,3 billion. There was in 1995 also a federal
budget of DM 208 million (around US $ 130
million) for general aviation research. This figure
must, however, be compared with the budget of
US $ 2,2 billion of the US Federal Aviation
Administration for research, engineering and
development. Numerous statements by US
Government officials, including in particular NASA
officials, also emphasize the increasing focus on
facilitating commercial applications of such R&D
to the exclusive benefit of US industry. This is true
both for sub-sonic aircraft and for the HSCT,
which is benefiting from large, explicitly targeted
levels of government-funded R&D. None of this is
subject to any form of reimbursement obligation.

- By contrast, under limitations imposed under the

1992 Agreement on Trade in Large Civil Aircraft
between the Community and the United States,
inter alia, explicit limits and reimbursement
conditions are established on the type of
government support which has typically been
granted in Europe and which, it is understood, will
remain the mainstay of future European
government support for the aeronautical industry,
that is royalty based loans. Such loans may be
provided up to a limit of one-third of the total
development expenditure for a new large civil
aircraft, subject to interest payments and
reimbursement.
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The disproportion between public R&D support
already existed before the proposed merger but its
effects were, at least in part, mitigated by the fact
that  the  benefits  resulting from  US
government-funded R&D were split between two
competing companies and, furthermore, in the case
of MDC only related to a limited commercial
aircraft business. After the merger, total
government-funded R&D of Boeing and MDC
would be concentrated in one single entity which
has by far the largest commercial aircraft business
in the world.

(vi) Intellectual property

In a high-technology industry such as commercial
aircraft manufacturing, intellectual property,
whether patented or in the form of unpatented
know-how, is extremely important for the
competitive potential of the players in the market.
The combination of the world’s leading
manufacturer of commercial aircraft with the
world’s leading manufacturer of military aircraft
will lead to the combination of two large portfolios
of intellectual property. There are more than 500
published patents which belong to Boeing and
might be of relevance for commercial aircraft.
MDC is estimated to hold around 150 such
patents('’). 86 Boeing patents and 26 MDC
patents could potentially restrict access to
important future technology. These include the
following areas:

— aircraft structures, where considerable R&D
has been made in order to produce lighter,
more resistant materials allowing for increased
aircraft range, speed and payload, as well as
extending  aircraft life and  reducing
maintenance costs; it appears that both Boeing
and MDC have taken out patents to enable
them to exploit certain of such areas
exclusively,

— composites, that is a combination of two or
more discrete material constituents, which offer
a very important improvement in performance
for airframe structures in terms of weight
reduction, specific strength and stiffness, fatigue
resistance and design flexibility (for example,
Boeing’s all-composite B-2 wings),

— aerodynamics, where recent innovations
contribute to lower fuel costs, less noise on
take-off and landing, improved range and speed
and shortened development cycles,

— flight controls, which have been among the
areas where the most specular technological
progress has been made in recent years; Boeing
and MDC have been active in this area, inter

(*7) Source: Airbus’s submission to the Commission.
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alia in the framework of NASA’s advanced
subsonic technology programme, and Boeing
has started patenting technology in the field of
fly-by-light, '

— electricity and electronics, which are vital for
safety and cost effectiveness and where R&D
has been done extensively by both Boeing and
MDC, especially through contracts from
government agencies.

To sum up, the Commission considers the
combination of Boeing’s and MDC’s know-how
and patent portfolios to be a further element for
the strengthening of Boeing’s dominant position in
large commercial aircraft.

(c) Bargaining power vis-a-vis suppliers

Aircraft manufacturers depend on numerous
third-party suppliers for a variety of goods and
services ranging from materials and components to
the larger systems, structural parts of the airframe
and engines. In many cases, the suppliers are also
involved in the design and development of the
aircraft. Large suppliers, especially airframe
manufacturers, sometimes enter into risk- and
revenue-sharing agreements with the aircraft
manufacturers.

(i) The proposed merger will. lead to a large
increase in Boeing’s buying power

It is estimated that at least 50 % of the activities of
an aircraft manufacturer are based on third-party
supplies. In 1996 Boeing achieved around [...]
acronautical sales and MDC around US $ 11
billion. It is obvious that the combination of those
aeronautical activities would lead to a large
increase in Boeing’s buying power vis-a-vis its
suppliers. Boeing has provided a list of suppliers
whose sales to Boeing Commercial Airplane Group
are US $ 10 million or more and has given an
estimate of the percentage of their sales to Boeing,
MDC and Airbus in relation to the total sales of
these suppliers. Out of [...] suppliers where
Boeing was able to give an estimate, [...]
companies supplied to both Boeing and MDC, and
[ ..] of these companies achieved 50 % or more of
their total turnover or of their turnover in the
overall aerospace sector, or in some cases in the
commercial sector, with sales to Boeing and MDC.
However, the number of suppliers achieving 50 %
or more with sales to Boeing and MDC must, in
reality, be significantly higher since Boeing was
only partially able to include sales in the defence
and space sector. Therefore, supply relations
resulting from MDC’s large military business were

(106)

(107)

(108)

(109)

only taken into account to a limited extent. In this
context, it should also be noted that most suppliers
in the aerospace sector questioned by the
Commission indicated that the consequences of
losing Boeing/MDC as a customer would be very
critical for them.

(i) Boeing’s increase in buying power could
significantly weaken the competitive position
of Airbus

Following the concentration, Boeing would
reinforce, in particular, its buying power with
respect to the many suppliers that furnish parts for
both civil and military applications. The addition
of MDC’s buying power, especially in the military
sector, to Boeing’s already strong position in
commercial aircraft would increase suppliers’
overall reliance on Boeing and might put them in a
position where they could not resist giving Boeing
priority over Airbus. Boeing would be able to exert
pressure on numerous suppliers to discourage them
from working with its only competitor, Airbus, or
to induce them to favour Boeing over Airbus in
terms of resource allocation.

There are indications that Boeing’s existing buying
power may have had some influence on the access
of Airbus to suppliers as risk-sharing partners. For
example, it has been widely reported that at the
beginning of the year Northrop Grumman decided
not to participate as a risk-sharing partner in the
development of the A3XX. Following its refusal,
Northrop Grumman announced that it had been
awarded a US $ 262 million contract to upgrade
AWACS radar by prime contractor Boeing. Boeing
also recently awarded to Northrop Grumman a
US $ 400 million contract to produce passenger
and cargo doors for its 737, 757 and 767 aircraft.
In this context it should also be noted that supplies
to Boeing represent by far the largest part of
Northrop ~ Grumman’s  commercial  aircraft
business. After the proposed merger, these supplies
would be combined with Northrop, Grumman’s
supplies to MDC’s defence business which are in
terms of absolute figures even higher than the
existing commercial supplies to Boeing.

In general, it seems likely that the increase in
Boeing’s buying power could significantly weaken
the competitive position of Airbus and, in turn,
strengthen the position of Boeing.

(d) Offset and ‘bundling’ deals

Offset deals are a mechanism whereby a supplier
provides technology or production capacity in the
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purchasing country in exchange for that country
purchasing the supplier’s product. Direct offset
consists of production or technology related to the
product being sold. Indirect offset is unrelated to
the product, but typically in a related technology
field.

Offsets in commercial aircraft sales are less
common than in military aircraft sales where they
are the rule. In the commercial aircraft sector,
offsets have also, in part, been limited by
international agreement. However, it appears that
in the commercial aircraft sector offsets do play
quite a significant role, particularly in countries
with State-owned national carriers. Two recent
instances may be cited as examples. In 1996
Malaysian Airlines ordered 25 aeroplanes from
Boeing on the basis of an offset programme to help
Malaysia develop its avionics and composite
materials industry. According to the press, the
Department of Trade and Industry of South Africa
has recently imposed a 50 % offset requirement on
all long-term government purchases. This new
offset policy will also apply to South African
Airways where attempts to purchase seven new
aircraft from Boeing were frozen pending the
formalization of new offset rules. Boeing itself has
stated that in the past it has entered into a number
of commercial offset deals.

More generally, it appears that the possibility of
offset deals already confers a significant
competitive advantage on US civil aerospace
manufacturers. In a report of Manufacturers
Alliance on offsets in foreign sales of defence and
non-defence equipment dated February 1997, the
following statement of the Director of the Office of
Aerospace, US Department of Commerce, is
reported:

‘The Administration concludes, as in the case
of defence trade offsets, that the greater
flexibility of US manufacturers in offering
offsets provides an important competitive
advantage for US firms. For example, it is
difficult for Airbus, a joint venture of four
governments, to source components in
non-member countries, since work must be
shared among the four countries. Because of
their greater flexibility in this regard, Boeing
and McDonnell Douglas have had more success
in penetrating East Asian markets in
particular.’

Boeing already has substantial offset capacity,
given its large commercial aircraft business. In
particular, by adding the defence business of MDC,
Boeing’s offset capacities would significantly
increase, which would result in a further
competitive advantage. Similarly, the concentration
would increase Boeing’s ability to enter into
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‘bundling’ deals in certain countries, combining the
marketing of Boeing’s commercial and MDC’s
military aircraft.

VIII. CONCLUSION

For the reasons outlined above, the Commission
has reached the conclusion that the proposed
concentration would lead to the strengthening of a
dominant position through which effective
competition would be significantly impeded in the
common market within the meaning of Article 2
(3) of the Merger Regulation.

IX. REMEDIES

A. UNDERTAKINGS SUBMITTED BY BOEING

With a view to removing the competition concerns,
Boeing has given the Commission the following
undertakings:

Boeing proposal on leveraging of DAC installed
base

1. Boeing undertakes to provide the following
structural remedy: for a period of 10 years
Boeing will maintain DAC in a separate legal
entity and will supply to the Commission a
report certified by an independent auditor
which describes the business performance and
results on a commercial line of business basis
for the continued DAC business activities. The
report will also be made available to the public.
On these conditions, Boeing will have the right
to manage fully the separate legal entity and
make all business decisions it deems
appropriate. The above period may be reduced
in agreement with the Commission should
Boeing not maintain two or more of the DAC
aeroplane programmes.

2. Boeing commits to providing customer support
for DAC aircraft at the same high quality level
provided for Boeing aircraft. This includes all
of Boeing’s traditional services available from
time to time for Boeing aircraft (which
currently include the global network of field
representatives, 24-hour technical = service
hotline, all aspects of spares support, including
next-day shipment, responsive AOG support
and world-class maintenance and flight
training). Boeing also will apply the same
Boeing guidelines and procedures for spare
parts availability and pricing, and ensure
appropriate levels of engineering support.
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3. Boeing agrees it will not withhold or threaten
to withhold support for DAC aircraft
(including spare parts) or penalize or threaten
to penalize an operator with respect to support
for its DAC aircraft (for example, by raising
prices or increasing delivery times for spare
parts) because the operator proposes to
purchase another manufacturer’s aircraft.
Boeing undertakes to continue to make publicly
available the information (including pricing)
currently available in the DAC spare parts
catalogue. '

4. Boeing will not use its privileged access to the
existing fleet in service of DAC aircraft in order
to leverage its opportunities for persuading
current DAC operators to purchase Boeing
aircraft. In particular, Boeing will not provide
spare parts and product support on more
favourable terms to some DAC operators
rather than others, in order to persuade them
to purchase Boeing aircraft.

Boeing proposal on exclusive agreements

Boeing will not enter into any additional exclusive
agreements until 1 August 2007 except for those
campaigns in which another manufacturer has
offered to enter into an exclusive agreement.

Boeing will not enforce its exclusivity rights under
the agreements with American, Delta and
Continental announced on 21 November 1996,
20 March 1997 and 10 June 1997, respectively.

An exclusive agreement for the purposes of this
undertaking means a contractual commitment by a
customer not to purchase or lease any other
aircraft manufacturer’s commercial jet aircraft or
within a specific range of maximum take-off gross
weight capability or to purchase a fixed percentage
of aircraft from one manufacturer.

Boeing proposal on patents

Boeing will, upon request by a commercial aircraft
manufacturer, license on a non-exclusive,
reasonable royalty-bearing basis, any
‘government-funded patent’ which could be used in
the manufacture or sale of commercial jet aircraft.
Boeing will also licence the know-how related to
such a patent which is necessary for the full,
effective and rapid exploitation of the patent.

‘Government-funded patent’ means any patent
which claims an invention conceived or first
actually reduced to practice by Boeing in the
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performance of one or more of its contracts with
the US Government, and which Boeing legally may
so license.

Boeing also will license on a non-exclusive,
reasonable royalty-bearing basis any blocking
patent, including the related know-how as defined
in the first paragraph, to another aircraft
manufacturer which agrees to similar terms for
cross-licensing of its blocking patents.

If Boeing and the other commercial aircraft
manufacturer cannot agree on the royalty or
whether the patent is a ‘government-funded patent’
which could be used in the manufacture or sale of
commercial jet aircraft or whether the patent is
blocking, such disagreement shall be submitted to
independent  arbitration under terms and
procedures to be mutually agreed between Boeing
and the other manufacturer.

For a period of 10 years, or until such earlier time
as the Commission agreed that similar information
is provided pursuant to governmental bilateral
agreements or a significant change has occurred in
the competitive environment including market
share and product line, Boeing will supply to the
Commission an annual report of its current
unexpired patents which claim an invention
conceived or first actually reduced to practice by
Boeing in the performance of one or more of its
contracts with the US Government.

Boeing proposal on transparency of R&D
projects

In order to provide increased transparency
regarding US Government aeronautics R&D
projects in which Boeing participates, Boeing will
supply to the Commission an annual report for 10
years, or until such earlier time as the Commission
has agreed that similar information is provided
pursuant to governmental bilateral agreements or a
significant change has occurred in the competitive
environment including market share and product
line, which contains the following information for
non-classified aeronautics R&D projects (that is

projects which are not classified under US
Government - national  security laws  and
regulations):

— name of project,

— description of project adequate to enable an
understanding of the nature of the R&D being
performed,

— authority contracting the project,

— description of Boeing’s participation in the
project,
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— value of Boeing’s contract,

— description of application of that year’s results
which have been incorporated or which Boeing
intends to incorporate in large commercial
aircraft. In subsequent reports, Boeing will
advise the Commission of results from R&D
projects identified in prior reports which have
been incorporated or which Boeing intends to
incorporate in large commercial aircraft. Upon
request of the Commission with respect to a
particular R&D project identified in a prior
report, Boeing will identify whether it is
studying the feasibility of application of the
results for incorporation into large commercial
aircraft,

— description of patents obtained by Boeing that
year for an invention conceived or first actually
reduced to practice by Boeing in the
performance of its contract.

Upon request of the Commission, Boeing will
provide another version of the report which
complies with all applicable US laws and
regulations with regard to disclosure of
information which the Commission may provide to
other aircraft manufacturers.

Boeing proposal on suppliers

In order to meet the Commission’s concerns that
Boeing could leverage its supply relationships to
discriminate against other manufacturers of large
commercial aircraft, Boeing makes the following
commitments.

1. Boeing will not exert or attempt to exert undue
or improper influence on its suppliers, directly
or indirectly, by promising an increase in
supplies or subcontracted R&D activities,
threatening to  decrease  supplies  or
subcontracted R&D activities, or leveraging in
any other way its own supply relationships, in
order that these suppliers should:

— refuse to take up or seek out supply
relationships with other manufacturers of
large commercial aircraft,

— refuse to increase their supply relationships
with  other manufacturers of large
commercial aircraft,

— refuse to enter into subcontracts with other
manufacturers on research or development
for large commercial aircraft,

— refuse to enter into  risk-sharing
partnerships with other manufacturers of
large commercial aircraft,

(120)

(121)

(122)

— delay R&D activities for or supplies to
other manufacturers of large commercial
aircraft,

— grant preferential treatment to Boeing in
terms of lead times for supplies or priority
for R&D activities subcontracted by Boeing
without a reasonable business justification.

2. Boeing retains its right to select its suppliers,
enforce its contracts with respect to price,
quality scheduling and delivery and to protect
its proprietary information.

B. ASSESSMENT

There are two areas of competition problems:

— the additional competitive potential of MDC in
commercial aircraft (horizontal effects),

— the large increase in Boeing’s defence and space
business (overall effects).

Although DAC, which operates the commercial
business of MDC, is no longer a real force in the
market, the concentration would nonetheless lead
to a strengthening of Boeing’s dominant position in
large commercial aircraft. As a consequence of the
undertakings submitted by Boeing:

— Boeing’s enhanced capability to enter into
exclusive agreements will become irrelevant in
the foreseeable future given that Boeing is not
allowed to enter into future exclusive
agreements for a period of 10 vyears.
Furthermore, the abandonment of the
exclusivity rights in the three existing exclusive
agreements will remove the foreclosure of the
market resulting from the exclusivity,

— the competitive advantages of Boeing’s access
to DAC’s fleet in service are further reduced by
Boeing’s commitments not to leverage the
product support for the DAC fleet with respect
to the purchase of new aircraft,

— the risk that Boeing, by continuing the
production lines of DAC, may use DAC aircraft
as ‘discount’ aircraft is reduced if DAC is
operated as a separate legal entity with annual
public reporting ' obligations certified by an
independent auditor.

As regards, the strengthening of Boeing’s dominant
position resulting from its large increase in the
defence and space business, the undertakings
submitted by Boeing have the following
consequences:
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— the commitment on patents gives other aircraft
manufacturers access to intellectual property
gained by publicly funded R&D and also with
respect to blocking patents, meets the general
concern about Boeing’s increased patents
portfolio, '

— the commitment on transparency contributes to
more discipline in publicly funded R&D and
makes the spill-over from defence and space
R&D to the civil sector more transparent,

— the commitments on supply relationships
reduce the risk that Boeing may abuse its
increased bargaining power in order to impede
competitors through inter alia exclusive
contracts with suppliers.

The Commission has taken into consideration two
specific aspects of the present case. Firstly,
post-concentration there will be only two operators
on the market for large commercial aircraft, Boeing
and Airbus. In the absence of any interest on the
part of Airbus to acquire DAC, but also in the
absence of any interest of other companies to enter
this market through an acquisition of DAC, it is
highly unlikely that a buyer could be found for
DAC. A commitment on a divestiture would not
therefore have resolved the competition problems
resulting from the horizontal effects. Secondly, the
spill-over effects from the defence and space
business on the commercial aircraft business are by
their very nature difficult to quantify or even fully
identify. They are difficult to address fully in the
context of the present procedure under the Merger
Regulation.

Moreover, within the framework of the Agreement
between the European Communities and the
Government of the United States of America
regarding the application of their competition laws,
the Commission has also taken into consideration
the important interests of the United States of
which the Commission was informed by the US
Department of Defence and Department of Justice,
on behalf of the US Government (see
paragraph 12).

The package of undertakings submitted by Boeing
contains a combination of structural and
behavioural elements. In the specific circumstances
explained above, relating in particular to the
manifest absence of any possible buyer for DAC,
the Commission accepts this combination of
undertakings, which should be treated as a whole,
and considers that, on balance, they adequately
address the competition problems identified in the
present decision and removes the concerns about a
strengthening of Boeing’s dominant position in the
market for large commercial aircraft. To ensure

(124)

full compliance by Boeing with its commitments, in
application of Article 8 (2), second subparagraph,
the Commission shall monitor this compliance. In
particular, Boeing shall allow the Commission, or
any expert appointed by the Commission, access to
internal data relevant to the implementation of this
monitoring, and, whenever requested by the
Commission, be prepared to discuss its compliance
with the commitments. '

X. FINAL CONCLUSION

Consequently, the Commission concludes that,
subject to full compliance with the commitments
made by Boeing, as set out in recitals 114 to 119,
the proposed concentration will not create or
strengthen a dominant position as a result of which
effective competition would be significantly
impeded in the common market or in a substantial
part of it,

HAS ADOPTED THIS DECISION:

Article 1

Subject to full compliance by Boeing with the conditions
and obligations contained in the commitments as set out
in recitals 114 to 119 of this Decision and with the
obligation to submit to monitoring of its compliance with

these

commitments as set out in recital 123, the

concentration by which the Boeing Company acquires
control of the whole McDonnell Douglas Corporation is
declared compatible with the common market and the
functioning of the EEA Agreement.

Article 2

This Decision is adressed to:

The Boeing Company
7755 East Marginal Way South
Seattle, WA 98 108

USA.

Done at Brussels, 30 July 1997.

For the Commission
Karel VAN MIERT

Member of the Commission
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ANNEX 1
IVIM.877 — BOEING/MDC .
Large commercial jet aircraft
Backlog market shares evolution by value — 1987/1996 — World
1. Market shares — total
(%)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Ag’;f;ge
Total Boeing 62 61 57 59 62 62 62 59 64 64. 61
Total MDC 14 7 19 i6 16 12 10 9 8 8 6 12
Boeing + MDC 76 80 73 75 74 72 71 67 71 70 73
Total Airbus 24 20 27 25 26 28 29 33 29 30 27
2. Market shares — narrow body
(%)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Ag’;_‘;ge
Total Boeing 50 55 61 60 64 64 62 56 54 55 58
Total MDC 19 20 - 16 15 11 11 ‘ 11 11 14 11 14
Boeing + MDC 69 75 77 75 75 75 73 67 68 66 72
Total Airbus 31 25 23 25 25 25 27 33 32 34 28
3. Market shares — wide body
(%)
1987 1988 1989 1990 1991 1992 1993 1994 | 1995 | 199 Ag;_‘;ge
Total Boeing 74 68 53 59 60 60 62 61 70 71 64
Total MDC 8 19 16 16 13 10 7 6 3 2 10
Boeing + MDC 83 87 69 75 73 70 69 67 73 73 74
Total Airbus 17 13 31 25 27 30 31 33 27 27 26

Source: MDC data: MDC part of the notification
Boeing data: Boeing’s notification
Airbus data: Airbus — Airclaims CASE database.



8.12.97 Official Journal of the European Communities L 336/41
ANNEX 2
Narrow and wide body in value (world)
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ANNEX 3

Narrow body in value (world)
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ANNEX 4

Wide body in value (world)
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ANNEX §
IV/M.877 — BOEING/MDC
Large commercial jet aircraft
Backlog market shares evolution by value — 1987/1996 — EEA
1. Backlog evolution by aircraft model — Market shares by value — EEA
(%)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Ag’;_';ge
Total Boeing 63 59 51 50 53 52 45 48 58 61 54
Total MDC 10 21 16 18 14 13 15 12 4 2 12
Boeing + MDC 73 80 67 - 67 67 64 59 61 62 63 66
Total Airbus 27 20 33 33 33 36 41 39 38 37 34
2. Market shares — Narrow body .
(%)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Ag;f;‘ge
Total Boeing 48 48 52 51 52 51 33 35 50 50 47
Total MDC 12 24 19 16 13 10 10 8 N 2 12
Boeing + MDC 60 72 70 67 65 61 44 43 55 53 59
Total Airbus 40 28 30 33 35 39 56 57 45 47 41
3. Market shares — Wide body
(%)
1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 Ag;f;ge
Total Boeing 81 76 51 48 54 52 50 56 65 69 60
Total MDC 8 16 13 19 14 15 16 15 3 1 12
Boeing + MDC 89 92 64 67 68 66 66 71 68 70 72
Total Airbus 11 8 36 33 32 34 34 29 32 30 28

Source: MDC data: MDC part of the notification

Boeing data: Boeing’s notification
Airbus data: Airbus — Airclaims CASE database.
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ANNEX 6

Narrow and wide body in value (EEA)
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ANNEX 7

Narrow body in value (EEA)
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ANNEX 8

Wide body in value (EEA)
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