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The assessment of the likelihood of coordinated conduct arising from cross-ownership and cross-directorship in merger regulation: Experiences from the Competition Tribunal’s decisions, 1999 – 2009
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Introduction 

That the introduction of the Competition Act No. 89 of 1998 (“the Act”) to the statute books and its diligent administration by the Competition Authorities has thus far amounted to a resounding success is beyond question.  More importantly, the creation of a robust and credible merger regulation regime in South Africa has been successfully attained through the Competition Commission (“the Commission”) adopting a meticulous approach towards its investigative endeavours under section 12A of the Act.  Equally, the Competition Tribunal (“the Tribunal”) has, through rigorous interrogation arrived at balanced pronouncements regarding the interpretative contours of section 12A of the Act.  Such pronouncements have attracted their fair share of criticisms, though on the whole they have served to establish a credible body of jurisprudence regarding the examination of unilateral conduct, coordinated conduct, potential foreclosure, and more limitedly, conglomerate effects in notified merger transactions.  

It is the consideration of potential coordinated conduct arising from cross-ownership and cross-directorship within the context of merger regulation that the Tribunal’s pronouncements do not resonate with the same measure of consistency as does its reasoning on other equally contentious behavioural conduct.  In this regard, the purpose of this paper is to attempt to discern the approach adopted by the Tribunal and infer the consistency of such an approach in relation to the Tribunal’s reasoning.  

The paper is organised as follows: Part I shall concern the evaluation of the context within which the first provision in an antitrust statute regarding the prohibition of cross-directorship, or interlocking directorates came to prominence.  Here, the theoretical assumptions which influenced the inception of section 8 of the Clayton Act shall be considered.  Part II shall critically consider the Tribunal’s pronouncements regarding merger transactions where there exists interlocking directorates.  Lastly, Part III shall seek to further develop the cogency of the theoretical and policy propositions which have been commonly advanced as underpinning closer scrutiny for merger transactions which either attempt to sustain or establish interlocking directorates post-merger.  Here, some propositions will be advanced which ought to discipline the consideration of similar transactions in future.

It is important to state that while this paper generally concerns issues pertaining to cross-ownership and cross-directorship, nonetheless in developing the theorem of harm concerning coordinated conduct, the consideration of interlocking directorates shall occupy the predominant focus of our analysis.  The consideration of cross-ownership generally within concentrated industries and the potential anti-competitive consequences accruing as a result thereof has been treated elsewhere and warrants more extensive research and does not form a significant focal point of this paper.  Our concern with cross-ownership shall be confined to its propensity to avail opportunities for the establishment of interlocking directorates.  That is to say, that since the capacity to appoint nominees to a board of directors accrues to shareholders possessing (depending on particular circumstances) a minimum shareholding or equity threshold, it is within this context that cross-ownership as a precursor to the establishment of interlocking directorates shall be considered. 

Part I

Section 8 of the Clayton Act of 1914: rationale for the prohibition of interlocking directorates in the United States

There exists a considerable collection of commentary on the prevailing economic circumstances in the early 1900s in the United States and the role of financial institutions.  Access to financial resources remained a critical factor in business expansion as much then as it is in our times.  At the same time, there existed renewed societal vigilance on the behaviour of firms predominantly in the manufacturing industries on the methods which they employed to expand their presence and reach into the lives of the majority citizenry.

A popular observation amongst social commentators concerned the growing popularity of representation of financial institutions on the boards of directors of the firms to which lending facilities were extended.  In particular, the focal point concerned on the role that the financial institutions’ nominees on the lenders’ boards of directors assumed in the firm’s decisions relating to the employment of the firm’s loaned capital.  At much around the same period, a debate concerning the overall duties of independent non-executive directors on firm boards occupied as much space in popular writing as it does in our times.  The prevailing attitude to such practices are adequately reflected in the following sentiment:

“[T]he corporation does not deal at arm’s length with the banking or financial institution thus dominating its directory…[W]e find in this practice banking institutions, through membership on the board of directors, controlling the fiscal policy, and indeed, we may say, the business policy of … commercial enterprises.  The result is that these financial institutions very largely control that branch of business which deals with the issue and negotiation of securities, and not only dominate the issuance and character of the securities, but are able to become the purchasers thereof.”

Indeed, the metamorphosis of financial institutions’ role as extended to general commerce elicited lively debate in Congress as to the effectiveness of the Sherman Act in dealing with new forms of commercial behaviour which served to distort the allocation of capital resources within the manufacturing industries.  To this end, the Judiciary Committee of the Senate which put forth proposals for the augmentation of the antitrust laws already prescribed in the Sherman Act stated the following:

“[I]t is not proposed by the bill or amendments to later, amend, or change in any respect the original Sherman Antitrust Act of July 2, 1890.  The purpose is only to supplement that act and the other antitrust acts… Broadly stated, the bill, in its treatment of unlawful restraints and monopolies, seeks to prohibit and made unlawful certain practices which, as a rule, singly and in themselves, are not covered by the act of July 2, 1890, or other existing antitrust acts, and thus, by making these practices illegal, to arrest the creation of trusts, conspiracies, and monopolies in their incipiency and before consummation.  Among other of these trade practices which are denounced and made unlawful may be mentioned discrimination in prices for the purposes of wrongfully injuring or destroying the business of competitors; exclusive and tying contracts; holding companies; and interlocking directorates.”
 

In providing for the prohibition of interlocking directorates between competing firms through section 8 of the Clayton Act, Congress understood such an intervention to be consistent with the proclamation made by President Woodrow Wilson in his State of the Nation speech as the necessity of making laws:

“…which will effectively prohibit and prevent such interlockings of the personnel of the directorates of great corporations… as in effect result in making those who borrow and those who lend practically one and the same, those who sell and those who buy but the same persons trading with one another under different names and in different combinations, and those who affect to compete in fact partners and masters of some whole field of business.”
  

While some cogent arguments may be sustained which would adequately justify the legislative intervention regarding the dominating behaviour of financial institutions, it is arguable whether such intervention appropriately lay in the formulation of section 8 of the Clayton Act.  Equally, notwithstanding the solid arguments that have been made with regards to the necessity of having a statutory provision formulated in the form of section 8, this provision would in fact be ineffectual in seeking to address the preoccupation of Congress at the time.  

After the enactment of section 8 of the Clayton Act, several econometric proposals were advanced which sought to interrogate the foundational basis upon the outright prohibition of interlocking directorates was premised.  The linear regression models that were proposed aimed to determine the extent to which interlocking directorates have effect on firm profitability, firm performance, share value, shareholder returns and numerous other dependant variables.
  On the whole, these analyses produced some spurious correlation in the results, and interpreting such results as either to be supportive of the prohibition of interlocking directorates or demonstrating their innocuousness would be misleading.  Indeed, the spurious correlation may be attributed to a catalogue of factors.  

There are two factors which may be presented as serving to cast doubt on the reliability of the regression model results.  The first factor is the manner in which interlocking directorates are defined.  Here, an overwhelming number of these analyses loosely define interlocking directorates as instances where an individual serves on two or more boards of directors.  The second factor is the understanding that these analyses have on the concept of a competitor.  Here, the relativity of the firms to which this individual serves as director on their respective boards is surprising given scant treatment.
  Zajac, a proponent of the alternative view which considers interlocking directorates as relatively innocuous, provides an illuminating example of the lack of deeper probity regarding the definition of interlocking directorates and the concept of a competitor.

With regards to the former, Zajac and others direct little attention to the definition of the type of relationship which would constitute an interlocking directorate.  While at its most basic level, an interlocking directorate may be said to exist where an individual serves as a director on the boards of two or more firms, at a more elevated level, this relationship may assume bi-directionality.  Here, a more complicated scenario would entail Firm A and Firm B having two or more persons serving as directors on each other’s boards of directors, such that at any given meeting of either of the firms, these persons are present.  These analyses do not contemplate the potential complexities regarding the institutional arrangements of firms to an interlocking relationship.  With regards to the latter, this perhaps presents the most critical aspect which significantly dilutes the probative value of these analyses.  These analyses avoid giving any meaningful treatment to the relative proximity of firms as far as their marketplace interaction is concerned.  In other words, whether or not the firms to an interlocking relationship are similarly in a horizontal, vertical or otherwise unrelated relationship in relation to their products or services is hardly mentioned.  

Clearly, section 8 of the Clayton Act inherently calls for such an inquiry prior to the prohibition of interlocking directorates taking effect.  It was not intended that the scope of the provision would encompass every form of an interlocking relationship.  Rather, only horizontal interlocks would be prohibited by the provision.  Unfortunately, none of the analyses are alert to this important qualification.  

Summary

The representation of interlocking directorates by these analyses as innocuous was highly influenced by the point of departure concerning the definition of interlocking directorates and an understanding of these interlocks in relation to the participating firm’s relative marketplace relationship.  

The Courts’ approach towards section 8 of the Clayton Act unquestionably considers these two factors as being of critical importance.  Similarly, the Tribunal has demonstrated its alertness to the importance of these two factors in their consideration of interlocking directorates.  It is this alertness that we turn to consider. 
Part II: In search of the Tribunal’s approach regarding interlocking directorates 
The Tribunal’s examination of interlocking directorates within the context of assessing a notified merger’s desirability reflects a disparate approach.  However, there are two broad areas which the Tribunal has expressed a consistent message.  Firstly, and with the exception of the Primedia Limited/New Africa Investments Limited merger, its decisions concerned mergers where the interlocking directorates existed pre-merger.
  Here, the Tribunal fell to consider the desirability of the notified mergers where the merging parties sought to sustain the pre-existing interlocking directorates.  Secondly, the Tribunal has on all occasions expressed its concerns on the prevalence of interlocking directorates between competing firms.  We now turn to consider each of the Tribunal’s major decisions in our endeavour to discern any consistency in the approach adopted. 
Two Rivers Platinum Limited/Assmang Limited
In its decision regarding the Two Rivers Platinum Limited/Assmang Limited merger, the Tribunal considered a merger transaction where there existed cross-ownership between competitors in a highly concentrated market.
  This merger followed earlier consolidations in the precious metals group market and lead the Tribunal to suggest that such consolidations had an “exclusionary impact”
 which had eventuated in the creation of an “oligopolistically structured market”.
  Having examined the structural dynamics of the market and concluded that the nature of interaction between competing firms exhibited cooperation rather than competition, and having identified the existence of cross-ownership links between the competing firms in the market, the Tribunal concluded that:

“…we have nevertheless concluded that the transaction does not on its own substantially lessen or prevent competition either currently or potentially and that, conversely, prohibiting it or imposing conditions upon it will not promote competition.”
        
Plainly, the Tribunal did not consider any of the potential range of remedies to be particularly appealing and effective in averting the further suppression of competition through cross-ownership.  Its decision in Two Rivers Platinum Limited/Assmang Limited represents an impotent attempt at addressing a problem which was glaringly obvious in the dangers that it presented to the furtherance of competition.  The assertion that “[I]t is now for competition authorities in South Africa as well as other jurisdictions to ensure that this anti-competitive structure is not abused” did little to demonstrate its own attitude towards these arrangements, and the extent to which it would be prepared to adopt a robust approach towards remedying such historic structures.  
Momentum Group Limited/African Life Health (Pty) Limited
At the opposite end of the extremities, the Tribunal’s well-intentioned fervour directed at attempts to address concerns associated with cross-ownership and interlocking directorates was unfortunately misplaced.  In its decision regarding the Momentum Group Limited/African Life Health (Pty) Limited merger, there existed interlocking directorates between Discovery Holdings and the Momentum Group who are considered to be competitors within the broader medical aid scheme administration relevant market.
  At the outset of its consideration, the Tribunal remarked that:

“[I]t is common cause that FirstRand controls both Momentum and Discovery Health…[and] [T]here are common structural links in that FirstRand owns both Discovery Health and Momentum as well as common directorships.”
     
The Tribunal seemingly overlooked the nature of the relationship existing between Discovery Health and Momentum, and in particular, the correct characterisation of the competitive relationship of the two firms.  Notwithstanding the difference in culture, management styles, product placement and marketing strategies, these firms were engaged in intra-brand competition, and not, as mistakenly considered by the Tribunal, inter-brand competition.  That the Commission considered the firms to be part of a single economic entity in its aggregation of market shares ought to have signalled to the Tribunal that any structural links which exists between firms that are engaged in intra-brand competition ought not to be treated as being inherently suspicious.  
There exists a rich repository of judicial reasoning regarding the consideration of parent-subsidiary relationships and subsidiary-subsidiary relationships as forming part of a single entity.
  Plainly, interlocking directorates between firms that are engaged in intra-brand competition may purport to serve a particular purpose such as the efficient transmission of information within the parent company and providing for adequate monitoring of the implementation of the parent company’s strategy.  The Competition Appeal Court’s decision which set aside the Tribunal’s order seems to have been the correct decision, although the decision does not give extensive treatment of the innocuousness of interlocking directorates within a single economic entity, and instead elects to use ineloquent characterisations of intra-brand competition as “two horses in one race”.
   

Main Street 333 (Pty) Limited/Kumba Resources Limited
The main aspect of the Tribunal’s decision in Main Street 333 (Pty) Limited/Kumba Resources Limited appears to have been the Tribunal’s assertion of a test for the assessment of coordinated effects in relation to interlocking directorates.
  Notwithstanding the opportunity availed in its decisions in Two Rivers Platinum and Momentum Group Limited, this amounted to the first time where the Tribunal fashioned such a test.  The Tribunal stated that:

“[I]n the first instance, it can strengthen an existing co-ordination.  In this instance there would need to be evidence of an existing co-ordination, and secondly, that the merger is likely to strengthen that co-ordination.  The second instance is that the merger increases the likelihood that firms will co-ordinate.  Here there may be no evidence of an existing co-ordination, but evidence that post merger, it will be probable.”
   
While the idea that the probing of interlocking directorates might be deserving of special attention given their relative novelty is generally appealing, nonetheless the test proposed by the Tribunal appears to be slightly incongruous with the requirements of section 12A (2) of the Act that the Tribunal referred to.  The difficulty of the test proposed by the Tribunal was to be revealed in the instance where the Commission advanced an argument regarding the correct legal standard applicable for the sustenance of an anti-competitive structure post-merger.  That is, while the Tribunal had elected to confine itself to consider instances where it determined that pre-merger coordination was necessary in order for post-merger coordination to be strengthened, the problematic standard adopted by the Tribunal did not anticipate the consideration of instances where pre-merger coordination couldn’t be established, however post-merger coordination was a reasonable likelihood.  After all, the substantial prevention or lessening of competition test (“SLC test”) does not require the establishment of actual pre-merger coordination in order for post-merger coordination to be a reasonable likelihood.
  This is arguably the most important question that fell to be considered by the Tribunal.  Here, the Tribunal’s approach was as follows:

“…the Commission’s legal argument was that even if a merger did not of itself lead to a substantial prevention and lessening of competition, if the merger perpetuated or sustained an anticompetitive structure, this was sufficient to justify the imposition of remedial conditions.  This has not been the manner in which we had interpreted the Act thus far.  Granted, we have not yet been called upon to decided the matter definitively but we do not find that this occasion justifies a departure from that interpretative approach…it is not necessary for us to decide the Commission’s point of law.”
 
We submit that the balance of probabilities assessment inherent in the SLC test is sufficiently broad to encompass the Commission’s hypothesis that the sustenance of pre-merger coordination is likely to prevent competition in a relevant market, and that this ought to suffice to steer the Tribunal into considering the range of probable remedies at its disposal.  
Overall, the Tribunal’s decision reveals a curious approach towards interlocking directorates which had not been previously expressed.  In another spurious statement, much emphasis seems to have been placed on the reasonableness of the merging parties’ rationale for the merger transaction as evidence of their underlying intent.  For, the Tribunal states that:

“…we have resorted to the rationale in order to test the veracity of the parties’ contentions that the interlocking directorships are not to promote an anticompetitive purpose.  We are satisfied that in this respect Anglo’s rationale for wanting representation on the board of a company that has some interests rival to its own, is driven by a series of considerations that can be justified on grounds that have nothing to do with an attempt to co-ordinate the respective firms behaviour.”
      

It is not particularly clear from the Tribunal’s reasoning that such considerations were adequately considered within the framework provided by the Act for the assessment of merger efficiencies.  Certainly, the Tribunal appears to have wholeheartedly relied on the benevolent assurances of the merging parties’ stated rationale for the merger which, in the face of grave anti-competitive concerns expressed by the Commission, seems (on the balance) to have been more convincing.  Further, the Tribunal appears to have fashioned an ancillary test over and above the statutory test concerning the justification for the sustenance of interlocking directorates post-merger which does not accord with the provisions of the statute.  This is dangerous terrain, for the Tribunal itself noted earlier in its decision that the inferences made by the Commission in relation to likely existence of coordination pre-merger lead it to conclude that:

“…we are not in a position to accept the merging parties’ argument that there is no evidence of any existing co-ordination…there were a number of features of the evidence, which were curious, and we put it no higher than that, which the merging parties did not satisfactorily deal with.”
        
Barmac (Pty) Limited/ATC (Pty) Limited and Aberdare Cables (Pty) Limited
The Tribunal considered and accepted the imposition of a divestiture of an equity shareholding held by a firm in a rival in the Barmac (Pty) Limited/ATC (Pty) Limited and Aberdare Cables (Pty) Limited merger.
  The divestiture remedy served to eliminate the interlocking directorates that existed between the competing firms.  The relative simplicity with which the Tribunal reached its decision is in stark contrast to its convoluted and often confusing decision in the Main Street 333 (Pty) Limited/Kumba Resources Limited merger.  In Barmac, the Tribunal seems to depart from its self-imposed shackles on its scope to “unravel” pre-existing anti-competitive structures as expressed in Two Rivers Platinum.  For, the Tribunal noted the Commission’s concern which it had similarly expressed in the Two Rivers Platinum merger in the following manner:

“[T]he Commission was concerned that the link with Kewberg could result in Aberdare being able to influence the operational and strategic decision making of Kewberg.”
      

The same concern was to be repeated by the Commission in the Main Street and Primedia mergers, yet the Tribunal’s attitude in those two mergers reflected a more hardened and unfaltering approach.  It is not clear from the Tribunal’s decision whether it relied on the likelihood of unilateral conduct or coordinated effects as a basis for ordering the divestiture as a proportionate remedy to the probable anti-competitive harm post-merger.  
That the Tribunal does not attempt to demonstrate the rationale for the approach it adopted in Barmac which is distinguishable from its reasoning in Two Rivers Platinum and Main Street makes it harder for us to accept that there exist a common methodical approach adopted by the Tribunal in its assessment of interlocking directorates. 
Primedia Limited/New African Investment (Pty) Limited
The Tribunal’s decision in the remittal of the Primedia Limited/New African Investment (Pty) Limited merger perhaps amounts to its fullest consideration of interlocking directorates and their potential anti-competitive effects post-merger.
  The history of the merger transaction is not particularly important for our purposes, nor are the substantial reasons for African Media Entertainment Limited’s review application to the Competition Appeal Court which resulted in matter being remitted for reconsideration.  Of importance though, and which concerns the Tribunal’s approach are the two stages at which interlocking directorates ought to be considered as part of the broader merger review process.

The first stage considers whether or not the accrual of equity shareholding created conditions which effectively resulted in the change of control so that a relevant merger situation is created, while the second stage considers the existence of the equity shareholding in relation to its potential effect on the maintenance of conditions of effective competition. With regards to the first stage, it is important to stress here that such considerations invariably concern the probing of the unilateral effects theory of harm, and not, as is being advanced here, the coordinated effects theory of harm.  For, it is the consideration of whether or not the accrual of equity shareholding results in the two erstwhile competitors ceasing to be distinct firms and operating as a single economic entity, and whether or not such a consolidation operates to confer market power on the single economic entity.  Within this context, interlocking directorates may be presented as a means to test the “relevant merger” hypothesis concerning the existence of “material influence” of one firm over the other without there necessarily being a transfer of 100% equity shareholding.
At the second stage, the existence of interlocking directorates may, depending on the outcome of the first stage enquiry, broadly entertain both theorem of harm as they relate to the general level of competition in the relevant market.  In this regard, in the event that a merger situation is created as result of the accrual of shareholding such that material influence may be exerted by Firm A over the operations of Firm B, then the enquiry effectively ceases to be one concerned with advancing coordinated effects directly related to the interlocking directorates.  Instead, coordinated effects may be probed as relating to the general level of competition in the relevant market, and not as a direct consequence of the existence of interlocking directorates.  

However, in the event that the accrued shareholding is insufficient to confer an ability for Firm A to materially influence the operations of Firm B, it is from this point that interlocking directorates must be considered as a subset of the coordinated effects theory of harm in relation to Firms A and B and the rest of the market participants.

The Tribunal, having rules out the establishment of control by Primedia Limited over Kaya in both its decisions, proceeded to consider the unilateral conduct and coordinated effects theorem of harm in the absence of a change of control.  In other words, the Tribunal affirms the cogency of approaching the assessment of interlocking directorates at the second stage of the inquiry where it is satisfied that the ability of Firm A (Primedia Limited) to materially influence the operations of Firm B (Kaya) is non-existent.  Not having undertaken a substantive analysis in its first decision since it was convinced that there was no change of control in relation to Kaya, the Tribunal nevertheless conducted such an analysis in its remittal decision.  In particular, and for our purposes, the Tribunal appropriately confined itself to consider the strategic incentives which each firm possessed in relation to each other and whether or not such incentives were appropriately aligned to result in a collusive outcome.  Ultimately, the Tribunal concluded that:

“[A] theory of harm based on the passive investment in a rival leading to co-ordinated effect between rivals post merger, has not been established.”
  
The Tribunal further demonstrated its willingness to explore the sub-set coordinated effects theory of harm presented by interlocking directorates and indicated as such in relation to the evidentiary burden that is to be met when advancing the theory of harm in the following passage:

“[I]n order to make the case for co-ordinated effects the evidence needed to be stronger than the mere holding of an interest in a rival and the right to appoint a director to its board.  Available information could have been led to build these foundations, but neither the Commission nor AME [intervener] did so.”
 
In critiquing the intervener’s proposal of a potential unilateral effects theory of harm arising from a competitor possessing a passive shareholding in a rival, the Tribunal described the implausibility of the hypothesis as “speculative.”
  Furthermore, and importantly for our purposes, the Tribunal noted the following:

“[W]e would need to know the relative profitability’s of the stations.  Even if revenue is diverted to Kaya in sufficient amounts, if its cost base is higher than Highveld’s, the return on that diverted revenue in Kaya may not be as high as it is in Highveld… [N]either the Commission nor AME has done this exercise…”
       
Summary

It is this aspect of the Tribunal’s decision that we turn our attention to in Part III.   Our focus on this aspect of the Tribunal’s decision is in relation to the consideration of the role that conjectural variations may play in providing the answers to the questions posed by the Tribunal to the Commission and the intervener.  Looked at very closely, once the role of conjectural variations is afforded its place in considering the incentives of competing firms to these structural links, the hypothesis advanced by AME arguably becomes more credible and the Tribunal’s dismissal of the hypothesis as being “speculative” may have been unfounded. 
Part III: In search of the theoretical and policy propositions underpinning an aversion towards interlocking directorates

Sociologists, lawyers, policy analysts and legislators have all conceived an aversion towards interlocking directorates which range from avoidance of conflict of interests, reduction in the considerable influence of bankers, monitoring of the concentration of economic power amongst an elite strata of society and the advancement of the public interest in its various vague forms.  It is relatively recent that economists have forcefully and with relative ease argued for the prohibition of interlocking directorates under the generality of the coordinated effects theorem of harm.  Such is the clear nature of the harm that may ensue as a direct result of interlocking directorates between competitors that Motta abruptly dismisses any requirement to give extensive treatment to the theory underpinning the rationale when he states that:  
“[I]f a firm has participation in a competitor, even without controlling it, the scope for collusion will be enhanced.  First and more obvious, if a representative of a firm is sitting in the board of directors of a rival firm, it will be easier to exchange information on the marketing and pricing policies, which makes it easy to monitor a rival’s behaviour… an important facilitating factor for collusion.”

Perhaps the obviousness in Motta’s contemplation of such an eventuality is derived from the universal acceptance of the plausibility of coordinated effects  as a legitimate concern of the law.  Motta’s treatment of interlocking directorates in his exploration of collusion considers it as a structural condition which, where it exists, serves to strengthen and sustain the collusive endeavours competitors.  From a policy perspective, Motta submits that:
“[O]verall, it would therefore seem wise not to allow a firm to have minority (a fortiori, controlling) shareholding in a competitor.”

The dangers presented by interlocking directorates are commonly understood as falling within the generality of the coordinated conduct theory of harm.  However, when such arrangements become detectable in the context of a merger review, the probability of harm is arguably that much greater.  More so, within the context of a horizontal consolidation, the sustenance of interlocking directorates post-merger presents the probability that any constraining effect imposed on the merged entity would be diluted by the existence of these structural links.      

While much has been written on the coordinated effects theory of harm as applicable in merger regulation, it is the consideration of the strategic incentives to compete which has recently aroused considerable interest.  In this regard, the exceptional analysis conducted by O’Brien and Salop
 and furthered by the notable contributions of Gilo
 and Ezrachi and Gilo
 on the profit-maximisation incentives for competitors’ motives for acquiring passive investments has brought much needed attention to the complexities of these arrangements.  As highlighted by the authors, the issues brought on by these arrangements are inherently problematic.  To the extent that the South African Competition Authorities have confronted these arrangements, the approach does not resonate with any degree of consistency.  Such consistency may be attained where a methodical approach is adopted by the Competition Authorities which gives due regard to the consideration of competitor strategic incentives to coordinate their behaviour post-merger.   

Refinement of coordinated conduct theory in relation to interlocking directorates

A notable contribution on the inferences that may be made regarding the incentives for interlocking directorates is that of Schoorman, Bazerman and Atkin.
  The authors depart from the premises that the underlying rationale for interlocking directorates entails an attempt to reduce “environmental uncertainty” within the market and as existing between competitors.  Schoorman et al. have recourse to organizational design theory which posits that a firm may be reorganised internally with the aim of reducing uncertainty and promoting transparent and efficient transmission of commercially sensitive information.  This proposition is extended by the authors to be applicable to competing firms seeking to implement an inter-firm strategy for uncertainty reduction.  As with all strategic-related decisions, such firms typically consider the inherent costs and anticipated benefits from such an arrangement.  Schoorman et al. thus state that: 
“…a link will accrue between two (or more) organizations only when each organization sees the link as mutually beneficial and considers having an interlocking director as the best method of reducing uncertainty.”
   

Although appearing rather simplistic, this approach is on balance a more convincing proposition advanced for attempting to discern the incentives of competitors to an interlocking arrangement and dispels the notion that even where there exists asymmetric incentives, interlocking directorates would still be entered into by competitors.  In this sense, it is inconceivable that competitors would rationally enter into an interlocking arrangement where the anticipated benefits are asymmetrically distributed and the incidence of benefit accrues in a unidirectional manner.  This observation is a necessary pre-condition for the acceptance of interlocking directorates as a structural mechanism used by competitors to establish and sustain collusive arrangements where the pay-offs in the repeated coordinated game exceed the individual marginal gain in an uncoordinated setting.  
The United Kingdom Office of Fair Trading (“OFT”) had arrived at its inference of an anti-competitive intent regarding the rationale for British Sky Broadcasting Group plc’s (“BSkyB”) acquisition of an effective 17.9 % equity shareholding in ITV plc.
  In this regard, the OFT states that: 

“…BSkyB may use its shareholding in ITV to influence ITV’s behaviour and may also have access to strategic information which it could use to its advantage.  In the event that BSkyB were to obtain board representation, any potential impact on competition resulting from access to information could be materially enhanced.  Board representation provides a structured forum, which by definition entails routine discussion of competitively-sensitive information of the company… As a result – where the board includes a representative (s) of an important competitor in relation to given subject matter – this gives rise in and of itself to material coordinated effects concerns.”

The OFT further considered the incentives that competitors to interlocking directorates possessed.  In this regard, the ability to reach terms of coordination, the incentives to maintain coordination and the sustainability of coordination all formed factors which were intrinsic in the analysis of interlocking directorates.  While the analysis would be expected to be inherently fact-specific, nonetheless these factors provide the scope to further discipline competition authorities in their considerations of the anticipated effects of interlocking directorates.  Furthermore, such an analysis typifies the effects-based approach towards the analysis of the probability of anti-competitive outcomes.  The OFT concluded that it:

“..believes that the acquisition may provide the parties with the ability and incentive to share sensitive information and coordinate their behaviour in order to reduce future discounting and/or to reduce innovation within the advertising sector…[T]he above concerns may arise purely by virtue of BSkyB’s status as the only major industry shareholder in ITV.  In the event that BSkyB was to gain a seat on the ITV board, these concerns would be materially heightened as the board would represent an additional regular and more detailed forum for exchange of sensitive information.”
     

Of course collusive arrangements are capable of being sustained without recourse to the establishment of interlocking directorates.  As conduits for the sustenance of collusive arrangements, interlocking directorates merely formalise the collusive arrangements through the creation of an institutionalised structure which aids in the efficient administration of the collusive arrangement.  Interlocking directorates also provides for the ease of monitoring any deviations from collusively agreed outcomes.    
A strong aversion to the allowance of interlocking directorates post-merger has emerged in the European Commission’s merger regulation jurisprudence.  In a number of instances, a pragmatic attitude towards interlocking directorates resonates in the approach adopted by the European Commission.  Interestingly, when confronted with a merger review where there exists interlocking directorates pre-merger, the European Commission has readily accepted commitments from merging parties which involve two options.  

The first option entails the removal of interlocking directorates a commitment not to attempt to substitute such an arrangement with similarly subversive means, while the second option entails the divestiture and sale of the equity shareholding from which the rights to nominate directors to a board are derived.  Both these remedies effectively address the potential anti-competitive effects which interlocking directorates pose and reflect the decisiveness of the European Commission’s approach to the matter.
  It is not clear, however, which factors the European Commission considers in its choice of imposing either of the remedies, for such is the pragmatism and decisiveness in its treatment of interlocking directorates that its decisions hardly contain an elaborate discussion of the potential harm that may ensue and the appropriateness of a remedy to effectively address such concerns.
       

The European Commission’s approach considers interlocking directorates as presenting the opportunity for the probability of coordinated effects post-merger.  In its Allianz/AGF decision, it stated that:  

“[D]ue to accumulation of links… there is the risk that the two companies will not compete on the market but act in a complementary manner dividing up product and geographical markets.”
 
The European Commission went on to accept the commitments presented by the merging parties which entailed the dissolution of the interlocking directorates.  Similarly, in its AXA/GRE decision it stated that:  

“[T]he structural links between AXA and Le Foyer resulting from the concentration will eliminate or at least considerably reduce competition between AXA and Le Foyer… the Commission concludes that the undertakings submitted by AXA represents a sufficient remedy to eliminate any concern as regards the effect of the remaining structural link between AXA and Le Foyer. The proposed commitments will either eliminate this link and thus any risk that AXA could exercise decisive influence over Le Foyer as a result of the concentration, or ensure in any event the maintenance of a strong independent competitor to the market leaders.”

Similar considerations informed the European Commission’s approach in its decisions relating to the Volvo/Renault V.I.
 and Nordbanken/Postgirot mergers.
  The OFT similarly considered the probability of a dampening effect of the incentives to engage in aggressive strategic rivalry between BSkyB and ITV as a direct result of interlocking directorates between the competitors.  Although not as forthright as the OFT in its pronouncements on interlocking directorates, the United Kingdom Competition Commission’s (“UK Commission”) treatment of the BSkyB/ITV matter culminated in its recommendations to the Secretary of State of a partial divestiture of BSkyB’s equity shareholding accrued in ITV from 17.9% to a level below 7.5% because it:
“… is in practical terms likely to be as effective a remedy as full divestiture, because it removes any realistic prospect that BSkyB would be able to materially influence ITV’s strategy.”
 
The OFT, and to a lesser extent the UK Commission’s pronouncements in the BSkyB/ITV matter certainly crystallises much of the jurisprudence developed by the UK Commission’s predecessor in the form of the MMC regarding interlocking directorates.  Although all the MMC’s decisions relating to its treatment of interlocking directorates were reached under the less rigorous and broader public interest standard of the Fair Trading Act of 1973, nonetheless its approach to interlocking directorates is substantially similar to that of the OFT and the UK Commission.

Generalised theoretical framework for considering interlocking directorates 

“[M]acroeconomists should take models for what they are: simplified views of the world that help us think about a complex issue, but not true representations of the complexity itself.”
  

The generalised theoretical framework developed herein attempts to provide the disciplining context within which the incentives for firms to establish interlocking directorates ought to be considered.  The generalised framework considers the work undertaken by Alley is his attempt to demonstrate the effect of cross-ownership amongst competing firms and the corresponding profitability incentives.
  For our purpose, Alley’s model, which usefully extends Reitman’s model,
 provides an apt point of departure from which a more detailed and through assessment of the incentives availed to firms which lead to the establishment and sustenance of interlocking directorates post-merger may be undertaken.  Prior to propagating the generalised framework, it is important to qualify the utility of the models calibrated by Alley and Reitman.  
Firstly, both models only give treatment to firms participating in a Cournot setting.
  Thus, multi-product firms and Bertrand competitive setting are discounted.  Secondly, both models hold technological or dynamic efficiency considerations accruing to firms in this market constant.  This allows the imputation of the potential for symmetric incentives which flow in a bidirectional manner to both firms.  Thirdly, all firms in the models face a linear demand curve which is an inverse demand function.  Again, non-linear demand curves are discounted.  Lastly, both models give some treatment to the existence of conjectural variations and the price equilibrium reached as a result.  More shall be said about this factor in due course.
As a general proposition, Alley’s model suggests that a firm’s incentive to acquire an equity shareholding in a competitor would be a function of its own profitability and its competitor’s profitability.  The profitability function is expressed in its normal form, which accounts for the variable and fixed costs of both firms relative to their respective aggregate outputs.  The existence of conjectural variations is perhaps the most important factor in both models.  Alley specifically has recourse to Clarke and Davies’ work on conjectural variations as a means of estimating the degree of collusive outcomes in the presence of cross-ownership amongst competing firms.

The importance of the conjectural variations stems from a general understanding of oligopoly theory.  In both Alley and Reitman’s models, the static conjectural variations of competitor interaction is given significant weight as a means of attempting to understand when competitors would consider it rational to acquire an equity shareholding in another competitor.  Using Alley and Reitman’s simplistic Cournot setting as an example, conjectural variations amount to decisions where firms derive an endogenous profit maximisation rule by having recourse to the output (and consequently price) decisions of other competitors.  All firms are assumed to have imperfect information regarding each other’s cost functions and thus only observe the price as indicative of a firm’s strategy regarding its output decisions.  Depending on the level of output, firms would respond by incurring adjustment costs when manipulating output levels in response to other competitors’ market conduct.
  

Dockner, building on Riordan’s conception of dynamic conjectural variations, explains the competitive setting in the following manner:
“…firms have imperfect information about the market demand, do not observe outputs of rivals but are able to draw inferences about the position of the demand curve from past observations on prices.  Thus, changes in one firm’s output in the current period cause the market price to change and therefore influence the rivals’ estimates about future demand.”
  

The significance of conjectural variations hypothesis in oligopoly analysis stems from the earlier work which Iwata conducted in proposing an econometric approach in understanding the pricing strategies of firms in an oligopolistic setting.
  In his exploration of the Japanese flat glass market, Iwata observes that the price elasticity of demand, the firm’s marginal cost and the value given to the conjectural variation are all explanatory variables for the price function of his homogenous product in a Cournot setting.  With the assumption that all three variables are constant i.e. the price elasticity of demand is constant regardless of the level of demand, the firm’s marginal cost is constant even when average costs are declining and the conjectural variation parameter is constant for each firm, Iwata’s work entailed measuring the cost function and the market demand function in order to specify the model for the flat glass industry.  Iwata’s approach may be useful in framing the appropriate approach from which firm’s competitive strategies may be understood in the context of their own cost functions relative to their perception of their competitors’ cost functions.

Alley’s model, while not technically important for our purpose, is nevertheless necessary to express it in its mathematical form.  This is important since the model, as a conceptual point of departure, ought to discipline any consideration of interlocking directorates as directly emanating from cross-ownership, and the incentives that competitors possess.  The model is expressed as follows:

(1 –  ∑Sij ) [pxi – ci (xi) – Fi ]  +  ∑Sji [pxj – cj (xj) – Fj]


          j≠i

                                    j≠i
where
p is the firm’s profit,

x is the firm’s aggregate output of the homogenous product,

c is the firm’s variable costs (as a function of its output),
F is the firm’s total fixed costs,

Sij is the proportion of the equity shareholding accruing to firm j in firm i , and

Sji is the proportion of the equity shareholding accruing to firm I in firm j .

The model adds, as explanatory variables, the consideration of the effect that market shares of firm i and firm j possesses, the marginal costs faced by both firms and the price elasticity of demand for the homogenous product.  Alley further accounts to conjectural variations in the model as a means of estimating the probability of collusive outcomes given the explanatory variables.  Alley’s model incorporating these factors is further expressed in the following form:  
  p – c’I  = 1 [α + (1 – α) MSi ] +   ∑j≠i Sji         MSj   x  [1 [α + (1 – α) MSi ]  – α  p – c’j     ]
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where

c’ is the marginal cost facing the firm,

η is the price elasticity of demand for the homogenous product, and
MS is the market share of a firm.

It not important for our purposes to give extensive treatment Alley’s model as elaborated with the inclusion of these variables and taking into account conjectural variations.  However, what is clear from the conceptual approach that Alley adopts in the evaluation of cross-ownership is that a deeper appreciation of the dynamic interaction of firms and their respective incentives which informs their strategies is both important and necessary.  More could be said about the nature of the dynamic games which firms engage in as explored more fully by Perry (1982),
 Kamien and Schwartz (1983),
 Riordan (1985),
 Makowski (1987)
 and Erickson (1997)
 on the use of conjectural variations as an inherent part of a vigorous competitive process.  Again, probing the nature of these interactions ought to provide a sense to the competition authorities of the manner in which incentives are formulated by firms as part of their overall competitive strategies.  It is within this context that the motives and intentions for the establishment of cross-ownership and the existence of interlocking directorates between competitors ought to be subjected to closer scrutiny.
Certainly, the UK Commission appeared to be advancing beyond the rhetoric regarding interlocking directorates by purporting to fully evaluate the manner in which BSkyB, ITV and other firms in the relevant markets formulated their competitive strategies relative to the incentives availed.  At each stage of its examination, the UK Commission sought to establish, on the balance of probabilities, the extent to which the formulation of such incentives masked an underlying anti-competitive intent.  The general framework for the evaluation of incentives seemed to clearly give considerable weight to issues pertaining to the ability to reach terms of coordination, the incentives to maintain coordination and the sustainability of coordination.  
Thus, Alley’s model provides a useful point of departure in engaging in a substantive exploration of cross-ownership and interlocking directorates amongst competing firms.  The model provides the analytical framework within which the overall incentives of competitors to interlocking arrangements ought to be evaluated.  Once cross-ownership and interlocking directorates have been established as a matter of fact, the model may be confined to the examination of matters relating to the incentives to maintain coordination and the sustainability of coordination.  For, the existence of cross-ownership and interlocking directorates provides adequate evidence with regards to the ability for the competing firms to reach terms of coordination.  It is the intensity of the examination regarding the maintenance and sustainability of coordination that would serve to reveal the extent to which an anti-competitive intent exists for the establishment and sustenance of cross-ownership and interlocking directorates between competitors.

Summary

It is undoubtedly the case that there exists an a priori suspicion regarding the existence of cross-ownership and interlocking directorates between competitors.  With the rigorous probity that the SLC test demands for the assessment of mergers, such suspicions ought not to be intuitively relied upon as a basis for arriving at what would appear to be a sensible remedy required to clear the merger.  Instead, such suspicions ought to be tested within the conceptual framework proposed in Alley’s model, which provides a methodical approach towards the evaluation of incentives for interlocked competitors to coordinate their market conduct. 
Conclusion

It ought to be clear that interlocking directorates within the context of merger regulation should be singled out specifically for closer scrutiny by competition authorities.  For, it is the creation or sustenance of conditions in the relevant market where effective competition may be artificially constrained by the existence of these structural links that competition authorities ought to be justifiably concerned and as a result seek to gain a deeper appreciation of the incentives for the establishment of these structural links.   
It ought not to suffice for competition authorities to merely pose the questions to merging parties and accept any explanation advanced regarding their underlying intent for the establishment and sustenance of these structural links.  As a starting point, and consistent with the prevailing approach towards probing any theory of harm by competition authorities, once structural links have been identified as posing a potential threat to competition post-merger, it is the merging parties who ought to bear the onus of proving that such structural links do not pose such a threat.  Equally, the Competition Authorities ought to constrain themselves to the generalised theoretical model derived from Alley’s work to the evaluation of the evidence advanced by merging parties endeavouring to discharge such an onus.   

It ought to be utterly inconceivable that competition authorities would be convinced to exercise benevolence in their acceptance of flimsy rationale which concern some other compelling objectives which, when examined more closely, are found wanting under a section 12A (2) examination.  The Tribunal has displayed a propensity to consider and accept efficiency enhancing justifications for merger transactions which, on the face of it, presented significant threats to competition absent of such justifications.  However, merging parties should be left with no doubt that their endeavours to establish or sustain interlocking directorates post-merger must fall within the generally accepted grounds for efficiency enhancing justifications for problematic merger transactions.  This message has not, unfortunately, been projected by the Tribunal with any measure of consistency.
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