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Editor’s Note

This case is one of a series on transatlantic relations developed by the American Consortium on European Union Studies (ACES), a center organized by five universities in the Washington D.C. area.  Teaching essential concepts and principles concerning the politics and economics of transatlantic relations is the central purpose of the case series.  Each case explores its particular topic as a specific instance of more general patterns of conflict and cooperation between the European Union and the United States.  European integration, EU and U.S. policymaking, and their consequences for transatlantic conflict and negotiation are thus basic themes in the series.  The multiplicity of layers of policy authority on each side of the Atlantic, and shifts in the location of that authority, also feature prominently in these cases.  Each case thus conveys information on specific problems in order to provide a factual foundation for students to discuss broader principles as well as the particular policy dispute.  These cases are written to assist instructors of upper-level undergraduate and graduate courses in government, business and economics in general and are configured for courses in International Relations, Foreign Economic Policy and European studies in particular.  We welcome your feedback on the individual cases and the series as a whole.  
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“Many people believe that possession of unchallenged economic power deadens initiative, discourages thrift and depresses energy; that immunity from competition is a narcotic, and rivalry is a stimulant, to industrial progress; that the spur of constant stress is necessary to counteract inevitable disposition to let well enough alone.”
– Judge Learned Hand, U.S. v. Aluminum Company of America, 1945

“Today’s global mergers go beyond the simple combination of activities in different regions of the world: they might be better described as the worldwide integration and consolidation of such activities.  As a result, many of the transactions, which have taken place in recent years, have significantly modified on a global scale the fundamentals of competition in the industries concerned.”

– EU Competition Commissioner Mario Monti, May 2001

Introduction and Overview


Boeing’s announcement of a planned $13 billion merger with McDonnell Douglas in December 1996 raised serious concerns on both sides of the Atlantic about the market power of the combined firm.  Boeing, the world’s largest commercial aircraft producer, was proposing to acquire the world’s third largest producer.  The number-two producer, Europe’s Airbus, would be disadvantaged in an industry worth $20 billion each year.  In the world market for large commercial aircraft, which has undergone substantial consolidation throughout its history, only two significant producers would remain.
  Competition authorities in the United States and European Union immediately set out to investigate the implications of the merger.


This market is characterized by high start-up costs, long production runs and a limited number of buyers.  Prices for individual aircraft can reach as high as $156 million to $182 million for a new Boeing 747-400.  Competition for each new order is fierce.  With only two producers remaining, competition for market share in the cyclical industry would become a zero-sum game between Boeing and Airbus.  The merger with McDonnell Douglas would immediately give Boeing a two-thirds share of the market, double that of Airbus.  


In the United States, antitrust authorities faced pressure from industry and the Defense Department to allow the merger to go through, in part because it would give Boeing a competitive advantage over Airbus.  In the European Union, competition authorities vowed to scuttle the merger, an act which would protect the European champion.  The line between competition policy and industrial policy was thus blurred.  

This case explores the distinctions between U.S. and EU competition policy in a key industry.  The first section of this case discusses the structure of the market for commercial aircraft, including the role of industry consolidation.  The second section examines the details of the Boeing-McDonnell Douglas merger.  The third section provides a comparison of U.S. and EU competition policy, as well as a discussion of extraterritoriality in competition policy.  The fourth section details the transatlantic conflict that brought the United States and European Union to the brink of a trade war in the middle of 1997.  

The International Market in Commercial Aircraft


In the 100 years since the era of flight began, hundreds of aircraft manufacturers have come and gone.  The economics of the aerospace industry, and the commercial aircraft industry in particular, are marked by high start-up costs and the need to achieve economies of scale in order to produce efficiently.  The low number of buyers of commercial aircraft – overwhelmingly the airlines of the world, along with governments and wealthy individuals  – create a demand structure in which only the most efficient, lowest-cost producers have a chance to compete for a limited number of orders in a given timeframe.  While some producers simply faded from existence, stronger firms swallowed up others.  This consolidation in the commercial aircraft industry, occurring in both Europe and the United States, resulted in three firms controlling large commercial aircraft production by the mid-1980s: Boeing, Airbus and McDonnell-Douglas.

Economic and Firm Structure of the Market

The commercial aircraft industry is marked by very high barriers to entry, and firms have to sell a significant number of aircraft in order to make any profit at all.  The costs of developing a commercial aircraft are monumental.  Boeing is believed to have spent more than $5 billion developing the 777, its latest all-new aircraft, which was launched in 1990 and entered service in 1995.  Airbus, meanwhile, is spending a purported $11 billion on its super-jumbo project, the A380.
  Production runs are small – Boeing delivered a total of 381 airplanes in 2002 – and products must be tailored to buyers’ specifications on size, range (distance an aircraft can fly) and efficiency.
   Since a commercial aircraft is expected to last 20-30 years, firms must commit to providing maintenance, service and spare parts over the life of the aircraft.  The long service life of commercial aircraft, coupled with the fickle nature of demand for air travel, also makes the commercial aircraft industry highly susceptible to cyclical swings in the market – demand boomed during the late 1990s, but has declined in the post-September 11 economic downturn.

A commercial aircraft is comprised of millions of components from a myriad of industries.  The vast majority of research and development (R&D) is spent on planning the integration of these components into propulsion, electronic, hydraulic and avionics systems in a prototype aircraft.
  The sheer complexity of a commercial aircraft makes it an exceptionally difficult product to design and produce.  There is a high emphasis in the industry on innovation; often, innovations in seemingly unrelated industries like metallurgy, rubber and electronics can be put to use in commercial aircraft production. 


There are three critical considerations in determining the cost of producing commercial aircraft:  static economies of scale, dynamic economies of scale, and economies of scope.  Static economies of scale result when the average cost of production decreases as more units are produced.  By definition, fixed costs remain the same no matter how many airplanes are produced, so a portion of the fixed costs is built into the average cost of each aircraft.  As fixed costs – particularly the costs of research and development, which can make up two-thirds of the total fixed costs – are spread among more units, the average cost of each unit decreases.  


Dynamic economies of scale in the commercial aircraft industry are the result of strong learning effects in the process by which an aircraft is actually assembled.  With millions of components to assemble, timing is absolutely critical; even if some of those components can be put together beforehand, there are still thousands of activities that must be done in order and correctly in a carefully coordinated process.
  As more aircraft are produced, the producers figure out ways to produce them faster, cheaper and more efficiently.  The commercial aircraft industry has been found to have a learning elasticity of 0.2, meaning for every doubling of output, production costs decrease 20 percent.
  Since production costs are often expressed in man-hours, an example in which the labor required to produce the first aircraft is indexed at 100 man-hours shows that the first 100 aircraft would require an average of 35 man-hours to produce, while the labor necessary to produce the first 500 aircraft falls to an average of 20 man-hours.  The first Airbus A300, for example, required 340,000 man-hours to complete, while the 87th copy of the A300 required only 78,000 man-hours.
  


Economies of scope refer to a situation in which processes used to build one type of product can be applied to the production of other products.  Because the processes involved in producing, for example, an Airbus A300, are similar to the processes involved in the production of the Airbus A340, Airbus is able to exploit the lessons from the A300 to decrease its production costs for its A340.  Incentive exists, then, for a commercial aircraft producer to develop a family of aircraft to serve the passenger capacity needs of its clients, as well as long-, medium- and short-range aircraft.  Airbus is unique in one aspect of its economy of scope; it uses the same cockpit design for most of its aircraft.  Not only does this reduce production costs, it reduces training and maintenance costs for airlines.  Pilots have to familiarize themselves with only one set of controls to be able to fly several different types of aircraft, and mechanics can be trained to repair similar components across a family of aircraft.


These three characteristics – static economies of scale, dynamic economies of scale, and economies of scope – make launching new models a risky business and force concentration of the industry into a few number or producers..  Depending on the model, “[a] firm has to sell roughly 600 units of a new airplane just to break even.  This usually takes eight years – twelve if development time is included.”
  With development costs continuing to increase, each time a manufacturer attempts to launch a new model of aircraft, it has to lay out a massive amount of capital – occasionally “betting the company” on a new model, as was the case with Boeing’s 747 – and hope that worldwide demand will push production past the break-even point.  


As firms produce units of one particular product family, the cost per unit never reaches a minimum for models over 100 seats, the category in which all Airbus and Boeing commercial aircraft fit.
  While experts divide the market for commercial aircraft into two segments, narrow-body (100-200 passengers, range of 2,000 to 4,000 nautical miles, usually single-aisle) and wide-body (over 200 passengers, range of over 4,000 nautical miles, usually double-aisle), the structure of these two markets and competition issues facing them are similar.
  If a firm were to minimize costs by producing enough aircraft to take advantage of all economies of scale and scope, the number of aircraft produced would exceed the number demanded by the market, leaving many aircraft unsold.  The bottom of the cost curve, in other words, extends beyond the size of the global market.  As Laura Tyson argues, the industry is thus a natural monopoly: given enough time, and assuming a free market, the number of firms can be expected to decline to one.  

Some economists, such as Tyson, have defended subsidies to some firms to avoid such a monopoly.
  Many airlines (especially very large ones), however, want two commercial aircraft producers because they do not want to be dependent on only one supplier.  Patronizing multiple competitors in the industry also encourages price competition and innovation. 

History of Consolidation of Firms in the U.S. Market

The United States, at the beginning of 1960, had 12 commercial aircraft manufacturers.  By 1980, following the exit of several firms from commercial aircraft production, only three remained: McDonnell Douglas, Boeing and Lockheed.
  By 1981, Lockheed’s L-1011 Tristar project had been a dismal failure, costing the company $2.5 billion over 13 years and forcing it to exit the market as well.  Lockheed’s exit left Boeing and McDonnell Douglas as the only two U.S. commercial aircraft manufacturers.
  


Following Lockheed’s exit from the commercial market, Boeing’s share of the U.S. commercial market steadily increased.  During the late 1980s, Boeing’s market share gains were coming at the expense of McDonnell Douglas; by 1993, McDonnell Douglas’ share of the U.S. market had fallen to less than 20 percent.

U.S. Commercial Aircraft Shipments and Market Share, 1975-1996 (selected years)

	
	1975
	1985
	1989
	1993
	1995
	1996

	
	Sales
	Share
	Sales
	Share
	Sales
	Share
	Sales
	Share
	Sales
	Share
	Sales
	Share

	Boeing
	169
	62.1
	200
	73.3
	279
	70.1
	330
	80.9
	206
	80.5
	218
	81.0

	McDonnell
	78
	28.7
	71
	26.0
	119
	29.9
	78
	19.1
	50
	19.5
	51
	19.0

	Lockheed
	25
	9.2
	2
	0.7
	0
	0.0
	0
	0.0
	0
	0.0
	0
	0.0

	Total U.S. Shipments
	272
	
	273
	
	398
	
	408
	
	256
	
	269
	


Source: Aerospace Industries Association

Lockheed joined Martin, Northrop and Grumman as firms that had failed in the commercial aircraft market and chose to focus instead on defense-related military aircraft.  While many of the production methods are similar between military and commercial aircraft – nearly every commercial producer began as a military contractor – the defense business is seen as less risky.  Not only does the U.S. government finance the development of military programs, shouldering much of the risk on behalf of defense firms, but the government is also a guaranteed customer of the end product, in contrast to the competitive open market for a finite number of commercial aircraft orders.  


Moving toward defense-related businesses also diversifies the operations of an aerospace firm.  Just prior to announcing its merger with McDonnell Douglas, Boeing purchased Rockwell, a major defense contractor, in part to diversify its business activities and prevent the cyclical commercial aircraft market from causing major swings in the company’s earnings.  

The Creation of Airbus


Toward the end of the 1960s, European aircraft manufacturers began to fear that continued competition among themselves could result in continued American dominance in the industry.  European firms and governments determined that only a coordinated approach could bring about a viable product.  This led industry and governments to develop a more cooperative approach.  As early as 1967, plans were emerging for the joint production of a European aircraft under a consortium called Airbus.  Following the failed collaboration between British Aircraft Corporation and French manufacturer Sud Aviation on the Concorde project, in which only 16 aircraft were ever produced at a total cost of £1 billion, the British government was leery of collaborating on another major commercial aircraft program.  France, however, saw the Airbus project as an opportunity to strengthen its industrial leadership role in Europe.  Germany also saw Airbus as a means for establishing economic leadership in Europe, as well as aiding in the recovery of the German industrial sector.
  


Airbus Industrie officially came into being on December 18, 1970, set up as a Groupement d’Intérêt Économique (GIE) under French law, little more than a shell company in which each member pools capital and receives profits commensurate to the proportion of capital provided.  A GIE is not required to pay taxes on profits; it allocates its profits to its members in proportion to their participation rights. While not required to make its books public, all members of the Airbus Industrie GIE, however, did publish their accounts.
  The first Airbus aircraft, the A300, was initially comprised of parts produced by French manufacturer Aérospatiale, German manufacturer Deutsche Aerospace and British manufacturer Hawker-Siddeley; the only production role for Airbus Industrie was final assembly at its plant in Toulouse, France.  The main responsibilities of Airbus Industrie were marketing, sales, and support.   

The British overcame some initial reluctance and formally became part of the consortium, along with the Spanish manufacturer CASA.  By 1978, the membership of Airbus had stabilized, with British Aerospace (formed by the 1977 merger between British Aircraft Corp. and Hawker-Siddley) holding a 20 percent stake, Deutsche Aerospace and Aérospatiale (itself formed by a merger of 12 different firms between the 1930s and 1970) each holding a 37.9 percent stake, and CASA holding a 4.2 percent stake.
 

The goal of the Airbus project was to spawn a resurgence of the European aerospace industry by creating a viable competitor to Boeing and McDonnell Douglas.  The A300 was designed to fill a niche among the offerings of other commercial aircraft producers, namely, a medium-range wide-body twinjet equipped for 266 passengers. While it found customers initially unwilling to submit orders for the A300, it instituted several sales tactics – including “fly before you buy,” a program which allowed reluctant customers to use the A300 before committing to firm orders – that resulted in moderate success for the A300 program.
  

Airbus followed the A300 with the A310, a smaller derivative of its first wide-body aircraft, equipped for 218 passengers over a similar range.  Thus, by 1982, Airbus was on its way to producing a family of aircraft; by using similar components and production platforms for several different aircraft, Airbus was able to reduce development and production costs.  This became apparent with development of the narrow-body A319/A320/A321 family of aircraft, which also shared the same cockpit design and marked the first use of “fly-by-wire” technology in large commercial aircraft.  Fly-by-wire, a revolutionary invention originally used in military aircraft, uses computers to control the aircraft through a simple joystick, rather than using rudder pedals and a control wheel to mechanically fly the aircraft.  Not only did the new technology save weight by replacing heavier mechanical apparatus with lighter-weight computers, it was also instrumental in Airbus’ strategy of creating families of aircraft.  The same computers could be used in different aircraft, cutting costs and providing pilots with similar controls and performance characteristics over several types of aircraft.

Competition Among Boeing, Airbus and McDonnell Douglas


Airbus took only 10 years to move from third to second in commercial aircraft production.  For 1980 and 1981, it had 374 backlogged orders for the A300, A310 and A320, ahead of McDonnell Douglas’ 185 orders but still far behind Boeing’s 1,217.
  During the 1980s, the rivalry between Boeing and Airbus began to intensify, following the introduction in 1982 of the Boeing 767, the first direct competitor to the Airbus A310.  Both the 767 and A310 fit into the high-capacity (about 220 passengers) medium-range (6,000-7,000 miles) category.  In order to beat Boeing in this category, Airbus resorted to a “Silk Route Strategy,” campaigning intensively and successfully for sales in the Middle East, where political issues put U.S. manufacturers at a disadvantage.


Airbus’ first venture into the narrow-body market, the A320, was at once a move into the longer-range narrow-body market niche and a move against the wildly successful Boeing 737.  While both were built to accommodate about 150 passengers, the A320 had a range of 3,400 miles compared to the 737’s range of 2,000 to 3,000 miles.  The new A320 would also be in direct competition with McDonnell Douglas’ MD-80 narrow-body, easily its best-selling aircraft overall since its introduction in 1980.  

The subject of continuous contention between the United States and Europe in the coming years, the development of the A320 was heavily subsidized by the French and German governments, which chipped in 75 percent and 90 percent, respectively, of Aérospatiale’s and Deutsche Airbus’s development costs in the form of repayable loans.
  In doing so, much of the risk involved in developing the new model rested squarely on the shoulders of French and German taxpayers.  European governments had also bankrolled development of the earlier A300 and guaranteed loans to provide generous financing to customers of the then-untested aircraft.

Between 1985 and 1990, Boeing’s market share of new orders was consistently around 50 percent – though down markedly from levels as high as 70 percent to 80 percent between 1975 and 1980 – while Airbus and McDonnell Douglas fought over the remaining half of the market.
  McDonnell Douglas, with the success of the MD-80, continued to book orders (575 in 1990) but was still far behind both Boeing (1,858) and Airbus (1,038).

While Boeing maintained its position as the U.S. market leader during the 1990s, Airbus’ success came largely at the expense of McDonnell Douglas.  By 1991, Airbus was booking 30 percent of all new aircraft orders internationally, while McDonnell Douglas’ share had declined to 14 percent.
  Increasingly, McDonnell Douglas was relying on defense contracts to remain financially viable.  In the late 1980s, McDonnell Douglas had pinned its hopes on a new tri-engine wide-body it was developing called the MD-11.  Much like Lockheed’s ill-fated L-1011, the MD-11 did not meet airlines’ expectations and was a financial disaster.  Although 377 had been ordered in 1991, only 185 were delivered through 1998.

The years leading up to Boeing’s merger announcement demonstrate that Airbus was indeed becoming a viable competitor in the commercial aircraft industry.  Not only was Airbus taking one-third of all new orders in the period between 1993 and 1997, it was increasingly taking new orders from U.S. airlines – in Boeing’s backyard.

Market share for new orders worldwide, 1993-1997

	
	1993
	1994
	1995
	1996
	1997

	
	Orders
	Share
	Orders
	Share
	Orders
	Share
	Orders
	Share
	Orders
	Share

	Airbus
	38
	13.3
	125
	50.4
	106
	18.9
	336
	30.8
	460
	44.7

	Boeing
	247
	86.7
	120
	48.4
	346
	61.6
	717
	65.7
	551
	53.6

	McDonnell Douglas
	0
	0.0
	3
	1.2
	110
	19.6
	38
	3.5
	17
	1.7

	Total World Orders
	285
	
	248
	
	562
	
	1091
	
	1028
	


Source: Aerospace Industries Association

Market share for new orders to U.S. customers, 1993-1997

	
	1993
	1994
	1995
	1996
	1997

	
	Orders
	Share
	Orders
	Share
	Orders
	Share
	Orders
	Share
	Orders
	Share

	Airbus
	6
	3.9
	46
	55.4
	9
	6.5
	150
	23.1
	272
	46.3

	Boeing
	147
	96.1
	37
	44.6
	76
	55.1
	479
	73.9
	314
	53.4

	McDonnell Douglas
	0
	0.0
	0
	0.0
	53
	38.4
	19
	2.9
	2
	0.3

	Total U.S. Orders
	153
	
	83
	
	138
	
	648
	
	588
	


Source: Aerospace Industries Association
In 1998, the year after Boeing announced its merger with McDonnell Douglas, Airbus broke ahead of Boeing in new sales when it announced the sale of 188 A320 family aircraft to British Airways, formerly a stalwart customer of Boeing.  At the time, Boeing was faced with production difficulties, struggling to meet demand as a result of the success of the “next-generation” 737 model.  The sale to British Airways reflected the emergence of Airbus as a powerful competitor in the short-haul market, a reversal of the days when Airbus relied on the A300 and A310, both medium-haul wide-bodies, to compete with Boeing.
  

While competition in the narrow-body and smaller wide-body aircraft was heating up, Boeing maintained its monopoly on the jumbo wide-body market.  Launched in 1970, Boeing’s 747, equipped to carry more than 400 passengers, faced no direct competition from Airbus or McDonnell Douglas.  Boeing’s monopoly in this market segment allowed it to charge higher prices to customers absent competition.  In the next market segment below the jumbo wide-body, Airbus offered the A330 and A340, equipped for between 250 and 380 passengers, respectively, to compete against the Boeing 767 and 777.  Boeing’s dominance in the jumbo wide-body market spurred Airbus to move forward with its A3XX program, later renamed the A380, a double-decker jumbo jet able to carry over 550 passengers, which is scheduled to enter service in 2006.  

As orders and shipments dwindled, McDonnell Douglas was largely out of the commercial aircraft picture by the end of 1997.  Its failure in the commercial market came not only as a result of stiff competition from Boeing and Airbus, but also in part from its inability to offer a real family of aircraft.
  By 1996, it offered only the MD-80 and MD-90, both equipped for about 160 passengers, and the 300-passenger MD-11, and was working on developing the 100-passenger MD-95, compared to Boeing’s family of 16 models.  Its shipments had stagnated: only 12 MD-80s, 24 MD-90s and 15 MD-11s were delivered in 1996.
  

Trade Agreements and Conflicts over Subsidies


As a new entrant to the commercial aircraft market, Airbus needed high levels of government support to finance the development of new models and to provide generous financing terms to its customers.  Although U.S. manufacturers saw these subsidies as giving Airbus an unfair advantage in the market, they were themselves receiving export support through the Ex-Im Bank and Foreign Sales Corporation, and benefited from military contracts, work on the space shuttle and other high-tech programs under the National Aeronautics and Space Administration (NASA).  


Boeing had been caught off guard by the strategies employed by Airbus to sell its A300 in the late 1970s, and was particularly angered by direct government subsidies being used to cover the losses from a sale of 23 A300s to Eastern Airlines in 1978.  The United States argued that European government subsidies gave Airbus an unfair competitive advantage over Boeing, and threatened to use countervailing duties (CVDs) to offset the advantage created by the subsidies.  (CVDs are tariffs charged to imports that have lower prices due to government subsidies; they are used to bring the low-priced imports up to prevailing market prices.)

Prior to the existence of Airbus, the threat of European retaliation to the use of CVDs was low.  As Airbus became stronger, however, the chances of European retaliation to CVDs increased, and the United States faced a choice between brinksmanship and negotiation.
  U.S. aircraft manufacturers were against the use of CVDs or other forms of protection, instead requesting similar support from the U.S. government in the form of R&D support, tax relief, and additional financing from the Ex-Im Bank, a government vehicle that financed cheap loans to exporters.
  The U.S. government thought it could negotiate an agreement that would eliminate not only barriers to trade in commercial aircraft, but also direct government support in Europe.  The ensuing negotiations resulted in the 1979 GATT Agreement on Trade in Civil Aircraft, which did remove the trade barriers; it failed, however, to limit subsidies.

The successes of the 1979 GATT agreement were the result of common interests on both sides of the Atlantic in eliminating barriers to market access and procurement of components.
  The agreement resulted in savings of $1 billion in tariffs and duties for U.S. manufacturers between 1980 and 1991.
  It was also the first attempt to include commercial aircraft in the GATT (General Agreement on Tariffs and Trade), a sweeping agreement that became the foundation of the World Trade Organization in 1995.  

At the time, however, the GATT was sorely lacking in enforcement mechanisms, and the poor wording of the 1979 GATT agreement failed to curtail direct government subsidies in the industry.  The agreement’s exact wording on subsidies, stating that any government support should “seek to avoid adverse effects on trade in civil aircraft”
 left plenty of room for interpretation by the signatories and rendered the agreement immediately obsolete with respect to direct government subsidies.


Following the failure of the 1979 GATT agreement to curtail subsidies, transatlantic conflict over government support intensified during the 1980s.  While the development and export financing of Airbus aircraft was supported directly by European governments and European Export Credit Agencies (ECAs) respectively, U.S. manufacturers were also the beneficiaries of government support, though often in a more indirect form.  European governments argued that generous Ex-Im Bank financing, as well as R&D support to U.S. firms through the U.S. Department of Defense and NASA, was, in fact, giving U.S. aircraft manufacturers an unfair advantage.  U.S. aircraft manufacturers were also some of the primary beneficiaries of the Foreign Sales Corporation (FSC) export subsidy regime.


Defense and space contracts provided financing to U.S. companies like Boeing and McDonnell Douglas to experiment with new designs and production methods.  Research and improvements made for military aircraft have often been applied to commercial aircraft, decreasing the development costs for new commercial models.  Subtle changes in the shape of an aircraft’s wings, for example, can have a dramatic effect on the overall efficiency of the aircraft.  New engine technology that is first used in military aircraft also often results in improvements to commercial engine technology.  Finally, the process involved in producing individual components and integrating and assembling the multiple systems necessary to complete the aircraft can be honed during the production of military aircraft, accelerating the learning effects of commercial aircraft production.
 

In 1985, an agreement to limit the use of export financing was reached through negotiations in the Organization for Economic Cooperation and Development (OECD).  The Large Aircraft Sector Understanding was successful in limiting government support for export financing, but still failed to address the issue of government subsidies.


An attempt by the United States in 1989 to file a formal GATT complaint against the German government over exchange rate guarantees pressured the European Commission into bilateral negotiations with the United States.  Disagreements continued through 1990, as the United States wanted to cap “launch aid,” or the proportion of direct government support used to develop new aircraft models, at 25 percent; the Commission wanted the cap set no lower than 45 percent.  The continuing disparity on the launch aid cap prompted the United States to reactivate its GATT complaint over exchange rate subsidies and lodge a second complaint over other subsidies to Airbus pursuant to the 1979 GATT Agreement.
  In 1992, a GATT dispute settlement panel ruled in favor of the United States regarding the German exchange rate guarantee program; with another case pending settlement, the Commission chose to resume bilateral negotiations with the United States.  


The resulting negotiations created the bilateral 1992 Large Civil Aircraft (LCA) Agreement, which addressed all major points of contention between the United States and European Union and remains in effect in 2003.  The LCA substitutes specific definitions for the GATT agreement’s vague language, capping government loans for the development of new aircraft models at 33 percent of total R&D costs, which must be repaid, with interest, within 17 years.
  The LCA also sets limits on indirect government R&D support, which is not to exceed 4 percent of annual sales of any one firm, or about $1.08 billion for Boeing in 1997.
  The agreement provides an escape clause for additional government support if a company is in financial jeopardy, and allows for the use of trade remedy laws, but only in cases where the other party has been found in violation of the agreement.  

Some experts argue that the compromise, following more than 20 years of discord, came about as a result of Airbus’ success in the marketplace; once it became a real competitor to U.S. manufacturers, it was no longer necessary for European governments to provide such high levels of support.  Additionally, the agreement prevents another major U.S. or European competitor from entering the market with the advantages provided by high levels of direct government support.
  Other experts pointed to the success of the U.S. GATT complaint and the fear that a dispute settlement panel might issue a broader ruling prohibiting subsidies altogether.
  Regardless of the decision calculus, the 1992 LCA Agreement marked a major improvement to the 1979 GATT agreement and set real boundaries on the use of U.S. and European government subsidies in the commercial aircraft industry.

The Boeing-McDonnell Douglas Merger Proposal


Boeing and McDonnell Douglas had been holding on-and-off negotiations on a possible merger as early as 1994.  Talks broke down in January 1996, when McDonnell Douglas balked at a $10 billion offer from Boeing, arguing Boeing should pay closer to $12 billion to $13 billion.  Analysts said the unfavorable long-term outlook of McDonnell Douglas’ business – particularly of its commercial aircraft division – limited Boeing’s offer.
  


In April 1996, McDonnell Douglas announced plans to build a 400-seat jumbo jet to challenge the monopoly status of Boeing’s 747 in that category.  It was thought to be a signal that McDonnell Douglas planned on stepping up commercial offerings to remain competitive, but it abandoned the jumbo plan in October, fueling speculation that McDonnell Douglas would exit the commercial aircraft business completely.
  


In the meantime, Boeing acquired the space and defense units of Rockwell in August 1996, giving Boeing the preeminent position among contractors for the space shuttle and boosting its defense business, seen as a hedge against the cyclical demand for commercial aircraft.
  McDonnell Douglas, also, was eyeing a merger with Raytheon, a producer of radar systems for aircraft and a major defense contractor.  Both were attempting to position themselves to win a $750 billion Pentagon contract for the Joint Strike Fighter in a competition with the largest U.S. defense contractor, Lockheed Martin.
  In November, the Defense Department narrowed the competitors for the Joint Strike Fighter contract to two by announcing that McDonnell Douglas’ proposal was no longer in the running.  


By December 1996, McDonnell Douglas, the world’s largest manufacturer of military aircraft and number three manufacturer of commercial aircraft, faced with the loss of one of the most lucrative defense contracts in history, again went to the negotiating table with Boeing.  Terms of the $13 billion merger were announced on December 15:  The merged entity would be called “Boeing,” and Boeing’s CEO, Phil Condit, would be CEO of the new company.  The company’s headquarters would be in Seattle – Boeing territory – not in McDonnell Douglas’ hometown of St. Louis.  The merger came about after two embarrassing blows to the prestige of McDonnell Douglas, the loss of the Joint Strike Fighter contract and the cancellation of its jumbo jet project.
  Boeing would continue to market and produce McDonnell Douglas aircraft – the MD-80, MD-90, MD-95 and MD-11 – but for how long was unclear.


If approved, the merger would create a Boeing Company that was a world leader in both commercial and military aircraft production, and the leading contractor for NASA space programs.  Boeing’s approximate 60 percent market share, combined with McDonnell Douglas’ less than 10 percent share, would give the merged entity about two-thirds of the world market for commercial aircraft, twice that of Airbus.
  A number of its patented technologies, some its own and some that would be acquired along with McDonnell Douglas, had been developed with government funding and then applied to commercial aircraft production, which would give Boeing a further advantage in production.  Additionally, Boeing would have access to an army of McDonnell Douglas engineers and production facilities at a time when it was struggling to meet demand for the 737; the merger would allow production of the 737 to increase from 10 per month to 17 per month.
  


The announcement of the merger set competition authorities into motion on both sides of the Atlantic.  In the United States, there was immediate question not as to whether the merger would be examined by antitrust authorities, but which agency, the Justice Department or the Federal Trade Commission, would have jurisdiction to investigate the merger.
  In the European Union, rules require that a merger must be examined if the combined EU sales of the merging companies exceed €250 million, a limit easily dwarfed by the Boeing-McDonnell Douglas combination.
  

EU competition authorities were also concerned about Boeing’s April 1997 announcement that it had concluded exclusive supply contracts with American, Delta and Continental airlines over the next 20 years.  The deals with American, Delta and Continental, respectively the world’s first, second and seventh-largest airlines, would cripple Airbus’ attempts to increase its market share in the United States.
  Nonetheless, it would be difficult to argue that these exclusive supply arrangements were related to Boeing’s proposed merger.  Boeing would have production capacity, with or without the addition of McDonnell Douglas, to honor its obligations under the contracts, including delivering planes on a shorter timetable and at a discount to prevailing prices.

Comparison of U.S. and EU Competition Policy


U.S. antitrust law and EU competition law share many common characteristics.  Both aim to preserve a competitive market environment by preventing abuse of a dominant or monopoly position and to protect consumers by maintaining the free flow of goods and services.  Yet the United States and European Union have developed competition laws under different historical circumstances and in response to different needs.  Each body of competition law also contains a significant amount of “wiggle room.”  As a result, there is substantial variation in the application and enforcement of competition policy on the two sides of the Atlantic.
  

What happens when the economics of an industry, such as the commercial aircraft industry, presume a natural dominance by one or a few firms?  Commercial aircraft production on both sides of the Atlantic has demonstrated not only a trend toward consolidation into fewer firms, but also a desire on the part of governments to promote a “national champion” producer.  Competition authorities in the United States and European Union were likely to investigate the merger of Boeing and McDonnell Douglas.   But which mentality would dominate: the desire to preserve competition or the desire to promote a national champion?

U.S. Antitrust Policy


U.S. antitrust laws were first passed during the industrial revolution, when a few dominant firms – “trusts” – began to influence the marketplace by buying up competitors and engaging in activities that harmed suppliers and consumers.  The 1890 Sherman Act sought to regulate trusts, reflecting a growing concern in Congress regarding the influence of powerful and wealthy corporations.
  Laws dealing explicitly with mergers were a feature of the 1914 Clayton Act, which regulated contracts that would “lessen competition” in the marketplace, with an eye toward protecting smaller firms.
  While the Clayton Act was largely negated by the Supreme Court, merger law again came to the fore in 1950 with the Celler-Kefauver Act.  The Hart-Scott-Rodino Premerger Notification Act of 1976 required companies to notify antitrust authorities of impending acquisitions.  As an outgrowth of a number of court cases in the 1960s, U.S. merger law could essentially deem illegal any horizontal merger that concentrated substantial market share, unless one of the firms was failing.
 


As case law evolved further, U.S. officials increasingly saw antitrust law as protecting smaller, more inefficient firms that charged higher prices and thus harmed consumer interests.  Larger firms that could exploit economies of scale were more efficient, economists argued, and mergers that concentrated market share but also led to increased industrial efficiencies could actually benefit consumers.
  During deregulation in the 1980s, government intervention in the marketplace declined substantially, and the adoption of the Justice Department’s Merger Guidelines in 1982 underscored a more laissez-faire approach toward mergers by allowing firms to defend mergers by arguing that the merger would result in increased efficiencies.
  

The wording of the Sherman Act prohibits “monopolization,” not the existence of a monopoly position alone.  A dominant or monopoly position (usually two-thirds or more of the market) needs to be accompanied by some behavioral component – abuse of that position – in order to trigger an investigation.
  Thus, U.S. antitrust law has come to reflect the dilemma of policymakers of preserving the ability of large U.S. firms to compete in the global marketplace, on one hand, and preventing large firms from distorting the domestic marketplace, on the other. 

Antitrust enforcement in the United States falls on the shoulders of two federal agencies – the Antitrust Division of the Department of Justice and the Federal Trade Commission (FTC) – although individual states may intervene against anticompetitive practices within their borders.
  The Antitrust Division and FTC have concurrent jurisdiction, particularly with regard to mergers, and have developed a system to prevent situations in which both agencies investigate the same companies at the same time. 

 The most notable difference between the two agencies is that the Antitrust Division can levy criminal penalties against a corporation – violations of the Sherman Act can result in a fine of $10 million per offense or double the amount gained through the violation, whichever is greater – while the FTC is an independent regulatory agency charged with preventing behavior that violates the spirit, if not the letter, of the Sherman and Clayton Acts.
  When the Antitrust Division or FTC reviews a merger, it can essentially do one of three things: block the merger, approve the merger, or impose conditions on the merger, such as requiring certain manufacturing units to be spun off or sold.

Further, the court system provides an avenue for individuals or corporations to sue under the Sherman and Clayton Acts for damages due to anticompetitive behavior.  U.S. antitrust law is quite litigation-oriented, and court decisions have shaped antitrust law throughout its history.  If a firm is found in violation of antitrust laws, it must pay three times the damages plus court costs, which can result in payments or settlements in excess of $1 billion.  While the number of antitrust cases brought to court has come down from as many as 1,500 a year in the early 1980s, the number of cases remains substantial – 500 cases were brought in 1992.

The threshold for concentration of market share that constitutes a monopoly position is somewhat imprecise.  In practice, it is sometimes possible for a firm with less than 50 percent market share to charge exceedingly high prices and thereby abuse its position, while a firm with 90 percent market share might be unable to raise its prices even marginally.
  The ability to exploit a dominant position depends on the sensitivity of demand to price changes, also known as the price elasticity of demand.  With respect to mergers, U.S. authorities begin to scrutinize combinations of competing firms that result in a combined market share of 20 percent or more, and are particularly wary of mergers in industries with high barriers to entry.
  

The Hart-Scott-Rodino Act adopted a formula, known as the Herfindahl-Hirschmann Index (HHI), to measure market share in geographical and sectoral terms, which helps to determine whether a merger warrants an investigation.
  The HHI formula calculates the concentration of a market by summing the squares of the market shares of the firms involved in the merger; the government is more likely to investigate a merger if the total exceeds 1,800 than if the total is less than, say, 1,000.  In the case of the Boeing-McDonnell Douglas merger, even a conservative estimate of Boeing’s global market share at 60 percent and McDonnell Douglas’ market share at 10 percent (60 squared = 3,600 plus 10 squared = 100 for a total HHI of 3,700) made it likely U.S. authorities would investigate.

Even when an investigation has found that a merger would result in a dominant market position, mergers have sometimes been approved on the basis of other considerations.  Mergers can go ahead if firms can demonstrate increased efficiencies that would lead to long-term consumer benefits.  If barriers to entry in an industry are low, mergers are often approved on the assumption that other firms can enter the market to maintain competitive balance.  Laws also permit a “failing company” defense by which a company determined to be unable to survive financially on its own may merge with a competitor, although the rules defining a failing company are stringent and uses of this defense in court are rare.
  Finally, the Pentagon may intervene in support of a merger that preserves the ability of the government to procure military supplies, in the interest of national security.
  These factors can provide rationale for antitrust authorities when they approve mergers, and arguments for merging firms in seeking approval or in court proceedings.

EU Competition Policy


 EU competition policy developed as an outgrowth of the desire for increased economic integration among EU member states.  The 1957 Treaty of Rome provided a strong central authority, the European Commission, to oversee and regulate the European market and establish important rules against monopolies and business practices that could harm consumers.
  EU law is supreme, trumping laws of member states, and jurisdiction over competition issues is held by the EU institutions alone.


Article 3(1)(f) of the Treaty Establishing the European Community serves as the foundation for applying competition policy to the transport sector.
  Specific policies are enumerated by Articles 81 to 89 of the Treaty of Rome, of which Articles 81, 82 and 86 deal specifically with antitrust policy and Article 87 addresses state aid to firms.  Article 81 outlines EU restrictive practices policy, which prohibits agreements or practices that are likely to prevent, restrict or distort trade.  Article 82 governs monopoly policy, which outlaws “abuses of a dominant position,” with emphasis on the behavior of a firm, not simply its structure.
  Article 86 specifically addresses the role of state-owned monopolies, allowing these firms to operate without the obstruction of antitrust rules that might prevent them from providing the “specific tasks entrusted to these enterprises.”  In fact, Article 86 was so contentious that state monopolies were not fully addressed until the 1986 Single European Act.


One important aspect of EU competition policy is the institutional procedure for the application of articles from the Treaty of Rome.  Agreement on these procedures took three years to negotiate among member states, and the procedure that emerged provided for a competition policy that would be common across the entire European Union, not just coordinated among member states.
  The European Commission is the only institution authorized to initiate EU legislation, and legislation normally must be enacted by the Council of Ministers.  However, the Commission has sole authority over the application of Articles 81 and 82 and the application of Article 87 is subject to a veto by the Council only by unanimous vote.
  The Commission makes decisions by a simple majority vote.


With respect to cartels and restrictive practices (Article 81), the Commission has broad powers to allow exceptions if four criteria are met.  The agreement or practice must demonstrate efficiency improvements, must allow a fair share of benefits to consumers, must not impose any other restrictions “superfluous to these objectives,” and must not make it possible to eliminate competition.
  Firms may voluntarily provide notification to competition authorities of agreements or practices in the interest of gaining negative clearance, an exemption or a block exemption.  Negative clearance is an acknowledgement by the Commission that an agreement lies outside the rules of Article 81.  Exemption allows certain agreements if their pro-competitive effects outweigh their anti-competitive effects.  Block exemptions allow extension of exemptions to cover several agreements at once.
  Such notification can prevent complaints from being brought against a firm following the implementation of an agreement or practice.

Article 87, which prohibits government subsidies to firms if they are likely to distort competition, would on its face appear to be violated in the case of Airbus.  Again, an exception exists, which allows state aid for important projects, which have included the construction of the tunnel under the English Channel (“Chunnel”) and intra-European high-speed rail systems in addition to the development of aircraft for Airbus.


The rules governing dominant or monopoly positions under Article 82 may be similarly bent, both in terms of determining whether a firm is dominant and whether it has abused that position.  A firm is termed to be dominant if it can effectively prevent competition by acting independently of its customers and competitors.  The finding of a dominant position usually coincides with a firm holding more than a one-third share of a market.
  Abuses of a dominant position can include charging different prices to different customers or charging prices in excess of the economic value of the product, but court cases have given precedence to the context in which these practices occurred and have not considered these practices a per se violation of Article 82.
  


Article 82 was applied to merger law for the first time in 1972, when the Commission blocked Continental Can’s acquisition of a rival Dutch firm.  While the European Court of Justice eventually overturned that decision, the Court accepted the Commission’s use of its powers to block a merger that would have anti-competitive effects.  However, it was 1990 before the Council granted authority to the Commission to review mergers before they took place.
  The delay demonstrated the dilemma EU officials faced between preserving competition in the marketplace and promoting European champions that could compete on a more global scale.  The desire to promote European champions was fueled by the perception that European industries were falling behind those of the United States and Japan.


The 1990 Merger Control Regulation prohibits “a concentration which creates or strengthens a dominant position as a result of which effective competition would be significantly impeded in the common market.”  The Commission would be allowed to review mergers where worldwide sales exceeded €5 billion, where the merging firms had sales within the European Union in excess of €250 million, or where at least one of the firms involved had more than two-thirds of its sales in a single member state.
  Additionally, a member state may request that the Commission review a merger even if these conditions are not met.


The Commission reviews mergers according to a three-step process.  First, the relevant product and geographic markets are defined.  Second, the Commission analyzes whether the merger will result in a dominant position.  Third, the Commission determines whether the dominant position “stands as a significant impediment to competition.”
  Under Recital 15 of the Merger Control Regulation, mergers that result in a combined market share of less than 25 percent in the common market or in a substantial part of the market indicates that a merger is not “liable to impede effective competition.”
 


Responsibility for reviewing mergers falls to the Merger Task Force (MTF) of Directorate General for Competition.  Review often involves officials from DG Economic Affairs and DG Enterprise.  During review, firms are required to provide the Commission with details of its accounts and of the effects of the merger in the marketplace, and firms are subject to fines for providing misleading information.
  Review of mergers by the MTF undergoes two phases, the first of which determines whether the merger falls under the scope of competition policy and warrants further investigation and the second of which involves more detailed investigation.  Similar to U.S. policy, the MTF may allow the merger to go through, block the merger, or attach conditions to approval of the merger.


The relatively small staff of the MTF compares to the much larger staff of the U.S. Antitrust Division.  The difference potentially affects reviews of mergers and the application of competition policy more broadly. Anti-competitive behavior is normally discovered by complaint in the European Union, in contrast to the United States, where an investigative staff expends substantial resources to detect and challenge anti-competitive behavior.

Extraterritoriality Issues and Competition Policy Agreements


Competition authorities in both the United States and European Union have adopted policies for investigating mergers that occur outside their respective jurisdictions but have impacts on their respective economies.  Under the U.S. Sherman Act, antitrust law can be applied when a merger between two foreign companies has a “direct, substantial and reasonably foreseeable impact on U.S. commerce,” an assertion validated by the U.S. Supreme Court.
  The European Court of Justice, similarly, has validated the extension of Articles 81 and 82 to activities that occur outside the European Union that nonetheless affect the common market.
  This extraterritoriality of jurisdiction has prompted U.S. and EU competition authorities to try to cooperate by sharing information, and attempts have been made to coordinate competition policies when possible.


In 1991, the United States and European Union entered into an agreement that attempted to reconcile national interests with the enforcement of competition policy.  The Executive Agreement with the European Community of September 1991 officially went into force in the European Union in 1995.
  There were five main aspects to the agreement:

“The U.S.-EU Agreement seeks to reinforce competition policies by: a) requiring each party to notify the other of transactions that may affect important interests; b) requiring the antitrust authorities to meet on a regular basis to exchange information regarding pre-merger review, subject to confidentiality agreements; c) allowing coordinated investigations by both parties, when deemed mutually advantageous; d) specifying means for determining when either government might defer enforcement responsibility to the other; and e) requiring consultation between the U.S. and EU competition authorities.”
 


The Boeing-McDonnell Douglas merger provided the first hard test of the new agreement.  Would differences in competition policy and divergent assessments of the effects of a merger lead to agreement or friction between U.S. and EU governments?  

Transatlantic Conflict


The Boeing-McDonnell Douglas merger was contentious almost from the beginning.  Even before formal notification of EU authorities, EU Competition Commissioner Karel van Miert announced that the merger would be “complex and problematic” and approval would be contingent on substantial concessions by Boeing.
  


In the United States, jurisdiction over the Boeing-McDonnell Douglas merger was granted to the Federal Trade Commission, which issued its final ruling on July 1, 1997.  The investigation included a team of FTC attorneys, economists and accountants that interviewed officials at over 40 airlines (U.S. and foreign) and other commercial aircraft manufacturers.  The FTC concluded that the merger “would not substantially lessen competition or tend to create a monopoly in either defense or commercial aircraft markets.”
  


The FTC acknowledged the widespread view that because commercial aircraft manufacturing occurred in a global market, the United States needed “a powerful firm to serve as its ‘national champion,’” yet stated such rationale played no part in its decision.  Instead, the FTC argued that McDonnell Douglas could not conceivably remain a competitive force in the commercial aircraft industry.  The FTC cited McDonnell Douglas’ low relative rates of investment in new technology, its meager product offerings and interviews with many airline executives who said they would not consider purchasing McDonnell Douglas aircraft in the future.  U.S. antitrust officials concluded that the combination of Boeing and McDonnell Douglas would not harm consumers because McDonnell Douglas was no longer a competitive force in the market for commercial aircraft.  However, the FTC stopped short of calling McDonnell Douglas a “failing firm,” pointing to the firm’s modest backlog of commercial aircraft orders and manufacturing assets, as well as the legal need to first find a merger to be anti-competitive before employing a failing firm defense of the merger.


On the issue of Boeing’s long-term exclusive supply contracts with American, Delta and Continental, the FTC found the agreements to be “potentially troubling.”  It stated it would monitor the anti-competitive effects of these contracts and any future contracts.
  Commissioner Mary L. Azcuenaga, in a dissenting statement, expressed surprise that the contracts were mentioned at all, as they were agreements entered into by Boeing alone, wholly independent of the merger agreement.  The arrangements would account for 11 percent of the commercial aircraft market, “well below any level that should be of concern” to the Commission, she argued.

Azcuenaga disagreed with her colleagues also on the issue of McDonnell Douglas’ future effect on competition, arguing that as long as McDonnell Douglas continued to compete for sales of commercial aircraft, it was exercising “competitive constraint.”  Azcuenaga concluded that the merger was a “classic case” for an FTC challenge under Section 7 of the Clayton Act, which prohibits mergers that substantially lessen competition or tend to create a monopoly.
  The merger, nonetheless, went unchallenged by the FTC.

With respect to the U.S.-EU agreement on competition policy, the European Commission notified the FTC of its preliminary conclusion on June 26, 1997, and asked that the FTC “take account of the European Union's important interests in safeguarding competition in the market for large civil aircraft.”  While FTC Chairman Robert Pitofsky responded that the FTC would do so, the U.S. Department of Defense notified the Commission that an EU decision to block the merger would be harmful to U.S. defense interests.  The Commission responded by stating that it would take the matter into consideration, but that it was more concerned about the commercial aspects of the merger than the effects of the merger on the defense industry.

The investigation by European authorities relied significantly on the precedent of the de Havilland case in which ATR, a European joint venture, attempted to buy de Havilland, a failing Canadian producer of commuter aircraft.  The merger would have increased ATR’s global market share for 40-to-59-seat commuter aircraft from 46 percent to 63 percent.
  The Commission concluded in that case that because the new company would be able to offer a fuller line of commuter aircraft, the merger would result in an unfair competitive advantage by the dominant producer.
  


European observers were shocked by the FTC’s inaction on the merger, given its track record of aggressively challenging other merger cases.
  The European Commission received formal notification of the Boeing-McDonnell Douglas merger on February 18, 1997, and completed Phase I of its investigation on March 7, 1997, determining the merger raised “serious doubts as to its compatibility with the common market” and further investigation was warranted.
  The Commission issued its final ruling on July 30, 1997.


In its investigation, the Commission examined fluctuation in worldwide market share based on the total value of backlogged orders for the years 1987-1996.  It found that while Airbus’ share had remained relatively constant at about 27 percent from 1989 to 1996, Boeing’s share had increased from 57 percent to 64 percent over the same period.  McDonnell Douglas’ share had been decreasing steadily, the investigation found, from 19 percent in 1988 to about 6 percent in 1996.


On the issue of potential new entrants to the commercial aircraft industry, Boeing indicated in its notification to the Commission that several potential entrants existed in Russia, India and East Asia.  However, Boeing itself admitted that these entrants were likely to focus on regional jets, rather than larger commercial aircraft.  Boeing also admitted that start-up costs for a firm to compete in narrow-body or wide-body aircraft would probably exceed $10 billion.  The Commission thus concluded that there was little potential for new entrants in the commercial aircraft market.
  


Of particular concern to the Commission were the long-term exclusive supply contracts between Boeing and American, Delta and Continental.  The American deal, concluded in November 1996, called for Boeing to be the sole supplier of American aircraft until 2018.  American placed an initial order for 103 aircraft worth $6.6 billion, and options for 527 more aircraft.  In March 1997, a second contract with Delta, also through 2018, was inked with an initial order for 106 aircraft worth $6.7 billion and options on 528 additional aircraft.  Finally, in June 1997, Boeing agreed to a 20-year contract with Continental with an initial order for 35 aircraft.  In exchange for the exclusive supply contracts, Boeing would be providing purchase rights that would allow these customers to receive their aircraft in as little as 15 months, compared to 18 to 36 months normally, and price reductions on new aircraft orders.

The Commission concluded that Boeing already held a dominant position in the commercial aircraft industry, and that its merger with McDonnell Douglas was likely to strengthen that dominant position.  The basis for this conclusion took into account the addition of the “competitive potential” of McDonnell Douglas to Boeing’s existing market share, as well as the spillover effects Boeing’s commercial operations would derive from incorporating McDonnell Douglas’ defense business.
  The Commission’s investigation found that 13 of 20 airlines said McDonnell Douglas influenced the process of bidding for new orders – negotiations that resulted in better purchasing terms than if McDonnell Douglas had not been involved in the process.  The effect of McDonnell Douglas’ involvement in the bidding process was quantified as a 7 percent reduction in prices.
  Despite these pro-competitive effects, the Commission concluded McDonnell Douglas was “no longer a real force in the market on a stand-alone basis,” and it was unlikely that a third party would acquire McDonnell Douglas’ commercial assets.
 

By June, European authorities had drawn up a list of three principal concerns that Boeing would have to address before the Commission would consider the merger for approval.  First, Boeing and McDonnell Douglas together would account for two-thirds of the commercial aircraft and 84 percent of the existing aircraft in service worldwide, prompting concerns that Boeing could exploit or neglect McDonnell Douglas customers and pressure them to purchase new Boeing aircraft.
  Second, the merger would combine the world’s largest commercial aircraft producer with the world’s largest military aircraft producer, and the Commission feared that government spending on McDonnell Douglas’ defense contracts could indirectly benefit Boeing’s commercial business.  Third, the Commission flatly refused to allow the merger to proceed as long as Boeing maintained its 20-year exclusive supply contracts with American, Delta and Continental.

Boeing was thus given a deadline of June 30, 1997 – the eve of FTC approval of the merger – for submitting a formal list of remedies that would address the issues raised by the Commission.  An EU advisory committee of national competition experts reviewed Boeing’s proposed remedies on July 4.
  The committee found Boeing’s concessions insufficient and recommended that the merger should be blocked without substantial changes to Boeing’s proposals.


Boeing began to formulate a new set of remedies for the Commission, with a new deadline for submission of July 23.  Van Miert insisted that Boeing would exploit its relationship with McDonnell Douglas customers, arguing Boeing should spin off the spare parts division of McDonnell Douglas.
  In order to address these concerns, Boeing offered to license a third party to make spare parts for McDonnell Douglas aircraft.  EU competition authorities had used such a move previously as a means to foster increased competition, particularly in the merger of Scott Paper and Kimberly-Clark, where the latter was required to license its Kleenex brand in the United Kingdom and Ireland.
  Eventually, Boeing and the Commission agreed to maintain McDonnell Douglas’ commercial aircraft operations as a separate legal company within the merged entity for 10 years.
  Boeing also agreed to provide service and spare parts to existing McDonnell Douglas customers on the same terms as its own customers and promised not to manipulate McDonnell Douglas customers.
  


Van Miert’s argument that aerospace and defense R&D subsidies had exceeded the limits agreed to in the 1992 LCA agreement resulted in EU officials calling for modification of the LCA agreement, a request that was flatly rejected by U.S. officials.
  Boeing and the Commission did, however, reach an agreement on the issue of indirect subsidies from defense-related research and development.  Under the agreement, Boeing would provide the Commission for a period of 10 years an annual report of government-funded R&D projects in which Boeing was participating, specifically explaining how any research would be applied to the manufacture of commercial aircraft.
  Boeing also agreed to license to other manufacturers on reasonable terms its patents acquired through government-funded research, and to report to the Commission for a period of 10 years any new patents coming as a result of government-funded research.
  As a final goodwill measure to assure the Commission it would not exploit its position, Boeing agreed not to influence or interfere with “actual or potential relationships between its suppliers and other commercial aircraft manufacturers.”


Although the Commission may have held legitimate concerns over the compatibility of indirect state aid to Boeing with Article 87 of the EU Treaty, the examination of spillovers from defense to civil operations was unprecedented.  In Amy Ann Karpel’s analysis of in-depth Commission investigations of mergers between 1993 and 1996, the Commission had “not once considered the effects of the potential spillover of state aid in the context of an investigation pursuant to the Merger Regulation.”

While progress had been made in addressing the Commission’s first two concerns, Boeing’s 20-year exclusive supply agreements continued to be a sticking point leading up to the July 23 deadline.  While the Commission maintained the agreements would have to be eliminated before it would consider approving the merger, Boeing would offer only to shorten the duration of the contracts and to eschew further exclusive supply agreements for “a given number of years.”
  Exclusive supply arrangements of the type Boeing had with American, Delta and Continental have consistently been found, by the Commission’s interpretation of Articles 81 and 82, incompatible with EU competition law.

Industry experts were surprised that the exclusive supply contracts had become the final obstacle in negotiations between Brussels and Boeing.  One, quoted in London’s Financial Times, said, “If you have a faithful customer who has been buying Boeing aircraft for years, they will continue to do so.  British Airways does not officially have such an agreement, but it only ever buys Boeing.”
  Gregory Brenneman, the president of Continental Airlines, held the view that even without the agreements, Continental would continue to buy Boeing aircraft to cut maintenance and training costs.  He said the Commission’s demand to scrap the agreements was “a request made out of not understanding the business,” calling the Commission “naïve” and adding that if the agreements were scrapped to ensure EU approval of the merger, “the practical implications would be zero.”
  Even FTC Commissioner Mary L. Azcuenaga, who dissented in the FTC’s decision to allow the merger to proceed, had questioned the relationship between Boeing’s agreements with the airlines and its merger with McDonnell Douglas.

Lawyers for Boeing would later comment that its concessions were highly unusual in that they appeared to be unrelated to the merger itself, rather “intended solely to provide benefits to Airbus.” Airbus actually played a prominent role in the Commission’s investigation of the merger.  Airbus was allowed to participate in hearings, to question witnesses from Boeing, and to review Boeing’s list of concessions before the Commission.

In the meantime, the war of words between U.S. and EU officials was escalating.  A spokesman for Competition Commissioner van Miert, in response to U.S. objections on extraterritoriality, said, “If any deal has an effect on the European marketplace, then the jurisdiction is within our territory.  We don’t give a damn about extraterritoriality.”  Van Miert also threatened to impose a fine of 10 percent of Boeing’s revenues – $4 billion – if Boeing went ahead with the merger absent EU approval.
 

Congressmen from Washington, Boeing’s home state, sent a letter to van Miert arguing that he had opposed the merger from the beginning and that he was acting not on principle, but out of a desire to protect Airbus.  Vice President Al Gore stepped in, saying, “We haven’t been bashful about our advocacy of the rights of American businesses overseas.  We will be watching [the European Commission’s] deliberations extremely carefully, and we will take whatever action is appropriate to ensure justice and fairness.”
  By July 18, as Boeing continued to cling to its long-term exclusive supply agreements, U.S. officials were mulling means for retaliation against Europe if it blocked the merger.  Such retaliation could include limiting flights between the United States and France, where Airbus aircraft are assembled; levying tariffs on imports of Airbus aircraft; and filing a complaint with the World Trade Organization.
  President Bill Clinton commented, “I’m concerned about what appears to be the reasons for the objection to the Boeing-McDonnell Douglas merger by the European Union.  We have a system for managing this through the World Trade Organization, and we have some options ourselves when actions are taken by Europe in this regard.”


The U.S. House of Representatives on July 21 passed, by a vote of 416-2, a resolution denouncing the European Commission’s interference in the merger proceedings, stating the Commission was “apparently determined to disapprove the merger to gain an unfair competitive advantage for Airbus” and that such “unwarranted and unprecedented interference in a United States business transaction … would directly threaten thousands of American aerospace jobs and potentially put many more jobs at risk on both sides of the Atlantic.”
  The resolution signaled that any Commission veto of the merger would be considered the first salvo in a transatlantic trade war.

Questions for Discussion

1.  What are the motives for Boeing in pursuing the merger with McDonnell-Douglas?  What are McDonnell-Douglas’s motives?  How is the merger a better outcome than each firm’s best alternative fallback strategy? In light of these benefits, would the companies be wise to foreswear the long-term supply contracts opposed by the Commission?

2.  Consider policymaking in the United States on the merger.  Does the FTC decision represent the fair application of anti-trust rules?  Does it appear to have been influenced by pressure to support a national champion?  To what extent are the long-term supplier contracts germane?

3.  What are the interests of other groups and firms (suppliers, consumers, airlines, Department of Defense, etc.) with respect to the proposed merger?  Does the position taken by the House of Representatives represent these interests in a balanced way, or is it the product of lobbying by the two American firms in particular?

4.  In what ways, and to what extent, would the merger affect the competitive position of Airbus?  With what aspects of the merger should Airbus be particularly concerned?  If it cannot block the merger, what conditions should it ask the Commission to apply?

5.  Consider policymaking in the European Union.  Does the Commission’s position represent a faithful application of EU competition law?  To what extent might it have been influenced by a national champion strategy?  What actors within the European Union, aside from Airbus itself, would most favor such a strategy?

6.  What is the pure economic case for and against the merger?  What are the merits of subsidizing aircraft production?  What are the implications of the observation that the global market in double-aisled passenger aircraft is a natural monopoly?  Is the Commission’s argument about cross-subsidization between military and civilian production supported by the historical success of firms?  Are subsidies a concern of competition policy or industrial policy?  

7.  In what ways are U.S. and EU competition policies compatible and incompatible?  Why, despite the existence of a U.S.-EU agreement on competition policy, did U.S. and EU officials disagree fundamentally on the Boeing-McDonnell Douglas merger?  How strong is the case for coordinating competition enforcement and merger review? What institutional mechanisms are needed to improve cooperation?  Is a common transatlantic or global competition policy desirable?  

References

Aerospace Industries Association.  (2001).  “U.S. Civil Jet Transport Aircraft Shipments, Calendar Years 2000-1971.”  Available at

http://www.aia-aerospace.org/stats/aero_stats/stat21.pdf
Andrews, Edmund L.  (1997).  “Minister of Objection Nettles Washington.”  The New York Times.  21 May.  p. D1.

Baker, Gerard.  (1996).  “Proposal sets anti-trust machinery whirring.”  Financial Times.  16 December.  p. 23.

Bermann, George A., Goebel, Roger J., Davey, William J., and Fox, Eleanor M.  (2002).  Cases and Materials on European Union Law.  Second Edition.  Eagan, MN: West Group.

Boeing Company (1997a).  “The Boeing Company 1997 Annual Report.”

Boeing Company (1997b).  “Boeing-McDonnell Douglas Merger Gains a Positive Opinion from the European Commission.”  Press Release.  23 July.

Boeing Company (2002).  “2002 Boeing Annual Report.”  Available at http://www.boeing.com/companyoffices/financial/finreports/annual/02annualreport/
Busch, Marc L.  (1999).  Trade Warriors: States, Firms, and Strategic-Trade Policy in High-Technology Competition.  New York: Cambridge University Press.

Cini, Michelle and McGowan, Lee.  (1998).  Competition Policy in the European Union.  New York: St. Martin’s Press.

Clark, Bruce.  (1997a).  “Clinton steps into Boeing deal row: US warns Brussels over threat to merger proposal.”  Financial Times.  18 July.  p. 1.

Dinan, Desmond.  (1999).  Ever Closer Union.  Boulder, CO: Lynne Rienner.

Dunne, Nancy and Tucker, Emma.  (1997).  “Boeing optimistic over McDonnell merger.”  Financial Times.  1 July.  p. 4.

Federal Trade Commission.  (1997a).  “Statement of Chairman Robert Pitofsky and Commissioners Janet D. Steiger, Roscoe B. Starek III and Christine A. Varney in the Matter of The Boeing Company/McDonnell Douglas Corporation.  File No. 971-0051.  1 July.  Available at http://www.ftc.gov/opa/1997/07/boeingsta.htm
Federal Trade Commission.  (1997b).  “Statement of Commissioner Mary L. Azcuenaga in The Boeing Company, File No. 971-0051.”  1 July.  Available at http://www.ftc.gov/opa/1997/07/ma.htm
Ford, Jonathan and Nicoll, Alexander.  (1998).  “The sum of its parts.”  Financial Times.  27 August.  p. 12.

Fox, Eleanor M.  (1997).  “US and EU Competition Law: A Comparison.”  In Edward M. Graham and J. David Richardson, eds.  Global Competition Policy.  Washington, DC: Institute for International Economics.

Fox, Eleanor M.  (1998).  “Antitrust Regulation Across National Borders.”  The Brookings Review.  Winter.  p. 30-32.

Fox, Eleanor M. and Pitofsky, Robert.  (1997).  “United States.”  In Edward M. Graham and J. David Richardson, eds.  Global Competition Policy.  Washington, DC: Institute for International Economics.

Gray, Bernard.  (1996).  “Boeing, McDonnell Douglas merger talks break down.”  Financial Times.  17 January.  p. 32.

International Competition Policy Advisory Committee (ICPAC), U.S. Department of Justice, Antitrust Division.  (2000).  Final Report of the International Competition Policy Advisory Committee.  Chapter 2.  Available at http://www.usdoj.gov/atr/icpac/finalreport.htm
Karpel, Amy Ann.  (1998).  “Comment: The European Commission’s Decision on the Boeing-McDonnell Douglas Merger and the Need for Greater U.S.-EU Cooperation in the Merger Field.”  American University Law Review.  April.  47 Am. U.L. Rev. 1029.

Klepper, Gernot.  (1994).  “Industrial Policy in the Transport Aircraft Industry.”  From Krugman and Smith, Empirical Studies of Strategic Trade Policy.  Chicago: University of Chicago Press.

Lynn, Matthew.  (1998).  Birds of Prey: Boeing vs. Airbus: A Battle for the Skies.  New York: Four Walls Eight Windows.

McGuire, Steven.  (1997).  Airbus Industrie: Conflict and Cooperation in US-EC Trade Relations.  New York: St. Martin’s Press.

Monti, Mario.  (2001).  “Prospects for Transatlantic Competition Policy.”  Policy Brief 01-6.  Washington, DC: Institute for International Economics.

Nicolaïdis, Kalypso and Vernon, Raymond.  (1997).  “Competition Policy and Trade Policy in the European Union.”  In Edward M. Graham and J. David Richardson, eds.  Global Competition Policy.  Washington, DC: Institute for International Economics.

Office of Technology Assessment.  (1994).  Multinationals and the U.S. Technology Base: Final report of the Multinationals Project.  Washington, DC: U.S. Government Printing Office.

Official Journal of the European Communities (1980).  L 071, (17 March), p. 0058-0071.

Official Journal of the European Communities (1992).  L 301, (17 October), p. 0032-0039.

Official Journal of the European Communities (1997).  L 336, (12 August), p. 0016-0047.

Parkes, Cristopher.  (1996a).  “Pressure to merge.”  Financial Times.  31 May.  p. 3.

Parkes, Christopher.  (1996b).  “McDonnell abandons plans for new jetliner.”  Financial Times.  29 October.  p. 26.

Pearlstein, Steven and Swardson, Anne.  (1997).  “U.S. Gets Tough to Ensure Boeing, McDonnell Merger.”  The Washington Post.  17 July.  p. C1.

Scherer, F. M.  (1994).  Competition Policies for an Integrated World Economy.  Washington, DC: Brookings Institution.

Sinom, Bernard.  (1997).  “US rejects EU aircraft subsidy plea.”  Financial Times.  3 May.  p. 2.

Skapinker, Michael.  (1996).  “Boeing the boss despite brave faces.”  Financial Times.  16 December.  p. 23.

Skapinker, Michael.  (1997).  “Boeing deals ominous for Airbus.”  Financial Times.  18 April.  p. 7.

Skapinker, Michael and Gray, Bernard.  (1996).  “Cruising at dizzying heights.”  Financial Times.  17 December.  p. 21.

Suzman, Mark and Tucker, Emma.  (1997).  “Boeing may move to ease Brussels deadlock.”  Financial Times.  10 July.  p. 31.

Thompson, Loren B.  (1998).  “The Post-Deconstruction Defense Industry: Now What?”  Presentation for the Lexington Institute.  9 September.  Available at www.defensedaily.com/reports/deconstruction.ppt
Thornton, David Weldon.  (1995).  Airbus Industrie: The Politics of an International Industrial Collaboration.  New York: St. Martin’s Press.

Tucker, Emma.  (1996).  “Brussels to probe Boeing merger.”  Financial Times.  19 December.  p. 24.

Tucker, Emma.  (1997).  “Exclusive supply deals bedevil Brussels line on Boeing merger.”  Financial Times.  18 July.  p. 4.

Tucker, Emma and Skapinker, Michael.  (1997a).  “Boeing and EU closer to deal: Move to end McDonnell merger deadlock.”  Financial Times.  15 July.  p. 1.

Tucker, Emma and Skapinker, Michael.  (1997b).  “EU gives Boeing tight deadline on merger.”  Financial Times.  16 July.  p. 4.

Tyson, Laura D’Andrea.  (1992).  Who’s Bashing Whom?  Trade Conflict in High-Technology Industries.  Washington, DC: Institute for International Economics.

U.S. House of Representatives.  (1997).  “Expressing the sense of the House of Representatives regarding the interference of the European Commission in the merger of the Boeing Company and McDonnell Douglas.”  105th Congress, 1st Session.  H. Res. 191.  21 July.
U.S. House of Representatives Subcommittee on Aviation.  (2001).  “Hearing on the Competitiveness of the U.S. Aircraft Manufacturing Industry.”  26 July.  Available at http://www.house.gov/transportation/aviation/07-26-01/07-26-01memo.html
Vayle, Eric J. and Yoffie, David B.  (1993).  “Collision Course in Commercial Aircraft: Boeing-Airbus-McDonnell Douglas – 1991 (A).”  Harvard Business School.  Case No. 9-391-106.

Wallace, James.  (2002).  “Hard decision ahead for Boeing.”  Seattle Post-Intelligencer.  7 November.

Waters, Richard.  (1996).  “Boeing buys Rockwell space and defence groups for £1.9bn.”  Financial Times.  2 August.  p. 1. 

� Monti (2001).


� Russia has for years produced its own commercial airplane, the Ilyushin, but it is widely seen as technologically inferior and unreliable, and thus cannot be considered a viable competitor.  See Official Journal of the European Communities (1997), point 16.


� Wallace (2002).


� Boeing Company (2002).


� Tyson (1992), p. 162.


� Tyson (1992), p. 165.


� Klepper (1994), p. 103-104.


� Busch (1999), p. 35.


� Tyson (1992), p. 165.


� Official Journal of the European Communities (1997), point 15.


� Official Journal of the European Communities (1997), point 16.


� Tyson (1992), p. 166.


� Thompson (1998).


� Lynn (1995), p. 7.


� Thornton (1995), p. 72-73.


� Thornton (1995), p. 81.  The GIE structure of Airbus was transformed into a full-fledged company after the 2000 merger of Aerospatiale Matra, DaimlerChrysler Aerospace AG, and CASA into the European Aeronautics Defense and Space (EADS) Co., which owns 80 percent of Airbus, with BAE Systems owning the remaining 20 percent.  Airbus now owns all the production facilities located the United Kingdom, France, Germany and Spain.


� Thornton (1995), p. 187.


� Lynn (1998), p. 120.


� Lynn (1998), p. 163.


� Tyson (1992), p. 158-159.


� Lynn (1998), p. 155.


� Lynn, p. 158.


� Vayle and Yoffie (1993).


� Tyson (1992), p. 158-159.


� Vayle and Yoffie (1993).


� Vayle and Yoffie (1993); Aerospace Industries Association (2001).


� Ford and Nicoll (1998).


� Skapinker and Gray (1996).


� Aerospace Industries Association (2001).


� Tyson (1992), p. 179.


� Tyson (1992), p. 198.


� Tyson (1992), p. 195.


� Tyson (1992), p. 200.


� Official Journal of the European Communities (1980).  


� See Vayle and Yoffie (1993).


� McGuire (1997), p. 61.


� Tyson (1992), p. 206-207.


� Official Journal of the European Communities (1992).  Specifically, 25 percent of the costs must be repaid at interest rates “no less than the cost of borrowing to the government,” while the remaining 8 percent must be repaid at interest rates 1 percent higher than government rates.


� Boeing Company (1997).


� Tyson (1992), p. 210.  However, because the agreement is between only the United States and the European Union, it would not prevent a new competitor from China, Russia or Japan, for example, from entering the market with massive government subsidies.


� McGuire (1997), p. 136.


� Gray (1996).


� Parkes (1996b).


� Waters (1996).


� Parkes (1996a).


� Skapinker (1996).


� Tucker (1996).


� Skapinker and Gray (1996).


� Baker (1996).


� Tucker (1996).


� Skapinker (1997).


� Fox (1997), p. 339.


� Fox and Pitofsky (1997), p. 235.


� Fox and Pitofsky (1997), p. 236.


� Scherer (1994), p. 63.


� Fox and Pitofsky (1997), p. 237.


� Scherer (1994), p. 63.


� Fox (1997), p. 343.


� Fox and Pitofsky (1997), p. 241.


� Fox and Pitofsky (1997), p. 241-242.


� Fox and Pitofsky (1997), p. 242.


� Fox and Pitofsky (1997), p. 247.


� Fox (1997), p. 348.


� Baker (1996) and Fox and Pitofsky (1997), p. 250.


� Fox (1997), p. 349.


� Baker (1996).


� Nicolaïdis and Vernon (1997), p. 275.


� On May 1, 1999, the Treaty of Amsterdam renumbered the articles of the Treaty of Rome and named the new document the Treaty Establishing the European Community – the new numbers are used here.


� Cini and McGowan (1998), p. 17.


� Nicolaïdis and Vernon (1997), p. 290.


� Cini and McGowan (1998), p. 19.


� Nicolaïdis and Vernon (1997), p. 277.


� Dinan (1999), p. 214 and 218.


� Nicolaïdis and Vernon (1997), p. 285-286.


� Cini and McGowan (1998), p. 98.


� Nicolaïdis and Vernon (1997), p. 293.


� Nicolaïdis and Vernon (1997), p. 291.


� Nicolaïdis and Vernon (1997), p. 291-292.


� Nicolaïdis and Vernon (1997), p. 292.


� Nicolaïdis and Vernon (1997), p. 295.


� Cini and McGowan (1998), p. 120.


� Karpel (1998), p. 1037.


� Bermann et al. (2002), p. 944-945.


� Cini and McGowan (1998), p. 121.


� Cini and McGowan, p. 123.


� Fox (1997), p. 342.


� Fox and Pitofsky (1997), p. 263.


� Nicolaïdis and Vernon (1997), p. 287.


� Fox and Pitofsky (1997), p. 268.


� Office of Technology Assessment (1994), p. 201-202.


� Tucker (1996) and ICPAC (2000).


� Federal Trade Commission (1997a).


� Federal Trade Commission (1997a).


� Federal Trade Commission (1997a).


� Federal Trade Commission (1997b).


� Federal Trade Commission (1997b).


� Official Journal of the European Communities (1997), points 11-12.


� Bermann et al. (2002), p. 950.


� Fox (1998).  See also Bermann et al. (2002), p. 950-953.


� ICPAC (2000).


� Official Journal of the European Communities (1997), point 2.


� Official Journal of the European Communities (1997), point 32.


� Official Journal of the European Communities (1997), points 48-51.


� Official Journal of the European Communities (1997), points 43-44.


� Official Journal of the European Communities (1997), points 52-53.


� Official Journal of the European Communities (1997), point 58.


� Official Journal of the European Communities (1997), points 59-60.


� Suzman and Tucker (1997).


� Dunne and Tucker (1997).


� Pearlstein and Swardson (1997).


� Tucker and Skapinker (1997a).


� Tucker (1997).


� Official Journal of the European Communities (1997), point 115.


� Simon (1997).


� Official Journal of the European Communities (1997), point 118.


� Official Journal of the European Communities (1997), point 117.


� Boeing Company (1997b).


� Karpel (1998), p. 1050.


� Tucker (1997).


� Karpel (1998), p. 1048.


� Tucker (1997).


� Tucker and Skapinker (1997b).


� Federal Trade Commission (1997b).


� ICPAC (2000).


� Andrews (1997).


� Andrews (1997).


� Pearlstein and Swardson (1997).


� Fox (1998), Clark (1997a).


� U.S. House of Representatives (1997).





PAGE  

