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2.1. On 21 February 2001 the Secretary of State for Trade and Industry referred to the CC
for investigation and report under the merger provisions of the Fair Trading Act 1973 (the Act)
the proposed acquisition of Harcourt by RE.

2.2. Our terms of reference are at Appendix 1.1. We are required to report by 28 May 2001.

The companiesinvolved

RE

2.3. RE is an international company formed, in 1993, by Reed International PLC (Reed)
and Elsevier NV (Elsevier). Each owns 50 per cent of its share capital. It is registered in the
UK, and is active worldwide through a range of subsidiaries—though its main areas of
operation are in Europe and North America. Its principa activities include: publishing a variety
of academic, legal, business, consumer, accountancy and tax titles; organizing exhibitions and



seminars; producing materials for the study of English; and providing services for the travel
industry.

2.4. RE dividesits activities into four business segments.

(a) Thefirst, Science & Medical, produces—in print and in electronic formats—a portfolio
of peer-reviewed research journals and other academic publications, including
monographs and reference works, and information services, such as abstracting and
indexing products, and databases. A number of these titles moved to Elsevier in 1991
when it acquired the Pergamon Press (Pergamon). It also provides associated software
for library management. This segment achieved an adjusted operating profit of
£252 million in 2000, on aturnover of £693 million.

(b) The second segment, Business, achieved an adjusted operating profit of £264 million in
2000, on aturnover of £1,672 million. It publishes a range of magazines, and provides a
number of online information services, as well as organizing trade shows and other
exhibitions.

(c) RE’slega segment achieved an adjusted operating profit of £237 million in 2000, on a
turnover of £1,201 million. This includes a number of operations, such as Lexis-Nexis,
which provide legal, tax and regulatory information in a range of printed and electronic
formats. It also sells legal, tax and reference titles.

(d) The remainder of RE's adjusted operating profits (£[(] million) and turnover
(£202 million) for 2000 came from its Education segment which publishes books and
other materials for schools and higher education in the UK, the USA, Australia, New
Zealand and South Africa

Reed

2.5. Reed isbased in London, and its shares are listed on the London, Amsterdam and New
York stock exchanges. As well as owning 50 per cent of RE, it owns 39 per cent of the share
capital of Elsevier Reed Finance BV—the business that carries out the finance functions for
RE—and 5.8 per cent of the sharesin Elsevier.

Elsevier

2.6. Elsevier is based in Amsterdam. Its shares are aso listed on the London, Amsterdam
and New York stock exchanges, and it owns the other 61 per cent of the share capital of
Elsevier Reed Finance BV.

Harcourt

2.7. Harcourt isa US company, based in Massachusetts, and listed on the New Y ork Stock
Exchange. At various times in its history it has been involved with the cinema industry,
insurance, department stores and bottling soft drinks. But all of these activities have now been
sold or spun off to stockholders, so that, nowadays, Harcourt is the holding company for a
group of publishers who provide arange of titles and other products and services in the fields of
education, training and assessment. Its turnover in the year to 31 October 2000 was
US$2.41 billion. Although Harcourt operates worldwide, more than [s<] per cent of its
revenues are generated in North America, and much of its output is aimed at the US market.
Lessthan [<] per cent of its turnover comes from the UK.

[OThe CC has advised us that this figure is inaccurate. It has therefore been excised in accordance with section 83(3) of the Fair
Trading Act 1973. It should correctly have read ‘40°.



2.8. Harcourt’ s businessis divided into four groups of publishers:

(a) Thefirst, K-12 education, accounted for 31 per cent of its turnover in 2000. It produces
books and other materials—both print and electronic—for US schools from kinder-
garten to 12th grade, for adult education and for the teaching of English as a foreign
language. This group also includes a general publisher of fiction and non-fiction titles.

(b) The second group, higher education, accounted for 15 per cent of Harcourt’s turnover in
2000. It produces books and other materials—both print and electronic—for university
and college students, distance learning and professiona examinations.

(c) The third group, corporate and professional services, accounted for 23 per cent of
turnover in 2000. It produces printed and electronic materials in the areas of information
technology, corporate training, testing and assessment, and recruitment and outplace-
ment.

(d) The fourth, the STM group, accounted for the remaining 31 per cent of Harcourt's
turnover in 2000. It produces books, journals and periodicals—in both printed and
electronic formats—in the fields of medicine, life sciences and hedthcare (through
Harcourt Health Sciences) and in a wide range of scientific and technica subjects
(through Academic Press Limited (AP)). It also provides a range of web-based medical
information services and other scientific software, databases and computational tools.

The proposed mer ger

2.9. In May 2000, the directors of Harcourt decided to explore the possibility of putting the
company up for sale. They told us that they did this because, although Harcourt had
outperformed the publishing sector in the USA in recent years, they felt that the market had not
rewarded this achievement in its stock price. They were aso conscious of the sums that their
competitors were investing in the electronic delivery of their publications and the additional
costs that this would involve for Harcourt were it to remain in this business. So they decided to
examine other ways—including disposal—of maximizing shareholder value. They solicited
potential buyers, and an auction process was held between June and October.

2.10. On 27 October, one of RE’s wholly-owned US subsidiaries entered into an agreement
with Harcourt (the main agreement) to make an offer to its stockholders to buy al outstanding
common shares in the company. Further details of the offer are set out in paragraphs 3.80 to
3.87. On the same day, another of RE's US subsidiaries entered into an agreement (the
Thomson agreement) which was subject, inter aia, to the proposed merger going ahead, to sell
on parts of Harcourt’'s business to Thomson for US$2.1 billion. Under the agreements, RE
would retain the K-12 education business, STM publishing and two education and clinical
testing businesses from the corporate and professional services group. Thomson would acquire
the rest of that group, and the higher education group.

2.11. RE launched the offer promised in the main agreement (at a price of US$59 a
common share—valuing Harcourt at US$4.4 billion) on 8 November. It is conditional, inter
alia, on approvals being obtained from relevant competition and antitrust authorities in a
number of countries. The transaction was notified to these authorities in the USA, the UK,
Ireland, Germany, Austria and Brazil. The Irish concluded that the transaction was not
notifiable under their Mergers and Takeovers (Control) Acts 1978 to 1996. Austria, Germany
and the USA have all issued clearances. The investigation by the competition authorities in
Brazil is continuing.

2.12. The offer period was initidly 20 business days. There is provision for it to be
extended, but not beyond 24 July 2001. The offer period has already been extended several



times. When announcing, on May 4, the latest extension (to 4 June), RE explained that the offer
was being extended to accommodate the continuing regulatory review in the UK and the USA
(the US decision to clear the merger was made public shortly afterwards) and that it might be
extended further in due course.

Jurisdiction

2.13. Under our terms of reference (see Appendix 1.1) we are required to investigate and
report on whether arrangements are in progress or contemplation which, if carried into effect,
will result in the creation of a merger situation qualifying for investigation, as defined in the
Act, in that:

(a) enterprises under the control of RE will cease to be distinct (within the meaning of the
Act) from enterprises under the control of Harcourt; and

(b) the value of the assets, calculated in accordance with section 67, which will be taken
over exceeds £70 million (the assets test); or the share of supply test, set out in section
64(2) and (3) of the Act is satisfied.

2.14. Section 63(2) of the Act defines ‘enterprise’ as the, or part of the, activities of a
business. Section 65 specifies the circumstances when two enterprises are to be regarded as
ceasing to be distinct. One is where they are brought under common ownership or control.

2.15. If we find that such arrangements are in progress or contemplation, then we are
required to consider whether the creation of the merger situation may be expected to operate
against the public interest.

2.16. It is clear from the main agreement, the Thomson agreement, the offer and from what
the parties have told us that arrangements are in progress which, if carried into effect, will
result in those enterprises currently under the control of Harcourt (which it is not intended will
be sold on to Thomson) and enterprises under the control of RE coming under common control.
It is aso clear, from paragraph 3.91, that the value of the assets taken over, caculated in
accordance with section 67, exceeds £70 million (whether or not those to be sold on to
Thomson are included).

Conclusion on merger situation

2.17. So, for the above reasons, we find that arrangements are in progress which, if carried
into effect, will result in the creation of a merger situation qualifying for investigation. And
thus we are required to consider whether its creation operates or may be expected to operate
against the public interest.

2.18. We do not need to consider whether the enterprises that are the subject of the
Thomson agreement should be included in the merger situation as they would not, in any event,
giverise to public interest concerns (see paragraphs 2.19 and 2.20). So, we shall proceed on the
basis that the enterprises that will cease to be distinct are those now under the control of RE and
Harcourt which are not covered by the Thomson agreement.

The publications and services concer ned
2.19. Of the four businesses into which Harcourt’s activities are divided one, corporate and

professional services—most of which is to be sold to Thomson—has few sales in the UK, and
no significant overlaps with RE’s operationsin these areas.



2.20. Thisis aso largely true in educationa publishing where, athough both companies
produce schoolbooks, textbooks for university courses and other teaching materias, Harcourt’s
schoolbook output is focused exclusively on the syllabus taught in US schools, with minimal
salesin the UK. RE is much less significant in the publication of university textbooks than it is
in STM journds, and Harcourt accounts for only 1 per cent of the university textbooks sold
here. It is, in any event, the intention that this part of Harcourt's business will be sold to
Thomson, as soon as the proposed acquisition is completed.

2.21. The area where there are overlaps isin STM publishing. This sector can most easily
be discussed as two separate segments: books and journals.

2.22. STM books tend to be published once an area of research has reached a reasonably
mature state. Their purpose is to document the work that has been done and provide a reference
point for those not intimately engaged in research. They are also used as an aid to teaching
students and others coming into a field of study. They are particularly important in medicine
and other life sciences where there is a large population of practitioners who need to keep
abreast of the latest developments, but are not, themselves, active participants in the research
community. Harcourt is particularly strong in this area and around two-thirds, by value, of its
STM publications sold here are books—it has a 7.6 per cent share, by value, of the UK market.
RE, however, is not a significant publisher of STM books (it has a 3.4 per cent UK market
share) and we have received no expressions of concern that the proposed merger is likely to
raise problemsin this area.

2.23. STM journa publishing, however—which focuses much more on current research
and plays a central role in how the worldwide scientific community operates—is an area where
both companies have a significant presence in the UK market. If their publications were
aggregated, they would account for a sizeable proportion of sales. Exactly how big a share is,
however, very difficult to say. There is no comprehensive collection of data, and of the several
hundred UK libraries that subscribe to these titles only eight have responded to our
guestionnaire asking for details. The figures that we do have are set out in Tables 4.8 and 4.9,
and the limitations on the data explained in paragraphs 4.87 and 4.88. They show RE with
about one-quarter of the UK market—both print and e ectronic—by value, and Harcourt with
around 7 per cent, though both companies have pointed out that, not only do these figures
include titles that they publish on behalf of others as well as their own journas, but also that
their estimate of their share of the UK market is, in any event, lower. Both companies publish
STM journals across a large number of fields and their output is sold worldwide. However, to
put this in context, it is worth pointing out that only [e<] per cent of Harcourt's STM journal
sales are made in the UK, and that they represented only [e<] per cent of the company’s total
worldwide turnover in the year to 31 October 2000 (a little under US$[s<] million out of
US$2.41 billion).

2.24. The companies also overlap in the provision of publication services to learned
societies and other bodies which issue journals under their own name. But the position of both
is weaker in this sector than in the publication of the titles that they own, for a number of
reasons. First, there are many players in contract publishing. Second, while RE and Harcourt
are leaders in self-published titles, other publishers, such as Blackwell Science Ltd and Oxford
University Press, are more strongly focused on publishing journals for societies. And, third, the
sector is much less stable. Societies normally contract out the publication of their titles for a
fixed period—usually between one and five years—at the end of which they will seek new
tenders or revert to publishing the journa themselves. Society-owned journals account for
about 10 to 12 per cent of the total number of titles that RE publishes, and around 25 per cent of
Harcourt’s.

2.25. So for the rest of this chapter we focus largely on the STM journals that RE and
Harcourt publish themselves.



The market for STM journals

Market definitions

2.26. Product markets are generaly defined by examining whether there are close
substitutes on either the demand or the supply side for the relevant goods or services (supply-
side substitutability also takes into account the ease with which a new supplier can enter a
market) and by applying the ‘hypothetical monopolist test’. This asks whether someone who
supplied 100 per cent of a particular product could raise prices by, say, 5 to 10 per cent, and
sustain them for a reasonable time, without losing profits as a consequence of customers buying
other products, or suppliers of similar products shifting their production to supply the products
of the monopolist. If the hypothetical monopolist could not profitably sustain such a price rise,
then those other products should be included in the same market as the product under
consideration. Applying this approach to STM journals leads to the result that a single leading
title can often be regarded as constituting a unique market.

2.27. But if there is little noticeable price competition between journas, there is magor
competition over quality. This takes its keenest form over the input to the journal: competition
to secure and maintain the best people as editors and on editorial boards, for authors, and for
high-quality articles that are going to have an influence on shaping the way in which research
develops and are going to be quoted and cited by others.

2.28. Another form that competition takes is innovation. Although the well-established
journals have strong followings in their traditional subject areas, because the wellspring of
research is the quest for new ideas and discoveries, fresh subject areas are constantly emerging,
as are novel ways of looking at more traditional disciplines, or at re-evaluating the boundaries
between them. This regularly creates opportunities for publishers to identify trends and to
launch journals that will take advantage of them.

2.29. Over the last decade there has aso been competition in the development of Internet-
based delivery platforms to facilitate eectronic access to journals. All of the mgor STM
publishers have been active in this area. Harcourt was one of the first to enter the field, and RE
isthe current industry leader.

2.30. One measure of success in all these forms of competition is winning—or retaining—
subscriptions. Those within institutions who take decisions about which subscriptions to keep
and which to give up, do so amost entirely on the basis of an assessment of a journa’s relative
quality and academic pressure. If financial constraints mean that an ingtitution cannot subscribe
to all of thejournals that it would like to—or even that it used to—take, then it is more likely to
sacrifice those that are comparatively weakest in their field, rather than those that are most
expensive.

2.31. STM journas operate in a market where a multiplicity of suppliers—some driven to
maximize their returns, others not—each with a range, some very large, others very small, of
differentiated products, al compete to increase, or at least retain, their share of libraries and
other subscribers' budgets, through quality and innovation.

2.32. As for the relevant geographic market, everyone that we have spoken to has told us
that, for STM primary-research journals, it is global—though some of the medical journas that
focus on clinical practice can have a more local readership. The distribution of subscribers may
vary from subject to subject. A rough rule of thumb is that international STM journals
published in Europe will sell about one-third of their subscriptions in their home market,
another third in North America, and the remaining third elsewhere. Journals published in the
USA often have a higher proportion of subscribersin North America. As English is the lingua
francaof STM research, all the truly international journals publish in English wherever they are
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produced, and researchers who write articles will normally seek to have them appear in the best
journa in their field, not the most local one.

What isan STM journal?

2.33. STM journds have a central role within the worldwide community of academic and
commercial researchers. They constitute the major forums for disseminating information about
current work and provide the means by which new ideas are introduced and—through a process
of discussion and review—either rejected, or accepted by the community as a valid addition to
knowledge. Over the last 50 years, the resources devoted to STM research worldwide, and the
numbers engaged in it, have grown considerably, as has the range of countries and institutions
in which work is undertaken. At the same time, there has been a parallel growth in the number
of STM journals and articles.

2.34. STM journals offer a variety of services to the international research community, but
three are probably more important than the rest. The first is providing a channel through which
information can be disseminated. For this to be effective, research articles must be published
quickly and the journal must have a global reach. So, over the years, a number of journals have
established themselves as the leading publications in specific areas of research, offering high-
quality print—and more recently electronic—issues that provide regular and frequent
information about the major developments in their field.

2.35. The second service that they provide is a mechanism for authenticating and filtering
research findings. In most cases, decisions about what appears in a journa will be taken by an
editoria board, made up of acknowledged experts in the subject areas that it covers. Individua
articles will be peer reviewed by referees—leading academics or other researchers working in
the same field as the author—who report to the editorial boards with an assessment of the
originality of the research, whether it is soundly based and whether the conditions under which
it was conducted were sufficiently rigorous. They may also suggest ways in which an article
can be improved. Editorial boards reject a number of articles at this stage, which fail to meet
the required standards. So readers know that the articles that do eventualy appear can be
regarded as serious and worthwhile contributions to the discipline.

2.36. The third of the mgjor services that these journals provide is to establish priority in
new areas of research. With so much work going on in so many centres, the international
research community needs impartia arbiters to determine which team was the first to come up
with a particular advance. The journals, which carefully record when an article was received,
when it was reviewed and when it was published, play an important role in this process.

2.37. Journas have other functions too. Over the years their body of articles comes to
constitute a well-documented archive of developments in particular subject areas. And the
creation of new journals can help focus attention on emerging fields of study or the
development of inter disciplinary research. In medicine particularly, journals also act as a
means of keeping practitioners up to date with the latest developments in research. This means
that some medical titles have a much larger circulation than most other STM journals, and a
few even carry a significant amount of advertising, which those in other disciplines rarely do.
Both of these factors can aso be reflected in lower prices.

2.38. There are no definitive figures about the number of STM journals produced
worldwide, but the International Association of STM Publishers estimates that there are around
12,000 international titles that have more than 500 subscribers. Within this tota, the Institute
for Scientific Information (I1SI) collects data on just over 7,700 of the larger and better
established ones and rates journals on the extent to which the articles they publish are cited. It
breaks the STM field down into 205 distinct subject areas, the largest of which (psychology)
accounted for 392 journals and nearly 16,500 articles in 1999; and the smallest (andrology, a
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branch of clinica medicine) 4 journals and around 250 articles. An analysis of the most-cited
journal in each subject areain 1998 showed that, of the 172 titles concerned (some topped more
than one category): 81 were produced by (53) self-publishing learned societies, 80 were
produced by (16) commercial publishers—although this figure includes a number of society-
owned journals which the commercia publishers produced under contract—and the remaining
11 were produced by (10) university presses. Of the 80 titles produced by commercial
publishers, 25 came from RE (7 of them under contract to societies) and 6 from Harcourt.

Who publishes STM journals?

2.39. Therearethreebroad categories of STM publishers.

2.40. Mogt journals are produced by commercia publishers, a group that includes RE and
Harcourt. The number of members of this group has declined in recent years, as a result of
consolidation, and those that remain vary significantly in size. But they do include the
producers with the largest portfolios of titles. RE, with over 1,200 research journals, is the
largest single publisher, both by the number of itstitles and their value. Harcourt, with over 500
STM journals, is regarded as the second or third largest. Commercial publishers are long-
established players in STM journals, but have become increasingly prominent in recent years,
through increasing the size and frequency of their established titles, and through launching new
ones.

2.41. The most numerous STM publishers are the learned societies. These are typicaly
membership organizations which academics, other researchers and—in some areas—
practitioners join. Most produce journals to publish articles by, or of interest to, their members.
In some cases their journals do not develop, and circulate almost entirely within the
membership. In others, society journals have become accepted as the leading publications in
their field, attracting articles from around the world and circulating to all the mgjor research
and university libraries. Although some of the most highly-regarded societies publish a large
number of titles—the Institute of Electrical and Electronics Engineers. 93, the American
Institute of Physics: 41, and the American Chemical Society: 31—most are much more modest
publishers with many producing only one or two. Some societies publish their journas
themselves; others contract out publication, but retain control over areas such as content and
pricing; while others still produce their journal as ajoint operation with a commercial publisher
or auniversity press.

2.42. These university presses constitute the final group of STM journal publishers. They
are fewer in number than the learned societies, but each publishes a larger number of titles than
most of them. Like the societies, some of their publications do not achieve widespread
currency, but others are highly-regarded international journals, sometimes becoming the
leading title in the field.

Barriersto entering this market

2.43. There are differing views about how difficult it is to enter this market. New titles
appear frequently and, in some ways, barriers to entry are very low. But it is much more
difficult—and takes considerably longer—for a journa to become established and secure a
strong reputation. The basic raw material for STM journals is articles reporting the outcome of
academic research. And the number of them has been increasing at a steady rate over the years.
Researchers are keen to publish an article as soon as their work is complete, both to disseminate
the findings among their colleagues and the wider academic community, and to establish their
own position in the area of study to which it relates.
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2.44. Most researchers work in places with ready access to word processing and desktop
publishing facilities, and many are highly computer literate. So they would face little difficulty
in producing a paper and posting it on a web site—their own or their employer’s. Nonetheless,
most greatly prefer to publish in established journals if they possibly can. Indeed, while there
may often be more than one title in which an author may be willing to publish a particular
article, the great majority will aim to place their work in the most prestigious journa that will
accept it. They do this for a number of reasons. First, the established journals are peer
reviewed, which means that the article will be read and commented on by some of the most
respected and knowledgeable authorities in the area, and seen by an editor who is often one of
the leading figures in the discipline. The quality of the article can sometimes be improved as a
result. Next, being published in a leading journal confers status on an author, as it indicates to
the wider academic community that the required standard has been met. The most prestigious
journals are generally the most widely read and cited. So an author who is published in one of
them can be confident that his work will reach a wide and relevant audience, and will have the
maximum chance of influencing further research. In some countries, including the UK, where
academic research is formally assessed and the outcome reflected in the alocation of funding,
having work published in a leading journa is seen by research academics as a way of
enhancing their own career, improving the position of their university or institute, and gaining
increased access to future grants.

2.45. This creates an environment in which the leading journals in a field enjoy a prestige
and esteem that is difficult for others to challenge. Because the best journals enjoy such a high
regard, the best researchers vie to be published in them. This enhances their status further. So it
is rare for a new journa to be launched successfully in a subject where established journals
already exist. New journals do appear, but they mostly deal with new fields of study, areas
where traditional disciplines meet or overlap, or where research grows to the point when the
flow of new articles becomes large enough to justify a specific journal.

2.46. Attempts have been made to challenge the dominance of the leading journas in
established subject areas. But, athough there have been a few isolated successes, overdl the
position of the leading journals remains very strong in almost all fields of STM research.

2.47. Two examples that we have been told about involved an editorial board leaving one
journal en bloc, because they felt that the publisher’s subscription charges were too high, and
setting up a new journal in the same subject area with a publisher who was willing to charge
less. On alarger scale, we have been told about a group of US universities whose libraries have
joined together—to form the Scholarly Publishing and Academic Resource Coalition to encour-
age groups of academics to launch new, cheaper journals to compete with established but more
expensive ones in specific fields. And we have also heard about a few smple, desktop
publishing operations where researchers have come together to publish articles using their own
time and the computing and Internet facilities aready available at their institutions.

2.48. Another model is the tried and tested one of learned societies or other academic
bodies publishing new journals, either on their own or in cooperation with a specialist
publisher.

2.49. All of these approaches have achieved a degree of success, but none has had a
significant impact of the position of the leading journals. There seem to be a number of reasons
for this. One isthat the funds available to university libraries, at least in the UK, have not been
keeping pace with the annual increase in the prices of STM journals. This has made it difficult,
if not impossible, for these institutions to buy new titles without giving up existing ones. And
there has been strong resistance to this both from researchers, who want to continue to have
access to the leading journals in their field, and from librarians, who are reluctant to stop
buying ajournal in which they have established an unbroken series stretching back many years.
Indeed, as financia pressures have grown, libraries are having to give up less well-regarded
titles simply to maintain their subscriptions to the leading journals.
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2.50. Another factor, which favours the existing journals, is that, at the purely academic
level, there remains a strong preference for what they have to offer. As well as the benefits to
authors of having their work appear in their pages, readers prefer them because they can be
confident that the articles they contain are scholarly, of high quality and have been reviewed by
leading figures in the field. And in the magjor international fields of study the amount of
research going on around the world is substantial, and the established journals perform an
essential function in filtering the considerable flow of articles that are being produced and
presenting the most important and well attested findings in a limited number of widely
available titles. This gives academics the confidence of knowing that if they continue to read
the key journals, they will be able to keep abreast of al the major new developments, without
having to waste time on poorly researched or insufficiently attested work.

Pricing
2.51. The prices charged for annual subscriptionsto STM journals vary considerably.

2.52. Firg, the journals themselves can be very different. At one extreme, some publishers
produce only one or two issues a year with a limited number of articles. At the other, issues
may be published weekly, or even more frequently. Some journals are a'so much larger than
others. We have been told that, as the amount of research continues to grow, so does the
number of articles. Some of the extra ones find their way into new journals, but others serve to
increase the size and/or frequency of existing titles.

2.53. Next, the way in which journas are paid for can vary. For those produced by
commercia publishers and the university presses, the usua method of payment is by annual
subscription—normally in the autumn, for the year beginning the following January—which
covers the full price. Many learned societies, however, provide their journas as part of the
wider service that they offer to their members. This can mean either that the cost of the journal
islargely or wholly included in the annual membership subscription and so is subsidized by the
membership or, aternatively, the proceeds from the journa are used to finance other activities
of the society, such as an annual conference.

2.54. Third, the availability of advertising varies widely. For many STM journals, there is
next to none, but some medical titles, especially those with a substantial circulation to
individuals, carry alarge number of advertisements, often from drug companies.

2.55. Fourth, circulation levels can vary widely. Asjournals published by societies often go
to al their members, they can have print runs amounting to several thousand copies. This is
aso true of some titles—especially medical—where there is a large practitioner community,
keen to keep up with developments in research. Journals which are produced just for sae to
institutional libraries, on the other hand—whether by commercial publishers or university
presses—sometimes have runs of only 500 copies or even fewer. The differing potential that
this offers for recovering production costs can be reflected in the price of the journal.

2.56. Fifth, attrition is also a factor. We have been told that because of the constraints on
library budgets, publishers face a continual erosion in the number of annual subscriptions that
are renewed (paragraphs 4.101 to 4.104, 5.31 and 5.114). To varying degrees they take thisinto
account when they come to establish the prices for their journals in the coming year.

2.57. Sixth, production costs can be influenced by the amount of colour printing,
photographs and other graphics required in some sorts of STM publishing. One university
press—which publishes both types—told us that this was one of the reasons why the prices of
STM journas were higher, as a genus, than those covering the humanities, though the
relationship between costs and prices in individua journas is neither clear nor consistent
(paragraphs 4.22 and 4.23).
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2.58. Seventh, the objectives of publishers can be very different. Some learned societies
may see the purpose of their journals as the provision of a service to their members or the wider
academic community, and so will be content if they can cover their costs. The commercial
publishers, on the other hand, are in business to make money and will am to take full
advantage of any opportunities to increase their profits. Most university presses appear to
occupy a middle ground between these two positions, and aim to make a lower level of profit
for their parent institution.

2.59. For al these reasons, subscription rates vary widely between journals. Some
commercial publishers, including RE and Harcourt, have sought consistently to maximize
returns from their journa portfolio. The view of the UK university libraries that gave evidence
to usisthat they have gone about their task systematically, making a careful assessment of the
value to researchers of their more prestigious titles, and pricing them accordingly. As most
libraries have felt unable to cancel these key journals, even though their prices have risen well
ahead of other publications and inflation generally, it is subscriptions to the less well-regarded
journals that have suffered as aresult.

2.60. Thereissome evidence, however, that this approach has been moderated over the last
year or S0 because the point may have been reached where the detriment to the income of some
commercial publishers from cancelled subscriptions has neutralized—or at least seriously
undermined—the benefit from increased prices. RE's decision to give a pledge that the year-
on-year price increase in its own journals would not exceed 10 per cent is seen as an example
of this. Clearly the smaller a journa’s circulation, the more significant will be the loss of a
given number of subscribers. There are reputational issues too. As a journal’s circulation fals,
fewer researchers have accessto it. If they do not see its articles, then they will not cite themin
their own work, and if the number of citationsfalls, ajournal’s reputation will decline. So there
isacomplex nexus of issues that publishers have to take into account when they cometo set the
prices for their subscriptions. There are differing views too on how price rises should be
assessed. Although they are conventionally described as year-on-year increases in annual
subscriptions, ajournal may issue more volumes in a given year than it did in the one before, or
carry more articles per volume. So a growth in subscription rates can sometimes tranglate into a
smaller increase—or even a fall—in price per volume or per article. Nonetheless, RE is still
seen as a price leader by many of those that we have spoken to, and its journals still figure at
the top end of subscription rates in a number of subjects. And, despite its recent pledge about
limitations on annual price rises, the more significant rates of increase that it achieved in earlier
years are still locked into its prices.

2.61. That said, price competition is not a dominant feature of this market. Because so
many journas have a particular reputation or specific focus in the subject matter that they
cover, the willingness of researchers to substitute a cheaper journal for an expensive one is
often limited, if it exists at all. This means that the constraint on pricing for any one journal is
much more what the market will bear—ie what libraries are able or willing to pay—than what
other publishers are charging. We have been told that this can sometimes lead to perverse
results. For example, if a very well-regarded but expensive journal increases its price further, it
is the cheaper, but less-well regarded journals in the same field that are cancelled, so that the
subscription to the leading journal can be maintained. This means that a publisher sometimes
has the potential to increase his market share by raising his prices.

Demand for STM journals, and those who buy them

2.62. Demand for the most highly-regarded titles appears to be very inelastic. Academics
working in the specidized fields that most individual journas cover regard easy access to key
publications as a centra element in keeping up with what is happening in their research
community.
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2.63. The market for STM journals is largely circular. Academics and other researchers
write the articles; their colleagues peer review them, and these same members of the research
community—or rather the libraries of the institutions that employ them—then subscribe for the
journals that result. But while the academic community is passionate about the quality of these
journals, we were surprised by the fact that one respected editor whom we met did not know
the price a which hisjournal was being sold, or that it had risen substantially in recent years.

2.64. STM journds are sold largely to academic libraries in universities and other centres
of scientific research. Those published by learned societies are also bought by individual
members. And some medical journals have a wider distribution. Many Harcourt journas are
particularly well placed in this sector.

2.65. Funding is a major concern for university research libraries, at least in the UK, and
we have been told by many of those whom we have seen that while expenditure on scientific
research has risen significantly over recent decades—and with it the number of STM journas
and articles—funding for libraries has failed to keep pace. We were told that only about one-
third of the money that libraries receive is spent on books and journals, with the other two-
thirds going to meet staff and building costs. Several UK libraries told us that at the moment
they are at a difficult juncture. They have to maintain their subscriptions to print titles, because
not al journals are yet available electronically—and even for those that are, there are concerns
over archiving and access to past issues. A printed journal, once bought, remains on the shelf.
For an electronic journal, access rights have to be negotiated and there are doubts about how
permanent electronic archiving will prove to be. This means that libraries have to pay for both
their traditional subscriptions to printed journals, and the supplementary charges for electronic
access. They need to equip themselves to provide terminals and other tools to facilitate
electronic access, while keeping in service the reading rooms and storage stacks—together with
the staff—needed to continue to provide the traditional print-based service.

How STM journals are produced and supplied

2.66. Over the last decade there has been a significant change in the way in which journals
are produced, and supplied to readers.

2.67. The traditional approach was to focus on the printed product. Authors would post
manuscripts of their articles to publishers who—after the necessary peer review and editing—
would turn them into printed text. Articles would then be grouped together into ajournal issue,
which would be distributed, normally via a subscription agent, to the libraries that had paid
for it.

2.68. The arrival first of information technology and then of the Internet has transformed
that process. The more advanced publishers—which include RE and Harcourt—now provide
authors with an electronic template for their articles. Once an article is produced, the author e-
mailsit to the publisher who then e-mailsit to the editor and the referees, thus cutting down the
time needed to turn a draft article into the finished product. Once the review process is
complete, articles are put together in two formats. One is the traditional printed issue; the other
is an electronic journal, which is lodged in the publisher’s database that subscribers can access
viathe Internet.

2.69. We have been told that RE’s Internet service, known as ScienceDirect, is the most
developed of these services and that Harcourt’s International Digital Electronic Access Library
(IDEAL) is also one of the best available. ScienceDirect—which about half of RE’s subscribers
now make use of—offers access to around 1,150 of the group’s current STM journals, and also
allows readersto call up articles from earlier issues going back to 1995. RE told us that it plans
to add earlier years to the site as time goes on. It also provides a platform for (some 80) titles
produced by other publishers and incorporates a range of search aids, connections to associated
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databases, and hypertext links. IDEAL offers access to 320 of Harcourt’s journals. Other STM
journal publishers also provide electronic offerings, such as Blackwell Science Online Journds,
Wiley InterScience, Kluwer Online, Taylor & Francis Journals Online, and Bertelsmann's
Link. Othersare listed in Table 4.4.

2.70. The development of these sitesis acting as a catalyst to other changes in the ways in
which journals are distributed and accessed. This is because they are not simply supplementing
printed formats with electronic. They are also providing researchers with a search facility,
hypertext linking, remote access and the capacity for severa readers to look at an article
simultaneoudly. Along with this comes the ability for readers to check references at the end of
articles and move on to view abstracts of them or their full texts. For the library they offer
easier storage, lower cost per view and a ssmple way of monitoring usage. This means that the
new systems are not only supplanting print publishing but they are also encroaching into areas
that were formerly the preserve of subscription agents and librarians. They offer the prospect of
even more thoroughgoing changes in the sector in the not too distant future.

2.71. Although discussions are still continuing between the publishers, new patterns of
access are now beginning to emerge. First libraries—or consortia such as the Nationa
Electronic Site Licence Initiative (NESLI) in the UK—are negotiating access rights direct with
publishers instead of using subscription agents, as was previoudy the pattern with printed
journals. Next, most publishers are offering—and many, but not al, libraries seem to be happy
to accept—package deals providing electronic access to al, or a large selection of, their
journals, not subscriptionsto individual ones, as was the norm in the era of print-only.

2.72. The emergence of electronic publishing is raising other issues too. In the print-only
era, the journa—not the publisher—was the point of focus. We have been told that many
academics could be unaware of who was publishing a journal in their field even though they
might have been reading it for many years and even have contributed articles to it. The delivery
of journals electronically, as part of a much wider portfolio of titles, is changing that percep-
tion, as readers become more conscious of eectronic platforms and the publishers that operate
them.

2.73. This has implications for al publishers. When journals were available only in print,
then one could be as highly-regarded and as easily accessed as another, even when one was
produced by amajor publisher and the other was the sole offering of a small society. While that
is still the case for journal quality, accessibility is changing. The small journal which has not
taken steps to publish electronically—on its own site, on the platform of a larger publisher, or
by making use of one of the independent sites that are how becoming available—may be
accessible only from the library shelf, during normal opening hours, whereas the product of the
larger publishers (all of whom have their own sites) can be read from a researcher’s computer
screen, whenever it is needed.

2.74. At the publisher level it is also leading to some smaller publishers accepting offers
from larger ones to have their journalsincluded in the latter’ s site. This has obvious benefits for
researchers as it gives them access to a wider range of journals from a single portal, and for the
smaller publishers, asit allowstheir material to appear on a site that is much more sophisticated
and that commands a much wider readership than anything that they could hope to create for
themselves. But it does add to the power of the larger publishers and increases further—at least
for the moment—their market position.

2.75. That said, we have heard from a number of medium-sized publishers—with portfolios
of 75 titles or more—that it has not been too difficult or expensive for them to build electronic
sites, as much of the software involved is widely available, and will probably get cheaper,
rather than more expensive, over time. And for those with only a handful of titles—for whom
creating a stand-alone portal could be both challenging and expensive—there are other options.
The most developed one that we have been told about is HighWire Press, which has been set up
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by Stanford University in California to provide a platform for smaller and not-for-profit STM
publishers. A UK-based exampleis Ingenta.

2.76. But the key element in al this—and the one which publishers and librarians are
continuing to discuss—is how access is to be priced. Here too, the sector is in transition. The
option, which RE is currently using—along with most other commercia publishers—is to offer
libraries its electronic service as an extra in return for a premium payment over the price they
already pay for print journas. This has a couple of advantages. It minimizes the charge
ostensibly being made for the electronic offering, which has tax benefits for UK libraries as
printed journals are zero rated for VAT but electronic ones are not. And it also provides a proxy
for size and likely usage, as the larger institutions tended to buy more print journals than the
smaller ones. But as the electronic service becomes the norm—rather than the add-on—it is
growing increasingly difficult to sustain a linkage with the prices of print-only journals and to
insist, as RE and Harcourt initialy did, that libraries continue to subscribe for the same number
of print journals as they did in the past. Finding a new and sustainable basis for charging is
another of the elements of change that is characterizing this sector. RE has told us that, as its
current contracts with libraries come to an end, librarians will be free to cancel any of the print
journals for which they currently subscribe and negotiate a new contract based on the print
titles that they want to continue to receive, and the extent of their electronic access to
ScienceDirect. RE has put together a range of packages that it would expect to form the basis of
future contract negotiations. Three of them have been endorsed by NESLI and so are likely to
be the ones that are used in discussions with UK libraries.

The nature of competition

2.77. Competition in this area displays a number of unusual features.

2.78. Fird, itisatruly global market place. English-language STM journals are sold world-
wide without tranglation or any other adaptation or modification to local markets or conditions.
Thismeansthat STM journals from all parts of the world are in the same market.

2.79. Second, STM journals are offered at a globa price—give or take transitiona
arrangements on the part of some publishers (including RE) which aim to spread, over time,
currency fluctuations between one annua price setting and the next. Again there is little or no
variation for local conditions.

2.80. Thethird unusual aspect is that in many cases customers do not appear to see journals
as being alternatives to each other, and therefore competing. What seems to have happened is
that the market has devel oped in such a way that many journals have created what amounts to a
unique segment for themselves. The most obvious type of segmentation is by subject area.
Clearly no one seeking information about research in plant science would regard a physics
journal as an acceptable substitute for one in botany. But, even within subject areas, we have
been told that many journals acquire a name for specializing in one part of an academic
discipline, or an aspect of interdisciplinary study, or are known to focus on particular types or
levels of research. This has led, over time, to the creation of a network, or pecking order, of
journals within the larger subject areas, which—though informal—would be widely acknow-
ledged by researchers, and would determine where they would seek to publish particular
articles and where they would go to look for specific types of information. The power of
reputation is also indicated by the way in which journals are sold, with subscriptions being
bought, months before the first issue of the year appears.
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I dentifying public interest issues

2.81. In order to form a view on whether or not the situation created by the proposed
merger operates, or may be expected to operate, against the public interest, we have looked at
its implications for the UK market. We have also considered the nature of current competitive
conditions in the UK for the publications that both companies supply—predominantly STM
journals. In the course of this inquiry we have examined carefully the material provided to the
Director General of Fair Trading (DGFT) in the period leading up to the making of this
reference, and we have also gathered further information from those who might have an interest
in the questions raised in our terms of reference. We have visited one of RE's publication
centres in the UK and held a series of hearings. We have aso advertised to encourage those
with information or views on these issues to share them with us. There has been a strong,
adverse response from university libraries. The degree of interest shown by the academic and
research community and by other publishers has been smaller, and their views have been more
evenly split.

2.82. We began our identification of public interest issues by examining the main
characteristics of this market, some of which are unusual, and by assessing how they would be
affected by the proposed merger.

2.83. The firgt characteristic of the market that we looked at was the large number of
publishers involved and its very fragmented nature. Although there has been a degree of con-
solidation—particularly among commercial publishers—there are still severa thousand players
in the field, with new ones entering all the time, producing tens of thousands of titles. Even the
more established journas, that enjoy an ISI rating, number over 7,700. Clearly any merger
within the group that publishes these titles will reduce their number by one, but in this case,
Harcourt is not fighting to retain its independence, but has taken a conscious decision to put
itself up for sde. So, if this proposed merger were not to go ahead, then the most likely
outcome would be that Harcourt’s titles would be sold to another STM publisher, and probably
a large one. Though, as RE is already the largest publisher in this area by some margin, if
anyone else were to acquire Harcourt that merger would not produce a unit with such alarge
market share, nor would it strengthen further the position of the industry leader.

2.84. The next market characteristic that we examined was the diversity of the publishersin
this area: the learned societies, the university presses and the commercial publishers. Each has
differing reasons for being in this business and different attitudes towards its journals and
customers. RE and Harcourt are both firmly placed in the commercial sector, with their primary
focus on their own titles and a smaller, but not insignificant interest in the contract publishing
of STM journals for others. So the proposed merger will not bring about any change in the
balance within the sector between the different types of publisher, as Harcourt’s 500 or so titles
will be transferring from one commercial company to another.

2.85. Another feature of this sector is the unique market position of many leading titles.
Thistoo is unlikely to be changed by the proposed merger as past transfers of ownership have
shown that the niche that established titles have developed persists, even when a journal is
taken over by anew publisher.

2.86. One area where we do expect to see a change, as a result of the proposed acquisition,
isin another areathat is characteristic of this market: the increasing significance of electronic
publishing and Internet delivery. These are activities which both publishers have devoted
considerable resources to devel oping.

2.87. The coming together of RE's ScienceDirect and Harcourt's IDEAL creates both
potential benefits and concerns. The benefits include the possibility of readers being able to
consult around 1,550 journals from a single portal and pursue references and citations both
between journas and back in time through past issues. This offers the prospect of providing
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considerable assistance to researchers, enabling them to review a substantial network of STM
resources much more quickly and easily than if Harcourt’ s titles were sold to anyone else.

2.88. RE hasaso drawn our attention to its position in electronic archiving, its commitment
to maintaining an active electronic archive, and its provision of access to that archive for all
subscribers—all of which would be available to Harcourt’ s subscribers, post-merger. It has told
us that following the merger, it intends to add to ScienceDirect the 320 Harcourt titles that are
currently available electronically, via IDEAL. It has also told us that, in the future other
Harcourt titles would be added to ScienceDirect and that its programme to creste an electronic
archive of RE journals, back to their first issue, would be extended to the Harcourt portfolio,
too. Thiswould be a clear benefit to Harcourt’ s subscribers over the current position.

2.89. The potential concern—which would not arise immediately after the proposed
merger, but could occur before too long—is that the ScienceDirect/IDEAL combined package
would become so extensive that it would make it increasingly difficult for others to compete.
Other publishers can offer sites that could compete with the ScienceDirect/IDEAL technologi-
caly, but cannot hope to match its range of articles and breadth of subject area coverage.
Another aspect of this concern isthat ScienceDirect/IDEAL might seek to deny other platforms
linkages to its store of electronic journals.

2.90. RE and Harcourt have both told us that they consider this concern exaggerated, if not
misplaced. What they see happening is an increasing linkage between STM journal sites based
on technologies such as those which lie behind the CrossRef initiative, which they were both
instrumental in starting and continue to support. Their view is that the portal through which
accessto STM journalsis gained is not important. Once researchers, or their parent institutions,
have subscribed for access to particular titles, or portfolios of titles, they will be able read or
download them through a variety of routes, and will be able to move from one publisher’s
platform to another with very little effort. Indeed, as the typical STM journa reader will be
interested in a relatively narrow range of titles defined by the academic discipline they cover,
rather than the company which publishes them, following a particular thread of research from
platform to platform will be the norm: not staying within one publisher’s site to access a series
of unrelated titles.

2.91. Even with around 1,550 titles, ScienceDirect/IDEAL would be providing less than
one-tenth of al the STM journals currently being published and less then one-fifth of those that
have an ISl rating. And there are al'so many other types of material, such as scientific databases,
information stores and electronic versions of STM books and magazines that researchers will
continue to want to access. We have been told that the UK higher education sector is aready
spending considerable sums of money in creating a different kind of portal that will give
researchers electronic access not only to the journa databases provided by publishers and
aggregators, but also to the other electronic materials that they need: such as videos, image
collections and other databases, packaged along subject lines.

2.92. So the development of a mgjor site based on a merging of ScienceDirect and IDEAL
could have alternative outcomes for the development of competition in the sector. One would
be to create such a strong position for its owner that other publishers would seek to cooperate
with it rather than compete, so that, over time, it would become the accepted portal for STM
researchers, with long-term consequences for the continuing competitiveness of the market.

2.93. The other would be that the ScienceDirect/IDEAL offering would ssmply form part of
a network of sites, of differing sizes and natures, providing STM information. These would be
linked in a variety of ways so that researchers could move between RE or Harcourt articles,
those from other publishers, and different types of research materials, with little effort and
without knowing who owned the site that they were visiting—just as many academics do not
know who publishes print journals. This second, more desirable, outcome would emerge only if
RE and Harcourt, who own so many important titles, participate in the development of
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aternative mechanisms for linking databases and facilitating access to STM materia by the
institutions who have subscribed for it.

2.94. Whichever course is taken, there can be little doubt that acceptance of electronic
means of delivery is growing fast in STM research. And many of those to whom we have
spoken have told us that we are within a year or so of the e-journal supplanting print as the
norm—if we are not there aready in some areas.

2.95. The wide disparity in the prices that publishers charge for print journals is another
feature of this market. There are two views on whether the proposed merger will have
implications in this area. The librarians to whom we have spoken fear that it will. They point to
past experience when Elsevier took over Pergamon in 1991 when there was a significant rise in
the prices of the former Pergamon titles. They have also drawn our attention to research, based
largely on US experience, that indicates that price rises often result from mergers between
commercia publishers, whichever companies are involved (paragraphs 4.119 to 4.123).

2.96. The contrary view is that the prices of the more prestigious commercially-produced
titles have already reached the point where further significant increases would ssimply lead to
more subscription cancellations, leaving publishers as a whole no better off. While the impact
of this attrition varies from publisher to publisher, RE has told us that it was a factor in
moderating the rate of growth in the price of its STM journals over the last year or so. But this
may not yet be the case with Harcourt’s titles which our own analysis of prices (paragraphs
4.109 to 4.114) indicates are till at levels below those charged by RE for comparable journas
and are experiencing a much faster rate of increase year on year—even after allowing for
numbers of subscribers, numbers of articles and area of research. This would indicate that there
might be scope for Harcourt’ s current prices to be raised further.

2.97. We looked separately at the pricing for access to Harcourt’'s and RE’'s electronic
platforms. IDEAL and ScienceDirect. This is an area in transition where publishers and
libraries are currently negotiating about how to shift the basis of charging from subscriptions
for print journals to one that is more relevant to the new technology. This is not an easy
process. Our main source of information on this was NESLI, the body charged with carrying
out these negotiations on behalf of the UK university libraries. It has told us that, while both
RE and Harcourt were tough negotiators, it did, in the end, feel able to recommend RE’s model
contract to their member libraries in the current round. But it was not able to endorse
Harcourt’s. So, from that perspective, the absorption of Harcourt’s eectronic offering within
RE'’s ought to be welcomed rather than otherwise.

2.98. The next aspect of the market that we looked at was editorial freedom. Both RE and
Harcourt operate very similar arrangements by which selection (or rejection) of articlesfor their
journals is entirely a matter for their editorial boards. Neither company attempts to interfere
with that, as both recognize that the quality and integrity of the journals—and of the articles
that are published in them—is the bedrock of their business. So we have no concerns that the
proposed merger will have any implicationsin this area.

2.99. Finally, we looked at the issue of professiona competence: the extent to which the
two companies deliver the timeliness, accuracy and availability that successful STM journa
publishing requires. We had no concerns about RE’s performance on this score. Indeed, several
academics have told us about the high quality of its operations as a scientific publisher and
others have told us about its investment in the development of online delivery, and its capacity
in more basic business areas such order fulfilment and invoicing.

2.100. So our review of the implications of this merger for the UK market in STM journas
has identified potentia public interest concerns arising from the proposed merger in two areas:
electronic delivery, and pricing. The following section sets out our conclusions on these points.
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Conclusions on the public inter est

2.101. It was at this point that differences of view began to emerge within the Group
charged with carrying out this inquiry. The conclusions that follow represent the position of
two members of the Group, Mr Clothier, who chaired the inquiry, and Dame Helena Shovelton.
The third member, Mr Stark, explains where his position differs from that of his colleaguesin a
supplementary note at the end of this chapter.

2.102. On electronic delivery, it was clear to us that RE had spent a considerable amount of
money on developing ScienceDirect and that, as a system, it had the potentia to entrench
further RE’s already powerful position in the STM journal market. Not only does it offer ready
access to RE's existing portfolio of titles in electronic form, but it also provides search and
archiving facilities and access to other STM information databases which, in the era of print,
would have been part of the librarian’s role not the publisher’s. The direct method of delivery
that ScienceDirect makes possible, and the fact that RE has substantially increased its own sales
force in the UK to help sdll the system to libraries, also begin to disintermediate the traditional
role of the subscription agent. The agglomeration of so much STM information and resource
into one site has created a package that it would be very difficult for science research libraries
to ignore. Adding a further range of 320 titles from Harcourt to this portfolio will make
ScienceDirect an even more powerful offering.

2.103. Our concern is whether the enhancement to ScienceDirect that the merger would
bring about creates a situation where this considerable and important corpus of STM material
would be controlled by one company which, if it were so minded, would be in a position to
exploit its market strength—to an extent that would not have been possible in the absence of
the merger—without fear of an adverse response from competing publishers. The two instances
put to us were:

(a) that RE could refuse to link any of the ScienceDirect content to the other formats for
electronic accessto STM materia currently in existence or being devel oped; and

(b) that it could insist that libraries have to take al the ScienceDirect package and could not
select individual titles or groups of titles within it.

2.104. On linkages with other electronic platforms, RE told usthat it wasits policy to allow
publishers databases and any other STM access formats that were in existence or being
developed to link with ScienceDirect content, provided that they did so by means of the
industry-standard 1T mechanisms, agreed for that purpose. This would continue to be its
position and it would extend this policy to al of the Harcourt titles that would be added to its
portfolio, should the proposed merger go ahead. RE said that while it had refused requests from
those seeking to establish linkages with its electronic offerings in the past, it had done so only
because the requests had been made before industry standards had been agreed for IT, or those
making the request had wanted to use non-standard IT links. RE told us that it saw advantage to
itself, and to the STM research community more widely, in libraries being able to access the
information for which they had subscribed via a number of routes, and pointed to its prominent
role in the development of CrossRef as evidence of its commitment. And, while we had
received some expressions of concern from others in the industry that RE might try to
undermine its competitors by denying them links with ScienceDirect, we did not receive any
evidence that this had actually happened—despite RE aready having a very strong position in
electronic publishing with far more e-journals available on its platform than on any other
publisher’s. In the light of this experience, the fact that the addition of Harcourt's journals
would represent a change of degree rather than kind and, to a lesser extent, what RE told us
about its current policy and future intentions, we did not have an expectation that the increase
in the number of titles that it would control following the merger would lead to any adverse
changein RE's behaviour, in thisarea.
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2.105. On dealings with its customers, RE told us that—once their current contracts came
to an end—its policy was to alow them to subscribe for whatever number of printed journas
they wanted and to negotiate whatever level of electronic access to ScienceDirect that they
thought appropriate to their needs. At the moment, many of its larger library customers were
receiving two services that they had never had before: free, or very low-cost access to a large
number of STM journals, via ScienceDirect, that they had not previously bought in print; and
detailed monitoring information—again through ScienceDirect—which told them which
journals were being read, and how often. RE expected that this would lead many libraries to
change the journals to which they subscribed: cancelling those which they used to buy, but
which were not much read, and replacing them with titles that they had not previously bought,
but which the monitoring exercise had shown were popular with readers. This could lead to
some customers buying a similar number of RE journalsin future, and to others buying more or
fewer than in the past. Some customers would want no electronic access, some would want it
only for the print titles that they bought, while others still would want electronic access to all
RE’s titles, or to a subset that had proved popular with their readers. RE told us that its policy
was to accommodate any combination of options that libraries wanted to subscribe for. That
said, RE madeit clear that neither it—nor, it believed, any other publisher—could be definitive
about what form charging for electronic access to journals would take until the current
transitional phase had come to an end. This could take a number of years. It did tell us,
however, that it would not be its practice to impose ‘ bundling'—refusing to sell ajournal or an
access option except as part of a wider package—on its customers and that it would be willing
to tailor its offering to whatever form a particular customer’ s requirements took.

2.106. Therate of change in this areais so rapid and the nature of current arrangements so
fluid, that thereis, to date, insufficient experience to provide evidence that the proposed merger
would be likely to increase the pricing of access to RE’s eectronic services. Accordingly we
did not have an expectation that the merger would operate against the public interest in this
area.

2.107. On pricing, we have received many complaints from university libraries about the
persistent increases in RE’'s journa subscriptions, particularly during the 1990s. They told us
that for a number of years they rose well beyond general inflation and beyond the rates charged
by many other publishers for similar titles. We have also been told about the steep rise in the
price of Pergamon titles after Elsevier acquired it in 1991, and we have seen US research which
points to a general tendency toward price increases in the journals of a target company once a
merger between two publishers has taken place.

2.108. We put all of these points to RE. On the US research, RE provided us with a
response (set out in paragraphs 4.124 to 4.126) that argued that the points the thesis puts
forward are open to question, and that they could not be shown to apply with any degree of
certainty to the proposed merger. In the Pergamon case, RE showed us evidence that the price
rises that followed the Elsevier acquisition were planned by Pergamon’s former owners and
could have been expected to take place whether or not the titles had moved to Elsevier. We did
not attempt to come to a definitive conclusion on either of these issues. The US research was
general in nature and not particular to the proposed merger, and the purchase of Pergamon had
taken place a decade ago. Our task was to come to a conclusion about the proposed merger
between RE and Harcourt that was planned to take place later this year. So our focus was
necessarily on complaints about more recent pricing experience.

2.109. On this point, RE acknowledged that, during the 1990s, subscriptions to its journals
did rise at prices well beyond inflation. While it has claimed that part of this increase could be
explained by the growth in the number of articles that some journals carried during these years,
RE accepted that that did not provide a complete explanation. It also told us that a consequence
of this continual increase in prices had been a steady growth in the rate of attrition experienced
by a number of itstitlesto the point where a mgjor re-evaluation of its pricing policy had had to
be made. This had three objectives. to sow down the rate of attrition; to address RE’s
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unpopularity with many of its customers born of a number of years of continual price increases,
and to secure RE's long term future in the STM journal business. The result of the review was
encapsulated in RE's public announcement that future increases in annual subscription rates
would be held to below 10 per cent. This announcement was made two years ago, well before
Harcourt’s decision to put itself up for sale. Since then, the actual level of RE's increases—in
2000 and 2001—has been in the area of 6 to 7 per cent, worldwide: alevel of price inflation
significantly below that recorded by Harcourt's STM journals in the same two years. In
response to our questioning, RE told us that it was its intention to continue with its present
pricing policy in the future. It could not envisage any present circumstances that would cause it
to return to annual prices rises of over 10 per cent, unless there were to be a substantial change
in inflation rates in the economy more generally. It has already written to customers about its
intention to extend the policy to AP journals, and has told us that its price pledge would be
further extended to cover al of the Harcourt titles acquired under the proposed merger, leading
to areduction in their current rate of annual price increases.

2.110. As for the concern that a new owner would seek to raise Harcourt’s subscription
prices so as to harmonize them with the higher rates charged for its other titles, RE’s price
pledge—for as long as it is honoured—provides reassurance. But as RE is by no means the
only STM publisher that charges high prices, we do not consider that it would be likely to raise
Harcourt’s more steeply than any other publisher that might take over its journals—or any non-
publisher that might be looking for an acquisition as a means of entering this market—were the
proposed merger not to go ahead. So we did not have an expectation that the merger would lead
to an increase in the price of Harcourt’s journals above the levels that might otherwise have
occurred.

2.111. So, for all of these reasons, Mr Clothier and Dame Helena Shovelton conclude that,
while the proposed merger raises concerns, they do not have an expectation that it would
operate against the public interest. Asthey form a majority of the Group constituted to consider
this reference, their conclusion isto be regarded as the CC’ s conclusion in thisinquiry.

2.112. Mr Stark, whose minority position is set out in a supplementary note to this chapter,
concluded that the proposed merger could be expected to operate against the public interest.

2.113. All three members of the Group also wished to record two fina points. The first is
that, during the course of the inquiry alarge number of representations has been received about
the implications of the current VAT regime for STM journals. The point that has been made is
that, while print journals are zero rated for VAT purposes, contracts to receive these same
journals electronically are subject to the standard rate of 17.5 per cent. It seems to the Group
that this is inequitable and threatens to retard further progress in the electronic delivery and
dissemination of knowledge.

2.114. The second point is that this inquiry has brought to light a number of features of the
market for STM journals that are unusual and may benefit from further examination. The
continual rise in the price of STM journals has been represented to us as a problem by many of
those—both publishers and libraries—who have given us evidence. It appears to be endemic in
the sector and, while not related to the ownership structure of the industry and so to the
proposed merger, there are many who feel that it does need to be examined. Although they lie
beyond the CC'’ s terms of reference on the present occasion, if the DGFT believes that there are
matters giving rise to wider concerns and are not being resolved, then he may wish to consider
whether awider review is necessary.
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Supplementary note
By Mr J D S Stark

1. | agree with my colleagues up to paragraph 2.100.

2. Where | disagree with them is on their conclusion about the electronic access to journas
and on pricing (paragraphs 2.102 to 2.110). My belief isthat RE’s current pricing model is now
well established and that the larger the corpus of material supplied at a low or minimal
additional cost, the more attractive the offer becomes to the purchaser. In making their
decisions about future journal subscriptions, UK librarians will evaluate any linked benefits
such as access to previously unsubscribed journals; these benefits will be proportional to the
size of the corpus of journals. A larger corpus ssimilarly presents a larger barrier to entry to a
competitive journal seeking to supplant ajournal in this larger corpus. The potential loss of any
linked access to unsubscribed journals must be accounted for.

3. | believe that, as a consequence of the development of this pricing model, RE would be
in a position, if it were so minded, to exploit its market strength to an extent it would not have
been able to do in the absence of the merger, without fear of an adverse response from com-
peting publishers. The largest competitor to RE/Harcourt would have a corpus of material
availablein the UK of only around one-quarter by sales value of that held by RE/Harcourt.

4. | believe that in the medium term RE would not fed constrained by its 10 per cent pledge
and if it saw it as being in its financial interest to raise prices more steeply, readopting
something similar to the pricing model which it pursued for many years prior to 1999, it could
do so. On RE’s pricing, | believe that, having established an eectronic pricing model that
conveys greater market power to the holder of the larger corpus of information, it would be less
constrained than in the years prior to 1999 when it was in the main supplying paper copies and
when a higher price/high attrition model was the pricing model of choice for commercial
publishers. | therefore expect RE to raise prices, in the medium term, by a greater amount than
if it had not been able to acquire Harcourt. | also believe that these price increases would be
greater for Harcourt titles as, on average, they currently have lower prices per article than RE
titles. | also believe these increases would be higher than might have been applied by Harcourt
alone or any potential purchasers of Harcourt, as Harcourt with its largest competitor excluding
RE would have a market share of 16 per cent by value compared with RE/Harcourt’s 31.7 per
cent (see Table 4.9). As | have described, the larger the corpus the larger the market power in
the pricing model adopted for electronic delivery.

5. 1 dso believe that RE could insist on libraries taking al the ScienceDirect/IDEAL
electronic package and not selecting individual titles or groups of titles within it. It could refuse
to accept cancellations at the end of a contract period without a disproportionate loss of the
linked access to unsubscribed titles. It could raise the premium for eectronic access. It could
refuse to link any of the ScienceDirect/IDEAL full text content to the other formats for
electronic access to STM journals currently in existence or being devel oped—ie aggregators or
databases. In thisway it could disintermediate secondary publishers. RE has stated that it would
not be in its interest to prevent access to its material by any route, but | believe that, with the
enlarged corpus and the development of the electronic pricing model, whereby the mgjority of
the product is sold by way of an inclusive contract with linked benefits, RE would find it in its
financial interest to pursue some or al of the above courses of action and | would expect it to
do so.

6. | recognize that the views of the academic community, who provide the journal content
largely without cost, might restrain some of these actions, but | do not believe that any of the
established or mooted ‘not for profit’ alternative initiatives will succeed to any significant
degree.

25



7. Overdl | believe that in the medium term the merger will result in:

(a) higher prices for access to STM journas in eectronic or print form than would
otherwise have been the case; and

(b) more restrictions on the development of other mechanisms being developed to facilitate
access to STM journals via other portals than would otherwise have been the case.

8. | regard these results as effects adverse to the public interest.

9. RE outlined a number of benefits to the public interest that it said could be expected from
the merger. | accept that benefits could be expected. In particular Harcourt’s customers will
benefit from RE’s considerabl e technical competence and commitment to devel opments such as
electronic archiving. Nevertheless | do not believe that these benefits outweigh the effects
adverse to the public interest previoudy outlined. In my opinion, therefore, the proposed
merger may be expected to operate against the public interest.

10. However, as my colleagues did not share this conclusion, we did not go on to consider
what remedies might be appropriate to deal with the detriment to the public interest that | have
identified. Nonetheless, | would like to record my belief that my concerns about pricing would
have been substantially met by behavioural remedies on future price levels, which RE told us it
would have been prepared to offer had the CC come to an adverse finding in this case.

JD SSTARK
24 May 2001
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