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INTRODUCTION

1. I, Flavio Menezes of 19 Lomandra Place, Chapel Hill, Queensland, have been engaged by
Herbert Smith Freehills (HSF) to provide an independent expert report in relation to an
application by Tabcorp Holdings Limited (Tabcorp) to the Australian Competition Tribunal for
authorisation of a proposed merger with the Tatts Group Limited (Tatts).

2. Exhibited to me at the time of signing this report and marked “Exhibit FXM-1” is a bundle of
documents. Also exhibited to me at the time of signing this report is another bundle of
documents marked “Confidential Exhibit FXM-2”. Where in this report I refer to tabs in FXM1 or FXM-2, I am referring to the tabs of Exhibit FXM-1 and Confidential Exhibit FXM-2
respectively. I also refer to documents by reference to their unique document number
beginning with a “TBP” prefix. I understand that Tabcorp and Tatts claim confidentiality over
Confidential Exhibit FXM-2.

3. Tab 1 of FXM-1 [TBP.001.027.5154] is the expert retainer letter, which attaches the Federal
Court Harmonised Expert Witness Code of Conduct. A letter of instructions listing the
questions which HSF has asked me to answer, and providing instructions, is included as Tab
2 of FXM-1 [TBP.001.029.0003]. In particular, HSF has sought my opinion on:1

‘(a) What are the economic principles and methodologies relevant to analysing the
competitive effects and total economic welfare effects of Tabcorp’s proposed merger with
Tatts (the proposed merger) on:

1. auctions or tenders for State Government licences for retail wagering, lotteries
or keno?

2. the sale of State owned wagering businesses (such as RWWA)?
1

Tab 2 of FXM-1 [TBP.001.029.0003].
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(b) What would be the likely competitive effects and total economic welfare effects of the
proposed merger on future processes for the award of State Government retail wagering
licences (or in the case of Western Australia, the sale of RWWA), lotteries licences or
Keno licences?‘

4. Tab 1 of FXM-2 [TBP.001.027.1907] is a list of the assumptions that I have been asked to
make in the letter of instructions that is at Tab 2 of FXM-1 [TBP.001.027.1907]. These
assumptions are referred to in my report, either in the text or in footnotes, and are at Tab 1
of FXM-2, save that the confidentiality markings in this version have been updated. I have
been asked to have regard to the following documents in preparing my report:

(a) The Excel spreadsheet referred to as “TBP.001.018.5686.xlsx” containing wagering
turnover data for financial years 2006 to 2016 (Tab 2 of FXM-2 [TBP.001.018.5686]);

(b) The Excel spreadsheet referred to as “TBP.001.022.0002.xlsx” containing Tabcorp phone
and online betting account data (Tab 3 of FXM-2 [TBP.001.022.0002]);

(c) The Excel spreadsheet referred to as “Tatts Digital and Telephone Wagering Turnover
FY12 to FY16” (also with Tatts document identification number “TAT.001.015.0804”)
containing Tatts phone and online betting account data (Tab 4 of FXM-2
[TBP.001.015.0804]);

(d) Tabcorp ASX release regarding the proposed merger with Tatts dated 19 October 2016
(“TBP.011.001.0110.pdf”) (Tab 3 of FXM-1 [TBP.011.001.0110]);

(e) Presentation released to the ASX dated 19 October 2016 (“TBP.006.001.0121.pdf”) (Tab
4 of FXM-1 [TBP.006.001.0121]); and

(f) Merger Implementation Deed (“TBP.004.011.0610.pdf”) (Tab 5 of FXM-1
[TBP.004.011.0610]).
4
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5. The opinions I have set out in this report are substantially based on my specialised
knowledge and understanding of the economic theory and practice of auctions and tenders.
I developed this knowledge and understanding through formal study, by undertaking
research and authoring publications in areas relevant to the issues covered in this report,
and through extensive industry experience as a consultant.

6. I hold the following qualifications:

(a) Bachelor of Economics, UERJ (Brazil), 1985

(b) Master of Economics, FGV/EPGE (Brazil), 1988

(c) PhD in Economics, The University of Illinois at Urbana-Champaign (USA), 1993. PhD
thesis: Four Essays on Auction Theory.

7. Upon completion of my PhD in economics, I joined the faculty at the Australian National
University (ANU). I was appointed a Professor of Economics and Professor of Regulatory
Economics at the ANU in 2003. I was also the Foundation Director of the Australian Centre of
Regulatory Economics from 2003 to 2006, when I left the ANU to join the University of
Queensland as a Professor of Economics, where I remain. I was also a part-time Vice
President with the Regulatory Economics and Public Policy Practice at CRA International in
Canberra from 2005 to 2006 and a Senior Consultant from 2006 until May 2007. I have
worked as an Associate of Economic Insights Pty Ltd on a number of projects.

8. I have published over 60 journal articles on the economics of auctions, competition and
regulatory economics,2 industrial organization, and market design.3 I have also authored ‘An

2

There is a deep connection between auction theory and monopoly pricing. See, for example, Klemperer, P.,
(2004), Auction Theory and Practice: The Toulouse Lectures in Economics, Princeton University Press, Chapter
2, Section 2.4. Available at http://www.nuff.ox.ac.uk/users/klemperer/virtualbook/11 chapter2.pdf.
Therefore, there is a connection between auction theory and economic regulation. The former studies the
allocation of goods and services under asymmetric information; that is, when the seller does not know the
value that buyers place on the goods and services for sale. The latter studies how to regulate a monopolist
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Introduction to Auction Theory’, a reference book in auction theory published by Oxford
University Press. Its second-edition, in paperback, was published in 2008.

9. I have presented seminars and delivered lectures in the Americas, Europe and in the Asia
Pacific Regions. I have lectured to both academic audiences and practitioners. I have had
visiting positions at a number of renowned institutions. I am the co-editor of the Economic
Record, and a member of the editorial board and associate editor of a number of learned
journals. I am also the current President of the Economic Society of Australia (Queensland
Branch), and the Deputy Chair of the Queensland Competition Authority. I am a member of
the Standing Committee of the Econometric Society (Australasia), a fellow of the Academy of
Social Sciences in Australia and a senior fellow of the Australian Institute of Business and
Economics.

10. I have extensive relevant industry experience. Overseas consulting experience includes being
the main advisor on the determination of a privatisation model for utilities, reviewing
government procurement practices, and providing advice on regulatory reform and
competition issues in the electricity, gas, telecommunications, banking, health and dairy
industries. Consulting experiences in Australia include advising the Federal Government,
AEMC, ACCC, IPART, QCA, the ACT and the Victorian Governments on market design issues
in regulatory environments and providing economic advice to various private and public
organisations on mergers, competition policy cases and regulatory issues in defence, energy,
banking, health, transport and telecommunications.

under asymmetric information; that is, when the regulator does not know the monopolist’s cost to supply the
regulated service.
3
Market design applies auctions, tenders and other market mechanisms to solve allocation problems taking
into account a variety of objectives and constraints such as economic efficiency, fairness, incentives and
complexity. See, for example, Cramton, P. (2010), ‘Market Design: Harnessing Market Methods to Improve
Resource Allocation’, available at http://www.cramton.umd.edu/papers2010-2014/cramton-marketdesign.pdf; Menezes, F. M. (2013), ‘Market Design for New Leaders’, available at
http://espace.library.uq.edu.au/view/UQ:333613/WPP13 4.pdf ; Roth, A., ‘Market Design: Understanding
markets
well
enough
to
fix
them
when
they’re
broke,’
2010,
available
at
http://www.vanderbilt.edu/AEA/econwhitepapers/white papers/Al Roth.pdf.
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11. A copy of my curriculum vitae with full details of my qualifications and experience is
included as Tab 6 of FXM-1 [TBP.001.026.0850].

12. In completing this report I have received assistance from Dr John Fallon, principal of
Economic Insights, who has assisted with research and peer reviewed the analysis in my
report and its application to the facts.

13. In preparing this report I have had regard to the materials specifically identified throughout
the report, in the form of footnotes or in the text.

14. I confirm that I have read, understood and complied with the Federal Court General Practice
Note GPN-EXPT (Expert Evidence), including the Harmonised Expert Witness Code of
Conduct Federal Court of Australia. The Note is included as Tab 7 of FXM-1
[TBP.001.027.2039].

SUMMARY OF OPINIONS

Developing an economic framework to consider the impact of the proposed
merger on auctions of State licences and possible sale of RWWA
15. The answer to the first question, reproduced in paragraph 3(a) above, can be summarised as
follows:

(a) Bidding markets exhibit particular characteristics which may differ from ordinary
markets, and which can have an impact on the assessment of mergers. For example,
under a number of circumstances, such as when there are no incumbency advantages
and entry is easy, the existence of other potential bidders after the merger may be
sufficient to ensure competitive outcomes regardless of the merger. In this report, I
refer to bidding markets as a general economic concept – the meeting of a seller and
7
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buyers in the context of auctions that are used to allocate a licence. I have not sought to
define markets in a competition law sense.

(b) As there is only one object for sale in the auction of a licence, the total (economic
welfare) surplus is the highest value assigned to the object amongst all bidders and the
seller. The total surplus is then split between the winner of the auction and the seller.

(c) A merger in a bidding market that results in synergies cannot decrease unweighted total
welfare (that is, total welfare that assigns the same weights to the welfare of the winner
of the auction and the welfare of the seller). More specifically, a merger between the
highest and second highest value bidders, which involves synergies, will result in an
increase in unweighted total welfare, as the value of the highest bidder will increase,
and assuming that such value is greater than the value the seller assigns to the object.

(d) If total welfare were defined as the “weighted sum of the profits to the successful bidder
and the revenue of the seller” (that is, when different weights are assigned to the
winner’s profit and to the seller’s revenue), then it is only possible for weighted total
welfare, under such a merger, to decrease if there is a decline in future auction prices,
and the weighted decline in prices is larger than the weighted increase in the auction
winner’s profits.

(e) Determining whether an auction price decrease is likely involves coming to a view on
whether the removal of a potential bidder through the merger can have an impact on
future auction prices. In the absence of incumbency advantages and if entry is easy, the
removal of potential bidders is unlikely to affect auction prices, because existing or new
bidders, other than the merging parties, are just as likely to win the auction and to set
the auction price.

8
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(f) When there are incumbency advantages, a merger that involves the first and second
highest value bidders has the potential to impact the auction price, as the second
highest value bidder typically plays a key role in determining the auction price.

(g) Even when the potential second highest value bidder is likely to influence the price of a
future auction under the counterfactual (that is, in the absence of a merger), it is not
necessarily the case that there will be a price decrease in the factual (that is, under the
merger). The reason is that a seller can increase their reserve price to account for
synergies, potentially leading to an increase in the expected price for the seller.

(h) In addition to setting an optimal reserve price, a seller has a range of options to promote
competition, and increase their expected revenue, from future auctions under the
factual.

Applying the economic framework to consider the impact of the proposed
merger on auctions of State licences and the possible sale of RWWA

16. The answer to the second question, reproduced in paragraph 3(b) above, can be
summarised as follows:

a) I consider it likely that cost synergies that arise from the proposed merger will be
reflected in a higher willingness to pay by the merged entity in future auctions under the
factual (with the merger), compared with the maximum willingness to pay by either
Tabcorp or Tatts under the counterfactual (without the merger). It is less clear, however,
the extent to which revenue synergies will result in an increase in the willingness to pay
by the merged entity as some of the benefits are specific to operations in jurisdictions
where licences will not go up for sale within the timeframe of my analysis and some
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benefits may be available to Tabcorp if they were to win the licence through a
competitive process in the counterfactual.
b) When assessing the impact of the merger on total welfare, and in particular on the
revenue that governments can raise through the future sale of licences, I consider each
auction or allocation event individually. This follows as each licence to be allocated
entails a specific set of rights and obligations related to a particular activity (Keno,
wagering or lottery) in a given jurisdiction, and the infrequency of the allocation events
and the different characteristics of the licences imply that it may not be practical or
relevant to consider licences issued by different jurisdictions as close substitutes.
c) I will not assess the impact of the merger on allocation events that will take place
beyond 2024. I note that the next allocation event after 2024 is not until 2033. The
industry trends in wagering, and the emergence of online competition in lotteries and
Keno, suggest that any attempts to make inferences about the likelihood of Tatts or
Tabcorp being the highest or second highest value bidders in a counterfactual auction to
take place in 2033 will in my view amount to speculation. In contrast, I consider the
focus on pre-2024 sale events appropriate. While market trends and other events point
towards evolving market dynamics, it is reasonable in my view to use current market
conditions to determine whether Tatts and Tabcorp are likely to be the highest or
second highest value bidders in counterfactual auctions that would take place over the
next 7 years.
d) I follow the same approach in assessing the impact of the merger in each of the sale
processes under consideration: (i) I examine whether the conditions for a stylised
bidding market are satisfied; (ii) If the conditions for a stylised bidding market do not
hold, then I consider whether the merger can impact on future auction prices. This
requires ascertaining whether Tatts or Tabcorp would likely be the second highest value
bidder in the counterfactual; (iii) if this is the case, I then consider what a strategic seller
10
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can do to counter any potential negative impact on future auction prices following from
the merger; and (iv) I assess whether the seller, the government of the jurisdiction
allocating the licence, may be regarded as a strategic seller.
e) In the case of the Victorian and Tasmanian sales of Keno licences, taking place in 2022
and 2023, respectively, I do not consider that incumbency advantages are sufficient to
warrant concerns about the proposed merger. In the absence of such advantages,
removing a potential bidder is unlikely to impact on the auction price. Even if
incumbency advantages are more significant than what I have considered, and assuming
that Tabcorp is the highest value bidder for the Victorian and Tasmanian licences, I find
it unlikely that removing Tatts will have a significant impact on future auction prices.
There are other existing Keno licence holders, including the Federal Group, and other
potential bidders that could also be considered as just as likely to be the second highest
value bidder in the two future auctions under the counterfactual.
f)

Regarding the future allocation of the Victorian lottery licence, which expires in 2018, I
consider it unlikely that the proposed merger would impact negatively on the auction
price outcome. For a negative impact all the following conditions need to be met: (i)
Tabcorp would need to be a bidder in the counterfactual, (ii) Tabcorp would need to be
the second highest value bidder in the counterfactual, and (iii) the Victorian government
would not be able to react strategically to a merger that creates a higher value bidder, in
designing the auction. For the reasons outlined in the report, it is unlikely that all these
conditions would be met.

g) The focus of my analysis in relation to wagering covers the impact of the proposed
merger on: the auction of the Victorian wagering licence that expires in 2024; and any
future sale of RWWA.

11
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I.

For the proposed merger to lead to lower prices in the allocation of the
Victorian wagering licences, a number of conditions must be satisfied: (i) it
must be the case that there are substantive incumbency advantages either
as a result of pooling arrangements within Australian jurisdictions that can
only be achieved by ownership of licences or as a result of Tabcorp’s
ownership of customer information (or both); (ii) Tatts is the second highest
value bidder in the counterfactual; and (iii) the seller does not undertake
actions, as a strategic seller, to benefit from the increase in the value of the
licence to the highest bidder that results from the synergies generated by
the merger. For the reasons discussed in my report, I consider it to be
unlikely that all these conditions will hold.

II.

I consider it unlikely that the proposed merger could result in a decrease in
the sales price of RWAA. Crucial to this conclusion is the low likelihood that
I assign to either Tatts or Tabcorp setting the counterfactual sales price. This
is due to a number of reasons including [HIGHLY Confidential to Tabcorp]
, and the existence of
other potential credible bidders that could just as likely be potential price
setters in the counterfactual (or actually winners in the factual). Moreover,
even if Tabcorp or Tatts were price setters in the counterfactual, the
Western Australian government can follow a number of strategies that
could lead to a higher, rather than lower, price under the factual, due to the
presence of a stronger bidder created by the merger.

12
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THE CONCEPTUAL FRAMEWORK: THE ECONOMICS OF BIDDING MARKETS

What are bidding markets?
17. Bidding markets are commonly defined as being characterised by large and infrequent
auctions, with objects being awarded to a single successful bidder.4 Importantly, bidding
markets exhibit particular characteristics that may differ from those of ordinary markets,
and that can have an impact on the assessment of the competitive effects and total welfare
effects of mergers. I note that I refer to bidding markets in this report as a general economic
concept – the meeting of a seller and buyers in the context of auctions of licences. I have not
sought to define markets in a competition law sense.

18. These characteristics, and their implications, are discussed in paragraphs 48 to 56.

The relationship between bidders’ valuations in an auction and final consumer
markets
19. In the case of auctions of licences, economists consider that bidders’ values are derived from
their estimates of the profits they can earn from the enterprise that they can undertake if
successful in securing the licence. The value for a bidder in an auction of a licence to explore
oil and gas is determined by a number of factors, including their estimate of how much oil
they will be able to find, the price of oil, the cost of exploration and production and
expected rates of return over the life of prospective reserves. Similarly, the value that a

4

See, for example, Patterson, D. and C. Shapiro (2001), ‘Trans-Atlantic Divergence in GE/Honeywell: Causes
and
Lessons,’
Antitrust
Magazine,
Fall
Issue,
pp.
18-26
(available
at
http://faculty.haas.berkeley.edu/shapiro/divergence.pdf ), who quoted the European Commission’s statement
from Pirelli/BICC merger (European Commission (2000), Case No. Comp/M 1882-Pirelli/BICC, Official Journal,
L70/35, available at http://ec.europa.eu/competition/mergers/cases/decisions/m1882 en.pdf. For a similar
definition, see Pal, Szilágyi (2008), ‘Bidding Markets and Competition Law in the European Union and the
United Kingdom-Part I,’ European Competition Law Review 29(1), pp, 16-32 (available at
https://www.academia.edu/922151/Bidding Markets and Competition Law in the European Union and t
he United Kingdom).
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telecommunications carrier attributes to a mobile operating licence, which will inform its
bidding in an auction, is related to the profits it will earn in the telecommunications
business.

20. While the value of a licence to undertake a particular activity in an industry may be related
to final consumer behaviour in that industry (such as in the mobile telecommunications
consumer market or the wholesale market for oil), an assessment of the competitive effects
and total economic welfare effect of a merger in an auction of a licence focuses exclusively
on the price and welfare implications associated with the allocation of the licence via the
auction. Thus, for example, the merger of two oil companies can have different competitive
effects in auctions for oil and gas exploration rights and the wholesale market for oil,
requiring separate analysis.

21. I have been asked to consider the competitive effects and total economic welfare effects of
the proposed merger on future processes for awarding State Government retail wagering
licences (including the potential sale of RWWA), lottery licences and Keno licences. To
answer this question it is only necessary to focus on the value of the licences to bidders and
sellers as these are the participants of the licences sales processes. In paragraphs 29-35 I
explain the relationship between the value of the licence to bidders and total welfare in
auctions, and in paragraphs 41 to 47 I explain the relationship between the value of the
licence to bidders, bidding behaviour and how to assess the competitive effects of a merger
in future auctions (that is, the effect of a merger on expected prices in future auctions).

Auctions versus Tenders
22. I note that while the analysis below focuses on auctions, the same principles can be applied
to tenders. In a standard auction, bidders submit bids with a view to win the item(s) for sale.
In a tender, suppliers submit offers to supply goods or services.
14
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23. The basic economic problem that is solved by an auction is to allocate an object (or objects)
to one or more buyers when the seller does not know the buyers’ valuations. Buyers
typically either know their own valuation or have some information about the value of the
object(s). It should be clear that this problem is logically equivalent to the problem faced by
a buyer who wants to allocate a contract to a potential supplier through a tender, and who
does not know the suppliers’ costs.

The Design of Auctions
24. Auction design includes consideration of what is to be sold or purchased in the case of a
tender (for example, a buyer can split its purchase into smaller tenders over time or procure
a large quantity infrequently to help ensure a lower average price), an allocation rule (for
example, the winner is the bidder with the highest bid in an auction or the bidder with the
lowest offer in a tender), a process for determining the price paid by the winner (for
example, the winner pays their bid in an auction or receives their bid in a tender), and a
number of other ancillary rules (for example, the reserve price in an auction or ceiling price
in a tender, penalties for withdrawing bids, penalties for bidders’ default, and prequalification requirements).

25. Modern auction/tender design devises rules so as to achieve particular objectives such as
revenue maximisation (or cost minimisation in tenders) or economic efficiency (the object
for sale is to be allocated to the user with the highest value or the contract is to be allocated
to the bidder with the lowest cost in a tender). An auction that maximises the seller’s
expected revenue is referred to as an optimal auction. An auction that allocates the object
to the bidder with the highest valuation above the seller’s value is known as an efficient
auction. There is a potential trade-off between efficiency and revenue maximization in
auction design.
15
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26. The reason why an efficient auction does not necessarily maximise the seller’s revenue is
that bidders do not typically bid their true valuations in an auction. This implies, for example,
that the seller in an auction where the winner pays their bid will receive less than the
highest bidders’ value. How much the seller is expected to receive will depend upon the
auction design. Auction theory studies the interaction between auction design features and
bidders’ behaviour.5 I will discuss how an auction can be designed to maximise – or to
increase the seller’s revenue over a standard auction, in paragraphs 57 to 72.

A Single Seller
27. Auction design theory and practice are by and large concerned with the case where there is
a single seller. This has implications for the assessment of mergers. In particular, it is possible
for a single seller to employ a range of strategies to counter the exercise of market power by
buyers.6 These strategies will be discussed in more detail in paragraphs 73 to 77 below.

28. Sellers may also engage in post-auction negotiations with the winner or even ‘negotiate with
the different competing bidders’7 seeking to influence the sales terms and conditions for
their benefit. The 2010 US Horizontal Mergers Guidelines (Section 6.2) explain the
connection between negotiations (bargaining) and auctions:

5

For an introduction to auction theory see, for example, Klemperer, P. (1999), ‘Auction Theory: A Guide to the
Literature’, Journal of Economic Surveys, 13. 227-286 (a working paper version is available online at
http://www2.econ.iastate.edu/tesfatsi/AuctionTheoryGuideToLit.Klemperer.pdf); Menezes, F.M. and P.K.
Monteiro (2008). An Introduction to Auction Theory. Oxford University Press; and Milgrom, P. (2004), Putting
Auction Theory to Work. Cambridge University Press.
6
These strategies may also be available when there are multiple sellers (or multiple buyers in the case of a
tender) in bidding markets. For example, in a recent decision (Xchanging/Agencyport, 2015) involving the
merger of two suppliers in a bidding market, the UK’s Competition and Merger Authority (CMA) found that
large buyers were sophisticated and could follow a number of strategies to counter any attempt to exercise
market power by the merged entity. Available at https://www.gov.uk/cma-cases/xchanging-agencyportsoftware-europe.
7
Wirth, D. (2016), To Bid or Not to Bid That is the Question: The Assessment of Bidding Markets in Merger
Control,’ Chapter 1, p.1, in International Comparative Legal guide to Merger Control, contributing editors N.
Parr and C. Hammon, Global Legal Group. Available at https://www.ashurst.com/en/news-and-insights/legalupdates/to-bid-or-not-to-bid-that-is-the-question-the-assessment-of-bidding-markets-in-merger-control/.
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‘In many industries, especially those involving intermediate goods and services,
buyers and sellers negotiate to determine prices and other terms of trade. In that
process, buyers commonly negotiate with more than one seller, and may play sellers
off against one another. Some highly structured forms of such competition are
known as auctions. Negotiations often combine aspects of an auction with aspects of
one-on-one negotiation, although pure auctions are sometimes used in government
procurement and elsewhere.’8

Total Welfare in Auctions
29. An important feature of the economic analysis of auctions, with implications for the
assessment of mergers, is the nature of the value of the object for sale to buyers and to the
seller. There are a number of dimensions of valuations that are highlighted by auction
theory.9

30. First, a distinction can be made between ‘private’ values, where a bidder’s valuation is
independent of other bidders’ valuations, and public values where the object for sale has a
common but unknown value. In many cases, values will have private and common
components. Valuations could also be interdependent, with one bidder’s valuation for an
object dependent upon other bidders’ valuations.

31. Second, the valuations can be uncertain with bidders having to form a view about their
valuations based on information that could be independent of each other’s valuations or
correlated. The third dimension is the existence of asymmetric information: each bidder
knows their own information or value for the object, but not the exact value or information
of other bidders, although they may have estimates. Another standard assumption in

8
9

Available at https://www.justice.gov/atr/horizontal-merger-guidelines-08192010.
See, for example, Menezes and Monteiro (2008, op. cit., chapters 3-5).
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auction theory is that the seller does not know buyers’ valuations, but they may have
estimates of these values. The seller is often assumed to have either an intrinsic value for
the object for sale (its consumption value) or a resale value.

32. Crucially, for the assessment of mergers in an auction, is the relationship between valuations
and welfare. In particular, while in general, in considering economic welfare, the term total
surplus typically refers to sum of the net gain to consumers and producers from trading in
the market, in the case of an auction the total surplus is simply the maximum of the value of
the object to the successful bidder10 and the value of the object to the seller. As there is only
one object for sale, the social value is the highest value assigned to the object amongst all
bidders and the seller.

33. The total surplus can then be split between the winner of the auction and the seller. If the
successful bidder values the object at

, the seller values the object at zero, and the auction

price is , the total surplus is equal to

, the winner’s surplus is equal to

seller’s surplus is equal to .

–

and the

can be interpreted as the expected present value of the

profits for the bidder if they win the licence.

34. An implication of the previous paragraph is that a merger that creates synergies cannot
decrease total surplus. In particular, a merger between the highest and second highest value
bidders that creates synergies will increase total surplus; in these circumstances, the value of
the object to the winner will increase, and therefore the total surplus will increase, as long
as the auction allocates the object to the highest value bidder.

10

In the case of a monopoly licence, for example, this value may be derived from the net present value of the
expected profits from operating in the licensed market, and will take into account the demand from final
consumers and costs. However, the focus on auctions implies a focus on the licence as the economic object,
rather than the provision of the service per se. Thus, while the total surplus in the market for the licence is
given by the successful bidder’s value for the licence, the total surplus in the market for the provision of the
service includes also the final consumers’ surplus.
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35. It follows that if the total welfare is defined as total surplus from the auction, then
irrespective of what happens to the auction price, total welfare will increase for a merger
that creates synergies. It also follows that total welfare is unchanged by a merger that does
not alter, through synergies or dissynergies, the value of the object for sale.

Assessing Total Welfare in Practice.

36. While the notion of total welfare has a well-defined meaning in the economic analysis of
auctions, its application to the assessment of the proposed merger requires that I consider
how total economic welfare is considered in practice. The Letter of Instructions provides
the following relevant background on the assessment of mergers by the Australian
Competition Tribunal:11

‘The Tribunal must not grant authorisation in relation to a proposed acquisition of
shares or assets unless it is satisfied in all the circumstances that the proposed
acquisition would result, or be likely to result, in such a benefit to the public that the
acquisition should be allowed to occur (cf. Competition and Consumer Act 2010 (Cth),
s 95AZH(1);

The Tribunal assesses whether there is likely to be such a public benefit by weighing
the public benefits and detriments with the proposed acquisition, compared to the
likely future without the proposed acquisition;

A public benefit is anything of value to the community generally, any contribution to
the aims pursued by the society including as one of its principal elements (in the
context of the Competition and Consumer Act) the achievement of the economic
goals of efficiency and progress;
11

Letter of Instructions, (Tab 2 of FXM-1 [TBP.001.029.0003]).
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A public benefit needs to be of substance and durable. The weight given to particular
benefits may vary depending on the extent to which the Australian community is
able to take advantage of them;

A pubic detriment primarily includes the detriments flowing from a lessening of
competition as a result of the proposed acquisition, but can include detriments not
associated with a lessening of competition.’

37. Applying this background to the case at hand, the key considerations, of relevance to the
analysis in this report, are the scale of synergies from the merger and their likelihood of
being sustained over time, and the extent to which increases in surplus accrue to a relatively
broad section of the community.

38. If substantial synergies are realised and are expected to be maintained, thereby generating
substantial increases in producer surplus, the shareholders of the merged entity are the
ultimate beneficiaries. However, the synergies may also provide the opportunity to realise
higher revenue from auctions.

39. If the merger results in less revenue for the seller (State or Territory governments) through a
lower auction price, then the citizens of the relevant jurisdiction that is selling the Keno,
lottery or retail wagering licences would experience a reduction in welfare from that effect. I
note here that the assessment of the competitive effects of the merger (that is, whether
future auction prices are likely to decrease) is a component part of the analysis of welfare.

40.

A merger that increases total surplus through synergies, but that decreases the auction
price, can only reduce weighted total welfare (that is, when different weights are assigned to
the winner’s profit and to the seller’s revenue) if the price decline and the weight on such
price decline are sufficiently high to offset the (weighted) benefits to shareholders.
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Bidding Behaviour
41. Another important feature of auctions is that bidders bid strategically; that is, they bid so as
to win the object at the lowest possible price and often this entails submitting a bid below
their values. This strategic behaviour by bidders also has implications for the assessment of
mergers.

42. Auction theory establishes that different auction formats entail different bidding
strategies.12 For example, consider a first-price sealed-bid auction, where the object is
allocated to the bidder with the highest bid who pays their bid. In this case, the logic
expounded in the previous paragraph suggests that for a bidder who has the highest value
for the object to win in a first-price sealed-bid auction, it suffices for them to bid in a way to
displace the bidder with the second highest valuation. This, in turn, suggests that the auction
price will be close to or constrained by the highest value bidder’s estimate of the valuation
of the second highest bidder, the runner up in the auction.

43. Now, consider how bidders may bid in an ascending-price or English auction. In this common
auction format, the auctioneer raises the auction price until there is only one bidder left,
who wins the auction at the current standing price. While bidders may be willing to bid up to
their values in an English auction, the winner of the auction will secure the object at a price
that is determined by the value of the runner up in the auction. That is, the auction price in
an English auction is also constrained by the value of the bidder with the second highest
valuation, which is revealed as they drop out of the auction.

44. The role that the runner up plays in the price formation process in an auction has
implications for the assessment of unilateral effects in bidding markets. In particular, a

12

The focus here is on single object auctions due to its relevance to the proposed merger. There are, however,
more complicated auction formats to allocate multiple units where bidding behaviour is more complex than
what is suggested in the analysis below.
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merger that removes a bidder that may be influential in determining future auction prices is
likely to raise competition concerns. This is explicitly recognised in the 2010 US Horizontal
Merger (Section 6.2), which expresses the concerns in the context of tenders:

‘Anticompetitive unilateral effects in these settings are likely in proportion to the
frequency or probability with which, prior to the merger, one of the merging sellers
had been the runner-up when the other won the business.’
45. More generally, the fact that some bidders had bid against each other in previous auctions
can be seen as determining the extent to which they compete in a particular market. This
point was made by the UK Office of Fair Trading in the context of the Celesio-HST merger:

‘Bidding data supplied by the parties do, however, suggest that Farillon (a subsidiary
of Celesio) and HSG have bid against each other, and third parties confirm that the
firms have been in direct competition. It therefore appears that the parties were
competitors pre-merger.’13
46. The potential mechanisms and the potential anticompetitive unilateral effects associated
with a merger, involving the runner-up and the winner of previous auctions, will depend on
a number of factors. This is also recognised by the US Horizontal Mergers Guidelines (Section
6.2), again in the context of tenders:

‘These effects also are likely to be greater, the greater advantage the runner-up
merging firm has over other suppliers in meeting customers’ needs. These effects
also tend to be greater, the more profitable were the pre-merger winning bids. All of
these factors are likely to be small if there are many equally placed bidders.

13

Office of Fair Trade (2005), ‘Decision on the anticipated acquisition by Celesio AG of Healthcare Services
group Plc’, p. 5. Available at
https://assets.publishing.service.gov.uk/media/555de42fe5274a7084000108/celesio.pdf.
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The mechanisms of these anticompetitive unilateral effects, and the indicia of their
likelihood, differ somewhat according to the bargaining practices used, the auction
format, and the sellers’ information about one another’s costs and about buyers’
preferences.’

47. Moreover, there are a number of practical difficulties in establishing that the removal of the
runner up from previous auctions from a market, through a merger with the previous
winner, will impact future auction prices. This is particularly the case when auctions are
infrequent, sufficiently spaced in time, and in an industry subject to changes in technology
and in the behaviour of final consumers. I will return to this subject in paragraphs 109 to
114, when I explain why I focus my analysis on licences that will be allocated until 2024.

Stylised “Ideal” Bidding Markets
48. Under some circumstances, mergers in bidding markets cannot have an anticompetitive
effect. This may be the case, for example, when there are no lock-in effects or incumbent
advantages and when entry of new bidders is easy.

49. Incumbent advantages refer to any advantages that an incumbent firm may enjoy over rivals
in future auctions. For example, ownership of specific assets, such as customised retail
space, intellectual property or hardware, software and access to customer data are
examples of potential incumbent advantages, if they provide an advantage to the incumbent
that is not available to an entrant. The existence of incumbent advantages links the result of
previous auctions to the outcome of future auctions, for example, by making it more likely
that the incumbent will be a strong bidder in future auctions, and they may also make it
more difficult to attract new bidders to future auctions.
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50. There may also be barriers to entry that are not directly related to winning previous
auctions. For example, a submarine manufacturer who won a past defence contract may not
enjoy incumbent advantages, over other submarine manufacturers, in future auctions. Entry
into submarine manufacturing is not easy, which suggests that the set of bidders will not
change over time, which can also link the outcome of auctions over time by making it more
unlikely that the incumbent will be displaced by a new firm; the incumbent nevertheless can
still be displaced by another existing firm.
51. As Klemperer (2007)14 explains, the case where there are no incumbency advantages may
be analogous to Bertrand competition15 and the case where entry is easy may be analogous
to a perfectly contestable market.16 Only two active bidders are required to yield perfectly
competitive outcomes under Bertrand competition, and so only a merger to monopoly (for
example, a two to one merger) would raise competition issues. In a perfectly contestable
market, only one active bidder is needed to yield competitive outcomes.

52. Of course, not many markets will satisfy the requirements for a stylised ‘ideal’ bidding
market, which include the Bertrand or perfect contestability assumptions as well as the two
other important characteristics of bidding markets, namely that auctions are infrequent and
substantial, and winner takes all. This point is also made by Klemperer:17

14

Klemperer, P. (2007. P. 6), ‘Bidding Markets,’ Journal of Competition Law & Economics 3 (1), pp. 1-47. A
working paper version is available at http://www.nuffield.ox.ac.uk/users/klemperer/BiddingMarkets.pdf.
15
If there are no incumbent advantages and all potential bidders have access to the same technology,
involving constant marginal costs and no capacity constraints and produce a homogenous good (or provide
similar offerings), then removing a firm from the market cannot have an impact on the tender price. Any one
of the firms remaining in the market has the ability to supply the buyer at the lowest possible price. Under the
standard textbook definition of Bertrand competition (see, for example, Church, J. and Ware, R. (2000),
Industrial Organization: A Strategic Approach, pp. 256-269, McGraw-Hill), any firm in the market can supply all
buyers with the amount demanded at the lowest possible price. In the case of a tender, there is only a single
buyer.
16
If there are no barriers to entry or exit, then potential bidders can enter future tenders at any price above
the lowest possible price. That is, under perfect contestability (see, for example, Church, J. and Ware, R.
(2000), op. cit., pp. 507-513) the threat of entry fully constrains the incumbent’s market power.
17
Klemperer (2007, op. cit. p. 6).
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‘The kind of example often offered as a prototypical bidding market is a large,
indivisible, defence contract for a major weapons system [though this would
probably not satisfy the additional assumption (4*)] (i.e., perfect contestability). At
the opposite extreme, competition between supermarkets for consumers exhibits
none of these features. Of course, many markets lie between the extremes.’

53. In particular, Klemperer18 argues that when contracts are large and specialised, it is likely
that there will be lock-in effects or that entry will not be easy. He provides the following
example:

‘For example, after being the winner among eight bidders of the contest for the
seven-year monopoly franchise to run the UK National Lottery when it was founded
in 1994, Camelot had developed substantial learning-by-doing and reputation
advantages by the time of the subsequent contest in 2000. Not surprisingly there
was far less competition (just two bids) in the second contest.’19

54. Klemperer20 goes on to say that:

‘Arguably the surprise was that there was a second bidder at all.’

55. Of course, if the extent of incumbent advantage is such that there is no prospect of
competition when the licence is re-auctioned in the future, then a merger between the
winner and a previous runner-up is unlikely to have an impact on competition. The reason is
that the runner-up would not be a serious contender for the licence, and may not even
participate in the auction, in the absence of a merger. Moreover, it would be unwise for the
seller to rely on the runner-up to ensure that enough revenue is raised in the auction.

18

Klemperer (2007, op. cit.).
Klemperer (2007, op. cit., pp. 10-11).
20
Klemperer (2007, op. cit. p. 11, footnote 25).
19
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Instead, in this instance, the re-auctioning will likely become a negotiation between the
seller and the incumbent that may assign a higher value for the licence under the merger.
Alternatively, the seller can pursue a range of options to promote entry and reduce any
incumbency advantage, as I will discuss further in paragraphs 73 to 77, 162 to 181, 210 and
227 to 232.

56. Whether particular bidding markets, for example the bidding markets for lotteries, Keno and
wagering across different Australian jurisdictions, satisfy the requirements for a stylised
‘ideal’ bidding (where a merger does not have unilateral effects) can be assessed by applying
the conceptual framework developed above to the facts of the case. I will return to this
issue in paragraphs 88 to 94 (general material), 131 to 139 (in relation to Keno), 149 to 160
(in relation to lotteries), 195, 200-204 and 219-226 (in relation to wagering) below.

Unilateral Effects when the seller is strategic
57. I now consider the case where a merger involving the runner-up and the winner of previous
auctions may give rise to anticompetitive effects. In particular, I consider a merger that
generates synergies in a context where the seller uses an optimal auction.

58. Auction theory has established that the optimal auction can be implemented, for example,
by using a standard auction, such as a first-price sealed-bid auction, with an optimally
chosen reserve price. 21 Under a reserve price, the object is sold to the highest bidder if the
highest bid is above the reserve; otherwise, the object is retained by the seller.

21

For a formal, mathematical analysis, see for example Menezes and Monteiro (2008, op. cit., pp. 82-85)
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The role of reserve prices
59. Publicly announced reserve prices22 play two different, but related roles in auction design.
First, they ensure that, in the absence of competition or in the presence of collusion, the
final price, if there is a sale, is at or above the seller’s value.

60. A reserve price will determine the auction price only when there is a single bidder with value
above the reserve. This bidder does not need to bid above the reserve to secure the object.
If two or more bidders value the object above the reserve, competition will drive the auction
price above the reserve. That is, the reserve price is not binding in the presence of sufficient
competition.

61. Second, a higher reserve price can lead to higher auction revenue. To see this, consider two
reserve prices,

and

, with

smaller than

potential buyers with values between

and

. By setting a reserve price of

,

will not bid in the auction. However, those

who do bid, will likely bid more aggressively than in the case of a reserve price of
because they know that those who bid will have values greater than

. This is

. More aggressive

bidding can lead to higher revenue for the seller.

62. Ultimately, the extent of the positive impact on revenue will depend on a number of factors.
These include the trade-off between more aggressive bidding and the lower number of
actual bidders that result from a setting a high reserve, and the risk that no potential buyers
would be willing to bid above the high reserve.

22

In general, publicly announcing the reserve price encourages participation by serious bids and leads to
better informed decision making by firms. There are instances where the seller may benefit from keeping the
reserve price secret. This includes, for example, when the seller is not able to credibly announce a reserve
price (see, for example, Horstmann, I. J. and LaCasse, C. (1997),’ Secret Reserve Prices in a Bidding Model with
a Resale Option,’ American Economic Review 87(4): 663-84) or when bidders are risk averse (see, for example,
Li, H. and Tan, G. (2000), ‘Hidden reserve prices with risk averse bidders,’ mimeo, Penn State University,
available at http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.630.5577&rep=rep1&type=pdf.
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63. Moreover, as the optimal reserve price is above the seller’s valuation, then the higher
expected revenue might be achieved at a potential loss of efficiency. This follows because
there is a risk that there will be no bidders with values above the higher reserve, and so the
object is retained by the seller, but there are bidders with values that exceed the seller’s
valuation.

The optimal auction
64. Now I consider the impact of a merger on the seller’s expected revenue when the seller uses
an optimal auction. I examine a special case where bidders’ valuations are ex-ante
symmetric and can be seen as determined by a random, independent draw from a fixed
probability distribution. Under this assumption, bidders are identical from an ex-ante
perspective; that is, prior to knowing their valuation.
65. I also assume the seller is risk-neutral,23 an assumption that is commonly made when the
government is the seller.24 In this setting, there is a well-known result in auction theory that
establishes that the optimal reserve price is independent of the number of bidders.25 While
this result is technical in nature, I will explain it through an analogy with standard monopoly
theory.

23

A risk-neutral agent is indifferent between a lottery that yields a monetary outcome
+ (1 − ) with
certainty where is a probability and and dollar amounts, over a lottery that yields X with probability p
and Y with probability 1-p. See, for example, Mas-Colell, A., Green, J., and Whinston, M. (1995),
Microeconomic Theory, Oxford University Press, pp. 167-208. This means that a risk averse agent is not
willing to accept a fair bet.
24
For example, in the context of public evaluation of projects, see Arrow, K. and Lind, R. (1970, ‘Uncertainty
and the Evaluation of Public Investment Decisions’, American Economic Review, Vol. 60, pp. 364-378. Available
at
http://user.iiasa.ac.at/~hochrain/KIT%202016%20Material/Thema%201%20Arrow%20Lind%20Theorem%20(S
ection%202).pdf.
25
In general, if bidder’s values are not ex-ante symmetric, then the optimal auction involves setting one
reserve price for each bidder. See, for example, Menezes and Monteiro (2008, op. cit., p. 82).
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66. In a standard monopoly problem, the profit maximising price is established by equating
marginal cost – the cost of producing an additional unit – with marginal revenue – the extra
revenue from selling an additional unit.

67. In an auction in which the seller has one object for sale, analogously to the standard
monopoly problem, the seller chooses a price so that the marginal cost (the value to the
seller of retaining the object) is equal to the marginal revenue (the additional revenue that it
can earn by raising the reserve price slightly). This price does not depend on the number of
bidders as it is derived as if the seller is facing a single buyer. The seller sets a reserve price
for each buyer – in the same vein as a standard monopolist that can price discriminate.
However, as bidders are assumed to be ex-ante symmetric, the price is the same for all
bidders.

68. It follows that in the absence of synergies, a merger between the bidders that are expected
to have the highest and second highest values26 unambiguously reduces the seller’s
expected revenue. The reason is that the optimal reserve does not change, but there is a
reduction in the number of bidders, which would lead to a lower expected price, reflecting a
reduction in competition, and the removal of the second highest valued bidder through the
merger.

69. The presence of synergies, however, has an impact on the optimal reserve price. As the two
bidders merge into a bidder with a higher value for a licence – for example, a bidder with a
value equal to the maximum value amongst the two bidders plus the value of the synergies,
the optimal reserve will rise. To use the analogy to the standard monopolist, the monopoly
price increases as the buyer’s willingness to pay rises.

26

This assumes that there are incumbency advantages and that entry is difficult. As we have seen in
paragraphs 48 to 56, in the absence of incumbency advantages, and if entry is easy, then removing a bidder
through a merger may have no impact on auction prices, as existing or new bidders may constrain the ability of
the merged entity to affect auction prices.
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70. In this context, there are two opposing effects. A reduction in the number of bidders
decreases competition and, as a result, the expected revenue of the seller. However, the
existence of synergies increases the optimal reserve price and, therefore, the expected
revenue of the seller. The reason is that the optimal reserve price is related to the expected
value for the buyers, which increases with synergies.

71. The expected final impact of the merger, from these opposing forces, on the expected
revenue of the seller will depend on a number of factors, including the distribution of the
values that potential bidders assign to the object, and the extent of the synergies. This result
is established formally by Gagnepain and Martimort.27

72. To be clear, I have provided a mechanism through which a merger between the winner and
the runner up of previous auctions can lead to an increase, rather than a decrease, in the
seller’s expected revenue. The analysis of course only shows that it is possible, under certain
circumstances, for the seller to benefit from such a merger. In particular, for this to happen,
it requires the seller to strategically change the reserve price as a response to the merger.

Other strategies for sellers
73. In addition to setting a reserve price optimally, a strategic seller – a seller that designs the
auction rules, including the reserve price, to maximise their expected revenue from the
auction or to achieve another specific objective such as economic efficiency – has a number
of options to promote competition in the auction and, by doing so, increase their expected
revenue. For example, the seller of a lottery licence may decide to sell more than one
licence, or to sell an exclusive licence for a period that is sufficiently long to attract new
entry. If the costs of entry are fixed, the larger the value of the object for sale, the more
likely it is that bidders other than the incumbent will be willing to incur the fixed entry costs.
27

Gagnepain, P. and D. Martimort (2016), ‘Merger Guidelines for Bidding Markets,’ Revue économique 67, pp.
69-78. A working paper version is available at https://hal-paris1.archives-ouvertes.fr/hal-01314036/document.
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74. A strategic seller can also choose the format of the auction to encourage entry. For example,
in the case where there is a stronger bidder, such as an incumbent, simultaneous sale
processes encourage entry. To see this, consider any sequential or dynamic auction where
bidders have an opportunity to revise their bids in response to the bids of their competitors.
The English auction is an example of a dynamic auction. A weaker bidder (that is, a bidder
that does not have an incumbency advantage) knows that they cannot win the auction as
the incumbent can outbid them. Such a bidder is unlikely to enter the auction, especially if it
is costly to bid.

75. Consider now a simultaneous auction, where bidders do not observe the bids of other
bidders. A standard first-price sealed-auction is an example of a simultaneous auction. In this
instance, as explained above, theory predicts that the incumbent will shade their bid; that is,
they will bid their estimate of the value of the second highest bidder. A non-incumbent now
has a chance of winning the auction, as they may have a value larger than the incumbent’s
estimate, and are more likely to enter the auction. The difference is that the dynamic
auction reveals additional information about bidders’ values, whereas the simultaneous
auction does not reveal this information and this encourages weaker bidders to enter.

76. Other strategies include making the number of potential bidders as large as possible, for
example by reducing regulatory barriers and allowing foreign bidders, and providing detailed
information about the object for sale so that potential entrants can derive more accurate
estimates about the value of the object for sale.

77. A strategic seller can also re-auction the licence or threaten to re-auction the licence if not
satisfied with the outcome of the bidding process.
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When are sellers strategic?
78. Klemperer (2007) questioned whether sellers (especially government agencies) have the
ability or capacity to set the rules and procedures of the auction to overcome
anticompetitive issues:

(a) ‘…if the bid-taker cannot commit to its future behavior, or is susceptible to
lobbying, that can undermine its power. Moreover, the bid-taker is often severely
restricted by legal and political constraints, or its own organizational
structure. (This restriction is particularly likely if the bid-taker is a government
agency.)’ 28

79. The ability of the seller to design effective auction rules is indeed relevant, and
becomes more important in achieving a competitive outcome if there is less
competition in the bidding in the factual compared with the counterfactual.

80. Klemperer’s concerns about the ability of government agencies to pursue an effective
auction design may hold true under some circumstances. For example, when government
agencies or local governments lack experience in using tenders and auctions to allocate
licences or procure goods or services, or are too small or under-resourced to engage the
expertise that may be necessary to develop and implement effective auctions and tenders.
However, my own professional experience suggests that such concerns do not always hold,
and in particular, do not hold for Australian states and territories.

81. I have considerable experience providing advice to governments (and private parties) over
the last twenty years precisely on how to design auctions to achieve particular goals,
including revenue maximisation. For example, this experience includes reviewing the auction
system that was used until recently for allocating timber logs from Victoria’s publicly owned

28

Klemperer (2007, op. cit., p. 3).
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forests. I found that, although there were shortcomings, the evidence that the auction
system produced superior outcomes to the system of administered allocation and pricing
was overwhelming. Prices reflected bidders’ preferences (controlling for auction
characteristics), prices were higher in the auctions compared to other administrative
allocation mechanisms (controlling for timber characteristics) and auctions and supporting
systems and procedures were successful in attracting bidders and facilitating competition.29
This suggests that State governments can be considered as strategic sellers. I will return to
this issue when applying the conceptual framework developed in this section to assess the
competitive and total welfare impacts of the merger on auctions of Keno, lottery, and retail
wagering licences.

82. Moreover, Klemperer himself has designed two very high profile auctions, the UK 3G
auctions and the mix product auctions used by the Bank of England to buy loans backed by
financial collateral of varying quality in the wake of the global financial crisis. These two
auctions are considered to have exceeded expectations in terms of achieving government
objectives.30 Klemperer recognises that it is possible to design an auction to overcome
anticompetitive issues, ‘but it is often unrealistic to expect this to be achieved in practice’.31

83. Ultimately, whether it is realistic for sellers, and in particular governments, to be strategic
has to be assessed in the context where the question arises. I note, however, that the tender
process for the licence to operate the single National Lottery in the United Kingdom
demonstrates that the seller can structure the conditions of the tender to help ensure
effective competitive pressure in the bidding process.32 In this respect the National Lottery

29

See
VicForests,
Sustainability
Report
(2008),
p.
28,
available
at
http://www.vicforests.com.au/static/uploads/files/sustainability-report-2008-wfwzijvaqeib.pdf
30
Various press articles on these two auctions are available at http://www.paulklemperer.org/.
31
Klemperer (2007, op. cit., p. 3).
32
National Lottery Commission (2008), ‘Creating a Lottery for the future: An overview of the Third Licence
Competition’, April, available at http://www.natlotcomm.gov.uk/PDF/NL-licences/Creating-a-Lottery-for-thefuture-An-overview-of-the-Third-Licence-Competition.pdf , see especially pp. 4-6.
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Commission, which is responsible for selecting the licence holder and monitoring its
operations, undertook extensive research and consultation to develop a competition
structure which was set out in the Invitation to Apply.

84. Key elements of the competition structure, implemented by the National Lottery
Commission, included: a single stage sales process with no pre-registration of interest to
create uncertainty amongst bidders in relation to how many competitors they would face
and their characteristics; a simultaneous bidding auction that provided bidders with no
opportunity to revise their bids as result of the bids made by others and, as a result, provide
the incentives for bidders to make their most competitive offer possible; and evaluation
criteria that helped to lower barriers to entry.

85. The evaluation criteria entailed bidders demonstrating that they could meet required
standards of performance (“hurdles”). This approach lowers barrier to entry as it does not
matter how well qualified bidders have satisfied the ‘hurdles.’ A second part of the
evaluation involved price competition. The Commission also made a wide range of
information available on the lottery opportunity and on a number of key handover issues
that would be relevant in the event that the incumbent did not win the competition.

86. In paragraphs 175-181, 210 and 228 I will assess whether sellers can be strategic in the
context of the auctioning of Keno, lottery and wagering licences by state and territory
governments in Australia.

87. In the remainder of this report, I examine the proposed merger in the light of the conceptual
framework developed above.
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THE ASSESSMENT OF THE IMPACT OF THE PROPOSED MERGER ON BIDDING
MARKETS
88. In this Section I first briefly summarise the nature and extent of the synergies that have
been provided to me as assumptions. Second, I explain why in my view it is appropriate to
focus on separate future auctions for Keno, Lotteries and wagering licences within a
timeframe in which it is reasonable to assume that current market conditions, which
underpin considerations of who are the likely highest and second highest value bidders, will
continue to prevail.

89. I follow the same approach in assessing the impact of the merger in each of auctions or sale
processes under consideration. I examine whether the conditions for a stylized bidding
market are satisfied. Two of the conditions (infrequent sales and ‘winner take all’) are clearly
satisfied across all auctions. Thus, I focus on whether there are incumbency advantages and,
when appropriate, whether entry barriers are material in the context considered.

90. The existence of incumbency advantages makes it more likely that the winners of previous
auctions will be the highest value bidders in future auctions. In this instance, removing a
bidder who is likely to be the second highest value bidder in future auctions can impact on
future auction prices.

91. In contrast, if there are no incumbency advantages, there may not be any particular reasons
to expect that the incumbent will be the highest value bidder in future auctions. In such a
case, a merger between previous highest and second highest value bidders is not expected
to result in future auction price decreases. The reason is that there are other bidders who
are as likely as the merged entity to win (or be the runner up) in future auctions.

92. In a similar vein, if entry is easy, a merger cannot have an impact on future auction prices.
This follows as new bidders, who have not participated in previous auctions, may be able to
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outbid the merged entity in future auctions. That is, if there are no substantive barriers to
entry, there are no particular reasons to assume that the merged entity will win future
auctions, as it can be displaced by new entrants.

93. If the conditions for a stylised ideal bidding market do not hold, then I consider whether the
merger can impact on future auction prices. To do so, I examine the previous bidding
history, and other available information, to determine whether the merger will remove a
bidder from the market who would likely impact on future auction prices. If this is the case, I
will then consider what a strategic seller can do to counter any potential negative impact on
future auction prices following from the merger. Finally, I assess whether the seller, the
government of the jurisdiction allocating the licence, may be regarded as a strategic seller.

94. Before I assess the impact of the merger on specific bidding markets, I explain why I focus on
the potential for the merger to result in lower future prices, and the conditions under which
total welfare can decrease on the assumption that the total welfare standard puts more
weight on the impact on the seller’s future auction prices, than on the benefits to
shareholders in the form of higher profits.

The nature of synergies
95. I have been provided with assumptions about the merger that include estimates of the
various synergies that are expected should the merger occur. There are cost and capital
expenditure synergies and revenue synergies. Some of the synergies would be reflected in
higher profits for the merged entity and some would be reflected in increased returns to
consumers, industry and the government.

96. Given that the focus of my analysis is on the welfare impact of the merger on future auctions
or sale processes for different licences, I only consider synergies that will increase the net
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value that the merged entity assigns to licences that will be auctioned off within the
timeframe of my analysis. While there are estimated benefits to consumers, industry and
government resulting from the merger, these benefits are simply transfers, from one entity
or group to another, from the viewpoint of the analysis of the impact of the merger on the
markets for licences of Keno, wagering and lotteries. To put it differently, one could add
these benefits to the value that the merged entity assigns to particular licences and subtract
them as payments or benefits to consumers, industry and government. Thus, these transfers
have no net welfare effect.33

97. The estimated cost and capital expenditure synergies comprise: substantial ongoing annual
cost synergies in relation to wagering, technology, corporate and procurement and other
areas (property and field services) as well as significant capital expenditure savings. The
merged firm’s post-racing industry share of these annual synergies would be [Confidential
to Tabcorp ]

, realised in full in the third year following the proposed

merger.34

98. [Confidential to Tabcorp]

.35 [Confidential to
Tabcorp]
.36

99. In my view, the estimated reduction in fixed and variable costs will result in an increased
willingness to pay for particular licences by the merged entity in the factual, vis-à-vis the
33

As discussed before, an analysis focusing on the provision of these services, rather than on the licences, may
consider the impact of the merger on the total welfare of punters, and the benefits associated with increased
industry funding or government tax revenue.
34

Assumptions for Flavio Menezes, paras. 229-231 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 232 (Tab 1 of FXM-2 [TBP.001.027.1907]).
36
Assumptions for Flavio Menezes, para. 234 (Tab 1 of FXM-2 [TBP.001.027.1907X]).
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willingness to pay of Tatts and Tabcorp. This follows as the merged entity will allocate some
of this reduction in fixed costs to particular operations, and its variable costs will be lower,
resulting in an increase in the merged entity’s net value for the licences in the factual.

100.

[Confidential to Tabcorp]
37

[Confidential to Tabcorp]

;38 and [Confidential to Tabcorp]
39

The

revenue synergies are expected to be realised by the third year from the proposed merger,
and [Confidential to Tabcorp]

of the total wagering revenue

synergies are expected to flow through to the racing industries, hospitality industries and
governments as industry payments, fees, and taxes including corporate income tax.40

101.

Some of these benefits may arise from improvements in Tatt’s existing operations in

jurisdictions where licences will not be up for renewal within the timeframe of my analysis.
Such benefits may have no impact on the merged entity’s willingness to pay for other
licences to be auctioned off within the timeframe of my analysis (vis-à-vis the willingness to
pay of Tatts and Tabcorp for the same licences in the counterfactual within the same
timeframe).

102.

Some of these benefits may also become available if Tabcorp were to win future

auctions and replace Tatts as a licence holder. In this case, it would not be appropriate to
consider such benefits as an increase in the merged entity’s willingness to pay. The extent

37

Assumptions for Flavio Menezes, paras. 236-238 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, paras. 239-244 (Tab 1 of FXM-2 [TBP.001.027.1907]).
39
Assumptions for Flavio Menezes, paras. 246-250 (Tab 1 of FXM-2 [TBP.001.027.1907]).
40
Assumptions for Flavio Menezes, para. 251 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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to which such benefits would result in an increase in the merged entity’s net value for a
licence in the factual will depend on the likelihood that Tabcorp would win a particular
licence in the counterfactual. For example, if Tabcorp had a low probability of winning the
auction, then these benefits would only be realised if the merger were to proceed.

103.

In addition, if the merger led to a merger of totalisator pools, this would generate

additional revenue for the merged firm and be more attractive to punters as a deeper more
liquid pool can support the payment of higher dividends. This would likely result in an
increase in the willingness to pay for a future wagering licence in the factual, as absent the
merger, it would be less likely for Tabcorp and Tatts to consolidate their pools. 41

104.

In summary, there are cost savings that are common across the operation of

activities linked to the Keno, wagering and Lottery licences, and potential revenue synergies
that are specific to particular types of licences. I consider it likely that these reduced costs
will be reflected in a higher willingness to pay by the merged entity in future auctions under
the factual, compared with the maximum willingness to pay by either Tabcorp or Tatts under
the counterfactual. It is less clear, however, the extent to which revenue synergies will result
in an increase in the willingness to pay by the merged entity as some of the benefits are
specific to operations in jurisdictions where licences will not go up for sale within the
timeframe of my analysis and some benefits may be available to Tabcorp if they were to win
the licence through a competitive process in the counterfactual.

105.

I also note that any increased willingness to pay by the merged entity may not result

in higher auction prices under the factual compared with the counterfactual, if there is a
reduction in the number of competitors, which could lead to an offsetting influence. The
impact on auction prices will depend on a number of factors including whether the merger
has removed a bidder that could potentially be influential in the determination of the
41

Assumptions for Flavio Menezes, para. 253 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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auction price, and whether the seller behaves strategically to take advantage of the
emergence of a higher valuation bidder.

The future sales of individual licences are the object of the economic analysis of
the merger on total welfare
106.

When assessing the impact of the merger on total welfare, and in particular on the

revenue that governments can raise through the future sale of licences, I consider each
auction or allocation event individually. I note that while some jurisdictions may choose to
auction off their licences, others may decide to renegotiate an existing licence with the
licence holder rather than to use competition to re-allocate the licence. The economic
analysis in both cases involves examining the impact of the removal of a potential bidder
from the market on the auction price or on the outside option for the government if it
decides to renegotiate the licence with the incumbent.

107.

There are at least two reasons to focus on the individual allocation of a particular

licence as the object of the economic analysis rather than, for example, focus on the impact
of the merger on all future allocations of licences for a particular activity together. First,
each licence to be allocated through an auction (or through renegotiation) entails a specific
set of rights and obligations related to a particular activity (Keno, wagering or lottery) in a
given jurisdiction. Thus, from the viewpoint of the seller, there is no substitutability across
products, activities or jurisdictions.

108.

Second, in principle there could be some substitutability amongst licences for

particular activities across different jurisdictions from the demand side. For example, a
prospective buyer could consider the Keno licence in Victoria as a substitute for the Keno
licence in New South Wales. However, the infrequency of the auctions and the different
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characteristics of the licences42 imply that in practice substitutability may be highly limited.
Moreover, the consideration of which bidders may be the highest and second highest value
bidders, which is central to the analysis of the impact of the merger on auction prices, may
also change across allocation events.

The timeframe of my analysis

109.

The analysis of the impact of the proposed merger on future auctions requires

ascertaining whether the merging parties are likely to be the highest and second highest
value bidders in these future sale processes. As the expiry dates of the licences under
consideration vary from 2018 to beyond 2060, a question arises regarding an appropriate
timeframe in which it is reasonable to assume that current market conditions, which
underpin considerations of who are the likely highest and second highest value bidders, will
continue to prevail.

110.

To determine an appropriate timeframe for my analysis, I consider it relevant to

review industry trends across the three types of licences. Wagering trends over the past
decade are described at Tab 1 of FXM-2 [TBP.001.027.1907] (Section B7) and summarised in
paragraph 195. For example, Australian totalisator turnover has decreased from
approximately 70% of total wagering turnover in 2006 to approximately 35% of total
wagering turnover in 2015 and [Confidential to Tabcorp]
. In contrast, fixed odds racing and sports turnover has
increased from approximately 30% of total wagering turnover to 63% of total wagering
turnover over the same period, and [Confidential to Tabcorp]
. During the same period from 2006 to 2015, the
42

See Table 1, Table 2, and Table 3 for a description of some of the licence characteristics and taxation
regimes across different jurisdictions for Keno, lotteries and wagering licences, respectively.
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turnover of corporate bookmakers has increased from approximately $2.6 billion to $12.3
billion.

111.

I also consider that the emergence of online competition will continue to impact on

the potential value of lottery and Keno licences. [HIGHLY Confidential to Tatts]

.43 A
similar argument about the relevance of online competition can be made in the case of
Keno, with the emergence of online providers of derivative Keno products such as
Lottoland.44

112.

The market trends described above, which include a reduction in the relative

importance of totalisator betting with respect to fixed odds betting, the decrease in the
relevance of physical retail outlets, the increased market presence of corporate bookmakers
and the emergence of online resellers of lotteries and sellers of lottery and keno derivatives,
all point to significant changes that will make it difficult, if not impossible, to identify the
potential first and second high value bidders beyond a certain time horizon. Moreover, any
current assessment of the impact of a merger on future auction prices needs to be adjusted
to account for the relevant time discount rate.

113.

For the reasons outlined in the above paragraph, I will not assess the impact of the

merger on auctions or allocation events that will take place beyond 2024. I note that the
next allocation event after 2024 is not until 2033. The trends in wagering described above,
and the emergence of online competition in lotteries and Keno, suggest that any attempts of
making inferences about the likelihood of Tatts or Tabcorp being the highest or second

43
44

Assumptions for Flavio Menezes, para. 184 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 205 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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highest value bidders in a counterfactual auction to take place in 2033 will in my view
amount to speculation.

114.

In contrast, I consider the focus on pre-2024 sale events appropriate. While market

trends and other events point towards evolving market dynamics, it is reasonable in my view
to use current market conditions to determine whether Tatts and Tabcorp are likely to be
the highest value bidders in counterfactual auctions taking place over the next 7 years.

Focus on potential for future auction prices to be lower under the factual than
under the counterfactual
115.

As I have explained in paragraph 34, unweighted total welfare cannot decrease as a

result of a merger that generates synergies. The underlying assumption is that the value of
the object for sale is the maximum amongst the two merging bidders plus the synergies.
Thus, in the particular case where the merger involves the highest and second highest
bidders in a future auction, the merger will strictly increase total welfare.

116.

It follows that for a merger involving synergies to be viewed as relevantly decreasing

welfare, the measure of total welfare needs to assign a lower weight to the impact on the
profits of the merged entity than to the revenue for the seller of the licence, and the future
auction price has to decline sufficiently. Note also that it is possible for the auction price to
decline, but the weighted average of the value to the seller and the auction price to
increase, as the overall impact depends on both the price decline and the weights applied to
the winner’s profits and to the auction revenue.

117.

In the context of the proposed merger, the synergies will manifest themselves in an

increase in the value that the merged entity assigns to securing a particular licence. In what
follows, I explain these concepts through an example focusing on an auction for a Keno
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licence. Schedule 1 contains the detailed worked example, whereas below I present the gist
of the example.

118.
to

I assume that under the counterfactual the value of the licence to Tabcorp is equal
, and the value of the licence to Tatts equal to

assume that

is larger than

. For illustrative purposes only, I

. The dollar value of the synergies is equal to , and

therefore value that the merged entity assigns to the Keno licence is equal to

=

+

S.

119.

Suppose that, in addition to Tabcorp and Tatts, there are N other bidders who will

bid for the licence. I assume that the merger does not change the values that these bidders
assign to the licence or their decision to bid and denote the highest value amongst these N
bidders as

∗

. I also assume that the seller has no intrinsic value for the licence and that

is larger than

120.

∗

.

It follows that the value of unweighted total welfare is equal to

counterfactual and equal to

in the

+ in the factual. Recall that the value of unweighted

total welfare is simply equal to the value of the licence to the highest value bidder. Thus,
unweighted total welfare strictly increases in the merger in such a case.

121.

I now consider a total welfare function where

is the weight given to the winner’s

profits, the weight given to the seller’s surplus is equal to one, V is the value of the licence to
the highest bidder, and P the auction price. If

= 1, then the winner’s surplus receives the

same weight as the seller’s surplus, and total welfare is equal to .

122.

The relevant case to examine in this example is when the merged entity is the

highest value bidder in the factual. I then consider two possible counterfactuals: (i) where
the bidder with the value

∗

is the second highest value bidder; and (ii) where Tatts is the

second highest value bidder. Again for illustrative purposes, I assume that the auction price
44
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is equal to the value of the second highest bidder; more generally, the auction price is
constrained or influenced by such a value. Thus, the auction price in the factual is equal to
∗

(ii) is equal to

123.

∗

, the auction price under counterfactual (i) is also equal to

, and under counterfactual

.

I can then compare the change in welfare between the factual and the two

counterfactuals as follows:

(a) Under counterfactual (i), the auction price does not change vis-à-vis the factual, and
therefore there is an increase in total welfare as a result of the synergies; and

(b) Under counterfactual (ii), the price decreases vis-à-vis the factual, and thus weighted
total welfare can decrease. I show at Schedule 1 that total weighted welfare can
decrease if:

(1)

<

(

)

(

−

∗

).

That is, when Tatts is the second highest value bidder in the counterfactual, and the
merged entity the highest value bidder in the factual, total welfare is more likely to
decrease the lower is the weight on the winner’s surplus ( ), the smaller the synergies
(S), and the higher is the difference between the second highest value in the
counterfactual (Tatts) and the highest value amongst other bidders (

124.

−

∗

).

The example above, while illustrative in nature, provides the conceptual basis for

focusing on the case where the merged entities are the highest and second highest valuation
bidders in the counterfactual. This is the only instance where weighted total welfare can
decrease in a merger involving synergies.

125.

It should be clear, however, that a price decrease under the merger is a necessary,

not sufficient, condition for a decrease in welfare; and other factors, including the size of the
45
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synergies and the weight that the total welfare allocates to the w inner' s surplus, will also be
important. Moreover, as I w ill discuss further in the case of each of the sale processes, even
when the merger removes a bidder that would set the auction price in the counterfactua l, it
is possible that the price may increase in the factua l if the seller is strategic.

Impact of the merger on future auctions for Keno Licences
126.

Keno is a game of chance in which 20 numbers are randomly drawn (generally

electronically) from 80 numbers that are numbered from 1 to 80. Unlike lotteries (which
45

have daily or weekly draws), Keno games are typically run every three to four m inutes.

127.

Un like wagering, where there are dedicated retail spaces at which the service is

provided (such as TAB agencies), Keno does not have dedicated retail spaces and instead is
played in casinos, clubs, hotels, TABs and retail venues across Australia under agency
arrangements, and (uniquely in South Australia) in newsagencies.

128.

46

The table below summarises the suppliers of Keno products in Australia and the

current licensing arrangements:

Table 1: Keno licences, taxat ion and available information on allocations by State and Territory.

State

Licensee

Duration

Taxation arrangement

Previous and prospective
allocations

45
46

ACT

Tabcorp

Expires 2064

4.54% of turnover

NSW

Tabcorp I ClubKeno
Holdings Pty (joint
licensees)

20SO

18% of gross reven ue
or 24% of player loss
(depen ding on t ota l
p layer loss)

The New South Wales
licence was re-negotiated
6 years prior t o t he end
date of the original licence

Assumptions for Flavio Menezes. paras. 185-187 (Tab 1 of FXM-2 [TBP.001 .027.1907)).
Assumptions for Flavio Menezes. para. 190 (Tab 1 of FXM-2 [TBP.001 .027.1907]).
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Northern
Territory

Skycity and
Lasseters

Skycity (until
2031)
Lasseters (until
2031)

Queensland

Tabcorp

2047

South
Australia

Tatts (SA Lotteries)

Tatts has
exclusive
Master Agency
rights of SA
Lotteries until
2052

Tasmania

Federal Group

2023

Victoria

Tabcorp; Tatts has a
licence to conduct a
daily draw keno
game but has not
launched or offered
any keno under that
licence

Tapcorp – 2022

Crown Perth

Operates in
casino only

Western
Australia

Tatts - 2018

29.4% of gross
revenue

33.33% of player loss
subject to a minimum
player return of 75%.

The Victorian Keno licence
expires in 2022, but it is
not yet known whether
the Victorian government
will re-allocate the licence
through an auction.

Source: Assumptions for Flavio Menezes, paras. 194, 222-224 (Tab 1 of FXM-2 [TBP.001.027.1907]),
and for taxation Australasian Gaming Council, “A Guide to Australasia’s Gambling Industries, Facts,
Figures and Statistics”, Chapter Five, Gambling Taxation in Australia, 2015-16, p. 16.

129.

Tabcorp’s Keno products are distributed in approximately 3,579 pubs, clubs, hotels

and TABs in Victoria, New South Wales, Queensland and the ACT.47 Tabcorp has also
introduced jackpot pooling,48 which enables larger, and faster accruing, jackpots to be
offered. The Keno jackpot is pooled across NSW, Victoria and the ACT.49 Tatts’ Keno products
in South Australia are distributed through TAB outlets, newsagents, and pubs and clubs.50
Tatts has also held the right to offer daily Keno in Victoria under its Category 1 Public Lottery

47

Assumptions for Flavio Menezes, para. 195 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 196 (Tab 1 of FXM-2 [TBP.001.027.1907]).
49
Assumptions for Flavio Menezes, para. 196 (Tab 1 of FXM-2 [TBP.001.027.1907]).
50
Assumptions for Flavio Menezes, para. 202 (Tab 1 of FXM-2 [TBP.001.027.1907]).
48
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Licence since 2015. However, Tatts has not exercised this right. 51 Lottoland, an online
provider (see Paragraph 139), offers derivative Keno products in which customers bet on the
outcome of KeNow and German Keno.52

130.

There are two licences that expire in the medium term; for Victoria in 2022, where

Tabcorp is the incumbent, and Tasmania in 2023, where the Federal Group is the incumbent.
The first step in my analysis is to consider whether there are incumbency advantages such
that winning previous auctions or owning licences in other jurisdictions may impact on
future auctions by creating an asymmetry between bidders. If such advantages exist then
removing an existing licence holder from these future auctions may have an impact on
prices for the licences.

131.

I consider that there are no significant incumbency advantages that will impact the

2022 Victorian and 2023 Tasmanian licence allocations. First, it is my understanding, based
on my general knowledge, that Keno is a game of chance that can be implemented in a
number of ways, from pen and paper for number selection by players and drawing numbers
with a ball machine similar to ones used for lotteries and bingo, to a full electronic
implementation. There are also derivative products. Thus, I consider it to be unlikely that the
owners of current licences will have a superior technology or process that will afford them
an advantage against other potential bidders.

132.

Second, the game of Keno is conducted at third party venues and, thus, ownership

of a licence does not entail Keno-specific venue investments that may not be easily
transferable at the licence expiry. For example, if a new operator is awarded the Victorian
licence in 2022, I expect that the new operator would be able to secure the same venues of
the incumbent operator with similar conditions. The reason is that in the absence of

51
52

Assumptions for Flavio Menezes, para. 203 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 205 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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incumbency advantages, the underlying economics of the operation will not depend on who
owns the licence.

133.

There are, however, two potential sources of incumbency advantages. Owning

existing licences may allow the licence holder to jackpot pool as introduced by Tabcorp. I
note, however, that pooling may be achieved by commercial agreements, rather than
through the acquisition of licences. Moreover, current licence holders, other than Tabcorp
or Tatts, may also be able to benefit from an increased ability to jackpot pool by acquiring
the Victorian and/or Tasmanian Keno licences.

134.

The extent to which incumbents, including Tabcorp and Tatts, may have invested in

online platforms and developed customer databases,53 offers another potential incumbency
advantage. Existing online platforms may disadvantage new operators who may need to
develop their own, and to secure new online customers, leading to higher cost, and
therefore a reduced ability to compete for the licences.

135.

As with pooling, if there is an advantage, it would benefit all existing licence holders,

and not exclusively Tabcorp and Tatts. In addition, as I have discussed above, there are many
different ways to implement a Keno game, and so it is not clear that a particular online
platform may have benefits over alternatives. Also, the magnitude of the costs of developing
an online platform by potential bidders, other than incumbents, needs to be assessed
against the revenue stream that can be generated from the licences.

53

[Confidential to Tabcorp]
with the product being prohibited to customers in Queensland.

[Confidential to Tabcorp]
See Assumptions for Flavio Menezes, para. 199-201 (Tab 1 of FXM-2
[TBP.001.027.1907]).
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136.

In summary, I do not consider that incumbency advantages are sufficient to warrant

concerns about the proposed merger. In the absence of such advantages, removing a
potential bidder is unlikely to impact on the auction price.

137.

Even if such incumbency advantages are more significant than what I have

considered, and assuming that Tabcorp is the highest value bidder for the Victorian and
Tasmanian licences, I find it unlikely that removing Tatts will have a significant impact on
future auction prices for a number of reasons.

138.

First, there are other existing Keno licence holders, including the Federal Group, that

could also be considered as just as likely to be the second highest value bidder in the two
future auctions, thereby constraining the ability of the merged entity to reduce the auction
price.

139.

Second, as there are no significant barriers to entry (other than holding a licence),

potential bidders would also include: foreign corporations and foreign owned domestic
businesses; gaming services companies such as IGT which manufactures and supplies
electronic gaming machines (EGMs), and provides gaming systems and services and has
established relationships with pubs and clubs; and other participants in the broader
gambling industry including Lottoland, which recently entered Australia as a provider of
online lottery betting services; and corporate bookmakers which also operate online.54 Any
of these bidders could in principle be the second highest value bidder for the Victorian and
Tasmanian licences under the counterfactual assuming Tabcorp would be the highest value
bidder.

54

Assumptions for Flavio Menezes, para. 225 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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Impact of the merger on future auctions for lottery licences

140.

Lotteries are a chance-based activity consisting of a player randomly picking a

specific set of numbers from a larger set of numbers. The player whose selected numbers
match those drawn by the lottery operator wins a prize, which is based on the total amount
wagered after deducting State taxes and an approved profit margin.55 Lottery products are
not viewed by customers as gambling, and demand for these products is distinct from other
games of skill and chance.56 Lotteries are also not perceived as substitutes for Keno
products. The former is typically played once a week or on a similar basis, and purchased
with other goods, such as newspapers and magazines. The latter is played approximately
every three minutes – and so it can be played multiple times over a period of time, it is
typically offered exclusively in licensed venues, it involves a much lower prize and it is played
by a much smaller fraction of the population than lotteries.57

141.

Lottery operators may also conduct ‘instant’ lotteries (‘scratch-its’). The prize pool

in the instant lottery is determined by set percentages of the total value of the tickets
printed for each game, with the number and value of prizes varying for each game.58

142.

Lottery products are distributed through newsagents and convenience stores.59

Lottery tickets (excluding ‘scratch-its’) can also be purchased online.60

143.

The current holder of each exclusive lotteries licence in each State and Territory,

date the licence was awarded, bidders for the licence or sale arrangements, taxation rate
and the exclusivity period are summarised in Table 2 below.

55

Assumptions for Flavio Menezes, para. 154 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 160 (Tab 1 of FXM-2 [TBP.001.027.1907]).
57
Assumptions for Flavio Menezes, para 162 (Tab 1 of FXM-2 [TBP.001.027.1907]).
58
Assumptions for Flavio Menezes, para. 157 (Tab 1 of FXM-2 [TBP.001.027.1907]).
59
Assumptions for Flavio Menezes, para. 158 (Tab 1 of FXM-2 [TBP.001.027.1907]).
60
Assumptions for Flavio Menezes, para. 159 (Tab 1 of FXM-2 [TBP.001.027.1907]).
56

51

Confidential Restriction on Publication Claimed
144.

As shown in Table 2, Tabcorp does not hold any lottery licences, and Tatts operates

all public lotteries in each State and Territory except Western Australia.
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Table 2: Available information on Lott ery licence details by State and Territ ory

State /
Termory

Licensee

Award date

NSW

Tatts

2010

Victoria

Queensland

Number of bidders when awarded or sale arrangements

In 2010, there was a compet it ive tender process for t he NSW
public lotteries licence, and at least t hree bidders particip ated in
t he bidding process. Some of t he bidders were int ernat ional
parties.

Tatts

Tatts

2007

South
Austra lia

Tatts

Nort hern

Tatts

2032

Tasmania

Tatts

2012

ACT

Tatts

West ern
Aust ralia

Govern ment
owned

In 2007, Tatts (then known as Tattersalls) acqui red Golden Casket
wh ich had the exclusive licence t o conduct lotteries in
Queensland. The ACCC's market i nquiries indicat ed t hat the
merged entity wou ld face compet ition f rom a number of pot ent ial
competit ors for the acquisition of lotteries licences, i ncl uding
companies with operations i n ot her segment s of t he broader
gambling industry, both in Austral ia and overseas.

2012

Tax rate

Exclusivity period and licence expiry

76.918% of Net
Player Loss less
GST.

Exclusive unt il 2050.
Expires i n 2050

79.4% of Net Player
loss (or 90% where
no GST payable.

Exclusive unt il 2018,

73.48% (55% f or
Instants) of monthly
gross revenue less
the smaller of GST
and gross tax.

Si nce August 2016, t he Queensland lottery
operat or's licence granted t o Golden Casket
is a non-exclusive licence.

41% of net
gambling revenue .

Exclusive unt il 2052.

Expires i n 2018.

Expires i n 2072.

Expires i n 2052.
Non-exclusive

uor rno ry

Tatts acqui red Tot e Tasmania i n 2012.

Permits exclusive unti l 2018 and 2020.
As per NSW.

Not
applicable

Not appl icable

62.5 t o 67.5% of net
subscriptions, as
approved by the
M inister.

~
Exclusive.

Source: Assumptions f or Flavio M enezes, p aras. 164-171, paras. 217-219 (Tab 1 of FXM-2 [TBP.001.027.1907)).
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145.

Tatts’ lottery products are sold under a number of different brands,61 and

predominantly through approximately 4,000 retail outlets (newsagents, convenience
outlets, service stations, supermarkets, hypermarkets and other retailers).62 In the States
and Territories where Tatts operates, it either has the exclusive right, or is the sole operator
authorised, to provide lotteries.63 Tatts’ lottery websites receive approximately 3 million
visitors per month across the States and Territories where it operates, and Tatts has over 2
million players registered with its lotteries business.64

146.

There are a number of other relevant businesses including Lottoland and Jumbo.

Lottoland holds an NT sports bookmaker licence to operate as a ‘lottery betting’ operator.
Lottery betting involves a customer betting on the outcome of a lottery, instead of buying a
ticket for an official lottery draw.65 Jumbo is an online lottery business that resells Tatts’
lottery products through OZLotteries.com. It offers the majority of Tatts' lottery products
(except Set for Life), charity lotteries and German state lotteries.66

147.

As Tasmania does not allocate lottery licences, instead relying on licencing

arrangements in other jurisdictions, I focus on the impact of the proposed merger on
auction prices in the future allocation of the Victorian lottery licences, which expires in 2018.

148.

On 30 September 2015, the Victorian government commenced a competitive tender

process to award a 10 year lotteries licence for the period after June 2018. Registrations of
interest closed on 26 November 2015. 67

61

Assumptions for Flavio Menezes, para. 176 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 173 (Tab 1 of FXM-2 [TBP.001.027.1907]).
63
Refer to Table 2.
64
Assumptions for Flavio Menezes, para. 175 (Tab 1 of FXM-2 [TBP.001.027.1907]).
65
Assumptions for Flavio Menezes, para. 178 (Tab 1 of FXM-2 [TBP.001.027.1907]).
66
Assumptions for Flavio Menezes, para. 180 (Tab 1 of FXM-2 [TBP.001.027.1907]).
67
See http://www.premier.vic.gov.au/lotteries-licence-process-gets-underway/
62
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149.

[HIGHLY Confidential to Tabcorp]

150.

Following the general approach outlined in paragraph 89, I first consider whether

the market for lottery licences can be characterised as being close to a stylised ideal bidding
market. This invo lves assessing whether there are any s ignificant incumbency advantages.

151.

In particular, I consider three potential sources of incumbency advantage for Tatts:

the ability to pool lottery revenue across different jurisdictions to offer larger jackpots, the
intellectua l property rights associated with lottery brands across different jurisdictions, and
its customer database across States and Territories w here it operates, with over 2 mi llion
registered players. 69

152.

The first potential source of incumbency advantage is related to how owning

licences in different jurisdictions allows Tatts to pool revenue and offer larger prizes and
attract more customers. If an entrant were to win the Victorian lottery licence, they wou ld
not be able to pool revenue across other Australian jurisdictions to the same extent that
Tatts does. Under the second source of incumbency advantage, the outcomes of auctions
for the same jurisdiction could be linked over t ime, as Tatts wou ld not face any IP transit ion
issues. The third source of incumbency advantage arises as a new operator of the Victorian
licence may need to invest in developing a customer database, unli ke Tatts w ho has a large

68
69

Ass umptions for Flavio Me nezes, para. 220 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Ass umptions for Flavio Me nezes, para. 175 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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number of registered customers. These sources can lead to barriers to new entrants or
reduce the ability of existing competitors to outbid the incumbent in future auctions.

153.

Pooling currently occurs through membership in the Australian Lotto Bloc, a jackpot

pool between all the Tatts operated states and the state run Western Australian game:

‘Each state has a local lotto brand, but the tickets, prizes and results are the same across
Australia. Major lotteries grouped into the “Australian Lotto Bloc” are X lotto, Ozlotto, Super
66, Lotto, Tattslotto, Monday Lotto, Wednesday Lotto, Powerball, Saturday Lotto.’70

154.

While jackpot pooling may be a relevant mechanism to generate value, whether it

provides the incumbent with an advantage will depend on a number of factors. These
include the extent that pooling can be achieved via commercial agreement or through other
means such as through jackpot pooling with international lotteries.71

155.

To assess the second potential source of incumbency, I note that there are a number

of lottery brands across the different jurisdictions in which Tatts is licenced to operate, as
shown in the following Figure:

70

See https://www.netlotto.com.au/play-australian-lotto.
International pooling is extensive in Europe. See for example the case of EuroMillions (https://www.euromillions.com/history).
71
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Figure 1: Tatt' s Lottery Brands

I

vtc, TAs, NT

&ratts

QLD
NSW ~

lotteries

I

SA

G~

Instant Scratch-its
Instant Scratch-its

lnst8nt ScrtJtch-its

Instant Scr8tch-ds

Source: Reprod uced from Assu mptions for Flavio Menezes, p. 53, para. 176 (Tab 1 of FXM-2 [TBP.001.027.1907)).

156.

Intellectual Property may create incumbency advantages if other bidders are not

guaranteed the use of existing brands if they win the Victorian lottery licence auction. Rebranding costs, along with other capita l costs such as the development of systems and
hardw are, could create an advantage for Tatts w hen rebidding for existing licences as part of
the merging entity.

157.

I am not able to determine w hether Intellectua l Property, jackpot pooling or the

existence of a customer database create sufficient incumbency advantages to discourage
entry of new or existing bidders in future auctions. I will proceed under the conservative
assumption that there are significant incumbency advantages and assess w hether the
proposed merger is likely to result in low er future auction prices than in the counterfactual.
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158.

As I have explained before, in the presence of incumbency advantages, the removal

of the second highest value bidder from future auctions, through a merger with the highest
value bidder, may result in lower future auction prices. Assuming that Tatts would be the
highest value bidder in the Victorian auction in the counterfactual, the proposed merger
could raise competition concerns if Tabcorp were the second highest value bidder if it had
decided to participate in the auction.

159.

If Tabcorp had been the runner up in previous auctions or if it already had a

substantive presence in some jurisdictions, this may indicate it was likely to be the second
highest bidder in the counterfactual if it had decided to participate in the auction. Tabcorp,
however, does not hold any lottery businesses and I have not been provided with
information that suggests that Tabcorp has been a runner up in any previous allocation
event.

160.

Moreover, there are number of international players with expertise in the lottery

business, who may be able to overcome any incumbency advantage arising from jackpot
pooling, branding and existing systems and hardware. These include for example:72

(a) Cable & Wireless, Logica CMG and India’s PLAYWIN, all of whom were engaged in the
bidding process for the UK National Lottery Commission’s 10 year licence;

(b) a subsidiary of the Ontario Teachers’ Pension Plan (OTPP), which currently holds the UK
National Lottery Commission licence and a licence for the Irish lottery;

(c) IGT (International Gaming Technology), which provides online lottery transaction
processing systems, and lottery management services in a number of overseas
jurisdictions, and is the sole concessionaire for the Italian Lotto game;

72

Assumptions for Flavio Menezes, para. 221 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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(d) Intralot, a Greek company that supplies integrated gaming services worldwide, and
operates lotteries in several overseas jurisdictions. Intralot is currently in the process of
selling its Australian and New Zealand businesses, but there is nothing preventing it from
participating in future lotteries licence opportunities in Australia; and

(e) Scientific Games Corporation, which is listed on the NASDAQ Stock Exchange and is a
leading provider of instant lottery products and provides lottery products and associated
services around the world.

Hypothetical – Tabcorp is the second highest value bidder in counterfactual
161.

I have no basis to conclude that the merger will have an impact on future auction

prices as I have no basis to consider that Tabcorp would be the second highest value bidder
in the counterfactual [Highly confidential to Tabcorp]
. However, for completeness, I examine the hypothetical scenario where Tabcorp
would be the second highest value bidder in the counterfactual and the merged entity
would be the highest value bidder in the factual. In particular, I examine whether a price
decrease in this hypothetical case would be likely. For ease of exposition, I assume that
there is a Bidder, who I refer to as Bidder A, who is the second highest value bidder in the
factual and the third highest bidder in the counterfactual.

162.

As I explained in paragraphs 73 to 77, a strategic seller has a number of options to

counter any increase in market power resulting from a merger between the highest and
second highest value bidders. In what follows, I discuss what these options are in the context
of the Victorian lottery auction and assess whether the Victorian government can be
considered as a strategic seller.

163.

Setting an appropriate reserve price is an important lever for the seller in ensuring

that they maximise the sales price, and this is especially the case if the seller is expected to
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face a lower number of bidders as a result of the removal of the potentially second highest
value bidder. In general, it may be difficult for the seller to estimate the optimal reserve, as
it depends on the distribution of possible values for the buyers. For example, in the case of
oil and gas exploration licences, the government has limited information about the potential
amount of oil and gas underground, or about future oil and gas prices. In the case of the sale
of the spectrum of frequency for mobile telephony, the government also has limited
information about the potential value that telecommunication consumers place on various
services that may become available.

164.

However, in the case of the lottery licences, the Victorian government has a

considerable amount of information about the value of the licence for the incumbent, given
the taxation regime that is based on net player losses, so that the revenues received by the
incumbent can be readily estimated. The estimated synergies and business improvements
for the two business, some of which may flow into the lotteries (e.g., reduction in fixed costs
for the merged entity), are expected to deliver at least $130 million of annual EBITDA , net of
benefits to the racing industry. These estimates are publicly known.73

165.

While the incumbent’s costs may not be known to the Victorian government, I

consider that it is likely that they could be estimated, as the licence holders have been
operating for some time and relevant activities and basic financial information are known to
the government.

166.

Thus, in this the case, I consider that the seller could arrive at a reasonable estimate

of the value that the incumbent places on renewing the licence, based on estimates of
revenues, costs and the value of synergies. Given the synergies, this value is higher under
the factual than under the counterfactual, and if used to inform the choice of a reserve

73

See
https://tabcorp.com.au/TabCorp/media/TabCorp/Media%20Releases/19 October - TabcorpTatts announcement.pdf.

60

Confidential Restriction on Publication Claimed
price, it would allow that the seller to potentially benefit from the merger through a higher
auction price.

167.

I note, however, that the auction may not be successful if there are no bids at or

above the reserve. In this instance, I would expect the government to negotiate with the
highest value bidder, which in this case I assume to be the merged entity in the factual. The
relevant comparison in this case is between the price that arises from the negotiations
under the factual with the price in the counterfactual (which is assumed to be equal or close
to Tabcorp’s value).

168.

If negotiations do not break down, I would expect the final price in the factual to be

between the high reserve (or the merged entity’s value) and the value of Bidder A (which is
lower than Tabcorp’s value). The stronger the bargaining position of the government, the
higher the final price is likely to be. Conversely, the stronger the bargaining position of the
merged entity, the lower the final price is likely to be.

169.

The outcome of such negotiation is difficult to predict, but it is instructive to

consider the parties’ outside options if negotiation fails; this refers to the outcomes for the
parties if they fail to reach an agreement. Outside options determine to some extent the
bargaining power of each party.74

170.

In the case of the merged entity (under the factual), the outside option is to forego

their lottery operation in the jurisdiction, in which case the whole value of the lottery
opportunity to the merged entity would be lost and there are likely to be very limited
alternatives of similar value. In the case of the government, the outside option is for them to
renegotiate with the second highest bidder under the factual (Bidder A).

74

See, for example, Osborne, M. and Rubinstein (1990), Bargaining and Markets, Academic Press, especially
pp. 54-55.
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171.

Comparing the two outside options suggests that the government may have a

stronger bargaining position than the merged entity because unlike the merged entity which
would be faced with the full loss of the value of the lottery opportunity, the Government
would have a fall-back value based on the value of bidder A. This may yield a price that
could be considerably higher than the lowest possible price (the value of Bidder A), and
possibly higher than Tabcorp’s value.

172.

To put it differently, it is not clear that even in this hypothetical case where Tabcorp

would be the second highest value bidder in the counterfactual, and if the reserve price is
set too high, that the government would necessarily receive a lower price for the licence in
the factual.

173.

In addition, or alternatively, to setting a reserve price optimally, there are other

strategies that the seller can use, in the case at hand, to promote competition for the
licence. For example, instead of a 10 year term, the Victorian government could have chosen
longer licence terms as in NSW (40 years) and Queensland (65 years). A longer licence term
would make any incumbency advantage less important relative to the present value of the
revenue stream associated with the licence, which would attract bidders to the auction.

174.

The seller can also hold a simultaneous sale, as described in paragraph 75. This

would create uncertainty about the potential participants, leading the merged entity to
potentially bid more aggressively than Tatts in the counterfactual, which could lead to higher
auction prices in the factual.

175.

In paragraph 73, I defined a strategic seller to be a seller that designs the auction

rules, including the reserve price, to maximise their expected revenue from the auction. I
now explain why in my view it is appropriate to consider the Victorian government as a
strategic seller.
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176.

First, the Victorian government buys goods and services worth billions of dollars

each year. In 2014-15 Victorian Government Departments reported 673 procurement
approvals for non-construction goods, for purchases greater than $100,000, valued at
$1,622 million75. Some of these goods and services being procured are complex in nature.76

177.

Second, the Victorian government has had extensive experience allocating licences

for a wide range of entitlements and services, involving complex considerations, including:
electronic gaming machines (EGM),77 the sale of timber,78 metropolitan bus contracts,79 and
environmental services.80

75

Victorian Government Purchasing Board, Annual Report, 2014-15, p. 19 available at
http://www.procurement.vic.gov.au/About-the-VGPB/Annual-Reports
76
Victorian Government Purchasing Board, Annual Report, op. cit., pp. 31-36.
77
A two stage process was used to allocate the EGM entitlements. While the process was criticised by the
Victorian Auditor-General’s report for a number of reasons, the sales raised $980 million from 27,300
entitlements. See Victorian Auditor-General’s Report (2011), Allocation of Electronic Gaming Machine
Entitlements, available at http://www.audit.vic.gov.au/publications/2010-11/20110629-electronic-gamingmachines.pdf
78
For timber, VicForests had operated an auction system for selling wood to mills but replaced it with a
‘request-for-proposal’ process for medium and long term sales, including offering mills a mix of options for the
point of sale of timber and flexibility for managing changes in the contract. See Victorian Auditor-General’s
Report (2013), Managing Victoria’s Native Forest Timber Resources, December, p. 49, available at
http://www.audit.vic.gov.au/publications/20131211-Timber-Resources/20131211-Timber-Resources.pdf.
79
The tendering of Metropolitan Bus Contracts in Victoria is an example of a large complex procurement
function. Following a competitive tender in 2013 the Melbourne Metropolitan Bus Franchise (MMBF) was
awarded to a single operator to deliver around 30 per cent of Melbourne’s bus services. It is worth $1.718
billion in nominal terms over 10 years. The remaining services are provided with 27 private contracts and 11
operators See Victorian Auditor-General’s Report (2015), Tendering of Metropolitan Bus Contracts, May,
available at http://www.audit.vic.gov.au/publications/20150506-Bus-Contracts/20150506-Bus-Contracts.pdf.
80
BushTender is an auction approach, implemented by the Victorian Environment, Land, Water and Planning
Department, with the objective of protecting and improving native vegetation on private land. Landholders
competitively tender for agreements to better manage their native vegetation. Since 2001, around 35,251
hectares of native vegetation have been managed and protected through the BushTender program. Payment
for environmental services, by the Victorian Government is currently committed at $17.5 million See
http://www.depi.vic.gov.au/environment-and-wildlife/environmental-action/innovative-marketapproaches/bushtender
and
http://www.depi.vic.gov.au/environment-and-wildlife/environmentalaction/innovative-market-approaches/bushtender/bushtender-past-projects. EcoTender is a conservation
auction process where landholders were invited to tender contracts to deliver multiple environmental
benefits, primarily by improved native vegetation management on their properties. EcoTender is no longer
open to expressions of interest, but the Department is using the experience to support environmental tenders
that are being implemented by regional organisations such as Catchment Authorities and Landcare Networks.
See
http://www.depi.vic.gov.au/environment-and-wildlife/environmental-action/innovative-marketapproaches/ecotender.
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178.

Many of these auctions and tenders involved more complex allocation problems

than the allocation of a single lottery licence. For example, the allocation of EGM
entitlements in Victoria involved hundreds of club and venue operators and thousands of
entitlements. I expect that a government that can tackle, perhaps imperfectly, such complex
auctions as those described above, will have the capability of designing a much simpler
auction to allocate a single object.

179.

I have considered the likely impact on auction prices from the merger, assuming that

intellectual property, jackpot pooling and the existence of a customer database may create
incumbency advantages. I have also assumed that Tabcorp would be the second highest
bidder in the counterfactual (that is, in the absence of the merger) and that the merged
entity would be the highest value bidder in the factual. These assumptions are in my view
conservative as I have no basis to consider that Tabcorp would be the second highest value
bidder in the counterfactual [HIGHLY Confidential to Tabcorp]
.

180.

I consider that the Victorian government would have the relevant information to

estimate the value of the licences to the merged entity and have the expertise to be able to
design an effective auction and, if needed, a negotiation strategy that would reflect its likely
stronger bargaining position than the merged entity.

181.

In summary, for the proposed merger to impact negatively on the Victorian lottery

auction price, all the following conditions need to be met: (i) Tabcorp would need to be a
bidder in the auction, (ii) Tabcorp would need to be the second highest value bidder in the
counterfactual, and (iii) the Victorian government would not be able to react strategically to
a merger that creates a higher value bidder. If any of these conditions is not met, then the
merger cannot adversely impact on the auction price. [HIGHLY Confidential to Tabcorp]
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I have no basis to conclude that condition (ii) holds. Finally, I
consider it unlikely that condition (iii) holds.

Impact of the merger on future auctions for Wagering Licences
182.

Wagering or betting usually involves staking money on the outcome of an uncertain

event such as a race or a sporting event. The forms of wagering available in Australia include
totalisator (a form of pari-mutuel), fixed odds, tote odds, and betting through a betting
exchange.81

183.

Totalisator wagering involves punters betting against each other in a pooled

system.82 In a totalisator, the operator pools all wagers on a particular event that have the
same bet type, deducts a commission, and distributes the remainder of the pool to punters
as dividends according to the outcome of the bets. The final dividends that punters receive
are not known until after the betting pool has closed and the event has concluded.83

184.

Totalisator operators enter into ‘pooling arrangements’ with other totalisator

operators to create larger pools, which are attractive to punters as they increase the
likelihood that the indicative dividends published at the time of placing a bet will be
received. They also mean that there is potentially more money available to distribute to
winning customers, and more wagering products available to punters (such as wagering on
international races).84

185.

Fixed odds betting involves making a bet on the outcome of an event in

circumstances where the punter knows the dividend at the time of making the bet.85

81

Assumptions for Flavio Menezes, paras. 20, 23 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, paras. 25, 33 (Tab 1 of FXM-2 [TBP.001.027.1907]).
83
Assumptions for Flavio Menezes, paras. 25-26 (Tab 1 of FXM-2 [TBP.001.027.1907]).
84
Assumptions for Flavio Menezes, para. 29 (Tab 1 of FXM-2 [TBP.001.027.1907]).
85
Assumptions for Flavio Menezes, para. 35 (Tab 1 of FXM-2 [TBP.001.027.1907]).
82

65

Confidential Restriction on Publication Claimed
Supplying fixed odds bets involves higher risk than supplying totalisator betting, because
punters bet against the bookmaker who commits to fixed odds.86

186.

Tote odds betting (or derivative wagering) entails the offering of a product in which

the dividend received by the customer is based on the final pari-mutuel dividend paid by the
totalisator operator for the corresponding event.

187.

Bookmakers have a competitive advantage over Tabcorp and Tatts in offering

derivative wagering produces. The reason is that bookmakers have a lower cost base – for
example, they do not need to incur the retail costs, or pay as much tax or make the same
level of contributions to the racing industry as Tabcorp and Tatts, and they can mitigate their
risk by betting back with other bookmakers and with the totalisator pool. These are some of
the likely reasons why neither Tabcorp nor Tatts provide tote derivative wagering (except in
the case of Luxbet, Tabcorp’s wholly owned corporate bookmaker, which does offer tote
derivative wagering).87

188.

Betting exchanges match punters with directly opposing bets instead of betting with

a totalisator or bookmaker.88 The betting exchange operator is an intermediary who takes
no risk, and charges a commission on each customer’s net winnings.89

189.

Each State and Territory in Australia has its own regulatory regime for wagering and

gambling conducted within its jurisdiction. These regimes regulate who may offer the
services, and the circumstances in which those services can be supplied, the maximum
commission that totalisator operators may charge punters who place totalisator bets; and
the taxes that totalisator operators and bookmakers must pay on wagering and gambling

86

Assumptions for Flavio Menezes, para. 38 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, paras. 40-43, 113 (Tab 1 of FXM-2 [TBP.001.027.1907]).
88
Assumptions for Flavio Menezes, para. 46 (Tab 1 of FXM-2 [TBP.001.027.1907]).
89
Assumptions for Flavio Menezes, para. 49 (Tab 1 of FXM-2 [TBP.001.027.1907]).
87
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services. They also regulate the products that can be offered by wagering operators; and the
advertising of wagering services and products.90

190.

The current holder of each exclusive totalisator licence in each State and Territory,

the date the licence was awarded, the bidders for the licence or sale arrangements, and the
exclusivity period of the licences are summarised in Table 3 below:

90

Assumptions for Flavio Menezes, para. 50 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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Tab le 3: Tota lisator licences, aw a rd d at e, b id de rs a nd exclusiv ity pe riod by State and Te rritory
State I
Territ ory

Ucensee

Bidders when aw arded or sale arrangements

Exclusivity/ expiry

NSW

Tabcorp provides exclusive t otalisator on course and off
cou rse wagering services and other approved forms of
wagering services. Bookmakers are licensed t o provide on
course bookmaking and may apply f or licenses t o accept bets
over the telephone and int ernet.

Tabcorp acquired TAB Limited in 2004. TAB limited was formed in
1998 when NSW government privat ised t he NSW TAB t hrough an
initial public offering.

Exclusive unt il 2033.
Expires in 2097.

Victoria

Tabcorp provides exclusive wagering and betting services on
course and off course at various locations. Bookmakers are
licensed t o provide on course bookmaking.

Three companies qualif ied t o bid for t he licence (Tabcorp, Tatts and
Ladbrokes) . Ladbrokes subsequently w it hdrew (citing process delays).

Exclusive unt il 2024.
Expires in 2024.

ACT

Tabcorp provides exclusive t otalisator services at locat ions in
t he ACT and over t he telephone and internet . Tabcorp also
has a licence to offer f ixed odds betting on racing and sporting
events. A number of bookmakers are licensed to provide on
course bookmaking services only.

The ACT announced a privat isat ion of t he ACTTAB business in 2014,
which was t hen sold t o Ta bcorp after a competit ive process.

Exclusive unt il 2064.
Expires in 2064.

Queensland

Tatts provides exclusive t otalisator wagering and fixed odd
betting services f or racing and other sports, on course and off
course. Bookmakers are licensed t o provide on course
bookma king services for racing only.

TABQ was formed in 1999 when Queensland Government privatised
t he Queensland TAB t hrough an init ial public offering.

Exclusive unt il 2044.
Expires in 2098

Sout h
Austra lia

Tatts provides exclusive t otalisator race wagering and fixed
odd betting services and other sports betting services on
course and off course. Bookmakers are licensed t o provide o n
course bookmaking services only.

TABQ acquired TAB SA in 2002, w hen it was privatised, and changed
its name to UNiTab. Tattersa lls and UNiTab merged in 2006.

Exclusive unt il 2017.
Expires in 2100.

Tasmania

Tatts provides excusive t otalisat or, sports betting, and race
wagering. The licence allows Tatts to enter into arrangements
wit h other gaming or wagering providers. Bookmakers are
licensed t o provide on course bookmaking services.

Tatts acq uired Tot e Tasman ia in 2012.

Exclusive unt il 2027.

Tatts has an exclusive licence t o provide on-course and offcourse t otalisat or services on racing, sports and other
approved events. It can supply fixed odds wagering, fro m t he
premises specified on t he licence. Bookmakers are licensed to
supply on-course bookmaking. Corporate bookmakers hold
no n-excl usive sports licences t o supply fixed odds and tote
derivat ive wagering on racing, sporting and other approved
events over t he phone and via t he internet .

TABQ acquired TAB NT in 2000, w hen it was privat ised.

Northern
Territ ory

W estern
Austra lia

Expires in 2062.

RWWA

Exclusive unt il 2035.
Non-exclusive for fixed
odds wagering from
specified premises.
Expires in 2035.

Exclusive.

Source: Assumptions for Flav1o Menezes, para. 10, para. 17, paras. 50-59, paras. 206-208 (Tab 1 of FXM -2 [TBP.001.027.1907)).
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191.

The maximum totalisator commissions for all States and Territories are set at 25%.91

In Victoria there is an exception for amounts invested in an internationally pooled totalisator
concerning overseas events where the maximum commission is 40%.92 The commissions
vary by bet type,93 for example, the maximum commission for a place in New South Wales is
14.25% and 25% for footyTab.94

192.

Wagering operators pay various fees to stakeholders, in particular to support the

racing industry. Both Tabcorp and Tatts in particular are required to make significant
economic contributions to the racing industries in the States and Territories where they
have totalisator licences.95

193.

Australian wagering turnover and the revenue of Australian wagering operators

have grown significantly over the period 30 June 2006 to 30 June 2015.96 Corporate
bookmakers have recorded the largest growth in revenues over the period, increasing their
share of total wagering revenues from [Confidential to Tabcorp]

per cent over

this period. In contrast, traditional on-course bookmakers have experienced a decline in
their share of total revenues from [Confidential to Tabcorp]

per cent over this

period. The various totalisator operators have experienced a decline in their share of total
wagering revenues from [Confidential to Tabcorp]

per cent over the same

period.97 Digital wagering increased its share of total turnover from [Confidential to
Tabcorp]

per cent over the same period, while the retail turnover share declined

from [Confidential to Tabcorp]

per cent.98

91

Assumptions for Flavio Menezes, paras. 63-71 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 65 (Tab 1 of FXM-2 [TBP.001.027.1907]).
93
Assumptions for Flavio Menezes, paras. 64, 66 (Tab 1 of FXM-2 [TBP.001.027.1907]).
94
Assumptions for Flavio Menezes, para. 64 (Tab 1 of FXM-2 [TBP.001.027.1907]).
95
Assumptions for Flavio Menezes, para. 89(Tab 1 of FXM-2 [TBP.001.027.1907]).
96
Assumptions for Flavio Menezes, para. 127 (Tab 1 of FXM-2 [TBP.001.027.1907]).
97
Assumptions for Flavio Menezes, para. 127 (Tab 1 of FXM-2 [TBP.001.027.1907]).
98
Assumptions for Flavio Menezes, para. 128 (Tab 1 of FXM-2 [TBP.001.027.1907]).
92
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194.

Reflecting these broader industry trends, Tabcorp’s exclusive retail channel turnover

has been in decline and its digital channel growth has been [Confidential to Tabcorp]
than the broader industry channel growth.99 Fixed odds racing turnover has increased from
20 per cent of total wagering turnover in the 2006 financial year to 42 per cent in the 2015
financial year and fixed odds sports turnover has increased from 10 per cent of total
wagering turnover to 21 per cent over the same period.100 Thus the main trends have been a
decline in pari-mutuel wagering, rapid growth in corporate bookmaker services, and growth
in sports, fixed odds and digital betting.

195.

The trends in wagering described above have implications for the sale of future

wagering licences through auctions. In particular, the decline of traditional retail channels
vis-à-vis digital channels suggests that any incumbency advantages associated with
traditional retail will become less relevant. The relative decline in totalisator bets relative to
fixed odds implies that incumbency advantages due to the ability to pool totalisator bets
across different jurisdictions will also become less relevant.

196.

These two trends combined with the growth in corporate bookmarker turnover

suggest that corporate bookmakers may be well positioned to participate in future auctions.

197.

Finally, product substitution away from racing to sports makes it more difficult for

governments to secure existing race industry funding arrangements under new competitive
processes. I will return to the impact of these trends in my analysis below.

99

Assumptions for Flavio Menezes, para. 134 (Tab 1 of FXM-2 [TBP.001.027.1907]).
Assumptions for Flavio Menezes, para. 137 (Tab 1 of FXM-2 [TBP.001.027.1907]).

100
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198.

The focus of my analysis in relation to wagering covers the impact of the proposed

merger on: the auction of the Victorian wagering licence that expires in 2024; and any future
sale of RWWA.101

The sale of the Victorian wagering licence that expires in 2024
199.

In this section I assess the impact of the proposed merger on the outcome of the

allocation of the wagering licence, currently held by Tabcorp, which expires in 2024. I
consider two possibilities. First the Victorian Government could extend the current licence
through a negotiation process. Second, the Victorian Government might conduct a
competitive tender process.102

200.

The first step is to consider whether there are any incumbency advantages. I

consider two sources of such advantages. The first consists of the physical infrastructure and
systems associated with the operation of the existing Victorian licence. Such a potential
advantage arises from ownership of the existing licence and would be available to the
merged entity under the factual and to Tabcorp under the counterfactual.

201.

In my view, such a source of potential incumbency advantage is unlikely to be

material for at least two reasons. First, the Wagering and Betting Agreement, between
Tabcorp and the Victorian government, contains detailed provisions relating to the transition
of operations upon expiry of the licence to an incoming licensee other than Tabcorp.103
Second, the traditional shift from traditional retail to online betting has decreased the value
of the physical infrastructure to potential bidders.

101

I have not analysed the sale of a second wagering licence in South Australia after the exclusivity period of
Tatt’s retail wagering licence expired on 10 January 2017 as such sale is unlikely. Assumptions for Flavio
Menezes, para. 209 (Tab 1 of FXM-2 [TBP.001.027.1907]).
102
Assumptions for Flavio Menezes, para. 213 (Tab 1 of FXM-2 [TBP.001.027.1907]).
103
Assumptions for Flavio Menezes, para. 214 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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202.

The second source of incumbency advantage I consider is the ability to pool

totalisator bets across Australian jurisdictions. Pooling increases certainty about dividends
and attracts customers. Given that Tatts and Tabcorp currently hold wagering licences for
all Australian jurisdictions, except Western Australia, if such a source of advantage is
significant, then it would benefit both firms (and the merged entity under the factual), as
well as RWWA or any entity that acquires the RWAA business, in future auctions.

203.

If this source of advantage is significant, then it is possible for the merged entity to

be the highest value bidder in the factual and that Tabcorp and Tatts are the highest and
second highest value bidders (or vice versa) in the counterfactual. In this case, the auction
price could decline with the merger.

204.

The significance of this advantage, however, is unclear. First, any advantages that

arise from pooling may become less valuable, as more customers shift to fixed odd bets.
Second, and as explained in paragraph 184, pooling arrangements may be reached by
commercial agreement between two different licence holders rather than through
ownership of the two licences. Also, international operators may have an increased ability
to market Australian races overseas (and vice versa) and so pooling across Australian
jurisdictions may be less valuable.

205.

The third source of potential incumbency advantage includes Tabcorp’s existing

customer accounts and information across the different jurisdictions it operates, including
Victoria. This allows Tabcorp to offer rebates on its totalisator products to large punters. It
also allows Tabcorp to offer fixed odds bets on racing and sporting events at venues
throughout Australia and overseas using a single fixed odds book and risk management
system. 104

104

Assumptions for Flavio Menezes, para. 106-109 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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206.

I am also uncertain about the extent to which such an advantage is significant. I note

that corporate bookmakers, for example, have a competitive advantage in offering tote
derivative products and may also be able to use their own customer accounts information to
offer discounts to large punters. Corporate bookmakers may also have a greater ability to
monitor customers’ behaviour online vis-à-vis those operating through a physical retail
platform.

207.

Even if existing customer account information may indeed confer incumbency

advantages in the way the Victorian wagering business may operate today, the market
trends discussed in paras. 194-195 challenge the relevance of any such advantages going
forward.

208.

While I am uncertain about the significance of any existing incumbency advantage, I,

again take a conservative approach and assume that such advantages are sufficiently
significant that the merged entity is the highest value bidder in the factual,105 and Tabcorp
and Tatts are the highest and second highest value bidders, respectively, in the
counterfactual.106 For ease of exposition, I assume that Bidder A has the second highest
value bid in the factual and the third highest value in the counterfactual.

209.

In this instance, the price under the factual is close to Bidder A’s value (the second

highest value in the factual), and the price in the counterfactual is close to the value that
Tatts assigns to the licence (the second highest value in the counterfactual). It follows,
therefore, that it is possible for the price to decline in the factual, as Tatt’s value for the
licence is assumed to be higher than Bidder A’s value.

105

I note that if the merged entity is the second highest value bidder in the factual, then the auction price is
likely to be higher under the factual than under the counterfactual. The reason is that the value of the merged
entity will be higher, due to synergies, than the value of the second highest in the counterfactual.
106
The analysis does not change qualitatively if we assume instead that Tatts and Tabcorp are the highest and
second highest value bidders, respectively, in the counterfactual.
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210.

As discussed in paragraphs 73 to 77, a strategic seller, can utilise a number of

mechanisms to counter the potential negative impact of the merger on the auction price. In
paragraphs 175 to 181, I assessed the Victorian government as strategic.

211.

Strategies that could be used by the Victorian government include setting the

reserve price strategically to account for the synergies. They also include promoting auction
participation by allowing foreign corporations, or foreign owned domestic businesses, to bid,
and by changing the format of the auction to a simultaneous sales process. Moreover, the
increased importance of digital channels over traditional retail channels and the relative
decline of totalisator betting over fixed odds betting also suggests that corporate
bookmakers could enter a well-designed auction. In this respect I note that it is likely that:107

(a) corporate bookmakers operating in Australia could leverage their significant overseas
retail experience: these bookmakers include, Ladbrokes, which has close to 4,000
betting shops in the United Kingdom, and William Hill which has around 2,300 stores;
and

(b) other corporate bookmakers would be interested in bidding for the Victorian licence,
including Sportsbet (Paddy Power), which describes itself as “the market leader in the
fast-growing Australian online betting market” 108 and CrownBet, who according to their
website has “wagering’s most advanced mobile app” and gives punters “superior odds
and daily Bonus Bet specials across a variety of sport and racing events.” 109
212.

In summary, I find that for the proposed merger to lead to lower prices in a

competitive process, a number of conditions must be satisfied: it must be the case that
there are substantive incumbency advantages either as a result of pooling arrangements
107

Assumptions for Flavio Menezes, para. 215 (Tab 1 of FXM-2 [TBP.001.027.1907]).
https://www.paddypowerbetfair.com/~/media/Files/P/Paddy-Power-Betfair/documents/q3-2016-tradingupdate.pdf, at page 5.
109
See https://crownbet.com.au/about-us.
108
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within Australian jurisdictions that can only be achieved by ownership of licences or as a
result of Tabcorp’s customer information (or both); that Tatts is the second highest value
bidder in the counterfactual; and that the seller does not take any steps to benefit from the
increase in the value of the licence to the highest bidder that results from the synergies
generated by the merger. For the reasons outlined above, I consider it to be unlikely that all
these conditions will hold.

213.

Finally, I consider the impact of the merger on a negotiation between the Victorian

government and Tabcorp to extend the licence beyond 2024. I consider the same conditions
above. That is, that the incumbency advantages from pooling and ownership of customer
account information are sufficiently significant to make the merged entity the highest value
bidder in the factual and that Tabcorp and Tatts are the highest and second highest value
bidders, respectively, in the counterfactual. For ease of exposition, I assume that the second
highest value bidder in the factual is Bidder A, which has a value lower than Tatts’ value by
assumption.

214.

I first consider possible outcomes of the negotiation in the counterfactual. As

discussed in paragraph 169, the outcome of such a negotiation is difficult to predict, but it
useful to consider the parties’ outside options if negotiation fails.

215.

In the case of Tabcorp, its outside option is to forego their wagering operation in

Victoria. In the case of the government, the outside option is to renegotiate with the second
highest value bidder, which is assumed to be Tatts. Thus, if negotiations do not breakdown, I
expect the final price to lie between Tabcorp’s value and Tatts’ value (or close to it).

216.

Comparing the two outside options suggests that the government may have a

stronger bargaining position than Tabcorp, and the price could be considerably higher than
the lowest possible price (which is close to Tatts’ value).
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217.

Under the factual, the outside option of the merged entity continues to be the loss

of the wagering operation in Victoria. The outside option for the government is to
renegotiate with the second highest bidder under the factual (Bidder A), which is lower than
Tatts’ value by assumption. Thus, if negotiations do not breakdown, I expect the final price
to lie between the merged entity’s value, which is higher than Tabcorp’s value due to the
synergies, and Bidder A’s value (or close to it).

218.

Again, comparing the two outside options suggests that the government may have a

stronger bargaining position and could secure a price that is considerably higher than the
lowest possible price (the value of Bidder A), and it is possible that the final price could be
higher than Tatts’ value. That is, even if all the conditions outlined above in paragraph 213
are satisfied, it is not clear that the Victorian government would receive a lower price in the
factual if it decided to negotiate an extension of the licence with the merged entity rather
than rely on a competitive process.

The potential privatisation of RWWA
219.

The Western Australian Government may privatise RWWA in the medium term. If

the Government was to sell RWWA I consider it likely that the State Government will sell
RWWA as a going concern rather than auction off an exclusive wagering licence. 110

220.

This implies that any incumbency advantages associated with the ownership of

infrastructure and systems will not be present, and will facilitate the entry of operators,
other than Tatts and Tabcorp.

221.

As discussed in paragraph 154, the other source of incumbency advantage is the

potential of existing licence holders to pool totalisator bets across jurisdictions. If material,

110

Assumptions for Flavio Menezes, para. 210 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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such an advantage would make it more li kely that winners of previous competitive processes
in other jurisdictions would w in future auctions.

222.

In particular, if this ability were significant, it could be argued that the merged entity

would likely be the highest value bidder in the factual and Tatts and Tabcorp the highest and
second highest value bidders (or vice versa) in the counterfactua l. Under these conditions, it
would be possible for the sale price of RWWA to be lower in the factual than in the
counterfactual, as the merger would remove the second highest va lue bidder.

223.

There are many reasons why the ability to pool totalisator bets across jurisdictions

may not constitute a significant advantage. First, [HIGHLY Confidential to Tabcorp]

224.

Second, the value to a bidder of pooling w ith other Australian jurisdictions may be

lower now than in the past, and it may decline further in the future. This may be the result
of the reduction in the relative importance of tota lisator bets versus fixed odd bets, the
growth in online betting, including derivative betting, the possibility that international
operators may provide new offerings and opportunities for international pooling, and the
emergence of novel business models.

225.

Third, even if pooling still provides a sign ificant advantage to licence holders in other

jurisdictions in competing for the RWWA business, there are other potential sources of
synergies and advantages that may benefit other potential competitors. Indeed,
Assumptions for Flavia Menezes, para. 211 (Tab 1 of FXM-2 [TBP.001.027.1907]) [HIGHLY

111

Assumptions for Flavio Menezes, para. 212 (Tab 1 of FXM-2 [TBP.001.027.1907]).
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Confidential to Tabcorp]
:

(a) [HIGHLY Confidential to Tabcorp]

(b) In 2015 Seven West acquired Victorian thoroughbred broadcasting rights and launched a
thoroughbred racing channel, Racing.com. CrownBet is Racing.com’s premium wagering
partner for 2015 and 2016 and Ladbrokes is its Associate partner. [HIGHLY Confidential
to Tabcorp]

(c) Other online providers including corporate bookmakers Ladbrokes, William Hill, and
Sportsbet (Paddy Power), which already have a strong presence in Australia and have
experienced an increase in the their share of total revenue from wagering

226.

The existence of a number of credible bidders, in addition to industry trends that

result in a reduction of the importance of any incumbency advantages through interjurisdictional pooling, and the [HIGHLY Confidential to Tabcorp]
, casts doubts on assigning a
significant likelihood that the proposed merger would result in a lower sales price for
RWWA.

227.

Nevertheless, even if we were to consider the merged entity as the highest value

bidder under the factual, and Tabcorp and Tatts the highest and second highest value
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bidders in the counterfactual, it is not clear that price will be lower in the factual. The reason
again is that a strategic seller could utilise a number of strategies to counter the reduction in
competition associated with the merger.

228.

As with other states and territories in Australia, I consider the Western Australian

government to be a strategic seller. The State government buys billions of dollars of goods
and services every year. Total goods and services expenditure reported by the Western
Australian government in 2014-15 was $14.05 billion,112 some of which are complex in
nature. The Western Australian government allocates licences across a number of sectors
including water,113 commercial fishing114 and mineral exploration.115

229.

While these licences are not sold through standard auctions, each of these

allocations is governed by mechanisms that illustrate that the Western Australian
Government acts strategically. For example, in the case of commercial fishing, access fees
are levied as a percentage of the gross value of production of each fishery,116 and the
industry is managed through annual quotas. Thus, government revenue is not raised through
the sale of the licence through an auction, but rather through the access fees linked to
actual output associated with a licence. That is, the Western Australian government does
not simply issue a licence if certain criteria are met, such as the case for example with a
driver’s licence, but instead it has designed an allocation system with the objective of
maximising the value generated by the industry (such as commercial fisheries) to Western
Australia. This in my view suggests that the Western Australian government would act as a
strategic seller if they were to sell RWWA.
112

Government of Western Australia, ‘Who Buys What and How: 2014-2015’. Available at
http://www.finance.wa.gov.au/cms/uploadedFiles/Government Procurement/Publications/Reports/wbwh 2
014-15 full report.pdf.
113
http://water.wa.gov.au/licensing/water-licensing/water-licensing-in-western-australia.
114
http://www.fish.wa.gov.au/Fishing-and-Aquaculture/Commercial-Fishing/Commercial-FishingLicences/Pages/default.aspx.
115
http://www.dmp.wa.gov.au/Minerals/Mining-Tenements-explained-5145.aspx.
116
See http://www.fish.wa.gov.au/Documents/annual reports/annual report 2015-16.pdf, p. 90.
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230.

A strategic seller would set the reserve price to maximise the seller’s revenue, and

setting the reserve may be more important for a seller who is concerned with a reduction in
competition in the auction. Government ownership of RWWA means that it has sufficient
information to establish an effective reserve price. The government could promote
competition by allowing foreign corporations, or foreign owned domestic businesses, to
participate in the sales process. It could adopt a simultaneous sales process to reduce any
advantage that the merged entity may have.

231.

Moreover, the State Government could conduct an initial public offering rather than

auctioning off the business, or it could retain ownership if the highest bid was not
sufficiently high or did not meet the reserve price.

232.

In summary, I consider it unlikely that the proposed merger could result in a

decrease in the sales price of RWAA. Crucial to this conclusion is the low likelihood that I
assign to either Tatts or Tabcorp setting the counterfactual sales price. This is due to a
number of reasons including [HIGHLY Confidential to Tabcorp]
, and the existence of other potential credible bidders
that could be potential price setters in the counterfactual (or actually winners in the factual).
Moreover, even if Tabcorp and Tatts were price setters in the counterfactual, the Western
Australian government has a number of strategies that could lead to a higher, rather than
lower, price under the factual, due to the presence of a stronger bidder created by the
merger.
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233.

I have made all the inquiries that I believe are desirable and appropriate and there

are no matters of significance that I regard as relevant that have, to my knowledge, been
withheld from the report.

_________________________
Flavio Menezes
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Schedule 1: Worked Example of Impact of the
Proposed Merger on Welfare
1. In this attachment I consider how any synergies in the operation of Keno will manifest
themselves in an increased value for a Keno licence. That is, if under the counterfactual (the
, and the value

absence of the merger) the value of the licence to Tabcorp was equal to

, then under the factual (the merger occurs), the value

of the licence to Tatts equal to

=

that the merged entity assigns to the Keno licence is equal to
where S represents the value of the Keno-related synergies, and
the maximum value amongst

and

{
{

,
,

}+ ,
} denotes

.

2. In my view this an economically sound way to consider the value that the merged entity
assigns to the licence. For the remainder of this example, I assume that
. That is,

{

,

}=

is larger than

. This assumption is made for illustrative purposes

only.

3. Suppose that, in addition to Tabcorp and Tatts, there are N other bidders who will bid for
the licence. I assume that the merger does not change the values that these bidders assign
to the licence or their decision to bid and denote the highest value amongst these N bidders
as

∗

. I also assume that the seller has no intrinsic value for the licence.

4. The value of unweighted total welfare is equal to
equal to

{

+ ,

∗

{

,

∗

} in the counterfactual and

} in the factual. Thus, total welfare cannot decrease with the

merger, which can be explained by considering all different possibilities as follows.

5. If

is larger than

∗

, that is Tabcorp is the highest value bidder in the counterfactual,

then total welfare under the factual is strictly greater than under the counterfactual and the
increase in unweighted total welfare is equal to . This follows as total welfare in the
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{

counterfactual is equal to
{

6. If, instead,

+ ,
∗

∗

}=

,

∗

}=

and total welfare in the factual is equal to

+ .
+ , then the unweighted total welfare is equal to

is larger than

,

∗

}=

7. Finally, if

{

,

∗

}=

∗

.

+ is larger than

total welfare in the factual is
in welfare is equal to

both

+

{

in the factual and counterfactual. The reason for this is that in this case,

∗

+ −

∗

, which in turn is larger than

, then the unweighted

+ and under the counterfactual is
∗

∗

and the increase

. In each of the possible cases, the difference in the

unweighted total welfare between the factual and the counterfactual is greater than or
equal to zero.

8. Having shown in this example that unweighted total welfare cannot decrease when a
merger involves synergies, I now focus on weighted total welfare. In particular, I consider
the following total welfare function

= ( − ) + , where

is the weight given to the

winner’s surplus, the weight given to the seller’s surplus is equal to one, V is the value of the
licence to the highest bidder, and P the auction price. If

= 1, then the winner’s surplus

receives the same weight as the seller’s surplus, and total welfare is equal to .

9. The relevant case to examine in this example is when the merged entity is the highest value
bidder in the factual:
counterfactuals: (i)
greater than

+ is greater than
greater than

∗

∗

. I will consider two possible

, which in turn is greater than

, which in turn is greater than

∗

; and (ii)

. Tatts is the second-highest

bidder in the counterfactual (ii), but not under counterfactual (i). For illustrative purposes, I
assume that the auction price is equal to value of the second highest bidder; more generally,
the auction price is constrained or influenced by such a value. Thus, the auction price in the
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factual is equal to

=

∗

, the auction price under counterfactual (i) is equal to
=

and under counterfactual (ii) equal to

=

∗

,

.

10. I can then compare the change in welfare, ∆

, between the factual and the two

counterfactuals as follows:
∗

(a) Under counterfactual (i) where the counterfactual auction price is
∆

= (

This simplifies to ∆

+ −
=

∗)

+

∗

− (

−

∗)

−

∗

,:

.

, which is positive. This shows that if Tatts in this example is

not the second highest value bidder, and Tabcorp is the highest value bidder in both the
factual (as part of the merging entity) and counterfactual,117 then a merger involving
synergies strictly increases weighted total welfare.

(b) Under counterfactual (ii) where the counterfactual auction price is
∆

= (

This simplifies to ∆

+ −
=

∗)

+

∗

− (

)−

−

− (1 − )(

−

∗

:

.

). The first component is the gains

in the weighted total welfare from the synergies and the second component the
decrease in price following the removal, through the merger, of the second highest
value bidder. For total welfare to decrease under this counterfactual:

(1)

<

(

)

(

−

∗

).

117

I note that if neither Tabcorp nor Tatts are the highest value bidders in this example under the
counterfactual, then a merger between the two that involves synergies cannot decrease auction prices. To see
the second highest value, then the
this, note that if ∗ is the highest value in the counterfactual, and
. In the factual, if the merged entity’s value,
+ , is greater
price in the counterfactual is equal to
than ∗ , then it wins the auction and the auction price is equal to ∗ . If instead, the value for the merged
entity in the factual is the second highest, then the bidder with value ∗ wins the auction and the price is equal
+ . In both cases, auction prices increase in the factual versus the counterfactual.
to
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Thus, total welfare is more likely to decrease the lower is the weight on the winner’s
surplus ( ), the smaller the synergies (S), and the higher is the difference between the
second highest value in the counterfactual (Tatts) and the highest value amongst other
bidders (

−

∗

).
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