





The sales for both MSCs increased at a fairly similar rate from 1993-94 until around 1998-99. However,
between 1999-2000 and 2006-07 Woolworths experienced a greater rate of growth in sales. Of the
seven years between 1999-2000 and 2006-07, Woolworths’ percentage rate of growth in sales was
higher than that of Coles in all but one year. These sales trends demonstrate a weakening of Coles’
position in the market relative to Woolworths since around 2000.

6.2.3 Coles’ and Woolworths’ EBIT

The EBIT of a company can be a useful measure to compare the relative performance of companies
with similar capital structures. The ACCC considers that the EBIT or other accounting measures can
provide some indication of economic profits and therefore some insight into competition.

A company’s EBIT compared to its sales (EBIT margin) provides a basis for comparing the EBIT of
companies of different sizes, and is typically reported by grocery retailers in published financial reports.
Broadly, the EBIT margin tells how many cents in every dollar spent by consumers in a supermarket
ends up as earnings.

An increasing, constant or decreasing EBIT margin does not necessarily indicate that a company is
increasing, maintaining or decreasing the retail prices of the goods it sells. As discussed below, the
retail price is only one of a number of factors that may ultimately affect margins, including EBIT margins.

Chart 6.2 displays publicly reported EBITs and EBIT margins for the food and liquor divisions of the
MSCs from 2001-02 to 2006-07."°

Chart 6.2 Woolworths and Coles EBITs (food and liquor divisions, $m and EBIT margin),
2001-02 to 2006-07
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10 The public annual report figures for both companies include sales of liquor. The MSCs do not publicly report separate figures for groceries
sales only.
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Chart 6.2 shows a divergence between the EBITs and EBIT margins for the MSCs over time. The two
companies achieved similar EBIT margins in 2001-02 (and Coles achieved a slightly higher EBIT margin
in 1999-2000). The EBIT earned by Woolworths in 2001-02 exceeded the EBIT achieved by Coles by
around $176 million (and the difference in 1999-2000 was around $63 million). However, by 2006-07
Woolworths’ EBIT exceeded that of Coles by around $904 million. This is reflected in Woolworths’ EBIT
margin of 5.76 per cent compared to Coles’ of 3.39 per cent. The small percentage size of these EBIT
margins reflects the high volume, low margin nature of the supermarket business.

The results display a notable weakening of Coles’ performance over time relative to Woolworths.
However, the ACCC notes that, over the period from 2001-02 to 2006-07, Coles’ EBIT and EBIT
margin only declined in absolute terms in 2006-07.

The ACCC had access to confidential information on the profitability and margins of the MSCs’ grocery
activities between 2001-02 and 2006-07. The trends in EBIT and EBIT margins for the MSCs’ grocery
business displayed similar trends to that of their publicly reported food and liquor division results.

Public and confidential data available to the ACCC demonstrates that the MSCs typically achieve higher
EBIT margins in the retailing (and associated wholesaling) of groceries than in either petrol or liquor.

The reported EBIT margins from the MSCs’ annual reports, as presented in chart 6.2, accordingly
understate the EBIT margins for their grocery business.

Woolworths’ growth in EBIT margins coincides with the rise in the rate of food price inflation in
Australia. In particular, the sharp increase in EBIT margins from 4.63 per cent to 5.76 per cent between
2004-05 and 2006-07 occurred during a period in which food price inflation in Australia increased
significantly (see chapter 2). However, it is not necessarily the case that the increasing margins directly
contributed to the rise in food price inflation. As noted in chapter 2, any potential contribution to
increases in food prices resulting from increased margins of major grocery retailers and wholesalers
would be relatively small compared to the overall increase in food prices. Secondly, as discussed later,
improved EBIT margins can be the result of a number of factors and not just higher prices. In any case,
Coles’ EBIT margins declined from 3.80 per cent to 3.39 per cent between 2004-05 and 2006-07. If
increasing margins from a lack of competition in grocery retailing (and associated wholesaling) were a
primary cause of the recent increases in food price inflation, Coles’ margins would also be expected to
have increased, all else being equal.

6.2.4 International comparisons

EBITs

Chart 6.3 displays EBIT margins for the MSCs against comparable margins for the four largest grocery
retailers in the UK, the five largest grocery retailers in the USA and for Carrefours, a large European
grocery retailer.” The companies examined, like Coles and Woolworths, are vertically integrated
companies that sell groceries at a retail level and also perform the associated underlying wholesaling in
support of their retail business.

11 The EBIT margins are for the following business segments as reported by each company: Woolworths —food and liquor; Coles—food
and liquor; Sainsbury—supermarkets and convenience; Tesco—retail and associated activities; Morrisons—grocery and related
retailing and vertically integrated manufacturing; ASDA—operation of food, clothing, home and leisure stores; Walmart—Walmart stores
(supercentres, discount stores and neighbourhood markets); Safeway —food and drug retailing; Kroger—food, drug, department, jewellery
and convenience retailing; Supervalu—retail food; Costco—membership warehouses; Carrefours—hypermarkets, supermarkets, hard
discount stores and others.
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Chart 6.3 International grocery retailers EBIT margins, 2001-02 to 2006-07
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Caution needs to be exercised in drawing conclusions from international comparisons. Like-for-like
comparisons are not straightforward. In particular, the range of activities conducted by the companies
in addition to grocery retailing will affect their margins. The companies may not report separately on
their grocery business only. If possible, the ACCC has presented EBITs for the part of the company
most closely related to the supermarket grocery business. The countries to which the data primarily
relates are identified in chart 6.3.

Chart 6.3 suggests that the EBIT margins achieved by Woolworths and Coles compare well with major
overseas supermarkets. Woolworths’ 2006-07 margin is toward the higher margins achieved among
the companies examined, while Coles’ margin is towards the middle. This is consistent with the views
of each of the MSCs about their position compared to the EBIT margins of international peers.'? There
is no particular level of EBIT margins that indicates a competition problem. Even in highly competitive
markets, more efficient operators may be able to achieve superior margins. However, the comparisons
do suggest that both MSCs are at least obtaining reasonable margins compared to the overseas
supermarkets examined.

Woolworths is the only company among those shown that achieved consistent growth in EBIT margin
between 2001-02 and 2006-07. Woolworths reported a further increase in margins for its Australian
food and liquor business in the first half of 2007-08 to 6.45 per cent.'® Other retailers above, including
Coles, have had relatively flat or declining EBIT margins over the same period. Again, this suggests
that Woolworths has enjoyed a relatively strong position over the last six years as it has been able to
increase its profitability across a period of relatively constant profitability among many major grocery
retailers in the United Kingdom, the United States of America and Europe.

12 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 23; ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 22.
13 Woolworths, Company results, half year ended 30 December 2007, released 26 February 2008, available at http://library.corporate-ir.net/
library/14/144/144044/items/281095/2008 Half Year Results Presentation.pdf, pp. 12-13.
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ROFE and EBITDAR

An issue raised during the inquiry was the return on funds employed (ROFE) for the MSCs. ROFE
is a measure of the earnings for a given investment in a business, similar to an interest rate on a
bank deposit. A high ROFE is attractive to investors and more likely to attract competitive entry and
investment that would erode available returns.

The MSCs reported the following ROFE for their food and liquor businesses between 2001-02 and
2006-07."* The ACCC has provided as a comparator the reported return on capital employed for
Tesco, the UK chain with the highest EBIT."®

Chart 6.4 Returns on funds employed (Woolworths, Coles and Tesco), 2001-02 to 2006-07
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The MSCs’ ROFE, on the above comparison, suggest very high returns in vertically integrated
Australian grocery retailing and wholesaling. However, the MSCs submitted that the ROFE for Australian
supermarket retailers may be misleading and not comparable to overseas supermarkets. Coles
submitted that its lower building ownership compared to many overseas retail grocery retailers would
inflate its ROFE."® Woolworths submitted that, with a long-standing business, a significant number

of assets would be fully depreciated, also inflating its ROFE."” Both MSCs provided the ACCC with
confidential calculations that they submitted demonstrated much lower ROFE—after adjusting for
factors such as leasing and depreciation—of around 15 per cent to 20 per cent for 2006-07. The
ACCC agrees that care is needed when interpreting ROFE as it is heavily influenced by the value of
the underlying assets and the extent of depreciation. Given this, the ACCC considers that significant
conclusions cannot be drawn from ROFE.

14 Woolworths’ reported numbers also include petrol sales.

15 Woolworths’ public ROFE reporting applies to its Australian supermarkets division, including liquor and petrol, while Coles’ public ROFE
reporting relate to food and liquor.

16 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 7.
17 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 20.
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The issue of leasing versus owning buildings may also affect international EBIT comparisons. EBITs
vary according to the rent paid and depreciation charged, which depend on the retailer’s approach to
leasing sites and buildings. The ACCC has looked at the earnings before interest, tax, depreciation,
amortisation and rent (EBITDAR) of the companies examined above. EBITDAR should to some extent
resolve building ownership or leasing as an issue in international comparisons between companies, as
building-related charges are not deducted in the measure. Annual report data suggests that EBITDAR
for the MSCs is typically between 4 per cent and 5 per cent higher than EBIT. For example, the
reported EBIT compared to EBITDAR for the Woolworths consolidated entity is contained in table 6.18:

Table 6.1 EBIT and EBITDAR, Woolworths consolidated entity, 2002-03 to 2006-07

Woolworths 2002-03 2003-04 2004-05 2005-06 2006-07
EBITDAR 7.99 8.17 8.35 8.78 9.20
EBIT 3.59 3.81 4.16 4.56 4.97
Difference 4.40 4.36 419 4.22 4.23

For the overseas companies examined, the gap between EBITDAR and EBIT was between 1 per cent
and 3.5 per cent. This means that, before the effect of depreciation, amortisation and rents paid is
accounted for, the underlying performance of the two Australian supermarkets is relatively stronger
compared to overseas companies than that demonstrated by the EBIT margins in chart 6.3. A recent
analyst report also concluded that leasing tends to lower margins in grocery retailing.'® This is because
of the increased lease costs, although they will be partly offset by lower depreciation costs.

Woolworths in New Zealand

Woolworths bought the New Zealand supermarket business Progressive Enterprises from Foodland in
November 2005. The ACCC has examined comparative margins achieved by Woolworths’ Australian
and New Zealand businesses since the purchase. This may provide some insight into the differing
performance in the two countries.

Woolworths has commented on a need for greater ‘investment in price’ in New Zealand:

... significant investment in prices has been made to improve our competitiveness, and deliver lower
prices and better value to the New Zealand consumer.?°

... Reduction in Gross Profit margins reflects continued investment in price.?'

Chart 6.5 shows that Woolworths achieved comparable EBIT margins in each country in 2005-06 but
earned significantly lower EBIT margins in New Zealand for 2006-07 and the first half of 2007-08.

18 Woolworths, Annual report 2007, p. 73.

19 Citi, Feeder’s digest—issue 61: Measuring margins, 20 June 2008, pp. 10-11, 21. The report suggests that the EBIT margin benefit from
owning freehold property compared to leasing property can be as high as 2.5 percentage points.

20 Woolworths, Annual report 2007, p. 13

21 Woolworths, Company results, half year ended 30 December 2007, released 26 February 2008, available at http://library.corporate-ir.net/
library/14/144/144044/items/281095/2008 Half Year Results Presentation.pdf, p. 19.
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Chart 6.5 Woolworths EBIT margin, Australia and New Zealand, 2005-06 to 1H 2007-08
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Woolworths submitted that the cost of doing business in New Zealand is lower than in Australia.??
Accordingly, the lower EBIT margins mean that Woolworths has a lower gross margin in the prices it
charges in New Zealand.?®

Woolworths also submitted that it is, in relative terms, the weaker competitor in New Zealand:

MR LUSCOMBE: ... We've bought a company that is an amalgamation of a number of companies
that hasn’t been able to do that and so their ability to actually compete on price for many years has
been somewhat missing ...

We’re doing the catching up in New Zealand.?*

The ACCC considers that the comparative EBIT margin performances of the Woolworths Australian
and New Zealand businesses, combined with the various Woolworths statements above, suggest a
differing level of competitive pressure in grocery retailing on the Woolworths businesses in Australia and
New Zealand. Annual reports of Foodland, the previous owner of the New Zealand business before

the Woolworths’ acquisition, reported earnings before interest, tax and amortisation (EBITA) margins

of

This suggests that the earnings under Woolworths are broadly similar to those experienced before the

4.24 per cent, 4.48 per cent and 4.42 per cent in 2002-03, 2003-04 and 2004-05 respectively.

acquisition. However, based on Woolworths’ public statements, it would appear that post-acquisition it
has attempted to reduce prices in New Zealand which has lead to some decline in EBIT margins, offset
by some attempts to further reduce costs.?®

22
23
24
25

ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 9.
ACCC public hearing transcript, Melbourne, 19 May 2008, p. 10.
ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 10.
ACCC, public hearing transcript, Melbourne, 19 May 2008, pp. 9, 11.
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The above analysis only looks at one New Zealand chain and one Australian chain. Accordingly, the
conclusions that can be drawn are somewhat limited. The other major New Zealand supermarket
operator, Foodstuffs, consists of three separate cooperatives that report varying returns, with
Foodstuffs South Island obtaining notably higher margins than Foodstuffs Auckland or Wellington.2®

However, Foodstuffs’ three separate cooperatives have a different corporate structure to that of
Woolworths New Zealand. Each cooperative’s main focus is wholesaling to its member retailers,
although they also provide some property, support and franchising services, and run some stores
directly.?” The reported EBIT margins are returns for wholesaling, mixed with returns for some other
operations, and are not comparable to the vertically integrated Woolworths New Zealand business.
Accordingly, the ACCC cannot draw conclusions about the EBITs and EBIT margins for Foodstuffs
retailers.

The overall conclusion from comparing the margins achieved by Woolworths in New Zealand and
Australia is limited by the available information.?® However, the ACCC considers that there is evidence
that Woolworths has had to adopt a different competitive strategy in New Zealand. Woolworths does
not appear to have had the same freedom to increase margins as in Australia. This stems from its
different competitive position in that market, and may also be due to not having all the benefits of
improved supply chain and business systems that Woolworths has in Australia.

It is unclear to what extent there may be structurally different competition in New Zealand (perhaps
stemming from a reason such as the retailer/cooperative structure used by Foodstuffs) or to what
extent the different strategy of Woolworths simply reflects its position as a weaker competitor. However,
it does appear that when Woolworths entered the New Zealand market with its purchase of Progressive
Enterprises, it lowered prices and its entry appeared to have an effect on price competition.?® The
ACCC therefore considers that there is some evidence of more intense price competition in New
Zealand in recent years than in Australia.

6.2.5 Decomposition of changing EBIT margins

As noted before, changing EBIT margins do not necessarily indicate an equivalent change in the retail
price of goods. Changing EBIT margins can be attributed to a number of factors. However, if the MSCs
retain improvements in EBIT margins over time rather then being forced by competition to return some
margin to consumers as lower prices, this may suggest a weakness in the competitive environment.

26 Foodstuffs (Auckland), Foodstuffs (Wellington) Co-operative Society and Foodstuffs (South Island) annual reports from 2003-04 to 2006—
07. The latter two companies do not explicitly report EBITs, but an equivalent value can be derived from taking the surplus before rebates
and taxation, excluding gains on disposal of subsidiary, and adding back in interest expense:

02-03 03-04 04-05 05-06 06-07
Foodstuffs Auckland EBIT margin 2.92% 2.83% 4.78%
Foodstuffs Wellington EBIT margin 4.50% 4.15% 3.77% 2.84% 2.88%
Foodstuffs South Island EBIT margin 6.96% 6.96% 6.79% 6.65% 7.40%

27 For example, Foodstuffs (Auckland) Ltd, Annual report 2007, p. 5; Foodstuffs South Island Limited, Annual report 2007, pp. 1, 7.

28 The comparative ROFE between Woolworths’ operations in the two countries was also raised during the inquiry. Woolworths’ Australian
supermarkets achieved a 75.9 per cent return in 2006-07 compared to 7.62 per cent in New Zealand, based on the amount paid by
Woolworths at acquisition. This suggests that returns in Australia are significantly higher than in New Zealand. However the ACCC
notes again that ROFE can be less useful where one business has been significantly depreciated over time compared to another. The
comparison is of little value given that Woolworths values the New Zealand business at acquisition cost rather than depreciated value of
the assets.

29 For example, Woolworths, Annual report 2007, p. 13; Foodstuffs (Wellington) Co-operative Society Limited, Annual report 2007, p. 6.
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The EBIT margin of an MSC is dependent on both the gross margin and the cost of doing business
(CODB). The gross margin is the difference between the amount for which the product is sold to the
retail consumer and the amount that the retailer pays suppliers for the product (the cost of goods sold
or COGS). The CODB is the amount that the MSC incurs to run the business, such as rent, wages,
electricity and insurance. Accordingly, EBIT margins can broadly be improved in three ways:

e increasing the prices charged to retail customers
e reducing the effective amount paid to suppliers

e reducing the costs of doing business.

The ACCC has examined confidential and public material on the changing EBIT margins of the MSCs
and the constituent gross margins and CODB. The confidential and public information at times
appeared to be inconsistent. However, the ACCC has been able to draw certain conclusions about the
reasons for changing margins.

Gross margin

Gross margin is the gap between the selling price and purchase price for a particular product or
category of product. It can be considered a measure of the ‘value add’ that a company gives to the
product as it passes through the supply chain, and is an additional cost to subsequent purchasers. The
gross margin directly affects the price paid by consumers—for a given purchase price paid to suppliers,
a higher gross margin on a product leads to a higher price for consumers than a lower gross margin.
That said, an improvement in gross margin does not necessarily mean that selling prices have risen—as
a company may have reduced the effective amount it pays for products.

Both MSCs submitted that they had not significantly increased prices in an attempt to improve gross
margins. Coles submitted that it had made significant ‘investment in price’, stating that it had invested
$100 million in price over 12 months, particularly focused on reducing or maintaining prices in fresh
products, especially milk, and private label.®® Woolworths submitted that 70 to 80 per cent of potential
improvements in its EBIT were actually passed on to consumers.®

Confidential information examined by the ACCC suggested that the level of promotions and reductions
in price more generally depended on the period examined. Certain periods were characterised by
greater price competition, which as noted in chapters 5 and 6 tends to occur through promotions.
Comparatively, other periods were characterised by reductions in promotional activity and by average
sell prices increasing. Although the available information was not definitive, allocations of money
specifically for net ‘investment in price’ by the MSCs were typically a small proportion of overall planned
EBIT improvements. Potential savings, in either effective purchase prices or in CODB, appeared to be
typically taken in increased margins rather than be specifically passed on to consumers in lower prices.

Other factors may lead to improvements in gross margin without increases in retail price. Woolworths
claimed publicly that its 0.39 percentage point improvement in gross margins between the first half

of 2007 and the first half of 2008 was due to ‘better management of costs not higher prices’.® It
identified reductions in shrinkage, change in sales mix, success of private label, reduction of direct store
deliveries and improvements in buying as among the reasons for improving margins.

30 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 44.
31 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 48.

32 Woolworths, Company results, half year ended 30 December 2007, released 26 February 2008, available at http://library.corporate-ir.net/
library/14/144/144044/items/281095/2008 Half Year Results Presentation.pdf, p. 15.
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Reduction in shrinkage refers to limiting wastage and breakages of stock. Reduction of direct store
deliveries refers to Woolworths having stock delivered to a central Woolworths warehouse rather than
to individual stores. Coles is also adopting such a delivery strategy. This removes an amount of delivery
cost from the prices paid to the supplier.®®* The ACCC understands better buying to refer to negotiations
with suppliers leading to reduced prices. A related factor is increasing the vendor financial support

for promotions and pricing reductions. Confidential information available to the ACCC indicated that
the amount of vendor support has been generally increasing over time, meaning that suppliers would
receive a smaller proportion of the sale price for their products.

Changes in sales mix refers to moving customers from lower margin stock to higher margin stock.
Woolworths submitted that customers are moving from low-margin market leading brands towards
higher-margin secondary brands.* A related trend is that customers are shifting from branded
products towards private label products. Private label products typically have a higher starting margin
than equivalent branded products. Coles stated that private label products typically offer 5 to 6 per
cent more gross margin on sales than do equivalent branded products, but off a lower sale price.®®
Woolworths similarly stated that it ‘can clearly make a better margin’ on private label goods, as it does
not face marketing costs that branded products face.*® Private label products are examined further in
chapter 16.

Overall, changes in gross margin are broadly attributable to changes in productivity (shrinkage and
freight cost reductions), changes in product mix, or changes in the price charged to consumers and
buying terms from suppliers. The ACCC examined confidential information from an MSC on the extent
to which improved buying terms from suppliers were reflected in reduced prices to consumers. Again,
the result depended on the period examined. In recent periods during 2007-08, improved terms from
suppliers appeared to be mostly passed on to consumers. Improvements in gross margin were largely
driven by shrinkage and freight cost reductions and changes in product mix. However, it would appear
that improved deals from suppliers were largely kept by the MSC as improved margin in previous
periods.

Cost of doing business

The CODB represents the non-capital costs incurred by the retailer in selling goods to customers. Such
costs include staff wages, buildings and equipment rental, electricity expenses, advertising and head
office charges. CODB can alternatively be considered as the amount that the company spends creating
the ‘value add’ of gross margin. A decrease in CODB will increase the EBIT earned by a company, but
does not directly affect the price paid by retail consumers.

Information available to the ACCC on CODB largely related to supply chain transformation. Both MSCs
(and Metcash) are undertaking or have undertaken supply chain changes.®” These primarily relate to
reductions in direct store deliveries and instead requiring suppliers to bring stock to a small number of
central warehouses. The MSC then distributes from the central warehouse to its individual stores. Other
supply chain transformation related to automatic stock management systems. The ACCC understands
that Woolworths has made such supply chain changes relatively quickly and has now largely

33 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 13.

34 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 14.

35 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 49; ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 53.

36 ACCC, public hearing transcript, Melbourne, 19 May 2008, pp. 13, 15.

37 For example, Coles, Full year financial results and market update, 19 September 2007, slide 25; Coles, Shareholder presentation, 2006
financial results, 21 September 2006, pp. 42-63; Woolworths, Company results, full year ended 24 June 2007, 27 August 2007, p. 43;
Metcash, company results financial year ending 30 April 2008, 3 June 2008, p. 18.
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completed those changes in all its distribution centres, leading to efficiency gains and cost reductions.®
Woolworths submitted that it had invested $1 billion in such supply chain enhancements.* In contrast,
Coles submitted that, compared to Woolworths, it had been relatively slow in executing supply chain
transformation that would allow it to compete.*® Coles also placed significant emphasis on the need for
reduced central office numbers in a ‘business simplification’ program.*! It submitted that there was a
need to improve the operational performance of its business.*

Effect of gross margin and CODB changes

The ACCC has focused on the comparable changes in gross margin and CODB between the MSCs
rather than on their absolute levels.*

Confidential data available to the ACCC indicates that the gross margin of Woolworths’ supermarket
business increased between 2001-02 and 2006-07 by over 1.5 percentage points. Comparatively, the
gross margins of Coles’ supermarkets business were relatively flat and increased by an amount of less
than 0.5 percentage points.*

While the discussion above deals with gross margins at a company level, the ACCC has also examined
store-level margin data. The data indicates that the gross margins achieved by different stores of the
same company can vary greatly. The ACCC observed differences between the gross margins for the
best and worst performing stores as high as 15 percentage points. In addition to any differences in
price, the differences in gross margin between stores may reflect a variety of factors, such as actions
of store management, certain operating costs, promotional campaigns, sales mix and local competitive
conditions.

The confidential data also indicated that Woolworths’ supermarkets business between 2001-02 and
2006-07 experienced a slight decrease in CODB as a percentage of sales of around 0.5 percentage
points. Coles’ supermarkets business experienced an overall decrease in CODB as a percentage of
sales until 2004-05, followed by increases until 2006—07. This led to an overall increase from 2001-02
1o 2006-07 of around 0.5 percentage points in CODB as a percentage of sales.*®

As noted above, the overall effect of an increase in gross margin and decrease in CODB was that
Woolworths was able to achieve an increase in EBIT margin in the order of 2 per cent between
2001-02 and 2006-07. Coles, on the other hand, was unable to achieve any significant increase in its
gross margin and experienced an overall increase in its CODB late in the period, which led to an initial
increase in EBIT margin but a decrease in 2006-07. The relatively better EBIT margin performance
for Woolworths may reflect such factors as the relative slowness that was identified by Coles in
implementing its own supply chain transformations. Given the accounting practices of the MSCs to
record some freight costs against gross margin rather than CODB, supply chain transformation may
have affected either or both gross margin and CODB.

38 Woolworths, Annual report 2007, pp. 4, 21.

39 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 6.

40 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 49.

41 For example, Coles, Full year financial results and market update, 19 September 2007, slide 24; Coles, Shareholder presentation, 2006
financial results, 21 September 2006, p. 122.

42 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 6.

43 The levels of gross margin and CODB are sensitive to how costs are recorded, as certain costs could be recorded as COGS or CODB.

For example, the MSCs typically record some freight costs as an amount that reduces gross margins rather than recording freight costs as
part of the CODB.

44 These figures are in some cases inconsistent with numbers in public financial reports. However the ACCC considers that the confidential
information provided to it is more likely to be reliable.

45  As with the gross margin data, these figures are in some cases inconsistent with numbers reported over time in public financial reports.
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The exact reasons for changing margins are varied. Significantly, a number of reasons behind
increasing gross margins or decreasing CODB are not related to increased prices to consumers.

6.2.6 Relationship between profitability and competition

The changes in EBIT margins and the reasons for such changes may provide some insight into
competition. However, in the ACCC'’s view it is perhaps more relevant to consider the effectiveness of
competition in placing pressure on excessive margins.

In a competitive market for the supply of retail groceries where equally positioned firms compete, one
would expect that competition would lead to increased gross margins (and therefore relatively higher
EBIT margins, other things being equal) being reduced over time until the firms achieve a normal rate
of return commensurate with the risks of their investment. However, the ACCC also notes the situation
where one firm is a relatively more efficient (or inframarginal) firm and one firm is a relatively less efficient
(or marginal) firm. In such a situation, economic theory would suggest that, while the less efficient firm
would still earn zero economic profits in the long run, the more efficient firm would be able to maintain
prices and gross margins that achieve some economic profit. This would reflect relative advantages
over the less efficient firm such as a lower cost base or an ability to obtain better buying terms.

In Australia, the last six years have produced consistently increasing gross and EBIT margins for
Woolworths and overall flat gross and slightly declining EBIT margins for Coles. These trends in gross
and EBIT margins may signal concerns with the competitiveness of the retail market for the supply of
groceries, to the extent that there is little evidence of gross margins being reduced towards CODB for
both MSCs. Notably, before 2006-07, both MSCs had achieved consistently increasing EBIT margins
over five years, although Woolworths’ rate of growth was higher than that of Coles. This does not seem
to suggest strong price competition between the two firms, although Coles did experience a decline in
EBIT margins in 2006-07.

However, the ACCC also notes that there is evidence that Woolworths is currently a more efficient
firm than Coles. Woolworths’ higher EBIT margins and relatively better growth in EBIT margins

over time would be consistent with its position as a more efficient firm. Similarly, Coles’ lower EBIT
margins are consistent with a position as the less efficient competitor. Essentially, Woolworths has,
by lowering its costs and improving its gross margins, outperformed Coles in the period examined.
These benefits would seem to be reflected in the higher EBIT and EBIT margins that Woolworths has
been able to obtain.

A scenario with one efficient and one less efficient firm could be a potential competition concern in that
the competitive constraint imposed by the less efficient firm may be weak. The extent of concern would
depend on the ability for the less efficient firm to improve its position and the extent of barriers to entry
and ability for other firms to compete in the market.

It might be expected that, if Coles were more efficient, it would compete with Woolworths such that
Woolworths’ relatively larger EBIT margins would be reduced. This view is based on the idea that
Woolworths’ strong returns are not due to a weak competitive dynamic in the market but rather a
temporarily weak competitor. It is unclear whether the relative strength of Woolworths (compared, for
example, to its position and the competitive strategy it has had to adopt in New Zealand) is brought
about by a temporary weakness in Coles as a competitor or whether a lack of competition would
persist even if Coles’ relative performance improves.

Coles’ position could improve to the extent that it reduced its CODB or obtained better buying terms,
leading to greater EBIT margins and improving its competitive position against Woolworths. It is relevant

118 Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries



that Coles was acquired by Wesfarmers in November 2007, which may reflect the relative weakness

of Coles in recent years. The new Coles management has been reported as describing Coles as an
‘underperforming retailer’.*® Wesfarmers’ acquisition of Coles may lead to management and operational
improvements in the running of the Coles grocery business. For example, Coles pointed to a poorly
executed re-branding of its BI-LO stores, which led to reduced customer numbers, sales and earnings,
as being responsible for relatively weak performance.*” The ACCC similarly notes Coles’ planned CODB
improvements, including its business transformation program and submissions that it needs to improve
its supply chain to compete. Coles submitted that a past failure to meet shareholder expectations was
a reason for the change in ownership.*

It is unclear that any improvement in Coles’ relative position against Woolworths would necessarily

lead to more vigorous price competition and a reduction of some EBIT margin. It would be possible

for Coles to simply take higher margins in the form of profits, rather than seeking to engage in price
competition. In that regard, the ACCC notes its conclusions in previous chapters about the nature of
price competition in grocery retailing. In particular, the ACCC notes its conclusions in chapter 5 that,
given the nature of the industry, price competition as a way of attracting market share is unlikely to be a
rational strategy for Coles to pursue, even after its CODB is reduced. As such, the competitive strategy
of lowering prices adopted by the new owner of Progressive (Woolworths) in New Zealand may not be
replicated by the new owner of Coles (Wesfarmers) in Australia.

As such, the ACCC considers that improvements in Coles’ management and supply chain cannot

be relied upon to increase price competition in the Australian retail grocery market. Final ACCC
conclusions in relation to the degree of competitiveness in the market for retail groceries are discussed
in chapter 10.

6.3 Gross margins for different products

In addition to overall trends in profits and margins, the ACCC has examined the gross margins in
particular product categories. This may provide insight into the differing levels of competition for
different products and the resulting effect on retailers’ ability to maintain margin improvements for
those products. This issue was raised in relation to the comparative margins available on dry groceries
compared to other products such as fresh produce.

6.3.1 Gross margins by trading department

The ACCC required the MSCs to provide data on the gross margins that they achieved in their different
product trading departments between 2002-03 and 2006-07. Although the MSCs do not use identical
departmental breakdowns, they do broadly align.

Observed trends

The ACCC found several notable trends in MSC gross margins in different product categories. The
ACCC has averaged the changes in gross margins of the two MSCs:

e Gross margins for dry groceries increased across the period from 2002-03 to 2006-07 by an
average across both MSCs of around 2 percentage points. Both MSCs showed a consistent
increase in the dry groceries gross margins each year.

46 Ari Sharp, ‘New Coles supermarket chief lan McLeod outlines his task’, Sydney Morning Herald, 23 May 2008 available at http://business.
smh.com.au/new-coles-chief-outlines-plans-20080523-2hh9.html accessed 3 July 2008.

47  Coles, Annual report 2007, p. 3; ACCC, public hearing transcript, Melbourne, 26 May 2008, pp. 16, 29.
48 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 6.
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e (Gross margins on perishable products, such as dairy, similarly increased from 2002-03 to 2006-07
by an average across both MSCs of over 2 percentage points across the period. Again, the
increase in margin was fairly constant year on year.

e Gross margins for fresh fruit and vegetables declined from 2002-03 to 2006-07 for both MSCs,
although one MSC did experience an increase in gross margin in 2004-05. The average decline
across the period from 2002-03 to 2006-07 across both MSCs was around 1.5 percentage points,
while the average decline from the highest observed gross margin to the gross margin in 2006-07
was over 2 percentage points.

e Gross margins in meat also dropped overall for both MSCs, although there was not a consistent
decline year on year. The average decline across both MSCs between 2002-03 and 2006-07 was
more than 2 percentage points across the period.

e Trends in gross margins in bakery categories were mixed, with gross margins either staying
relatively flat or increasing. Trends in gross margins in deli products were also mixed, with one MSC
experiencing increases in gross margin while the other experienced declines in gross margins.

Woolworths was typically able to achieve larger increases or smaller decreases in gross margins
compared to Coles over the period examined. Overall, Woolworths was able to increase gross margins
across its total product offering, while Coles’ overall gross margins were relatively flat. This may indicate
a relatively stronger position for Woolworths that allowed it to achieve the gross margins it did.

In relation to the absolute level of gross margins, the ACCC notes that bakery, deli and dairy tended
to be higher gross margin product areas. Dry groceries and produce tended to have more moderate
margins while meat was consistently a lower gross margin area.

The ACCC does not consider that it can draw particular conclusions from comparing the level, as
compared to the trend, of gross margins for particular product areas between the MSCs. This is
because there can be differences between chains in whether any particular costs might be recorded in
gross margins or CODB, which would affect the level of gross margin recorded.

The ACCC also examined gross margins by trading department for Woolworths’ New Zealand
operations compared to Woolworths’ Australian operations. The analysis confirmed that Woolworths
has, on average, higher gross margins in Australia than it does in New Zealand. It also revealed,
however, that the gross margins in Australia were not higher in all product categories. In particular,
margins in the two highest sales volume trading departments of dry groceries and perishables were
higher in Australia, while margins in other departments were higher in New Zealand. The ACCC notes
that the departments will not sell exactly the same products in both countries.

Relationship between trends in gross margin by trading department
and MSC share of sales

The two categories in which both MSCs were able to achieve increases in gross margin across the
period examined —dry groceries and perishables, such as dairy—are product groups where there is
some evidence that the MSCs achieve a higher proportion of retail sales compared to other product
groups. As noted in chapter 3, certain available data suggests that the MSCs account for around

70 per cent of national packaged groceries sales and up to 60 per cent of national dairy sales. This
may indicate a relative lack of competitive pressure from other retailers such that additional margin is
not competed away between the MSCs.
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Comparatively, the areas where gross margin trends were declining were product areas where there

is evidence that the MSCs account for a relatively lower proportion of sales. As noted in chapter 3,
available data suggests that the MSCs may make as low as around 42 per cent and 44 per cent of
national fruit and vegetable sales respectively (and that they are unlikely to make more than 50 per
cent of fruit and vegetable sales). The data similarly suggests that MSCs may make around 50 per
cent of national fresh meat sales. In the fresh produce and meat product areas, the MSCs experienced
significant declines in gross margins, which perhaps indicates an increased competitive pressure on
MSCs in the sale of those products.

However, there is no clear link between proportions of national sales and trend in gross margins. While
there is evidence that the MSCs account for around 40 per cent to 50 per cent of bakery sales, gross
margins for bakery products either stayed flat or increased. Equally for deli products, where there is
evidence suggesting that the MSCs account for around 60 per cent of national sales, one MSC was
able to increase gross margins while the other experienced a decrease in gross margins.

The ACCC also notes the differences in the margins for Woolworths in Australia and New Zealand.
This data would appear to be further evidence that margins in different trading departments will vary
according to the competitive pressure in that department. The differing level of gross margins between
Australia and New Zealand could be a product of differing competitive pressures in New Zealand.

The differing gross margins may also reflect other factors such as differing products or structural cost
differences such as differing taxes, laws or freight requirements.

There does not appear to be a relationship between the MSC share of sales in a particular product
area and the absolute level of MSC gross margins for that product area. One factor that may explain
this is that differing product areas have differing CODB that may require a different gross margin. For
example, product departments such as deli or fruit and vegetable typically require more labour costs
and have different supply chain and freight requirements than dry groceries. The ACCC saw evidence
that MSC dry grocery gross margins are not lower than the gross margins for all other categories. Meat
in particular appears to be a lower gross margin product than other categories. This perhaps indicates
that submissions that money cannot be made on dry groceries across the industry are not accurate.

Relationship between trends in gross margin by product category and food price inflation

In chapter 2 it was observed that the largest price increases observed between 2002 and 2007
among selected food items in the ABS CPI were for fruit and vegetables, which experienced annual
price increases of 5.6 per cent and 6.8 per cent respectively compared to the overall annual increase
for food (excluding meals and takeaway foods) of 3.8 per cent. As noted above, the decline in gross
margin on fresh fruit and vegetables from 2002-03 to 2006-07, averaged across both MSCs, was
around 1.5 percentage points. This initially sounds counter-intuitive, as it might be expected that
increasing margins would be a cause of large price increases, and that margin increases and price
increases would be positively related. However, a decrease in MSC margins while prices increase may
indicate that the MSCs absorbed some of the potential price increase as reduced margins. Instead of
maintaining a particular percentage margin that would lead to greater dollar returns where prices were
increasing, the data may indicate that the MSCs did not pass on the full possible price increase to
consumers.
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While gross margins increased significantly in the dry grocery category, the ACCC notes that price
increases for a number of products in this category were relatively low among the selected food items
in the ABS CPI. Overall, increases in price for dry groceries were lower than overall food price inflation.*®
Increased MSC gross margins for dry groceries therefore would appear to have formed a relatively large
part of the price increase for dry groceries, compared to that for fresh fruit and vegetables.

In other categories the relationship between margin and price changes are more consistent with the
‘intuitive’ story—for example, declines in gross margins were also observed in meat categories. Meat
products examined generally experienced smaller price increases than overall food price inflation
between 2002 and 2007.%°

The ACCC notes that a retailer will not necessarily attempt to obtain only percentage gross margin,

but is ultimately seeking a certain dollar gross margin. Coles submitted to this effect.®’ Accordingly, a
retailer may not increase or maintain percentage gross margins in all cases, but may be content to earn
a particular dollar amount where the underlying cost is increasing. This may explain the results noted for
fresh fruit and vegetables.5?

6.3.2 Category average margins

A related issue to gross margins that may provide insight into the degree of competition in grocery
retailing is the MSCs’ use of category average margins. These are target margins, based on the
average margin for a particular category of product, which a supplier would have to demonstrate a
particular product could achieve to get a place on the supermarket shelf. For example, a new product
might be expected to achieve a 30 per cent retailer gross margin before the retailer would agree to
stock that item. Category average margins are also used in some cases to review existing products.
The ACCC received public submissions about the use of category average margins, such as the
following from SPAR:5®

We believe that the latest negotiating tool being used by the MSC'’s is to advise the suppliers that
they require a minimum gross profit on the sale of a product before they will consider ranging.

A number of suppliers indicated to the ACCC in confidential hearings that category average margins
were increasing over time.

The ACCC sought information from the MSCs about their use of category average margins and the
levels of current and recent category average margins. The responses confirmed that category average
margins are a comparative measure used by the MSCs’ buying managers to analyse the contribution
to potential profits of particular products when conducting buying reviews or range reviews. The MSCs
submitted that category average margins were only indicative, were only one of a number of factors

49 Food items that fall into the dry grocery category and experienced annual price increases lower than the overall food price increase
between 2002 and 2007 include cakes and biscuits; tea, coffee and food drinks; food additives and condiments; food not elsewhere
classified and breakfast cereals. These had annual percentage changes in price of 3 per cent, 0.6 per cent, 1.6 per cent, 2.1 per cent and
2.5 per cent respectively between 2002 and 2007. However, soft drinks, water and juices; snacks and confectionary; and jams, honey
and sandwich spreads had annual price increases that were slightly higher, at 4.1 per cent, than the overall annual food price increase of
3.8 per cent.

50 Fish and other seafood; bacon and ham; poultry; pork; beef and veal; and ‘other fresh and processed meat’ had annual price increases
between 2002 and 2007 of 2.5 per cent, 1 per cent, 0.1 per cent, 3.1 per cent, 3.0 per cent and 2.0 per cent respectively that were
below the overall food price increase of 3.8 per cent. However, ‘lamb and mutton’ prices increased by an annual 4.3 per cent between
2002 and 2007.

51 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 49.

52 For example, a retailer may be making 60 cents a kilo on the retail sale of bananas for $2 a kilo that it buys from suppliers at $1.40 a kilo.
This is a 30 per cent gross margin (60 cents divided by $2). If the supplier’s price increases to $2 a kilo, a 30 per cent gross margin would
mean the bananas were sold to consumers at $2.85. However the retailer may be happy to continue to earn 60 cents a kilo of profit on
those bananas, and sell them for $2.60, which would be a gross margin of 23 per cent.

53 SPAR, submission no 195, p. 3.
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that would be examined in assessing a product and did not take into account any CODB.

The responses also indicated that category average margins were not used by buyers in all
departments and tended to be used for long-life categories such as dry groceries rather than meat or
produce. The category average margins can be at a variety of levels of granularity from product level to
departmental level.

The ACCC was not provided with evidence that category average margins had consistently increased
in all categories. Differing trends were noted in different trading departments, and the overall trend for
the category average margin in a particular trading department would not necessarily be representative
of the trend in category average margin for a more granular product category.

However, the evidence provided by the MSCs indicated that category average margins have, on the
whole, increased for goods in the dry grocery trading department for both MSCs, mirroring the trend

in actual gross margins achieved by both MSCs for that trading department. As noted above, there is
evidence that the MSCs have a higher share of national sales in dry groceries than in any other category.

The trend in other relevant categories such as deli, bakery and perishables, such as dairy, were more
mixed and varied between the two MSCs. In deli, category average margins had overall not changed
significantly over time. For one MSC the deli category average margins had increased overall, while
for another they had on the whole decreased. In bakery, trends in category average margins were
mixed depending on the type of bread product sold. For perishable products such as dairy, the ACCC
observed category average margins that were increasing for one MSC and relatively constant for the
other MSC over the periods covered by the data provided.

Accordingly, the ACCC considers that the evidence on category average margins is mixed. While there
have clearly been increases in category average margins in certain categories, there was no evidence
of increases across the board. Further, the use by MSCs of category average margins at varying

levels from aggregated trading department to a relatively granular product category means that the
experience of particular suppliers can be quite varied.

The ACCC considers that the observed trends in category average margins show two things. Firstly,
the ability to raise category average margins is consistent with a view that the MSCs have some buyer
power in the supply of certain categories, as they can require suppliers to ensure a certain level of gross
margin on products sold. Secondly, the ability to raise category average margins is not consistent with
the idea that competition will reduce increased gross margins over time. However, the evidence on the
category average margins suggests mixed results across the different categories of groceries.

6.3.3 Retailer gross margin information provided by suppliers

The ACCC issued notices under s. 95ZK of the Trade Practices Act to a number of companies that
supply products to the MSCs. The notices required them to provide the ACCC with any information
they had on changes in margins achieved by the MSCs on particular products or product ranges
between 2001-02 and 2006-07. The ACCC also required suppliers to provide any information they had
on the reasons for margins changing.

Of the companies whom the ACCC directed to provide information, the ACCC received the breakdown
of responses shown in chart 6.6.
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Chart 6.6 Supplier responses on retailer gross margins

D Did not have information
on changing retailer gross
margins

. Retailer gross margins on
their product or products
had declined

|:| Retailer gross margins on
their product or products
12% increased

|:| Retailer gross margins
had stayed relatively
constant

[l Changes in retailer gross
margins on their product or
products were mixed

Source: supplier responses to ACCC s. 95ZK notices

[t can be seen that the supplier views on margins were varied. As the information in some cases related
only to particular products and/or had limited time series, the ACCC considers that the inferences that
can be drawn from the responses are somewhat limited. However, some relevant information from
suppliers relates to the reasons for changes in margins.

Of the suppliers that were able to provide views on changing retailer gross margins, 30 per cent
referred to revised trading terms with MSCs as a relevant factor explaining improvements in retailer
gross margins. These terms included increased promotional expenditure provided by the supplier,
harmonisation of terms between Australian and New Zealand operations, increased rebates,
warehousing allowances, increased remittances and increased off-invoice discounting.

All suppliers that stated that retailer gross margins had decreased considered that the decrease was
due to increased retail competition in the market for their product.

Of the suppliers that presented information that showed retailer gross margins had increased over the
period, reasons cited for the increases in margins included direct decreases in the list price charged by
suppliers, increased financial support from the supplier for promotions and in one case both increased
financial support and decreased list price. More than half of the suppliers had no particular view as to
why the retailer gross margins had increased.

Of the suppliers that presented information showing that retailer gross margins had either been mixed
or stayed roughly constant, half were unable to provide any real views on reasons for changes in
margins, 40 per cent referred to improved trading terms or promotional discounts being a concern and
10 per cent considered that margins were attributable to market forces.

6.3.4 Sample of particular products

The ACCC also required the MSCs to provide sales revenue, sales quantity and cost of goods sold
for a range of specific products. The ACCC has used this data to examine relative level of costs and
margins for certain products.

The ACCC compared, for a series of identical products sold by both MSCs, the selling price less unit
cost paid by the MSCs to the supplier during the calendar years 2006 and 2007. Each MSC may not
account for price and unit cost in identical ways, which may mean that these results should be treated
with some caution. However, as the comparison deals with simply the selling price compared to the
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amounts paid to the supplier for identical products, and the ACCC sought the exact same data from
each MSC, the ACCC considers it is valid to compare the level of margins between the MSCs in this
way. The results are shown in chart 6.7.

Chart 6.7 Product comparisons 2006 and 2007 —which MSC had higher gross margins?

10%

70%

[ coles had B Woolworths had [ Neither MSC had
consistently higher consistently higher consistently higher
gross margins gross margins gross margins

Source: MSC responses to ACCC s. 95ZK notices

Chart 6.7 does not examine the size of the difference in margins. However, the result would tend to
support the conclusion that Woolworths has been able to generally obtain higher gross margins than
has Coles over recent years.

Similarly, the ACCC examined the unit costs paid by the MSCs to the suppliers of the products. The
results are shown in chart 6.8.

Chart 6.8 Product comparisons 2006 and 2007 —which MSC had lower unit costs?

11%

33%

56%

[ Coles had [l Woolworths had ] Neither MSC had
consistently consistently lower consistently lower
lower unit cost unit cost unit cost

Source: MSC responses to ACCC s. 95ZK notices
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This result supports information on margins above —Woolworths obtained lower costs from suppliers
across a larger proportion of the products examined, which allowed it to obtain higher margins. This
may suggest that some part of Woolworths’ EBIT advantage over Coles stems from lower supply
prices, although the ACCC notes that it has only examined a small subset of the products sold by the
MSCs.

The ACCC notes that there was typically not a substantial difference in price between the two MSCs
for the products examined. This also mirrors conclusions reached about the comparative prices of the
MSCs generally in chapter 5.

The ACCC also received data on the margins of comparable private label and branded products. The
ACCC’s assessment of private label products is in chapter 16.

6.4 Conclusion

The ACCC has examined a range of financial data on the profitability and margins of the MSCs. EBIT
margins for Woolworths are among the world’s best EBIT margins and have steadily been increasing
over the last five years. Coles’ margins are not as high as those of Woolworths, nor have they
continuously increased. However, Coles’ margins remain among a typical range for grocery retailers
worldwide, and before 2006-07 had increased EBIT margins between 2001-02 and 2005-06. The
ACCC considers that both MSCs appear to achieve reasonable earnings compared to some indicative
international comparator firms.

In a market for the retail supply of groceries where retailers were competing on price, the ACCC would
not generally expect that EBIT margins would continue to increase over time. Rather, the lowering of
prices to consumers as part of the competitive process would lead to some reduction of the improved
EBIT margin (for at least a less efficient marginal firm). The relative performance of Woolworths
compared to Coles is consistent with a view that the relatively more efficient Woolworths is able to
achieve high EBIT margins and growth given weaker competitive pressure from Coles.

The trends in gross margins provide some further insight into competitive tension. In particular in the
dry grocery area where the MSCs account for a large proportion of sales, both MSCs have been able
to increase the gross margins on their sale of products. The same is also true of perishable products
such as dairy goods. Comparatively, gross margins in areas such as meat and fresh produce, where
the MSCs account for a smaller share of sales, have declined. A smaller share of sales may suggest
greater competitive tension from other retailers, such as specialty butchers or greengrocers, which has
led to reduced gross margins. Accordingly, the ACCC considers that the data on gross margins may
suggest that there is a mixed picture on the amount of competitive constraint on the MSCs in different
parts of the retail grocery market.

The ACCC'’s overall conclusions on the level of retail competition are contained in chapter 10 of
this report.
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7 Competition from Metcash and Metcash-
supplied independents

Key points

* [ndependent supermarkets provide a competitive force in grocery retailing often providing
consumers with a more convenient alternative to the major supermarket chains (MSCs).

¢ Although the independent grocery retailing sector serviced by Metcash has grown in recent
times, the growth of large independent stores has been at around the same rate as the growth
of the MSCs.

e |t appears that Metcash sets wholesale prices to independent retailers under the umbrella set by
the MSCs.

e Small independent supermarkets rarely compete on price, choosing to compete on other
elements such as convenience, range and service.

e |arge independents which do opt to compete on price with the MSCs are often only able to do
so by earning little net margin on goods supplied by Metcash.

e The inability of independent retailers to source grocery products from Metcash at competitive
prices makes it difficult for large independent retailers to compete aggressively on price.

e |tis unclear if inferior terms from suppliers or lack of scale relative to the MSCs contribute to the
weakness of Metcash’s wholesale prices. However, it is clear that Metcash has expanded its
profit margins and now achieves margins in excess of those achieved by Coles.

e Metcash is able to achieve healthy margins primarily because it is the only national wholesaler to
independent retailers. There is some evidence that Metcash is acting to protect this position by
locking in retailers and suppliers.

e The ACCC believes that efforts to reduce impediments faced by independent retailers to seek
alternative wholesaling arrangements will increase the pressure on Metcash to improve its offer
to retailers, particularly its price offering.

e The implications of another large-scale wholesaler entering the market are unclear. As the
only national wholesaler to the independent sector, Metcash can take advantage of significant
economies of scale. If there were two large-scale wholesalers, it is possible that neither would
achieve the same economies of scale that Metcash has achieved.

7.1 Introduction

A significant issue in this inquiry has been the degree of price competition provided by independent
grocery retailers. As discussed in chapter 5, price competition between the MSCs is not fully effective.
Price competition in grocery retailing depends on the position of independent retailers and their
incentives to compete on price.

This chapter focuses on the competition provided by independents supplied by the grocery wholesaler
Metcash. Metcash-supplied independents make up the majority of non-MSC supermarkets in Australia.

An underlying issue in this chapter is whether Metcash is inhibiting the price competitiveness of the
independent sector through a degree of monopoly pricing.
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Metcash and the independent grocery sector it services have grown strongly since 2000 through
acquisitions and new store openings. Metcash’s annual revenue from its IGA>D division (which primarily
supplies independent grocery retailers with packaged groceries) has more than doubled since 2001-
02. Metcash has increased its EBIT threefold and its EBIT margin from 3 per cent to over 4.5 per cent.
Also, the growth of large Metcash-supplied stores (in excess of 1000 m?) has been at around the same
rate as the growth of the MSCs.

In general, large independent retailers located close to competing MSCs offer prices that are
comparable with the MSCs. However, while there are some exceptions, the MSCs pay closer attention
to the pricing of each other and ALDI than to Metcash-supplied independent retailers.

Metcash, to a large degree, is constrained by the MSCs. Metcash sets wholesale prices to independent
retailers recognising that at least the larger independent retailers must be able to set retail prices
comparable to the MSCs.

However, Metcash appears to price under the umbrella set by the MSCs. The ACCC has found no
evidence that Metcash sets wholesale prices that enable independent retailers to aggressively pursue
market share through price discounting. Evidence indicates that Metcash-supplied independent
retailers who compete aggressively with the MSCs on price achieve small net margins on the products
that Metcash supplies to them. These retailers do this to attract sales on products they do not source
from Metcash, such as fresh produce, on which they achieve larger margins.

It is uncertain if inferior terms from suppliers or lack of scale relative to the MSCs contribute to the
weakness in Metcash’s wholesale prices. However, the ACCC considers that Metcash is extracting
some ‘monopoly’ profits because of the lack of alternative wholesaling arrangements available to most
independent retailers. The size of these ‘monopoly’ profits is likely to be a small percentage of retail
prices. However, given that grocery retailing is a high turnover business with low EBIT margins, this is
significant. Moreover, there is some evidence that Metcash is acting to protect its position as the only
national grocery wholesaler supplying independent retailers. Metcash is implementing strategies that
appear to unnecessarily impede independent retailers from dealing directly with suppliers or leaving
Metcash to set up their own wholesaling operations.

The ACCC considers that the lack of other wholesalers enables Metcash to act without a strong direct
competitive constraint. However, the implications of another large-scale wholesaler entering the market
are unclear. As the only national wholesaler to the independent sector, Metcash can take advantage

of significant economies of scale. If there were two large-scale wholesalers, it is possible that neither
would achieve the same economies of scale that Metcash has achieved. However, on balance

the ACCC considers that the ‘monopoly’ profit that Metcash achieves by being the only significant
wholesaler to the independent sector outweighs any economies of scale efficiency benefits which
Metcash might be passing on to the independent supermarkets.
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7.2 Metcash and independent grocery retailers

7.2.1 Metcash

Metcash is an ASX-listed marketing, wholesaling and distribution company that services independent
and franchise grocery retailers throughout Australia.

Metcash distributes groceries and liquor through four channels:

¢ |GA Distribution (IGA>D), which comprises 12 distribution centres and distributes packaged
groceries to approximately 2500 independent retail grocery stores throughout Australia. IGA>D
supplies the IGA Network, Foodland IGA, FoodWorks and other independent grocery retailers.

e |GA Fresh, which supplies fresh fruit, vegetables, meat, deli and bakery products to 240
independent retail stores.

e Campbells Wholesale, which supplies small business customers and convenience stores.

e Australian Liguor Marketers, which supplies liquor to hotels, liquor stores, restaurants and other
licensed premises.

7.2.2 Metcash’s recent financial performance

Metcash’s sales have grown strongly since 2001-02. Since 2001-02 Metcash’s annual revenue from its
IGA> D division has increased by 107 per cent to nearly $6 billion in 2007-08." This growth has largely
been due to the growth in the number of independent grocery retailers that Metcash services—an
increase of around 50 per cent.?

Table 7.1  IGA>D Sales EBITA and EBITA margins

IGA>D 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08
Sales ($m) 2898 3634 3856 3817 4373 55681 5994
EBITA ($m) 83.6 110.6 129.4 141.8 175.8 247.3 2751
EBITA/sales 2.89% 3.04% 3.36% 3.71% 4.02% 4.43% 4.59%

Analysis of new store openings by the MSCs, and new arrangements entered into by Metcash to
service independent metropolitan retailers with a floor space greater than 1000 m2, shows that both the
MSCs and Metcash have been increasing the number of metropolitan grocery retail outlets at a similar
rate between 2002 and 2007.

As Metcash increased its revenues it also expanded its margins. As shown in chart 7.1 Metcash has
achieved EBITA margin growth in its IGA>D division from 3 per cent in 2000-01 to 4.5 per cent in
2007-08. As discussed later, Metcash’s current EBITA margin appears healthy for a grocery wholesaler.

1 Metcash, Company results, financial year ended 30 April 2008, 3 June 2008, p. 16.
2 Metcash, information provided to the ACCC through an informal information request, 23 April 2008.
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Chart 7.1 Metcash EBITA and EBITA margins, IGA>D division, 2001-02 to 2007-08
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Further, Metcash’s IGA>D wholesaling business experienced increases in gross margins, primarily in the
period from 2004-05 onwards, that totalled an amount between 0.5 and 1 percentage point. Metcash
also experienced consistent decreases in its cost of doing business (CODB) relative to sales over the
period from 2001-02 to 2006-07, totalling around 0.5 percentage points. This overall increase in gross
margin and a steady decrease in CODB has lead to an overall increase in IGA>D’s EBIT and EBIT
margin over the period from 2002-03 to 2006-07, during which IGA>D’s EBIT and EBIT margin has
increased each year.

Similar trends in EBITA and EBITA margin to those for IGA>D were also observed for the Metcash entity
as a whole (see table 7.2).

Table 7.2 Metcash Sales EBITA and EBITA margins

Group 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08
Sales 5421 6117 6577 6565 7705 9451 10045
EBITA ($m) 117.5 162.7 183.8 194.5 226.9 315 335.7
EBITA/sales 2.17% 2.50% 2.80% 2.96% 2.95% 3.33% 3.34%

Data published by Metcash indicates that in the last six years, its CODB as a percentage of overall
gross profit has reduced from 75.22 per cent in 2001-02 to 66.86 per cent in 2006-07.2

The ACCC considers that an explanation for consistent decreases in IGA>D’s CODB is Metcash’s
increased ability to service stores in a more efficient manner perhaps partly stemming from supply chain
investment it has made and the economies it is enjoying as a result of increased scale.* The increase

in gross margins are likely to be improvements in trading terms with suppliers (again possibly related to
scale) that are not passed on to independent retailers.

3  Metcash, various annual results presentations.
4 Metcash, Company results Financial year ending 30 April 2008, 3 June 2008, slide 18.
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7.2.3 Recent changes to grocery wholesaling in Australia

In 1992 there were nine, predominantly state-based, wholesalers operating in Australia.® Currently there
is one national wholesaler, Metcash.

A series of transactions, many of which were examined at the time by the ACCC, the Federal Court and
the Trade Practices Tribunal (now the Australian Competition Tribunal), have lead to Metcash becoming

the only national wholesaler to independent supermarkets. Further details of these transactions are set

out in appendix E.

Other wholesalers operating in Australia include medium-sized players that operate on a state-by-state
basis, such as SPAR (see chapter 8), Conga Foods and PFD Food Services®, and numerous small
privately owned wholesalers that serve niche markets. Smaller wholesalers often specialise in either
particular products or products not covered by the major wholesalers or are located in rural areas and
provide products to local businesses in their area.

Independent retailers in Tasmania are serviced by Statewide Independent Wholesalers (SIW).
Woolworths currently has a 60 per cent ownership stake in SIW.” The remaining 40 per cent is owned
by the Tasmanian Independent Retailers Co-Operative Society Limited, trading under the name
Tasmanian Independent Retailers, which is a cooperative of independent retailers/traders.®

7.2.4 Independent retailers supplied by Metcash

As noted above, Metcash IGA>D supplies packaged groceries to a range of grocery retailers including
the IGA Network, Foodland IGA, FoodWorks and other independent grocery retailers. Metcash also
supplies some fresh groceries.

In the IGA Network there are 416 Supa IGAs, 719 IGAs and 249 IGA X-press convenience stores.®
Metcash reports that 70 per cent of all IGA Network purchases are through Metcash with the remainder
through fresh markets or other suppliers.’® IGA Network stores also receive marketing support and
training services from Metcash.

There are around 100 Foodland IGA stores located throughout South Australia, the Northern Territory
and Broken Hill.™

There are around 700 FoodWorks stores, 400 of which operate under the FoodWorks brand. Stores
operating under the FoodWorks brand are bound to FoodWorks by a unity agreement. While some

of the non-branded stores operate under the same unity agreement as branded stores, most operate
under standard approved store agreements. These agreements provide the stores less benefits
(including lower rebates), but require fewer obligations. All FoodWorks retailers have a commercial
trading relationship with Metcash through IGA>D. Approximately 58 per cent of FoodWorks’ purchases
(predominantly dry groceries) are from Metcash through IGA>D.'? FoodWorks retailers source the
remainder (predominantly fresh products) directly from suppliers.'®

5  Jewel Food Stores group, Independent Holdings, John Lewis Foodservice, Campbells Cash & Carry, QIW, Composite Buyers, AIW, and
Foodland Association Ltd and Davids Holdings.

6  These wholesalers do not stock a full range of goods and generally cater to specialist stores in a particular niche.
7 www.smartcompany.com.au/Premium-Articles/Industry-Trends/Income-sauce.html.

8  Statewide Independent wholesalers, About us, viewed on 4 June 2008, www.tasiw.com.au/sector.php?id=894.
9  Metcash, submission no. 181.

10 Metcash, submission no. 74.

11 Foodland, viewed 18 June 2008, www.foodlandsa.com.au.

12 Included in the 58 per cent are liquor purchases made through ALM.

13 FoodWorks, submission no. 90, p. 5.
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Metcash also supplies independent grocery retailers that are not affiliated with any chain or banner
group. The financial arrangements are different for those stores not operating under the IGA banner as
Metcash does not do any marketing on their behalf.

7.2.5 Recent growth of independent retailers supplied by Metcash

The number of independent stores in Australia has grown by roughly 50 per cent since January 1999.
Confidential information provided to the ACCC indicates that only around 25 per cent of these new
stores have a floor space greater than 1000 m?2.

The growth of independent retailers supplied by Metcash has been through acquisition and the opening
of new supermarkets or stores. Metcash submitted at a hearing that:
... Each year we add somewhere between 35 and 50 new stores. We do approximately 95 major
refurbishments through our store development department, and we have organisations such
as the FoodWorks banner which have some, you know, three, 400 new stores on their radar.
Unfortunately, one of the rules, or one of the phenomenons in our industry is that the most difficult
thing for a single store IGA retailer, or a FoodWorks retailer, is to get the second store.™

Several submissions from interested parties, including the Australian Food and Grocery Council and the
Australian National Retailers Association (ANRA), discussed the acquisition of the majority of Franklins
and Foodland stores by Metcash as a significant factor in the subsequent growth of Metcash.

In 2005 Metcash acquired a total of 60 Action stores in Western Australia and Queensland, which
became part of the IGA group. These acquisitions increased Metcash’s wholesale turnover by over $1
billion and its earnings by $87 million.™

The ANRA contended that Metcash as a company has grown more quickly than the market as a
whole, through acquisitions and higher retail sales.'® In 2001 Metcash absorbed most of Foodland
(104 stores) and in 2005 Metcash acquired 60 Action supermarkets in Western Australia, Queensland
and northern New South Wales."” The wider takeover of Foodland Associated Ltd saw Metcash obtain
250 franchised operations in Western Australia.’® As noted in the ACCC'’s issues paper, 82 of the 91
supermarket acquisitions reviewed by the ACCC in the last three years have been acquisitions by
Metcash. For further information on these acquisitions refer to appendix E.

In November 2006 Metcash reported a 36 per cent increase in first-half yearly net profit, which chief
executive Andrew Reitzer attributed to organic growth and the benefits of its $949 million acquisition of
Foodland’s wholesale and supermarket businesses in 2005.°

In April 2007 Citigroup estimated that 42 per cent of the sales of the failed BILO-branded supermarkets
would be redistributed to Metcash.?®

The ANRA submitted that the number of food retailing businesses with annual turnovers between
$500 000 and $1 million doubled between 2003-04 and 2005-06. Since 2001, 270 new independent
supermarkets have been opened as a part of the Metcash distribution network.?!

14 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 68.

15 Metcash Annual report 2007, p. 3.

16 Australian National Retailers Association, submission no. 91, p. 8.

17 Australian National Retailers Association, submission no. 91, p. 9.

18 Chamber of Commerce and Industry of Western Australia, submission no. 65, p. 22.

19 B Speedy, Grocers queuing up to join IGA supermarkets, 3 April 2007, viewed at www.theaustralian.news.com.au/
story/0,20867,21493513-643,00.html.

20 Citigroup, Equity research: sales growth for Metcash and Woolworths—the Coles bonanza, 13 April 2007, p. 8.

21 Australian National Retailers Association, submission no. 91, p. 8.
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In 2006-07 IGA investments included:
e 42 new stores (total of more than 40 000 m2—average store size less than
1000 m?)
e 23 replaced or extended stores (total of 13 000 m2—average store size less than 600 m3). 22

In summary, Metcash-supplied independents have expanded significantly, but the vast majority of this
growth has been in smaller stores or by acquisitions.

7.2.6 Profitability of independent retailers supplied by Metcash
The evidence on the profitability and margins of independent retailers supplied by Metcash is mixed.

The National Association of Retail Grocers of Australia (NARGA) stated to the inquiry that:

Independent grocery retailers are in the main profitable, however, there are many variables including
the structure and overheads of each individual business.

Margins and profitability of independents do not necessarily differ depending on the size or location
of the store. They are more likely to differ depending on the product mix of the sales of the store.

Profit margins in some independent stores have increased over the last 15 years with a lot more
emphasis being placed on fresh offers which will increase the percentage of higher margin sales. 2

FoodWorks argued that independent supermarkets were not earning excessive profits:

... our retailer margins are not excessive and indeed are only barely sufficient to provide an
acceptable rate of return in order to remain viable and competitive over the longer term ...

... if margins were excessive, there would be an influx of new prospective retailers or the prices for
the sales of supermarket would be soaring. Neither of these is occurring. There is no ‘boom’ in
independent supermarket retailing, there are no lines of prospective proprietors beating down our
doors to establish new stores, there has been no increase in the sale prices of stores. 2

NARGA provided evidence at a public hearing that suggests that the independent retailers typically
earn EBIT margins which are lower than the margins achieved by the MSCs, although this depends on
the local competitive environment. Given that independent retailers do not undertake the wholesaling
function, this is not surprising.

Mr Reitzer, chief executive officer of Metcash submitted in a public hearing that independent retailers
were highly profitable and stated:

Despite what was said earlier, return on investment and profitability in the independent sector, to the
best of our knowledge and according to our numbers, has never been better. And what happens,
as a result of that, is there is significant growth opportunities in the sector. 2

7.2.7 Characteristics of independent grocery retailers supplied by
Metcash
Metcash supplies to a more diverse and widespread range of grocery retailers than the MSCs. As

shown in chart 7.2, with the exception of IGA X-press stores, a higher proportion of stores supplied by
Metcash are located in non-metropolitan areas compared to the MSCs.

22 Australian National Retailers Association, submission 91, p. 9.
23 NARGA, submission no. 129, p. 54.

24 FoodWorks, submission no. 90, p. 3.

25 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 28
26 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 68.
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There are significant differences in the size of the floor space of the MSCs and the grocery retailers
supplied by Metcash. As can be seen from chart 7.3 Metcash predominately supplies smaller format
grocery retailers, with around 50 per cent occupying a floor space of less than 1000 m2. Less than

1 per cent of MSCs stores occupy floor space of less than 1000 m2. FoodWorks, the biggest banner
group (by number) supplied by Metcash has around 400 bannered stores, but only around 60 per cent
of these stores have a floor space greater than 500 m?2.

Chart 7.2 Estimated percentage of independent stores and MSCs with a floor space greater
than 500 m? situated in metropolitan, provincial and rural areas
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Chart 7.3 Estimated percentage of independent stores and MSCs with stores by size
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7.2.8 Ways in which independent retailers supplied by Metcash
compete

Independent grocery retailers compete for customers in a variety of ways. The primary offer of a large
number of the smaller independent grocery retailers is convenience. Many of the smaller independent
retailers are located in street shopping strips. Others are located in regional towns. In general, these
small grocery retailers do not compete aggressively on price.

FoodWorks submitted that independent supermarkets must find a niche market to operate in, as they
cannot compete on range and cannot sustain price competition from the MSCs:

FoodWorks’ competitive advantage is primarily in its neighbourhood/local store locations.

FoodWorks’ customers desire the convenience of local shopping and require a comprehensive, but
not excessive, range of products.

In rural and provincial locations, there is a shift in buying behaviour to local shopping. With
FoodWorks, the owner of the store is in the store. Being closer to the customer means the
retail offer can be more relevant. Prices can be adjusted by the storeowner to reflect immediate
requirements. FoodWorks exists to serve its customers.

FoodWorks cannot compete on range and cannot sustain price competition. FoodWorks’ members
do not have a number of stores to subsidize competitive behaviour. FoodWorks does not have the
advantages of vertical integration. FoodWorks can only source dry groceries from one warehouse. 2

There tend to be two reasons why independent retailers are not competing directly on price with the
MSCs. Firstly smaller stores usually do not achieve sufficient volumes to survive on the lower margins
that result from price discounting. Secondly many smaller independent grocery retailers are in regional
towns where they are the only grocery retailer.

As was noted in chapter 4, supermarkets compete on the basis of their total retail offer. While the
ACCC has received many submissions discussing the difference in price between independent retailers
and the MSCs, there are many other factors that attract consumers to a supermarket, including but
not limited to location, community presence, size of store, product range, stock quality and availability
and convenience. In considering many of these factors it is evident from information received from both
independent retailers, including FoodWorks and Metcash, that factors other than price continue to
attract consumers to independent retailers. NECG has previously stated:

Some [independent retailers] compete aggressively on price, while others place greater emphasis

on service and convenience. Nevertheless, all independents can place an effective (quality adjusted)

price constraint on the chains, particularly given the importance which consumers place on non-
price factors.?®

Metcash argued that:

... consumers benefit from improvements in the ‘retail offer’, which includes a variety of elements
such as convenience and service quality as well as price.?®

Peter Bunn contended that one of the greatest competitive advantages enjoyed by independent
retailers is their ‘ability to adapt and tailor the retail offering of their supermarket to the requirements of
the community in which it operates.’°

27 FoodWorks, submission no. 90, 11 March 2008, p. 36.

28 NECG, Creeping acquisitions in the Australian grocery industry—a report to the ACCC prepared on behalf of Metcash Trading Ltd,
2003, p. 1.

29 Metcash, submission no. 217, 28 May 2008, p. 1.

30 Peter Bunn, submission no. 58, 10 March 2008, p. 30.
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NARGA submitted that:

... through their capacity to tailor their offering to local needs and demographics, and their attempt
to customise their product range and store layout to the preferences of local shoppers, independent
retailers are able to add value to their sales offering.®!

NARGA also submitted that:

Independent retailers seek to provide a service of convenience to a wide range of smaller
community areas across Australia, especially in remote areas. Their smaller size, more community
based retail environments with a more restricted range of products comprise the majority of grocery
stores and offer a unique customer offering, contributing to consumer welfare and choice.

Price competition from independent retailers comes from larger stores—often those with floor space
in excess of 1000 m2. In many cases these larger stores are in direct competition with the MSCs.
They have a similar range to the MSCs and tend to be located close to the MSCs. For example,
approximately 75 per cent of independent retailers over 1000 m? are located within 3 km of an MSC.
These larger stores need turnover to be profitable, which requires them to be competitive on price.

The Koundouris Group, which operates the Supabarn chain (which has three stores in excess of
1000 m?), submitted that:

... We see ourselves as the real competitor to the majors, we successfully compete with them on
price, service and quality. On the issue of price, we, as a family company, will often sacrifice the
bottom line in order to compete.*?

The level of price competition provided by Metcash-supplied independent retailers is discussed in detail
later.

ACCC’s view

The ACCC considers that the success and growth of many smaller independent grocery retailers
can be largely attributed to their location. In metropolitan areas smaller independent grocery retailers
provide consumers with a convenient shopping option. In many regional towns, smaller independent
retailers are the only grocery retailer. In many of these towns the population size and grocery turnover
is not sufficient to maintain a major supermarket. As a result these locations are less attractive to the
MSCs. Smaller independent retailers have the flexibility to structure their offerings to service these
towns.

The ACCC considers that the ability of independent retailers to alter their product range to meet the
specific needs of the local community gives independent retailers a competitive advantage over the
MSCs. The ability to tailor product range at short notice or in response to consumer demands is easier
for an independent store than an MSC. While the ACCC notes that this is an advantage enjoyed by
independent retailers, it is not possible to quantify the benefits enjoyed by an independent retailer as a
result of this advantage.

Larger independent retailers (those with sales area in excess of 1000 m?) are generally located in
metropolitan areas and major regional centres. Although these independent retailers have some of
the advantages of the smaller independent retailers, the need for turnover means that they must offer
prices that are at least broadly comparable with the MSCs.

31 NARGA, submission 14 (part A), p. 27.
32 NARGA, submission 14 (part A), p. 21.
33 ACCC, public hearing transcript, Canberra, 8 April 2008, p. 5.
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Due the difficulty of obtaining comprehensive price data from independent stores (Metcash does not
keep retail price data), it is difficult to assess in detail the degree to which these stores compete on
price. The issue of price competition is discussed in detail in the next part of this chapter.

7.3 Price competition provided by independent retailers
supplied by Metcash

As noted in chapter 5, price competition in grocery retailing between the MSCs is not vigorous. Given
that independent retailers supplied by Metcash make up a significant proportion of grocery retailers in
Australia, any price tension these stores provide is a key component of the competitive environment.

A number of views have been expressed on the degree of price competition provided by the large
independent retailers supplied by Metcash. Metcash argued that:

as the ‘third force’ in a market dominated by two large players, independent retailers:

* Kkeep retail prices competitive for customers through heavy promotional activity and maintaining
local competitive tension against the MSCs

* help prevent the abuse of pricing power by Woolworths and Coles in a ‘cosy duopoly’ which
would be damaging to customers

* help prevent the abuse of pricing power by Woolworths and Coles through practices such as
delisting products which would damage suppliers and

e reduce the risk that Woolworths and Coles would dominate the entire supply chain further by
increasing their private label sales.

FoodWorks submitted that

... independents have little or no influence on the MSC prices and do not really compete with

the MSCs. Independents have too little market share and are too widespread to provide any
competitive force. Where independents are located proximately to the MSC, they must find a
particular niche market and track comparable or higher pricing to the MSC to avoid the prospect of
being forced out of business through intense competition.®

It should be noted that FoodWorks stores are generally smaller and are located in regional areas.

7.3.1 Evidence of price competition between Metcash-supplied
independents retailers and the MSCs

According to Metcash, much of the price competition in grocery retailing is through promotional pricing.
Metcash claimed that:
... in terms of promotional programs and promotional pricing for 30 to 40 percent of the sales, we

are providing competitive tension ... All three participants, independents, Woolworths and Coles,
compete, and where it is evidenced in pricing is on the promotions [sic].*

Metcash’s promotional offers (and shelf pricing more broadly) can influence the pricing of the MSCs in
a number of ways. First, they can influence the promotional activity of the MSCs, including the number
and types of promotions and the size of promotional discounts. Second, they can influence the shelf
prices set by the MSCs. Third they cause local MSC store managers to price match on key or known
value items (KVIs).

34 Metcash, submission no. 181, p. 47.
35 FoodWorks, submission no. 90, pp. 26-27.
36 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 37.
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Competitive influence of Metcash-supplied independents on the promotional
activity of the MSCs

According to Metcash, in any given week, stores under the IGA banner have between 2000 and 4000
items on special depending on the size of the store. Metcash submitted that items on special equate
to roughly 40 per cent of total sales in those stores.3” The MSCs also have a large number of products
on promotion each week. Woolworths indicated that its stores typically have around 4000 items on
promotion at any one time.*®

Promotional pricing creates a strong point of difference between supermarkets. Many promotions are
on KVIs and often heavily advertised. Promotions are a clear source of competitive tension between
the MSC and larger independent supermarkets. It must be recognised, however, that promotions are
largely funded by the product suppliers. Promotions are used by product suppliers to shift consumers
to their brand.

Competitive influences of Metcash-supplied independents on MSCs
standard shelf prices

The MSCs take into account a range of factors when setting standard shelf prices. One factor is the
prices of the same or like products offered by other major grocery retailers. The ACCC understands
that Woolworths regularly checks the standard shelf prices of a wide range of items across a range

of stores including large independent retailers supplied by Metcash. Coles also checks the prices of
Metcash-supplied independents but to a smaller degree. However, both Woolworths and Coles appear
to more intensively monitor each others’ prices than the prices of Metcash-supplied independents. This
may suggest that Metcash-supplied independents are of lesser importance in influencing the standard
shelf prices of the MSCs.

MSCs local pricing

To assess the effects of local competition, as part of the inquiry, the ACCC conducted an extensive
study of the MSCs local store pricing.

In this study, the ACCC separately measured differences in the prices consumers paid for the same
products in individual Woolworths’ supermarkets and in individual Coles’ supermarkets. Once these
price differences were measured, the ACCC analysed the factors causing the price differences across
stores (including local competition). Full details of the study and the results are detailed in appendix D.

What the results indicate about the effects of Metcash-supplied independents on MSC
local store pricing

It is important to note that the statistical analysis undertaken by the ACCC is only capable of detecting
the effects competition may have on differences in prices at the store level. The extent to which price
discounting by Metcash-supplied independent retailers produces a pricing response from Coles or
Woolworths that is the same across all stores in a distribution area will not show up in the analysis. As a
result, this analysis is unlikely to estimate the full effect of competition on MSC pricing.

37 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 30.
38 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 59.
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Metcash-supplied independent retailers can affect the MSCs local store pricing in two ways, either by:

¢ influencing the standard shelf prices and promotional prices set by the MSCs. Information provided
to the ACCC indicates that the MSCs set different shelf prices and promotional prices depending
on the presence of local competitors, or

e MSC store managers matching the prices of local Metcash-supplied independent retailers.

The results from the study indicate that Metcash-supplied independent retailers do have an effect

on the MSCs local store pricing. The study found that Metcash-supplied independent retailers (with
sales area in excess of 1000 m?) influence the pricing of Woolworths stores located within 3 km. For
example, in 2007 consumers shopping at a Woolworths store with a Metcash-supplied independent
retailer within 3 km, paid prices that were on average around 0.4 per cent lower than the prices
consumers paid at Woolworths stores without a Metcash-supplied independent store within 5 km.*°
Around 55 per cent of Woolworths stores are located within 3 km of a Metcash-supplied independent
retailer.*

The analysis was unable to detect that the local presence of a Metcash-supplied independent retailer
had a similar influence on Coles local store pricing, except for a small range of products. These findings
are consistent with confidential information provided by the MSCs.

The study found that Metcash-supplied independents have a smaller effect on MSCs local store pricing
compared to that of ALDI. For example, a local Metcash-supplied independent has about half the
effect on Woolworths’ local store pricing as a local ALDI store. This is despite the fact that ALDI stores
stock around 900 stock keeping units (SKUs). A large Metcash-supplied independent store stocks over
20 000 SKUs.

Other studies

These results differ somewhat to the findings of a similar study by Walker and Webber.*!' Walker and
Webber found that Coles’ local store pricing in Victoria was more strongly affected by local independent
grocery retailers than Safeway (Woolworths) stores.

The Bureau of Infrastructure, Transport and Regional Economics (BITRE) submitted findings from its
ongoing research into the spatial variation in the costs of living from the capital cities to very remote
areas. Part of this study focuses on food prices. The BITRE surveyed the prices of 250 food and non-
food grocery items from 236 supermarkets throughout Australia. The prices were collected throughout
2005 and 2006. The supermarkets included in the study were Coles, Woolworths and a range of
independent retailers including IGA, Action, FoodWorks and Franklins. ALDI was not included. Although
the primary objective of the BITRE study was not to assess price competition between independent
retailers and the MSCs, the results from the study provide helpful insights into this issue.

39 This difference was found after controlling for a broad range of other factors that may affect MSCs’ local store pricing, such as the
local presence of other competing grocery retailers, store characteristics, the regional location of the store and local demographic
characteristics.

40 With sales area in excess of 1000 m2.

41 J Walker, and T Webber, ‘Retail grocery prices in Victoria: the relevance of local market conditions’, The Australian Economic Review,
September 2004, vol. 37, no. 3, pp. 317-28.
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BITRE found that in some locations independent supermarkets offered lower prices (on average) than
the MSCs. BITRE noted:

Clearly, independent grocery stores in some locations are able to compete with the major chains on

price, with some even undercutting their competition. However, some independent supermarkets

have indices which are greatly higher than the major chains, suggesting that they either cannot
compete with them on price, or choose not to.*?

The BITRE study further noted:

Regardless of the differences between the chains and the independents, consumers in towns with
access to both types of stores have the advantage of choice, prices and associated services.*®

ACCC’s view

Many large Metcash-supplied independent grocery retailers add competitive price tension to grocery
retailing. The evidence available to the ACCC suggests that in some cases Metcash-supplied
independent retailers may offer groceries at prices comparable to, or cheaper than, the MSCs. For
example, it appears that Foodland IGA create significant price tension in South Australia.

While this is the case, the MSCs appear to pay more attention to each other and ALDI than Metcash-
supplied independent retailers in setting their prices. Local store pricing data examined by the ACCC
suggests that while Woolworths reacts to local Metcash-supplied independent retailers across a
number of product groups, the reaction of Coles is more limited. This is consistent with confidential
information provided to and examined by the ACCC.

7.4 Reasons why price competition from large Metcash-
supplied independents may not be vigorous
The ability of large independent retailers to compete with the MSCs on price primarily depends on:

e the prices at which they source grocery products from Metcash and other grocery wholesalers

e their ability to achieve the same economies of scale and scope in grocery retailing as the MSCs.

7.4.1 Prices at which independent retailers source grocery products
from Metcash and other grocery wholesalers

Some interested parties submitted that the prices charged by Metcash do not allow independent
retailers to make a sustainable margin on dry, chilled or frozen products. Further, some interested
parties submitted that the price paid by independent retailers would be more comparable to the MSCs
if Metcash was operating in a more competitive wholesaling environment.*

FoodWorks estimated that the difference in wholesale costs faced by small independent retailers
relative to the MSCs is ‘in the order of 2 per cent’ and stated that ‘in a high volume, low margin
industry, 2 per cent is a substantial disadvantage.’*® Metcash supports this estimate of cost savings
available to the major supermarket chains and stated:

42 BITRE, submission no. 188, p. 11.

43 BITRE, submission no. 188, p. 12.

44 Peter Bunn, submission no. 218; and FoodWorks, submission 90.
45 FoodWorks, submission no. 90, p. 37.
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Due to the confidential nature of many of the terms, empirical evidence of the impact of scale
economies is difficult to find. However, anecdotal evidence suggests that the level of promotional
terms and other discounts obtained by the MSCs is around 2% higher than obtained by Metcash.*

In relation to margins achieved by independent retailers by product categories, NARGA submitted in
public hearings that it was not possible to make money selling only packaged groceries that had been
sourced from Metcash and that independent supermarkets could only make a profit if, in addition to
packaged groceries, they sold fresh food such as fruit and vegetables. Further, Mr John Cummings of
NARGA submitted that:

MR CUMMINGS (NARGA): If | only buy half of what | sell from Metcash, right, | might be making
no margin out of what | buy from Metcash and twice the margin out of that other 50 per cent,
mightn’t 1?

THE CHAIRMAN (ACCC): Yes. Now, that’s - - -

MR CUMMINGS: In effect, in effect, if | was to show you and | would show you privately, if that’s
what you wanted, | will show you my Metcash invoices for one week and | lose money on what | sell
out of their warehouse.*”

NARGA issued a news release clarifying their position on the ability of independent retailers to compete.
NARGA stated that:

...Woolworths and Coles were in the same position [as independent retailers] — they covered
overheads from the sale of packaged grocery products and the success of their businesses
depended on the mix of packaged and fresh products.

...We sell packaged grocery products at the same price or similar prices to those of Woolworths
and Coles and cover our overheads from those sales, as they do - the overall profitability of an
independent grocery business comes from the overall mix.*

Franklins stated that its former arrangement with Metcash did not leave it with sufficient margin to
compete with the MSCs.*

Metcash denied the positions put by both NARGA and Franklins.®® Metcash estimated that the
margins made by retailers on fruit and vegetables would be up to 38 per cent before shrinkage and
stock losses, and on packaged groceries would be about 18 per cent to 19 per cent. > Horticulture
Australia submitted that ‘anecdotal evidence collected for its submission suggests that Independent
Supermarkets aim for gross margins in fresh fruit and vegetables of 35 per cent to 45 per cent.’®?

Overall, evidence presented to the ACCC suggests that a large proportion of the profits achieved in
the independent sector chain are achieved by Metcash at the wholesale level. As such, the ACCC
considers that Metcash is able to use its position as the only national wholesaler to make profits above
a competitive level. The ACCC considers that the structure Metcash has in place limits the ability of
independent retailers to compete with the MSCs on price.

46 Metcash, submission no. 181, p. 37.

47 ACCC, public hearing, Canberra, 9 April 2008, p. 29.

48 NARGA, ACCC grocery inquiry misrepresents evidence, news release, 2 June 2008.
49 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 48.

50 ACCC, public hearing transcript, Melbourne, 2 June 2008, pp. 25-6.

51 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 33-4.

52 HAL, submission no. 92, p. 11.
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7.4.2 Evidence of the prices Metcash charges independent retailers

Metcash’s pricing policy

The manner in which Metcash charges independent retailers is complex. Metcash described its pricing
policies to retailers in the following manner:

... there are certain terms in Australia that are public or published terms. So we take the
wholesalers price provided to us by the manufacturer, which we assume is the same as what they
charge the chains, and then we take off all the public published terms, like trade discounts, quantity
buyer discounts, buy a full truck load of product, cash discounts ... and we arrive at what we call
net strip cost ... And we charge all our customers that price.

If there is a promotion going on, or a case deal from a manufacturer which is always for a limited
period—s0 a manufacturer might come over and say over and above all of that there’s a promotion,
or a special or whatever it is, there’s another $5.00 a case, we take that off as well, and that goes
through to every single retailer that buys out of IGA irrespective of whether they’re a Supa IGA,
FoodWorks, Independent, they get paid that price. Plus they pay us a service fee, and the service
fee is a percentage of that order, and it depends on the size of the order and it’s a user pay.

It’s a sliding scale service fee. And that’s where from, as a percentage, bigger stores pay a lesser
percentage then smaller stores ...

Then it depends what banner you join as to what your rebate would be. So if you're an IGA banner
there’s certain rebates for certain performance, and certain ... we pay for marketing. If you're a
FoodWorks they have a totally different set up in terms of what their rebates are and how they pay
... and obviously if you don’t join FoodWorks or if you don’t join IGA then you get no marketing
support and no rebates.%®

And further:

In terms of organisations such as IGA retailers or FoodWorks retailers, in terms of the boxes that
move through the warehouse and the price at which those goods are invoiced to the retailer, it's
exactly the same. So we take off all the published discounts, or case discounts, trade discounts,
and any case deal. And in the case of FoodWorks, they negotiate their own promotional deals and
then pass them to us and we deduct them and pass them through to them.%*

Given the complexity of the Metcash pricing policy, it is not possible for the ACCC to determine
whether there is anything inherent in Metcash’s pricing policy that limits the price competitiveness of
the retailers it supplies. It is worth noting, however, that Metcash'’s pricing policy does not explicitly
offer lower prices to those independent retailers who compete most directly with the MSCs. In a public
hearing, Metcash noted that Supa IGAs do not receive any preferential pricing other than a higher
volume rebate as a result of the higher volumes purchased from Metcash:

MR O’DONOVAN: Right. Okay. So then looking at the Super IGA, the only pricing advantage that it
gets over and above a normal IGA is that it gets a lower service fee because of the higher volumes?

MR REITZER: That s correct. If you order in big quantities so if you send through a small order, you
made a mistake with something, you’ll pay the high percentage for that one order but, generally
speaking, they pay, they organise themselves, and they only place big orders.%®

53 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 27.
54 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 49.
55 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 32.
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Franklins’ experience

In 2004, following the termination of its supply agreement with Metcash, Franklins began its own
wholesaling operations. Franklins currently has 80 stores with annual turnover of $812 million. Franklins
had been supplied by Metcash since 2001 (following the sale of Franklins by Dairy Farm International).
Franklins stated that it found Metcash’s pricing of packaged grocery products was such that it was
impossible to make a profit. Franklins stated in an ACCC public hearing:

MR O’DONOVAN (ACCC): Now, you've said in your public submission to the commission that the
decision made by the company was that it was uneconomical to survive as a retailer competing
with Coles and Woolworths while buying from a wholesaler?

MR ZELINSKI (Franklins): Correct.

MR O’DONOVAN: Okay. Now, if | can just unpack that idea, is it because of the particular
wholesaler you had to deal with or is there something fundamentally uncompetitive about dealing
through a wholesaler when you're dealing with an integrated ... when you’re competing against
integrated, vertically integrated supermarkets?

MR ZELINSKI: | think as a retailer who is trying to ... Franklins tried to establish itself as a third chain
in New South Wales. In order to be successful, one would have to compete with Woolworths and
Coles on price, amongst other things, that being the most important. And the arrangement with
Metcash at the time did not leave us with sufficient margin to compete equally with Coles and
Woolworths. %

Franklins further stated that the prices it received from Metcash meant that it was unable to operate
competitively in the changing grocery industry.

MR ZELINSKI: | can only talk for our experience. We were not competitive while we were with
Metcash and | think if we had remained with Metcash, we might have a very different model of a
convenience business today, as opposed to a third supermarket chain.

MR O’'DONOVAN: Okay. All right.

THE CHAIRMAN (ACCQ): Just to test that one step further and | think Dr King has a question, what
that's implying is that ... correct me if I'm wrong, but what that’s implying is that you have been
able to establish your own vertically integrated wholesaler and distribution operation and to deal
with suppliers on terms and conditions which give you a better financial return than utilising the
wholesale and distribution arrangements offered by Metcash. Is that correct?

MR ZELINSKI: Absolutely correct.

THE CHAIRMAN: | think Mr O’Donovan [ACCC] was asking a question before and | am not sure
that we actually got to the final point of the question which is that by breaking up the wholesaling
operations within New South Wales between Metcash and ... | am going to call it for this purpose
... Franklins, that reduces the total volume of purchasers by Metcash, clearly, by the reduction

of volume that is going over to Franklins. Franklins itself, in terms of its own internal wholesale
operation, has a lower volume than would otherwise have been the case, clearly, if it had been all
totally aggregated within Metcash. Has that resulted in less favourable terms from suppliers or have
you been able to maintain the same terms from suppliers that has enabled you to ... do you follow
me ... to get the more favourable commercial result?

MR ZELINSKI: | think our terms have improved since we have become self-sufficient. How do they
compare to other retailers? | would have no idea. | think that for us the relationship of dealing with
suppliers has given us an advantage in terms and also the rebates that are passed on to owning
your own warehouse adequately cover the cost of the warehouse for use.®”

56 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 48.
57 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 55.
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The ACCC recognises that in leaving Metcash, Franklins took on a great deal of financial risk. As noted
by Franklins, it has only reached the critical mass it considers it needs to be profitable in the last 12
months.®® Before this year, Franklins operated at a loss; however, it was able to maintain a position in
the grocery industry as a result of the backing of its parent company, Pick n’ Pay.

As articulated by Aubrey Zelinsky, Managing Director of Franklins, at a public hearing, Franklins were
faced with:

... one of three choices at that time [2003-04]. The decisions were either to stay with Metcash and
not be competitive or to do our own distribution and logistics even though we had not achieved the
critical mass that we were needing [sic], or the third radical was to actually sell our business and
move back to South Africa, and that was serious consideration as well, as one of the options.

It is clear from the evidence given by Franklins that the pricing of goods supplied by Metcash placed
Franklins in a position where it was unable to compete on price with the MSCs. Franklins has recently
reported an annual profit of $2.3 million, which is the first year it has made a profit since Pick n’Pay
took over in 2001.%° Although Franklins experienced a lengthy period of time without making a profit, it
appears that the risk involved in moving away from Metcash and becoming vertically integrated did not
outweigh the costs of staying with Metcash.

ACCC pricing study

The ACCC’s MSC local pricing study provides some indirect evidence on the prices that Metcash
charges independent retailers. In the main, Metcash supplies independent retailers with packaged
groceries through IGA>D. Metcash does offer independent retailers fresh products (through IGA Fresh),
but in most cases independent retailers use other sources of supply.

As noted above, the ACCC study examined the effects of local competition on local store pricing.
This includes an examination of the effects of the local presence of a Metcash-supplied independent
supermarket on the pricing of the local Coles and Woolworths stores.

The study found that consumers paid lower prices for fresh produce at Coles supermarkets with a
Metcash-supplied independent nearby than at other Coles supermarkets. For dry groceries, the local
presence of Metcash-supplied independent had no effect on Coles local store pricing. The study found
that consumers paid lower prices for both fresh produce and dry groceries at Woolworths stores with a
Metcash-supplied independent nearby. The effect was, however, much larger for fresh produce.

There can be a number of explanations of these findings. One is that supermarkets in general compete
more aggressively on the prices of fresh produce than dry groceries. Some evidence of this has been
presented to the ACCC. It may also imply that Metcash-supplied independents are in a better position
in fresh produce than packaged groceries to compete with the MSCs on price.

ACCC'’s view

Although some of the evidence discussed above is indirect and not certain, it is the ACCC'’s view

that overall the evidence does indicate that Metcash supplies packaged grocery products to large
independent retailers at prices that on the main make it difficult for the independent retailers to compete
with the MSCs on price. This evidence is supported by confidential information the ACCC has received,
including information that indicates that independent grocery retailers in direct competition with

58 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 54.
59 For more information, go to www.freshplaza.com/news_detail.asp?id=20710.
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MSC stores achieve gross margins on packaged groceries that are low compared to other product
categories. This evidence must be weighed up against evidence that suggests that some very large
independent retailers are aggressive price discounters.

7.4.3 Ability of independent retailers to achieve the same economies of
scale and scope in grocery retailing as the MSCs

Many costs of grocery retailing, including administration, management and advertising costs, do not
appear to increase at the same rate as sales or store sizes. While leasing costs will increase as store
size increases, leasing costs will not increase proportionately with store size.

Grocery retailers that can achieve lower (unit) costs of operating their business can, all else the same,
gain a competitive advantage over their rivals.

The MSCs appears to be able to achieve lower (unit) costs than many independent retailers.

As noted previously, on average, the MSCs operate retail stores that have greater sales areas than
independent retailers. This allows the MSCs to spread many of the costs of retailing over a large
product range (economies of scope) and over large sales volumes (economies of scale). This is not

the case for all independent retailers. However, as shown in chart 7.3, some Supa IGA stores and IGA
Foodland stores have sales areas in excess of 2000 m2, It is likely that these stores achieve many of the
economies of the large MSCs.

Economies of retailing are also achieved from the size of the supermarket chain. The effectiveness and
efficiency of advertising campaigns and promotions tend to increase with the size of the supermarket
chain. This is especially the case if the stores offer a standard range of products. Supermarket chains
can also achieve economies from spreading administration, management and business support costs
over a larger base. There is also a greater potential for investment in operating systems and processes,
which allow for enhanced information and data management.

Independent supermarkets typically attempt to take advantage of some of these economies by being
part of a supermarket chain and/or operating under a banner group (for example, IGA or FoodWorks).
As FoodWorks noted:

In the independent retail sector, the various ‘banner’ groups have been forced to consolidate to
derive economies of scale from their purchasing, merchandising and marketing support in an
endeavour to survive in the face of the MSC.%°

However differences in product range between independent supermarkets under the same banner tend
to make large-scale product marketing less effective than the MSCs.

ACCC’s view

The size and number of MSC stores is likely to provide the MSCs with a cost advantage over
independent retailers. The cost advantage over smaller retailers is likely to be substantial. Larger
independent retailers are likely to be able to achieve similar store level economies as the MSCs.
Nevertheless, the MSCs are likely to have cost advantages in advertising and marketing resulting from
their national coverage. These cost advantages may limit the degree to which independent retailers
(including those supplied by Metcash) can aggressively compete on price with the MSCs.

60 FoodWorks, submission no. 90, p. 14.
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7.5 Possible reasons why Metcash’s prices may not
enable large independent retailers to compete
aggressively on price

There are a number of possible reasons why Metcash'’s prices may not enable large independent
retailers to compete aggressively on price, including:

e Metcash may pay more to suppliers for grocery products than the MSCs.

e Metcash may be unable to achieve the same economies of scale, scope and density in wholesaling
as the MSCs.

e Metcash may be achieving excessive margins as the only national wholesaler to independent
retailers.

e The vertical separation between Metcash and independent retailers.

7.5.1  Comparison of what Metcash and the MSCs pay suppliers for
grocery products

Metcash submitted that:

Due to the confidential nature of many of the terms, empirical evidence of the impact of scale
economies is difficult to find. However, anecdotal evidence suggests that the level of promotional
terms and other discounts obtained by the MSCs is around 2% higher than obtained by Metcash.®'

The pricing terms between product suppliers and Metcash and the MSCs are complex. Although
suppliers usually have standard wholesale list prices, these are not the prices that Metcash and the
MSCs actually pay. The MSCs and Metcash receive a range of rebates (or discounts) from suppliers,
such as ullage, settlement and volume rebates, as well as promotional discounts.

Given the complexity of the pricing terms, comparisons of what Metcash and the MSCs pay for
grocery products are difficult and subject to error. Moreover, comparisons of pricing terms are by their
nature incomplete as they do not take into consideration non-price terms which also affect the cost of
acquiring products from suppliers.

While the ACCC notes the importance of this issue, due to the complex nature of the pricing policies
of Metcash, the ACCC is not in a position to definitively state whether the prices paid by Metcash are
significantly higher or lower than the MSCs.

In an effort to determine the possible differences in the prices Metcash and the MSCs pay for particular
products, the ACCC has reviewed both the pricing data recorded by Metcash for its Queensland and
Victorian distribution centres, and the trading terms Metcash has in place for a selection of different
products. The ACCC has found that on certain products Metcash is able to achieve marginally higher
rebate discounts than the MSCs, however on other products it is unable to achieve the same trading
terms. The ACCC notes that there does not appear to be any clear pattern in the level of rebates
obtained by Metcash between products. As a result of the apparent variability, the ACCC is unable to
judge definitively whether Metcash is receiving similar prices to the MSCs.

Supplier rebates paid directly to independent retailers

Confidential information received from a number of interested parties during the inquiry indicated that

61 Metcash, submission no. 181, p. 37.
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part of the reason Metcash often receives lower rebates from suppliers is that it is limited in its ability
to ensure that all its retailers follow the supplier’s requirements for promotions and other advertising.
As a result, suppliers find that they need to visit individual stores and provide additional discounts to
individual shop owners.

The ACCC understands that these discounts may be a cash or cheque payment or some form of
deal with the supplier whereby additional stock is obtained for either a reduced price or for free. In
exchange, retailers are required to maintain specific displays or other promotional activity in store for
a specified period for the particular products. As suppliers are required to provide additional funding
to individual stores and employ people to directly negotiate with the stores supplied by Metcash, the
ACCC assumes that these factors are taken into consideration by suppliers in setting the rebates
paid to Metcash. The direct payment of rebates to individual stores may at least partly explain any
differences in the prices Metcash and the MSCs pay suppliers.®?

Rebates tend to be given to individual stores by suppliers only in certain circumstances:

e \When an individual store creates specific displays or undertakes other promaotional activity on
behalf of the supplier. In some cases, suppliers find it more effective to deal directly with the store,
rather than to go through Metcash. This allows suppliers to more effectively communicate their
requirements.

¢ Where the only service Metcash offers to suppliers is a ‘charge through service’. This means that
the individual retailer will order the goods required, and the supplier will deliver the goods direct to
store with the paperwork being sent directly to Metcash for payment. A number of suppliers have
confidentially advised the ACCC that additional rebates are provided to individual stores where
Metcash provides only a charge through service.

ACCC’s view

Evidence on the relative prices that Metcash and the MSCs pay suppliers is limited and varied. For
some products during some periods it appears that Metcash is able to source the same products at
prices lower than that paid by the MSCs. For other products, the opposite is the case. The evidence is
consistent with the view that, on average, Metcash pays prices for products that are higher than those
paid by the MSCs. These price differences may be partly offset by rebates suppliers pay directly to
some suppliers.

7.5.2 Economies in wholesaling and distribution

A second reason Metcash may not be able to supply grocery product to independent retailers at
competitive prices is the inability of Metcash to take advantage of the same economies of scale and
density as the MSCs.

Economies of scale refer to reductions in unit costs resulting from increasing a businesses scale

of operation. Economies of scale in grocery wholesaling come from a range of sources. Larger
wholesaling operations can spread the costs of distribution centres over greater volumes and can often
better manage their working capital. Economies of density refer to reduction in unit costs in serving
more stores within a given area. Increasing the number of stores serviced within a given area can
reduce transport costs through better route planning and reduced working capital.

62 The ACCC has not been able to source information on the size of these rebates.
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The availability of scale opportunities in the supply chain may differ between product categories.
Factors such as the ability to centralise product distribution, product shelf life and geographic density of
retailers will all affect the level of economies that can be achieved. Freshlogic, engaged by Coles, stated
that potential efficiencies are lower in fresh produce and meat than for other grocery categories.

Whether or not a company needs to be national or just regional to take advantage of these scale

economies depends on the typical supply chain for different product lines (i.e. whether the products

are sourced nationally or regionally). Although purchasing for some product lines may occur on

a national level, most distribution occurs on a state, regional or store level - indicating that a new

entrant may not necessarily need to operate nationally to be cost competitive.

It is unclear whether Metcash achieves similar economies in wholesaling and distribution as the MSCs.

NARGA suggested that a critical mass of upwards of $500 million-worth of goods must pass through
each warehouse to be cost competitive at the wholesale level.5

SPAR estimates that the turnover required annually to establish a profitable wholesale distribution
operation is around several hundred million dollars.®®

The experience of Franklins, which had around $80 million in sales but operated at a loss, suggests
that $800 million may represent the minimum efficient sales level for a wholesale operation.

FoodWorks contended in its submission:

The recent FAL acquisition by Metcash should have been reflected in greater efficiencies gained by
the larger volumes. None of the published gains have translated to lower prices, lower service fees,
or better service levels. There has been no flow of benefits to FoodWorks.®®

Given the IGA>D and Campbell’s Cash & Carry division has a reported annual turnover of around
$7.5 billion, it is significantly above the minimum efficient scale as claimed by other interested parties.®

ACCC'’s view

It is likely that Metcash is unable to achieve the same economies of scale in wholesaling and
distribution as the MSCs. The MSCs wholesaling operations are substantially larger than Metcash’s
wholesaling operations. This is likely to enable the MSCs to lower their unit costs relative to Metcash.
The size of the cost disadvantage is unclear. The ACCC notes, however, that Metcash has been able to
increase its margins over the past five years. This period is coincident with a large increase in Metcash’s
scale. Evidence suggests that Metcash has probably now exceeded the size where most of the cost
advantages from scale are reached, suggesting the advantage may be minimal.

7.5.3 Metcash is able to achieve excessive margins as the only national
wholesaler to independent retailers

A third possibility is that Metcash is able to achieve excessive margins on the grocery products it
supplies to independent retailers.

Independent retailers have little or no choice of wholesaler for packaged groceries. Combined with
the barriers to entry into grocery wholesaling, which is discussed further later in this chapter, this may

63 Freshlogic, Report on issues relevant to the ACCC inquiry into the competitiveness of retail prices for standard groceries, March 2008
(included in Coles supermarkets, submission no. 157).

64 NARGA, submission, no. 129, p. 35.
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66 FoodWorks, submission no. 90, p. 39.

67 Metcash, Full year results presentation, 2008.
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give Metcash some degree of pricing power. The lack of an alternative grocery wholesaler may enable
Metcash to achieve excessive margins and a degree of ‘monopoly’ profit.

As noted above, from 2000-01 to 2007-08 Metcash’s EBITA margin in its IGA>D division (which
supplies packaged groceries to independent grocery retailers) increased from 3 per cent to

4.5 per cent. A range of evidence suggests this is a healthy margin for an operation that only
wholesales groceries and does not bare the capital and other costs of retailing.

Comparison of Metcash margins and MSC margins
In a public hearing Metcash submitted the following:

MR O’DONOVAN: All right. But — so you wouldn’t accept that that one per cent improvement in
your EBIT percentage represents in any way Metcash taking a bigger margin?

MR REITZER: It does represent Metcash taking a bigger margin because, if you look at the overall
profitability in the industry in the year 2000, and if you specifically look at my competitor that sets
that profitability, Woolworths determine how much profit there is on the table for the independent
retailers and Metcash to share. And back in the year 2000 — and that’s the competitive tension that
| referred to that gets created at retail — so back in 2000 | can’t remember what EBIT Woolworths
were operating at in their grocery, but | think it was half of what it is now as well. And that was the
profit pool, if you want, that was available for the independent retailers and Metcash to share. Now
it's doubled.

MR O’DONOVAN: All right. So you have effectively followed your — your network has followed
Woolworths up ...

MR REITZER: Yes.
MR O’DONOVAN: ... in terms of the margin that you make.
MR REITZER: That’s correct.

MR O’DONOVAN: And your margin, as the wholesaler, has improved, and you have captured
one per cent of that improved margin?

MR REITZER: That’s correct.

And further:

MR O’DONOVAN: Okay. So why then, if it's just you performing better internally, why then is the fact
that Woolworths has pushed out its margins at all relevant to what margins you’re making?

MR REITZER: Because that’s what’s available in our industry. So if you have a model where you
work as hard you possibly can to get your costs as low as possible on the distribution and the
running of the retail store, and you join banner groups, and you create buying power in the brands
to get the costs of goods in your promotions as good as possible, and then you go out and monitor
your opposition. And, as the Commissioner said, you can’t afford to sell, you know, lower than
them, but it's more or less at their price. If their margin goes up so does the margin go up in your
sector of the industry. That’s how it works.

MR O’DONOVAN: Okay. And so, in that sense, a lack of competition in the retail sector has not
caused — sorry, as a consequence of — there’s been not enough competition in the sector either
from you or from Woolworths to shrink that margin back down to what it was three years ago?

MR REITZER: That’s absolutely correct. If something happened tomorrow and Woolworths made
a decision to make half the EBIT that they’re making today, our EBIT, as Metcash the wholesaler,
would half and so would our retailers.

MR O’DONOVAN: Sure. Right. But Metcash is not going ...

MR REITZER: That’s what happens in a free market, yes.
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MR O’DONOVAN: Sure. And Metcash certainly isn’t going to make a decision to half its margins to
increase volume?

MR REITZER: Halving our margins wouldn’t increase volume. | mean, there’s other things that one
employs as a retailer and a wholesaler to increase your volume. So that wouldn’t — and, no, we
wouldn’t make a decision like that on our own.%®

The above exchange contributes to the ACCC view that Metcash prices under the umbrella of
Woolworths retail pricing. Metcash is taking advantage of the increasing profits available to it as a
result of the MSCs pricing policies. As a result of pricing under this umbrella, Metcash is not supplying
packaged grocery products at a wholesale price to enable independent retailers to compete with the
MSCs aggressively on price.

A comparison between the margins achieved by Metcash and those achieved by the MSCs is
somewhat difficult as the MSCs undertake both grocery wholesaling and retailing, where Metcash only
undertakes grocery wholesaling. Nevertheless the following analysis is informative. Metcash submitted
that IGA>D achieves an EBIT margin of 4.25 per cent on its wholesale sales to independent retailers.®®
Metcash has stated that independent retailers achieve a gross margin of around 18 to 19 per cent

on dry groceries. Assuming this level of mark up, the 4.25 per cent EBIT margin that IGA>D earns

on its wholesale revenue represents around a 3.59 per cent proportion of retail prices. Confidential
documents confirm that this is an appropriate estimate.

This is less than the EBIT margin of 5.76 per cent achieved by Woolworths in 2006-07 for its food and
liquor divisions and is greater than the 3.39 per cent EBIT margin achieved by Coles in 2006-07 for its
food and liquor division. Metcash does not own or operate stores, or face any significant part of the
capital and operating costs of the retail stores. For every $100 spent by consumers on:

e packaged groceries at a Metcash-supplied independent grocery retailer, Metcash on average
received $3.59 in profit or EBIT

e groceries and liquor at a Coles supermarket, Coles on average received $3.39 in profit or EBIT

e groceries and liquor at a Woolworths supermarket, Woolworths on average received $5.76 in profit
or EBIT

Although the products included in these comparisons differ, it appears that Metcash captures a
significant proportion of dollars spent on packaged groceries in independent grocery retailers.

Comparison of the margins of Metcash and United Kingdom grocery wholesalers

Chart 7.4 replicates a figure from the UK grocery inquiry report. ™ It details the operating margins of

10 of the major ‘direct to store’ grocery wholesalers and five cash and carry wholesalers in the UK.
According to the UK inquiry report, these wholesales account for between 15 and 20 per cent of total
UK grocery supply.”" Also included in the figure are Metcash’s EBITA margins.” The ‘delivered’ grocery
wholesalers provide comparable services to those offered by IGA>D.

68 ACCC, Public hearing, Melbourne, 2 June 2008, 42-3

69 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 38.

70 Competition Commission, The supply of groceries in the UK market investigation—provisional findings report, appendix 5, A5(5)-2.

71 ibid.

72 As an EBITA margin, these figures will overstate the EBIT margins achieved by Metcash’s IGA>D division. However, the ACCC notes that
Metcash has claimed relatively little amortisation in its accounts and that, based on Metcash’s published accounts, amortisation would be
expected to only have up to 0.3 percentage points on margins. Relevantly, in the course of public hearings Metcash stated that it's IGA>D
division achieved an EBIT of 4.25 per cent on its grocery sales to retailers.
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Caution needs to be exercised in drawing conclusions from international comparisons. Like-for-like
comparisons are not straightforward. In particular, the range of activities conducted by the companies
and the number and density of the grocery retailers they supply will affect their margins.

Nevertheless, from 1995-96 to 2005-06, the delivered wholesalers achieved operating margins or EBIT
margins™ of around 1 per cent.” These are significantly lower than those achieved by Metcash.

Chart 7.4 EBIT margins of UK grocery wholesalers vs EBITA margin of Metcash,
2001-02 to 2007-08
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Source: UK Competition Commission and Metcash™

Although the operations of these wholesalers and Metcash are not identical, the evidence suggests that
Metcash margins are healthy. In the UK there are over 400 wholesalers, the largest of which has only a
20.8 per cent of grocery wholesaling revenues, and the largest 15 wholesalers cover 78.8 per cent of
the wholesale market.” The lower EBIT margins in the UK may reflect increased competition resulting
from this comparatively less concentrated market structure.

The ACCC notes the QIW case in 1993, which involved the merger of independent grocery
wholesalers. In that case, Justice Spender suggested that it could be expected that with the exit of
a wholesaler such as QIW, the prices charged by Davids could potentially increase by 2 per cent to
3 per cent.”” Justice Spender also emphasised the importance of 2 per cent to 3 per cent in a high
turnover industry such as grocery wholesaling. His Honour stated:

73 The term operating margin in the UK report is consistent with the EBIT margin term used by the ACCC.

74 Competition Commission, op. cit., A5(5)-7.

75 Competition Commission, The supply of groceries in the UK market investigation— provisional findings report, appendix 5, A5(5)-8;
Metcash, Company results financial year ended 30 April 2008, 3 June 2008, p. 16. Metcash, viewed on 30 June 2006, www.metcash.
com/index.cfm?page_id=2152.

76  Competition Commission, The supply of groceries in the UK market investigation, vol. 1, p. 40.

77 QIW Retailers Limited v Davids Holdings Pty Limited & Ors; Attorney General of the Commonwealth v Davids Holdings Pty Limited & Anor
(1993) ATPR 41-226.

Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries 151



What actually occurred when Davids entered into Australia in 1986 is instructive. The effect of that entry was to
significantly lower prices. In an industry where the margins are generally very small, the lowering of prices was in
the order of 2 to 3 per cent—a dramatic reduction. This experience on the evidence is mirrored in the position in
Western Australia and | think it right to conclude that the margin charged by F.A.L. has resulted in the invitation by
some independent retailers to Independent Holdings Limited to enter that market.” [p. 41 145]

This example may also be relevant in relation to Metcash, as it is now the only wholesaler with national
coverage. If a new entrant did begin wholesaling to the independent sector, it could potentially be the
case that wholesale prices to the independent sector could fall by 2 to 3 per cent.

ACCC'’s view

Most independent retailers have little or no choice of wholesaler from which they can acquire packaged
groceries. This lack of choice may provide Metcash with some pricing power. The evidence suggests
that Metcash is achieving a healthy margin for a grocery wholesaler. Metcash does not appear to have
passed on to independent retailers much of the benefits of the economies of scale it has achieved
through the expansion of the independent retail sector it supplies.

The ACCC considers that Metcash achieves a margin due to its pricing power—a margin only
accessible because of its position as the sole national supplier to the independent sector. This is likely
to reduce price competition from Metcash-supplied independent retailers.

7.5.4 \Vertical separation between Metcash and independent retailers

Although Metcash has recently taken equity stakes in some of the retailers it supplies, for the most part
they are separately owned. Metcash’s major competitors (the MSCs) are vertically integrated.

Vertical integration may provide the MSCs with some advantages over Metcash and independent
grocery retailers. A number of these advantages have already been discussed. One is the ability to
ensure that all its stores diligently implement promotions. This increases the effectiveness of promotions
and arguably reduces their cost. Another is the ability to ensure certain elements of the retail offer are
standardised across stores. This can improve consumer perception of the retailing brand and can make
marketing and advertising expenditure more effective and efficient.

Probably the most significant benefits of vertical integration between grocery wholesaling and retailing is
the improved alignment of incentives.

This can be illustrated by an example. Assume Metcash wished to pursue market share in wholesaling
by competing with the MSCs on price. One way it could do this is to reduce the wholesale prices it
charges independent retailers. However, as Metcash does not own the retailers, it cannot be assured
that the retailers will pass through all or most of the reduction in wholesale prices in lower retail prices.
The smaller the pass through to retail prices, the smaller the increase in the sales of independent
retailers will be and therefore the smaller the increase in market share achieved by Metcash. Uncertainty
about the pass through may reduce the incentive to Metcash to follow such a strategy. A vertically
integrated wholesaler and retailer does not face this concern.

There are ways in which Metcash can reduce this incentive problem. One way is to reduce wholesale
prices on advertised promotions where retailers are required to charge a specified price. However, as
noted before, the effectiveness of promotions can be limited by the vertical separation of Metcash and
the independent retailers it supplies.

78 ibid.
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ACCC'’s view

There are number of possible reasons why Metcash’s wholesale prices may limit the ability for
independent retailers to compete aggressively on price, including:

e Metcash would appear to pay more to suppliers for grocery products than the MSCs.

e Metcash appears unable to achieve the same economies of scale, scope and density in wholesaling
as the MSCs.

e Metcash appears able to achieve excessive margins at the only national wholesaler to independent
retailers.

e The vertical separation between Metcash and the independent retailers it supplies.

It is possible that each of these factors affect the ability and incentives for Metcash to price to large
independent retailers to enable them to aggressively pursue market share through price discounting.

Metcash’s wholesale EBIT margins appear healthy, which may be the result of the lack of competition
on wholesaling packaged groceries to independent retailers. Nevertheless Metcash appears to face
cost disadvantages relative to the MSCs, through to the cost of acquiring goods from product suppliers
and the relative scale of their operations. Even if these disadvantages can be resolved, Metcash’s
incentives to seek market share through discounting may be dampened by the different ownership of
the grocery retailers it supplies.

7.6 Competitive constraints on Metcash

Even though Metcash appears to achieve healthy margins, it does not operate without constraint.
A number of factors limit Metcash'’s pricing power. To varying degrees, these include constraints
imposed by:

e the MSCs

® the possibility of bypassing Metcash

* independent supermarkets establishing their own wholesale operations

e retailers switching banners

e the MSCs offering wholesale supply to independent stores.

7.6.1  Constraints imposed on Metcash by the MSCs

Metcash submitted at the public hearing that it is significantly constrained in its pricing to retailers by
the retail pricing of the MSCs:

... the real competition is at retail level and it competes with the two major chains. So the constraint
in saying the word monopoly comes from the retail level in terms of what our prices are, what our
promotions are, how much we can charge for service fees. That’s where the competition is.”®

BITRE found that:

... for many small towns independent stores are the only local source for groceries. In locations
where there is no major retail chain operating, independents face either minimal competition,
competition from another independent, or partial competition from stores in neighbouring towns.
However, the overall market size is typically much smaller, so turnovers are likely to be constrained.

79 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 25.
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Given the differences in market conditions, it is reasonable to expect pricing strategies of
independents in smaller towns to differ from those located in larger, more competitive centres.®

As a wholesaler, Metcash is not in direct competition with the MSCs. Its sole direct customers are
independent grocery stores and not final retail customers. However, Metcash does compete indirectly
with the MSCs. The close relationship between Metcash and the retailers it supplies means that to
some extent Metcash pricing is constrained by competition from the MSCs.

Metcash noted that while it is:

... not normally a retailer, it provides pricing advice to its retailers through undertaking price checks
and assisting retailers to choose a pricing strategy appropriate for their store. Metcash’s pricing
advice is a guide only and independent retailers are largely free to set their own prices.®

Metcash supplies retailers with an invoice, which includes a recommended retail price that the retailer
can use in their store. The ACCC understands from confidential information received that retailers are
then able to choose different price files that reflect the level of price competition they wish to engage
in.82 For example, a large independent retailer who is trying to compete with Coles and/or Woolworths
on price for biscuits may request a pricing file that prices biscuits at a certain percentage below
Woolworths’ or Coles’ pricing, but for other product categories may choose the base price file. The
ACCC also understands that in certain circumstances retailers will specify the gross profit they wish
to make on certain product categories, and Metcash will tailor their price file accordingly. The pricing
invoices also include the gross profit that will be made if the recommended price given by Metcash is
adopted.

If Metcash decides to increase its wholesale prices to independent retailers, independent retailers are
faced with two options:

e either absorb the cost increases in the form of lower per-unit margins or

® pass on the increased wholesale price to consumers, thereby maintaining their per-unit margins.

Either of these responses is likely to result in Metcash losing sales volumes. If independent retailers
increase their retail prices (to recover higher wholesale prices), it is likely that they will lose customers
to other grocery retailers including the MSCs. If independent retailers accept lower per-unit margins,
they will have less profit to reinvest in their business to improve their retail offer, and some may even go
out of business. Either way, Metcash may lose volume to the MSCs. This (indirect) competition with the
MSCs has the effect of constraining Metcash’s wholesale pricing.

ACCC'’s view

The ACCC considers that competition with the MSCs does constrain Metcash. If Metcash raised
its prices too far, it would clearly damage the large independent retailers, who would stand to lose
substantial amounts of business. This would in turn damage Metcash as its revenue would fall.

However, the constraint of retail competition on Metcash’s wholesale pricing is not as strong a
constraint as it would be on a vertically integrated company equivalent to the Metcash — IGA network.
A vertically integrated grocery retailer will ultimately absorb the entire downside to increased wholesale
prices. In contrast, Metcash as a non-vertically integrated wholesaler has a certain ability to pass on
some of the impact of increased wholesale prices to independent stores that may be willing to accept
lower margins. This arguably gives Metcash a certain ‘cushion’ from the full effects of retail competition.

80 BITRE, submission no. 188, p. 12.
81 Metcash, submission no. 181, p. 47.
82 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 16.
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7.6.2 Constraints imposed by the possibility of bypassing Metcash

One of the constraints operating on Metcash is the possibility that retailers will source a higher
percentage of products directly from producers, thus cutting Metcash out of the supply chain.

NARGA noted that:

... an independent retailer is likely to purchase from the major wholesaler as little as 45 per cent of
what he sells, sourcing the rest direct.®

FoodWorks in particular noted that independent retailers can go direct to suppliers in certain
circumstances, but that this is rare and suppliers are generally unwilling to deliver small quantities of
goods to individual stores, preferring to go through Metcash.

The cost of distribution across the retail network is usually prohibitive for direct supply arrangements
to be able to compete with the major distribution centres.®

ACCC'’s view

The ACCC, while noting that in certain circumstances suppliers are prepared to supply direct to
retailers, does not consider that, on the whole, the possibility of sourcing supply directly from suppliers
is a real constraint on Metcash. This issue is discussed further at section 7.7.5 in relation to specific
clauses Metcash has with suppliers deterring direct dealings with stores.

7.6.3 Constraints imposed by independent supermarkets establishing
their own wholesale operations

A potential risk for Metcash is the possibility of a large independent supermarket chain establishing its
own wholesaling operation. Establishing a wholesale operation would give the retailer greater direct
control over its sources of supply. However, establishing a wholesaling operation requires considerable
investment, management effort and risk. For such investment to be commercial, the retailers serviced
by any new wholesaler must be of sufficient size to achieve unit costs comparable or better to those
offered by Metcash. Barriers to entry into wholesaling are discussed later in this chapter.

Although Metcash has argued that this is a potential constraint on its pricing, other parties have argued
that independent supermarkets establishing their own wholesale operations (or alternatively joining a
new wholesale operation that may enter the market) is extremely unlikely. 8

ACCC’s view

While it may be possible for a number of independent supermarkets to establish their own wholesale
operation, the ACCC considers that the initial costs of setting up a rival wholesale network either within
one state or nationwide may be prohibitive. Franklins had a distinct advantage over other chains of
independent retailers, such as FoodWorks, in that it was only located in New South Wales. This meant
that when Franklins established its own wholesale operation it only had to establish warehousing and
transport infrastructure in New South Wales, rather than across all of Australia. Franklins was also in a
different position to other independent retailers in that it had backing from its parent company, Pick n’
Pay, who were prepared to outlay significant capital to establish Franklins’ wholesaling operations.

83 NARGA, submission no. 129 (part B), pp. 26-27.
84 FoodWorks, submission no. 90, p. 44.
85 Mr Peter Bunn submission no. 58, p. 12.
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The risks involved in establishing a nationwide wholesale distribution network are great, and may be
considered too great for most retailers or groups of retailers, therefore preventing independent retailers
breaking away from Metcash. The ACCC considers that a more feasible option may be for a new
entrant to set up a wholesale distribution network within one state or throughout the east coast states.
This issue is discussed further at section 7.7.2.

7.6.4 Constraints imposed by retailers switching banners

A further alternative for independent retailers may be to join another established supply chain. For
example, it may arguably be open to some independents seeking to obtain better terms of supply to
join the Franklins or SPAR banners. Franklins stated that ‘in order to entertain our prices and our ranges
of house brands, the independent would have to take the ... to operate under the Franklins banner.’®

A further alternative for some stores could potentially be to realise the value of their retail site by selling
it to an MSC, ALDI or other retailer, rather than continuing in business. The MSCs have previously
used acquisitions of independent stores as a means of expansion. This issue is discussed further in
chapter 19.

ACCC'’s view

The ACCC acknowledges Metcash’s argument that independent retailers may be able to access

‘an alternative supply chain with Franklins’®”, and while considering that this may be true in certain
circumstances in New South Wales, the ACCC also considers that the required rebranding of stores to
Franklins is likely to act as a deterrent for many existing independent retailers.

The ACCC notes the various acquisitions in the past of independent retailers by the MSCs. In particular,
the acquisition of ex-Franklins stores by Woolworths and various acquisitions by both Coles and
Woolworths of individual stores around Australia is a clear indication that where independent stores

are not profitable, yet offer a potentially profitable site for another chain, there is a willingness of these
chains to acquire the sites.

In terms of the typical store size of independent retailers, the ACCC is of the understanding that the
sizing limitations of sites may mean many stores are unattractive for the MSCs, which tend to prefer
large sites that are easily adaptable to their preferred format.

7.6.5 Constraints imposed by the MSCs offering wholesale supply to
independent stores

A further possible constraint on Metcash is direct competition in wholesaling from the MSCs.

Up until 2002, Woolworths ran its own wholesaling operation, AIW. Since AIW ceased operations,
neither Woolworths nor Coles have made any obvious moves towards commencing a wholesaling
business that would supply independent retailers.

ACCC’s view

The ACCC considers that it is highly unlikely that either Coles or Woolworths would consider setting up
their own wholesaling operations to supply independent retailers.

86 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 50.
87 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 49.
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7.6.6 Constraints imposed by the possibility of collective bargaining

The ACCC notes the above constraints and considers that they limit the ability of independent
retailers to compete on price with the MSCs. One means by which small businesses can seek

to establish a degree of countervailing power in negotiations with a larger business is by coming
together and collectively negotiating with the larger business. While such arrangements would
ordinarily raise concerns under the Act, the ACCC is able to grant immunity for collective bargaining
arrangements where it considers that such arrangements are in the public interest.

For example, in September 2007 the ACCC granted authorisation for a group of stationary retailers,
Office Choice Limited, Office National Limited and Office Depot Products Limited, and their

franchises, to collectively bargain the terms and conditions on which wholesale suppliers of office
products will supply them.® In authorising the arrangements the ACCC considered that, amongst other
things, allowing the stationary retailers to collectively negotiate with stationary wholesalers would allow
them to obtain wholesale supply at lower cost than would otherwise be the case, and that this was
likely to be reflected in lower prices for consumers. The ACCC'’s consideration of applications

for immunity from the Act for collective bargaining arrangements is discussed in further detail

in appendix H.

The ACCC assesses each application on a case by case basis. While the ACCC is not able to give
guarantees to prospective applicants, independent retailers wishing to negotiate better terms and
conditions with Metcash for the supply of packaged groceries may wish to consider the benefits
associated with collective bargaining.

Often, an industry association will coordinate an application for authorisation of a collective bargaining
notification on behalf of their members. However, to that end the ACCC notes that NARGA has publicly
stated that its role is not to facilitate such coordination, but rather is to lobby government. &

NARGA gave evidence at a public hearing that its funding is primarily sourced from Metcash (around
80 per cent). The remainder of NARGA's funding is sourced from individual independent retailers or
state based associations representing independent stores.®

The ACCC considers that NARGA's position as a representative of independent retailers is
compromised as a result of their majority funding coming from Metcash, the only national supplier

to NARGA's members. For example, the ACCC does not consider that NARGA can represent the
independent retailers effectively in relation to issues of wholesale supply arrangements when NARGA
receives 80 per cent of its funding from the only national wholesaler, Metcash.

7.7  Factors limiting the competitive constraints imposed
on Metcash

The most likely way in which Metcash will face greater competition is the entry of a second major
independent wholesaler. This would likely come through the sponsorship of a new entrant by a major
independent retailer such as FoodWorks, Foodland or Ritchies.

This section discusses the barriers to such entry.

88 ACCC Determination, application for authorisation A 91058 lodged by Office Choice Limited, Office National Limited and Office Products
Depot Limited in respect of collective bargaining with office product suppliers, 19 September 2007.

89 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 37.
90 ACCC, public hearing, Canberra, 9 April 2008, pp. 42-43.
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7.7.1 Economies of scale in wholesaling

When Metcash was questioned in the ACCC'’s public hearings about the margins it makes given its
position in the wholesale market, and the effect that any possible entry into the wholesale market may
have on its margins, the following discussion took place:

MR O’DONOVAN: Sure, but even if they could do things exactly the same, they could also deliver to
customers goods at a lower margin?

MR REITZER: | suppose they could, yes.

MR O’DONOVAN: All right. So it's possible that there might be an improvement in the independent
sector in terms of its price competitiveness if there was a competitive wholesaler introduced to
compete against Metcash?

MR REITZER: Yes, the barriers to entry in terms of wholesale distribution are quite low, as was
evidenced by the Franklins case. They went to a transport company. They had a spare warehouse,
and they set up a warehouse with them very, very quickly, and obviously very, very cheaply. And so
it’s not, like, difficult to get a warehouse in Australia; it’s not difficult to get the trucks, the technology.
Everyone knows exactly what technology we use. You just buy it off the shelf. We don t have a
technology. So they would be able to set up a warehouse. The big question is how much volume
they can pump through it.%!

This exchange indicates that there is the potential for improvement in wholesale price competition if
another wholesale competitor entered the market. However, Metcash contends that the real barrier to
entry is aggregating sufficient volume to make the operation viable.

Evidence presented to the ACCC indicates that Franklins had an advantage in setting up their
wholesale business as they were situated only in New South Wales and therefore did not have the
logistics issues which are likely to arise for products being shipped all over Australia. Further, Franklins
had the backing of Pick n” Pay who were able to fund their wholesaling division.

Metcash stated that new entrants into the wholesale market could deliver goods to retailers at lower
margins than those currently achieved by Metcash. This illustrates the lack of competition in the
wholesale market. As a result, retailers are potentially paying higher prices to purchase goods than
might otherwise be the case.

Franklins noted:

Economies of density, scale and scope in grocery retailing are extremely ... Without these
economies the costs to operate a profitable and competitive retail chain is prohibitive.®?

Metcash noted that:

An effective ‘third force’ in the grocery retailing market would need to achieve significant economies
of scale, scope and density in order to compete effectively with the MSCs ...%

The ACCC believes that the difficulty for vertically integrated players such as Franklins and ALDI to build
a critical mass of stores within new regions —to gain access to these economies of scale and density —
has hampered their ability to expand in Australia.

Taking Franklins as an example, its approximately 80 stores are all located within New South Wales,
which takes advantage of economies of density. If Franklins’ stores were instead spread around
Australia, it would suffer from a lack of economies of density.

91 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 42.
92 Franklins Pty Ltd, submission no. 104, p. 4.
93 Metcash, submission no. 181, p. 35.
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The ACCC notes that while Metcash’s dollar CODB has generally been growing, in every period from
2001-02 to 2007-08, it grew by less than sales (and was negative in 2004-05). This might suggest
some economy of scale benefits from its significant sales growth.

The ACCC considers that there are substantial barriers to entry to establishing a new wholesale
operation on either a national or state-wide basis. The ACCC does not consider that a new wholesaler
could be immediately profitable. For a new wholesaler to be profitable the ACCC considers that it would
be necessary for the new wholesaler to attract a significant number of retailers to ensure that significant
volumes are passing through the wholesaling operation.

The ACCC also considers that the wholesaler would need to not only attract individual retailers, but also
larger ‘chains’ of retailers, such as FoodWorks or Ritchies. As noted above, this may be difficult for a
new wholesaler to do, as Metcash has recently taken minority shares in some of the larger independent
chains. Another alternative may be for an independent chain to break away from Metcash and set up
their own wholesaling operation (as done by Franklins.)

The ACCC does not consider that the minimum efficient scale to run a profitable wholesaling operation
are as great as Metcash’s current scale. Further, the ACCC considers that a wholesaling operation

run on a state-wide basis, rather than a national operation, may more easily achieve the economies of
scale needed. This is particularly true in some of the heavily populated east coast states. That said, it
is impossible to comment definitively on the exact conditions needed in the wholesale grocery market
to allow a second large wholesaler to compete against Metcash. The ACCC notes that Franklins, who
have 80 stores, publicly stated that they have reached the critical mass required to run a profitable
vertically integrated chain in New South Wales.®* As such, the ACCC considers that on a state basis,

a wholesaler would need to have guaranteed annual sales of between $800 million and $1 billion to be
viable.

7.7.2 Barriers to switching from Metcash

The ACCC has received confidential information from various parties relating to barriers to switching
that have the potential to cement Metcash’s position as the only nationwide wholesaler. While the
ACCC has not at this stage investigated the allegations made by various parties to determine if there
is a breach of the Act, the ACCC is concerned that the potential for Metcash to take advantage of
its position as the only national wholesaler may be limiting the ability of independent retailers to break
away from Metcash.

Evidence received suggests that Metcash engages in conduct that has the potential to prevent
independent retailers using alternative supply arrangements, such as establishing their own wholesaling
operations. The alleged conduct is varied, but involves Metcash including specific clauses in contracts
making it difficult for retailers to exit supply arrangements, withholding of rebates and lowering of
service levels. Confidential evidence suggests that such barriers would make it uncommercial for
independent retailers to terminate their supply arrangements with Metcash.

The ACCC understands from interested parties that a drop in service levels not only reduces short-
term profits, but also has a long-term detrimental impact on the store’s reputation with customers.
Confidentially, the ACCC has received submissions from independent retailers suggesting they are
reluctant to consider the possibility of leaving Metcash, as if they do Metcash has the ability to damage
their reputations by reducing service levels. A reduction in service levels might, for example, lead to
stock shortages in critical product lines.

94  ACCC, public hearing transcript, Sydney, 1 April 2008, p. 54.
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It has been confidentially submitted that if Metcash were to withhold rebates for a sustained period,
independent retailers would fail. The ACCC would be concerned if Metcash were to withhold rebates in
an attempt to prevent independent retailers sourcing an alternative supply arrangement.

7.7.3 Equity stakes by Metcash

The ACCC also notes that while Metcash does not operate independent retailers, it has in the last
few years taken a financial interest in some of the larger independent retail chains, such as Ritchies
in Victoria. Metcash'’s financing can help independent retailers to grow their stores and improve their
competitiveness. It can also have the effect of tying these retailers to Metcash.

At a public hearing Metcash explained their strategy for taking minority equity stakes in some of the
larger more successful independent chains:
MR O’DONOVAN: Okay. And is one of the consequences of taking that equity position that they’re,

effectively, locked into the or, at least, Metcash is able to strongly influence them to retain acquiring
their volumes from the Metcash group?

MR REITZER: That’s correct.

MR O’DONOVAN: Okay. So its part of a lock in strategy?

MR REITZER: That’s correct.

MR O’DONOVAN: Okay. And it’s primarily employed in those larger groups?

MR REITZER: It's only employed in the larger groups.®®
The ACCC understands Metcash has also employed a strategy of taking equity investments in fresh
fruit and vegetable wholesalers. On 4 December 2007, Mr Reitzer commented that:

... instead of growth by knocking on the door, it is going to be growth through acquisition ... There
are about eight (fruit and vegetable wholesalers) that we got lined up [sic].%

ACCC'’s view

The ACCC considers that Metcash taking minority equity positions in large independent chains can
assist in making the chains more competitive. However, it may also have the effect of limiting the ability
of a group of retailers breaking away from Metcash and commencing their own wholesaling operation.

Similarly, the ACCC considers that taking equity investments in fruit and vegetable wholesalers is
ensuring that Metcash not only has capable wholesaling facilities for fruit and vegetables, but is also
able to limit the number of alternative wholesalers available to supply independent retailers.

7.7.4 Barriers to dealing directly with product suppliers

Following a review of documents obtained from Metcash and various suppliers, the ACCC has found
that Metcash includes clauses in supply agreements that require suppliers to pay rebates to Metcash
for products stocked by IGA>D even where the supplier has dealt directly with retailers. The ACCC
considers that such clauses make it economically unattractive for suppliers to deal directly with
retailers. The ACCC is concerned that these agreements discourage direct dealings between the
supplier and independent retailers by increasing the cost of direct supply and/or reducing the discounts
that might otherwise be available to the retailer.

95 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 69.
96 Sydney Morning Herald, ‘Metcash books 30 per cent rise in H1 profit’, viewed 26 June 2008, www.smh.com.au.
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The arrangements ensure Metcash is made aware of the details of direct supply. This information
would enable Metcash to identify competitive threats and employ responses to deter emerging
competitive supply.

Given Metcash’s dominant position in the wholesale market any restriction on potential competitive
tension may have a significant anti-competitive effect. The ACCC will closely examine any these
arrangements and any complaints received that relate to such clauses in agreements with Metcash.

7.7.5 |IGA Fresh

IGA Fresh is a division of Metcash which supplies fruit, vegetables, meat, deli and bakery to
independent retailers. The fresh food capability was acquired by Metcash as part of Foodland
Associated Limited and operates as a division of IGA>D until it was formally established as a separate
division in November 2007. Metcash submits that it has plans to grow the IGA Fresh business, which
currently services around 280 stores in Western Australia and Queensland.?” In its evidence at a public
hearing, Metcash noted that the fresh component of a retailer is vital to success, commenting that:

in retail today, if you don’t have good fresh mix in your supermarket you don’t have as profitable
supermarket as one that only sells dry groceries [sic].%®

In relation to fresh produce, Metcash has devised a separate set of trading terms, rebates and
pricing to their packaged grocery operations through IGA>D. Metcash submits that its pricing format
is determined by the quality of produce desired by each retailer.®® A further addition to the rebates,
allowances and various discounts that will relate to fresh produce is the teamwork score or teamwork
rebate, which is based on the volume of both packaged and fresh grocery items sourced from
Metcash. Metcash submits that retailers will:

... get your [their] trading terms on dry, frozen and chilled, you would get your [their] trading terms

on fresh, and then over the top of that there would be an umbrella that says if you ... buy from

us ... 85 per cent there might be another X percentage over that which is sharing the benefits of the
volume —more volume coming out of one distribution centre.'®

Metcash further contends that they will not use the power they have as the only national wholesaler to
force independent retailers to source their fresh produce from Metcash.'*!

In a public hearing, the Kondouris Group noted that their ability to source fruit and vegetables directly
from the supplier allowed them to be more competitive with the MSCs. %2

The ACCC has received confidential evidence from industry participants expressing concerns about
Metcash’s move into wholesaling of fresh products. In particular, concerns have been raised about
Metcash attempting to take over the supply of fresh produce and, subsequently the potential for
Metcash to limit the independents’ ability to deal directly with producers. Concerns also relate to the
possible inclusion of exclusivity clauses in trading terms and supply agreements which would result
in Metcash taking a percentage of any rebates, allowances or other discounts negotiated between
retailers and suppliers, as they currently do for other products.

97 ACCC, public hearing transcript, Melbourne, 2 June 2008, p. 63.
98 ibid., p. 35.

99 ibid., p. 63.

100 ibid., p. 64.

101 ibid., p. 64.

102 ACCC, public hearing transcript, Canberra, 8 April 2008, p. 19.
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ACCC'’s view

The ACCC has concerns that Metcash intends to use its move into IGA Fresh and the subsequent use
of the teamwork score to exert influence over those retailers who continue to buy their fresh produce
directly from suppliers.

While the ACCC acknowledges that increasing volumes supplied by Metcash decreases its costs,
Metcash should not use its position as the only national wholesaler of packaged groceries to compel
retailers through the teamwork score initiative to buy fresh produce from Metcash. The ACCC would
be concerned if Metcash moved to decrease rebates on packaged groceries to those independent
retailers who did not source fresh products from IGA Fresh, or introduced a teamwork structure that
created disincentives for its retailers to acquire fresh product from other wholesalers.

The ACCC is also concerned that Metcash may be seeking to extract a greater proportion of the

joint surplus arising from the Metcash-independent value chain. There is reason to believe that
independents’ sales activities and returns in fresh foods contribute very substantially to any commercial
buoyancy that currently exists in independent grocery retailing. There is similarly reason to believe that
Metcash may be attracted to the strong margins that independents enjoy on fresh foods that are non-
Metcash sourced, and may be seeking to use its pricing power in wholesaling packaged groceries to
effectively compel its associated independents to transfer some of the resulting surplus to Metcash

by sourcing those items from Metcash, on terms favourable to Metcash. There is consequently some
concern that the further move into IGA Fresh, and the kind of terms and conditions which may be
utilised by Metcash, could have a further negative impact on the financial and competitive health of the
independent grocery retail sector.

Concerns that have been raised by interested parties will be the subject of further examination by the
ACCC.

7.7.6 Lack of transparency in Metcash pricing to retailers

It is industry practice for suppliers to give various discounts and allowances to wholesalers and
retailers. The discounts and allowances Metcash receive can be incorporated into the trading terms of
supply agreements between Metcash and the retailers it supplies. Discounts, for example, can include
early payment discounts, promotional advertising discounts, and ‘efficiency’ discounts from efficient
ordering practices or purchasing economic volumes that result in a reduction in overall logistical costs.

Concerns regarding information asymmetry and, more generally, a lack of transparency in Metcash’s
prices have been raised during the inquiry and at the hearings. For example, Peter Bunn submitted:

... due to the lack of disclosure by Metcash to its customers, the independent retailers, those
retailers have no way of identifying, or understanding, the inputs to the cost of groceries to [sic]
which they pay.'%

From the independent retailers’ perspective, the information disadvantage could affect their bargaining
position and make it difficult to monitor supply agreements with Metcash. As contended by Franklins:

On conclusion of the supply contract with Metcash it became apparent to Franklins that various
discounts and allowances that should have been passed onto Franklins by Metcash were in fact
not passed onto Franklins. This issue is still the subject of court proceedings between Franklins and
Metcash. %4

108 Peter Bunn, submission no. 194, p. 10.
104 Franklins, submission no. 104, p. 2.
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Some parties have suggested that the ACCC should recommend imposing binding requirements on
Metcash to ensure transparency of wholesale costs to enable retailers to put downward pressure on
prices. As noted by Peter Bunn:

So as to enable independent grocery retailers the ability to make fully informed commercial
decisions as to wholesale purchasing, and subsequent retail pricing of grocery products in Australia,
and assist in creating more active retail pricing of grocery products in Australia, the ACCC should
consider the recommendation of legislation for full disclosure by grocery wholesalers as to the
pricing inputs that are included in the final wholesale price charged by grocery wholesalers to
grocery retailers, as this would provide truth and accuracy on which grocery retailers could make
retail pricing decisions that would eventuate in a more aggressive retail pricing strategy, resulting in
far more competition for the grocery consumer.%®

Peter Bunn submitted, following on from a discussion of the lack of competition in the wholesale area:

... This in turn has created a detrimental position for independent retailers in that due to the lack
of number of broad-based wholesalers they have been forced to enter into terms of supply with
Metcash that both restricts their [independent retailers] ability to find alternative wholesale supply,
and secondly hinders any party who may consider entering into the wholesale supply of grocery
products to independent retailers, as the majority of independent retailers are contractually
‘handcuffed’ to Metcash ...1%

The ACCC has received other evidence similar to that provided by Mr Bunn.

ACCC'’s view

When businesses are better informed about their costs than their rivals, they will have an incentive

to use such information to their advantage. Indeed, Metcash has an incentive to legitimately hold the
terms negotiated with its suppliers confidential and subsequently increase its own bargaining power in
dealings with the independent retailers.

The ACCC has some concerns about the substantial litigation costs arising from disputes regarding
supply agreements as, for example, experienced by Franklins. However, intervention in the form of a
legal requirement to compel Metcash to disclose the supply terms it enjoys would potentially create
a situation where the MSCs and other wholesalers enjoy a competitive advantage over Metcash in
negotiations with suppliers. Further, incomplete information is the normal situation when economic

decisions have to be made, and it is not the ACCC’s practice, nor does it have a statutory mandate, to

intervene every time informational asymmetry favours one party to a transaction.

The issue of transparency is, to a degree, a distraction from the more fundamental issue facing
independent retailers. Even if independent retailers knew precisely what terms Metcash was receiving
from suppliers, there are no realistic alternative sources from which they can obtain supply. With few
alternatives for independent retailers in supplying packaged groceries, an independent retailer is not
in a position to demand a greater share of the rebates and discounts that Metcash is receiving even if
they knew the precise terms.

105 Peter Bunn, submission no. 58, p. 11.
106 Peter Bunn, submission no. 58, 10 March 2008, p. 12.
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7.8 Conclusion

Although the independent grocery retailing sector serviced by Metcash has grown in recent times, the
ACCC has found that this is mainly in smaller stores that largely compete on location and convenience
rather than price. Large independent retailers may be able to more readily compete on price with the
MSCs if Metcash priced packaged groceries in a more competitive manner. The ACCC has found that
Metcash appears to price ‘under the umbrella’ set by the MSCs pricing, therefore allowing very few
stores to aggressively compete with the MSCs on price. Evidence indicates that independent retailers
supplied by Metcash who compete aggressively with the MSCs on price make small net margins on
the products Metcash supplies them.

The ACCC has found that although there are some exceptions, evidence suggests that the MSCs pay
closer attention to the pricing of each other and ALDI than Metcash-supplied independent retailers.

There is some evidence that Metcash is acting to protect its position as the only national grocery
wholesaler supplying independent retailers. Given Metcash’s dominant position in the wholesale market
any restriction on potential competitive tension may have a significant anti-competitive effect.

The ACCC believes that efforts to reduce impediments faced by independent retailers to seek
alternative wholesaling arrangements will increase the pressure on Metcash to improve its offer to
independent retailers, particularly its price offering. In turn this may improve price competition in
grocery retailing by enabling the larger independent stores to compete more aggressively with the
MSCs on price.
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8 Competition from other retailers

Key points

e ALDI has a significant effect on the pricing of the major supermarket chains (MSCs). This is most
pronounced on the products that the MSCs consider are most comparable to those offered by
ALDI. These are primarily private label products.

e Franklins has a strong impact on the pricing behaviour of Coles, although this is restricted to
the geographic area in which it operates (New South Wales). ACCC analysis suggests the direct
effect of Franklins on Woolworths’ pricing behaviour is weak.

e Specialty retailers provide consumers with a significant alternative to supermarkets in purchasing
fresh products. The vast number of specialty retailers and the low barriers to setting up specialty
grocery outlets mean specialty retailers provide a strong competitive force in retailing fresh
products.

e Entry or expansion of retailers with models such as ALDI’s or Costco’s provide the most likely
source of greater competition in grocery retailing in the immediate future.

8.1 Introduction

The preceding chapters examined competition firstly between the MSCs, followed by the competitive
impact of Metcash-supplied independents. This chapter examines the competition from those
independent retailers that are not supplied by Metcash, namely ALDI, Franklins, retailers supplied by
SPAR and Costco. It also examines competition from specialist retailers, such as fruit and vegetable
shops, bakeries, butchers and fishmongers.

8.2 ALDI

ALDI is one of the world’s largest retailers, operating in 16 countries with over 7500 sites worldwide.
It is privately owned.

Since entering the Australian grocery industry in January 2001, ALDI’s network has grown to
approximately 170 stores operating across New South Wales, the Australian Capital Territory, Queensland
and Victoria. Many ALDI stores were developed on vacant or greenfield sites, but more recently it has
established stores in shopping malls. The majority of ALDI stores are located in metropolitan and urban
areas, but it also has more than 20 stores in rural areas. ALDI states that an attractive prospective location
should have an immediate catchment population of more than 20 000 people.!

In late 2007, ALDI introduced unit pricing in its Australian stores for most grocery items and remains the
only grocery retailer to have done so to date. This involves the display of both the sale price, and the
per-unit cost of the item. Typically, unit prices are displayed per 100 grams, kilogram or litre and allow
consumers to readily compare the relative price of items across different product sizes.

1 www.aldi.com.au.

Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries 165



Like the MSCs, ALDI is vertically integrated and deals directly with suppliers. Most products are
delivered to stores via one of ALDI’s centralised distribution centres. The majority of products sold by
ALDI are its own brand labels. These products are often packaged and presented in a way that mirrors
a leading brand sold at Coles and Woolworths. ALDI’s product range is similar in all its stores across
Australia.?

8.2.1 How does ALDI compete with the MSCs?

ALDI focuses on the price conscious consumer, offering what it submits is a ‘carefully selected range
of 900 products, designed to match the needs of a consumer’s weekly shopping requirements’.®

ALDI stocks a wide range of products but generally has a limited number of brands for each product
type. This smaller range represents one of the main differences between ALDI and the MSCs and
enables ALDI to operate out of smaller stores than its competitors. It therefore has reduced overheads,
including rent, utilities and payroll, compared to competitors with larger premises.*

Over half of the respondents to the ACCC’s consumer survey stated that they had shopped at ALDI
and that price was the key reason for doing so. The main reason given in the survey for not shopping
at ALDI was that it was too far away or not yet in the respondent’s state. Perceptions of quality have
not been a significant factor in deterring shoppers from shopping at ALDI, with only 2 per cent of
respondents stating that quality was the reason why they had not shopped at ALDI.®

In an attempt to reduce overheads and keep prices low, ALDI stocks products on shelves in pallets
or boxes and customers have to purchase plastic bags. The number of service staff is also kept to
a minimum, and its checkout system is designed to minimise both labour costs and queue times,
with customers packing their own items. ALDI also minimises its costs by generally not undertaking
significant advertising and marketing campaigns. Submissions to the inquiry have also indicated that
ALDI is thought to have lower overheads than the IGAs and FoodWorks.®

The introduction of ALDI and its predominately private label offer drew a competitive response from
the MSCs. As discussed in section 16.3 of this report, the introduction of ALDI was the primary driver
behind the MSCs significantly increasing the number of private label products they offer.”

ALDI made submissions on issues that it argued adversely affect its competitive position within the
Australian grocery industry, including that:

e consumers may find it difficult to make comparisons between its exclusive, private label brands and
proprietary branded products sold by other retailers

e thereis alack of access to suitable sites, particularly within existing shopping centres, hampering
ALDI’s expansion in Australia and forcing it to pursue ‘out of centre’ sites.®

ALDI, submission no. 81, p. 7.

ibid, p. 1.

ibid, p. 2.

ACCC, Survey of grocery consumers.

Horticulture Australia Ltd, submission no. 91, p. 11.

ACCC public hearing transcript, Melbourne, 26 May 2008, p. 56.
ALDI, submission no. 81, p. 10.
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Recent changes in Woolworths pricing policy

During the ACCC'’s public hearings, Woolworths stated that it had changed its pricing practice over the
preceding 12 months towards more uniform prices across a broad range of items.® Woolworths’ pricing
policy is discussed in more detail at section 5.3.1. Before this change in pricing practice, Woolworths
set different prices for a range of (primarily private label) products in many stores with an ALDI store in
the immediate vicinity. Woolworths has since extended the pricing strategy applying to its supermarkets
operating in the vicinity of an ALDI store to apply to all of its supermarkets in the eastern states.™

8.2.2 Evidence of local price competition provided by ALDI

To assess the effects of local price competition, the ACCC conducted an extensive empirical study of
the MSCs’ local store pricing. The findings of this study regarding the impact of ALDI are discussed
here. The full results of the study can be found at appendix D.

In this study, the ACCC separately measured differences in the prices consumers paid for the same
products across individual Woolworths supermarkets and across individual Coles supermarkets. Once
these price differences were measured, the ACCC analysed the factors causing the price differences
across stores (including local competition).

It is important to note that the statistical analysis undertaken by the ACCC only detects the effects of
price competition on differences in prices across stores. For example, the extent to which pricing by
ALDI produces a pricing response from Coles or Woolworths across all stores, or all stores within a
certain distribution area, will not show up in this analysis. Further, as noted below, Woolworths’ move
to more uniform pricing during 2007 and early 2008 means that this analysis will likely understate the
effect of an ALDI on Woolworths local store pricing going forward.

ALDI can affect the MSCs local store pricing in two ways:

e Firstly, by influencing the standard shelf prices and promotional prices set by the MSCs. Information
provided to the ACCC indicates that the MSCs set different shelf prices and promotional prices
depending on the presence of local competitors.

e Secondly, the MSC store managers may match the prices of local ALDI stores.

The results from the ACCC study indicate that ALDI has a significant influence on the MSCs local store
pricing. For example, over 2007 the presence of a closely located ALDI store had the following effects
on Coles local store pricing:

e average prices that consumers paid at a Coles store with the closest ALDI within 1 km were on
average around 0.8 per cent lower than the average prices consumer paid at Coles stores without
an ALDI within 5 km.

e average prices that consumers paid at a Coles store with the closest ALDI between 1 to 5 km away
were on average around 0.6 per cent lower than the average prices consumers paid at Coles stores
without an ALDI within 5 km.

These effects are significant, noting that Coles EBIT margin in its food and liquor division was
3.39 per cent in 2006-07. As shown in chart 8.1, close to 50 per cent of Coles stores have an ALDI
within 5 km.

9  ACCC public hearing transcript, Melbourne, 19 May 2008 p. 53.
10 Except for a limited number of remote stores as described by Woolworths at the ACCC'’s public hearing.

Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries 167



This local pricing response by Coles to the presence of an ALDI store is particularly strong for a range
of products (primarily private label products) that Coles consider are comparable to many of the
products ALDI has on offer. For example, over 2007, for these products:

e average prices consumers paid at a Coles store with the closest ALDI within 1 km were on average
around 5.1 per cent lower than the average prices consumer paid at Coles stores without an ALDI
within 5 km

e average prices consumers paid at a Coles stores with the closest ALDI between 1 to 5 km away
were on average between 3.4 and 4.2 per cent lower than the average prices consumers paid at
Coles stores without an ALDI within 5 km.

As noted above, Woolworths has recently changed its pricing practice in respect of ALDI. Before the
change, ALDI had a significant effect on Woolworths pricing at the store level. For example, over 2007,
the average prices consumers paid at a Woolworths store with the closest ALDI within 1 km, were on
average around 0.7 per cent lower than the average prices consumer paid (for the same products)

at Woolworths stores without an ALDI within 5 km."" As shown in chart 8.1, close to 16 per cent of
Woolworths stores have an ALDI within 1 km.

As noted by Woolworths, it has extended the pricing strategy applying to its supermarkets in the vicinity
of an ALDI store to apply to all its stores in the eastern states:

So in the case of the eastern states, you know, we had a price script that was competing against
ALDI stores when they were in that area. All stores in the eastern states that have ALDIs somewhere
in it, now have that same price script except for, as | said, you know, Mt Isa and stores like that that
are way off the beaten track.'?

As a result the effects of ALDI on Woolworths pricing at the store level now occur at the state level.

Chart 8.1 Proximity of Coles and Woolworths stores to ALDI stores
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Percentage of Coles and Woolworths stores
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[ coles B woolworths

Source: MaplInfo

11 Unlike Coles, if the closest ALDI store was more than 1 km from the Woolworths store it had little or no effect on the local Woolworths
store pricing.
12 ACCC public hearing transcript, Melbourne, 19 May 2008, p. 53.
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8.2.3 Conclusion—ALDI

ALDI competes effectively with the MSCs on price. ALDI’s effect on the pricing of the MSCs is
significant for the products that the MSCs consider are most comparable to those offered by ALDI.
These are primarily private label products.

As part of a global retailer, ALDI has access to substantial amounts of capital. Given this situation,

it was able to absorb losses until it established itself in the industry. Accordingly, its presence and
growth should not be seen as evidence that barriers to entry are low, but perhaps as evidence that the
Australian grocery industry is attractive for parties willing and able to risk the large amounts of capital
necessary for large-scale entry.

8.3 Franklins

Franklins owns 74 stores and has six franchised stores, all of which are in New South Wales. It is a
wholly owned subsidiary of Pick ‘n Pay Stores Limited, a large grocery retailer in South Africa. As part
of the 2001 divestment of Franklins Limited by Dairy Farm International, Pick n Pay acquired 50 stores
in the greater Sydney area and the brand name ‘Franklins’. At the same time, Pick 'n Pay acquired a
further 20 Fresco-branded supermarkets.

Before 2001 Franklins was owned by Dairy Farm International and was a vertically integrated
supermarket chain with distribution centres in all states in which it operated (Queensland, New South
Wales and Victoria). In 2001 Franklins’ mass expansion and reformatting ended in failure, with Dairy
Farm International exiting Australia in May 2001 and its 287 stores being sold to a number of entities,
including Woolworths (71 stores), Coles, Pick ‘n Pay and IGA franchisees.

Between 2001 and 2005, Franklins was supplied with dry groceries by Metcash. In 2005 Franklins
established its own distribution and logistics capabilities and buying team after terminating its supply
arrangements with Metcash, claiming that it was unable to source products through Metcash at a
price that allowed it to compete with Coles and Woolworths.'® Franklins is now vertically integrated and
all Franklins stores are supplied by its two distribution centres. Franklins does not supply unbranded
independent retailers and, currently, for a grocery retailer to be serviced by Franklins, it must either be
corporately owned by Franklins or under the Franklins banner.

Franklins is able to operate a vertically integrated operation with its own distribution centre because its
stores are in close proximity, with nearly all stores located in the greater Sydney area. Such proximity
provides Franklins with the benefits of lower costs through economies of density. Grocery retailers such
as FoodWorks that operate on a national basis do not have this same degree of density and would
presumably find it much harder to establish in-house distribution options. Franklins’ ability to access
capital through its established parent company may also have provided an advantage over other
independent operators looking to expand or develop their own distribution facilities.

8.3.1 How does Franklins compete with MSCs?

Franklins predominately operates out of medium- or large-format stores with approximately one-third
of Franklins stores being greater than 2000 m?2." Franklins sets its prices in a similar manner to the

13 ACCC, public hearing, Sydney, 1 April 2008, p. 48.
14 Maplnfo.
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MSCs. It states that its policy is to ‘establish pricing that allows it to actively compete with the MSCs’.'®
Franklins states that it will adopt zone or regional pricing when necessary to remain competitive with
the MSCs.™®

8.3.2 Evidence of local price competition provided by Franklins

The ACCC is aware that both MSCs price check Franklins stores as part of their regular price
monitoring of other retailers. This suggests that the MSCs consider Franklins pricing to be relevant to
their own pricing.

The ACCC'’s analysis of the MSCs’ local store pricing indicates that the local presence of a Franklins
stores appears to affect Coles local store pricing, particularly for dry groceries (see appendix D). For
example, over 2007, consumers shopping at a Coles store with the nearest Franklins store within 3 km
paid prices for dry groceries that were on average around 0.8 per cent lower than the prices paid by
consumers at Coles stores without a Franklins store within 5 km. Nationally, around 8 per cent of Coles
stores have a Franklins store within 3 km (see chart 8.2). Looking only at New South Wales, around

24 per cent of Coles stores have a Franklins store within 3 km. This effect on Coles’ local pricing is
similar to the local presence of a Woolworths store, and is a larger effect than the local presence of an
ALDI store.

Franklins appears to have little effect on Woolworths'’ local store pricing in any trading department. This
does not necessarily mean that Franklins has no impact on the prices Woolworths offers its customers.
It is possible that the effect Franklins has on Woolworths pricing occurs across all its stores in New
South Wales, rather than at the individual store level.

Chart 8.2 Proximity of Coles and Woolworths stores to Franklins stores
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15 Franklins, submission no. 104, p. 9.
16 ibid.
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8.3.3 Conclusion—Franklins

The local presence of a Franklins store has a strong impact on the pricing of Coles, particularly for dry
groceries. Franklins has only recently moved to a vertically integrated model of grocery wholesaling and
retailing. It is possible that its competitive influence on the MSCs may increase as it fully establishes this
model.

8.4 SPAR

SPAR commenced operations in Australia in 2002 by acquiring the Woolworths-owned Australia
Independent Wholesalers distribution business located in Brisbane.” While SPAR operates
independently in each country, it states that SPAR International is the world’s largest food retailer, with
approximately 15 000 stores in 35 countries.®

In Australia, SPAR is an independent grocery wholesaler that services 300 customers from a 40 000 m?
distribution centre located in Brisbane, which stocks approximately 14 000 stock keeping units (SKUs).
SPAR’s customers are located in Queensland, New South Wales, the Australian Capital Territory, the
Northern Territory and the Pacific Islands. SPAR also provides marketing and retail support to over 130
independently owned retail supermarkets and convenience stores under the SPAR and 5 Star banner
groups.

8.4.1  Competition provided by SPAR

Most of the retail outlets supplied by SPAR are smaller format stores, servicing the convenience or
‘express’ market. Only 11 SPAR supplied stores are above 1000 m? in size.'® Many of the SPAR
supplied stores are located in regional or rural areas. Both SPAR and 5 Star-branded stores have their
own private label products.

The extent to which SPAR provides a competitive constraint on Metcash (as an alternative wholesaler)
in the regions it operates is unclear. Based on evidence provided by SPAR to the ACCC, over 30 stores
have shifted from the Metcash supply network to become customers of SPAR, indicating a degree of
churn between the two wholesalers.?®

SPAR informed the ACCC that it is seeking to expand its wholesale operations and establish a second
distribution centre. It considers the ability to obtain sites as one of the main hurdles to expansion. SPAR
stated that it would be able to increase its SKUs if it were to gain customers who required a larger
range of SKUs.

8.4.2 Conclusion—SPAR

From the evidence available, it appears that SPAR-supplied retail outlets do not provide a significant
constraint on the pricing of the MSCs.

Given the evidence of customer churn between Metcash and SPAR, it would appear that some
retailers consider the two wholesalers as substitutes. Given SPAR’s stated aim to expand its wholesale
operations, it remains to be seen what impact a second independent wholesaler will have on Metcash
in the geographic regions in which SPAR operates.

17 SPAR was then known as Australian Retail Logistix Limited. The current name emerged in October 2006.
18 See www.spar.com.au/corporate.asp.

19  SPAR, submission no.195, p. 1.

20 Email from SPAR to ACCC, 25 June 2008.
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8.5 Costco

Costco is one of the world’s largest retailers and operates an international chain of over 500
membership warehouses in eight countries. It reported net sales of over US$63 billion in the 2007
financial year.?' Costco operates out of simple warehouses and stocks a large range of products.
Costco also operates petrol stations at a number of its United States and Canadian locations. It stocks
3500 to 4000 SKUs across categories that include groceries, sporting goods, jewellery and office
supplies. The company claims that size and efficiency of these warehouses allow for lower costs than
traditional retailers. Costco is only open to members, offering business and individual memberships.
Currently, the annual fee for membership in the US is US$50.

Media reports indicate that Costco intends to open its first Australian store in Melbourne’s Docklands
precinct by mid-2009.22 The reports state that Costco will occupy a 14 000 m? warehouse format
store in the Docklands with construction to begin in September 2008. It is expected to stock about
4000 product lines of groceries, whitegoods, electronics, cosmetics, jewellery, hardware and furniture.
Costco has not announced a membership structure for its Australian store.

8.5.1 What competition will Costco offer?

The arrival of Costco will introduce a new style of ‘big box’ retailing to Australia. Media reports state
that, as Costco derives the majority of its revenue through annual membership fees, it is able to price
goods at between 8 per cent and 15 per cent above cost.?

Given that Costco will initially only have one outlet, it is unlikely that Costco will provide much of a
competitive constraint on the MSCs, other than perhaps in a localised area. Also, given its different
format, the extent to which consumers view it as a substitute to a full service supermarket remains to
be seen.

The reported introduction of Costco appears to have initiated a competitive response from Metcash,
which is reported to have said it may look to set up a wholesale membership club similar to the Costco
model operating in the US. Metcash stated that it has previously unsuccessfully applied to operate
Campbells Cash and Carry in this manner in areas not zoned as retail.2*

21 Costco, 2007 annual report, p. 2.

22 C. Vedelago, ‘Costco warehouse retailer appeals to the big spenders’, The Age, 23 June 2008.
23 ibid.

24 Australian Financial Review, ‘Metcash tries to match Costco’, 25 June 2008.
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8.6 Competition between supermarkets and
specialty stores

Supermarkets face competition from an array of specialty stores including butchers, fishmongers,
bakeries, greengrocers, produce markets, pharmacies and Asian grocers. Australian Bureau of
Statistics (ABS) data indicates that there are approximately 22 000 specialty stores in Australia.?

The majority of specialty stores focus on fresh groceries and are a major reason the MSCs (and
supermarkets overall) have a smaller percentage of retail sales of fresh groceries than packaged
groceries. Specialty stores are diverse in nature, and source their products in a variety of ways. For
example, bakeries often manufacture their own products, while greengrocers generally rely on local
wholesale produce markets. Speciality stores may be stand alone stores owned on an individual basis,
or part of a banner group, such as Harris Farm.

Because of the vast number of specialty stores, it is difficult to assess the impact specialty stores
have on the pricing of the MSCs. The ACCC is not in a position to quantify the price effects specialty
retailers may have on the MSCs. However, it is possible to make qualitative comments regarding

the interaction between supermarkets and specialty grocery retailers. This section draws on several
sources of information including ACNielsen, Roy Morgan, the ACCC’s consumer survey and evidence
given to the inquiry.

Competition between supermarkets and specialty retailers has evolved over time, as supermarkets
have expanded their retail offer into areas that were traditionally the domain of specialty retailers.

It is likely that deregulation of trading hours in many states and territories facilitated this move by
supermarkets, enabling them to offer items that consumers would have otherwise purchased from
specialty retailers. For example, in 1995 the Trade Practices Tribunal noted?:

The older classification of retail stores into supermarkets, top-up stores and convenience stores,
with the chains dominating the first category, is becoming outmoded by reason of extended trading
hours and increased customer mobility: a supermarket may be used for all categories of purchases.

Woolworths stated that there is vigorous competition between specialty stores and supermarkets as
consumers ‘cross-shop’ between supermarkets and specialty stores. Woolworths submitted that this
competition ‘is evidenced through the reality that:

e consumers regularly compare the meat, seafood, delicatessen, bakery and fruit and vegetable
departments in supermarkets with comparable offers of speciality retailers;

e Woolworths’ fresh produce departments closely monitor development in the range and pricing
of product ranges offered by speciality stores and

e gpeciality stores monitor the fresh produce on offer at supermarkets such as Woolworths.?”

Chart 8.3 shows the relative sales of various product categories achieved by MSCs, other
supermarkets and specialty stores. The MSCs have a much lower share of sales of fresh produce
than packaged groceries. The category of fresh produce where the MSCs have the highest share is
deli (60 per cent). Across the other three fresh categories, the MSCs share of sales is fairly even at
approximately 45 per cent to 50 per cent.

25 ABS, Counts of Australian businesses, including entries and exits, June 2003 to June 2007, cat. no. 8165.0.
26 Re Queensland Independent Wholesalers Ltd (1995) ATPR 41-438.
27 Woolworths, submission no. 134, p. 22.
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Chart 8.3 Sales of packaged and fresh groceries by retailer type
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Source: AC Nielsen ScanTrack data and Roy Morgan survey data

The majority of respondents to the ACCC’s consumer survey shop at specialty stores as well as
supermarkets. Chart 8.4 indicates that while 48 per cent of those surveyed had not been to a
specialty store in their last 10 shopping trips, 27 per cent had visited between two and four times, and
15 per cent between five and 10 times. Woolworths’ submission to the inquiry appears consistent with
these finding, stating:

Over a third of shoppers visit speciality fresh outlets most often to buy their fresh produce,

illustrating the strength of non-supermarket stores in providing a competitive fresh produce
offering.?®

Chart 8.4 Number of visits to specialty stores out of last 10 shopping trips
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Source: respondents answers to the question, ‘How many of the last 10 household grocery shops were made at a supermarket,
how many at specialty grocery stores such as bakers and butchers and how many were at convenience stores or service
stations?’, ACCC Consumer survey, April 2008.

28 Woolworths, submission no. 134, p. 1.
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The ACCC’s consumer survey found that overwhelmingly the most commmon reason given for shopping
at specialty stores was the quality of the produce. This can be seen in chart 8.5, which illustrates that
price was the second most important consideration when shopping at specialty stores, particularly in
the fruit and vegetable category.

Chart 8.5 Reasons for shopping at specialty stores by product category
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Source: respondents answers to the questions, ‘Why do you make most of your meat and fish/bread/fruit and vegetables
purchases at the speciality store?’, ACCC Consumer survey, April 2008.

Speciality retailers provide a competitive constraint on supermarkets for the fresh groceries category
and, while most of the competition appears to be based on quality, there also appears to be an element
of price competition. The extent to which specialty retailers compete with full-service supermarkets for
the weekly shop, as opposed to top-up shopping, is unclear. Full service supermarkets would appear
to have the advantage over specialty stores of being able to offer a one-stop shopping experience.

Supermarkets offer consumers the convenience of purchasing packaged groceries and fresh

produce in the one store. While this may provide supermarkets with an advantage over specialty
stores, the popularity of specialty stores indicates that the convenience factor is not overwhelming.

For supermarkets located in a shopping centre, the convenience factor is likely to be minimal. This is
consistent with the preference of specialty retailers to be located close to supermarkets. Bakers Delight
submitted that the optimal position for it to be located is within a shopping centre, around other fresh
food retailers and near the exit of the major supermarket.?®

Further, there is evidence that the MSCs do compete on prices with specialty retailers, particularly at
stores with specialty retailers nearby. For instance, the ACCC is aware that the MSCs monitor prices of
some specialty retailers, particularly at the local level.*°

29 ACCC hearing, Melbourne, 30 May 2008, transcript in confidence, p. 84, cited with the consent of Bakers Delight.
30 Woolworths, submission no. 134, p. 22; Coles, submission no. 157, p. 4.
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8.6.1 Conclusion—specialty stores

While supermarkets have a lower percentage of sales in fresh groceries than packaged groceries,
they still command a substantial share of sales across the fresh categories. Sales of fresh groceries in
Australia do not currently appear to be highly concentrated with sales spread between MSCs, other
supermarkets and specialty stores.

Specialty stores exert competitive pressure on supermarkets in the fresh categories. Speciality retailers
are frequented by consumers both as top-up shopping visits (e.g. purchasing fruit from the local high
street) and in conjunction with a major supermarket shop (e.g. buying fresh bread from a bakery and
meat from a butcher co-located in a shopping centre with a supermarket).

8.7 Conclusion

ALDI provides strong price competition to the MSCs, especially in private label products. ALDI’s stores
offer 900 products, have a limited range of brands for each product type, and stock products on
shelves in pallets or boxes. Given the barriers to entry into grocery retailing (see chapter 9), grocery
retailing models such as ALDI (or Costco) are the most likely source of greater price competition in
grocery retailing in Australia.

At the wholesale level, currently SPAR appears to only provide a weak competitive constraint on
Metcash due to its limited volumes and geographic reach. Given its expansion plans, it remains to be
seen to what extent SPAR can further compete with Metcash in the future.

Specialty stores command a significant share of retail sales in fresh groceries, and the ACCC
recognises that they represent an important part of the grocery industry. Specialty retailers provide
consumers with a significant alternative to supermarkets in purchasing fresh products. The vast number
of specialty retailers and the low barriers to setting up specialty grocery outlets mean specialty retailers
provide a strong competitive force in retailing fresh products.
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9

Barriers to entry and expansion in
grocery retailing

Key points

Lack of access to suitable sites is a significant barrier to the entry or expansion of supermarkets.

Developers and shopping centre managers prefer to lease space to the MSCs over other
supermarkets. Having a Coles and/or Woolworths located in a shopping centre is almost
essential for centre operators. While there are sound economic reasons for the MSCs being
preferred, this significantly impedes the ability of competing supermarkets to access prime
locations.

The MSCs also engage in deliberate strategies designed to ensure they maintain exclusive
access to prime sites. In particular, the MSCs include terms in their leases that effectively prevent
centre managers leasing space in centres to competing supermarkets. These lease agreements
can be considered under Part IV of the Trade Practices Act 1974. The ACCC is considering the
application of Part IV of the Act to a number of these arrangements.

Supermarket operators also use planning laws on occasion to frustrate competitive entry,
sometimes in circumstances where they have no legitimate planning concerns.

More generally, state planning regimes, while designed to preserve public amenity, also act as

a barrier to new supermarkets being established in local areas. The ACCC recommends that
consideration of planning decision should have specific regard to competition issues, particularly
where the application contemplated would facilitate the entry into an area of a supermarket
operator not currently trading in the area.

The MSCs have broadened their retail offer in recent years into areas such as petrol, liquor and
banking. While such expansion is often pro-competitive, it can potentially make it more difficult
for new supermarkets to establish themselves if they have to match this broader retail offer to
attract customers.

The most significant link between grocery retailing and other industries is petrol shopper docket
programs. While these programs may have increased barriers to entry, particularly for smaller
retailers, they are only one part of the retail offer on which grocery retailers compete. Further,
evidence suggests that these schemes have delivered benefits to consumers and promoted
competition from other retailers.

9.1

Introduction

The ACCC considers that there are several barriers to entry that potential new entrants to grocery
retailing face, as well as barriers to expansion for smaller players wanting to compete in supermarket
retailing. Issues include the need to obtain the necessary scale to be competitive, natural barriers to
entry (which may mean there is limited room for more major grocery retailers) and the need to obtain
wholesale groceries at a price that enables other retailers to compete with the MSCs. These issues are
discussed in detail in chapter 7 and are only briefly noted again in this chapter.
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Other important potential barriers to entry and expansion in grocery retailing are:

e access to suitable sites for supermarkets

e the possible need to establish links with other forms of retailing (e.g. petrol).

These potential barriers to entry and expansion are discussed in this chapter.

9.2 Examples of entry

ALDI is the best example of a recent new entry to grocery retailing in Australia. ALDI is located across
the eastern seaboard and has grown to have around 170 stores since opening its first Australian store
in 2001. Many ALDI stores were developed on vacant or ‘greenfield’ sites, but more recently stores
have been established in developed areas. ALDI stores are located primarily in metropolitan and urban
areas, but there are also in excess of 20 stores in rural areas. ALDI states that an attractive prospective
location should have an immediate catchment population in excess of 20 000 people.

ALDI has raised concerns in relation to the barriers to entry it has faced. These predominantly relate to
site access and are analysed in detail in section 9.4.2.

Despite this evidence of rapid and extensive entry, ALDI’s entry into grocery retailing in Australia should
be considered in the context of its grocery offering. The sites it utilises are typically significantly smaller
than the sites of major supermarkets. As was discussed in the previous chapter, ALDI only offers 900
products, compared to a typical MSC, which will generally offer over 20 000 product lines in a store.

This is not to suggest that ALDI does not provide a competitive tension in respect of the MSCs’
grocery offer. However, in the context of the issues being considered in this chapter—in particular,
access to suitable sites—the fact that ALDI cannot meet the needs of a one-stop grocery shopper
means that it does not face the same difficulties in accessing suitable sites as other potential entrants.
Rather, as discussed further in section 9.4.1, after an initial reluctance, the MSCs have become more
accommodating of ALDI in recent years in relation to site access.

Other evidence of entry includes Costco, which has recently announced its intention to open its first
Australian store in the Docklands, Victoria, in 2009.

Costco is a no-frills discount retailer that operates out of large warehouses and attempts to attract bulk
shoppers. Costco Wholesale is one of the world’s largest retailers and operates an international chain
of over 500 membership warehouses in eight countries. It reported net sales of over US$63 billion in
the 2007 financial year.! Costco stocks 3500 to 4000 stock keeping units (SKUs) across categories
such as groceries, sporting goods, jewellery and office supplies, to name a few. This range includes a
number of exclusive brands like the private label Kirkland Signature.

Costco claims that the size and efficiency of these warehouses allow for lower costs than traditional
retailers. Costco is open to members only, offering business and individual memberships. Currently, its
annual fee for membership in the United States is US$50. Costco has not announced a membership
structure for its Australian stores.

Other full-line, large-format retailers are also attempting to expand, the largest being Franklins in New
South Wales. Others include Foodland in South Australia, FoodWorks, Supabarn in New South Wales
and the Australian Capital Territory and Supa IGAs.

Expansion of large full-line supermarkets is, however, slow. The main reason for this, according to those
who gave evidence to the inquiry, is access to suitable sites.

1 Costco, 2007 annual report, p. 2.
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9.3 Barriers to entry and expansion due to economies of
scale and scope

Chapter 7 considered cost savings that can be achieved by expanding the operations of a wholesaling
business. Utilisation of economies of scale provides a business with a competitive advantage over
smaller competitors and can act as a barrier to entry into the relevant market. The conclusions
reached in chapter 7 with regard to economies of scale in grocery wholesaling are briefly restated here.
Economies of scale in grocery retailing are also briefly considered in this section.

Economies of scale exist in the grocery industry as a high proportion of costs are either fixed or vary
only marginally with product volume. Accordingly, at least up to a certain scale, businesses can lower
the cost of their operations (per unit of output) through expansion.

Economies of scale may be available to grocery retailers at the store level and organisation level, as well
as at the wholesaler level.

9.3.1 Retail store level

Economies of scale at the retail store level are obtained by increasing the volume of goods sold in
the store. Economies are generated as operating and capital costs do not increase in proportion to
product volumes or store size (e.g. administration and management costs, distribution costs, labour,
rent and advertising).

The cost structure of retail stores means that economies of scope—where the cost of supplying each
product is reduced by increasing the range of products available—may also be available. A greater
product range may also generate larger customer volumes as the trend towards ‘one-stop-shopping’
continues.

9.3.2 Retail organisation level

Increasing the number of retail stores in a chain may lower the cost of operating each store. Savings
are likely to come from four main sources:

e Joint brand and product marketing. Product marketing will be more cost effective if all stores offer a
standard range of products and prices.

e An allocation of administration, management and business support costs over a larger base.

e Potential for greater investment in operating systems and processes which allow for enhanced
information and data management capability.

e Savings generated by buying larger volumes from suppliers.

¢ Independent supermarkets typically attempt to take advantage of some of the saving potential
available to the larger chains by operating under a banner group (e.g. IGA or Foodland).

9.3.3 Wholesale level

Economies of scale in grocery wholesaling come from a range of sources. Larger wholesaling
operations can spread the costs of distribution centres over greater volumes and can often better
manage their working capital. Economies of density refer to reduction in unit costs in serving more
stores within a given area. For example, increasing the number of stores serviced within a given area
can reduce transport costs through better route planning and reduce working capital.
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Whether or not a company needs to be national or just regional to take advantage of these scale
economies depends on the typical supply chain for different product lines (i.e. whether the products are
sourced nationally or regionally). Although purchasing for some product lines may occur on a national
level, most distribution occurs on a state, regional or store level—indicating that a new entrant may

not necessarily need to operate nationally to be cost competitive. This is demonstrated in the industry
presently, with Franklins operating in New South Wales only and ALDI operating only on the east coast.

The availability of scale opportunities in the supply chain may differ between product categories.
Factors such as the ability to centralise product distribution, product shelf life and concentration of
retailers will all affect the level of economies that can be achieved.

The ACCC believes that the difficulty for vertically integrated players such as Franklins and ALDI to
build a ‘critical mass’ of stores within new regions—to gain access to these economies of scale and
density—has hampered their ability to expand in Australia.

The ACCC considers that there are substantial barriers to entry to setting up a new wholesale operation
on either a national or state-wide basis. It is not conceivable that a new wholesaler will be immediately
profitable. For a new wholesaler to be profitable, based on evidence received during the inquiry, the
ACCC considers that it would be necessary to attract a significant number of retailers to ensure that
significant volumes are passing through the wholesaling operation.

The ACCC also considers that the wholesaler would need to not only attract individual retailers, but
also larger chains of retailers, such as FoodWorks or Ritchies. As noted in chapter 7, this may be
difficult for a new wholesaler to do, as Metcash has recently taken minority shares in some of the larger
independent chains. Another alternative may be for an independent chain to break away from Metcash
and set up their own wholesaling operation (as done by Franklins.)

Further, the ACCC considers that a wholesaling operation run on a state-wide basis rather than a
national operation may more easily achieve the economies of scale needed. This is particularly true in
some of the heavily populated east coast states. That said, it is impossible to comment definitively on
the exact conditions needed in the wholesale grocery market to allow a second large wholesaler to
compete against Metcash. As noted in chapter 7, Franklins, which has 80 stores, has publicly stated
that it has reached the critical mass required to run a profitable, vertically integrated chain in New
South Wales.? As such, the ACCC considers that on a state basis, a wholesaler would need to have
guaranteed sales of between $800 million and $1 billion to remain viable.

9.4 Access to suitable sites

Submissions to the inquiry raised concerns that access to suitable sites was a significant barrier to the
establishment of independent supermarkets in local areas.

Concerns related to the MSCs’ acquisition of vacant land suitable for development, duplication of sites
by MSCs to exclude competitors and the MSCs developing shopping centres themselves or taking
over existing centres. These issues are considered in detail in chapter 19, which examines acquisitions
by the MSCs.

While all these issues were of concern, the most significant concerns raised by independent
supermarket operators with relation to access to sites were:

e shopping centre landlords’ preference to lease sites to MSCs over independent supermarkets

2 ACCC, public hearing transcript, Sydney, 1 April 2008, p. 54.
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e favourable lease arrangements for the MSCs

e restrictive provisions in the MSC leases that prevent landlords offering space in centres to other
supermarkets

¢ planning laws restricting the development of new supermarkets.

9.4.1 Access to sites—negotiations with landlords

As noted, a number of parties raised concerns regarding shopping centre landlords’ preference to
lease sites to MSCs over independent supermarkets and favourable lease arrangements for the MSCs.

Evidence provided at hearings and in submissions to the inquiry

Access to sites within shopping centres
Metcash submitted that, as most customers undertake shopping activities in either shopping centres or
retail activity centres, retailers must be able to secure sites in these locations to be competitive.®

Independent supermarkets gave evidence that developers prefer MSCs to anchor their centres,
reflecting the MSCs’ proven track record and ability to drive foot traffic. The National Association of
Retail Grocers of Australia (NARGA) also stated that independent supermarkets have trouble getting
access to shopping centres because of landlords’ preferences to lease sites to the MSCs.*

Colonial First State (CFS) and Westfield expressed the view that anchor tenants are very important to
shopping centres because the strength of the anchor tenant is crucial to the viability of the centre. They
stated that they choose anchor tenants based on research and knowledge regarding which anchor
tenant would be likely to generate the largest sales, and typically that is Woolworths and Coles. CFS
and Westfield further stated that if other proven operators capable of driving sales existed, they would
also be considered as anchor tenants but that typically this is not the case.®

Stockland indicated that supermarkets it would consider as anchor tenants in its developments were
Woolworths, Coles, ALDI and, in some cases, IGA. Stockland indicated that, depending on the size
of the development, smaller operators—for example, Harris Farm in New South Wales—could also
be considered.®

Westfield submitted that the consequence of an anchor tenant refusing to come into a development
would be that less retail space would be built than otherwise, including less space for specialty stores,
as there would be less customer traffic to sustain specialty stores.”

A specialist fresh food retailer also provided confidential evidence that its sales would be significantly
affected if it was trading in a centre where it was located close to an independent supermarket instead
of one of the MSCs.

Tenant mix and number of supermarkets in centres
With respect to the number of supermarkets within centres, landlords generally indicated that the
tenant mix depends on the size of the centre and getting the right mix of large anchor tenants and

3  Metcash, submission no. 181, p. 33.

4 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 20.

5  ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 72; ACCC, public hearing transcript, Melbourne, 15 May 2008, p. 128;
ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 61.

6  ACCC, public hearing transcript, Sydney, 2 April 2008, p. 44.
7 ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 68.
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smaller specialty shops.® Landlords indicated that there are no major disincentives to offering more than
one supermarket site within a centre if the centre is of sufficient size to accommodate more than one
supermarket.®

CFS stated that it is not in their interest to have a third full-line supermarket that undertrades in their
centres. CFS submitted that there are not many centres in Australia with three full-line supermarkets all
trading well. While some centres include three full-line supermarkets, CFS contended that one is usually
making a very poor consumer offer.’® CFS argued that, in these circumstances, they would be better off
bringing in a different type of retailer that does trade well and adds value to the centre.

Coles also stated that there would be very few shopping centres in Australia able to accommodate
three successful full-line supermarkets. '

Westfield stated that, where a centre can clearly only accommmodate one supermarket, one of the
factors it looks at is competition within the area with a view to creating a point of difference within the
centre that is likely to make it more attractive to customers.'® Specifically, Westfield stated that if one of
the MSCs was dominant in the area they would generally seek to get the other chain into their centre.'*

Lease terms

Master Grocers Australia (MGA) submitted that the MSCs’ market dominance affords them an unfair
bargaining position in negotiating access to high-quality retail sites. The MGA stated that while this

is a measure of the success of the MSCs, it compounds the difficulties independent retailers have in
obtaining quality retail sites. The MGA stated that one consequence of this is higher rents charged to
independents, which discourages them from expanding their businesses.®

Landlords submitted that anchor tenants are charged lower comparative rents for a number of reasons,
including that they lease greater areas of space, enter into substantially longer leases (up to 25 years
versus five years), and drive foot traffic for the centre and drive the success or otherwise of the centre.™”

NARGA and Metcash stated that the long-term leases entered into by MSCs require a substantial
financial commitment which independents would not be able to match.'®

Competition test for lease arrangements

In response to a question regarding the possibility of any new lease arrangement or developments
being subject to a competition test, Woolworths stated that this would add a considerable cost to
applications, which would eventually be reflected in grocery prices.

In response to the same question, CFS stated that, if, for example, such a requirement resulted in
CFS having to lease space to an independent instead of an MSC, this may jeopardise the viability of a
development. CFS stated that strong anchor tenants are important to developments and, if forced

8  ACCC, public hearing transcript, Sydney, 2 April 2008, p. 46.

9  ACCC, public hearing transcript, Sydney, 2 April 2008, p. 47; ACCC public hearing transcript, Melbourne, 15 May 2008, p. 127.
10 ACCC, public hearing transcript, Melbourne, 15 May 2008, p.137.

11 ibid., p.138.

12 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 90.

13 ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 62.

14 ibid., p. 64.

16 Master Grocers Australia, submission no. 96, p. 10.

16 ibid., p. 11.

17 ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 68; ACCC, public hearing transcript, Melbourne, 15 May 2008, p. 136.
18 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 21.
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to lease to an independent instead of an MSC, there was a risk the independent would not generate
sufficient sales to sustain the centre.'®

Westfield stated that the impact of such a test would depend on the circumstances. If, for example,
such a test could be used to exclude Coles or Woolworths from a centre, or require that ALDI or
FoodWorks be granted access as an alternative to an MSC, this could change the viability of the
development and potentially result in it not proceeding. Westfield considered that the impact of
exclusion of an MSC from a centre could depend on whether they were replaced with a true ‘like for
like’ operator.

ALDI’s access to sites
Evidence was provided to the inquiry that ALDI has been successful in obtaining leases in a number of
shopping centres.

Generally speaking, landlords considered ALDI to be a beneficial addition to their tenant mix as they
generate additional sales. Westfield and CFS stated that initially there was a level of concern by the
MSCs regarding the introduction of ALDI to centres. However, that has now dissipated to the point
where, if an ALDI is to be introduced to the centre, the MSCs would rather have the ALDI located
nearby rather than in another part of the centre.?°

Similarly, Coles stated that ALDI is a complementary retailer and that in terms of foot traffic Coles would
rather have ALDI located nearby in competition than away from a Coles supermarket.?!

NARGA contended that ALDI has been successful in obtaining sites because the MSCs do not
consider ALDI to be a serious competitor across the full grocery range that the MSCs offer.?

Assessment

As noted in evidence to the inquiry, faced with a choice, shopping centre owners have a strong
preference for Woolworths and/or Coles as supermarket tenants in their centres compared with other
supermarket operators.

Anchor tenants, such as supermarkets, generate sales and foot traffic, which benefit all tenants and
drive the success or otherwise of the centre. Woolworths and Coles have a proven track record of
driving sales and are considered by many developers to be the only supermarkets that can successfully
anchor a shopping centre development. Therefore, Coles and/or Woolworths are essentially considered
almost ‘must have’ tenants for any successful, large-scale shopping centre. Aimost inevitably, where
there are two large supermarket sites available within a centre and Coles and Woolworths both wish to
be present in the centre, they will be offered the sites.

While the preference of centre owners to have Coles and/or Woolworths as tenants is a reflection of
their importance to the success or otherwise of centres, it does create a significant barrier to entry for
other supermarket operators, particularly given consumer preferences to undertake grocery shopping
activities in these centres.

The extent to which the dominant presence of the MSCs in centres inhibits the ability for other
supermarkets to successfully enter local markets is exacerbated by the fact that very few shopping
centres in Australia are able to successfully maintain three full-line supermarkets. This, combined with

19 ACCC, public hearing transcript, Melbourne, 15 May 2008, p. 144.

20 ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 69; ACCC, public hearing transcript, Melbourne, 15 May 2008, p. 137.
21 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 84.

22 ACCC, public hearing transcript, Canberra, 9 April 2008, p. 20.
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the ‘must have’ status of Coles and/or Woolworths for centre owners, all but forecloses access to
major shopping centres for independent retailers in most instances.

In short, developers are reluctant to offer prime sites to independent operators as they are unlikely to
trade as successfully as the MSCs. Conversely, one reason, among others, that independent operators
are unable to trade as successfully as the MSCs is an inability to access prime sites.

As discussed in chapter 4, given that much of the competition that takes place between grocery
retailers necessarily occurs at a local level, such barriers have the potential to impact significantly on
local competition among grocery retailers.

As well as affecting competition at the local level, the dominance of the MSCs in obtaining prime
supermarket sites has broader network effects as it affects the ability of independents to establish a
successful chain of stores necessary to compete with the MSCs at a regional, state or national level.

Generally speaking, new supermarket developments will be pro-competitive. While it is clearly the case
that alternative large-format supermarkets’ lack of access to prime sites creates a significant barrier to
entry into local areas, forcing landlords to deal with alternative operators may not improve competition.
Because the foot traffic driven by anchor tenants is a major consideration for both landlords and
tenants in considering sites, removing one or both of the MSCs as a possible tenant may have the
consequence of undermining the viability of a development.

In relation to ALDI, as noted above evidence was provided to the inquiry that ALDI has been successful
in obtaining leases in a number of shopping centres and that the MSCs’ initial reluctance to have ALDI
in centres in competition with them has dissipated over time.

This is not to suggest that ALDI does not compete with the MSCs. Rather, it suggests that, given that
ALDI is not a full-line supermarket the MSCs view ALDI customers as likely to make purchases from an
additional grocery retailer. This means that if ALDI is going to enter a local area, the MSCs would rather
have ALDI located nearby to them where they will be able to capture the additional customer spend.

Further, ALDI’s business model, which concentrates on limited lines in stores of around 1000 m?, also
makes it less difficult for ALDI to obtain sites than larger full service supermarkets.

In these circumstances, given the differences in the ALDI business model, the ACCC considers that
ALDI’s ability to obtain leases in major shopping centres is not indicative of the significant difficulties that
other supermarkets encounter.

As with the acquisition of land or a business, the ACCC is able to consider the acquisition of leases, by
supermarkets or any other business, under the substantial lessening of competition test in s. 50 of the
Act and other sections of Part IV of the Act. The ACCC will actively investigate lease arrangements or
other acquisitions where there is evidence put before it that indicates that there is a likely breach of the
substantially lessening of competition test.

9.4.2 Restrictive provisions in leases

A number of parties raised concerns regarding restrictive provisions in leases between shopping centre
owners and MSCs. Broadly, these concerns related to clauses which:

e prohibit the landlords from introducing a second, or third, supermarket over a certain size to the
centre for a specific period of time, or

e provide for a significant reduction in the rent payable by the MSC if a second, or third, supermarket
over a certain size is introduced to the centre within a specified timeframe.
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Evidence was also provided of clauses in leases that give existing tenants first or last right of refusal
over access to additional space in centres, such as for a discount department store or petrol site,
and of clauses in deeds of surrender for leases which provide that the relevant site cannot be re-let to
another supermarket operator.

Investigation of claims

Using its information gathering powers under s. 95ZK of the Act, the ACCC required Coles and
Woolworths to provide copies of all leases between them and landlords which prohibit the landlord
from granting a lease to a competitor or which contained any penalty, rent reduction or change

in lease terms if the landlord grants a lease to a competitor. The ACCC also used its information
gathering powers to obtain copies of leases and other information from shopping centre landlords and
developers.

Information provided by the MSCs and developers in response to the ACCC'’s information requests
confirmed that many leases entered into by the MSCs do contain restrictive provisions. These
provisions most commonly take the form of a prohibition on the introduction of an additional
supermarket, or provision of a sufficient reduction in an MSC’s rent if an additional supermarket is
introduced so as to make it financially unviable for the centre to do so. These provisions generally have
effect for a stipulated period of time, commonly around 10 years, although periods ranged from five
years to the duration of the lease.

Relevant clauses in leases for smaller centres often prohibit the introduction of a second supermarket.
In larger centres the prohibition is generally in relation to the introduction of a third supermarket.

The restriction on new supermarkets entering a centre does not generally apply to grocery retailers
below a size specified in the lease—generally somewhere between 500 m? and 2000 m? but most
commonly around 1000 m? or 1500 m?.

Submissions

A number of submissions identified clauses in specific leases which, they contended, had the effect of
preventing them from establishing supermarkets in the centres in question. These submissions were
generally made on a confidential basis.

It was submitted that these clauses restrict the ability of competitors of the MSCs to access sites in
prime locations, often forcing them to pursue opportunities in less desirable locations or preventing
them entering the relevant area altogether. In a public submission, Metcash argued that such clauses in
leases entrench the position of MSCs.?3

ALDI submitted that these clauses are used by the MSCs to reduce competition. ALDI stated that
the MSCs have hundreds of such provisions in place in centres around Australia which restrict ALDI's
access to shopping centres that they would otherwise be interested in moving into.?*

How are such restrictions justified?

Coles stated that its standard leases generally have a restrictive provision in them; however, these
standard documents form the basis of negotiations such that the clause may or may not be included
in executed lease depending on the specific circumstances and negotiations between Coles and the
developer.?®

23 Metcash, submission no. 181, p. 33.
24 ALDI, submission no. 241, p. 2.
25 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 81.
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Woolworths stated that it generally enters leases for periods of around 20 years. In agreeing on
applicable rent or other terms and conditions, consideration is given to a whole range of issues that
creates the environment in which Woolworths can operate in that particular area, including tenant mix.?®

Based on representations from the landlord about what the makeup of the centre will be, Woolworths
makes an assessment of sales potential. Such assessments are influenced by issues such as how
many other supermarkets will be in the centre. Leases and base rent negotiated with the landlord are
determined on the basis of potential sales.?”

Woolworths stated that restrictive provisions in leases are a mechanism by which the environment
promised by the landlord, on which rent is based, is protected.®

Woolworths also provided a submission, supported by econometric analysis from Concept Economics,
which argued that restrictive provisions:

¢ have no adverse effect on the likelihood of a competitor being located within 3 to 5 km of a
Woolworths supermarket (or in the same centre in the case of independents)

e are not associated with a statistically significant impact on average store level prices and in fact
are associated with somewhat lower store level prices, although the effect is not statistically
significant.?®

CFS stated that restrictive provisions are sometimes included in leases but, when agreeing to
these provisions, CFS will look at the potential sales opportunity for the site and will generally time
limit restrictive provisions to the point in time when the centre could successfully sustain another
supermarket.®

CFS also noted that the other way in which restrictive provisions are limited to the point in time when
the centre could successfully sustain another supermarket is by a provision that they expire when a
certain level of turnover is reached.®'

CFS stated that they would not be concerned if restrictive provisions in their leases were banned.??
Westfield also stated that such a ban would not be a bad thing and would be unlikely to have any
substantial ramifications on its business.®

Woolworths stated that, in relation to such a prohibition, rents paid by supermarkets reflect the
environment that has been agreed with the landlord at the commencement of the lease and involve a
significant capital commitment from Woolworths.3

Assessment

Application of the Act to restrictive provisions

A number of supermarket operators provided the ACCC with specific examples of leases between the
MSCs and shopping centres which, they contend, have prevented or delayed their entry into a centre.
This evidence was credible and specific.

26 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 75.
27 ibid., p. 76.

28 ibid., p. 75.

29 Woolworths, submission no. 237, p. 5.

30 ACCC, public hearing transcript, Melbourne, 15 May 2008, p. 132.
31 ibid., p. 132.

32 ibid., p. 143.

33 ACCC, public hearing transcript, Melbourne, 12 May 2008, p. 81.
34 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 91.
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Given that the ACCC is satisfied that most competition between grocery retailers occurs at the local
level, any agreement which has the effect of blocking competitive entry has the potential to limit
competition and potentially raises concerns under the Act.

Section 47(4) of the Act regulates the acquisition of goods or services, which includes leases. It covers
any acquisition made on condition that the supplier will not supply, or will limit the extent to which they
will supply, goods or services to another person. Acquisition on such a condition is prohibited where
the purpose or likely effect of the acquisition is a substantial lessening of competition.

Section 46 of the Act may also be applicable in circumstances where a party with a substantial degree
of market power has taken advantage of that market power to prevent entry.

ACCC'’s approach to restrictions

The ACCC accepts that there are some circumstances, particularly in areas of projected future
population growth where centre developments are occurring, where a guarantee of a period of
exclusivity may encourage a supermarket operator to enter a centre that they may not otherwise enter.
Accordingly, these provisions play a role in attracting an anchor tenant to a complex which may not be
built without that tenant. In these circumstances, provided there is no evidence of an anti-competitive
purpose and good evidence that there would be no competitive entry even if the clause were removed,
the ACCC may not have significant concerns.

However, in the vast majority of leases in larger metropolitan centres, there appears to be little
justification for these clauses other than to prevent competitive entry. While such clauses guarantee
a return on a supermarket’s investment by creating certainty as to the competitive environment, at
least within the centre, it does not appear that the commercial risk undertaken by the supermarket in
entering the centre in these instances justifies such exclusivity.

Rather, it would appear that in these cases restrictive provisions are sought so as to maximise the
profitability of the supermarket by restricting its exposure to competing grocery offerings.

Such clauses, by their nature, restrict the ability of other supermarkets to compete with the operator
entering into the restrictive provision as they create a significant barrier to entry to competing
supermarket proprietors. While potential competitors are only excluded from the particular centre by
any individual arrangement, as discussed above in section 9.4.1, many consumers have a strong
preference for conducting grocery shopping in major centres. Indeed, such exclusivity would not be
S0 valued if tenants considered that supermarkets outside of the centre were likely to be as strong a
competitive constraint as those within the centre.

The ACCC is satisfied that landlords already have a strong incentive to ensure that the tenant mix in a
centre is such to ensure tenants trade profitably, and there are few incentives for competitors to enter a
centre if the potential turnover does not justify it. These market factors should be enough to ensure that
investments are appropriately protected.®®

Further, while potential competitors are only excluded from the particular development where the
restrictive provision is in place, the prevalence of such provisions, along with the scarcity of suitable
large sites, particularly in built-up metropolitan areas, means that the effect of restrictive provisions can
be far broader than simply excluding potential entrants from the particular development.

35 The ACCC is aware of a number of instances where landlords have refused a request by one of the MSCs for an exclusivity clause in a
lease but none where the MSC has chosen not to enter the centre as a consequence of the refusal.
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As well as acting as an impediment to entry into local areas, restrictive provisions in leases also act as
a broader barrier to entry, particularly for independent chains, as access to prime sites across a range
of locations is restricted, which serves to entrench the dominance of the MSCs both in localised areas
and more broadly.

The barriers to competitive entry created by restrictive provisions are further entrenched given the
preference Australia’s retail planning laws give to existing centre developments over new developments,
as discussed in section 9.4.3.

Developers questioned by the ACCC in relation to inclusion of restrictive provisions in leases stated that
they would not be concerned if such provisions were prohibited. This tends to indicate that landlords
do not consider such clauses necessary in order to attract supermarket tenants to developments.

Time limits on restrictive provisions

Some landlords stated that they will generally time limit restrictive provisions to the point in time when
the centre could successfully sustain another supermarket; therefore, absent the restrictive provision, it
would be unlikely that they would add a new supermarket prior to the provision expiring.

While this may be true in many cases, the ACCC also heard evidence from landlords that, in some
instances, inclusion of these clauses in leases is a result of the bargaining power of the MSC, based
on specific circumstances in the local area and/or circumstances surrounding the negotiation of the
particular lease.

The ACCC considers that landlords having the freedom to add new supermarkets to centres as
consumer demand dictates will be of far greater benefit to the competitiveness of the grocery industry
than MSCs enjoying the benefits of restrictive provisions insulating them from the competitive tension
that competing supermarkets provide.

Deeds of surrender

The ACCC also received evidence during the inquiry of deeds of surrender for supermarket sites,
including a clause preventing the landlord re-letting the site to another supermarket operator.® This was
done in centres where both MSCs were represented and a third alternative supermarket was a possible
new tenant on the site.

The ACCC sees no reasonable basis on which such clauses would be entered into other than to
prevent a competing supermarket establishing itself in the local area, and no evidence was provided in
response to questions posed by the ACCC to suggest a contrary intention.

The ACCC considers that such clauses serve to restrict competition between grocery retailers,
particularly in the context of Australia’s planning and zoning laws, which, as discussed in section 9.4.3,
place strict limits on the availability of new sites for retail developments.

Conclusion

The ACCC acknowledges that there are some circumstances where the guarantee of a period of
exclusivity to a supermarket may assist in encouraging a development or may assist the entry by a
supermarket into the relevant centre. This is likely to result in greater competition in the local area and in
these circumstances the lease arrangements will be unlikely to raise concerns under the Act.

36 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 79.
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However, in many cases, restrictive provisions in supermarket leases appear to be employed simply to
maximise the profitability of a supermarket by restricting its exposure to competition.

As noted, restrictive provisions in supermarket leases are prohibited under Part IV of the Act in
circumstances where they have the purpose or effect of substantially lessening competition. However,
prior to this inquiry, very few concerns had been raised with the ACCC regarding these lease
arrangements and the arrangements have not, to date, been a focus of the ACCC'’s enforcement
activities.

During this inquiry, however, significant concerns have been raised with the ACCC in relation to the
impact of some of these arrangements on competition in local areas, and considerable information
regarding the operation of these clauses has been collected. Flowing from this, the ACCC is
considering the application of Part IV of the Act to a number of these arrangements. The ACCC
encourages independent retailers who have evidence that existing arrangements affect their ability to
establish new sites to contact the ACCC. The ACCC’s assessment as to the competitive effect of any
particular arrangement will depend on the specific nature of the restriction and the characteristics of the
market in which the restriction applies.

Some parties suggested to the inquiry an outright ban on restrictive provisions in leases, or restrictions
on their enforceability beyond a certain point—for example, five years after the lease is entered into.
However, the ACCC does not propose to recommend an industry specific legislative amendment in
circumstances where the application of the existing provisions of the Act to restrictive provisions in
leases is yet to be fully explored.

The ACCC'’s consideration of a number of relevant lease arrangements flowing from information
obtained during the inquiry will provide an opportunity for the application of Part IV of the Act to these
arrangements to be considered. If, following this assessment, the ACCC is not satisfied that the
existing provisions of Part IV provide an effective mechanism for dealing with restrictive provisions in
supermarket leases, consideration should be given to whether legislative amendment to address these
concerns is appropriate.

9.4.3 Planning and zoning laws

Many interested parties raised concerns during the course of the inquiry that state planning and zoning
laws act as a barrier to entry to the establishment of new supermarkets in local areas.

The Productivity Commission’s consideration of planning issues

On 13 December 2007 the Productivity Commission released its draft report into the market for retail
tenancy leases in Australia.®” Among other issues, the report considered the extent to which planning
laws affect competition between retailers. The draft report recommended the following:

While recognising the merits of planning and zoning controls in preserving public amenity, States

and Territories should examine the potential to relax those controls that limit competition and restrict
retail space and its utilisation.

The Productivity Commission’s considerations and findings in respect of this draft recommendation are
summarised below.

37 The information in this section is taken from: Productivity Commission, The Market for Retail Tenancy Leases in Australia, draft report,
November 2007, pp. 58-60, 191-96, 215.

Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries 189



State and territory governments have formed planning policies around the ‘centres policy’. Centres
policy seeks to set in place systems that exploit the benefits of concentrating activities in one location.
This is based on the notion of combining major trip-generating activities in the one location to reduce
car usage and traffic congestion and make better use of public road and transport infrastructure.

Other benefits, it is argued, of centres policy include:

e improved access to retail, commercial, health, education, leisure, entertainment and cultural
facilities, along with cultural and personal services

e increased competition, collaboration and innovation among businesses from clustering.

In terms of retail zoning, the centres policy has concentrated retail activity into specific locations. A key
determinant in this respect has been access to public transport and other infrastructure. These policies
are aimed at reducing or eliminating the emergence of new retail concentrations outside identified
centres. Instead, planning policies aim to induce new retail investments in underdeveloped or poorly
maintained existing developments —particularly strip shopping centres in main transport corridors.

Limiting ‘non-centre’ developments has also been prompted by concerns over congestion and
availability of infrastructure. Creation of trip-generating activities outside of centres for which
infrastructure has been developed (and for which continued development is planned) has the potential
to put strain on existing infrastructure and create externalities such as congestion.

Submissions to the inquiry contended that these restrictions could limit the supply of supermarket
space, particularly at the shopping centre level, create barriers to new retail concentrations and
increase ownership concentration of retail space.

The Productivity Commission’s draft report concluded that the extent that planning laws and zoning
regulations have altered market provision of retail space is unclear and needs further consideration.
However, while important for urban development, planning and zoning restrictions restrict competition
in the supply and use of retail space.

The Productivity Commission concluded that there is scope to increase retailing opportunities and
competition in the retail tenancy market for the benefit of new entrants to the sector and consumers
more generally. While recognising the merits of zoning and planning controls in preserving public
amenity, the Productivity Commission’s draft report concluded that the application of such controls
restricts the availability and use of retail space and in some circumstances could reduce competition

in this market. The Productivity Commission considered that it would be appropriate for state and
territory governments to examine the potential impacts that zoning and planning controls might have on
competition in the market for retail space.

Evidence provided at hearings and in submissions to the grocery inquiry

Impact on competition of existing planning and zoning laws
The MGA, the Koundouris Group, Franklins and Urban Taskforce Australia argued that by making it
difficult to obtain sites, local planning laws act as a barrier to expansion of independent supermarkets.®

Metcash and Franklins also submitted that delays in planning application processes are a significant
impediment to new developments. Franklins cited an example where, they claimed, it had taken them
six years to negotiate and build due to the planning process.*

38 Master Grocers Australia, submission no. 96, p. 11; Koundouris Group, submission no. 35, p. 4; Urban Taskforce Australia,
submission no. 62, p. 3.
39 ACCC, public hearing transcript, Sydney, 1 April 2007, p. 56.
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Franklins stated that planning laws are not attuned to commmercial reality and areas zoned as retail
are not necessarily in appropriate locations. Further, Franklins submitted that government initiatives
to increase population density have created demands for retail space that cannot be met by existing
planning criteria.*

Submissions also raised concerns that planning laws favour the expansion of existing centres over new
developments so as to concentrate retail developments in established centres.

The Shopping Centre Council of Australia (SCCA) stated that Australian planning laws have not resulted
in a shortage of retail space.*!

The SCCA submitted that, while planning laws control and restrict the location and usage of retail
space, they do not impose any greater constraint on the retail property market than they do on other
property markets. The SCCA submitted that government intervention in this respect is designed to
minimise environmental and economic costs to the community of dispersed retail and commercial
development, and maximise public benefits.*

Urban Taskforce Australia argued that new supermarkets and larger food stores are being denied the
opportunity to compete with existing shopping centres, resulting in less choice and higher prices for
groceries and everyday household goods.*

The Koundouris Group, NARGA and Urban Taskforce Australia each argued that local government and
planning bodies should be more attuned to competition issues.*

Stockland stated that, although there are exceptions, as a general rule competition issues are not
considered by councils in considering development proposals.*®

NARGA submitted that planning issues need to be addressed to prevent further consolidation of

local markets. NARGA noted that competition issues are not generally considered by state or local
government planning authorities. NARGA cited an example in Hurstville where, it states, Coles was
allowed to open a new supermarket within 100 metres of an existing Coles stores. NARGA argued that
in an ideal world Coles would have been required to divest its existing store before opening the new
store so as to allow another competitor into the area.*®

Urban Taskforce Australia argued that planning systems should be about protecting the community
from congestion, noise and the loss of cultural and environmental assets but, instead, planning laws are
protecting existing retail landlords from the threat of competition. Urban Taskforce Australia argued that
the centres policy also gives landlords the opportunity to charge higher rents.*”

Franklins stated that rezoning applications are a long and slow process and local council development
approval processes are too complicated.® The MGA contended that, while the MSCs are well
resourced to fight public protests and engage in public relations campaigns highlighting the benefits of
developments, the independent sector is not.*°

40 Franklins, submission no. 104, p. 10.

41 Shopping Centre Council of Australia, submission no. 203, cover letter.
42 ibid., p. 29.

43 Urban Taskforce Australia, submission no. 213, cover letter.

44 Koundouris Group, submission no. 35, p 4; NARGA, submission no. 129, p. 33; Urban Taskforce Australia, submission no. 213, cover
letter.

45 ACCC, public hearing transcript, Sydney, 2 April 2007, p. 49.

46 National Association of Retail Grocers of Australia, submission no. 129, p. 33.
47  Urban Taskforce Australia, submission no. 213, cover letter.

48  Franklins, submission no. 104, p. 10.

49 Master Grocers Australia, submission no. 96, p. 11.
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Use of planning laws by the MSCs to deter new entry

In response to questions asked by the ACCC in a public hearing, Woolworths stated that planning
objections lodged by it, while lodged under the grounds allowable under the relevant legislation, are
generally lodged to protect Woolworths’ commercial interests.®®

In response to questioning by the ACCC regarding Woolworths’ use of planning objections to prevent
competitive entry to a market, Woolworths’” CEO, Michael Luscombe, stated:

We’re a public company that is in retailing and the way we grow our company is by growing
our sales and one of the ways we grow our sales is to both have our opportunity for new stores
protected and secondly, to try to protect existing business.®"

Woolworths stated that lodging planning objections to prevent competitive entry was engaged in
fairly regularly by other retailers and was a practice adopted by Woolworths where Woolworths had a
commercial interest, be it an existing or planned future interest, to protect.5?

Woolworths stated that it was more common for its competitors to lodge planning objections in respect
of its developments than vice versa and that Woolworths had only objected to 22 developments
since 2005.5°

Coles stated that they do, on occasion, lodge planning objections to protect their own commercial
interests but that it is not standard practice.

Submissions to the inquiry stated that leases between shopping centre landlords and MSCs sometimes
require the landlord to object, as a matter of course, to competing developments.

Woolworths confirmed that their leases with shopping centre landlords sometimes do contain such
clauses. Woolworths noted that such appeals will not be successful if the development application
conforms with the law.%® Coles stated that such provisions are rare in its leases.%®

Urban Taskforce Australia submitted that objections to proposed developments are also routinely
lodged by shopping centre owners to protect their existing business.®”

Independent supermarket operators also gave confidential evidence at the hearings that MSCs have
objected to their liquor licence applications in order to protect their own commercial interests. In this
respect, independent supermarkets contended that attaching a liquor arm to their grocery business
would add value to the business and allow them to compete more effectively with the MSCs. The
Koundouris Group submitted that opposition from MSCs to it obtaining liquor licences has been an
impediment to expansion of its chain of Supabarn stores.%®

Woolworths stated that, similar to planning objections, it will on occasion object to applications
by competing grocery retailers for licences to establish liquor stores. As with planning objections,
Woolworths stated that such objections are lodged to protect Woolworths’ existing business.*®

50 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 64.
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52 ibid., p. 65.

53 ibid., p. 66.

54  ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 73.
55 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 80.
56 ACCC, public hearing transcript, Melbourne, 26 May 2008, p. 74.
57  Urban Taskforce Australia, submission no. 240, p. 1.

58 ACCC, public hearing transcript, Canberra, 8 April 2008, p. 31.
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Amendments to planning laws to take account of competition issues

The MGA submitted that local governments should be able to take into account the long-term benefits
of independent supermarkets and in particular their strong community ties when assessing planning
applications.®°

NARGA suggested that competition issues should be required to be taken account of in local planning
decisions. In particular, NARGA suggests that any development in the grocery retailing sector should be
subject to a competition or public interest test specified or approved by the ACCC.*!

Urban Taskforce Australia stated that an overhaul of state governments’ centres policies would mean
greater competition and would give people more choice. Urban Taskforce Australia submitted that
planning laws should encourage retail developments that would take pressure off these highly congested
areas and promote more pedestrian friendly communities while still facilitating transport use.®

Westfield stated that amending planning laws to take account of competition issues would add another
layer of complexity to the process and may result in developments happening more slowly, developments
not getting built and, in fact, less competition. Westfield considered that the merits of such a proposal
would depend on how it operated and the number of players that were in the market overall.®

Metcash contended that simply reducing the level of planning regulation risks further restricting
competition as it may result in the MSCs, which have significant capital reserves, securing large masses
of sites, locking out independents.®*

Urban Taskforce Australia recommended that planning authorities should not be able to consider the
impact on other retail businesses, such as loss of trade by incumbents to potential new entrants, when
making zoning decisions or assessing individual developments.5®

ACCC assessment

State and territory planning laws which limit the availability of retail space by definition restrict
opportunities for new supermarkets to establish within areas.

The majority of new retail developments are required to be supported by an economic impact
assessment that concludes there is a community need for a new retail development. This conclusion
is reached having regard to the provisions of the relevant planning scheme and the impact of the new
retail development on existing retail developments. However, broadly speaking, little regard is had to
competition issues in considering zoning or planning proposals.

Restrictions created by planning laws, and in particular the adoption of centres policies, are particularly
acute for independent supermarkets who, for the reasons outlined in sections 9.4.1 and 9.4.2, find it
comparatively more difficult to obtain access to sites within existing shopping centres and therefore rely
more heavily on the availability of new sites in an area to establish themselves.

60 Master Grocers Australia, submission no. 96, p. 11.

61 National Association of Retail Grocers of Australia, submission no. 129, p. 34.
62 Urban Taskforce Australia, submission no. 213, p. 10.
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Further, the complexities of planning applications, and in particular the public consultation and
objections processes, while soundly based, provide the opportunity for incumbents to ‘game’ the
planning system to frustrate or prevent potential competitors entering local markets.

In evidence provided to the inquiry, Woolworths stated that they lodge planning objections where it

is in their general interest to do so. When questioned about a specific planning objection lodged by
Woolworths in respect of a proposal to upgrade an independent supermarket in Appin, New South
Wales, Woolworths acknowledged that the grounds on which it had lodged the appeal —traffic and
access, heritage, noise impact and overshading—had no impact on Woolworths. Rather, Woolworths
acknowledged, the objection was lodged for the purpose of pursuing a commercial opportunity.®®

Woolworths stated that lodging planning objections to prevent competitive entry was engaged in
fairly regularly by other retailers and was a practice adopted by Woolworths where Woolworths had a
commercial interest, be it an existing or planned future interest, to protect.®”

It is clear that in these instances the commercial interest at stake is the ability to continue to trade in
the area, or move into the area in the future, free of the competitive tension that the competing retailer
lodging the planning application would otherwise provide.

Further, the ACCC has previously considered instances where the MSCs have entered into anti-
competitive agreements by which they objected to liquor licence applications by other parties and then
proposed restrictive agreements with those parties aimed at limiting the extent to which the parties
would compete with Woolworths and Liquorland (a wholly owned subsidiary of the Coles Group) in
return for withdrawing their objections.

In May 2005 Liquorland admitted that it had entered into illegal agreements with five applicants for
liquor licences and was subsequently penalised $4.75 million by the Federal Court. On 30 June 2006
the Federal Court found that four agreements entered into by Woolworths with liquor licence applicants
contravened s. 45 of the Act. On 22 December 2006, the Federal Court imposed pecuniary penalties
totalling $7 million on Woolworths.®

As discussed in greater detail in section 9.5.2, attaching a liquor arm to a grocery business adds value
to the business and allows other grocery retailers to compete more effectively with the MSCs. Any
impediment to liquor retailing that the MSCs seek to impose on other grocery retailers therefore not
only restricts competition in liquor retailing but also has the potential to insulate the MSCs’ grocery
businesses from a greater level of competition as they would otherwise be subjected to.

The ACCC also heard evidence during the inquiry that leases between MSCs and landlords sometimes
contain clauses requiring the landlord to object if a competing development is proposed in an area. The
ACCC obtained copies of leases between shopping centres and MSCs that confirmed the existence of
these clauses.

The ACCC considers there is no justification for provisions in leases that require landlords to object if
competing developments are proposed in an area. Where a landlord has legitimate concerns about a
development, they would be likely to object regardless of any obligation placed on them through their
lease with an MSC to do so. Where such objections are lodged solely to protect the interests of the
MSC, transparency would dictate that such objections should be lodged directly by the MSC.

66 ACCC, public hearing transcript, Melbourne, 19 May 2008, p. 64.
67 ibid., p. 65.
68 ACCC, Woolworths penalised $7 million for anticompetitive liquor deals, media release, 22 December 2006.

194 Report of the ACCC inquiry into the competitiveness of retail prices for standard groceries



Woolworths argued that its planning objections will only be successful if the proposed development
does not conform to relevant planning legislation. However, unsuccessful objections lodged purely to
protect the appellant’s commercial interest still drain significant resources from the party proposing the
development and can be used to delay and frustrate entry as well as creating disincentives to explore
development opportunities in the first instance.

In response to a question regarding the possible consequences of its lease arrangement or
developments being subject to tighter regulatory scrutiny, Woolworths stated that this would add a
considerable cost to applications, which would eventually be reflected in grocery prices. This argument
is equally applicable to unsuccessful planning objections by MSCs, lodged purely to protect their own
commercial interest.

Conclusion

Zoning and planning regimes act as an artificial barrier to new supermarkets establishing in areas
with a, likely unintended, consequence of thereby potentially impacting on competition between

supermarkets to supply consumers. As noted, the barriers to entry created by planning laws are
particularly pronounced for independent supermarkets.

In particular, the centre’s policy, combined with the strong preference of existing centre owners to lease
space to the MSCs rather than independent supermarkets or new entrants, is likely to lead to a greater
concentration of supermarket sites in the hands of the MSCs.

The ACCC recognises that zoning and planning policies are designed to preserve public amenity. In
particular, zoning and planning laws are designed to encourage:

e the proper management, development and conservation of land for the purpose of promoting the
social and economic welfare of the community and a better environment

e the promotion and coordination of the orderly and economic use and development of land
e the provision and coordination of community services and facilities

e the protection of the environment.®®

The ACCC is not in a position to assess the merits of these objectives or the effectiveness of state and
territory zoning and planning laws in achieving these outcomes, nor is it the ACCC’s role to do so.

However, as noted, zoning and planning regimes, including existing centres policies, act as an artificial
barrier to new supermarkets establishing in areas, thereby potentially impacting on competition
between supermarkets to supply consumers. In particular, such policies, by limiting opportunities for
new developments, contribute to increasing the level of concentration in the retail grocery sector.

The ACCC considers that zoning and planing polices, and, in particular, consideration of individual
planning applications, should have specific regard to competition issues—specifically, whether
proposed developments would assist in facilitating the entry into an area of a supermarket operator that
is not presently operating in the area.

Recommendation

The ACCC recommends that all appropriate levels of government consider ways in which zoning and
planning laws and decisions in respect of individual planning applications where additional retail space
for the purpose of operating a supermarket is contemplated should have specific regard to the likely
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impact of the proposal on competition between supermarkets in the area. Particular regard should be
had to whether the proposal will facilitate the entry of a supermarket operator not currently trading in
the area.

9.4.4 Foreign investment rules

Existing rules regarding investments in Australia by foreign companies, in effect, require that any vacant
land acquired by foreign companies be developed within 12 months of acquisition. ALDI submitted that
these rules inhibit their ability to expand their networks of stores.

The entry into contracts for the purchase of real estate in Australia by foreign persons is governed by
the Foreign Acquisitions and Takeovers Act 1975 (FATA) and the Foreign Acquisitions and Takeovers
Regulations 1989 (FATR).

Unless specifically exempted by the FATR, approval from the Treasurer is required when a foreign
person or company wishes to:

e acquire vacant land, regardless of value
e develop commercial property valued at $50 million or more

e enter into commercial leases where the likely term of the lease is more than five years.

Acquisitions of vacant land for development by foreign interests are normally approved subject to
continuous substantial construction on the vacant land commencing within 12 months of acquisition.

ALDI submitted that the stringency of this requirement represents a significant regulatory barrier to the
timely and efficient expansion of ALDI’s commercial operations in Australia. Further, ALDI contended
that this regulation also puts it at a significant competitive disadvantage to the MSCs and other
domestically owned supermarkets that are able to acquire land on the basis of long-term business
planning without these constraints.”

On 23 April 2008 the Hon. Chris Bowen MP, Assistant Treasurer and Minister for Competition Policy
and Consumer Affairs, announced changes to foreign investment rules. Specifically, he announced that
the timeframe for the development of vacant commercial land by foreign companies would be extended
to five years.”

The Minister stated that the current time limit discourages new competitors from entering markets and
prevents some existing competitors from expanding because they cannot secure forward purchases of
land in growth areas and greenfield sites.”

The Minister cited the grocery sector as a particular area of the economy that may benefit from
increased competition as a result of the proposed change.”

The ability to landbank is particularly important to vertically integrated retailers such as ALDI and
Franklins as profitable expansion of their wholesale distribution networks requires a critical mass of
stores in a given area. Conversely, it is difficult to develop a critical mass of stores without first having a
viable distribution network.
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Landbanking allows a number of sites to be identified and acquired and then developed simultaneously
once a critical mass of suitable sites is reached.

This proposed change to foreign investment rules to allow foreign companies five years to develop
acquired vacant land appears to address the concerns raised by ALDI.

9.5 Links to other industries

In recent years the MSCs have expanded their consumer offer beyond their traditional domain of
grocery items into areas such as petrol, liquor, banking, pharmacy and general merchandise. The
MSCs have also expanded into new categories that would have been typically sold only in pharmacies
or general merchandise stores.

The broadening of the retail offer in supermarkets and connections with other business operations is
not in itself a prima facie competition concern. In fact, often such changes are pro-competitive as they
introduce a new strong competitive dynamic. However, the expansion into other business areas can
raise barriers to entry to supermarket retailing. If consumer preferences change to the extent that it
becomes necessary to offer these additional goods and services in order to compete effectively as a
supermarket, this may make it harder for new entrants or smaller players to expand.

9.5.1  Petrol retailing (shopper dockets)

One possible barrier to entry could be the need to establish links with petrol retailing as the MSCs have
done with their shopper docket arrangements.

Shopper docket arrangements providing discounts on petrol upon purchasing a minimum amount

of groceries and other items have aided the establishment and expansion of supermarkets in petrol
retailing. The ACCC considered shopper docket arrangements in its December 2007 report on its
inquiry into the price of unleaded petrol (referred to as the ACCC'’s petrol inquiry).” The focus of that
report was on the impact of shopper docket arrangements on competition in the retail market for petrol.
As discussed below, the ACCC analysis of price data suggests that petrol prices were lower after the
introduction of the MSCs’ shopper docket schemes.

The focus of the consideration of shopper docket arrangements in this inquiry is on the impact of these
arrangements on grocery prices and competition between grocery retailers.

Woolworths shopper docket scheme

Woolworths routinely offers a 4 cents per litre (cpl) discount on the price of fuel to customers who
present a voucher obtained upon purchasing $30 or more from a Woolworths or Safeway supermarket,
a Big W store or another Woolworths subsidiary. From time to time, Woolworths offers a greater
discount on petrol to customers who have purchased a minimum value of goods from a particular
retailer in the Woolworths’ group.

Woolworths commenced its shopper docket scheme in 1996 when it became the first Australian
supermarket to enter petrol retailing. In August 2003 Woolworths and Caltex announced a joint
venture arrangement for the retailing of motor fuel through up to 450 petrol retail sites. Longer term
arrangements (involving up to 500 sites) were announced in March 2004. As at 30 March 2008,
Woolworths operates from 515 petrol outlets across Australia. Of these, 381 outlets are owned and

74 ACCC, Petrol prices and Australian consumers: report of the ACCC inquiry into the price of unleaded petrol, December 2007.
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operated directly by Woolworths and the remaining 134 are owned by Caltex and operated by them
directly or through their franchisees under an alliance arrangement in which Caltex supplies petrol to
Woolworths for retail sale.

Estimates provided to the ACCC's petrol inquiry suggest that transactions for around 60 per cent of fuel
sold at Woolworths service stations involve a shopper docket.

Woolworths advised the ACCC as part of this inquiry that the shopper docket fuel reward has no
impact on the pricing of Woolworths supermarkets at a local, regional or national level. Woolworths
indicated that the ‘cost’ of the fuel discount is small, amounting to less than 0.5 per cent of grocery
sales. Woolworths stated that it treats the fuel discount as a loyalty program for its customers and that,
if this loyalty program did not exist, it would need to implement some other marketing program which,
Woolworths argued, it is likely would not be as effective or as directly rewarding to its customers.

Recently, Woolworths has begun replacing its petrol shopper dockets paper vouchers with a swipe
card that stores rewards electronically. Known as Everyday Rewards, the scheme comprises fuel
e-vouchers and extra rewards or prizes offered from time to time.” Customers who spend the
qualifying amount in a single transaction at participating Woolworths or Safeway supermarkets or
participating Big W stores can accrue fuel saving offers on the Everyday Rewards card. As with petrol
shopper dockets, the rewards accrued on the card expire 28 days after the date of issue.

Coles shopper docket scheme

In July 2003 Coles and Shell entered into an alliance under which Coles took over the management
of Shell’s core franchise network across Australia. The roll out of the Coles Express network was
completed in March 2004 and there are currently just over 600 Coles Express service station sites.”®

Coles Express routinely offers a 4 cpl discount on petrol to customers who purchase $30 or more from
Coles Supermarkets and liquor outlets, or other retailers in the Coles Group. From time to time, Coles
Express offers discounts above the standard 4 cpl. Coles submit that millions of customers choose to
redeem their fuel discount offer every month.””

Coles advised the ACCC'’s petrol inquiry that Coles Express funds 1 cent of the 4 cpl discount on

petrol while the remaining 3 cents are funded by the business area which elects to offer a shopper
docket promotion. Any additional discounts offered above 4 cpl are funded by the business area. Coles
advised that the cost of its shopper docket scheme is not a factor in determining the price of individual
grocery items. It is treated as a promotional option in the same category as a catalogue or television
advertising, and the cost is treated as a marketing expense. Coles advised that the objective of offering
a shopper docket promotion is to drive additional sales volumes.

Other shopper docket schemes

Some grocery retailers have introduced their own shopper docket schemes. For example, IGA

has introduced a scheme in New South Wales, Queensland, Victoria and South Australia where
customers who spend over $30 in-store and present a petrol docket from any petrol retailer receive a
4 ¢pl discount off their groceries. In Western Australia, consumers who spend at least $25 in an IGA
supermarket are eligible for a 4 cpl discount off fuel at participating United Petroleum, Peak or BP
service stations.”™
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Additionally, information presented to the ACCC’s petrol inquiry suggests that a number of petrol
retailers, including Neumann Petroleum and APCO Service Stations, have introduced their own shopper
docket arrangements, while Mobil and Matilda Fuel Supplies offer fuel discounts based on convenience
store purchases, and BP has introduced a credit card discount scheme which applies to purchases of
both fuel and goods from its convenience stores.

The Servo Savers arrangement is a widely established shopper docket scheme not affiliated with the
MSCs. Under this scheme, consumers may receive a discount of 6 cpl off the cost of the first 30 litres
of fuel by presenting a docket from participating businesses. As many as five dockets from participating
businesses may be presented at once to receive a cumulative discount of 30 cpl off the cost of the first
30 litres of fuel purchased.”

Shopper docket notifications

Exclusive dealing and third line forcing notifications

Shopper docket arrangements may raise issues under the exclusive dealing provisions of the Act.
One form of exclusive dealing, third line forcing, involves the supply of goods or services on condition
that the purchaser acquires goods or services from a particular third party, or a refusal to supply
because the purchaser will not agree to that condition—for example, the provision of discounted fuel
on condition that the purchaser has acquired groceries from a third party. Such conduct is prohibited
under ss. 47(6) and 47(7) of the Act.

While third line forcing is prohibited under the Act, parties are able to obtain immunity for third line
forcing conduct by ‘notifying’ the ACCC of the arrangement. Immunity from legal action begins 14 days
after notification, provided the ACCC does not object in that period by issuing a draft notice. The ACCC
may at any stage remove the immunity provided by a third line forcing notification if it is satisfied that
the likely benefit to the public from the notified conduct would not outweigh the likely detriment to the
public resulting from the conduct.

Under amendments to the Act that came into effect on 1 January 2007, shopper docket arrangements
between related companies (including many of the supermarket arrangements) will no longer constitute
a contravention of ss. 47(6) or 47(7).

ACCC consideration of shopper docket notifications

In 2004 following a period of change in the grocery and petrol sectors, including the commencement
of Coles’ arrangements and the announcement of the Woolworths and Caltex joint venture, the ACCC
conducted a public review of shopper docket arrangements. The ACCC report, released in February
2004, found that there were significant benefits to consumers from shopper docket petrol discount
schemes and that the schemes had not had an anti-competitive effect on independent petrol retailers.

Most recently, the ACCC considered shopper docket arrangements as part of its inquiry into the price
of unleaded petrol in 2007. The ACCC concluded that the general emergence of supermarket shopper
docket arrangements has not had an anti-competitive effect but has delivered discounts that are to the
benefit of consumers and has promoted competition from other retailers.

The ACCC noted that shopper docket arrangements have aided the establishment and expansion of
supermarkets in petrol retailing and have created significant challenges for those retailers not aligned
with the supermarkets. It also noted that retailers have responded to shopper docket arrangements in a
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variety of ways, including competitive promotions and a renewed focus on delivering consumer choice
and convenience. Some independent retailers have introduced their own shopper docket discounts
and loyalty schemes. However, the ACCC acknowledged that no competing scheme can have the
pulling power of those offered by the two main supermarkets.

Submissions to the inquiry

The issue of shopper dockets was raised in a number of submissions and during hearings. Several
parties raised concerns about the impact of the MSCs’ shopper docket arrangements on competition
in grocery retailing and questioned whether consumers are paying more for their groceries in order to
obtain ‘cheaper’ petrol.

A number of parties raised concerns about the impact of shopper dockets on consumer behaviour
and consumer choice. The Consumer Action Law Centre (CALC) submitted that petrol shopper docket
arrangements create a barrier to switching by tying consumers to particular retailers.® In CALC’s

view, the recent introduction by Woolworths of a card to replace shopper dockets aligns customers
more tightly to the retailer.8' Choice advised that its Choice survey indicates that shopper dockets are
influencing the purchasing decisions of a sizeable minority of consumers.t2 NARGA referred to a 2003
survey conduct by Roy Morgan which indicated that around 50 per cent of shoppers viewed discount
petrol as a significant incentive to shop at the associated MSC; however, NARGA also noted that
shopper dockets no longer have a large effect on consumers’ buying habits.® Metcash considered that
petrol shopper docket schemes are widely used by consumers and have influenced consumer choice
in petrol retailers.®

Many parties consider that shopper docket arrangements have had an adverse effect on competition.
CALC, Choice and the Public Transport Users Association (PTUA) raised concerns that the shopper
docket arrangements result in market distortions associated with bundling and cross-subsidisations.8®
The PTUA considers that the cross-subsidisation of petrol consumption resulting from shopper dockets
should be discouraged.®

Several parties, including Choice and the Australian Manufacturing Workers Union, seek greater
transparency around the financial arrangements and costs associated with shopper docket schemes.®”

Other parties, including French’s Youngtown Supermarket, raised concerns about the impact of the
MSCs’ shopper docket arrangements on other grocery retailers.8

SPAR considered that it is not able to effectively compete with the incentives offered by petrol shopper
docket arrangements.® Franklins considered that the MSCs’ presence as petrol retailers and their
shopper docket schemes provided them with a substantial advantage that is not available to other
market participants.®
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Metcash submitted that shopper docket arrangements create barriers to entry for grocery retailers as
any new entrant into grocery retailing must not only provide competitive grocery prices but also provide
customers a discount for their petrol purchases.®" Metcash noted that the limited availability of petrol
partners would add to the difficulty of a new entrant setting up a shopper docket scheme.®

Franklins submitted that shopper docket schemes have had a dramatic effect on the ability of smaller
retailers to compete with Coles and Woolworths.?® Franklins advised that it experienced a 13.5 per
cent drop in its sales in New South Wales following the introduction of the MSCs’ shopper docket
schemes.® |n a limited number of rural locations in New South Wales, Franklins has established
localised petrol shopper docket programs but these have had limited and varied success.®

Against this, FoodWorks submitted that shopper docket schemes do not really impact on the ability of
the smaller grocery retailers to compete because the smaller retailers’ offering is focused on non-price
factors such as convenience.® FoodWorks submitted that the new Woolworths petrol card may build
increased loyalty with existing customers but it is unlikely to further impact smaller grocery retailers.®”
FoodWorks also considered that the initial advantage provided to the MSCs by their shopper docket
schemes has been negated because many retailers now offer similar schemes.*®

Some parties, including Mr Brian Barlin, Mr John Gallo and the Sydney Food Fairness Alliance,
submitted that the entry of the MSCs into the fuel sector has resulted in higher grocery prices.*®
Metcash submitted that shopper docket schemes enable retailers to raise their ‘headline’ prices while
still retaining customers through the scheme, which offers a lower ‘bundled’ price overall.'®

Against this, Mr Bernie Kingston argued that, given the maximum discount is 4 cpl, it would have little
impact on the overall bottom line of the supermarkets after allowing for the profit on the sale of the
groceries and the fuel.'®!

Several parties noted the impact of shopper docket arrangements in the context of the operation

of convenience stores. Mr Bob Katter MP and NARGA considered that the MSCs’ move into petrol
retailing provided them with the opportunity to open and operate a significant number of convenience
stores, to the detriment of independent retailers. %

Several parties, including ALDI, SPAR, Franklins and FoodWorks, described their responses to MSCs’
shopper docket arrangement.

ALDI advised that it does not provide shopper dockets or fuel vouchers because it considers that the
costs of running these schemes are inconsistent with its strategy of transparency and everyday low
prices as ultimately the cost of any discount must be recouped through higher prices elsewhere.'® ALDI
considered that its customers recognise that the savings they achieve from shopping at ALDI outweigh
any perceived savings from shopper dockets or fuel vouchers. %
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SPAR noted that it does not own petrol outlets and it is only able to provide a fragmented petrol
shopper docket system by partnering with other small suppliers.'®

Franklins advised that it established a customer loyalty program in 2007 to counter the effect of the
shopper docket schemes by Coles and Woolworths. ' Under the program, customers earn loyalty
points for every dollar spent at Franklins.' Once 2000 points have been accrued, customers can
redeem the points for payment of grocery purchases or for Franklins vouchers. Bonus points offers and
other special offers are available exclusively to loyalty program members.'® While Franklins is pleased
with the early impacts, it is difficult to gauge the full effect of the program given the relatively short time
that the program has been in operation.®

FoodWorks has introduced a reverse docket system where customers who spend over $30 in-store
and present a petrol docket from any petrol retailer receive a 4 cpl discount off their groceries.'°
FoodWorks notes that, under this type of scheme, every petrol station remains available to its customer
base."'" FoodWorks advised that, to date, the amount of redemption has been limited and it is not
considered an important driver of customer traffic unless the offer is at a higher discount level or tied to
other promotions.'?

Metcash noted the benefits of a ‘reverse scheme’ in preserving competition in the petrol retailing
market as it does not require an alliance with a specific petrol retailer.'® Further, Metcash noted that
reverse docket schemes do not create artificial price dependencies between grocery retailing and
petrol retailing.*

The Motor Trades Association of Australia submitted that the entry of the supermarket chains into the
retail petroleum industry has seen the development of market circumstances that place independent
fuel retailers at a competitive disadvantage.'®

ACCC analysis

Impact of shopper docket arrangements on grocery retailing
A central concern expressed by submissions is that the introduction of shopper docket arrangements
has had an adverse impact on competition in the grocery retailing sector.

In particular, concerns have been raised that shopper docket arrangements influence the purchasing
decisions of consumers and create a barrier to switching by tying consumers to particular grocery
retailers. Concerns have also been raised that shopper docket arrangements create barriers to entry for
grocery retailers and the presence of the MSCs in the operation of service station convenience stores

is having a detrimental impact on grocery retailers. Submissions suggest that, when introduced, the
MSCs’ shopper docket arrangements provided a significant competitive advantage, and some grocery
retailers continue to find it difficult to effectively compete with the incentives offered by petrol shopper
docket arrangements.
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It appears that the initial impact of the MSCs’ shopper docket arrangements on their grocery
competitors was significant, with Franklins submitting that it experienced a 13.5 per cent drop in its
sales in New South Wales following the introduction of petrol shopper docket arrangements by the
MSCs. 6

However, over time, grocery retailers appear to have responded to the MSCs’ shopper docket
arrangements in a variety of ways, including by:

e establishing their own shopper docket arrangements

e establishing ‘reverse’ shopper docket arrangements whereby customers who purchase a certain
amount of groceries and present a petrol receipt (from any petrol retailer) receive a 4 cpl discount off
their grocery purchase

* introducing customer loyalty programs.

The ACCC understands that the success of some of these initiatives has been varied while others have
only been operating for a relatively short period of time.

As acknowledged in the ACCC’s 2007 report about the price of unleaded petrol, no competing
shopper docket scheme can have the pulling power of those offered by the MSCs. In the context of the
grocery industry, this pulling power, all else being equal, is likely to result in some consumers exhibiting
a preference for purchasing groceries at the MSCs in order to obtain access to a petrol discount
through a shopper docket. As noted, several parties submitted that shopper docket arrangements
affect consumers’ choice of grocery retailers.

However, as discussed in chapter 4, while 32 per cent of consumers questioned in the ACCC'’s
Millward Brown survey indicated that they considered fuel discount schemes to be an important factor
when choosing where to shop for groceries, of the 12 factors which consumers were asked to rate, fuel
discount schemes were considered to be the third least important factor.

More generally, as discussed in chapter 4, supermarkets compete across their entire retail offering
including price, quality, range, convenience, service and in-store amenities. The offering of loyalty
programs, such as shopper docket arrangements, is only one element of this retail offer.

With respect to convenience stores, the ACCC notes Coles’ submission to the ACCC'’s petrol inquiry
that convenience stores provide an important source of income to petrol retailers. In its petrol report,
the ACCC noted that the potential for growth in convenience store sales has become the focus of
many petrol retailers competing against Coles Express and Woolworths shopper docket arrangements.
Any increased competition with respect to convenience store offerings by petrol retailers will have an
impact on the grocery sector, and some grocery retailers are likely to find the changing environment
extremely challenging. However, while market evolution as a result of competition may present
difficulties for some, it is generally to the benefit of consumers.

Impact on grocery prices
In addition to examining whether shopper docket arrangements are a barrier to entry, the ACCC has
also considered the direct impact of these arrangements on grocery prices.

A concern raised by many is that shopper docket arrangements have not been beneficial to consumers
because they have resulted in increased grocery prices. It is alleged that the supermarkets have
increased the price of grocery items to recoup the discount provided on petrol under their shopper
docket arrangements.
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As grocery pricing is complex it is not possible to accurately gauge the effect that petrol discount
vouchers may have on grocery prices. For this reason, it is not possible to accurately measure any
impact on grocery prices as a result of shopper dockets.

However, it is possible to measure the cost of shopper docket schemes in terms of the total value of
the discounts offered and to gain some understanding of the relative size and importance of these
costs in the context of the broader businesses of Woolworths and Coles.

Woolworths and Coles offer similar discount schemes, with a standard discount of 4 cpl and greater
discounts periodically associated with the purchase of a minimum value of groceries or other items.

Both advise that the cost of their respective shopper docket schemes is not taken into account in
setting prices for individual grocery items but rather is treated as a marketing expense.

This practice is mirrored by members of FoodWorks, which advises that the discount is funded from
their store margin or marketing expense and submits it is not aware of any grocery price increases by
its members to fund the cost of shopper dockets.

Based upon information provided to the ACCC, it is difficult to conclude this expense in isolation could
have a significant effect on grocery prices. No evidence has been put forward to support a view that the
supermarkets recoup the cost of their shopper docket schemes via higher grocery prices. Furthermore,
in the context of business groups which annually generate billions of dollars in sales and hundreds

of millions of dollars in profit, the cost of the shopper docket scheme is unlikely to be significant.”
Woolworths has indicated that the cost of the shopper docket schemes is in the order of half of one
per cent of the total annual sales. Both Woolworths and Coles also stated that their shopper docket
programs are loyalty programs for customers, which, Woolworths stated, would need to be replaced
with some other form of market program if they did not exist. This suggests, at worst, any effect on
grocery prices of the shopper docket schemes is likely to be insignificant.

Impact of shopper docket arrangements on petrol prices
While not directly relevant to this inquiry, a related issue is the potential impact of shopper docket
arrangements on petrol prices.

The ACCC recently considered whether shopper docket arrangements inflated retail petrol prices as
part of its petrol inquiry.

ACCC analysis of petrol price data suggests that retail petrol prices were lower following the entry of
Coles Express and Woolworths into petrol retailing. The petrol prices of the MSCs have also generally
been lower than market average prices. However, consumers should not automatically rely on shopper
docket vouchers to necessarily deliver the lowest price.

There are often a range of retail prices charged by service stations and on any given day the range from
the lowest available retail price to the highest is usually between 15 and 20 cpl.

The ACCC recently highlighted the need for consumers to look at petrol price boards to check the
competition in their area before filling up their tanks.''® Analysis of petrol pricing in a 9.00 am ‘snapshot’
on 7 May 2008 showed that Coles Express sites set the highest prices in all four eastern capital cities.
It was found that Coles Express was setting the highest prices at a significant number of its sites, which
is consistent with a recent trend identified by the ACCC. Therefore, loyal shoppers redeeming their
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shopper docket vouchers at the highest priced sites are paying more than they need to.

Conclusion

The introduction of shopper docket arrangements is likely to have had an impact on other grocery
retailers. In particular, the offer of discount petrol schemes may have increased barriers to entry and
expansion, particularly for smaller retailers. However, evidence also suggests that the schemes have
delivered discounts to the benefit of consumers and promoted competition from other retailers.

More generally, evidence indicates that some retailers have responded with alternative arrangements.
Further, shopper docket arrangements are only one part of the total retail offer on which supermarkets
compete. More generally, there is no evidence to suggest grocery retailers as a whole are in jeopardy as
a result of the MSCs’ shopper docket schemes.

Further, shopper docket arrangements do not appear to have resulted in a noticeable increase in
grocery prices.

9.5.2 MSCs’ involvement in other business areas

As noted, along with the expansion into petrol, the MSCs are following a general pattern of expanding
the range of their business operations into areas such as liquor, banking, pharmacy and general
merchandise.

As with petrol retailing, the more general broadening of the MSCs’ retail offer has the potential to raise
barriers to entry if consumer expectations of the types of goods and services provided by supermarkets
changes to such an extent that other supermarket operators would be required to offer these goods
and services in order to compete effectively.

Liquor

Evidence provided to the inquiry suggested that liquor retailing is an important complement to a
supermarket’s retail grocery offer as the added convenience of being able to make grocery and liquor
purchases in the one location is valued by consumers.'°

Against this, as discussed in chapter 4, only 12 per cent of consumers questioned in the ACCC’s
Millward Brown survey indicated that they considered that having a liquor store attached to a
supermarket was an important factor when choosing where to shop for groceries. Of the 12 factors
which consumers were asked to rate, having a liquor store attached to a supermarket was considered
to be the least important factor.

Another reason grocery retailers may be interested in expanding into liquor retailing is the profitability of
liquor retailing in its own right coupled with the potential synergies, in distribution and retail operations,
of having the liquor and grocery retailing operations co-located. However, these benefits of grocery
retailers expanding into liquor are unlikely to create a barrier to other grocery retailers unless liquor
operations were being used to cross-subsidise groceries. In this respect, FoodWorks submitted that
liquor is highly competitive with the MSCs trying to build market share'?, and any cross-subsidy is likely
to be taken from groceries and used in liquor operations.

119 ACCC, public hearing transcript, Canberra, 8 April 2008, p. 31.
120 FoodWorks, submission no. 90, p. 26.
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More generally, while it appears that expansion into liquor retailing could provide some competitive
advantage to grocery retailers by expanding the range of their consumer offer, it does not appear that
this expansion creates any significant barriers to entry in itself. To the extent that other grocery retailers
are unable to match this expanded offer, this is primarily a function of liquor licensing laws and, on
occasions, associated licence objections lodged by incumbent grocery and liquor retailers to prevent
competitors similarly expanding their consumer offer.

As such, the ACCC does not consider that the MSCs’ expansion into liquor significantly raises barriers
to entry. Issues such as site access would seem to be much more significant barriers. However, to the
extent that selling liquor does create a competitive advantage for a grocery retailer, the need to obtain
a liquor licence (which provides for more opportunity for incumbents to object) does create additional
costs and potentially some barriers to entry.

This is not to suggest that the ACCC considers that a relaxation of liquor licensing laws would be
appropriate, given the stated aims of such legislation, including the regulation of alcohol sales, having
regard to the welfare and needs of the community and the minimisation of any harm arising from
misuse of alcohol.'

Banking

The introduction of EFTPOS in the 1980s paved the way for the introduction of supermarket banking in
Australia. Offering banking and other financial services is now seen as a good way for supermarkets to
capitalise on their strong brands and customer base. Woolworths stores, for example, process

114 million transactions or 11 per cent of all credit card transactions in Australia each year.

Supermarket banking services are commonplace in the United Kingdom, with retailers such as
Sainsbury’s, Tesco, and Marks & Spencer among those with dedicated financial services departments
offering personal loans, insurance, credit cards and other banking products. Australian supermarkets
are currently predicted to increase their offering in these areas.

In 2007 following a global tender process, Woolworths negotiated a deal with HSBC to release a
Woolworths credit card. It has previously offered a Mastercard through their Ezy Banking joint venture
with the Commonwealth Bank. In 2006 Woolworths also signed a deal with ANZ for the placement
of co-branded ATMs in their stores. Coles also offers a Mastercard; however, their card is owned and
controlled by GE.

The potential risk that access to banks in Australia for independent retailers could be foreclosed by the
current links with the MSCs does not appear to be of concern at the current scale as these products
are available from a wide variety of sources. Although small independent retailers are less likely to have
an incentive to establish links with the banking sector because the establishment costs will not justify
the investment, there would appear to be few barriers to larger players establishing such links.

Discount department stores

Woolworths Ltd is involved in general merchandise department stores through the Big W brand.
Coles is affiliated with discount department stores Target and Kmart as they are both owned by the
Coles parent company, Wesfarmers Ltd. In relation to the grocery products sold by these stores,
there is some overlap in the products sold, which may result in increased buyer power for the MSCs.
This is because, for those products that are sold in both the supermarket division and in the general
merchandise store, they will sell an even larger proportion of the product sold in Australia.

121 Liquor Act 1992 (Qld), s. 3.
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Currently, the different product offerings of the MSCs and the general merchandise department stores
mean that they only overlap in relation to a relatively limited number of grocery products (generally in
the dry groceries range, particularly confectionary) and, as a result, the relationship between these
stores is not in and of itself typically seen as a competition concern. There is also overlap in the sense
that the MSCs sell many products (particularly basic stationery, hardware, kitchen, underwear and linen
ranges) that are also sold in the general merchandise stores. However, there are many other retailers
that also compete in this area. Furthermore, the focus of this inquiry is on groceries, rather than general
merchandise.

In the United States, discount department stores such as Costco and Wal-Mart stock a significant
range of both grocery and non-grocery items. Such developments have generally been viewed as an
extension of the one-stop shopping concept, which is regarded as potentially appealing to shoppers
interested in saving time and travel costs.

The common ownership between general merchandise stores and MSCs may raise additional buyer
power issues for some product ranges but it is not generally considered a competition concern in
and of itself. However, this is not to suggest that the ACCC would not closely analyse any mergers or
acquisitions in this area in order to identify possible competition effects.

Convenience store retailing

Woolworths and Coles are both involved in convenience store retailing and Metcash is involved

in wholesale supply to convenience outlets. The ACCC does not consider that expansion into
convenience store retailing is an area of competition concern. The scale of the MSCs and Metcash
may enable them to access lower prices for their convenience outlets. However, this does not inhibit
competition between the MSCs and other supermarkets.

Pharmacy sales and other new categories

The MSCs currently stock a limited range of non-prescription pharmaceutical products and have
expressed an interest in expanding into a full range of products if the state and territory laws throughout
Australia would permit them. The ACCC considers that the extension by the MSCs into the sale of

a limited number of pharmacy products and the possibility that they may expand into a full range

of products is unlikely to significantly further raise barriers to entry into grocery retailing in Australia.

The ACCC considers that the broadening of the MSCs’ offering into pharmacy products may have
consumer appeal due to the ability to one-stop shop but it is unlikely to be something that on its own
delivers a sustained competitive advantage to the MSC retailers.

In noting this, the ACCC is not commenting on the merits, or otherwise, of pharmaceutical products
being made available to consumers in supermarkets. The ACCC’s consideration of this issue in the
context of this inquiry has been limited to consideration of whether expanding supermarkets retail
offer may raise barriers to entry. Consideration of issues related to the appropriateness of a full range
of pharmaceutical products being made available for sale in supermarkets is beyond the scope of
this inquiry.

ACCC’s view

The retail offer provided by supermarkets continues to evolve over time. From their traditional base of
dry groceries, supermarkets have, over time, expanded their offer to include bakery products, fresh
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fruit and vegetables, deli meat and fish products. In more recent times the retail offering of the MSCs
has expanded further still, away from food items into other categories of products such as those
noted above.

The expansion of supermarkets into these areas has brought a new competitive dynamic, both to
grocery retailing and to retail sectors that have traditionally sold these products, which is likely to be of
benefit to consumers.

As noted in relation to shopper dockets, supermarkets compete across their entire retail offering
including price, quality, range, convenience, service and in-store amenities. Expanding into any
particular new retail area is unlikely, in itself, to significantly impact consumers’ choices of store in the
long run given the range of factors weighed up in choosing where to shop. However, the broadening of
the range of the supermarkets’ retail offer is likely to provide a competitive advantage to the extent that
this broader range is valued by some customers. To the extent that expansion into a broad range of
areas does influence consumers’ choices about where to shop, this reflects the value consumers place
on this broader retail offer.

The expansion of the MSCs into these areas could potentially raise barriers to entry or expansion for
competitors seeking to develop full-line supermarkets to meet the needs of one-stop grocery shoppers.
While there is nothing to stop a potential rival matching the expanded retail offer of the MSCs, the
broader the range of goods and services consumers come to expect their local supermarket to offer,
the more difficult and costly it becomes for new supermarkets to establish themselves.
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10 Conclusions on competition at retail level

Key points

Based on the analysis in the previous chapters, the following are the key features relevant to a
consideration of retail competition in the Australian grocery industry.

e Australian food prices have been increasing at a rate greater than the CPI since 1990. Among
a number of comparable OECD countries, Australia’s is the only economy that exhibits that
feature.” While much of that inflation can be attributed to domestic factors such as floods,
cyclones and droughts, and international factors including economic growth in Asia, it is
impossible to rule out factors relating to domestic competition as contributing in some way to
the gap between CPI and food price inflation.

e Any contribution from increased retailer margins to food inflation is, however, small. Less
than one-twentieth of all food inflation in the past five years could potentially be attributed to
increased gross margins achieved by the major supermarket chains (MSCs) and Metcash.
Accordingly, retail level competition issues do not lie at the heart of Australia’s food price inflation.
Competition issues may, however, still be significant.

e Supermarkets compete on both price and non-price components of the retail offer (such as
convenience). The structure of local markets is strongly influential on the competitiveness
of prices in each local area. The presence of the MSCs and ALDI has a positive influence
on the competitiveness of pricing in individual regions. The presence of a Metcash-supplied
independent or Franklins has a less significant influence.

e Competition in grocery retailing appears to be stronger on non-price elements of the retail offer
than on price. Non-price elements of the retail offer, such as convenience and product range, are
significant determinants of where consumers choose to shop.

e Price competition does exist, despite not being a strong feature of the market. Price competition
primarily takes two forms. The first is promotional pricing, which the MSCs, Franklins and the
Metcash-supplied independents engage in. Promotional pricing is, however, often a reflection
of inter-brand competition rather than supermarket competition, as the promotional program is
most often funded by the manufacturer or supplier. This is discussed in greater detail in
chapter 15.

The second form of price competition between the MSCs occurs on what are called known
value items, which are about 300 or so items for which consumers commonly remember the
price and which are used to assess the value of a supermarket’s offering. ALDI, as a low-cost
retailer with a limited number of product lines, provides effective price competition on many
known value items.

The evidence before the inquiry did not suggest that there is strong broad price competition,
either in the form of sustained supermarket investment in promotional pricing or broad price
discounting across the entire range stocked by the MSCs.
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Key points

The stability of the market, high concentration and transparency of pricing limit the benefit to

an MSC of pursuing a heavy discounting strategy. The fact that most independents receive a
substantial proportion of their packaged grocery stock from Metcash, on terms that make direct
price competition difficult, limits the competitive effectiveness of many independents. Only ALDI
has the incentive to engage in sustained price competition, which it has done since its arrival in
Australia, albeit on a more limited range of products than are stocked by the MSCs.

The earnings of the two MSCs are in the average to high range by international standards.
Woolworths is currently more profitable than Coles and has increased its EBIT margin
consistently over the period from 2001-02 to 2006—07. The data is consistent with a relatively
stronger position for Woolworths compared to Coles. There is evidence that Coles and
Woolworths have experienced larger increases in categories where the MSCs have a relatively
larger share of national sales. In wholesaling, Metcash, the only significant supplier of wholesale
groceries to the independent sector, achieves healthy margins having regard to its role in the
supply chain.

Barriers to entry to the Australian grocery market in the area of packaged groceries and large
format supermarkets are very high. Access to sites and the need to generate large volumes of
sales to access products on competitive terms are the two main barriers. The ALDI experience
shows that large capital reserves are essential for entry on a significant scale. The fact that
Metcash is essentially the only source of packaged groceries for non-vertically integrated
supermarkets makes organic, competitive market entry difficult. Further, access to suitable sites
makes it difficult for existing independent chains capable of operating large format supermarkets
to grow organically. Suitable sites are difficult to obtain because of the MSCs’ customer pulling
power as anchor tenants and their greater ability to pay premiums for the most attractive sites.
Difficulties in accessing sites are exacerbated by the deliberate strategies employed by the
MSCs to ensure they maintain exclusive access to prime sites. In particular, these strategies
include terms in leases that effectively prevent centre managers leasing space in centres

to competing supermarkets and the use of the planning appeals process to frustrate new
developments.

The features of the market summarised in the key points above suggest the retail competition is
workably competitive, but that a number of factors currently weaken price competition in grocery
retailing in Australia. Why this is so can be understood in part by examining the behaviour of
participants in the market.

10.1 Behaviour of market participants

10.1.1 Woolworths

Woolworths does not have a policy of undercutting on standard shelf pricing. It monitors pricing of
Coles and nearby competitors and will match cent for cent. It will not, however, lead standard prices
down.' Confidential information provided to the ACCC during the inquiry suggests that Woolworths is

1
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ACCC, public hearing transcript, 19 May 2008, pp. 52-55.
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able to keep its prices very close to those set by Coles, thus limiting opportunities for market share to
be taken from Woolworths. Confidential documentation received also indicates that market conditions
allow Woolworths to raise its standard shelf pricing in some circumstances.

Woolworths does, however, invest heavily in promotional pricing. Evidence obtained confidentially from
suppliers indicates that Woolworths will provide price subsidies for some key products in addition to
promotional funding provided by the manufacturer. The consumer consequently pays very competitive
prices for these items during promotions.

10.1.2 Coles

Coles has stated that it still has a lot of work to do to get back into the sort of shape it needs to be
in to be able to compete strongly in the Australian retail arena. Despite this, Coles remains strongly
profitable.

Internal Coles’ documents and public reports show that when Coles attempts to engage in heavy
promotional pricing, Woolworths matches it. Accordingly, a strategy of heavy promotional pricing is
unlikely to be adopted in the medium term.

As discussed in chapter 5, a price war between Coles and Woolworths became apparent during the
latter half of 2007. It appears that this was instigated by Coles in an attempt to regain some market share.
Woolworths then matched Coles’ significantly discounted pricing. As discussed in chapter 5, it appears
that Coles, as a result of Woolworths’ response to Coles pricing, did not obtain any significant benefit
from the aggressive price reductions. Woolworths stated in the media that its overall margins had not
been affected. In the ACCC’s view such an outcome indicates that heavy promotional discounting,

at least on Coles’ current cost base, could not be maintained for any significant length of time, nor is

it likely to produce any significant benefit to Coles. Accordingly, the ACCC considers that it is unlikely
Coles will engage in such behaviour in the future. Material accessed by the inquiry on a confidential
basis reaffirms the ACCC'’s view.

Although Coles invests in promotions, much of the promotional activity engaged in by supermarkets
is funded by the suppliers according to a schedule negotiated between retailers and suppliers that
ensures suppliers do not have the same product on promotion in numerous retailers at the same
time. Much of the promotional activity may well be a reflection of competition between brands at the
manufacturing level rather than vigorous competition at the retail level.?

10.1.4 ALDI

ALDI is the only hard discounter operating in the grocery category on a significant scale. Its competitive
effect is significant, but it is not and does not set out to be a full service supermarket. In order to
compete strongly on price, Aldi cuts its costs by selling a limited range of products. Consequently a
large range of items stocked by the MSCs do not come under price pressure from ALDI. The items on
which Woolworths and Coles price-match ALDI are primarily the private label products that the MSCs
consider to be directly comparable to ALDI’s products.® ALDI does not appear to have had a broader
effect on standard shelf pricing. Further analysis regarding ALDI’s position in the grocery retail sector is
provided in chapter 8.

2 See chapter 5 of this report for further detail on the manner in which retailers source their promotions.
3  See ACCC, public hearing transcript, 19 May 2008, pp. 16-18; ACCC, public hearing transcript, 26 May 2008, pp. 8-9.
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10.1.5 Metcash-supplied independents

Metcash-supplied independents, for the most part, do not offer direct price competition to the MSCs
across the range. They tend to compete on convenience, a tailored product range and service.
However, Metcash-supplied independents do have access to promotions negotiated by Metcash

and so may offer price competition in that area. Some large-format independents such as Supa IGA,
Foodland and Supabarn do offer direct price and range competition to the MSCs. However, their
ability to place downward pressure on the MSCs’ pricing is limited because of the terms on which they
acquire packaged groceries from Metcash.

While part of the problem may be that Metcash is not given competitive supply terms by producers
and suppliers, it is not clear that this is the case. The ACCC notes that Metcash takes a substantial
wholesale margin. At present it takes a net margin of 3.59 per cent of the final retail price of goods sold
by IGAs.* This net margin is slightly above the net margin that Coles takes, notwithstanding that Coles
performs the retail function as well as conducting its own wholesaling.

The Metcash margin means that a Metcash-supplied supermarket cannot as a general rule aggressively
compete with the MSCs on price.® The large format independent supermarkets appear to be able to
match Coles and Woolworths on products supplied by Metcash but only by accepting margins that
either do not, or barely, cover the cost of doing business.® Where independent supermarkets can
compete is on goods supplied from sources other than Metcash. These include fruit and vegetables,
meat, deli, bakery and products sourced directly from manufacturers. Price competition can occur

in these categories, but is limited by the need to obtain gross margins sufficient to make up for the
poor margins on packaged groceries supplied through Metcash. The position of Metcash-supplied
independents is discussed in detail in chapter 7 of the report.

10.1.6 Franklins

Franklins is independently owned, operates large format stores in New South Wales, and is vertically
integrated. However, in recent years it has been significantly handicapped by its wholesaling
arrangements. Initially, problems arose because it was not being provided with groceries from Metcash
on what Franklins considered to be competitive terms. When Franklins terminated that arrangement,
its transition to its own warehousing arrangements did not go smoothly. Consequently it has been in a
period of consolidation in recent years and to date has not provided significant price competition to the
MSCs; notwithstanding that, it may have the potential to do so.

10.2 How competitive is the market?
Based on the matters outlined above and the evidence before the inquiry, the ACCC considers that:

e Competition in retailing groceries in Australia is workably competitive; however, a number of factors
currently limit the effectiveness of price competition. Both the MSCs and the major wholesaler,
Metcash, make average to above average returns by world standards. In particular these three
players have very dominant positions in the supply of packaged groceries. There is competition in
the form of promotions and on known value items, but there are weak incentives for any participant
to intensify competition in this area. Price-matching practices between the MSCs and the weakness

4 Metcash company results presentations, annual reports 2007-08.

5  Ananalysis of the terms provided to Metcash, and the terns upon which they on-supply products to independent retailers is contained in
chapter 7 of this report.

6  This is discussed in more detail in chapter 7 of this report.
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of the independents because of the high Metcash supply prices for packaged groceries mean there
is little incentive for a market participant to lead prices down across the broader range of products.

e The major source of greater competition in recent times has been the introduction and likely
continuing expansion of ALDI. Further improvements in the competitive dynamic are most likely
to be by the potential entry of new grocery retailers. However, the ACCC has seen no significant
evidence to suggest that such a competitor will enter in the near future.

* The level of price and non-price competition in the market might be enhanced if there were
expansion in the number of large format independent supermarkets. However, not every
independent supermarket has the ability or incentive to engage in price competition and the barriers
to organic growth of even the most efficient independent operators are considerable. First, it is
difficult to obtain suitable sites in areas that will generate the cash flow necessary to sustain a
competitive supermarket. Second, there is difficulty obtaining packaged groceries on competitive
terms while Metcash remains the only viable wholesale supplier for the independent supermarket
sector.

10.3 Will new entry occur?

It would be a mistake to see the grocery market in Australia as static, with Metcash’s and the MSCs’
powerful positions permanently entrenched.

In recent years the market has seen the introduction of ALDI, which has been a very significant
development, especially for price-conscious shoppers. Costco’s announced entry into Australia
suggests that the returns available in the Australian retail grocery market are attractive to foreign
companies.’

In the fresh category, specialist retailers like Harris Farm have been able to expand in New South Wales,
and there are strong chains in specialty categories such as bread, deli and fresh chicken. In addition,
shopping centre developers have suggested that by grouping specialty shops offering a range of fresh
items, consumers can be attracted away from an MSC for a large proportion of their grocery needs.®

Large format independent supermarkets do exist and in some cases offer serious competition to the
MSCs in particular local areas.® However, the barriers to entry are substantial and any change in the
current structure of the packaged grocery large-format supermarket shopping environment is likely to
be slow.

While the ACCC recognises this, it does not consider that the competition issues are so serious that
structural market intervention is required. As pointed out earlier, any possible lack of retail competition
is not by any means the most significant contributor to food price inflation in Australia. Accordingly,
significant restructuring of the market is not justified by the ACCC's observations on the level of
competition. Further, many food categories remain strongly competitive and it is not clear that any
improvement will be made by attempts to structurally interfere with the market.

However, there are steps the ACCC can take using its existing powers under the Trade Practices Act
1974 (the Act) which have good prospects of promoting new entry at the wholesale level and have the
potential to increase the range of competitors in local markets accessing appropriate and attractive
retail sites.

7 See 'US Firm CostCo to open Melbourne store’, Sydney Morning Herald, viewed 20 June 2008, available at http://news.smh.com.au/
business/us-firm-costco-to-open-melbourne-store-20080620-2u15.html.

8  See, for example, ACCC, public hearing transcript, 12 May 2008, p. 65.

9  For example, Supabarn supermarkets, which are located in the Australian Capital Territory—and, more recently, expanding into
New South Wales.
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10.4 What interventions will improve competitiveness?

While it is a relatively simple matter to note that a market will be improved by the presence of more
competitors, it is more difficult to identify appropriate interventions to produce such a result.

10.4.1 Retail market

Before advocating any particular approach to improving the retail market, it is important to note that
a competitive process largely produced the current market structure. Woolworths’ and Coles’ market
shares are the product of millions of consumers preferring the MSCs’ offerings over a host of other
independent and chain stores. When it was owned by Dairy Farm International in the late 1990s and
early 2000s, Franklins was the victim of vigorous competition, notwithstanding that it had sites and a
brand that provided a strong foundation to be competitive.

In addition, greenfield expansion by the MSCs exceeds acquisition as a method of growth. It would
accordingly be wrong to suggest that the MSCs have succeeded by buying out the competition.

Now that Coles and Woolworths are the dominant brands in large format supermarkets, they have

key market advantages which a new entrant will find difficult to overcome. The key advantage is that
shopping centre developers are dependent on anchor tenants to bring in customers. It is accepted by
developers that having the MSCs as anchor tenants drives more traffic than any other supermarket
brand.™ For sensible economic reasons, all other things being equal, a developer of a site in a premium
location will almost always choose to base a centre around an MSC rather than an independent or
lesser known supermarket. By including terms in leases that restrict the introduction of competing
supermarkets to developments, the MSCs are able to further entrench their dominance of prime retail
sites.

This creates a significant market impediment to competitor growth.

10.4.2 Wholesale market

The history of Australian wholesaling to the independent sector has been one of steady consolidation.
This consolidation has been permitted on the basis that vertically integrated retailers such as the MSCs
provided sufficient constraint on a monopoly wholesaler, and that the efficiencies available to a single
wholesaler from the increased scale would deliver greater competition from the independent sector at
the retail level.

With the benefit of the material available to the ACCC as a result of this inquiry, it would appear that,
at least in the last few years, the level of constraint on Metcash has been weaker than anticipated.
Consolidation of grocery wholesalers has improved the returns available at the wholesale level, but it
has also produced imperfect incentives for the wholesaler to encourage competition at the retail level.
Consequently, the returns earned by Metcash are almost certainly higher than they would be if it faced
a competitor at the wholesale level, and there are large categories of products in which the MSCs face
little price competition because of the buying advantage they have over the independent retailers that
buy through Metcash.

These high returns earned by Metcash have prompted market reactions, such as one of its largest
customers, Franklins (now owned by Pick ‘n Pay, South Africa), discontinuing the relationship. Franklins
instead brought its warehousing and supply function in-house, despite the high costs of doing so.

10 See ACCC, public hearing transcript, 12 May 2008, p. 68.
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The ACCC expects that if sufficient volumes can be aggregated to justify the establishment of
alternative wholesaling arrangements, others in the independent sector may also make alternative
wholesaling arrangements. However, Metcash has put in place a number of measures that make it
difficult for any new entrant to the wholesale market to attract sufficient volumes to be viable. These
include taking equity stakes in the larger independent supermarket groups and using agreements with
clauses in them that make it difficult for independent supermarkets and franchisees to leave Metcash or
obtain products elsewhere.

Consequently, it may be difficult for new entry to occur.

10.5 ACCC’s approach

The key impediments to increased intensity in retail competition are:

e access to suitable sites for alternative retail offerings

e access to competitive wholesale supply in packaged groceries for the independent supermarkets.

The ACCC believes that its existing powers can be used to encourage competition and enhance
dynamic change in grocery retailing.

In particular, the ACCC wiill closely scrutinise supermarket site leases. Arrangements whereby the
MSCs include terms in their leases that effectively prevent centre managers leasing space in centres to
competing supermarkets can be considered under Part IV of the Act. Before the inquiry, few concerns
had been raised with the ACCC about these lease arrangements and the arrangements have not,

to date, been a focus of the ACCC’s enforcement activities. During this inquiry, significant concerns
have been raised about the impact of some of these arrangements on competition in local areas, and
considerable information regarding the operation of these clauses has been collected by the ACCC.
The ACCC will actively pursue such arrangements where it considers that there is a likely breach of the
substantial lessening of competition test contained in the Act.

During the inquiry it has also become apparent that state planning regimes, while designed to preserve
public amenity, also act as a barrier to new supermarkets being established in local areas. The ACCC
has recommended that consideration of planning decisions at all levels of government should have
specific regard to competition issues, particularly where the application contemplated would facilitate
the entry of a supermarket operator not currently trading in the area.

The ACCC will also continue to scrutinise acquisitions of supermarket sites and leases that give rise to
competition concerns under s. 50 of the Act, which relates to mergers and acquisitions. The ACCC will
pay particular attention to sites in built-up areas where the site is likely to be utilised by a competitor if
the MSC acquisition does not proceed. In many cases, an MSC opening will be the most competitive
outcome, but there may be sites where a competitive alternative exists which would permit action
under s. 50. This issue is considered further in chapter 19.

In relation to the wholesale supply of packaged groceries to the independent sector, the ACCC will pay
closer attention to certain conduct by Metcash. In particular, the ACCC will examine:

e any agreements or acquisition of further equity in downstream retailers that inhibit the aggregation
of sufficient volume to enable an alternative wholesaler to enter the market on an appropriate scale

e any agreements with suppliers or retailers that prevent direct dealings between suppliers and
independent retailers
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e any use of Metcash’s market power in the supply of packaged groceries to induce independent
retailers to shift to IGA Fresh for the supply of fresh produce.

The ACCC considers that efforts in these areas can bring about improvements to the competitiveness
of the grocery sector in Australia. If, following the taking of these steps, it transpires that the ACCC'’s
powers are inadequate to address these concerns, the ACCC may take steps to identify any legislative
changes which may be necessary.
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