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THE CHAIRMAN: Well, good morning ladies and gentlemen. | think in the spirit
of competition, the numbers present here today about equal those of those present at
the Woolworths hearing the other, athough you probably have slightly less
representatives at the table, but that’s all right. My name is Graeme Samuel. I’m the
Chairman of the Australian Competition and Consumer Commission and the Chair at
this public inquiry into the competitiveness of retail prices for standard groceries. |
welcome you al and declare this hearing open. 1’m joined by Commissioner John
Martin on my right and Commissioner Stephen King, who are the other two
presiding members for thisinquiry.

Theinquiry is convened under part 7A of the Trade Practices Act. 1t’s held pursuant
to arequest made on 22 January from the Assistant Treasurer and Minister for
Competition Policy and Consumer Affairs, Minister Chris Bowen. Details regarding
or matters to be taken into consideration by the inquiry are available on the ACCCs
website. | note that we have received so far over 200 public submissions to the
inquiry as well as confidential submissions. These submissions cover a broad range
of issues and the ACCC will endeavour to take into account all relevant information
that has been provided.

The purpose of these hearingsisto give the ACCC an opportunity to investigate in
detail, the key issues that have been raised. We have held hearings through Australia
during April and May with the remaining hearings being in Melbourne. | wish to
emphasi se the many witnesses that have attended hearings over the past two months
did not attend voluntarily and were summonsed to appear under section 95S of the
Trade Practices Act. In particular we summonsed all supplier companies, therefore
no conclusions can be drawn regarding a company’s willingness to participate in the
inquiry from the fact that a company appeared at the hearings.

Now, some of the material covered in today’s hearing with Coles will be confidential
and commercially sensitive and therefore parts of the hearings will not be open to the
public. Thisisbecause we must be able to investigate issues without damaging the
witnesses’ competitive position or commercial relationships. We’ll also be
guestioning Coles about confidential documents that we have obtained through our
information gathering powers that obviously can’t occur in public. Transcripts of the
public parts of the hearing are available on the ACCCs website. We may disclose
some aspects of the confidential components of the transcripts some time after the
hearing, if we consider that some of the material should be in the public domain. But
we will consult with Coles before doing just that.

In terms of procedural issues, all Coles’ representatives will have a procedure
document that outlines how we intend to approach these hearings, so | won’t go
through the procedural pointsin detail. | just with to emphasise that although we’re
not taking evidence under oath at this hearing, it is a serious offence to give false or
misleading evidence to the ACCC. Inrelation to confidentiality, if Coles believes
that a particular question or a series of questions are likely to result in the disclosure
of confidential information, then Coles should indicate an objection to answering the

ACCCGRO 26.5.08 p-2
Auscript Australasia



10

15

20

25

30

35

40

45

guestion on that basis. | will then consider whether the inquiry should take evidence
in private.

| note that although we’re not using external counsel at this hearing, witnesses will
be questioned by the ACCCs internal lawyers, Mr Damien O’Donovan and Ms
Catherine Freeman. That concludes my preliminary remarks. | thank all the Coles
representatives for attending the hearing today. We realise that you are busy people
and attending is a significant imposition on your organisation. Could | perhaps ask
you, for the record, to identify who you are so that our transcript can perhaps
identify, you know, who the individuals are and perhaps start with yourself, Mr
McMahon, and then we’ll sort of run along the table.

MR M. McMAHON: Yes. Thank you, Mr Chairman. 1’m Mick McMahon, Chief
Operating Officer for Coles. Perhaps start down here, David.

MR D. STEVENS: Yes, good morning. I’m David Stevens, | manage Fresh
Merchandise.

MR C. TRAINOR: Good morning. 1’m Cameron Trainor, I’m the General
Manager of Grocery Merchandise.

MR T. BOWEN: Good morning. Terry Bowen, Finance Director for Coles.

MR T.BOYCE: Good morning. Tim Boyce, General Manager of Property for
Coles.

THE CHAIRMAN: All right. And then we have got five other representatives who,
just again for the record, if we could have those starting with - - -

MSE. PILGRIM: Yes. Elizabeth Pilgrim. Internal legal counsel, Coles Group.
MR D. PODDAR: Dave Poddar, external legal counsel.

MR C. MARA: ChrisMara, Corporate Affairs.

MR T. MOORE: Ted Moore, Retail Consultant.

MSP. McGILLIVRAY: Pauline McGillivray, Project Coordinator.

THE CHAIRMAN: Thank you. Mr O’Donovan, hand over to you.

MR McMAHON: Mr Chairman, | have avery brief opening statement, if | may?

THE CHAIRMAN: Yes. Mr O’Donovan, we’ll sort that, we’ll take, we’ll take it
through that, we’ll - - -

MR McMAHON: Okay. Thank you.
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MR O'DONOVAN: All right. Just before we begin, | just need to confirm that each
of the people giving evidence today understands that it’s an offence under the
Criminal Code to give evidence at thisinquiry that the witness knowsis false or
misleading or omits any matter or thing without which the evidence is misleading.
And | would just ask each of you to confirm that you understand that, just by saying
yesin turn.

MR McMAHON: Yes.

MR STEVENS: Yes, | understand.

MR TRAINOR: Yes.

MR BOWEN: Yes. | understand.

MR O'DONOVAN: All right. Now | understand you have an opening statement?

MR McMAHON: Thank you, Mr O’Donovan. Thank you, Mr Chairman, for the
opportunity to appear as part of the ACCC inquiry into grocery pricestoday. We
believe Australians enjoy a grocery market that delivers high quality productsto
customers at affordable prices across a choice of brands and locations, and we
believe that’s the result of a competitive market. Existing and new competitors are
growing. Customers are seeking more choice than ever before and as aresult are
better informed and more discerning about their grocery and fresh food choices. And
the Coles brand has along history dating back to 1914, since the first store was
opened in Collingwood in Victoria and today we’re a national network of 749 stores.

We employ over 92,000 Australians within supermarkets and we serve several
million customers every week. In November 2007, Coles was acquired by
Wesfarmers Limited, which is another great Australian company. Asaleading
supermarket retailer we recognise the important role we play in providing our
customers with quality products at affordable prices they can trust, especialy at a
time when household budgets are under pressure and food prices are subject to
inflationary pressures from both global and domestic sources.

Coles delivers competitive prices to customers, as was demonstrated by the resultsin
the most recent independent price survey conducted by Choice. In 2007, Choice
found Coles to be the cheapest national grocery chain in each of the 23 regions
surveyed across Australia. In the past 12 months, we have contained the prices of
everyday products such as bread, milk, eggs, bananas, chicken and bacon to
minimise price rises for our customers. Over the last six months, for example, we
have passed on less than a third of the price increases we have experienced in the
cost of our house brand milk. We also source competitively priced products that are
alternatives to well known brands through our three tiered range of house brands,
Coles Finest, You’ll Love Coles and Coles Smart Buy.
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Our house brands offer customers genuine savings and great quality, often generating
competition in product categories where there has previously been limited choice for
customers. Having said all this, we recognise that for all our strengths as a business,
we cannot take our customers for granted and we don’t. If we don’t provide the
quality, value and choice our customers expect, they will and do go elsewhere. With
the support of our new owner in Wesfarmers, we’re excited about the opportunity to
improve our offer and look forward to exploring new ways to attract and retain our
customers, including the introduction of unit pricing. Coles supports transparent
pricing so that customers can make informed choices.

We aready display unit pricing across a range of productsin our stores, including
deli, dairy and other fresh product categories. Our view isthat unit pricing will
benefit customers, and while we would prefer to see this adopted universally by all
supermarket and food retailers across Australia, Coles will introduce unit pricing,
and we expect to be able to do so over aperiod of about 12 months and at a cost of
up to $10 million. In addition, Mr Chairman, Coles values and recognises the
importance of its relationships with growers and suppliers and seeks to negotiate fair
and transparent terms.

In keeping with this, we comply with mechanisms designed to protect the interests of
suppliers and growers, including the Produce and Grocery Industry Code and we
have our own internal complaints resolution processes. We deal direct with our
suppliers, for over 85 per cent of our fresh produce and we have enjoyed long term
relationships with avast majority of them. Our view isthat the Horticulture Code
Incorporates dispute resolution procedures which merit the Produce and Grocery
Industry Code and while we are reluctant to be involved in two separate codes, we
would support the devel opment of a single code that ensured a standard and
transparent approach to commercial dealings for all participants in the market.
Thank you, Mr Chairman, and we look forward to assisting you in the course of the

day.
THE CHAIRMAN: Thank you, Mr McMahon.

MR O'DONOVAN: Right. Now, just for my benefit, | might start by asking each
of you must to indicate how long you have been with the company, because |
understand things have changed a ot since Wesfarmers took over and that would be
helpful just in working out how much historical information we’re likely to be able
to get.

MR McMAHON: Yes. Itisvery correct to say there’s been alot of change in
Coles, not only in recent times. | joined Coles three years ago and came into the
supermarkets business just over 12 months ago. Again, David, do youwant to - - -

MR STEVENS: Yes. | have been with Colesfor three years now and probably
more recently in the fresh food side than the last year or 18 months.

MR TRAINOR: Yes. | have worked for Colesfor 27 years, starting in stores.
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MR BOWEN: Six months, previously with Wesfarmers.
MR BOYCE: And just on 14 years, in property the whole time.

MR O'DONOVAN: Okay. All right. Now, to begin with, would it be fair to say
that there has been afair amount of gloom, at least in the previous 12 months or
perhaps prior to the Wesfarmers’ takeover, about the performance of Colesin the
supermarket market, would you accept that?

MR McMAHON: No, | wouldn’t accept gloom. | think that Coles has not lived up
to shareholder expectations, which is one reason why the businessis now in new
ownership. And I think we have alot more work to do with our customers. But |
would say that we still have nearly 100,000 people working in our stores every day,
who are very committed to what they do.

MR O'DONOVAN: Okay. Soyou accept that there has been some, | suppose,
disappointment at least at the shareholder level with the performance of the business?

MR McMAHON: Yes. | would say the operational performance of the business,
and we’re on the public record as saying that there is alot of work we need to do to
improveit and | guess our focus is looking forward rather than looking back.

MR O'DONOVAN: Sure. Okay. But even despite that sense, it’sfair to say that
the businessis still strong and the supermarket and liquor business contributed, |
think something like half a billion dollarsin net profits. Am | right in those sort of
numbers for last year?

MR McMAHON: The business, in terms of the specific numbers, is probably
dlightly more than that, in terms of the reported numbers for food and liquor. Yes,
and we would say that when you run a business of 750-odd stores across the country,
we still have to get alot of things right everyday in order to meet our customers’
needs. So | guessthat performance is arelative thing and we believe that we have
more improvement to go.

MR O'DONOVAN: Right. Okay. Soit’s more by comparison with Woolworths
that people, | suppose, see Coles as a struggling business, do you think?

MR McMAHON: Weéll, I’m not sure if they seeit as a struggling business. Again,
we first of all look at it through the eyes of our customers, that’s what we’re focused
on every day. And | think relative, not just to Woolworths, but clearly Woolworths
are astrong competitor. But ALDI are expanding their network at a significant rate
and IGA aredoing similar. So we don’t just look at it either just through the
competitor lens and if we are looking at competitors, we don’t believeit’s just
Woolworths.

MR O'DONOVAN: Okay. All right. But the Coles business, the supermarket
business itself remains profitable and strongly profitable, you would agree with that?
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MR McMAHON: | guessit comes back to your definition of strong. And the
supermarkets business in terms of a number of financial measures, we still have a
long way to go to get to the sort of territory that we would like to bein. But it
remains a profitable business, yes.

MR O'DONOVAN: Okay. All right. Well, then let’s— | suppose let’s ook at one
of those measures which is mentioned in the Coles’ first submission to the
Commission and that’s the return on funds employed. Now, it’sfair to say that the
return on funds employed, which is effectively | suppose the amount that you earn on
the investment, is still very strong for Coles. If you take athree year averageit’s
more than 30 per cent probably?

MR McMAHON: Weéll, I might ask Terry to comment on the specifics of areturn
on capital. But | would just say a couple of things. First of all that the return on
capital measure for supermarkets is before you get to things like interest and other
measures. Secondly, there’s one fundamental difference in this marketplace,
compared to so many other marketsin the world and that is that over 97 per cent of
our properties are leased. And that givesyou, if you like, an artificially inflated
return on capital because we only own therefore, by definition, amost 3 per cent of
our freehold properties. If you adjust the return on capital for the leasehold effect,
the return on capital comes down significantly to more what you would expect in this
sort of abusiness. But, Terry, do you want to comment on the specific return on
capital measure?

MR BOWEN: Yes. Thanks, Mick. It’scorrect what Mick’sjust alluded to. | think
the other thing that’s worth taking into consideration is historically those assets were
valued obviously at cost and then depreciated over time so there’ll be a degree of
depreciated assets within the cost space that may still be functional but, if you like,
having no asset value. And probably a more relevant measure now is closeto
acquisition our return on capital isavery different number to what you would be
looking at. Given, if you like, the market price which has now been paid for this
business and obviously the returns that it’s now generating.

MR O'DONOVAN: Sure. But till the return on funds employed does give you an
idea of, | suppose, the power or value of the investment in alarge format
supermarket. That’sin terms of the returnsthat are possible. Would you agree with
that proposition?

MR BOWEN: Yes. Ataholistic level, | think that’s a reasonable statement. | think
it’s been relevant to look at the returns of the business today on a, if you like, afully
costed organisation which has now obviously come about through the subject of the
sde.

MR O'DONOVAN: Sure.

MR McMAHON: So |l think the key point, if I could — it’s really about the
replacement cost of that capital and adjusting for lease costs. We don’t make a new
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supermarket investment expecting that sort of return. We get that sort of return on a
limited measure because of the depreciated nature of the assets.

MR O'DONOVAN: Right. But it istrueto say that the return on funds for Colesis
higher than they could get for deploying them almost anywhere else, in terms of - - -

MR McMAHON: No, | don’t believethat’strue at al. And in fact our shareholders
— or the previous shareholders of the Coles Group didn’t find that that was an
acceptable return for the reasonsthat | outline. At the end of the day you can’t invest
direct into the supermarket fleet, you invest into the company that ownsit. And the
return on capital or the return to shareholders was obviously not acceptable. And we
make investments now with aview to what | would call the more normal return on
capital. And the Wesfarmers’ benchmark isin the order of 18 to 20 per cent, for
example.

MR O’DONOVAN: Yes, but that’s as a shareholder, obviously. But if it were
possible for there — if we just isolated the supermarket market in Australia, and
looked at large format supermarkets as an investment, we can see Woolworths last
week told us they were returning something like 75 per cent of funds employed. On
the same metric, Colesis returning about 30 per cent which, if it were possible to
enter that market easily, that would be attracting investors. Those are very attractive
returns and investors would be able to do that.

MR McMAHON: Weéll, | think — sorry - if the assumption is that you can invest
easily and make 30 per cent return, | think it goes without saying that that would be a
very attractive investment. What we’re flagging is that you can’t, that that number
reflects the depreciated nature of the assets. Anyone entering does not pay the
depreciated value, they pay the market value of those assets today, in which case the
return on assets at Coles supermarkets falls below the benchmark that we would like.

MR O’'DONOVAN: Sure, but if barriersto entry were low in the Australian
supermarket market, people wouldn’t have to invest in Coles or Woolworths, they
could simply enter into alease in the same way that Coles and Woolworths do and
set up alarge format supermarket and generate the sorts of returns that Coles and
Woolworths currently enjoy. That’sif barriers were low.

MR McMAHON: Well —and we might argue that barriers are low and exactly the
scenario you describe is occurring now. We have ALDI virtually doubling store
numbers in the last couple of years. | read with interest in the press that they have
ambition to build avery large network in this country. We have the likes of Metcash
..... Super IGA and other formats also growing. FoodWorks etcetera. So | would
agree with your statement, but | suspect it’s happening already.

MR O’DONOVAN: Right. But it —well — sofirstly, would you say that ALDI —
would you regard ALDI as adirect competitor?
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MR McMAHON: We certainly regard them as a direct competitor on the range that
they stock. So ALDI stock, in terms of direct comparison to us, around 800 to 1000
lines. They tend to be the high volume lines that drive customer traffic. Andwe
very much see them as a competitor on that range.

MR O’DONOVAN: Right. But only in respect of the, | suppose, the budget brands
that you offer rather than the mainstream brands?

MR McMAHON: Weéll, you have got to be careful possibly with the term budget
brands, but certainly we line up Smart Buy products and Y ou’ll Love Coles products
competitively against ALDI, and we try to make sure that we deliver at least as good
avalueto our customers. But it’salso true to say that ALDI stock, you know, a
wider range of products, and customers are drawn to them for that. In other words,
more general merchandise and apparel and other products.

MR O’DONOVAN: Okay. Butitistrueto say that, firstly, in terms of format,
ALDI represents amuch smaller market entry than — they’re not entering the large
format supermarket market? Y ou’d agree with that?

MR McMAHON: They’re avery different business model, absolutely agree. All
I’m flagging isthat, if you look at it in the eyes of the customer, which is the way
that we do, our customers make a choice where they’re going to spend their money
each week. And certainly for those with alittle bit of time, they’re quite prepared to
shop around and go to ALDI. And what we can’t afford to do, as alarge format
national brand offering full range and full service, we can’t afford to lose too much
of the high volume fast turn products that customers want. So we very much see
them as a competitive threat, and we respond to them in that way, and our customers
benefit as aresult.

MR O’'DONOVAN: Butit’strueto say that they haven’t entered that large format,
one stop shopping space that Coles and Woollies occupy?

MR McMAHON: That’s correct.

MR O’'DONOVAN: Okay. So— and interms of recent competitive entry, there
really isn’t anyone of any substantial scale that’s been able to enter in those size
supermarkets above two and a half thousand square metres?

MR McMAHON: | think that is an accurate statement, yes. All I’m flagging is,
with the likes of ALDI, with the likes of Metcash and, indeed, with over 30,000
small specialist retailers, you’ve got to be careful about defining the offer or the
format through the size of the store. Y ou know, a small fresh produce merchant
outside the front door of our supermarket is a significant competitor for us in respect
of fresh produce. And if you look at it through the eyes of our customers, they will
compare the price, the quality and the range of that offer against us. So we believe
that competition doesn’t just mean large format.
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MR O’DONOVAN: All right. But then just returning then to return on funds
employed. If it ispossible to earn the sorts of returns— 30 per cent for Colesand 75
per cent to Woolworths — in the large format supermarket context, the fact that we
haven’t seen entry into that part of the market does suggest that there are barriers to
entry preventing that direct head to head competition in a very lucrative proportion of
the market. Would you agree with that?

MR McMAHON: Weéll, no, | don’t. | can’t comment on Woolworths’ returns, and |
think we have aready adequately responded to the point about return on capital
which, after you adjust for lease and remove the fact that your denominator isthe
depreciated value of the assets, | think the returns being generated from this business,
including if you take other measures like our EBIT margin, our EBIT margin has,
you know, some way to improve. We’re currently at the low end of international
benchmarks. So | think if you look at arange of financial measures, | don’t see this
as particularly lucrative. Obviously we think it’s a good business or we wouldn’t be
init. Butit’snot an easy business to make returns.

MR O’DONOVAN: All right. So you wouldn’t say that the sorts of returns on
funds employed that Coles and Woollies enjoy, you wouldn’t accept the proposition
that that’s evidence that the Australian market for the large format supermarketsis
pretty benign competitively?

MR McMAHON: Absolutely not.

MR O’DONOVAN: Okay. All right. Now, you have indicated that one of the
reasons why these returns on funds employed are seen, at least to an outsider,
extremely good, is that you rent premises rather than own them?

MR McMAHON: Correct.
MR O’DONOVAN: Soyou don’t have to deploy large amounts of capital ?
MR McMAHON: Correct.

MR O’DONOVAN: All right. Now, that fact, initself, isdue, in no small part, isit
not, to your ability to attract devel opers as an anchor tenant. So it’s your existing
power in the marketplace that enables you to not have to deploy capital into that —
obtaining appropriate sites and securing them on very favourable terms for long
periods. Would you agree with that?

MR McMAHON: Weéll, | understand your point, but I’m not sure 1’d follow that
logic train. First of all, let’s be clear that thisis a market heavily dominated, if you
like, by the landlords, the shopping centre landlords, for all sorts of reasons which
other people can probably comment on better than me. In terms of our positionin
that, we are an attractive tenant. We do bring customers and foot traffic to those
centres, and that benefits not only the landlord but, as | say, arange of smaller
specialist players. Over 30,000 of them around the country. Not all in shopping
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centres, but alarge number of them are. And that drives a particular set of
economics, if you like, around shopping centres. The second thing though, | think
was implicit in your question, isthat we get attractive rates. What we are doing is
signing up for along length of time. Often up to 20 years. Tim can comment on the
detail better than me.

That the base rent which tends to be quoted is only one element of the rent we pay.
After that there’s aturnover rent. The other smaller specialist players who may be
also in those shopping centres are more typically on a short term lease, and more
typicaly, if you like, perhaps on asingle dimension rental. | don’t really know the
details of the specialist — the construct of their rental. But the point isthat we’re
there for 20 years with abase rent and a turnover rent, and that’s the way the
economics work.

MR O’DONOVAN: Sure. Butif we’reto just break it down to say per square
metre level, there is an — there’s no doubt that Coles, on a per square metre basis, at
least, gets substantially better terms than the equivalent speciality shop outside that’s
competing with it?

MR McMAHON: Ona-if you look solely at a per square metre basis and you
don’t look at the length of the contract, the amount of the financial commitment over
20 years and the risk we take, then what you said is correct, yes.

MR O’DONOVAN: Okay. And, infact, the length of the lease is a substantial
advantage to Colesin that it has security of tenure in sites that it regards as attractive,
andso- - -

MR McMAHON: Yes, | believeit’s attractive obviously both to the shopping
centre landlord and to ourselves, yes.

MR O’DONOVAN: Sure. And from aspeciality retailers point of view, the fact
that they only have afive year lease, in fact, exposes them to higher risk that, when
rent is renegotiated, they won’t be able to obtain attractive terms.

MR McMAHON: It’s probably a question for them, but it depends on the nature of
their offer. And you might argue that a smaller player with a narrow offer signing up
for 20 yearsistaking avery big risk. So I’m not necessarily sureif it follows.

MR O’DONOVAN: All right. But anyway, at least from Coles point of view, the
rental termsthat is offered, for whatever reason, are attractivein, at least, two senses.
Oneisthat they, on a per square metre basis, are lower than the other stores with
which they compete outside.

MR McMAHON: Yes.

MR O’DONOVAN: And also they are for along term which gives you a security of
tenure to invest in that business in an attractive site.
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MR McMAHON: Yes, theonly thing, as| say on the second point, isthat long term
can be a double edged sword but, nonetheless, | understand what you’re saying.

MR O’DONOVAN: Okay. And the further commercial advantage isyou don’t
need to deploy capital to obtain asite — to secure asite for along term investment in
alarge format supermarket?

MR McMAHON: Not the freehold. Obviously we fit out the supermarket which is
still asignificant capital investment, but not the freehold.

MR O’DONOVAN: Sure. Okay. Now, if we compare that scenario to the scenario
that independent — sorry, actually I’ll take it back a step. So in addition to that,
obviously another major expense in setting up a supermarket is stocking the shelves.
And our understanding is that Coles currently enjoys negative working capital, is that
right?

MR McMAHON: No, | don’t believe that’s right as we sit here now. Terry, do you
want to comment on working capital ?

MR BOWEN: | think in a pure definition of working capital, that’s correct, but
within that working capital definition there is employee entitlements, and there’s
other provisions at a Coles level, for instance, provision for restructure obviously
with the organisation going through. If you strip out cash days and concentrate just
purely on the debtors that you’re owed or moneys that you’re owed, the inventory
that you have got on the shelves, and the creditor payments that you enjoy from your
supply terms, and you consider just the cash days effect of each of those, then cash —
sorry, Coles, for period of time now, and certainly in the six months that 1’ve been
with the business, has a cash usage requirement. And it’s— soit’s not fair to say that
— | think it’sfair to say there’s a negative working capital, but potentially the
innuendo that you may derive from that, saying that there’s - somehow we’re
funding that through creditors, is actually incorrect when you look at our cash days.

MR O’DONOVAN: All right. Well, let’s focus on the— in terms of the inventory
on Coles shelves, at the point in time when a consumer buys a product, will there be
agap in favour of Coles between when they have to pay for the product the
consumer buys and when the consumer pays for it? In other words, will Coles have
already paid for the products that a consumer buys at the check out? Obviously on
average, in terms of — in termsin which these things can be measured, are consumers
buying something that Coles has already paid for, or does Coles retain the benefit of
that payment for a couple of days before they’re obliged to pay the supplier?

MR BOWEN: So in answering the question again, based on our current
performance, which extends back at least another 12 months that |’m aware of, Coles
has paid for that inventory before we get the money from our, if you like, customers
at the moment through the check out.
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MR O’DONOVAN: Okay. Andwhat’sthe— how many daysis there then between

MR BOWEN: Depending on the month it varies somewhere around three to six
days.

MR O’'DONOVAN: Okay.

MR BOWEN: So there’s some cyclicality in that.

MR O’'DONOVAN: Allright. Soit’s— but it’sarelatively short period of time?
MR BOWEN: Yes, that’strue.

MR O’DONOVAN: Yes, al right. Sothe— now, if we wereto look at an
independent supermarket looking to set up in competition on alarge format basis,
firstly, our understanding is that they have not been attractive tenants to landlords.
Would you agree with that or?

MR McMAHON: Weéll, | don’t think we’re in a position to really agree or disagree.
Certainly | would say that Colesis avery attractive tenant to landlords, and I’ll leave
others to judge the answer to your question.

MR O’'DONOVAN: All right. Well, then perhaps this, again, may be a question
that you’re not in a position to answer, but in terms of where an independent
supermarket’s ability to obtain goods on a basis where it doesn’t have to pay for
them until only a couple of days before they’re bought, that independent
supermarkets don’t have that same ability that Coles has?

MR McMAHON: Weéll, | think it’sfair to say it depends on the business model.
So, although ALDI isalimited range offer, we would say that they have comein
here, they have their own supply chain arrangements, it’s 100 per cent house brand,
it’s very competitive. | think when you move across to other competitors and, again,
you should really ask them these questions, but if you move across to some of the
IGA — the Super IGA supermarkets — particularly the likes of Foodland South
Australia and Ritchiesin Victoria and so on — they’re big large format, very
formidable competitors, and they’re obviously able to generate that offer somehow.
Onething | would say though is that, for somebody trying to set up, if their only
opportunity was to source product through the wholesale channel, then | would be
concerned on their behalf in terms of their ability to compete. But | don’t think that’s
anissuefor us. | think that’s an issue about how competitive or not the wholesale
sector isin this country.

MR O’DONOVAN: But - so that is a disadvantage that you would recogniseis
there?
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MR McMAHON: | think if | — perhaps | can answer it thisway. If | wasanew
entrant trying to set up, 1’d be wanting to make sure that | could source competitively
apriced product, both in terms of the unit price and the trading terms that go with
that. And | wouldn’t want to be doing it through the current wholesal e arrangements
in this country.

MR O’DONOVAN: Right. Okay. Sointhose— so you’d be prepared to accept
that the current wholesale supply options for independent supermarkets don’t leave
them in a position to compete directly on price with Coles or Woolworths?

MR McMAHON: No, | wouldn’t be that absolute because, as| say, we have a mix
of competitors out there. The larger format, Super IGAs, for instance. | mean, a
Foodland in South Australiais very competitive. What we would say is that some of
the smaller format stores around the country price higher than either Coles or, we
believe, our larger competitor. So we believe that when Colesisin an areawe will
bring lower priced products to customers than some of the likes of 1GA.

MR O’DONOVAN: And that’s because IGA can’t secure wholesale product at
competitive terms?

MR McMAHON: Well, that would be a question for them. All we seeisthe result
at the end of the day, which isthat, you know, they are priced above usin general —
asagenera statement.

MR O’DONOVAN: Okay. All right. Now, interms of the— you mentioned
Foodland in South Australia. Isit true to say that, in terms of their ability to secure
sites, it’s because of their willingness to acquire shopping centres rather than obtain
them on arental basis?

MR McMAHON: Yes, | haveto say that we look more at Foodland from - in
respect of a competitor and what offer they’re putting in front of the customers,
because our customers will be looking at that aswell. Tim, would you know enough
to comment on that or?

MR BOYCE: Probably not. | mean, whilst on occasions they might — pardon me —
they might take the direction of securing a freehold opportunity, | don’t think that
that’s the generic nature of the way that they go about securing opportunities.

MR McMAHON: It’s not something that we notice anyway, put it that way.
MR O’DONOVAN: All right. But there are casesin South Australiawhere Coles
isatenant of a shopping centre that’s actually owned by the owners of the competing

supermarket?

MR BOY CE: 1 think there’s one or two examples of that, but | wouldn’t know them
off the top of my head.
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MR O’DONOVAN: Right. Okay. All right. So the —would you accept that — but
from that discussion, would you accept the proposition that, even before we look at
how well run an independent supermarket is, it’s at significant structural
disadvantages in terms of setting up a competing offering to Coles or Woolworths?

MR McMAHON: No, | don’t, and | think you’ve got to be alittle bit careful of
what you’re considering in that question. One of the advantages that having a
business of the size of Coles brings, is that we bring economies of scale which
ultimately benefit customers. We run 749 stores, | think it is today, across the
country. We have the scale of supply chain behind that to be able to put fresh and
high quality product in front of customers every minute of every day. We negotiate
direct with some of the world’s largest multi-nationals in terms of the FMCG, or fast
moving consumer good, players. Without that scale I’m not sure how somebody else
could bring the sort of pricing that we bring to customers every day.

MR O’DONOVAN: Sure, but just going to — | suppose going to structural matters,
which isnot to say that they’re not — they haven’t been legitimately acquired over the
course of the business. But in terms of the structural advantages which both Coles
and Woolworths enjoy, that make it difficult for competitive supermarket entry in
that large format, you have better access to, | suppose, cheap rental opportunities,
you’ve got better access to lower wholesale prices, and you’ve got better access to
advantageous to supply terms. Would you agree that those are three key elements
that make it very difficult for alarge format supermarket to enter?

MR McMAHON: No, | don’t. | think what we have is established brands and
customers who want to shop with us because we’ve built up that brand and that trust
over nearly 95 years. Interms of access to preferable terms, | don’t believe that the
terms are preferable at all. 1 have explained earlier that the length of the tenure, and
the base rent which you quote, plus aturnover rent, means that we’re paying
certainly our fair share of rent. | do agree there’s benefitsin scale. That’swhat I’ve
said. And that anew entrant starting, as per any new entrant | think in any industry,
would struggle with that scale.

However, | would come back and say that it depends on your business model. And
we have seen an example of IGA, who have a very different business model. They
don’t try to compete across 27,000 products that we stock on our shelves. They
compete head to head on the thousand high volume lines. But as we flagged, we
can’t afford to lose sales on those high volume lines.  Secondly, they compete with a
business model which isvirtually 100 per cent house brand, which gives them an
advantage. And IGA themselves are a very large multi-national player who bring
their scaleto bear.

MR BOWEN: | think that’s ALDI.

MR McMAHON: Sorry, | should’ve said ALDI instead of IGA. Apologies.

ACCCGRO 26.5.08 P-15
Auscript Australasia



10

15

20

25

30

35

40

45

MR O’DONOVAN: All right. But just in terms of your access to premises where
you suggest you didn’t feel there was any special advantage — | mean, the truth is that
if aWestfields or a Stocklandsis building a centre they are going to call Coles and
Woolworths. They’re not going to call a Super Barn or aFoodland or a Ritchiesto
anchor that store.

MR McMAHON: That’s probably a question for them, but | think they would
prefer Coles and Woolworths, yes, for the scale advantages that |’ve described.

MR O'DONOVAN: Sure. Sowould you accept that that in terms of your ability to
secure attractive sites in areas where there are populations to sustain supermarkets,
would you accept that that is a significant structural advantage that Coles and
Woolworths enjoy?

MR McMAHON: Yes, and| think it is an advantage of our scaleisthe point and
the fact that we can put an attractive offer for customers, which includes low prices,
and it means that we can act as a draw to those shopping centres. That’swhat’s
behind it. | don’t think it is— well, that iswhat is behind it now the - - -

MR O'DONOVAN: Yes. No, no, I’m not questioning whether or not that is sound
or not sound commercial judgment.

MR McMAHON: Sure.

MR O'DONOVAN: But, nonetheless, the effect of it isto entrench Coles and
Woolworths as the dominant playersin that large supermarket format.

MR McMAHON: I’m not sure | necessarily agree with your conclusion. | think
we’ve seen over thelast 12 or 18 months what happens if you don’t get the offer
right for customers every minute of every day and in particular the BI-LO conversion
| think isagood example. | mean this market has a much higher percentage of
customers who switch between brands than any other market that 1’ve personally
worked in and it’s a market that’s driven by strong promotional programs, by
customers who make a choice literally every week about where they’re going to do
their shop and | think Coles knows better than anybody else what happens if you
don’t get that offer right for customers; customers go elsewhere.

MR O'DONOVAN: Okay. Butintermsof wherethey go, if they’re looking for a
large format one stop supermarket there is one alternative and that’s Woolworths;
you agree with that?

MR McMAHON: No, | don’t because — in terms of large format 1’d still come back
tothe—if | call them the Super IGAS, so the larger format | GAs around the country,
and again | don’t think that you’re really looking at it in the eyes of the customer
because - because of the cross shop that occurs in this country, because of the
phenomenon where customers are quite happy to buy their staples, if you like, their
groceries with a Coles, but they may buy their produce from a Toscanos, who’s out
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the front, or their chicken from a Leonard’s Chicken or their bakery products from a
Baker’s Delight and many of these players are sitting either in the same shopping
centre or in the high street outside our door. So | think if you look at it in the eyes of
the customers there’s plenty of choice in this country.

MR O'DONOVAN: Thereisobviously competition for the particular — you’ve
indicated coming from ALDI in relation to the high volume stockkeeping units.

MR McMAHON: Sure, yes.
MR O'DONOVAN: But they stock less than 1000; is that right?

MR McMAHON: You’d haveto ask them that, but in terms of the ones that we see
asarea competitive challengeto us, it’s around 800 to 1000 that we make sure that
we’re price checking, that we’re very much across what they’re doing on those
products, about 800 to 1000 lines.

MR O'DONOVAN: Okay. Whereas a Coles Supermarket would — a large format
would have about 27,000?

MR McMAHON: On average around 27,000 products.
MR O'DONOVAN: Isthat the number you gave?
MR McMAHON: Yes.

MR O'DONOVAN: All right. And the only other competitor in the market who
would offer that range is Woolworths?

MR McMAHON: | can’t comment on — certainly they do. | can’t comment on how
many products a Super IGA would carry, but 1’d be surprised if it was much different
to that.

MR O'DONOVAN: Okay. But at least — but in terms of your earlier comments you
indicated that their ability to obtain competitively priced SKUs through the
wholesale market islimited in Australia?

MR McMAHON: Yes, again |’d probably keep it at ageneral level about the
opportunities at awholesale level being somewhat limited. Obviously Super IGAs
manage to do it somehow because they put a very good offer in front of customers.

MR O'DONOVAN: Sure. That suggestsin terms of price competition, just looking
at the intensity of price competition across the 26,000 SKUs that someone like ALDI
doesn’t stock and that aren’t offered by a specialty store, you and Woolworths have —
well, the competitive dynamic is really between Coles and Woolworths.

ACCCGRO 26.5.08 p-17
Auscript Australasia



10

15

20

25

30

35

40

45

MR McMAHON: Yes, but | think if you take your answer — sorry, your question,
just takeit in pieces. | think you said that the products that ALDI don’t stock and
that aren’t stocked by specialists, I’m not sure there are too many of them. There’s
over 30,000 specialists and independent retailersin this country. Asl’vesaid, it’s
somewhat of a phenomenon, this marketplace, in that regard, and certainly if you
take fresh — if you take meat and if you take bakery, and | could keep going. So
there may be some lines which are only stocked by Coles and Woollies, but it’s
certainly not something that is top of my mind or top of our mind; we are competing
with everybody out there every day.

MR O'DONOVAN: Sure. Butintermsof price, and just focusing on price, that if
you can keep yourself competitive with Woolworths that is probably sufficient in the
marketplace?

MR McMAHON: Definitely not. If you take— I’ve mentioned a Foodland in South
Australiaor a Ritchies— if you take a number of the fresh produce operators, | think
butchers — you know, meat sellers and so on, it’s avery competitive market across
the board. That’s why we made sure that we’re competitive at alocal level, because
at the end of the day our customers are making choices at alocal level and they’re
comparing prices, not just against Woolworths, but they’re comparing them against
ALDI or IGA, whereas | keep coming back to, the specialists out the front.

MR O'DONOVAN: All right. Now, you mentioned Foodland as someone who you
would keep an eye on. They presumably would — presumably you would understand
that they obtain their dry groceries from Metcash?

MR McMAHON: That’s my understanding, yes.

MR O'DONOVAN: Yes. All right. And given your assessment at |least of their
ability to obtain — let’s concentrate on dry groceries at a competitive price, you
would not expect them to engage in any undercutting in dry groceries, would you?

MR McMAHON: | do expect it; not only expect it, | seeit quite often and, as|’ve
said, in South Australiathey’re aformidable competitor. |’m not privy obviously to
the — how they are supplied and what those arrangements are, but one way or another
they seem to put a very competitive offer on the ground.

MR O'DONOVAN: Sure. But are you suggesting that if we were to look at — not
looking at specials or promotions or anything like that, but the standard shelf pricing
of the 26,000 SKUs offered in alarge format supermarket, that we would see
evidence of undercutting by independents against Coles?

MR McMAHON: | think, yes, against individual storesor individual operators, yes,
there would be some of that. Obviously we do our best to stay on top of that and
make sure that we are putting a competitive pricein front of our customers on every
line, but from time to time that will occur and we very quickly follow and meet that
price.
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MR O'DONOVAN: $Soif we were to obtain data about how local markets are
operating, that we would — are you suggesting that we would see alocal competition
effect from an independent undercutting a Coles or a Woolworths?

MR McMAHON: Yes, but you would see multiple stepsto that. First of al, you
know, we believe that our offer is competitive or only competitive as per the choice
of a— we were seen as the lowest priced supermarket in 23 regions across Australia.
However, there will be from time to time, you know, large-scale independents like
the examples we’ve used who do put a more competitive price out there and that’s
why our store managers have the responsibility and the authority to drop their prices
to match them on arange of over 330 everyday products which tends to be the
battleground if you like.

MR O'DONOVAN: Soif the Commission were to decide that it wanted to improve
competition in the market, one way of doing it would be to assist large format
independents to secure entry into local markets; would you agree with that?

MR McMAHON: No, I think | would have to leave that up to the Commission. My
comments earlier were really about being careful when thinking about how
customers ultimately benefit and how they ultimately benefit from lower prices, and
having alot more small stores out there | don’t think will necessarily deliver lower
prices to customers. | would agree with you on that point.

MR O'DONOVAN: Sure. But if we were to assist independents to secure sites for
large format supermarketsin local areas, that would have a positive effect in terms of
pushing down prices?

MR McMAHON: Weéll, | think we’d keep it at thislevel. We have no problem with
competition; we’re set up to compete every day and we’re happy to compete with
anybody. The only thing | would say is that we would like to play on alevel playing
field and to make sure that we can all compete on the same basis.

MR O'DONOVAN: But in amarket where there is reluctance on the part of
landlords to approach independents to set up these kinds of supermarkets, would it be
areasonable intervention in the current structure of the market to find some way to
assist more competitive large format independent supermarkets into an area and
would it have the effect of lowering prices and increasing competition?

MR McMAHON: Weéll, | think there is an important dimension that is being missed
there, which isthe customer. If | could put it thisway, which isto exaggerate alittle
bit to make the point, but if you impose a brand and offer on supermarketsin an area
which they don’t want, and they don’t shop, you haven’t achieved anything. So
ultimately in these things | think you’ve got to go forward to the customer. What the
customers want is arange of choices. We believe they have it today.

We believe that large operators like Coles bring scale which allow usto put very
competitive pricesin front of customers every day, which smaller — so that’s our
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objective every day that we operate this business. At the end of the day it’s not so
much — well, it’s not only about the location, you have to have the offer, you have to
have the brand. Y ou have to get the execution right in the stores and imposing that
on customersis not something 1’d recommend.

MR O'DONOVAN: But what | understood you to be saying in relation to at least
the large format independent offerings like Foodland in South Australia, that
customers have embraced it, that it’s agood offering and it does put pressure locally
on Coles and Woolworths.

MR McMAHON: They’re certainly aformidable competitor and we pay attention
to them absolutely and | think customers benefit from that. But I’m not sure that it
necessarily follows into your other point. Competition is not only about price,
competition is about range, it’s about quality of product, it’s about the service that
you provide and it’s also about location and, you know, we have many competitors
out there who seem to be doing just fine on all of those fronts.

MR O'DONOVAN: All right. Now, moving onto a different topic.
MR McMAHON: Sure.

THE CHAIRMAN: Beforewe do that, | just want to carry this through abit further
iIf we can, just go back on some of the discussion we’ve been having. We’ve been
using terms like return on funds employed and the like and you’ll have been aware,
I’m sure, of the discussion we had last week with Woolworths on return on funds
employed. Perhaps, Mr Bowen, you might be able to assist us, because | just want to
be sure that we’re talking about the same language; that is we use interchangeably
return of funds employed, return on investment, return on capital employed, and do
you see — and Mr McMahon has talked about various elements of that in the context
of leasing and the like which | perhaps want to challenge this in afew moments, but
do you see the expressions as being interchangeabl e?

MR BOWEN: | think to the large part, Mr Commissioner, you’reright. Returnon
capital, return on funds employed, in my experience, without knowing exactly how
Woolworths might term their funds employed, most organisations I’ve worked for
have avery similar definition.

THE CHAIRMAN: And | thought that is the answer you would give. So that what
we are looking at is some evidence given last week by Woolworths that its return on
funds employed had moved over the past five years from about 52 per cent to about

76 per cent and in the context of Coles we’re talking about return of funds employed
around the 30 per cent mark, although it has varied over the past three or four years,

but it’s of that sort of order?

MR BOWEN: That iscorrect and | think it just —it’s actually declined in the last
few years.
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THE CHAIRMAN: Yes, that’sright. Now, return of funds employed, as Mr
McMahon has pointed out and you’ve pointed out, is very much dependent upon a
range of factors; that is how much capital are you actually employing in the business.
It also, of course, depends on the expense associated with it. I’m not sure, Mr
McMahon, going back to my days of investment banking, which are going back
some time | have to admit, that it ought to make a great deal of difference to whether
you’re actually investing in the real estate or you’re actually paying leasehold
expenses to someone else. One way or another it isa pure financing exercise. So
I’m just trying to understand the importance of substituting aleased premisesfor a
premises that you actually purchase and pay for yourself. Would you like to just take
us a bit further on that?

MR McMAHON: Yes, sure. Well, if | make a couple of points and then Terry,
please answer. First of all at an absolute financial level you’re absolutely right, it
shouldn’t make much difference. Obviously you’re not engaging in leasing unless
you think it’s going to work for you.

THE CHAIRMAN: Correct.

MR McMAHON: Or in some cases we don’t have a choice, that’s the offer that we
have. Secondly, though, it goes back to your point about definitions and all we’re
flagging is that when numbers like 30 per cent — | can’t really comment about 75 per
cent — but when numbers like 30 per cent are quoted they are not adjusting and that’s
in the definition of what adds up to 30 per cent. And we can perhaps do this a couple
of different ways. Oneisin confidence we can take you through our view of what
the numbers are or after the event we can provide some information back to you to
try and illustrate that point.

THE CHAIRMAN: Weéll, perhaps we may need to do that, but | just want to sort of
throw a couple of propositions to you just in terms of that particular statistic of return
on funds employed, because return of funds employed will reflect arange of factors
or a— it will reflect lower working capital.

MR BOWEN: That’s correct.

THE CHAIRMAN: Or in the case of Coles perhaps, relative to Woolworths, a
higher level of working capital because of the creditor and sales relationship.

MR BOWEN: That’s correct.

THE CHAIRMAN: So that would be one element. The other element it will reflect
will be the extent of depreciated assets.

MR BOWEN: That’s correct.

THE CHAIRMAN: Now, depreciated assets is aways an interesting issue because
businesses are generally able to operate with significantly historically depreciated
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assetsif there’s not a great deal of challenge on them to invest in new assets, and that
aways— not always, but invariably occurs where there is alack of a competitive
challenge to require investment in new assets. Now, would you accept the
proposition that that may well be part of the explanation for the relatively high return
on funds employed for Coles? | mean we would all love to have return on funds
employed at 30 per cent or thereabouts?

MR BOWEN: | think you’reright, that is potentially a conclusion you can draw.
The other conclusion you can draw is that you have a short-term focus in relation to
results achievement which ultimately are not for the sustainable good of the business,
S0 you can choose to not invest even though you should be investing and ultimately
see a deterioration of your business over — a potentially pronounced deterioration
over aperiod of time which isreally a symptom of not investing when you should
have in the first place and that is around trying to keep short-term measures up, such
as EBIT and return on funds employed in an environment where you should actually
be investing in your business.

THE CHAIRMAN: So it’s aperhaps a combination of short-term focus and at the
same time lack of competitive pressure to actually invest or perceived lack of
competitive pressure to invest, because if | can get areturn on depreciated assets that
isafar better circumstance than having to invest in new assets, then try and get a
return on that, that at least will exceed what my current return on funds employed
will be?

MR BOWEN: You are again exactly correct but | think the two major symptoms
from my — from certainly my experience, the degree to which you perceive the
competitor threat versus the degree to which you are just playing for short-term
gains, | think needs to be balanced in the context of the decisions of the day.

THE CHAIRMAN: All right. Well, now, let me just put a couple of scenarios to
you if | can, and I’m perhaps getting a bit ahead of Mr O’Donovan doing just this,
but — so forgive meif | do. Pull me up if that isthe case. But what we’ve got hereis
relatively high returns on funds employed for a number of the reasons that we’ve just
discussed. We’ve got EBIT margins which are published which are at least
acceptable, although in terms of relative to the competitor — | say the competitor
there to compare to Woolworths — are lower and there’s clearly an indication in
public statements by representatives of Coles, they’d like to see their EBIT margins
increased. But in terms of worldwide international comparisons the EBIT margins of
Coles are, | think, on any analysis at least relatively good, if not the best. Y ou might
rather than just nod might say yes and just help the transcription.

MR BOWEN: Sorry. | think they’re relatively okay, versus— | don’t know that we
would be putting them in the best.

THE CHAIRMAN: Okay.
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MR BOWEN: Because again, EBIT marginswill come down to the degreeto
which you capitalise leases and alot of overseas, kind of, benchmark levels have got
ahigh property ownership. So therefore return on funds employed or EBIT margins
aren’t directly comparable. And that’s so, | think if you adjust as best you can for
like for like, Colesis satisfactory versus world benchmarks, but certainly nowhere
near the best.

THE CHAIRMAN: Now, we have also got evidence that’s come before usin
previous hearings that — 1’m going to lay out various elements to this for you because
it does suggest that there is not a high level of competition coming from the other
supermarket chains, with the exception of Woolworths, and these are the factors that
Mr O’Donovan has been pursuing this morning. For example, it has been apparent
to us, subject to challenge by you, that ALDI is much less a competitive force than it
Isacomplimentary force. Now, that’s reflected by the fact that ALDI has about 800
to 1000 different units that it sells, compared to, | think, 27,000 that Coles or
Woolworths would sell.

And indeed the fact that it’s been evident from evidence given to us by landlords that
Coles and Woolworths have now indicated much less objection to having an ALDI
store in a shopping centre, in fact their preference would be to have it in the shopping
centre rather than outside the shopping centre. So I’m putting those propositions to
you and let’s just test them as we go along.

MR McMAHON: Sure. Well, if | take the two partsto that. Thefirst oneand |
would come back to we really need to be careful about how you define competitor
and we look at it through the eyes of the customer. And if you walked in some of
our storeswhich are in locations with ALDI, you’ll find people who are quite happy
to go into ALDI and stock up on a number of products and then cometo us, if you
like, to complete the shop. And they may also be going to the local butcher and
that’s a phenomenon of this market. They are serious competition in that regard, let
me assure you.

And the sorts of competitive effect that it’s had is to make sure that we’re
introducing alot of house brand products, Smart Buy and so on, which lowers the
price points available to customers, so lowers the prices avail able to customers and
makes sure that we are at least as competitive asthem. Secondly, in respect of would
we prefer to have them 5 kilometres down the road or in the shopping centre. 1f you
follow that customer logic through, | would rather have them attracting customers to
the shopping centre. And that’s actualy true, by the way, whether it’s ALDI or
anybody else. Y ou would rather have them there generating customer traffic and
then give us the chance to compete and bring those customers into our stores.

THE CHAIRMAN: Right. And | think you have given the answer | expected,
which isthat in respect of the products that consumers are prepared to buy in generic
brands — house brands— ALDI will be a competitor. And then you say that they
complete their shop in your supermarkets which will be for the branded products?
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MR McMAHON: No.
THE CHAIRMAN: And maybe fresh fruit and vegetables and the like.

MR McMAHON: Okay. But | would say it’s quite often for the fresh product and
it’s quite often for the extended run. So, you know, ALDI won’t carry such awide
range of health and beauty products or health foods. And the only thing | would say
Isthat they tend to be the more complex range with slower turns and we can’t afford
to beleft just majoring in those product lines. 1f | could make that point. We must
compete on those high volume corelines. And that’swhy ALDI are avery serious
competitor.

THE CHAIRMAN: Now let’slook at the competitive tone, | think offered by the so
called independents, the IGAs and related. Those supplied by Metcash. And how
many super IGAs have we got in the country?

MR McMAHON: | couldn’t tell you the number. But | can really just tell you that
the Foodlands, the Ritchies, | can tell you the brand names. We may be able to dig
out the number.

THE CHAIRMAN: Yes, abit in South Australia. But elsewhere, fairly remote?
We would be talking less than 200, | think?

MR McMAHON: ACT —wéll, | don’t have anumber in my head. We can find one
for you.

THE CHAIRMAN: We can find that out, yes.
MR McMAHON: Sure.

MR BOYCE: It’sin excess of 400.

MR McMAHON: In excess of 400.

MR BOYCE: Super IGAs.

THE CHAIRMAN: And now let’slook at a couple of other factors which are again
on the public record. We have got the BITRE survey which has indicated the one
least recently published, which indicates that wherever Coles and Woolworths enter
amarket, there are low prices. But in the absence of Coles and/or Woolworths, there
are higher prices which is suggesting that the IGAs or other independents are
generaly at a higher price than what Coles and Woolworths are charging. You’re
familiar with the survey obviously?

MR McMAHON: Weare. But thefirst thing it suggests to usisthat we bring lower
pricesin and competitiveness to the areas where we have a store. | have also
highlighted that you have got to be careful, | think, to understand what brings value
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to customers. And one of the things that brings value to customersis scale in our
supply chain, in our ability to negotiate on behalf of our customers with some of the
world’s largest companies. So | think all of those are factors which says that some of
the small stores out there, the small IGAs and others, do struggle to complete on
price.

THE CHAIRMAN: Yes.

MR McMAHON: And it’sanother reason, if | can just go one point further, why we
strongly believe in opening up trading hoursin places like Western Australia,
because when we’re closed because of restrictive trading hours, our customers have
little choice but to go somewhere else and pay 10 or 12 per cent more than they
would pay with us.

THE CHAIRMAN: And that’s an interesting response in that you’re suggesting that
the IGAs are not providing a price competitive tension, that the competitive tension
is being provided by Coles and Woolworths. But that the IGAS, for a number of
reasons whether it’sin Western Australiarelative to trading hours as you put, or in
other areas, are not providing a true competitive tension to Coles or Woolworths?

MR McMAHON: Weéll, | think, again as| have tried to do all the way through, |
differentiate between — and 1I’m no expert on IGA — but, | differentiate between the
smaller IGA and the super IGAS, which | think are, you know, quite a different
proposition. And | think the other thing that we do need to bear in mind, your
guestion was about price and | think you’re right. But customers buy on more than
price. Increasingly convenient in Australia, so alot of customerswill shop with IGA
because of the convenience associated with it becauseit’slocal, because they quite
effectively run local community support programmes and the like. Quite often
parking is easier in some of those locations when our customers are on the way home
from work or dropping off the kids for school. So just to broaden that out alittle bit
beyond price, that’s, you know, it’sin the mix where the provide a competitive
challenge to us.

THE CHAIRMAN: | didn’t want to take — sorry, did | interrupt someone?
MR McMAHON: No, you’reright.

THE CHAIRMAN: No. | beg your pardon. Right. So I’ll take it one step further
and then can come to perhaps afina question and then Mr O’Donovan can resume.
But you will have also heard or read that the evidence given by Mr John Cumming of
NARGA, Nationa Association of Retail Grocers of Australia, who responded in
respect of EBIT margins and the like to indicate that, | think — | don’t want to verbal
him but 1’1l try and summarise — that the IGA storesin general do not make a profit.
In fact they may well lose money in respect of the products that are supplied by
Metcash which are generally dry goods, which again suggests that — thisis all adding
up to ascenario — that suggests that the independent smaller supermarkets, the IGAS,
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are not in a position for one reason or another, to provide a competitive dynamic as
far as Coles and Woolworths are concerned.

MR McMAHON: 1 think that’s afairly absolute conclusion from your point. But
nonetheless, | understand your point. And the response would be that that’s
something to take up with Metcash because in the value chain - - -

THE CHAIRMAN: You can berested assured we will. But I’mjust interested in a
dynamic that we’re painting at the moment of where the real competitive tension for
Coles and Woolworths comes from. And | think it would - - -

MR McMAHON: On price, | think you’reright.

THE CHAIRMAN: Yes, on price. It would tend to suggest that thereisalimited
competitive dynamic coming from IGA or those outlets that are supplied by Metcash

MR McMAHON: From the smaller ones. | would agree with you.

THE CHAIRMAN: Yes. Right, but you would suggest that in respect of the larger
ones, the larger super IGAS, thereisa- - -

MR McMAHON: They’re very formidable price competitorsaswell. And | just
reinforce that 1’m talking here about the price dimension. The IGAs— | don’t wish to
do any disservice to them - they provide a very good offer but it’s quite a different
proposition.

THE CHAIRMAN: Now, you have mentioned the Choice survey that suggests that
Colesisthe cheapest across a basket of goodsin 23, | think, regions.

MR McMAHON: Correct.

THE CHAIRMAN: Your policy. Isitto price at, above or below the prices being
charged by competitorsin any particular region?

MR McMAHON: Weéll, there’s multiple dimensionsto our pricing policy. If | take
our approach to normal selling price and we’ll come back to promotions and the like.

THE CHAIRMAN: Yes.

MR McMAHON: For normal selling price, we’ll set one central price where we
can. But our aim isto be competitive at alocal level because customers make
choices when they are in the shopping centre, whey they’re deciding which store to
goto. Sowe want to be competitive at alocal level. We therefore within a state,
will have a number of pricing zones and more importantly, at the store manager
level, they can lower their prices and they must, in fact, lower their prices to match
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local competition. That’s the standard policy, if you like. Then in terms of pricing
differently to our competitors, there are a number of factors that come into play.

Oneisthat the store manager can propose back up the line, the need to undercut,
maybe to lower the banana price or other products that are important to customers.
And the only thing we would say iswe put alevel of authority around that to make
sure that an overzeal ous store manager isn’t doing the wrong thing in respect of local
competition. The second thing | would say in respect of pricing being different and
why ultimately we win things like the Choice survey, is because our promotional
program is set in away to attract customers, to make sure that we have the best
specialsin the marketplace.

We have a number of programmes like Rewind out there, where we lower prices for
a 12 or 13 week period, where we end up with lower prices than competitors. Our
house brand pricing program is structured in such away that while we at |east meet
the prices of our competitors, on Smart Buy we aim to be at |east the lowest price
around, if not the lowest. And on You’ll Love Coles, we aim to be at least 10 per
cent lower than our competitors. And if | take afew examples of that, it means on
things like, you know, a Smart Buy white loaf of bread will be $1.09 up the east
coast at the moment and then our biggest competitors are $1.19, as | understand it.

So | could go through arange of examples. Within our Deli we’re moving as much
as we can to what we call everyday fair price, so instead of a chicken breast being
15.99 one week and every now and then 8.99 on special, at the moment it’s at 10.95
and we’releaving it there. And we’re seeing fantastic customer acceptance of that
and tremendous volume increases. So there are awhole raft of ways which end up
meaning that our prices are quite different to our competitors and you can see the
results of it in the likes of the Choice survey.

THE CHAIRMAN: Soif | can summarise. You’re saying then that you’re pricing
strategy will sometimes or often have store managers lowering prices below that of
whatever the competitor might be charging?

MR McMAHON: No. The store manager has the authority to lower prices to match
on normal sells across 330-odd products. If they want to lower prices, it’s got to
come back up the line to the buyer or to the region. Because there have been
instances in the past where, as | understand it back in history, where overzealous
store managers were being a bit too competitive. And by that | mean that in terms of
small players outside the front door, we need to make sure that we’re competing in a
fair and reasonable way with the small players.

THE CHAIRMAN: And if you lower your price, | think — | forget what you said for
abreast of chicken, ten - - -

MR McMAHON: To an average of 10.95.

THE CHAIRMAN: 10.95.
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MR McMAHON: Yes.

THE CHAIRMAN: And Woolworths were to lower its price for the same product
to $11.50, what would you do?

MR McMAHON: We’releaving it at 10.95. And that’s been running, David,
probably for 12 months?

MR STEVENS: Yes. It’sbeenrunning for just over ayear. And we were leading
the market in that respect for six to nine monthsin that fashion.

THE CHAIRMAN: Do store managers have the capacity to raise price above
normal levels?

MR McMAHON: No.
THE CHAIRMAN: Right. Okay.

MR McMAHON: Sorry, they can — if in the previous week they lowered their
banana price to match somebody and now that price has gone up, they bring it up to
normal sell. But they cannot raise prices above normal sell.

THE CHAIRMAN: And what about, in terms of matching competition, to what
extent are they permitted to sell below cost?

MR McMAHON: They have no authority to sell below cost across any given period
of time. If they’re matching a competitor they can do that. That, on aweekly basis,
will through information back to usin the office, to the buyer in the office and we’ll
make decisions about that, you know, centrally if you like, to ensure that we have
control.

THE CHAIRMAN: Mr Poddar would have been pleased with that answer, 1’m sure,
Mr McMahon.

MR McMAHON: Weéll, | can assure that — yes, we’ll stick with the answer.
THE CHAIRMAN: Sorry, Mr O’Donovan.

MR O'DONOVAN: Okay. Just two follow up questions then. Just in relation to
chicken breasts, presumably Woolworths, based on the policy we heard last week,
was that if they’re present locally, they would match that price?

MR McMAHON: Weéll, | think — and David can comment specifically on chicken
breasts — but | think we need to differentiate between what | would call normal sell,
which is only one dimension of the competitive dynamic. There’s the promotional
activity, the way we structure our promotions, our move to try and give customers
more trust in our pricing by moving to every day low prices, things like Rewind and
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so on. Now we, you know, adopt the strategy in that regard and our competitors
sometimes follow and sometimes don’t. David, on the chicken breast example, do
you have a specific — how did Woolworths respond?

MR STEVENS: WEéll, | think from our observation, our standard sale price didn’t
change, which iswhat we had intended to do. So to lead out on a standard sell price,
our observation was they didn’t move their standard sell priceto that effect.

MR McMAHON: Soin other words, they maintained being high for three weeks
and low for one week, instead of us being every day fair price, four weeks.

MR O'DONOVAN: All right. Now, the other point just arising from the
Chairman’s questions is given what we know about or given what you suspect about
the competitiveness of the wholesale supply of groceriesto a super IGA, namely that
it’s not competitive, that makes it really impossible for even alarge format super
IGA to make a sustained across the range assault on marginsin dry groceries. |
mean, would you agree with that proposition?

MR McMAHON: Can| just be crystal clear, no. Because I’m trying very hard to
differentiate between the small store IGAs. But | would agree with your - - -

MR O'DONOVAN: Yes. No, I’m only talking about super IGAs.

MR McMAHON: For the larger ones, | don’t know their arrangements obviously
with Metcash. All | can say isthat from the prices that they put, you know, in the
marketplace, they’re able to be competitive, and very much so.

MR O'DONOVAN: Yes. | mean, | don’t doubt that they can be competitive but the
guestion is do they — is there any concern from your perspective, they may be able to
undercut you on dry groceries?

MR McMAHON: Yes.

MR O'DONOVAN: You think that they may. On a sustained basis and across the
range?

MR McMAHON: Not only may, but they do and I’ll give you the South Australian
example, which isto come back to the BI-L O conversion problem that some of us
inherited, which isthat a number of BI-LO stores were converted in South Australia
and that Foodland for instances, to use that example, took the opportunity to make
sure that they were very competitive and that they made Coles pay for the way that
that conversion was executed. And | can assure you that they’re price competitive
every day and every week over there. And more so in those circumstances.

MR O'DONOVAN: | think the witness has indicated they would like regular breaks
and that now might be a good time.
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THE CHAIRMAN: Right. That suits.
MR McMAHON: We’ll leave that to you, Mr Chairman.
THE CHAIRMAN: Yes. Okay. Fine.

MR McMAHON: Thank you.

ADJOURNED [11.19 am]

RESUMED [11.34 am]

THE CHAIRMAN: Wéll, | might observe, Mr McMahon, that someone at the
Woolworths ..... arush on dry groceries out there. We’ve run out of teaand also run
out of Tim Tams. So, any way that you can assist us on usual trading terms, it would
be very helpful.

MR McMAHON: Stock outs are not good so we’ll see what we can do about that,
Mr Chairman.

THE CHAIRMAN: All right.
MR BOYCE: IsthereaColes Central downstairs we could get ateabag?

MR McMAHON: There’s aColes Central downstairs. We can go there at
lunchtime.

THE CHAIRMAN: I’m advised by my co-commissioner that we’ve got plenty of
biscuits but no teabags, so maybe you could help us out on that. All right. Mr
O’Donovan.

MR O'DONOVAN: All right.

THE CHAIRMAN: Sorry, you had a question you wanted to ask.
COMMISSIONER KING: | wanted an answer just before you stated again, Mr
O’Donovan. Mr McMahon, | just wanted to put up some of the statements that you
made on prices this morning and just to enquire on a bit more depth. 1’m going to
chose two stores.

MR McMAHON: Sure.

COMMISSIONER KING: And | hope I’ve got the details right, 1’m doing them
from memory but I’ll pick Jamieson Centre in the ACT and I’ll pick Belconnen from
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the ACT, which isthe larger shopping mall. Jamieson Centre, off the top of my
head, | think, has Coles and no Woolworths?

MR McMAHON: Yes. That’sright.

COMMISSIONER KING: That’s correct. Okay. But it does have an ALDI which
Is separated, | think, by a butcher from Coles. They’re ailmost next door to each
other. Conversely, Belconnen, again from memory, | think, has no ALDI but does
have a Woolworths and | think the Woolworths and the Coles are al of about 20 feet
apart from each other - - -

MR McMAHON: Correct.

COMMISSIONER KING: - - - inthat particular centre. So, my first question is
this, taking those two examples which are about, you know, probably two or three
kilometres apart at the most, would they be in different price zones from Coles
perspective because of those different competitive constraints?

MR McMAHON: Weéll, it’s a specific question and we should probably find a
specific answer for you but Cameron, would you know - - -

MR TRAINOR: Without the specificsin front of me but we could certainly find out
during the break and come back to you.

MR McMAHON: Okay. We’ll find out exactly.

COMMISSIONER KING: Why don’t we find out during the break and I’ll follow
up on those questions then later on. |’ve got a number of questions relating to what
sort of prices we would expect to see in those stores.

MR McMAHON: Okay.
COMMISSIONER KING: Okay.

MR O'DONOVAN: Okay. Now, just shifting the focusabit. In terms of policy,
because Coles have a specific policy asto what its competitive response is when the
new store opens up or afurbished competitor store reopens in local competition with
Coles.

MR McMAHON: Two pointsto make there. First of al, in general, our overall
pricing applies. However, its customary in the industry and certainty that’s what we
do, to support a new store opening with some strong promotional activity, not
necessarily just product and price but there may be marketing activity associated
with it and so on. There may be increased catalogue or advertising or there typically
would be increased catal ogue and media advertising associated with the opening.
But in general, we would say around a new store opening, four to six weeks,
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typically probably four weeks, of promotional activity over and above the national
activity to support the new store opening.

MR O'DONOVAN: Okay. So, if there’s a new store opened up next door to a
Coles store, you would expect, as a matter of course, to see Colesfirstly produce a
catalogue that was specific for that store’slocal area, is that right?

MR McMAHON: WEéll, there are two things there. Our own new store openings,
which is primarily what | was talking about.

MR O'DONOVAN: All right.

MR McMAHON: But certainly also combating competitor store openings because
they do exactly the same, so the first thing we’re trying to do isrespond to — I’m
talking in general here — but in general, that’s what occurs and we would respond
with our local store.

MR O'DONOVAN: Okay. So, if —just so | can be clear on the details - so, if a
new independent supermarket were to open up next door to a Coles, as a matter of
national policy, Coles would then produce a store specific catalogue for that store?

MR McMAHON: WEéll, in general, to open up against — sorry, to have a competitor
opening against us, that is generally the case, we will form aview asto our own
competitive strength in that location, how much help we think we might need, you
know, how strong is our location in terms of access to parking and, you know,
customers getting in and out and all the other factors before you get to line and price
promotion.

MR O'DONOVAN: Yes. Butinanswer to my question, normally when that occurs,
when someone you regard as a direct competitor opens up next to your store, you
will produce a store specific catalogue for that store?

MR McMAHON: Typicaly, yes.

MR O'DONOVAN: Okay. Now, in relation to that catalogue, will the pricing be
especially keen, like, keener than could be delivered under any other policy that
Coles employsin any of its other zones?

MR McMAHON: | think that’s typically the case, certainly on at least a number of
product lines, yes.

MR O'DONOVAN: Okay. Now, normally, would you expect that there would be
below cost pricing of particular items to make them extra attractive to consumers at
that point?

MR McMAHON: | think there could well be.
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MR TRAINOR: There could well be from timeto time.
MR McMAHON: Yes. For ashort period of time.

MR O'DONOVAN: All right. And when you say below cost, how do you actually
work that out?

MR McMAHON: Yes, well, it’sagood question because even in my response |
should probably be alittle more careful. Obviously, we like to negotiate with
suppliers to support that sort of opening, so my response was redlly, if you took
normal cost of goods we may at times, in that sort of activity, be selling at or below.
But we work to get support from our suppliers for those sorts of promotionsand in
general, we’re reasonably successful because they’re, you know, suppliers are as
interested as we are in maintaining our sales. So, the question is what does below
cost mean? At the end of the day, we view it as are we selling at a point that’s below
all the revenues that come in from a supplier and secondly, across our business and
across aweek or across a month we don’t sell below cost.

MR O'DONOVAN: So, if wewereto just look at that item, the price of which you
were selling it and to take out price support from the supplier, would there be a net
contribution to that selling price from Coles, | guess, in financial terms?

MR McMAHON: Weéll, if we assume no support from suppliers definitely yes, but
as!l’msaying - - -

MR O'DONOVAN: But if we wereto net out the — so, thereis support - - -
MR McMAHON: If we netted out - - -

MR TRAINOR: Yes, there would.

MR O'DONOVAN: But even taking into account - - -

MR McMAHON: Yes, there till would be on some product lines, yes.

MR O'DONOVAN: Okay. So, where’sthere’s, effectively, a corporate
contribution to the - - -

MR McMAHON: Yes.

MR O'DONOVAN: To the selling price of that item?

MR McMAHON: Yes.

MR O'DONOVAN: Okay. And so then in terms of the period for which that kind

of — that individual producing of catalogues with below cost items, how long does
the policy allow that to go on for?
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MR McMAHON: It’stypically four weeksiswhat | would say.

MR TRAINOR: Yes, it’stypically around four weeks and | think the other point we
would make is that the mgjority of the items that we were advertising wouldn’t be
below cost. The other point | would make is that drawing on - if we’ve opened or a
competitor’s opened against us, quite often invariably they would put aggressive
points into the marketplace to attract customersto their new business and if we had
the same item advertised the following week, we would adjust our price pointsto
ensure our customers knew that we were competitive in the marketplace.

MR O'DONOVAN: Okay. And so thiskind of behaviour generally goes for four
weeks, what’s the longest, say in the last three years that Coles has sustained this
cataloguing for after an opening.

MR McMAHON: | couldn’t answer specifically but | would say up to six and it
may be as short as two and that’s, hence, why we’re saying typically four.

MR O'DONOVAN: Okay. Butinterms of three or six months, would it - - -

MR McMAHON: No, definitely not and even to go to six weeksit would be
because perhaps, in some circumstances, we’re not getting the customer response
that we want. So, we’re just going alittle bit longer but, no, four to six weeks would
be the longest.

MR O'DONOVAN: Okay. Now, you may be aware of what’s described as the
Birdsville amendment, which is the predatory pricing amendment that went through
the Parliament last year, are you aware of that?

MR McMAHON: [|’m aware, yes.

MR O'DONOVAN: Yes. Didit make any difference to this practice or any pricing
practice which Coles engagesin?

MR McMAHON: Weéll, we’re aways making sure that we are complying with both
regulation and law in that respect and we certainly reviewed the implications of those
changes and we believe that everything that we do is consistent with them.

MR O'DONOVAN: Sure. But did it necessitate any changes?

MR McMAHON: Not that I’m aware of, no.

MR O'DONOVAN: Okay. All right. Andinterms of if it were to be appealed and
replaced with something else, do you think that’s likely to make a difference to your

behaviour in the marketplace?

MR McMAHON: Not that — we don’t believe so, no.
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THE CHAIRMAN: Probably abit difficult unless you know what it’s going to be
replaced with.

MR McMAHON: Waéll, that’strue but | do hear obviously the political debate
around it, so - but you’re absolutely right, we don’t know exactly what it will be
replaced with.

MR O'DONOVAN: Okay. All right. Now, | was going to move on to market
share. All right. Now, in terms of market share, you might be aware that as part of
its submission to the Commission, Choice, the consumer association, submitted a
survey of its subscribers.

MR McMAHON: I’m broadly aware but not familiar with the document, no.

MR O'DONOVAN: Okay. All right. It’sat tab 20 of the documents you’ve been
given.

MR McMAHON: Okay.

MR O'DONOVAN: Okay. Now, interms of the key results, the question that
consumers were asked is, where do you mainly do your grocery shopping and 78 per
cent of those surveyed shop at either Coles or Woolworths, which is suggestive of a
very substantial market share getting close to 80 per cent figure that’s often bandied
around. Does Coles, internally, operate on the assumption that it has a market share
in the order of 36 per cent?

MR McMAHON: No, we don’t.

MR O'DONOVAN: No. Okay. What would — dealing firstly with the, | suppose,
the grocery market at its broadest, what’s Coles assessment of its market share?

MR McMAHON: Weéll, we report to the market and we report internally our market
share which is based around the Australian Bureau of Statistics measure which has,
at the last report to the market in terms of results update, we had us about, in
February, at about 24.3 or 24.4 per cent and on any measure, we are probably in that
24 to 25 per cent range in terms of market share.

MR O'DONOVAN: Okay. And you don’t have access to other sources of
information that would cause you to query the ABS data?

MR McMAHON: No, we believe the ABS measure is by far and away the most
accurate. It’sthe most complete. The other measure which is often used and quoted
and, hence, in my view the confusion, is what’s termed the Nielsen Scan Data and
that information is for alimited range of categories only within the store, not even all
dry grocery and certainly not fresh, and that continues to distort the sorts of numbers
that are reported. We will look at that in terms of tracking our performancein
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particular categories that are reported, but we don’t look at it from a market share
perspective.

MR O'DONOVAN: Okay. Now, are you aware of what | think is described as
Homescan Data, whereit’s not done at the store level but it’s— datais scanned by
consumers when they go home?

MR McMAHON: Yes, aswe understand it, yes, Homescan supplements the
category information which they receive from retailers.

MR O'DONOVAN: By ACNielsen?
MR McMAHON: Yes.

MR O'DONOVAN: Right. Okay. But again, that’s not data you acquire for your
internal purposes?

MR McMAHON: Do you we use the Homescan, Cameron?

MR TRAINOR: Not normally, it’s presented to us from ACNielsen from time to
time.

MR McMAHON: Wedon’t put alot of storein it for the same reasons as the
information that you’ve got here which is that customer research numbers are open to
interpretation for all sorts of reasons. It’s no disrespect to the surveying that’s done.
I’m sure they’ve valid in terms of their purpose and objective but not for market
share.

MR O'DONOVAN: Okay. Now, the survey was also broken down into, | suppose,
sub categories which included packaged groceries and it found that in terms of
packaged groceries that the market percentage for Coles and Woolworths was in the
order of 79 per cent.

MR McMAHON: Yes, | think we should be clear. | don’t believe that it says that
the market share is of that order and magnitude. What it saysis that that many
customers said they shopped at Coles and Woolworths for the particular period in
time. Can | bring you back to apoint | made earlier, that this market has more
customers who switch between brands than any other market I’ve worked in. So,
I’m sure this datais accurate, which is saying that some point in that period,
somebody shopped at Coles and they could have shopped at Woolworths.

But they could have also bought their meat from the butcher out the front or their
produce from Toscanos or their chicken from Leonards or they may, in one week,
come to the Coles and in the next week they may go to the Super IGA because the
catalogue offer that they’ve got was particularly strong that week. So, I think it
would be unfortunate to draw any conclusions from customer research in respect of
market share.
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MR O'DONOVAN: Sure. But interms of assessing particular categories, Coles
presumably does keep data down to product categories in terms of market share?

MR McMAHON: Wedo. It’ssuccessively harder to get good, accurate market
share information as you start to break it down but we have aview, yes.

MR O'DONOVAN: All right. So, you haveaview. All right. Andinrelation—
and presumably packaged groceries or dry groceriesis a category for which you do
obtain information?

MR McMAHON: Weéll, we obtain information again from the two sources, ABS,
which isintotal and the Nielsen information, which islimited. So, we get it for
those products and | should also say, as| understand it, it doesn’t even include all
competitors in the marketplace. So, you can’t draw too many conclusions about
market share from that information. And, of course, we receive information from all
sorts of sources but none of it — all of it helps paints a picture, let me put it that way.

MR O'DONOVAN: All right. And would it be true to say that the picturein
packaged groceriesis that you have a much higher market share in packaged
groceries than in other categoriesthat you - - -

MR McMAHON: Yes, that’strue. If we averaged it, between 24 and 25, depending
on the month. It bounces around alittle bit. Our packaged grocery would be higher
and our overall fresh will be lower. We think fresh, for instance, in the range of 19
to 20 per cent and then, you know, on avolume weighted basis, | don’t have the
exact numbers here but we would be in the mid to late twenties on packaged grocery.

MR O'DONOVAN: All right. Andif you were to hazard a guess at market sharein
packaged groceries for Coles and Woolworths, where would you put that number?

MR McMAHON: | would struggle to, with any authority, to say what Woolworths
are for al the same reasons but we would understand them to be in the very low
thirties.

MR O'DONOVAN: Okay. So, we’relooking at a market share between the two of
you in packaged groceries of around about 65 per cent?

MR McMAHON: Not according to my maths.

MR O'DONOVAN: Okay.

MR McMAHON: That would be, you know, 55 — high fifties, isit?
MR TRAINOR: Yes, about 55 to 56.

MR McMAHON: 57, 58?
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MR O'DONOVAN: Sorry, didn’t | understand you, 29 per cent - - -

MR McMAHON: No, wewould say mid — for us, packaged grocery I’m estimating
here. The one number we do hold trueis 24 to 25 per cent of supermarketsin terms
of market share. We estimate that for packaged grocery, broadly speaking, it would
be 27, 28. For fresh, it would be 19 to 20. Now, I’ve done abit of work on fresh in
recent times but 1’m estimating the grocery packaged one but if you follow that
through on Woolworths’ 32, 33 perhaps and add them together, it’s certainly not 65
but it would be high fifties.

MR O'DONOVAN: Okay. No, | think my maths was not quite right. Okay. Now,
that was all | had on market share.

THE CHAIRMAN: Sorry, just in terms of that market share, you’re including in
that all outlets for dry groceries, so that would include convenience stores, stores
attached to service stations and the like?

MR McMAHON: Yes, | believe that what we’re referring to thereis ABS measure
3-2. Isit 2, sorry - ABS measure 2 which is clearly defined in the ABS but |
understand it includes those things. We can check.

THE CHAIRMAN: Right. Andinthat context then, you include in your own
market share not just your supermarket outlets but Coles Express outlets attached to,
you know, service stations and the like?

MR McMAHON: Weéll, if it’sin ABS measure 2, that will include the Coles
Express sales which | should add, while significant in the C store channel, are quite
small compared to - - -

MR TRAINOR: Just to clarify, measure 1, Mr Chairman, includes packaged
groceries sold in non-petrol convenience stores and measure 2 excludes them.

MR McMAHON: Okay.

THE CHAIRMAN: Right.

MR McMAHON: Thank you.

COMMISSIONER MARTIN: The only other thing — and I’m sure Mr O’Donovan
will get around to prices— but | wondered if you had the same faithin ABS
measurements on pricing in the sector?

MR McMAHON: It’snot something I’m familiar with and | don’t tend to look at
because we have pretty good pricing information directly, obviously, from our own

stores. So, we use it for market share. 1’m not personally familiar with the ABS
pricing measures.
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MR O'DONOVAN: Okay. All right. Now, then movingon - - -

MR McMAHON: Sorry, Mr Martin, could | just — if you’re talking there about
inflation, is that what you mean, price inflation? Yes, okay. So, the only generd
view we have isthat the ABS basket, we believe, is not necessarily as representative
asit could be of what customers actually buy. So, we think that it could be updated
and make sure it is weighted to what customers actually buy and we obviously have
very specific information about what customers buy and we can see, at times, you
know, quite a difference between what we measure as food inflation and what ABS
reports. Sorry, | misunderstood the question, yes.

COMMISSIONER MARTIN: That’sthe point | was getting at.

MR O’DONOVAN: Okay. All right, then moving on then to the Choice shopper
survey, which you have mentioned a couple of times, well, firstly, it’sfair to say it
was agood result for Colesin that it suggested Coles was cheaper both in terms of its
standard shelf pricing and in terms of its specials. Now — well, firstly, would you say
that — is that result consistent with what you would expect based on Coles’ pricing
policies?

MR McMAHON: Yes, we very much believe so, and therefore we’re very pleased
when it’s demonstrated through independent surveys like that. We stay — we monitor
prices very closely, and we believe that prices, at alocal level, are what matter to
customers and, hence, our strategy is geared at ensuring that the store manager has
the authority to ensure they’re competitive locally on over 331 product lines, and, as
we have said earlier, at a state and zone level within a state, we make sure that we’re
competitive. So we believe that the effect, although it has multiple dimensions, and
then you add promotions, house brand and the likes of fair value every day pricing,
we believeit’sthat mix of pricing which gives our customers the best value in this
country.

MR O’DONOVAN: Now, Woollies weren’t prepared to accept that it necessarily
did reflect the true situation across a border that, but if a survey were taken across

MR McMAHON: Were you surprised by that, Mr O’Donovan?

MR O’DONOVAN: No, no, not surprised. But | guessthe question for you is, if
we were to take a broader sample, and look at all of the items across the store, which
| assume that you do at some level, isthere — would we find, as Woolworths suggest,
that the price difference is much, much, closer between Coles and Woolworths and
that, in fact, we’d find the prices were very similar.

MR McMAHON: No, | think if you —first of all it’s a competitive market, so, you
know, people will respond to prices that competitors put out there, and that includes
people responding to us when we lead the markets in the ways that we have
described. | had alittle bit of work done to have alook at this. We took 10,000
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product linesin Victoria, and of those 10,000 product lines—and I’ll go off broad
numbers here, but around 60 per cent of them, prices were similar. So within a
reasonabl e band, of the remaining 40 per cent they were different between us and
Woolworths, was the check that | had done. And of that 40 per cent, 28 per cent
Coles were lower, and Woolworths were marginally higher on only 10 to 12 per cent.

So that’s the look | had to make sure that we were competitive in terms of what
we’relooking at. And we have that specific information. We have plenty of
information on pricing, obviously because it’s something that is our life blood to
make sure that we are competitive for our customers.

MR O’DONOVAN: Sowould the gap of 3 per cent between Coles and Woolworths
pricing, on this particular basket, would that be representative of the pricing across
the board, or are we talking about a much smaller gap in your own interna
information?

MR McMAHON: Weéell, I think it will vary from timeto time. Our aim isto make
sure that what our customers buy and, hence weighted towards the basket that they
buy, and the high volume lines that we described earlier, is where we’re competitive.
We’re competitive across the range, but very much on those lines. It will vary from
time to time depending on what promotions are running at any given point in time,
depending on, as we have said, whether competitors have responded to us leading the
market to every day fair pricing and the like. So | couldn’t say with gresat certainty
that it will always be 3 per cent. | would expect it to be aways different, and | would
expect that competitors won’t like to lose those sorts of surveys, and they’ll be doing
their best to make sure that they’re improving their competitive position to chase us.

MR O’DONOVAN: Right. But —well, | supposeit’s been put to us that the pricing
of Coles and Woolworthsis much more similar than that 3 per cent gap would
suggest, that, across the range, you wouldn’t find a gap that big between Coles and
Woolworths pricing. The question is, in terms of your internal knowledge of how
closely you price with Woolworths, would you say that it’s less than — there would
be less than a 3 per cent difference pricing across the range?

MR McMAHON: It’ll vary by category. And, as| say, depending on how strong
our promotional programs are. But we- - -

MR O’DONOVAN: WEéll, just setting aside promotional programs, just dealing
only with standard shelf pricing, if you look at standard shelf pricing of products,
would you expect to see them much closer than that 3 per cent gap?

MR McMAHON: It could be from week to week. It’s probably one where I’m
better to have alook at the actual information, but | would expect that we set out to
be more competitive on that basket of goods, and we would expect that the results
show that. | can’t tell you whether it would be 1 per cent, 2 per cent, or 3 per cent.
It’s probably in that sort of arange. And there may be times when, you know, very
strong — | know you’re saying exclude promotional activity, but it’s hard to because
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customers buy promotional products. But I’m aware of one mediareport just in the
last week. For instance, in aregional Victorian newspaper that had us at least that
much cheaper.

MR TRAINOR: Yes, upin Bendigo, Coles and — the gap between IGA, Coles,
Woolworths and AL DI, the cheapest place for customers to shop at Bendigo would
be a Colesand ALDI.

MR O’DONOVAN: And soif wewereto — again, just going off standard shelf
pricing, and broaden it to across the range to, | suppose, to the national — nationally
set price — would we expect to see agap of 3 per cent, or would we expect to see a
much smaller gap between the pricing of Coles and Woolworths at standard shelf
level without promotion?

MR McMAHON: AsI was saying, it’s probably closer to somewhere between 100,
and it ranges up and down. Terry, do you want to comment?

MR BOWEN: Yes, | think —again, | think Mick’s comment to looking at this point
intimeisawaysdifficult. In my short time with the business it’s been certainly up
to 3 per cent with our own internal monitoring. If you ask for today’s result, or last
week’s result on our internal monitoring of shelf prices, excluding promotions, which
isdifficult to do as well because it’s such alarge part of the value offer, currently it
would be less than 3 per cent.

MR O’DONOVAN: All right. So you do monitor it over time?
MR BOWEN: We do.

MR O’DONOVAN: And do you find that it tends to be — there tends to be a gap or
doesit — or isit true to say that the Woollies and Coles pricing very much is drawn
together?

MR BOWEN: With arelatively short experience, it would be fair to say that the, if
you like, the science that’s being put into our price gathering hasimproved alot in
the last kind of six to 12 months. Much more focus on making sure that we are really
competitive given the issues in the business of 12 months ago, and making sure that
we really do, you know, have a very strong value offer to customers. And over that
period of time, you can tend to find that the — it’s generally been in Coles’ favour on
all the datathat | have seen.

MR O’DONOVAN: And could you give us an order of magnitude in terms of that —
just an average over time, say, in the last 12 months?

MR BOWEN: Again, it fluctuates alittle bit. It’d be within the 1 to 3 range, but
probably - - -
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MR McMAHON: | think it’s worth saying the reason we’re struggling alittle bit is
because we — normal sellsisonly part of the competitive gain. So we set out to be
more than competitive on them, and come back to the promotional programs, the
likes of every day best value, the likes of house brands. So when we’re looking at it,
we’re looking at the whole mix. So, hence, normal sell priceisjust one dimension.

MR O’DONOVAN: Okay. And do you have technology that can take account of
promotional sell pricing?

MR McMAHON: We can capture pricesin away that allows usto look at the effect
of promotions, yes.

MR O’DONOVAN: Okay. For your competitors as well asfor you?

MR McMAHON: Certainly for ourselves, obviously, we have technology. For
competitors we monitor shelf prices to make sure that we’re competitive.

MR O’DONOVAN: Sure. Okay. So-— and, again, in terms of the report that you
receive, that take account of promotions and all of those other things, do we see this
same — do you see, in those reports that you get, this same gap of between 1 to 3 per
cent, or do you see the prices pulling together much closer than that?

MR McMAHON: Weéll, with promotions they can — because they — as | have
described earlier, customersin this market switch between brands. Not only the
large ones that we’re talking about here, but the smaller ones. So promotional battle
ground isafierce one, if you like, and that one can bounce around a little bit more
from week to week but, again, we aim to make sure that we have the best specials out
there for our customers.

MR O’DONOVAN: Okay. Now, if, for example, some of the large format | GAS,
like the Foodlands in South Australia were included in the survey, based on what you
said this morning that would seem to suggest that they might come out in front ahead
of Coles, in terms of the price offering on a basket of goods. Would you agree with
that proposition?

MR McMAHON: No, to be—they could from timeto time. So I’ll just giveyou a
typical answer. So, first of al, we do include the Super IGAsin our price checking.
And, typically, across the wholerange - so let’s call it the top 1500 lines— we will
be more price competitive than the Super IGAs. However, on any particular
promotional line, you know, they may have two, or three, or four, or five
promotional linesin any week which are very strong and cause customers to switch
between brands.

MR O’DONOVAN: Sowould there ever be atime where an independent Foodland
could be 3 per cent — as much as 3 per cent cheaper on this sort of basket of goods
than Coles?
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MR McMAHON: Weéll, not — they might start out there, but our pricing system and
the license we give our local store managers to be competitive would pretty quickly
close that gap.

MR O’DONOVAN: All right. Now, in the same survey, in the— sorry, in Coles—
sorry, Choice conducted the survey in 2003, and then conducted another in 2007.
And the inflation that it noted was prices were up 12 per cent for Coles. Andinthe
same period ALDI was able to decrease it’s grocery prices by .7 per cent. Istherea
reason why ALDI was able to hold its prices steady and, in fact, decrease them to
consumers whereas Coles increased it?

MR McMAHON: 1 think two things. 1’m not familiar with the detail of that, but
Cameron may be. So let mejust respond generaly first, and see if Cameron wants to
add to that. But, as| described earlier, you know, ALDI has a particular business
model which includes virtually 100 per cent house brand. To make alike for like
comparison, we would want to compare our house brand, inflation through that
period to their inflation through that period, and we’d possibly find, but | don’t
know, that that would make them much more similar than others. Cameron, do you
want to comment?

MR TRAINOR: Yes, just to pick up on Mick’s point there, alot of the productsin
that Choice survey are products that ALDI don’t sell. So these are branded FMCG
manufacturers proprietary brands.

MR O’'DONOVAN: Sure. Butintermsof its ability to hold products in that
category at a constant price, it’s obviously been better able to do that than Coles.

MR TRAINOR: Not necessarily. There would be elements of inflation that Coles
has had to contend with, but there’s also examples where Coles have held prices on
behalf of our customers.

MR O’DONOVAN: Sure. Okay. Soif we wereto do a study of the inflation that
Coles— | suppose the price increases that Coles passed on through that period,
focusing only on house brands, we might find a different result. |sthat

MR McMAHON: Yes, | don’t have the number in my head, but as we described
earlier, particularly house brand and those entry level are good quality products,
they’re the ones that we make sure we are competitive with ALDI on. So | would
imagine that they would track asimilar trajectory to ALDI, but | haven’t looked at
that data.

MR O’DONOVAN: Okay. But that is datathat you keep, and a study you could
do?

MR McMAHON: Possibly. The only point is there’s been so much change in
Coles, and we have introduced so many new Smart Buy and You’ll Love Coles
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products over that period of time. But I’d have to have alook to see how viable the
comparisonis.

MR O’DONOVAN: Right, okay. All right. Soyou don’t think it reflects a greater
willingness on the part of ALDI to share cost savings through the supply chain with
its customers?

MR McMAHON: No, | think that’s a question you’d have to ask them, but we don’t
believe so, no.

MR O’DONOVAN: All right. So Coles, interms of the savings that it makes
through better buying with its suppliers and in terms of the cost savings that it makes
through the supply chain, would it be fair to say that they will readily pass through to
Coles shareholders or more readily pass through to Coles customers?

MR McMAHON: We’re on the public record, and certainly 1’ve been saying it for
over 12 months now, that Coles, at that point in time, needed to be much more
competitive, particularly in the wake of some of the challenges that Terry referred to
earlier. We have invested over $100 million in lower prices over the last 12 months
that our customers benefit from. A lot of it in fresh, alot of it in products like milk, a
lot of it in areas of house brand. So we think that our customers are benefiting from
our investment in lower prices. That obviously helps usin terms of higher volumes,
you know, faster stock turn, lower shrink, lower wastage, more efficient stores. So
i’ sawin/win if we can get that right.

Over time, one of the challenges for us, under Wesfarmers ownership, isto get the
bal ance right between what we invest for our customers, and there needs to be a
significant amount of continued investment either in continuing to invest in better
prices or in modernising and refurbishing the stores, and what we return to
shareholders. But what we return to shareholders, ultimately, will only improve if
we improve the offer to our customers.

MR O’DONOVAN: That’sall | had on pricing.

THE CHAIRMAN: | just want to pursue this a bit further, because I’m just trying to
reconcile the sort of evidence we’re getting from various sources. And it’sall been
on the public record, but you’re suggesting that the — that Coles would generally be
across a basket, whatever that might mean, of goods between 1 and 3 per cent lower
in prices than its competitor Woolworths.

MR McMAHON: No, what I’m very careful to say isit will bounce around.
THE CHAIRMAN: Yes.
MR McMAHON: And we can talk through some specific information later on if

you like. It will bounce around, but we have deliberately set out, particularly over
the last 12 months, to make sure that that’s the sort of space that we’rein.
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THE CHAIRMAN: Okay. And thank you for correcting that, but that gives me
enough sort of specificsto go on with. Woolworths, on the other hand, gave
evidence last week that says that, on known value items, as they call them, that their
store managers are under a management direction to lower pricesto match.

MR McMAHON: Yes.

THE CHAIRMAN: Now, what I’m trying to figure out isthis. Isif Woolworths
matches, and you’re 1 to 3 per cent lower, bouncing around of course, as the way you
have described it, when is the gap occurring and whenisit — | mean, if Woolworths
is catching up quickly, as, you know, might be implied, how do we get this 1 to 3 per
cent gap?

MR McMAHON: Because, as| tried to describe earlier, we’re talking about
different dimensions of our pricing approach. So normal sell — what we call normal
sell price and what the store manager can do on alocal level isto make sure that,
acrossthe full range at any point in time, we’re competitive. But, in particular on, as
| said earlier, 331 — use that term — known value items or key value items, we need to
add back. That’swhy | keep pushing back alittle bit to say it’s a bit hard to exclude
promotions, it’s a bit hard to exclude house brand, it’s a bit hard to exclude best
value every day and move from high or low pricing to more consistent pricing for
customers.

And if we stood still we’d be caught, not only within months but certainly within
weeks and possibly days. So it’s about each week as we go about agreeing or setting
our promotional program, choosing which products we’re going to move on to best
value every day. So at the moment | think lamb leg roasts are the next onesto go to
best value every day pricing.

THE CHAIRMAN: And that | think isthe answer that | expected, which isthat the
choice of — choice is perhaps a bad word in the context of their survey — but the
choice of baskets, and the choice of those itemsin respect to which comparisons
have been made, | mean, can be highly speculative, can be highly ad hoc. If, for
example, the ACCC were to send out a group of buyersto make a selection and just
— they took a basket that they just picked ad hoc, would we necessarily find that there
would be a1 to 3 per cent saving by going to Coles, or could it operate the other way
around, or isit al going to depend on which basket - - -

MR McMAHON: No, | understand.

THE CHAIRMAN: I’mtrying to just identify very carefully which of those areas
that are bouncing around between that 1 to 3 per cent reduction or discounted
margin.

MR McMAHON: Sofirst of al, if you take from a pure statistical perspective,
which | think iswhat’s behind your question, from the response | gave earlier about
how varied our pricing isin response to Woolworths, you could get any outcome if
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you took arandom selection of products. Absolutely no problem with that. But 1’d
come back, as retailerswe’re interested in what our customers see. We’retrying to
measure those things which are typically in the basket, which are high value items,
which are critical linesfor, you know, for a household out there struggling with
higher prices at the moment. They’re the ones we focus on, and we’d say huge
encouragement from the likes of Choice surveys or the smaller example in Bendigo
that was mentioned earlier. It’sal the information we take into account. But | can
assure you that it’s adaily and weekly challenge to make sure that we stay
competitive.

THE CHAIRMAN: And where do you think your greatest pressure is coming from
at the moment, ALDI or Woolworths?

MR McMAHON: Wefind that on price that they’re all significant challenges,
particularly around obviously house brand, ALDI is aformidable competitor. |
mentioned Super IGA, and the likes of Franklinsin New South Wales. And clearly
Woolworthsis avery strong competitor. So | guess we don’t differentiate too much.
They’re al achallenge for us.

THE CHAIRMAN: Interms of house brands, isyour major — the major competitor
driving force ALDI or Woolworths, or Black Gold IGA?

MR McMAHON: Well, both — sorry. It’s primarily ALDI and Woolworths because
Woolworths tend to respond to the competitive challenge in the same way by — they
have, as | understand it, introduced, you know, more house brand products. We
believe that our house brand brands are stronger from our research, but I’m sure if
you talk to Woolworths they’d say the reverse.

COMMISSIONER KING: If | could just follow up on acouple of points, Mr
McMahon. 'Y ou mentioned the survey of 10,000 items | think in Melbourne, was it?

THE CHAIRMAN: Wedid aone-off check from our price data, yes.

COMMISSIONER KING: And | think from memory you said approximately 40 per
cent was it were about the same as between yourselves and Woolworths?

MR McMAHON: The other way around, around 60 per cent were broadly similar.
COMMISSIONER KING: 60 per cent were - - -
MR McMAHON: That’s not to say they’re the same but in a space.

COMMISSIONER KING: Okay. So what do you mean by broadly similar? Do
you mean within 1 per cent, 5 per cent, 10 per cent, not double?

MR McMAHON: Weéll, | can check exactly for you if you like. Asl said, | just had
aquick look at it last week.
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COMMISSIONER KING: Okay. That would be useful so that we can get a handle
on that. Now, | want to check that | heard you correctly. | think you said that of the
remainder Coles was cheaper on about 28 per cent, wasthat - - -

MR McMAHON: Yes.

COMMISSIONER KING: So when you’re saying 28 per cent, are you saying 28
per cent of the 40 per cent, so in other words on 72 per cent - - -

MR McMAHON: No.
COMMISSIONER KING: - - - Woolworths was cheaper or - - -

MR McMAHON: No, no. No, absolutely not. | hasten to add, | probably wouldn’t
have used the example. No, so 60 broadly similar. The next, 28 - - -

COMMISSIONER KING: Yes.
MR McMAHON: - - - our prices were lower, and around 12 | think is the balance.

COMMISSIONER KING: Okay. WEell, if you could give us abit more of ahandle
on what broadly similar means, just for a - - -

MR McMAHON: Sure. Wewill. Asl say, | had alook but it’s back to the
Chairman’s point obviously; at any point in time you can take different samples.

COMMISSIONER KING: Yes.
MR McMAHON: But it’sjust one of the things we had alook at.

COMMISSIONER KING: The other thing, you stated that you had invested a
hundred million in the last 12 monthsin lower prices. What does investing in lower
prices mean?

MR McMAHON: Okay. If | use an example, because | think thisis also important
to get the point around the unit price versus net benefit, if you like. Soweran a
campaign called La Fresh to increase the participation rates of our customersin
fresh, the buying produce and meat and so on in our stores. Our plan was to invest
just under $50 million in that, $49 million in lower unit prices. Our plan was also to
generate more volume as aresult of doing that. And, therefore, the net cost of that
$50-o0dd million investment would have been closer to 25, 30 million dollars.

So by investing in prices, we’re talking about the unit price investment to lower
prices for customers. If we’re successful in doing that, as we were, then we will
generate more sales of chicken breast, more sales of bacon, more sales of barbecue
chicken and the like, and we will increase our turnover, our stock turn. We will
reduce wastage, and it leaves to a more efficient supply chain.
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So we’re not doing it just to give away money, shall we say. We’re doing it because
if we can attract more customers, it makes for a healthier retail business. And that’s
why part of this debate is about unit prices. But at the end of the day we’re investing
in— sorry, we are trying to generate sales and gross margin dollars.

COMMISSIONER KING: It still strikes me as being a very odd way of describing
it though. | mean, | could immediately have you investing alot more in lower prices
in the next 12 months so | would just suggest to you if you put up al your unit
prices, or put up your unit prices on half your items by 10 per cent and then just drop
the price again on the unit price, and you can call it — you’ve invested millions more.
| mean, it doesn’t seem to be — when you’re saying you’ve invested in lower prices,
al you’rereally saying is that for whatever reason you’ve had to drop the price on
some products. And presumably you’re doing that because it’s profit maximising for
Coles. You’re not giving money back to the consumer; you’re making more money
for the Coles group.

MR McMAHON: Weéll, first of all, we didn’t put up prices just so we can drop
them. It would be a quick way to go out of businessin retail. And |I’m not sure you
can dismiss quite as easily lowering prices for whatever reason. That’s what we do;
that’s what we did. We believe that we needed to offer — again back 12, 15 months
ago we needed to offer better value to customers. And we invested in that example;
$50 million in lower unit prices. If it hadn’t worked for customers, if | got no extra
sales as aresult, it would have cost me $50 million, | can assure you, straight off the
bottom line. But because it worked in increasing sales, in lowering waste and the
like in fresh, we offset around half the cost of that.

Now, obviously any investment decision that you’re making you want to make
eventually more than what you started with. So I’m talking about, you know,
through that period of time. But over time if we’re not competitive, we won’t
generate any returns for our shareholders. Another exampleis, for instance, in our
house brand milk. We have experienced significant cost — or increasesin cost of
goods coming through in our house brand milk and we’ve only passed around athird
of that on to customers. On an annualised basis that’s around $20 million.

But the customers are benefiting over and above what the prices would have been if
we’d passed through all of those cost of goods increases. So | can assureyouin a
retail sense these are very real, and they are tough decisions that we have to makein
order to ensure that we are putting the right pricesin front of our customers.

COMMISSIONER KING: Just finally though, whilst the customers are benefiting,
presumably it is also benefiting Coles and it is benefiting your shareholders. Soit’s
not that Colesis doing this out of the goodness of its heart to its customers, it’s doing
it as a competitive strategy to make more profit presumably.

MR McMAHON: And we don’t apologise for that at all. We can only though make
more profit — and | think the history of Colesin the last several years would probably
illustrate that — ultimately you will only survive and thrive if we get the offer right
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for our customers, and that includes making sure we’re competitive, as we believe
we have significantly moved to do over the last year or so.

THE CHAIRMAN: Just onefina one. 1to 3 per cent, it soundsimpressive and it’s
—you know, goeswell in Choice survey, but it’s 1 cent in thedollar, and it’s $1 in
$100 dollars. Isthat of — on your market analysis, of such significance as to attract
more customersto you? Or are there other factors that are either attracting customers
to you or taking it away from you?

MR McMAHON: That’sagood question. That’s why we said earlier that while
thisisan inquiry into grass root pricing, there are many other things of customer
choicein thismarket. And we’re aso very conscious that, you know, at atime when
household budgets are under pressure for all sorts of reasons, 1 to 3 per cent doesn’t
sound much, we understand that. But we do within that make sure we are doing our
best to offer things like bread, milk, eggs, you know, the real staples as cheaply as
we can.

But to answer the question more specifically, customers still make choices based on
location primarily. They’ll make choices based on range; so can they shop and get
all the things that they need in that location. They will make decisions based on
service, and | include not just the checkout service but things like ensuring that the
product is available on the shelf. And, you know, going back in time, Coles had its
problems in that respect as well which are now well on the way to being sorted oui.
So there’s awhole raft of things that you need to get right, and it’s not enough just to
have a sharp price on the board. That’swhy | made the point earlier that imposing a
retail offer on customersin some way just because it’s got alow price won’t
necessarily help anybody if customers don’t like the location or the product or the
range or the service that they receive.

THE CHAIRMAN: | can aimost predict the answer to this one, but you’ve stated as
publicly is - your objective isto increase the EBIT margins.

MR McMAHON: Yes.
THE CHAIRMAN: Increase the gross margins aswell. By increasing prices?

MR McMAHON: No. | don’t think we’ve said publicly to increase gross margins
at al. Infact, oneway to increase EBIT margins — and that’s why | made the point
about the difference between unit prices versus generated gross margin dollars,
because gross margin dollars are a product of unit price and selling more volume. So
our driveto improve our EBIT margins will include offering better value to
customers, generating more sales and more volume, lowering our cost right through
the chain — both on a unit cost basis as well as through structural improvement, alot
of which we’ve already done — to simplify and take alot of overhead cost out of
Coles. And there’sstill alot of work to do, as| think is on the public record, to get
our supply chain into the sort of shape it needs to be in to compete in this market.

ACCCGRO 26.5.08 P-49
Auscript Australasia



10

15

20

25

30

35

40

45

MR O’DONOVAN: Onefina question on pricing. It does seem surprising that a
sophisticated competitor like Woolworth would let itself be beating on price by what
in supermarket termsis a huge amount, 3 per cent. How can you explain they’d let
you get that far ahead?

MR McMAHON: | don’ttry to explainit, | just — we’re very pleased with the
outcome of the Choice survey. We have other data points, if you like, which we
think reflects asimilar position. But we’re in no way complacent and next week it
could al be different. In other words, there could be a strong response.

MR O’DONOVAN: Okay, but do you have other data points that suggest that this
iIsoverstating it?

MR McMAHON: No. | referred earlier to just an example recently through the
media; | am talking about independent price surveys here.

MR O’DONOVAN: Yes. No, no, | amjust talking about in terms of your interna
data. Onyour internal datais- - -

MR McMAHON: No, our internal data, subject to the Chairman’s point, that
obviously we’re tracking the products that we think our important to our customers.
Our competitors will be tracking those, you know, and there’s - obviously there’s
going to be a high degree of cross over, but there could be some differences. But we
have explained what we track and what we watch, but | wouldn’t want to give the
impression that we’re in any way complacent about that.

MR O'DONOVAN: But you’re satisfied that the differenceisthere? That over time

MR McMAHON: | can only refer to the — you know, to the independent surveys
that were mentioned there on the public record, and, you know, it’s for others to
respond how they et that occur.

MR O'DONOVAN: Sure, but if were to look at — if we look at the data, perhaps
confidentially the data that you look at internally, would we see the same thing?

MR McMAHON: | think we have said that it’ll bein that range. 1t’ll bounce
around week to week because of the mix of normal sell promotional prices and all
the rest that | have described, house brand and the like. But we take great comfort
from the independent surveys on the public record that show usto be not just
competitive but the lowest price player in the country.

MR O'DONOVAN: I’m not sure that that quite answered my question. If we were
tolook at only at your internal — just ignoring the independent surveys — if you were
to look only at the independent data, would we see confirmation of those results, or
would we see a dlightly different picture emerge?
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MR McMAHON: Yes, you will see results consistent with the answers that that
Terry and | have given.

MR O'DONOVAN: And consistent with the independent surveys?
MR McMAHON: Yes, | believe we have said that, in that range.

MR O'DONOVAN: All right. Okay. Now, moving on to, what | think in the
business is described as, category management.

MR McMAHON: Yes.

MR O'DONOVAN: Now, our understanding is that they way in which, | suppose,
areas of a supermarket are now managed, it’s the — from a supermarket’s point of
view you manage the whole category. Y ou don’t just focus on a single product and
its margin, but you look at the category broadly and try and maximise the margin you
can make across the category. Isthat fair to say?

MR McMAHON: Not entirely, no, becauseit’s not just about margin, it’ s about
sales and it’s about choice for customers. So we manage a number of — so our
definition of category management is managing, you know, a wide number of factors
that starts with obviously what customers want in ensuring that we provide the
choice that they want in any particular store, the mix that will generate the right
sales, the mix that will generate the best margin, but also the lowest wastage, the
lowest store handling costs and the like. So | just broaden that out beyond margin.

MR O'DONOVAN: But, interms of the category itself, you look at it as a category,
not just as a series of single products.

MR McMAHON: Yes, we’ll look at it on both dimensions but, absolutely, that’s
right for category management, yes.

MR O'DONOVAN: Okay. And so thereis some analysis— certainly some anaysis
done at the category level.

MR McMAHON: Yes.
MR O'DONOVAN: Withaviewto- - -
MR McMAHON: Definitely.

MR O'DONOVAN: - - - seeing whether it’s set up in the best way in — in away that
delivers best performance for the business.

MR McMAHON: Yes, that’sright.
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MR O'DONOVAN: Okay. All right. Now — and the— as, | suppose, part of the
category management strategy, the house — the introduction of house brands plays a
role in managing the category, would that be fair to say?

MR McMAHON: It does, yes.

MR O'DONOVAN: Okay. And that each of the house brands plays a different role
within the category in terms of - - -

MR McMAHON: The different brands do, yes, that’s right.

MR O'DONOVAN: Yes. Sothe Coles Smart Buystriesto be the cheapest in the
category, isthat the goal for Smart Buy?

MR McMAHON: Weéll, it’san entry level product, so it will be certainly on a— at
least on a price equivalent basis with asimilar quality product in the competitor, yes.

MR O'DONOVAN: Okay. But not necessarily the cheapest product in the
category?

MR TRAINOR: I’mjust sitting here thinking - - -
MR McMAHON: You’retrying to think of something.

MR TRAINOR: - - - of any, and | can’t recall any where that would be the case. So
they generally would be the cheapest entry level product in the category.

MR O'DONOVAN: Okay. All right. Andthenintermsof You’ll Love Coles,
that’s similar to a branded product but not necessarily the leading branded product, is
that - - -

MR McMAHON: No, infact our —in terms of quality it’s at least as good as the
leading national brands, but we priceit at least 10 per cent lower, is our brand
objective and that could be in the — well, across You’ll Love Coles and Smart Buy
that can give you price pointsin the 10 to 20 per cent lower than leading national
brands.

MR O'DONOVAN: Okay. Andintermsof quality are you aiming to equal the
category leading brand, or just a brand, a prominent brand within the category?

MR McMAHON: It doesn’t necessarily have to be the leading brand, but obviously
that’s the mark if we can get there. Cameron, do you want to add to - - -

MR TRAINOR: We would benchmark our Y ou’ll Love Coles products that would
need to be equal to a group of leading brands in the category, if not better.
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MR O'DONOVAN: Right. Okay. But it’s not the same as Woolworths Select
where they say they pick, in terms of quality, the brand leader in that category and
match it for quality? That’s adlightly different approach?

MR TRAINOR: We would benchmark a number of leading brands in quality —for
quality — across the category. Typicaly that would include the market leader, but
other brands also in the category.

MR O'DONOVAN: Okay. All right. And then interms of price ambition, it’sto be
10 per cent lower?

MR TRAINOR: Asaminimum we would aim it to be 10 per cent below leading
brands in the market place.

MR O'DONOVAN: Okay. And then Colesfinest, it doesn’t — where doesit fit
within the category?

MR McMAHON: Weéll, we have — our main focus has been on Smart Buy and
You’ll Love Colesin order to deliver the sort of value, that we have been talking
about this morning, to our customers. We have alimited range of Colesfinest at this
stage. 30t040- - -

MR TRAINOR: 34 products of Coles finest.
MR McMAHON: 34 products.

MR TRAINOR: It’sasmall emerging range for us. Animportant range. And it
primarily comesinto its domain for customers around the peak seasonal periods like
Christmas. It isabrand that we’re planning to invest into in the future, but it’sa
small range for us at the moment.

MR O'DONOVAN: Okay. Now, thenin—and interms of the thingsthat it delivers
to Coles— so just looking at it from Coles perspective, it enables you to put a product
on the shelf that provides Coles with a bigger margin that it would earn on the
equivalent product within that category? Isthat true to say?

MR McMAHON: Weéell, even from a Coles perspective, our first objectiveisto give
customers choice, and make sure that we have the products that they want so they
don’t have to go elsewhere to get them. And that’s avery powerful factor. The
second oneis that, on those products, we would tend to generate a higher per cent
margin but off alower dollar price, if that makes sense.

MR ODONOVAN: Yes.

MR McMAHON: Sotypically 5to 6 per cent.

MR BOWEN: Yes, additional gross margin percentage.
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MR McMAHON: Percentage off alower dollar price.

MR O'DONOVAN: Okay. So from acustomer’s point of view they get a cheaper
product, but from Coles point of view, in terms of the percentage it can make — or it
does make — on the product, it’s higher than it would on the branded product.

MR McMAHON: Yes, and tend to make more money onit. The only thing | would
say isthat, obviously on house brand products, we are wearing the cost of
development of the product, the quality control of the product, the marketing of the
product, the packaging of the product, and increasingly the sourcing of the product
involvesit coming into our supply chain, and us— there are no trading terms on
house brand products. In other words, there is no working capital benefit for it, just
thereverse.

MR O'DONOVAN: Okay. So, doesthat mean — are you suggesting by that that
you pay for it in advance, cash on delivery?

MR McMAHON: More so particularly where there’s along supply chain importer
product or the like.

MR O'DONOVAN: Right. But there are certainly domestic house brand products
which you don’t pay for till well after they’ve arrived, that would be true?

MR McMAHON: No, I’m not aware of - - -
MR BOWEN: I’m not specifically aware of the domestic ones but - - -
MR McMAHON: Cameron, do you know?

MR TRAINOR: No, we would normally pay for the domestic house brand asiit’s
received into your distribution centre in line with the normal payment cycle with
agreement to supply.

MR O'DONOVAN: All right. And so that would be true for milk, eggs and bread
and all of those?

MR TRAINOR: Correct.

MR O'DONOVAN: Okay. All right. Now, again looking at it just from Coles’
perspective, house brands deliver an additional advantage to Colesin that it improves
their negotiating position with the makers of branders products, would you agree
with that proposition?

MR McMAHON: Yes, we believe — we think house brands are pro competitive
because they create competition for shelf space, certainly, and they introduce
competition into categories and ranges where perhaps not too much existed before.
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MR O'DONOVAN: Okay. So, what they might give you is leverage over a supplier
in terms of your commercial negotiation with them that they need to deliver to you a
better margin if they’re to stay on your shelves?

MR McMAHON: Weéll, the first thing we would say is that they offer leverage to
make sure that we can give customers a better price. So, to give you a chocolate
example, block chocolate, you know, our supplier of block chocolate prior to
introducing You’ll Love Coles Belgian chocolate had something like a 70 per cent

MR TRAINOR: Yes, 70 per cent.
MR McMAHON: - - - share of our sales.

MR TRAINOR: The market |eader had about 70 per cent market share in the block
chocolate category.

MR McMAHON: And we introduced Y ou’ll Love Coles Belgian chocolate which
has been phenomenally successful and we’ve probably got 15 per cent of our sales,
something like that and growing, and that has caused quite a change of heart from
that leading supplier, both in terms of more promotional support to lower the price of
their products. And, in fact, just recently to lower the regular price point for asix
month period.

MR O'DONOVAN: Okay. Andisall of the value of that delivered to the customers
or isthere also some benefit to Coles shareholders in terms of improved EBIT
margin from those?

MR McMAHON: [f we get ahouse brand right, we expect to meet both objectives.

MR O'DONOVAN: Right. Okay. So, it’sfair to say, isit not, that this— the
category management and the introduction of generics has very substantial
commercia upsides for acompany like Coles?

MR McMAHON: Potentidly, yes. Yes, | think that’sfair.

MR O'DONOVAN: Okay. Andit’sequally true to say that the introduction of
these products was not redlly at the insistence of customers. It wasn’t adrive from
customers to have generic products, it was really something that was imposed on the
market by Woolworths and Coles?

MR McMAHON: Weéll, | —sorry, Mr O’Donovan, | don’t agree it’s been opposed
in any way and actually you’re talking about generics.

MR O'DONOVAN: Sorry, | should have used house brands perhaps. House brands
iswhat | was getting at.
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MR McMAHON: Okay. Y es, because genericsis something that, you know, - yes,
okay, well moving onto house brands. House brands have been in Coles for along
time since the 60s - - -

MR TRAINOR: Yes, 1960. ’62 we introduced the first house brandsin our
supermarkets.

MR McMAHON: And we’re putting more focus on them. As| understand it — it
predates me, but as | understand it, it in large part isaresult of ALDI entering the
market, who, as I’ve said before, are virtually 100 per cent house brand. So |
actually think customers are demanding it because they’re saying I’m going to go to
Woolworths to buy that pasta— sorry, 1’m going to go to ALDI to buy that pasta or
that milk or those eggs, unless you have a product of similar quality and better value.

MR O'DONOVAN: All right. Well, just dealing with the first point about how long
house brands has been around. It’s true they’ve been around along time, but in
terms of their prominence and as a commercial strategy for major supermarkets, it’s
dramatically increased in the last five years, it would be true to say?

MR McMAHON: | think the focus hasincreased. Actually when you look 1’m not
sure the product numbers have necessarily increased because a lot of products which
people were used to, the likes of Farmland, Persona, the red box in BI-LO, I’m not
even sure people necessarily knew were house brands, they just knew them as a
brand that they trusted.

MR O'DONOVAN: But you would accept that the focus has?
MR McMAHON: Absolutely.

MR O'DONOVAN: Yes. Andintermsof asadriver of the business they’ve
become much more prominent?

MR McMAHON: Yes, because we think they’re pro choice for customers and pro
competitive and, you know, as we’ve reported recently in our sales results, you
know, our sales are growing double digit on house brand particularly at the Smart
Buy and You’ll Love Coles end of the world as customers look for better value.

MR O'DONOVAN: But it’strueto say that there have been reports that customers
are unhappy with losing branded products and being effectively forced to switch to a
You’ll Love Coles category. You would agree with that?

MR McMAHON: It’s certainly something that our research says which isthat our
customers want to have the choice and it’s our intent to give them the choice, to
make sure that they have a choice of leading national brands and our house brands.
If we got that wrong and customers felt forced that would not be a good outcome,
either for the customer or for the business.
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MR O'DONOVAN: Okay. But it will —let’sdeal with it in stages. Firstly, you
have had those reports that customers aren’t — would prefer a bigger range of brands
and less focus on generics; would you agree with that?

MR TRAINOR: No. Just on that, we’ve recently read some research that says the
Australian population has got a 79 per cent propensity to buy into house brandsin
this country, which says to me at least that over time consumers are accepting the
brands more and more — the house brands more and more. From a category
management perspective we’ve got the job to be done to ensure that we arrange the
most relevant range of branded products and house brands for our customers,
because customers are faced with a choice here; they will walk if we don’t range
accordingly to what they need.

MR O'DONOVAN: Sure. Let’sdeal with propensity first though. All that showsis
that if they’re put there they will — without an alternative they may ultimately adopt
them. Would you agree with that?

MR TRAINOR: If there was no viable alternative and | think the other thing to
understand would be that Australia by European or western world standards has a
very low percentage of house brands as a per cent of total business.

MR O'DONOVAN: Now, just in terms of what customers are feeding back to you.
MR McMAHON: Sure.

MR O'DONOVAN: | mean, it was reported in the paper on the weekend that store
managers were telling your CEO customers wanted brands and didn’t like the Y ou’ll
Love Colesformat. Areyou familiar with those newspaper reports?

MR McMAHON: Onething I’velearnt in Colesisthat not to believe everything
that we see in the newspaper, but I’m sure if that was reported that was what the
reporter heard. But | mean that’s one — if it was said, and | don’t know, | wasn’t
there, but that is one comment.

MR O'DONOVAN: Sure.

MR McMAHON: | can assure you that customers vote with their feet, and as we
reported to the market last time, house brand sales are growing at 11 per cent: as
Cameron has said, a very high acceptance among Australian customers. And more
than that, they’ll tell usthat they’ll go to ALDI or elsewhere if we don’t have those
good value products for them.

MR O'DONOVAN: All right. So are you saying that you haven’t —in terms of the
store manager reports back to you that - the reports are inconsistent with that
newspaper report, that store managers aren’t telling you internally that customers
would rather have brands than Y ou’ll Love Coles?
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MR McMAHON: No, not any generic statement like that. Of course, as Cameron
described, if we get it wrong and we withdraw the wrong product, then — by the way,
that may occur in the normal course of business, being totally unrelated to house
brand, you can get your range and choice wrong. Y ou can pretty quickly find out
about that in retail and you can fairly quickly respond and get the product back on
the shelf for the customer. So we get lots of range feedback from our store managers
and we get lots of range feedback from customers. Isit all about house brand, no.

MR O'DONOVAN: Okay. So you wouldn’t accept the proposition that this— the
drive to house brands from Coles and Woolworths, and more restricted ranging
within supermarkets, you wouldn’t say that — you wouldn’t agree with the
proposition that that’s reflective of the lack of competition and customer
responsiveness on the part of Coles and Woolworths?

MR McMAHON: Absolutely not.

MR O'DONOVAN: So would you — now, in terms of category management the
You’ll Love Coles, | suppose, expressly prices off other products within the
category, so it aimsto be 10 per cent below the other branded product. That is- - -

MR McMAHON: At least 10 per cent, yes.

MR O'DONOVAN: At least 10 per cent below, al right. Now, ordinarily when —
and you’ve effectively introduced a competitor into that category. That isthe case,
isn’tit?

MR McMAHON: We’ve introduced a competing product, yes.

MR O'DONOVAN: Yes, acompeting product into that category. And ordinarily in
a competitive environment one of the competitive responses you would expect is that
the branded product would attempt to lower its price to meet the competition? That
is standard competitive behaviour; you would agree with that?

MR McMAHON: Typically, yes, I’ve given an example of that. It depends on what
the owner of that brand intends for their product. Some might see their brand as a
premium brand and it’s more about the brand positioning and the quality of the
product, may be lessinterested in lowering the price. Others are very interested in
lowering the price.

MR O'DONOVAN: Okay. And that puts Coles in the unusual position of
controlling both the pricing of its own product, in respect of which they have made
certain, | suppose, representations to the customer about where its price will fit and
the retail pricing of the competitor product?

MR McMAHON: Weéll, it’s certainly true that we set retail pricesin our stores,
absolutely. 1’m not sure that that’s unusual. | think, as we’ve said here, house
brands have been around since the sixties to my knowledge, and as Cameron has
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said, we have very low penetration of house brands compared to other marketsin the
world, so I’d only disagree with the unusual piece.

MR O'DONOVAN: Sure. Sothen if acompetitor were then to cometo Coles— a
supplier were to come to Coles and say that either they want to reduce the wholesale
price or increase thelir rebates or case deals or pay more for promotion, with the
result that it would lower their branded product to below the price of the You’ll Love
Coles product, there are substantial disincentives on Colesto pass on — to, | suppose,
agree to that increased level of promotion, increased level of rebate; would you agree
with that proposition?

MR McMAHON: | don’t know if Cameron has got any examples, but we would
want to maintain our relative price positioning and | just differentiate, | guess,
between promotions for a period of time versus permanently lowering of prices.

MR TRAINOR: Wédll, if we take Cadbury’s block chocolate as an example, we’ve
lowered the regular sell price of Cadbury block chocolate from 4.69, from memory |
think, to $3.99. That was for a period of 22 weeks. | think it started last week or the
week before. We’ve negotiated at the request of some branded manufacturers where
we will allow promotions into our business to support their brands. One that springs
to mind is Continental Pasta and Sauces normally promotes at around 99 cents to
$1.19, and | think from memory the You’ll Love Coles price, our standard sell would
be $1.49 to $1.59. Greenseas Tuna, the tuna tempters, the 95 grams, from time to
time that will be promoted anywhere between 99 cents and $1.19. Infact | think this
week catalogue said $1.19 and the Y ou’ll Love Coles priceisat, | think from
memory, $1.19 or $1.25. So we do negotiate with suppliersto support their brand
and strategies, as well as our house brand strategy. So we wouldn’t restrict it, no.

MR O'DONOVAN: Okay. Soit hasn’t had the— so at least in terms of promotion
you’re saying it’s not had that effect?

MR McMAHON: No, wethink just the reverse. It’s pro competitive and pro
customer because it’sintroducing that sort of competitive. There’s no doubt some
competitive tension in there, we don’t apologise for that. We’re dealing with some
of the largest FMCG companies in the world so we don’t apologise for extracting a
better price for our customers.

MR O'DONOVAN: Areyou aware of any time where you’ve refused an offer of
promotional pricing on the basis that it’s not consistent with what you want to do
with the category or your category management goals?

MR TRAINOR: Nothing in my time, nothing that springs to my mind immediately,
no.

MR McMAHON: And we should just be clear, we don’t accept every promotion
proposition that’s put to us. | don’t believe we’ve made any different decisions
because of house brand.
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MR O'DONOVAN: Okay. Now, putting aside promotions then and looking at
more permanent reductions like a permanent change to the rebates that you get or a
permanent reduction in the wholesale pricing, have you ever refused to accept a
rebate that was offered on condition that you lower the retail price?

MR TRAINOR: Sorry, can you just explain what you mean by rebate?

MR O'DONOVAN: Weéll, as| understand it, on some products you get a percentage
off the standard wholesale price or you negotiate a- what | think it is called acase
ded - - -

MR TRAINOR: A case dedl, yes.
MR O'DONOVAN: - - - whereyou’re actually paid money to - - -

MR TRAINOR: Yes, we passon our case deals through to our customersin the
form of what normally would be lower promotional price points.

MR O'DONOVAN: Yes. But going back to the rebates in terms of the other
percentage agreements that come off the wholesale price, have you ever refused - - -

MR TRAINOR: An increased rebate?

MR O'DONOVAN: - - - anincreased rebate where it was offered only in exchange
for a permanent lowering of the standard shelf price of a product within a category?

MR TRAINOR: Weéll, traditionally rebates wouldn’t normally come into — if
rebates, as | think we both understand them to be, wouldn’t really come into a
discussion around aretail sell price per seon anindividual item at apoint in time. It
would be more around from a promotional perspective what is the case deal that we
want to pass onto our customers.

MR McMAHON: Not too many buyers knock back increased rebates. So I’ll just
come back to my earlier answer which says, we don’t necessarily accept every
proposal that’s put to us, and I’m not aware that we have markedly changed or
changed our practice in respect of — because of house brands.

MR O’'DONOVAN: Okay. So asfar asyou’re aware, there’s been nothing within
your organisation in terms of how you deal with suppliers, and your willingness to
pass on benefits that they offer, ultimately to customers, that Coles’ behaviour has
not changed as a consequence of category management?

MR McMAHON: No, our buyerswill bein— sorry, Mr O’Donovan — our buyers
will be in constant discussion with suppliers, you know, every day of every week.
And, as| have said, we don’t necessarily accept every proposal that’s put to us. And
I’m not aware of any, you know, shift as aresult of our house brand.
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MR TRAINOR: There’d be no fundamental shift. 1t would be only some of the
promotional proposals that wouldn’t make good sense to us at that particular time.

MR McMAHON: Good sense, yes.

MR O’DONOVAN: But are you saying that there are — as a consequence now,
there are some less attractive promotional offers?

MR McMAHON: Not as a consequence of house brand. Just in general.

MR O’'DONOVAN: Okay. Soif we wereto look, you know, statistically at how
often a promotion was not back from a supplier, would we see any change in
categories where house brands have been introduced?

MR TRAINOR: If you look at the frequency and amount of promotions Coles has
run on any given year, | would actually argue that maybe it’s the other way around
that promotions have increased slightly over timein Coles. Certainly our
promotional contribution, as a percentage of business, has increased and, clearly, the
number of SKUs that we run on promotion over time have increased from time to
time.

MR McMAHON: And that’s, you know, at least in part, driven by the very
competitive nature of house brandsin that they cause a supplier to have to respond.

MR O’DONOVAN: All right. Now, | was planning to pressonto 1 o’clock. Does
that suit you?

MR McMAHON: We’rein your hands, Mr Chairman.
THE CHAIRMAN: Yes, if you’re happy I’m — yes, let’s do that.
MR McMAHON: Absolutely.

MR O’DONOVAN: Okay. | was going to moveto topics. Did you have any
category management questions?

COMMISSIONER KING: Just one minor thing, and it was a comment you made,
Mr Trainor. You said it’s shown a 79 per cent propensity to buy into house brandsin
Australia. What does that mean?

MR TRAINOR: It meansthat, if the offer isright, and that the priceisright and the
quality isright, would the Australian consumer buy house brands.

COMMISSIONER KING: So wasthis by asurvey?

MR TRAINOR: Yes, it wasby asurvey.
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COMMISSIONER KING: Clearly not one of the ones like Choice did which you
didn’t like for consumer surveys before.

MR TRAINOR: Infact, it was only some data | looked at last week. Intermsof its
source, we could find out for you, but it was just some internal research that we’d
seen last week.

COMMISSIONER KING: But, essentially, it was along the lines of asking the
consumer, if the price wasright, if the quality right, would you be willing to buy the
house brands? Something aong the lines of that?

MR TRAINOR: Yes, that’s correct.

COMMISSIONER KING: Okay. I’m amazed it wasn’t more than 79 per cent —
given that it wasn’t 100 per cent.

MR TRAINOR: Waéll, | think the other thing to understand in this market that,
despite house brands being a part of the Australian consumer’s choice since the early
sixties, Australian consumersin anumber of areas are very, very brand loyal. And,
you know, unfortunately, from time to time Coles has launched house brands that
haven’t been that successful because it hasn’t lived up to what the customer have
looked for, and they soon tell us. So, whilst we have quoted examples today, and we
have got many of them right, there’s the odd one that doesn’t work, and customers
won’t swap out of their favourite brands.

COMMISSIONER KING: 1’m amazed there’s 21 per cent of customers who are so
loyal that if you say, look, we’ll give you a better product, we’ll giveit toyou at a
better price, it just won’t have the brand on there, will you buy it, and they all say no,
ir’s---

MR McMAHON: But that’s this point about, you know, it’s not just about price.
COMMISSIONER KING: All right.

MR McMAHON: Customers make choices on awhole range of different
dimensions, but priceis critical.

COMMISSIONER MARTIN: Just on thisissue of house brands then, you have got
ALDI havetheir own private label, and you have got three, and Woolworths, as |
understand, has got basically two. So where doesit al stand in terms of comparison
of quality?

MR McMAHON: Weéll, our — the same research that Cameron’s referring to says
that customer acceptance of our brands are very high, and — is that what you mean?

COMMISSIONER MARTIN: No, no.
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MR McMAHON: No, sorry.

COMMISSIONER MARTIN: 1’m asking for an expert opinion for the consumer.
How do they judge — | think ALDI say that they have a very high value brand. So
where do you rate your ones against ALDI?

MR McMAHON: Cameron, do you want to have ago at that?

MR TRAINOR: Yes, wewould rate our Smart Buy products that primarily compete
with ALDI. Therewould be afew You’ll Love Coles products that would compete
with ALDI depending on the quality that we would benchmark ourselves against.
Against Woolworths we would have our Smart Buy products coming up against the
home brand product, and our Y ou’ll Love Coles products traditionally would be up
against their Select product. To our knowledge, Woolworths don’t have anything to
compete with Finest, and that’s sort of how we would see the assessment of the
market place.

COMMISSIONER MARTIN: So you’re not rating the ALDI ones that highly then?

MR TRAINOR: ALDI have a— we would rate our products on an individual basis.
Many of the ALDI products we would check in terms of quality. We would also
argue that the items that we put up against them, whether they be a Smart Buy
product or aYou’ll Love Coles product, would be equal to in quality, particularly our
You’ll Love Coles product isterrific quality.

MR McMAHON: And | should say that customers ultimately, you know, make the
choice, and they rate those products very highly because, again, for different
customer groups they put a higher weighting on price or value than perhaps on the
packaging or the quality of the products. So, you know, we’re trying to provide a
range of choicesto our customers.

MR O’DONOVAN: Okay. Now, moving on then to unit pricing. You indicated at
the beginning in your opening that you were supportive of unit pricing. | just wanted
to confirm — get you to repeat just how much you think the cost of implementation
will be, and whether there are any — is there anything in terms of how it should be
implemented if it’s likely to ameliorate those costs?

MR McMAHON: Yes, absolutely thereis. Soif we could just give our position on
unit pricing, and one little piece of background which is that Coles has been growing
through some major system upgrades, and so we have been - up until Easter, we were
implementing a new pricing system, but that system is now implemented, and we’re
now in a position where we can move to unit pricing on the balance of our range. As
| said earlier, we already do unit pricing on alarge percentage of our range. We
think that, subject to the specification of unit pricing, that there’s some IT costs
involved, but the largest cost is the actual implementation, which is replacing the
tickets on 27,000 products on our supermarket shelves al around the country. To
exaggerate to make the point, if we tried to do that in one day, the cost would be
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astronomical. If we— but in the normal course of business we replace alot of tickets
and so, if the implementation time frame was over six or 12 months, it would
significantly reduce the implementation.

So if you took, you know, amid point and said that unit pricing was to be
implemented over a period of something like 12 months, it might take us three to six
monthsto get the IT right and, you know, six to 12 months or even longer to make
sure that we get the prices on the — the tickets on the shelves. If that was the
approach that we took, it would be around $10 million. If wetried to do it faster than
that, it might be $20 million. And if we took alonger — you know, so it’s those sorts
of choicesthat we are making. The only other point we’d make about what’s
important is that the shelf ticket, you know, is primereal estate, if | could put it that
way. It aready hasalot of information onit. Sowe’revery interested in getting the
specification and not spending the money on IT and then having to redo it. Andit’s
not a big space, so it hasto be donein away that actually helps customers
understand it.

And so | guess, I’m there, talking about the detail of what’s on the ticket. Rather
than deal with that here, there’s probably quite alot that we’d like to say about the
detail of what’s on the ticket.

MR O’DONOVAN: Okay. Sothen—andintermsof itsresult, presumably you’re
supportive of it because you think it provides a benefit to your customers?

MR McMAHON: Yes, we believethat it’s good for customers. | actualy think it
will help our house brand sales, because it will demonstrate even more the value
that’s in those brands. So, as we have said along, we’re in favour of greater
transparency for customers, and if you’re in a position where you aim to be price
competitive, we have no problem with demonstrating it.

MR O’DONOVAN: Okay. Which | guessraises the question of why, if it’s of
benefit to customers, it hasn’t been introduced voluntarily.

MR McMAHON: WEéll, | guesstwo things. Oneis, as| said, our systems platform
has only just got in the position where we believe we can do it. Secondly, we’re now
under new ownership and we have a different view of life. And | think thereisa
view —we would have aview that, if it’s good for our customers, it’s—why isn’t it
good for all retailers customers, and that if we’re going to spend that sort of money,
you know, we don’t want to be at a disadvantage to others. And actually the main
concern there is spending the money multiple times. So we don’t want to bein a
position where we voluntarily spend the money, put it in place, and then find that a
different standard is imposed and we have to re-spend the money.

MR O’DONOVAN: Okay. Soam | right in saying that your support for unit
pricing is qualified in the sense that you would like to see it mandatory for all
retailersto ensurethat - - -
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MR McMAHON: Wewould prefer to seeit for al retailers, yes, because otherwise
it adds the costs for some and not for others, and because, as we have said earlier,
you know, there are a number of players out there who are not as price competitive —
well, let me put it in the positive. | think it will demonstrate just how price
competitive we are. But, you know, we would intend to do unit pricing anyway.

MR O’DONOVAN: Right. So regardless of whether or not the government
proceeds with mandating unit pricing - - -

MR McMAHON: Waéll, the only qualify there isthat we’re a bit caught in the
middle here because we don’t want to spend the money and then have something
different mandated in six months or 12 months, because that doesn’t benefit us and
doesn’t benefit our customers. So if there’s going to be a standard we’d prefer to
know what the standard is and then we spend the money once and get on with it.

MR O’DONOVAN: Okay. Right. | think we might - - -

THE CHAIRMAN: Thefact that ALDI isalready proceeding with it and
Woolworths indicated last week that it was proceeding with doesn’t provide an
incentive for you to proceed in any way?

MR McMAHON: Absolutely. It’sacompetitive market. \We’re responding.

COMMISSIONER KING: Just one follow up on that. Does unit pricing cause any
difficulties with your managerial discretion that you have at the local store level? In
other words, is there an extra cost if a manager needs to go and drop a price to match
acompetitor? Does unit pricing cause any problems with that?

MR McMAHON: It wouldn’t cause a problem, we just have to redefine our policy
just so that it’s not only the shelf ticket price, but also the price per 100 grams or
price per kilo, or whatever the standard is. So, no, | don’t see it as adding a burden.
And 1I’d just make the point that the ongoing — we replace tickets all thetime. So, in
away, the ongoing costs aren’t theissue. It’sthe speed of implementation which
will dictate the cost.

THE CHAIRMAN: Yes, just to make that a bit clearer, because | think you
indicated that the 12 month period, which was the $10 million cost, was reflective of
anumber of items. Getting your IT system set up, getting the standard specifications
right, and then the pace with which you change tickets.

MR McMAHON: Correct.
THE CHAIRMAN: | was actually going to query that, that that seemed to suggest in

that there was, what, a six, to nine, to 12 month period over which you would change
ticketsin the normal course?

ACCCGRO 26.5.08 P-65
Auscript Australasia



10

15

20

25

30

35

40

45

MR McMAHON: Weéll, in the normal course, obviously, on our promotional lines
and on the key lines, the tickets probably change several timesayear. Possibly even
inamonth. But on some of our other lines the prices may be more stable and not
change for quite sometime. All we’reflagging isthat, if | sent ateam out today to
change over 27,000 shelf edge tickets in 749 supermarkets, that would be a big cost,
$20 odd million. If we were ableto just do it in the normal course of businessit’s
still an incremental cost, but by no means aslarge. And we think the timelines, you
know, from go to woe is probably around 12 months.

THE CHAIRMAN: All right. You want to break now?
MR O’DONOVAN: Yes.

THE CHAIRMAN: Until?

MR O’DONOVAN: Fivetotwo | think.

THE CHAIRMAN: Yes, fiveto. Wdll, let’s—we’ll round it out to 2 o’clock and
give you another five minutes.

MR O’DONOVAN: Thank you, Mr Chairman.

ADJOURNED [12.59 pm]

RESUMED [2.07 pm]

THE CHAIRMAN: All right. We’ll resume the hearing. Now, Stephen King,
you’ve got a couple of questions. Thisrelatesto these two supermarketsin
Canberra.

COMMISSIONER KING: Yes, Mr McMahon, just earlier on today | asked about a
couple of specific supermarkets just so that perhaps we can get a better handle of
what pricing differences exist and | mentioned a couple, one in Jamieson Centrein
the ACT where a Colesis almost next store to an ALDI and one in Belconnen Mall
inthe ACT where a Coles and Woolworths are present but thereisno ALDI, asfar
as|’maware. Now, have you been able to check, are they in different pricing zones?

MR McMAHON: No, they’reinthe— I can confirm they’re in the same price zone.

COMMISSIONER KING: Okay. So, doesthat mean that in terms of the unit prices
that those two Coles stores, they would be starting at the same level ?

MR McMAHON: Give or take before you get to local competition, depending on
who’s in closer competition.
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COMMISSIONER KING: Okay.

MR McMAHON: For, asyou’ve said, Belconnen, Jamieson, the only other thing |
would throw in is that about five kilometres away is another Woolworths and ALDI
at Kippax Fair, | think. So, they’re probably the three that play off each other.

COMMISSIONER KING: Okay. Again, this may get into too much specific detail
but at ageneral level, what sort of local price differences would | expect to see
between the Coles in Jamieson and the Coles in Belconnen, are you able to — so, give
me afed, if | went inthereand | said, “Which prices would | see cheaper in
Jamieson compared to Belconnen or vice versa?’

MR McMAHON: Weéll, thefirst thing to say is that because they’re in the same
price zone, we would expect to see them, asyou said, start at more or less similar
prices and then the local competition policy across 330 products might mean that the
store manager in Belconnen, for instance, is matching the price of abutcher out the
front or the price of bananas with afruiterer closer to their store. Those sorts of
differences. | can’t comment specifically but there is the opportunity for quite some
variance in prices based on that more specific local competition.

COMMISSIONER KING: So, the Jamieson Centre would — you’ve mentioned
already the relationship between Smart Buy, Y ou’ll Love Coles and the home brand
products of ALDI. Would we or again speaking generally, would we expect to see
the home brand products at the Jamieson store would likely be cheaper than the
equivalent product at the Belconnen store because of the proximity of the ALDI?
MR McMAHON: | don’t believe so because - - -

MR TRAINOR: They would bein the same price zone.

MR McMAHON: - - - they would be in the same price zone, yes.
COMMISSIONER KING: Okay. So, if therewasn’t an ALDI within the price
zone, would we then expect to see differencesin the Smart Buy prices and the Y ou’ll
Love Coles prices compared to a zone where thereisan ALDI present?

MR McMAHON: Sorry, if | can just understand the question.

COMMISSIONER KING: Sorry.

MR McMAHON: If —no, that’s okay. If there was— if a supermarket wasin a zone
with no ALDI, would there be differences, yes, | think there would.

MR TRAINOR: Yes, there would be some.

COMMISSIONER KING: What sort of differencesif you’re ableto say?
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MR TRAINOR: There would be some approximately on the 800 house brand items
that we would compete against and they would vary, depending on any given week,
of course, but those house brand items would vary between an ALDI price zone and
aWoolworths price zone marginal.

COMMISSIONER KING: Okay. And by vary, | assume you mean they’ll be
cheaper in the ALDI price zone?

MR TRAINOR: Yes, traditionally it would be.

COMMISSIONER KING: Okay. Areyou ableto give us any idea of how much
cheaper they would be, are we talking about a fraction of a per cent or are we talking
about a number of per cent, two or three per cent?

MR McMAHON: Weéll, we would say that it’s quite amix and that’s probably an
answer that’s best answered in the detail or by looking at the data.

COMMISSIONER KING: Okay.

MR McMAHON: And I think we’ve provided an awful lot of data but we can have
alook aso at how much that varies. | would say that just generally, again | was just
making sure | had alook at thisin the last week or so, but typically between those
price zones there may be different prices on around 200 to 220 lines. So, in terms of
27,000 SKUs it’s not that many, typically. 1’m talking averages here. But, of course,
they do tend to be on the ones that matter to customers, as we said earlier.

COMMISSIONER KING: Okay. But just on the public record, you’re not ableto
give usafed for, sort of, an average reduction on those Smart Buy products?

MR McMAHON: No, | can’t, no. | would be guessing, yes.

COMMISSIONER KING: Okay. Just something else, whilst we’re on the house
brands and the Smart Buy and the You’ll Love Coles, as| understand your evidence
earlier today, in general the Smart Buy would be a cheaper but lower quality than the
You’ll Love Coles, isthat a correct statement?

MR McMAHON: We put it the other way which isthat Smart Buy is excellent
quality and You’ll Love Colesis better.

COMMISSIONER KING: Okay. WEell, taking bit of an excellent as being a higher
quality and Smart Buy as being alower quality than the You’ll Love Coles - and
generaly the You’ll Love Coleswill be at a higher price point than the Smart Buy, is
that right?

MR McMAHON: Generally speaking, yes.
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COMMISSIONER KING: Okay. Now, if wejust pick aprice— let me pick, let’s
say, milk as ageneric product or as a product that you can buy — | think Coles have
both the Smart Buy milk and the You’ll Love Coles milk?

MR McMAHON: Yes, wedo.

COMMISSIONER KING: Okay. So, for those two particular products, isthere a
difference in quality between the two products?

MR McMAHON: Thereisin the eyes of the customer, interestingly enough, that
the — and David can comment in a bit of detail here. But for milk, our specification
for — remember that there’s a product spec that backs up each of these products and it
could be the quality of the product itself, it could be the sourcing of the product, it
could be the packaging of the product and obviously then to the price of the product.

COMMISSIONER KING: Okay. So- - -

MR McMAHON: With milk, the key differenceisin the sourcing. So, generally
speaking — and there are some markets where it’s a bit hard to do for drought and
other reasons — but generally speaking, we source You’ll Love Coles milk in the
local area, local being at least within the State, and Smart Buy, our suppliers can
source that product anywhere and our customers, you know, attach avalue to
knowing that they are supporting local farmers, local production. David, would you
add to that in terms of the differences in the spec — and then you get into pricing and
other things.

MR STEVENS: No, that’sit. So, it’s communicating that the You’ll Love Colesis
sourced from your state has been the specification difference between that and Smart
Buy.

COMMISSIONER KING: Thank you.
THE CHAIRMAN: Areyou being serious?
MR STEVENS: Yes.

THE CHAIRMAN: What, that what percentage — | assumed you’ve done a market
survey. What percentage of your customers would differentiate as to the source of
the milk in relation to those two different brands or packaging?

MR STEVENS: | can’t giveyou the answer. We haven’t done a survey on that but
in terms of the seriousness of how important sourcing is, there are many examples
where sourcing isthe value add. So, it might be that we source specific products
within fruit, within canned fruit, that is Australian and then we source other product
that is not Australian and the value add is calling out thisis Australian, relative to
non-Australian.
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THE CHAIRMAN: | can understand that for Australian and non-Australian, but
I’m just interested, what you’ve indicated is that you price differentiate between
Smart Buy and You’ll Love Coles milk on the basis that consumers will value add
for the “local product”, which | assume means that, in Melbourne, it’s from
somewhere in Victoria but the Smart Buy may come from New South Wales or
Queensland or whatever. And you’re saying to me that although you’ve never done
aconsumer survey on thisissue, you believe that there is a consumer point of
differentiation, a consumer point of value adding that leads consumersto paying a
higher price for the You’ll Love Coles branded milk or packaged milk as distinct
from Smart Buy.

MR STEVENS: Yes.

THE CHAIRMAN: And how do you establish that if you have not done a survey?
MR McMAHON: No, | think, if | can say, I’m sure there’s been plenty of customer
research done. | think what David said is, is he’s not familiar with that and as| said,
there’s arange of product differentiators. 1’m saying that within milk, that is akey
one for our customers, knowing the source of the milk - - -

THE CHAIRMAN: And you’ve done some customer research on this?

MR McMAHON: | would imagine that we have. | haven’t seen it personally but |
would imagine that we have. This product has been in the range for a number of
years.

THE CHAIRMAN: And, just so as we understand, the price differential on average,
retail price differential between You’ll Love Coles and Smart Buy in milk will be of
what order, what percentage, just roughly, just on the normal - - -

MR STEVENS: Two litre- - -

THE CHAIRMAN: Not normal - - -

MR McMAHON: Full cream, whatever - - -

THE CHAIRMAN: Whatever, norma milk.

MR STEVENS: Around 20 per cent.

THE CHAIRMAN: 20 per cent?

MR STEVENS: Around 20 per cent.

THE CHAIRMAN: Yes, 20 per cent.

MR STEVENS: Yes.
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THE CHAIRMAN: And where would the customer find the source of the milk, on
the package, how would they know where the milk was sourced?

MR STEVENS: Waéll, it would be on — our intention that it would be on point of
sale rather than packaging and in the last year because of draught and the inability to
source, everything from the State, we have not been able to communicate that
message. But it has been and it would continue to be our intention that You’ll Love
Coleswas 100 per cent sourced from the State where that was achievable.

THE CHAIRMAN: And Smart Buy would be?
MR STEVENS: More flexiblein sourcing.

THE CHAIRMAN: Right. But if there was Smart Buy milk that was sourced from
the State in which it was being sold, would it be sold at 20 per cent less than the
You’ll Love Coles milk, so the same source, same quality, | presume the same cow,
different packaging?

MR STEVENS: Yes, so Smart Buy would be the lowest in the State and Y ou’ll
Love Coles would be differentially priced on that instance.

THE CHAIRMAN: Yes. And that would be based on, what, different cost, same
cow?

MR McMAHON: Yes, but there— you’relooking at it end to end which isright.
We’re looking at it in terms of the arrangements we have with our suppliers. If we
provide the certainties to suppliers that they can source that product anywhere, they
provide us with a better price. That’s how it works. Now whether they ultimately
use that flexibility or not is up to them. It’s not something for us.

THE CHAIRMAN: But theredlity is, isn’tit, isthat it’s a marketing ploy, it’sa
marketing packaging exercise?

MR McMAHON: Well, | think there- - -

THE CHAIRMAN: Because | think you actually gave avery honest answer in your
immediate reaction to Dr King’s question, which was that the consumer sees a
difference.

MR McMAHON: The consumer sees a difference but | also would take you to —
and as | say, we’re focusing on source but there’s packaging differences and arange
of, you know, milk fats, milk solids as you get into our wider milk range.

THE CHAIRMAN: No, we’re dealing with standard milk.

MR McMAHON: Sure. That’sfine.
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THE CHAIRMAN: Yes.

MR McMAHON: Then the other key factor isthe supplier end. So, if asupplier
knows that they have to put in atender price for the supply of milk and that the
source of that supply is constrained, asin your example, to Victoria, that will have
one impact on their economics. If they know that they can shift surpluses from other
States, then that will have another one. And so that leads to different pricing in our
cost of goods, even before it gets to the customer. So, you’ve got to look at, you
know, all the way through.

THE CHAIRMAN: | won’t embarrass you by doing a consumer survey of the
people present in this room to see whether they care whether their milk comes from
New South Wales or Victoriabut - - -

MR McMAHON: Well, that’satrap in retail isto assume that what we think is
what the population thinks, but — yes.

THE CHAIRMAN: Yes. All right.

MR O'DONOVAN: Okay, al right. Now, you have aready indicated that you do
local pricings and presumably that means that the structure of the local market has
definite impact on how you price the local level. | understand you correctly?

MR McMAHON: Yes. Well, we’re obviously, in aday-to-day sense, focused on
the behaviour in the market, that the behaviour will be driven by structural issues.

MR O'DONOVAN: Yes. And that includes the structure at the local level, not just
at abroader level?

MR McMAHON: Yes, that’sright.

MR O'DONOVAN: Okay. So anything that would keep out additional competition
at thelocal level islikely to be something that will give you some advantage, in
terms of either the pricing in your store or the profitability of that store. That would
be right?

MR McMAHON: | would just put it the other way. We’re happy to compete.
What we want to do is compete on alevel playing field.

MR O'DONOVAN: Sure. But to answer my question, if you’re able to keep the
competitor out at alocal level, that will be of advantage to you?

MR McMAHON: I’ll say yes, | think. I’m not quite sure. There’slots of ways that
advantage can play but | think we have heard earlier that if an ALDI opens up next to
us, that it can add customer count to the shopping centre and actually help us. So I’m
not quite sureit’sas simple asthat. But if you’re dealing with economics as opposed
to customer behaviour, then I’ll agree with your point.
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MR O'DONOVAN: Okay. All right. So then in relation to restricting competitor
access to suitable sites near a Coles, you have got an economic incentive to keep
them out of an areaif you can?

MR McMAHON: | think the answer to that is yes.

MR O'DONOVAN: Yes. All right. So, now we heard from Woolworths last week
that they would lodge planning objections in areas where they didn’t have any
presence at all, but where they could obtain some commercia advantage by doing so.
| don’t think 1’m being unfair to themin saying it in that way. Does Coles have the
same strategy, that it will lodge planning objections on the basis that it deliversto
them some either delay or full prevention of competitive entry at the local level?

MR McMAHON: I’ll ask Tim to comment on that. But to my knowledge, we have
had something like 20-odd objections out of 350 or 400 new stores built over the last
few years. But, Tim, do you want to give more - - -

MR BOYCE: Yes. | think inresponse to that question that would be an extremely
rare occurrence. As Mick said, there’s been, you know, in excess of 100 new
Woolworths storesin the last five years. We have had alot of evidence in how many
ALDI stores have been put into the market place, plus IGA etcetera, over the last five
or so years. And we can really only find, you know, around about 20 cases where
there have been objectionslodged. In at least half of those casesit was by landlords
as opposed to ourselves. Landlords presumably protecting their economic interest.
So it’s certainly not part of our standard process.

MR O'DONOVAN: Right. But it does happen?

MR BOYCE: It happens occasionaly.

MR O'DONOVAN: Okay. Andinterms of the— and what is the process by which
it happens? Presumably it hasto be authorised at a certain level to lodge a planning

objection. Isit done at the store level, isit done- - -

MR BOYCE: It’scertainly not done at the store level. It would normally be
authorised by the state property manager, or whatever terminology we might use,
from time to time. And they would do it generally on the basis that it was
recommended to them from one of the state |easing operatives.

MR O'DONOVAN: Right. And the basisfor that recommendation would be that it
held out, delayed or prevented competitive entry by someone?

MR BOYCE: Not really, no. | mean, inalot of cases- - -

MR O'DONOVAN: Sorry, just let me stop you there. In any cases, would that be
the basis for the recommendation?
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MR BOYCE: Occasionaly, I’m sure it would be, yes.

MR O'DONOVAN: All right. So when you say occasionally, how many are we
talking? One ayear, three ayear, five ayear?

MR BOYCE: Any of those numbers could beright. Andinanumber of cases, I’'m
sure it’s recommended and we don’t proceed with it.

MR O'DONOVAN: All right. Sointermsof the last 12 months that you’re aware
of, how many would you say have proceeded — how many planning objections have
proceeded on the basis that the effect will be to delay or prevent competitive entry?
MR BOYCE: Areyou talking about by Colesdirectly, or by landlords?

MR O'DONOVAN: Well, let’s stay with Coles directly.

MR BOYCE: So Colesdirectly, without knowing the numbers specifically, |
wouldn’t imagine it’s any more than about a dozen.

MR O'DONOVAN: Okay. Andin relation to landlord initiated ones?

MR BOYCE: | don’t really keep track of that.

MR O'DONOVAN: Okay. But Coles does support applications by landlords?
MR BOYCE: |If landlords come to us and suggest that we should provide some
support and support’s abroad term. In anumber of cases they might just say to us
“We’re going to launch an objection. Do you have any problem with that?” We

would say yes or no. But on occasions- - -

MR O'DONOVAN: But if we put the threshold a bit higher and say, in terms of
Colesitself putting the written submission to support the landlord’s objection?

MR BOYCE: We wouldn’t normally do that.

MR O'DONOVAN: Okay. Isthereany obligation on the landlord? Does Coles
ever impose an obligation on the landlord to make an objection?

MR BOYCE: Not knowing the detail of everyone of our leases, but very rarely.
MR O'DONOVAN: But it does happen?

MR BOYCE: To the best of my knowledge, | can’t think of an examplein alease
where it does happen.

MR O'DONOVAN: Okay. And you personally haven’t included onein the last 12
months?
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MR BOYCE: Not to my recollection, no.
MR O'DONOVAN: Okay. Well, have you checked for thiskind of thing?
MR BOYCE: Yes, we have.

MR O'DONOVAN: Youhave. Okay. All right. Now — so now, afew years ago,
at least in relation to liquor licenses, the Commission brought a case against Coles
for effectively using the liquor licensing process as a means of preventing or
restricting entry by competitors into the local liquor markets. Areyou aware of that?

MR McMAHON: Yes. | am, yes.

MR O'DONOVAN: Yes. All right. Now, since that case, has the company’s
practice changed so that it no longer uses the objection processin that way? Or has
it smply stopped — ceased settling the matters in the way that was ultimately found
to be contrary to the Trade Practices Act?

MR McMAHON: The actual practice which led to the case predates my time with
Coles. But | was aware of its resolution in the end with the Commission and
certainly our practice has changed. Absolutely.

MR O'DONOVAN: All right. Soisit no longer the practice to object to liquor
licencesin New South Wales, as a matter of routine, to block competitor entry?

MR McMAHON: Certainly as amatter of routine. And 1’m only aware of two
objectionsin the last two yearsin New South Wales. 1’m not aware of the detail of
them but certainly our practice has changed from the circumstances that gave rise to
the matter you mentioned.

MR O'DONOVAN: Okay. Now in terms of the circumstances where you do make
an objection. What’s the process for approving the making of such an objection?

MR McMAHON: Typicaly it would be along the lines that Tim has described,
where within our liquor business we had a property or a development manager who
would make judgments from time to time as to whether to lodge such an objection.
If you look at how many objections have occurred, there have been very few in the
last couple of years.

MR O'DONOVAN: And what distinguishes those cases where you have objected,
from ones where you decided not to object?

MR McMAHON: Primarily - and I’ll be talking generally here— but, as| said,
they’re only in New South Wales. A coupleinthelast two years. | would say
generaly it’s where it affects the customer amenity of our location or the business.
The business impact on our investment. But | would have to dig out the couple of
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examples. As| say there’sonly two that I’m aware of in New South Wales. We can
have alook specifically.

MR O'DONOVAN: Right. Sowhen you say it affects the business, doesn’t that
effectively mean that if — well, does that mean that if you notice a competitive
impact, | mean a competitive impact will affect your business.

MR McMAHON: Sure.
MR O'DONOVAN: That that would provide the basis on which you’ll object?

MR McMAHON: Yes. | think, and again I’m no expert on the detail of the New
South Wales liquor planning process, but essentially it’s been a needs test and
therefore there are grounds within that as to whether the local needs another liquor
outlet. But I’mtalking in the general here and it may help for usto dig out some
information and answer in the specific, if that helps.

MR O'DONOVAN: Okay. But canyou rule out — asyou sit here, can you rule that
objections are made for the purpose of solely protecting Coles’ competitive position
in the local market?

MR McMAHON: | can’t ruleit out because I’m only familiar with the last couple
of years. Inthe last couple of years we have had very, very few objections. Asl
said, two in New South Wales. | know in the last 12 months we had two in South
Australiaand | think that wasiit, nationally. | can’t comment back before that
because | wasn’t with the business.

MR O'DONOVAN: Sure. But inthelast couple of years, are you saying that it’s
still possible that in the last two years there have been objections solely for the
purpose of blocking competitive entry into alocal market in which Colesis
operating?

MR McMAHON: Yes. It’sstill possible. Asl say | should dig out the two
examples in South Australia and two in New South Wales and we’ll have alook.

MR O'DONOVAN: All right. Okay. Now, | think it’s the suburb Tooronga,
there’s currently a development underway, | think being constructed by Stocklands.
Isthat right?

MR McMAHON: We’re very familiar with that one because it’s right next door to
our office.

MR O'DONOVAN: Right. Okay, good. Now, in relation to that, firstly, that
there’s an existing Coles store on the site, is that right?

MR McMAHON: Therewas. Tim can take you through this, but it closed a month
or two ago and at the moment it’s a building site. But, Tim, do you want to - - -
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MR BOYCE: At the moment, yes. It’sthe shop that - Coles store closed on 14
March and at the moment the site is boarded up and it’s half way through being
demolished.

MR O'DONOVAN: Okay. And the planisto useit and some adjoining land to
build a much larger development, is that right?

MR BOYCE: Correct. So Stockland own what we call al of the land on the top site
and all of the land on the bottom site, which is otherwise known in the public as the
brickworks site, to develop aretail centre with a Coles store, First Choice Liquor
store and 30 or 40 shops. And effectively the balance of the rest of the site for other
commercia and a significant amount of residential.

MR O'DONOVAN: Okay. Now, | understand that in terms of the size of the
shopping centre that’s going to be devel oped, what will be the gross lettable area,
how big a shopping centre are we talking about?

MR BOYCE: Off thetop of my head it’s probably about 8000 square metres.
Somewhere less than 10,000 square metres - - -

MR O'DONOVAN: All right.

MR BOYCE: - - -whichinterms of how that’s balanced up would be a Coles store
of just less than 4000 | think, liquor store about 1000 and then the rest of it — you
normally get about one specialty store to every 100 square metres worth of retail. So
that adds about another 4000 metres worth. So that probably hasit at around 9000
metres.

MR O'DONOVAN: Okay. And interms of the landlords freedom to |ease some of
that space to a supermarket, are there currently restrictions on the landlord’s ability
to do that?

MR BOYCE: | think we’re potentially getting into areas where we might need to go
in Canberra.

MR O'DONOVAN: Okay.
MR BOYCE: Yes.

MR O'DONOVAN: All right. So there’s nothing publicly available that would
indicate - - -

MR BOYCE: Waéll, interms of publicly available, because the leasesin Victoria
aren’t registered, it’s not on the — alease that would exist for that premisesisn’t on
the public record.

MR O'DONOVAN: Okay. All right.
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THE CHAIRMAN: But if we werein any other state, it would be on the public
record?

MR BOYCE: Itwould be, yes.

THE CHAIRMAN: Yes. And you still wish to preserve confidentiality in respect
of thisone, even though if the law were the same in this state, it would be on the
public record? It’sthat sensitive?

MR BOYCE: It’sthat sensitive only in the sense that Stockland own the site and we
have confidentiality obligations to them. But also becauseit isin an unusual position
of being in between leases, it’s haf way demolished and so we’re not actually
operating on an existing lease at the moment.

MR McMAHON: And also we’re happy to take you through in confidence - - -

MR BOYCE: In confidence.

MR McMAHON: We’re happy to approach Stockland and see if they’re happy to
release the details.

THE CHAIRMAN: Well, we might do that is do it in confidence and then approach
Stockland to seeif they will release the confidentiality if you have got no objection
to that and then we can release that part of the transcript into the - - -

MR McMAHON: Yes. We’'ll discuss that with them.

MR BOYCE: Yes. That’sfine.

MR O'DONOVAN: Now, as aconsequence of the rebranding of BI-LO it has
become necessary to close some BI-LO stores. |Isthat right?

MR McMAHON: In any given year we do close a number of supermarkets and
certainly the rebranding of BI-LO hasled usto close or sell in fact a number.

MR O'DONOVAN: Now, | think Chirnside in Queensland, Tea Tree Plaza, there
were two BI-LO stores closed.

MR BOYCE: Chermside.

MR O'DONOVAN: Chermside.

MR BOYCE: And TeaTreePlaza, yes. So Queensland and South Australia.
MR O'DONOVAN: In both those cases |eases were surrendered?

MR BOYCE: To my recollection, yes, they were.
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MR O'DONOVAN: Okay. And in both those centres there are Coles stores | eft
behind in those centres?

MR BOYCE: That'scorrect. Yes.

MR O'DONOVAN: And it was acondition of surrender, was it not, that the
development or the shopping centre owner could not |ease those premises to
supermarkets over 1500 metres, so effectively it could not replace the BI-LO with an
additional large format supermarket.

MR BOYCE: That’sfactually correct in both of those circumstances. | think in
both of those circumstances with Chermside and with Tea Tree Plaza, there was a
sizeable amount of evidence to suggest that three full range supermarkets couldn’t
operate profitably together in shopping centres of that size.

MR O'DONOVAN: All right. But nonetheless, Coles, rather than leaving that to
the commercial judgment of any independent that might want to set up, made sure
that it was in fact impossible for an independent large format supermarket to operate
in that area.

MR BOYCE: | think we came to that agreement with the landlord.

MR O'DONOVAN: Sure. But it was Coles’ initiative?

MR BOYCE: | wouldn’t necessarily suggest that it was Coles’ initiative.

MR O'DONOVAN: That landlord volunteered arestriction on itself?

MR BOYCE: | think we just reached acommercial agreement which amongst other
things would have included the amount of money that we did or didn’t pay to leave
that store at the time.

MR O'DONOVAN: So were you involved in those specifically?

MR BOYCE: Yes.

MR O'DONOVAN: Do you recall who proposed that restriction?

MR BOYCE: | can't recall off the top of my head, no.

MR O'DONOVAN: If you had to make a guess?

MR BOYCE: If | had to make aguessit would more likely to have been us than it
would have been to have been in both cases Westfield.

MR O'DONOVAN: All right. Now then, in relation to Katoomba in the Blue
Mountains, Colesis— thereis currently a Franklins store in Katoomba?
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MR BOYCE: Thereis, yes.

MR O'DONOVAN: Stop meif anything that | say, if I’m going to reveal anything
confidential. | don't think that | am, but we were advised by Franklins that Colesis
now its landlord?

MR BOYCE: That'scorrect. Yes.
MR O'DONOVAN: And Franklins’ lease expiresin 2013?
MR BOYCE: Asl understand it, yes, it does.

MR O'DONOVAN: Now, isit presently Colesintention to renew the Franklins’
lease?

MR BOYCE: We might get confidential here but Katoombais|’d say quite an
interesting story in terms of how retails evolved in Katoomba so immediately
adjacent to the site that you are talking about is a Coles and Kmart, what used to be a
super Coles and Kmart based centre, well, in fact it’s only Coles and Kmart. That’s
owned by Woolworths and Woolworths bought that a number of years ago. Asl
understand it, thinking that our leases expired in 2007 when in fact they expired in
2012 but — but on the other side of the Franklins site, what is known as Katoomba
Fair, is some council land, some other shops and a site called Katoomba TAFE
where Coles have entered into ajoint venture arrangement with the local council to
build a shopping centre and a cultural centre.

So interms of, isit Coles intention to renew Franklins lease or not, their lease
expiresin 2013 but until such time as we finalise the dealings on what is know as the
TAFE site, | can't tell you whether we have an absolutely unequivocal position on
the Franklins lease at this stage.

MR O'DONOVAN: Okay. Would we be able to explore that more on a
confidential basis?

MR BOYCE: Absolutely.

MR O'DONOVAN: All right. Now, inrelation to the leases which Coles entered
into thereisafair proportion of them which prevent second or third tenancies so we
say that there’ll be arent reduction if the landlord introduces a second supermarket
into the area. And is Coles aware that there is some risk in respect of the Trade
Practices Act when it entered into those kinds of clauses?

MR BOYCE: Yes, weare aware.

MR O'DONOVAN: So it hasapolicy to give proper consideration to the necessity
for those particular provisions?
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MR BOYCE: Yes, wedo.

MR O'DONOVAN: Canyoutell uswhat isthe process for including those
provisionsin it? It’s not automatically done or done ad hoc by the negotiators. What
process is there for assessing whether or not those restrictive covenants breach the
Trade Practices Act?

MR BOYCE: 1 think it probably goes to the point of who it is we are negotiating
with so we have what is called astandard lease. A standard lease would generically
have one of those clausesin it, but a standard lease is what we call a base document
and from that base document from time to time we will negotiate additional clauses
in and a number of clausesout. So that would be in circumstances whereit’sin the
interests of the developer and ourselves to use a base document or a standard
document. So we aso have standard documents with a number of major landlords
and generically in those standard documents there is no such clause and then in terms
of the policy of when that clause isincluded or not included, redly it gets down to
the decisions that we make with the landlord and during the balance of the
commercia negotiations.

MR O'DONOVAN: So there is no attempt to assess whether as a matter of fact that
if another supermarket is excluded from this particular location it will lessen
competition in the local area. Thereisno formal process for doing that?

MR BOYCE: | think what we do when we’re assessing any individual siteis, we
have alook at what the competitive environment isin that local areaand so we’re
making our decision on whether we take a new store on the basis of what that
competitive environment is. And so in anumber of cases we don’t fedl that we need
that clause. In anumber of cases the balance of our commercia judgment says that
that clause should be included and in those circumstances | think we would consider
that it would breach any competition policies.

MR McMAHON: Well, more than that. We make sure it doesn’t so all such leases
need to go through legal before myself or Terry would sign them. So we make
absolutely sure that we are not in breach of any regulation.

MR BOYCE: Sowe’ve got what we call a capital investment forum which
approves all new lease deals, and then before it goes to the directors to be signed off,
it will go through acommercial sign off and alegal sign off.

MR O'DONOVAN: But in order to give legal sign off on one of those you would
actually have to understand what the local market conditions are and it’s not simply a
matter of just putting a document through legal. Isthere any formal process by
which legal areinformed of what the local competitive environment is so that they
are actually in aposition to say whether or not that clause substantially lessens
competition?
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MR BOYCE: | think the legal team aren’t just — and they are predominantly an
internal legal team within Coles— they aren’t just a part of a sign off process but we
consider them to be an integral part of our negotiating team. So they will be aware
of the papers that are put to the capital investment forum which, amongst other
things, have market assessments included in them and those market assessments will
talk about the predominance of competition within the area and then the leasing
operative and the lawyer from time to time will discuss what the elements of that
local competition iswith an aim to the lawyers being able to provide legal sign off.

MR O'DONOVAN: Weéll, to your knowledge, has legal ever told you that such a
provision would breach the Trade Practices Act and ought to be removed on that
basis?

MR BOYCE: Not that it would breach the Trade Practices Act but they havein a
number of cases suggested that such clauses not be included.

MR O'DONOVAN: Didthey say, and again | only want to your recollection. |
don’t want any extrapolation. To your recollection did they say why?

MR BOYCE: No.

MR O'DONOVAN: So would you agree that it’s quite possible that for commercial
reasons one of these clauses will be included notwithstanding that if a proper
assessment was done of the local market the consequence may be that it would
substantially lessen the competition.

MR BOYCE: Canyou just — sorry, just repeat that question?
MR ODONOVAN: Sure.
MR BOYCE: Addafew partstoit.

MR O'DONOVAN: Yes. Okay. Well, thefirst part isthat the clause isincluded in
the lease for commercial reasons. Okay?

MR BOYCE: Yes.

MR O'DONOVAN: So there’sacommercial case for itsinclusion.

Notwithstanding that there are good commercial reasonsfor it, it may lessen
competition in the market in that the landlord who would grant alease to a
competing supermarket now won’t and that has the effect of lessening competitionin
the market place.

MR BOYCE: | would say that is possible but unlikely.
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MR O'DONOVAN: Right. But would you agree that your processes are not well
adapted to picking up whether or not these clauses do lessen competition in a
market?

MR BOYCE: | think our processes are robust in the sense that there are able to
address all of the competitive issues in the market place but to the degree that in
isolated cases the legal team aren’t necessarily across the competitive issues of the
market place because we as commercia operatives haven’t made them — haven’t
brought them across those issues and there is a chance that that could be the case.

MR O'DONOVAN: Right. Now, | notice that in terms of the thresholds for the
size of asupermarket that’s locked out that your thresholds are quite low, 500 square
metres routinely. Isthat your understanding?

MR BOYCE: So somewhere between —in anumber of cases 500 square metres,
100 square metres, 1500 square metres. The standard lease correct as 500 square
metres.

MR O’DONOVAN: Yes, okay. Now, obviously the competitive effect of locking
out 500 supermarkets below 1500 square metres would have been different before
the advent of ALDI.

MR BOYCE: That’s correct, yes.

MR O’'DONOVAN: Okay. Have you modified your standard documentation or
your legal process since the introduction of ALDI to the market?

MR BOYCE: We haven’t modified the standard document, no. | think the only
thing | would say to that is that we have substantially fewer of those clausesin our
leases now than we would have going back, you know, 10, 15 years.

MR O’DONOVAN: Right, and that’s because landlords won’t accept them or
because Coles has stopped asking for them?

MR BOYCE: That’sbecausein— it’s a combination of both.

MR O’DONOVAN: Soinwhat circumstances would Colesinitiate removal of the
clause?

MR BOYCE: In circumstances where we didn’t necessarily think that there was
really any point in having the clause in the lease in the first place because the
constraints of the site were such that really there was, you know, just no point in
having the clause in the lease in the first place.

MR O’DONOVAN: Okay. Sothat - - -
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MR BOYCE: Andinanumber of other cases where there was a decent chance that
— because all we’re doing is applying those clauses to the centre or the sitein
guestion, and there might be a number of retail opportunitiesin a market place and
we’ve aready had the conversation around an ALDI or other parties being
complementary retailers that in terms of foot traffic and foot fall you would rather
have competition with you than somewhere else.

MR O’DONOVAN: Okay. Sointhelast 12 months have you specifically removed
such aclause with aview to getting ALDI into a centre?

MR BOYCE: | can’t talk for thelast 12 months, but in at least four or five specific
examples that we can give you in camera, yes, we have — well, | won’t say removed
the clause but the clause has been in existence in the lease and, regardless of whether
the clause was there or not, we have been happy for ALDI to come into the centre.

MR O’DONOVAN: All right. Didyou— well, perhapsit’s easier to pursueitin
camerabut I’ll ask it just so | don’t forget. In those circumstances did you seek
anything in addition from the landlord, or was it — did you simply not enforce the
clause?

MR BOYCE: Look, I think that would either be in camera, or I’m not entirely
certain.

MR O’DONOVAN: All right. Now, Coles also acquires freehold siteswheniit - - -
MR BOYCE: Correct.

MR O’DONOVAN: - --hasaview to developing an area. Now, does it ever
acquire asite knowing that it will effectively cannibalise the business of an existing
Coles, asin take away customers from another Coles store close by?

MR BOYCE: Inanarrow sense, yes. Sowe will on occasions buy freehold land
where we know that by putting a supermarket there there is going to be an impact, a
financia impact, on one of our other stores. So, you know, if for want of a better
term that’s cannibalising our existing store network, then on occasions we will, yes.

MR O’DONOVAN: Okay. And then just expanding that from just in addition to
acquiring land, entering into | suppose negotiations with the landlord to open a
supermarket or even acquire an existing supermarket to convert it to a Coles, do you
also do that in circumstances where it’s likely to attract business away from a nearby
Coles?

MR BOYCE: | think — I mean, that is a standard part of the process that any retailer
will go through to secure new opportunities. It’svery rare in the market that we’ve
got these days where you put a store on the ground and it doesn’t have an impact in
some manner or form on your existing network.
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MR O’DONOVAN: Sure. Would you ever have impacts of 30 per cent of turnover
might be taken from one store, from an existing store and introduced to a new store?

MR BOYCE: Far lesslikely that thereisa 30 per cent impact from us putting a
store in the market than there would be for a competitor putting a store in the market.

MR O’DONOVAN: Okay, but let’s stick with that question, not about likelihood.
Are there circumstances where you have opened a store where the effect would be
that it would reduce an existing store turnover?

MR BOYCE: Yes, thereare.

MR O’DONOVAN: Okay, which suggests that you are placing an additional store
effectively into the same local market if it’staking - - -

MR BOYCE: S0, yes, into the same — what we would call primary trade area versus
secondary trade area, we will occasionally put stores inside the same primary trade
area. | think you have to balance that up against the fact that our job — and my job
more specifically for the customer is around convenience. And so if Coleswantsto
have the best storesin the best locations and if in that circumstance that storeisin a
better location than the existing store, given that we enter into leases for 20 years, |
want to be in the best location; and Coles wants to be in the best location for our
customers.

MR O’DONOVAN: Sure, but you would continue to operate two stores then in that
location?

MR BOYCE: For periods of time we will, and then when the |ease expired on one
of the stores we would make an assessment at that period of time as to whether we
still wanted to be there or not. 1f we had shorter lease terms and more options at our
disposal, it would be alot easier for us to be able to manage our way in and out of
individual stores and locations.

MR O’DONOVAN: Sure, but in making the decision to stay on once the lease has
expired, thereis asignificant incentive for Colesto block a competitor to enter on
that site if it’s agood site that will compete directly against your other Coles store,
isn’tit?

MR BOYCE: Ifit’sareally good site, then inevitably we will be making really
good money out of that really good site in which caseit’s an incentive for us to
continue operating out of that site. If it’s become a secondary site as aresult of us
securing a better site, then there’s far less likelihood that we would continue on with
it.

MR O’DONOVAN: Yes, but thereisstill certain — there are still cases where you
will continue with the lease to block a competitor entering that local market?
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MR BOYCE: Blocking acompetitor would not be the prime motivation. The
motivation would be to continue making money and sales and satisfying our Coles
customers.

MR O’DONOVAN: Soyou’re saying that there are no stores which you — which,
on their own, wouldn’t justify remaining open just in terms of their return, the return
that they’re giving the company, that are kept open for the purpose of blocking
competitive entry?

MR BOYCE: We’vegot alot of stores that we’d like to make alot more money out
of. We can talk to you again in camera about some of the decisionsthat we’re
intending to take around those.

MR O’DONOVAN: All right.
MR BOYCE: Sothat’s probably best dealt with - - -

MR O’DONOVAN: Okay, but would it be fair to say that there are some sites
where at least part of the motivation for keeping them or occupying them isto
prevent competitive entry into that local market as a challenge to Coles?

MR BOYCE: | think by virtue of the fact that we remain in those locations you
could argue that that’s stopping somebody else from getting into that location.

MR McMAHON: But our primary objectiveis— I just want to reinforce what Tim
said. Our primary objective is the networking to make money, and in camerawe’ll
take you through how we treat some of the stores that don’t make money if we don’t
think that they can do so in the future.

MR O’DONOVAN: All right. Well, then in terms of your options as aretail group,
it’s possible to change a store into another part of the retail group so — introduce a
First Choice Liquor or a Target as an alternative. Do you ever do that for the
purposes of blocking — for | suppose market protection or protecting the supermarket
market that you have?

MR BOYCE: | think what’simportant is that we do have Target and First Choice
and other businesses, and if we put those — you know, and if there’s a good location
to put those businesses, then that’s our prime motivation. So prime motivation isto
secure rare retail sites for whichever one of our businesses we can secure them.

MR McMAHON: Sowedon’t doit for blocking reasons, and | can assure you that
the people running those other businesses are very keen that they go into the right
locations and they make the appropriate returns.

MR BOYCE: It’salso worth understanding that our leases have permitted use
clauses in them, and so we don’t have an as of right ability to turn a supermarket into
aliquor store or a Target store without negotiating that with the landlord. If the
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landlord doesn’t want that, then we can’t simply put a Target store or aliquor store
into those locations.

MR O’DONOVAN: Okay. Now, in relation to sites that are suitable for petrol
stations, Woolworths gave evidence that they would often, or more recently have
been asking landlords for the right of first refusal when entering into alease for a
supermarket; they would ask for aright of first refusal if there was a site that might
become available for apetrol site. Isthat any part of Coles’ practice in terms of
negotiating its leases?

MR BOYCE: It’snot astandard part of our practice, and I’ll explain why in a
minute, but we do ask for that on occasions. Predominantly because of the way that
we operate our Coles Express business, there is a benefit to our customers from using
their fuel dockets. The reason why we don’t aways have — or we don’t always ask
for afirst right of refusal isthereisasignificant network of Coles Express Shell
service stations out there, in alot of caseswill already satisfy the requirement of that
supermarket in terms of having a petrol station like, you know, in the primary trade
area of that supermarket in which case we don’t need afirst right of refusal.

The other thing isit is actually Shell’s responsibility to secure those sites, so they act
asthe head lessor of all of those locations. So in anumber of casesif we don’t
necessarily think that it’s alocation that they would want to tenant or occupy,
because they can’t get the appropriate fuel volumes, we won’t ask for aright of first
refusal.

MR O’DONOVAN: Okay. Sointhelast 12 months, how often would you have
asked for aright of first refusal?

MR BOYCE: | honestly couldn’t tell you.

MR O’DONOVAN: Would it be five, would it a hundred?

MR BOYCE: It would be less than half of our supermarket deals.
MR O’'DONOVAN: Right, but more than 30 per cent?

MR BOYCE: There’sadifference between how often we might ask and what we
might actually get.

MR O’DONOVAN: Okay, but in terms of how often you would ask?
MR BOYCE: 1°d say probably less than 50 per cent.

MR McMAHON: We can check for you, at least in terms of how many we’ve got.
I don’t know where we can check how many we asked for.

MR O’DONOVAN: Okay.
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MR BOYCE: Yes, we can.
MR O’'DONOVAN: That’sall | had on sites. Does anyone have any - - -

COMMISSIONER KING: Just onething if | can, Mr Boyce, can | take you back to
Chermside which isin Brisbane. Now, Chermside is a pretty big shopping centre,
from memory.

MR BOYCE: Itis, yes.

COMMISSIONER KING: Infact, | think it’s the biggest shopping centrein
Brisbane?

MR BOYCE: 1 couldn’t tell you on gross lettable area, but if it’s not it’s pretty
close.

COMMISSIONER KING: Yes, it’sa pretty massive store. 1t would have a pretty
big catchment area | would have thought.

MR BOYCE: A hig catchment areawith alot of supermarkets within that
catchment area.

COMMISSIONER KING: So when you said that Chermside couldn’t support three
supermarkets, what was the basis — | mean, what sort of analysisdid Coles go
through to enable you to make that statement?

MR BOYCE: WEéll, we know the sales that we make out of the stores that were
there, and we take a guess at what we think, you know, a Woolworths store would be
doing there. But one of the most — salesis one element. The other element is
convenience, and it’s a big road network around Chermside. And in terms of what
the Coles customer isinterested in, convenience of parking isakey element. I’m
sure that’s the same for Woolworths and other supermarket businesses. And
Chermside, from the perspective of the supermarket shopper, just wasn’t as
convenient as some of the neighbourhood centres that surrounded that area.

COMMISSIONER KING: So on Coles basis, Coles decided that that supermarket —
or, sorry, that shopping centre couldn’t support three supermarkets. Isn’t that a
decision that is better |eft up to the landlord? | mean, the landlord tenancy
agreements are based on a share of revenue, so isn’t it a better thing for the landlord
to say, well, we actually think this would be more profitable with three
supermarkets?

MR BOYCE: | think | can assure you that if Westfield really wanted it to have three
supermarkets, three full range supermarkets, it would have had three full range
supermarkets.
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COMMISSIONER KING: So even though Coles only gave up aBl-LO lease on the
condition that there wouldn’t be three supermarkets, are you saying Westfield would
have simply ignored that condition or - - -

MR BOYCE: We might talk in camera about the basis on which we had that
negotiation because it was done in the context of a broader group negotiation |
suppose.

MR McMAHON: So | think if we could add these things are never one
dimensional. So thereis aways atrade off between lease surrender payments and
the like and Tim can take you through some of them later.

COMMISSIONER KING: All right. 1 mean, just judging by the size of Chermside,
and | am trying to think from my own experiences, | think the only bigger shopping
centre | have come across is Chadstone here in Melbourne. | am sure there are other
larger ones | haven’t been to but Chermside can’t support three supermarkets. How
many shopping centres around Australiawould Coles consider could support three
separate, independent, full line supermarkets?

MR BOYCE: | think, smply put, the answer to that is not many.
COMMISSIONER KING: Any?
MR BOYCE: Therewill be some.

MR McMAHON: We should say, can | just add, just put some context in this, that it
Is not our policy to have two supermarkets in the one location. | think | am right in
saying that the only ones we have are as aresult of previously having aBI-LO brand
and a Coles brand. But we are seeking to extricate ourselves from those where we
have a double up. We still have a small number, a very small number, where we
have not yet negotiated our way out of alease but it isnot our policy to havetwoin
one location.

COMMISSIONER KING: No, understood. They needn’t be Coles and BI-LO or
two Coles supermarkets and a Woolworths. | am just wondering — it was Coles’
analysis as | understand your evidence, Mr Boyce, Chermside couldn’t support three
independent full line supermarkets. So, for example, a Coles, a Woolworth and a
Super IGA.

MR McMAHON: Weéll, | think Tim is offering an opinion based on 17 odd years
experience but ultimately that’s a Westfield call in that location.

COMMISSIONER KING: Although it was part of alease surrender - - -
MR McMAHON: Sure, sorry.

COMMISSIONER KING: - - - highlighted. So it wasn’t - - -
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MR McMAHON: Yes.

COMMISSIONER KING: - - - Westfield’s choice. It was actually Coles’ choice.
MR McMAHON: Well, coming back to Tim’s point - - -

MR BOYCE: | think we are talking about whether it was Coles’ choice or - - -
MR McMAHON: Yes. Wewill take you through the logic.

MR BOYCE: - --or Westfield’s choice.

COMMISSIONER KING: Okay. Can I, then, just come back to my last question
which is, you know, if Chermside can’t support three full line supermarkets which
shopping centresin Australia, in Coles’ opinion, can support more than just a Coles
and aWoolworths or a Coles and one other like a Super IGA? Arethere any
shopping centresin Australiathat in Coles’ opinion can support, commercialy, a
Woolworths, a Coles and one other full line, not an ALDI, but afull line
supermarket?

MR BOYCE: | think, off the top of my head, there would be examplesin Victoria
like at Eastland, for example, where if afurther stage was entered into and the car
parking was appropriately convenient then there are opportunities but evidence over
the last 20 years of having three successful full line supermarkets in shopping centres
in the Australian market suggests that there are very few where three full line
supermarkets operate happily and successfully and profitably for each one of those
businesses in the long term and we have to keep reflecting on the fact that when we
enter into a new lease we are intending to be there, probably, for 50 years and so in
terms of the long term that is very rare in the Australian market place.

MR O’DONOVAN: So, | mean the consequence of your last answer to Dr King’s
guestion is that there won’t be opportunities for a third independent player in most
Sites.

MR BOYCE: No, | am not suggesting that at al. Soinindividual shopping centres
it depends on the location you arein and so if you are in the best location in terms of
customer access, road network, then it probably doesn’t matter which business you
are. The best location in large shopping centres is the most convenient for customers
and so one of the very significant consideration sets along with, as Nick and the
others have pointed out, the value, the range, the service, and so if you have got the
best independent site in a shopping centre then you are likely to make the most
money.

MR O'DONOVAN: Sure. But in circumstances where it is the practice of landlords
to approach Coles and Woollies as a priority to be anchor tenants and there are no
shopping centres, or perhaps only one or two that can sustain a third supermarket, the
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possibility of an independent supermarket securing a site, the best site, in a shopping
centre is pretty remote in its current environment.

MR McMAHON: | come back to an answer | gave this morning which isto say that
if astrong brand with a strong offer and a strong supply chain was there | am sure the
shopping centre landlords would, very quickly, adapt to having that offer in their
shopping centres. But it comes back, also, to the scale point | have made which is
that to operate successfully to deliver low prices and value to customersthereis
some significant scale required to deliver that nationally.

MR O'DONOVAN: Right. But interms of what we understand, at least, of
landlord behaviour at present isthat they don’t, notwithstanding that there are large
format independent supermarkets which are price competitive and operate strongly
and compete strongly against you in pockets, landlords don’t offer those things.
They don’t offer suitable sites to independent supermarkets.

MR McMAHON: Weéll, | think you would have to ask them that but as| said earlier
thismorning | think they would prefer a Coles or a Woolworths certainly.

MR O'DONOVAN: So, and that being the case if we have got that as a given, if
there are not shopping centre sites that can be, in your assessment, can accommodate
the third supermarket we are not going to see a change to the structure of large
format supermarkets in this country if that is the current attitude of landlords.

MR McMAHON: | guess| can’t guess the attitude of landlords but can | say
something to, perhaps, frame this up alittle bit from our perspective which is that we
believe that some of these clauses that you are referring to are the outcome of the
whole set of commercial discussions and take you through some of the detail of that.
But if it was to be the case that the restrictive clauses were constrained in time or in
their nature we think the rest of the commercial discussion would adapt to that. So
we are open to that and we think that what you have got isjust a set of circumstances
and our only concern would be if you looked at it as a one dimensional issue and just
to give you afeel we have base rents which tend to only go one way.

In other wordsthey, if you are making an investment for 20 years and rents can only
go one way, if a new supermarket opens up you lose 50 per cent of your sales say, in
this example, and your rent is still here that is a big problem and we couldn’t then
invest with certainty, the landlords couldn’t invest with certainty, and ultimately
customers wouldn’t get the sites they wanted. But if there were commercial
circumstances which adapted to the fact that there were constraints around some of
those clauses we would be quite happy going forward. 1t will just change the nature
of our discussion with the landlords.

MR O'DONOVAN: Perhapsthis might be best |eft for the confidential session but
certainly that concern about escalating rents or commercial viability of asite would
not be present when you are surrendering alease and yet you ask for arestrictive
current covenant. |Isthat — would you agree with that?
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MR McMAHON: | think we had better let Tim take you through afew examples
because sometimes surrendering alease involves some very significant payments
and, again, you can’t look at it as one dimensional because some of those payments
vary depending on the particular clauses that you negotiate with the landlord. We
will take you through some examples but, again, we can’t discloseit in public
because of the other side of the equation.

MR O'DONOVAN: Right. All right. Well, then moving on to your trading terms
and the terms and conditions on which you acquire fresh produce in particular. Itis
behind tab 18 and it is clause 5.4 in particular that | am going to talk to you about.

MR McMAHON: Yes.

MR O'DONOVAN: Okay.

MR McMAHON: Can| just ask David to have alook at that first and then - - -
MR STEVENS: Yes. Okay.

MR O'DONOVAN: Okay. Now, what clause 5.4 providesis that:

Coles may reect any goods delivered which are not in accordance with the
order and these conditions and will not be deemed to have accepted any goods
until the purchaser has had a reasonable time to inspect them following
delivery within a reasonably time after any latent defect in the goods has
become apparent.

MR STEVENS: Yes.

MR O'DONOVAN: Now, that’s the standard basis on which you buy fresh fruit and
veg?

MR STEVENS: Yes.

MR O'DONOVAN: Now, as| understand it Coles does a lot of buying through
wholesaler growers or consolidators so effectively not all of its dealings are direct
with growers. Isthat right?

MR STEVENS: The mgority of its dealings are direct with growers. We do buy a
portion off the wholesale market.

MR O'DONOVAN: But when you say you are dealing with the grower are there
growers, that you are aware of, that in addition to growing a proportion of what they
supply to Coles al'so acquire from third party growers which they then assemble - - -

MR STEVENS: Yes.
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MR O'DONOVAN: - --and then sall to Coles?

MR STEVENS: That’sright. We do have lead packers or lead growers and
aggregated product that would deliver directly to us from a growing region.

MR O'DONOVAN: And what proportion of your fresh produce would come
through an arrangement like that?

MR STEVENS: 80 per cent would come through relationships of that nature.

MR O'DONOVAN: Soitisin fact the substantial majority of what you buy comes
through.

MR STEVENS: Be either direct or through aggregation of direct growers.

MR O'DONOVAN: Sojust to track the product from the field. When the growers,
the smaller growers who don’t have a direct arrangement with you, once they have
prepared their crop they then deliver it to an aggregator who has the arrangement,
who has the relationship, with Coles. Isthat right?

MR STEVENS: Yes. They would be our supplier of goods. Correct.

MR O'DONOVAN: So at that point in time the grower loses control of the product.
MR STEVENS: The grower - - -

MR O'DONOVAN: Anditgoes- - -

MR STEVENS: The grower meets the supplier’s needs, who is the aggregator, who
is composing a sum of an order from the approved growers.

MR O'DONOVAN: So then from the grower’s point of view they leave it with the
aggregator.

MR STEVENS: Yes.
MR O'DONOVAN: And that’s the last they see of the goods.
MR STEVENS: Yes, they hand over at that point. That’sright.

MR O'DONOVAN: And thereisadirect relationship between the aggregator and
the grower but Coles has no direct relationship with the grower in that case?

MR STEVENS: In that case, no.

MR O'DONOVAN: So then the goods are aggregated for the Coles order and the
aggregator then has responsibility for delivering it to Coles.
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MR STEVENS: Yes.

MR O'DONOVAN: Now, | understand, and please let me know whether you are
happy to talk about time framesin public, but | understand that then it can be
delivered to a Coles delivery centre and it can either be accepted or rejected at that
point.

MR STEVENS: Inregard to?
MR O'DONOVAN: The quality.
MR STEVENS: The quality?
MR O'DONOVAN: Yes.

MR STEVENS: Yes. Sowereceive the goods and then there is a 48 hour window
which we can determine whether the product is meeting specification and that
window allows for product to come out of quite prescriptive temperature conditions
to more normalised store trading conditions at which point you see the true quality of
the goods. So that 48 hour window is the point at which we can advise the supplier
of argjection.

MR O'DONOVAN: Sointermsof what Coles regards as a reasonable time for
inspection of the goods and identification of any latent defect - - -

MR STEVENS: Yes.
MR O'DONOVAN: - - -itis48 hours after it comes into Coles possession?
MR STEVENS: Yes.

MR McMAHON: We should just clarify though, I think, that that’s at the outside.
If it isobviously not up to standard it doesn’t take 48 hours but that’s the time
window we give.

MR STEVENS: Yes. Moretypically it would be 24 hours asit has arrived in the
DC and that would be most typical because you would, on arrival, enter the DC,
understand the quality dimension specification but there are instances where the
nature of the quality doesn’t come through until it has actually reached the store.

MR O'DONOVAN: And gone straight to the store?
MR STEVENS: Yes. And that would be the 48 hour position but as Nick has

suggested typically the first 24 hours is where the main quality rejection would take
place.
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MR O'DONOVAN: Solooking at it from the grower’s perspective it has left their
hands with the aggregator and that the aggregator may have had it for one or — so as
when the aggregator took it. The aggregator said they have their own quality
procedure don’t they; the aggregators?

MR STEVENS:. Yes. The aggregatorswould represent the specification that we
have agreed.

MR O'DONOVAN: Yes. Okay. Sothe aggregator saysitisokay. Thenitis
shipped to a DC and in another 24 hours and the distribution centre saysit is okay
and then it is shipped to the store at which point the store may say it is not okay we
are going to reject the goods.

MR STEVENS: Yes, there are some cases where that happens.

MR O'DONOVAN: Yes. All right. Now, at that point in time it has been in Coles
possession for more than 48 hours?

MR STEVENS:. No.
MR O'DONOVAN: Well, it can have been up to 48 hours.
MR STEVENS: Upto 48 hours, yes.

MR O'DONOVAN: At which point it is quite possible that the reason the goods are
not up to a standard appropriate for sale is because of how they have been handled or
dealt with by Coles. That’sright isn’t it?

MR STEVENS: No, | think we— | mean, the context is we don’t have many
rejections but when we do we treat them very seriously by way of communication to
the grower. So there is an advice notice that goes with pictures of the product, the
reason for the rgjection. So it is something we treat very importantly because the
growers are the most important part of our business and if they are not being treated
fairly then they will make other decisions about who they do business with. So there
iIsasmall amount of regjections. Most of them happen in the first 24 hours with very
good advice going back to the grower.

A small amount of quality rejections don’t manifest themselves until they have
reached the store. Typically products that have come from a cool chain to an
ambient condition and quality defects do become more evident in that second 24
hours. Butitisstill asmall portion of our total receive.

MR O'DONOVAN: But interms of what is possible it is possible that goods will
have been with Coles for almost 48 hours and in fact away from the grower for even
amuch longer period than that and Coles, at that point, will try — will make a
judgment and decide to reject the goods? That’s a matter of fact. That is possible.
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MR STEVENS: Yes. That ispossible.

MR O'DONOVAN: And at that point it may not be possible to work out whether
the goods have deteriorated because of Coles’ handling of them or because of the
condition in which they left the grower? That’s possibleisn’t it?

MR STEVENS: WEéll, itis, however, | must add that we take small amounts of store
determined quality issues and wear the cost ourselves.

MR O'DONOVAN: Yes.

MR STEVENS: We only make decisionsto reject in store where thereisa
consistent and high quantity of advice from stores that says there is something wrong
with this product. So the small amounts which | probably put down to, perhaps,
some handling issues and not material amounts of defect we just wear the cost and
accept that that’s part of the cost of doing business. We will advise where thereisa
material and large scale feedback that says there is something wrong with this.

MR O'DONOVAN: Yes. Butinsomewaysthat’sworsein that if you are rejecting
alarge amount of produce that is going to have a much worse impact on the grower
and you are still no closer to working out whether it is because of Coles mishandling
of the goods or whether it is caused by the aggregator’s mishandling of the goods or
the growers mishandling of the goods. Would you agree with that?

MR STEVENS: Wadll, | think it is probably worse for our customer actually which
means that - | think you are referring to the grower and ourselves as having a
different interest and we have exactly the same interest. Soit is bad news for our
customer who doesn’t get the right product. It is bad news for both ourselves and the
grower because we haven’t made money on a particular consignment of goods.

MR O'DONOVAN: Yes. Butitisevenworsefor the grower because Colesis not
going to pay the grower for those goods. It isnot going to — well, let’s start with the
relationship Coles has with the aggregator. When Coles sendsit al back Coles
doesn’t pay for those goods?

MR STEVENS: No. That’sright.

MR O'DONOVAN: Soinasense Colesisout of the playersin the chain, at this
stage, better off than the consolidator because the consolidator is not going to get
paid for the goods which it has just supplied?

MR STEVENS: WEéll, better off than the dimensional cost of goods. But Colesis
pretty poorly off in terms of availability of wanted items for customers and that’s
pretty bad news for Coles. So thereis, kind of a- - -

MR O'DONOVAN: Everyone hasincentivesto - - -
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MR STEVENS: It depends which dimension you are looking at. From a Coles’
dimension it is equally bad news but, perhaps, in adifferent dimension.

MR O'DONOVAN: Yes, look, everyone in the chain has an incentive to get food to
the customer in good order. | wouldn’t dispute that. But when you have a problem
and you have a big problem asin you have got a big order which is going to be
rejected and it has been in Coles’ possession for more than 24 hours - - -

MR STEVENS: Yes.

MR O'DONOVAN: - - - theloss, notwithstanding that it could have happened while
it wasin Coles’ custody, the deterioration, the loss will be sheeted back to the grower
consolidator which Coles has the relationship with under your current terms?

MR McMAHON: | think it isworth just coming in because there is an assumption

MR O'DONOVAN: No, no. Can| just get an answer to that question?

MR STEVENS: So?

MR O'DONOVAN: So in circumstances where Coles rejects the goods - - -
MR STEVENS: Yes.

MR O'DONOVAN: - - - thelossfalls on the aggregator grower?

MR STEVENS: Where Coles rejects the goods when it is of a material amount, yes,
it does.

MR McMAHON: Andif | could just add and where we conclusively demonstrate
through a detailed process including photos of product that it in fact was a problem at
source and not a problem in our handling. So you shouldn’t assume that that’s a one
way street. Thereis quite abit of give and take around that process.

MR O'DONOVAN: All right. Well, | understand that you can demonstrate that
there is a problem with the goods. The question is can you demonstrate that the
problem is not with how Coles handled them and that’s - - -

MR McMAHON: Weéll, | believe we can. That’s the process that David described.
| don’t know if you want to add to that, David, but photos and so on.

MR STEVENS: So we are confident that the handling of goods from our DC to our
store is robust enough that it would be unusual for that, in that window, for it to have
been Coles’ issue that a product has failed to meet its specification on day two of
entry to Coles Supermarkets. Very unusual.
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MR McMAHON: And if it happens we wear the cost.

MR O'DONOVAN: Weéll, I don’t think you do. As| understand it goods which
have passed specification at your consolidator aggregators point and have again
passed inspection at the point of your delivery centre and are then rejected at the
Coles store levd, if it isalarge order, the cost isworn by the — is pushed back down
the chain by Coles back to the consolidator aggregator?

MR STEVENS: Yes, that’sright.

MR O'DONOVAN: That’scorrect. All right. Now, you would understand that the
— are you aware of the terms of the horticulture code which | know does not apply to
Coles?

MR STEVENS: Yes, | am.

MR O'DONOVAN: All right. Now, you are aware that in its current form you are
required to specify at the point at which goods are delivered the time in which
rejection is permissible?

MR STEVENS: Yes.

MR O'DONOVAN: Okay. And at present, well, you say thereisthisless than 48
hour period. That’s not currently specified in your terms of trade?

MR STEVENS: Right. Okay. | accept that.

MR O'DONOVAN: Sothequestion | had isif you were required to comply with
the code would the effect be that you would specify a shorter time or would you
simply specify to your growers at the point of delivery or to aggregators the point of
delivery that you will have up to 48 hours to reject the goods?

MR STEVENS: | suppose we believe, based on the Produce and Grocery Code, that
our transparency of trading termsis pretty open. We think we have got some areas
of improvement but | suggest within the 48 hour principle that we currently adopt is
afair assessment of when quality can be best advised from the customer point of
view. So | guess that would be subject to further discussion as to how that might go
about if you looked at the codes but from our point of view we have introduced that
48 hours because we think that’s the most rational understanding of what a customer
sees as the final point of decision making.

MR O'DONOVAN: Okay. So based on at least your current practice and your
current view of the 48 hours, it’s likely that the horticulture code might result in a
change in your precise terms of supply but probably not your actual practice in terms
of - --
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MR STEVENS: For my personal view | would suggest that’s arational and sensible
way of verifying quality but clearly that will be subject to further discussion around
the code and how that might manifest itself.

MR O'DONOVAN: All right. Now, interms of once there has been arejection and
it’s put back to the company you have the relationship with which is the aggregator
of the produce.

MR STEVENS: Or the direct grower in cases.

MR O'DONOVAN: If we can just dea with cases where that person is aggregating
someone.

MR STEVENS: Okay.

MR O'DONOVAN: Another growers produce. Under the horticulture code they’re
obliged to have taken property in the goods and risk. Are you aware of that?

MR STEVENS: Yes, asafirst receiver of the goods.

MR O'DONOVAN: Okay. Soif they are complying with the horticulture code, the
consequence isthat all of the loss of rejected goods would fall in them.

MR STEVENS: Right. Okay.
MR O'DONOVAN: Isthat your understanding.

MR STEVENS: Yes. Sorry, I’m not asfamiliar with all the dimensions of the code
but, yes, as areceiver of the goods they have owned the goods effectively.

MR O'DONOVAN: Yes. Okay. Now, does Coles ever monitor whether or not
they subsequently require growers to take the goods back or not pay growers for the
goods in circumstances that they would not — they would not be complying with the
code?

MR STEVENS: Not that I’m aware of. I’m not familiar with that.

MR O'DONOVAN: Okay. So does Coles do any monitoring of the people who
operate — | won’t say on Coles’ behalf but who are effectively engaged by Colesto
deal with growers. Does Coles monitor their behaviour or monitor the extent to
which they comply with the horticulture code?

MR STEVENS: | don't know of any formal monitoring. Certainly informally with
the — as a buying team visiting growing regions and growers and picking up feedback
informally but | don’t have any formal monitoring that we undertake.
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MR O'DONOVAN: Okay. And do you ever have complaints from growers that
they are being forced to carry the consequences of rejection even in circumstances
where they sold the goods to a consolidator?

MR STEVENS: | haven’t been aware of any. Certainly inthe last year or so |
haven’t been made aware of any.

MR O'DONOVAN: Right. Have you been made aware of any at any time?

MR STEVENS: No. At notime have | been made aware of any.

MR O'DONOVAN: Okay. And have there been circumstances were you have been
talking to the smaller growers where they could have had an opportunity to make a
complaint to you?

MR STEVENS:. Yes. | have spoken to anumber of growers and visit farms
reasonably regularly and | guess the informal side is provide the opportunity to listen

to what’s going on and there haven’t been any that have been made aware to me.

MR O'DONOVAN: Okay. Now, when you say you visit growers are you talking
about growers with whom Coles has a direct relationship with?

MR STEVENS: A mixture.

MR O'DONOVAN: A mixture. Soincluding growersthat Coles- - -

MR STEVENS:. Yes.

MR O'DONOVAN: - - - does not have a direct relationship with.

MR STEVENS:. Yes.

MR O'DONOVAN: Sojust to confirm, so it’s never been — you’ve never been
advised of growers being effectively requested or required to accept the losses as a
conseguence of arejection of Coles notwithstanding that Coles wasn’t dealing with
that grower, it was dealing with an intermediary?

MR STEVENS: Sorry. | have never been advised? I’ve lost the question.

MR O'DONOVAN: It wasabad question. Can you confirm you have not been
advised? But you have had no complaints from a grower that they have been
required to wear the consequences of a rejection even though that grower didn’t have
any direct dealings with Coles and had sold its goods to Coles consolidator.

MR STEVENS: | can confirmthat. | have had no feedback of that nature.

MR O'DONOVAN: Okay. That wasal | had on terms of trade.
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THE CHAIRMAN: All right.

COMMISSIONER MARTIN: Weéll, just on — | think, Mr McMahon, you made the
comment in relation to — you said you wouldn’t want two codes to apply but you
would feel fairly relaxed about asingle code. Did that include if it was a mandatory
code?

MR McMAHON: Yes. Obviously we would like to work, as David has said, to
work through the produce and grocery industry code and the horticulture code and be
involved in that in some way and to make sure that what we came up with as one
code was workable and effective. But we do believe that there is the opportunity for
better transparency. We believe that our dealings direct with growers and our
dealings with agents are exactly what you would expect them to be. But | am aware
although, as David says, | don’t get direct complaints but thereis certainly alot of
industry noise about dealings between agents — aggregators and growers.

COMMISSIONER MARTIN: Inthat thereisconfusion?

MR McMAHON: Weéll, thereis at least the room for commercial uncertainty for the
grower. 1’d say that much and we have done two thingsin that regard and we can
take it through the detail in camera but one of them is that rather than have some of
our aggregators responsible for quality control so we intend to take that quality
control on board ourselves so there is one standard rather than our standard and the
aggregator’s standard, so we remove uncertainty for the grower; and the second one
isthat - and thisiswhere | can’t comment on specificsin public, but we will pay the
grower direct. So in other words then the aggregator becomes more afee for service,
aservice provider rather than a commercial agent in the middle and we would like to
go down that path and we think that lends itself also to one code.

COMMISSIONER MARTIN: And there al'so seems to be a balancing act from the
grower’s side that they don’t have too many — too high a demand in terms of
satisfying certification standards. There are costs there but at the sametime - - -

MR McMAHON: Because we are very conscious and | would stress that 48 hours
is the outside but we understand the point behind your gquestions but that can be a
long time for a grower who then hasto try to find an alternative source of that
product and we understand that.

MR O'DONOVAN: Could we take abreak for 10 minutes?

THE CHAIRMAN: Yes. Now, how many more topics have you got to do in
public?

MR O'DONOVAN: One plus one question. So, yes, one major topic then one just
general question.

THE CHAIRMAN: And how long will that take?
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MR O'DONOVAN: You know what I’m like with estimates.

THE CHAIRMAN: Yes.

MR O'DONOVAN: Look, I think half an hour.

THE CHAIRMAN: That one topic that isleft in public?

MR O'DONOVAN: Hopefully only half — hopefully less but half an hour.

THE CHAIRMAN: Yes. Okay. Well, we had better take a break then | think and
then we will do that and then you’ve got some - - -

COMMISSIONER MARTIN: 10 minutes.

THE CHAIRMAN: Yes. Wewill take a 10 minute break.

ADJOURNED [3.30 pm]

RESUMED [3.43 pm]

THE CHAIRMAN: All right. Well, we seem to have thinned out the room of
observers. We’ll probably get the most interesting part now, Mr O’Donovan, so over
to you.

MR O'DONOVAN: Okay. Well, keeping on the theme of fruit and veg, just in
terms of understanding how prices are agreed in relation to fresh produce, our
understanding is that Coles attempts to agree rough volumesin prices aweek in
advance, that there is no firm price until just prior to despatch. Are we correct in our
understanding?

MR STEVENS: Yes. Onthe- typicaly on the Wednesday prior to the Sunday to
Saturday trading week we would agree | guess indicative volumes and prices which
in the vast majority would be the actual end, volume and prices.

MR O'DONOVAN: And our understanding is that there is a relationship between
what Coles pays and the wholesale market but it can vary to afair degree from what
IS happening in the wholesale markets. Isthat right?

MR STEVENS: | think it would probably be always monitored against the market in
total, with aview to being competitive. So there would be — there would always be
quite alink to what is happening in the wholesale market in Coles prices.
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MR O'DONOVAN: Now, do you personally look at the published Aus market data
about what is going on in the wholesale markets?

MR STEVENS: | personally don’t, no.
MR O'DONOVAN: Do you know if your buyers do?

MR STEVENS: | would know that my buyers are familiar with the wholesale
pricing in the market as, of course, istheir job on aweek to week basis. Yes.

MR O'DONOVAN: But do they do that by specific market intelligence or do they
by the Aus market reports? How do they obtain information about the wholesale
market?

MR STEVENS: It’smostly through our State teams. We have State buying teams
who would be the market intelligence on their behalf.

MR O'DONOVAN: Right. Andthey obtain it just by actually buying within the
wholesale markets?

MR STEVENS: Being familiar with people in the wholesale market and prices are
each day, yes.

MR O'DONOVAN: And do they do — and is a proportion of Coles buying actually
donein the wholesale markets?

MR STEVENS: Yes,itis.

MR O'DONOVAN: And roughly what proportion?

MR STEVENS: About 20 per cent.

MR O'DONOVAN: And isthat done by Coles direct or is that done by some
providor or consolidator on behalf of Coles?

MR STEVENS: Colesdirect through our State buying teams.

MR O'DONOVAN: So you have got employees who actually go out early in the
morning.

MR STEVENS: That'sright.
MR O'DONOVAN: And negotiate prices direct with wholesalers.

MR STEVENS: Yes.
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MR O'DONOVAN: Do youinternally keep any data about the relationship between
the price that you pay direct to growers and the prices that you are able to obtain
when you deal direct in the market?

MR STEVENS: Weéll, we certainly record all transactions becauseit’s al invoice
based. Interms of the relativity | guess, because we record them, we’ve got them so
by nature we have access to the pricing relativity in that regard.

MR O'DONOVAN: Right. But it’s not something that is reported to you or that
you regularly acquire areport?

MR STEVENS: Not something that | would get regularly, no, or if at al actually.

MR O'DONOVAN: Okay. Now, if interms of when you decide to run a special
that where a particular fruit or vegetable will appear in a catalogue?

MR STEVENS: Yes.

MR O'DONOVAN: Isthat initiated at the Coles end of things or isthat initiated at
the grower end of things?

MR STEVENS: It would be either/or and generally you would be planning with
your grower base for pointsin the season when it would be most appropriate to
specia typically when there’s just crop coming through in large quantity.

MR O'DONOVAN: Soinrelation to a special that the price and volume —
indicative price and indicative volume will generally be agreed on that Wednesday
prior to - - -

MR STEVENS: Yes. The same principle would exist for a special as any other
product and price.

MR O'DONOVAN: And then the catalogue is released on a Sunday or a Monday?
MR STEVENS: Yes. Customers get them on the Sunday, Monday.

MR O'DONOVAN: And that will factor in the price that was agreed on the
previous Wednesday?

MR STEVENS: Yes. That'sright.

MR O'DONOVAN: Now, in circumstances where Woolworths also releases a
catalogue and also specials the same product.

MR STEVENS: Yes.
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MR O'DONOVAN: And especialy at alower price, what is Coles’ competitive
reaction in those circumstances?

MR STEVENS: Most typically we would match the Woolworths price or the
competitor price that we deem virtually erodes our competitiveness and customer
trust in our values. So we would typically match in the market place.

MR O'DONOVAN: And at that point in terms of from a grower’s perspective it
would appear to create conditions where there is going to be alot of demand for their
product because both Coles and Woolworths are specialing at the same time so it
actually might lead to quite tight market conditions where they can extract a good
price that week. Normally what could happen - - -

MR STEVENS: | suppose the supposition is that any promotion has been organised
to be communicated through a catalogue would be well organised, known, volume
coming from supply. So the tightness that you refer to would be perhaps down to
poor planning but should be — there should be sufficient volume to satisfy that kind
of commitment to the customer in the catal ogue.

MR O'DONOVAN: But interms of price you agree that a price — you have
indicated that a price adjustment needs to be made at the retail level to ensure that
you remain looking competitive?

MR STEVENS: Yes. Typicaly in this practice and that by Monday morning such —
it’s quite specific that by Monday morning by 9 o’clock any advice and negotiation
should have taken place to effect the small number but important number of changes
that may be required and it’s also upward as well as downward so it’sjugt, yes, it’s
important to recognise the markets can tighten over the course of the weekend which
means that the growers having the conversation with us around, it would be in their
interest to ease the price to ensure availability, so it isup aswell as down.

MR O'DONOVAN: Soin circumstances, but in looking at it exclusively from
Coles’ point of view the competitive reaction that’s required when Woolworths is
catal oguing the same product at alower priceisthat Colesis going to have to match
at theretail level to demonstrate its value.

MR STEVENS: Yes, typically, not for every item but where we think it’s going to
make an impact on our competitiveness, yes.

MR O'DONOVAN: Now, once the decision has been made to drop a price at the
retail level does Coles then go back and seek to renegotiate the indicative price that
was confirmed the previous Wednesday?

MR STEVENS: Yes. That'sright.

MR O'DONOVAN: And in those circumstances it asks the grower to lower their
price?
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MR STEVENS:. Yes.
MR O'DONOVAN: To help you meet the competition?

MR STEVENS: Wedo. We outline the change we would like to make and enter
into a negotiation to effect the change and | guess we would recognise that again it’s
in both our interest to move through a quantity of goods because clearly neither us or
agrower wants to be left with alot of goods on show that affects deliveries for the
following week. So it would be that style of negotiation and discussion.

MR O'DONOVAN: And at that point isit fair to say that Colesiswilling to put
some pressure on its growers to encourage them to assist Coles in meeting its retail
price objective?

MR STEVENS: WEéll, | guess pressure suggestsit’sabit of aone way street. |
suggest that we would discuss what change we would like to make on a Monday
morning and for that small number of items would seek to come to afair conclusion
for both parties. That would be the intention on the Monday morning.

MR O'DONOVAN: Andwould it be fair to say that a small grower dealing with a
very large consumer of its product, probably its single largest customer, Coles has a
fair bit of leverage in getting them to adjust its price to suit the competitive condition
that Coles has to face?

MR STEVENS: Inapure short term big buyer, small grower, yes. Inthereality we
don’t have relationships for 10 or 15 years without having trust and opennessin our
relationships. Soin reality it wouldn’t be in our interest to have a grower base that
wasn’t feeling that Coles were being fair in their transactions.

MR O'DONOVAN: Soif agrower simply saysto Coles: ook, I’m not willing to
participate, 1’m not willing to drop my price, isthere arisk that the grower will be
given a holiday or they will be less attractive, that they will receive less orders for the
next few weeks from Coles?

MR STEVENS: | guessthat would bearisk. Yes.

MR O'DONOVAN: And that does happen?

MR STEVENS: Specific to a promotion or areduction?

MR O'DONOVAN: In any circumstances where Colesis seeking to extract a
concession from a grower?

MR STEVENS: | don't know of an instance where it has happened a supplier has
stopped supplying. | don't know of an example. | would imagine at some points that
has happened, yes.
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MR O'DONOVAN: No, no. Perhapsyou misunderstood the question. The
question | asked was: are there circumstances where the grower in the short term
says, | don’t want to contribute at that price. | don’t want to put volume through at
that price. | don’t want to give you a discount, and the consequences being that
Coles as punishment has stopped buying for a period of afew weeks or one of Coles
aggregators stops buying for afew weeks to punish the grower for not being more
compliant with Coles’ requirements?

MR STEVENS: Sorry. Soisona- so there’saweekly buying cycle. Isit referring
to the weekly buying cycle which is effectively atender, partly atender process? So
in that respect on a Wednesday, for example, when we collect prices from the group
of suppliers who we can do business with, we would be making decisions then as to
sharer volume based on competitiveness of prices.

MR O'DONOVAN: No, no. After that processis complete then you find yourself
in a position where you need to get a keener price on a product.

MR STEVENS: On aMonday morning?
MR O'DONOVAN: Yes. Onthe Monday morning.
MR STEVENS: Yes.

MR O'DONOVAN: And an approach is made to a grower to participate by
lowering the indicative price.

MR STEVENS:. Yes.

MR O'DONOVAN: In order to facilitate Coles matching Woolworths’ price.
Okay? ThisisaMonday morning discussion. The grower says. no, | don’t want to
participate in that. I’m not going to give you the price that you’re asking for; and the
guestion is, at the next Wednesday - - -

MR STEVENS: Yes.

MR O'DONOVAN: - - - when decisions are made about who to obtain volume
from.

MR STEVENS. Yes.
MR O'DONOVAN: Isthe grower, in refusing to lower their price, taking arisk that
they will not have any volume taken by Coles or one of Coles’ consolidators because

of that refusal?

MR STEVENS: | would hope not and | have no evidence to suggest that.
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MR McMAHON: Perhaps, if it’s not in David’s experience can | just — Cameron
ran Fresh before David. Cameron, were you aware of any such incident?

MR TRAINOR: Look, it wouldn’t bein our interest to — | think your terminology
was holiday, because if somebody isasmall supplier and for us to be doing business
with them there has got to be a commercial reason why we want to do business with
them. Coles has moved away from the central market system over a number of years
and we have got approximately 80 to 85 per cent of our produce coming through
either adirect or an aggregator arrangement. By the sheer definition of us being
away from the central market system for such alarge part of our volume, we need
our suppliers because for us to stop purchasing off somebody next week means that
we’re going to probably have experience in store that is going to be bad for
customers because we’re going to be at a shorter product, we’re not going to have the
right quality product for customers.

So to your gquestion, hasit ever, ever happened? Certainly of my time| can't recall in
the two yearsthat | led Fresh any time that that would have happened and David has
told me he answered no. So from our perspective we need our small growers. We
need our growers. We are not relying on the central market floor like we previously
were in Coles history many years ago.

MR O’DONOVAN: Okay. Sojust sowe can be clear in case there are growers out
there who believe that the consequence of saying no to Coles when they ask for a
concession on price or volume, there is no risk of a grower who says no being given
aholiday in terms of reduced orders from Coles?

MR TRAINOR: The only risk to reduced orders normally is a consequence of
reduced volume through our registers. So if we’re not moving a product through, we
would be reducing our upcoming stock coming into the system. Our primary
objective isto keep the stock fresh, keep it cool, keep it moving, and that’s what
satisfies our customers. So that’s really what we’ve been trying to do over the last
few years.

MR O’DONOVAN: Sure, but when volume through the cash register is reduced,
are there growers who are specifically targeted because they’re — would a grower be
targeted for not receiving an order because they’ve been less co-operativein
responding to Coles buyers’ wishesin the past?

MR TRAINOR: Inmy time, and | can’t speak on behalf of every transaction that
took place, it certainly was not a practice that we had as part of doing business.

MR O’DONOVAN: And so you would be confident that Coles buyers would not be
engaging in that practice?

MR TRAINOR: In my time absolutely | would be confident, and if there was
anything outside of that, that would be outside of our ethical way of doing business.
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MR O’'DONOVAN: Okay, and that’s true for the time being, that as far as you —
that no buyer would engage in that practice at present at Coles that you’re aware of?

MR STEVENS: 1’m not aware of any buyer being implicated by that practicein

MR McMAHON: Not only that, it’s against our policy and | think the slight
element of confusion there isthat in the question there’s the term “holiday” which
wedon’t do. There’s also the term “would their orders reduce.” If our promotion
wasn’t sharp on an apple or a banana next week then — and we didn’t clear the
volume that we had, it would impact on future orders simply because we haven’t sold
the product. That’sthe only clarification | would add.

MR O’DONOVAN: Okay. Now, interms of Coles’ aggregators who are also
operating in that market obtaining product on behalf of Coles, are you aware of them
engaging — well, can you confident that they’re not engaging in that practice?

MR STEVENS: The practice of not receiving supplies from someone who is not
offering - - -

MR O’DONOVAN: Holiday | suppose — reducing their — yes, effectively reducing
their orders as punishment for someone not meeting a price requirement or price
request of Coles.

MR STEVENS: WEéll, only so much as— | guess the way we do businessis
probably the way that they would do business, so that would certainly be a surprise if
that were the case. However, | probably can’t comment precisely on the aggregator
guestion, but in the way we do business we’d not expect them to do anything
different.

MR McMAHON: We would expect them to follow the same policy, but because
they are an independent company | can’t vouch for that in the absolute. But as| said
at the end of the earlier session, we recognise that thisis an area which could — in
terms of the aggregator dealing with the grower which would lend itself to more
transparency and we’re open to that in terms of having a single code.

MR O’DONOVAN: All right. That’sall | had on that series.
THE CHAIRMAN: All right.

MR O’'DONOVAN: Okay. And then | supposethe last question | had isjust a
genera one. It has been noted that Australiais unique among OECD countriesin
having food inflation higher than the CPI and in a sense that’s prompted the inquiry.
Do you have any general view about why; why that might be, why that phenomenon
shows up in the ABS figures?
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MR McMAHON: Yes, we think there are a number of things at work there, none of
which are asecret. They areall | think publicly debated. One of whichisthe
drought, so the effect of the drought and the longer term effect of the drought is
having an effect through into grain prices in particular. For instance, into cattle
prices and other prices. So anything grain fed at the moment is subject to cost
increases. There has been the effect of deregulation of areas like the milk market
but, more importantly, the growth of export markets. So the growth of export
marketsin general for skimmed milk, ice cream, and so on into Asiain particular,
it’s obviously on asmaller scale at this stage but it’s not unlike the resources boom.
And we’re having to compete for the supply of milk liquid with alternate export
Sources.

And | think they are — sorry, the two big reasons plus the record oil prices filtering
through the economy which take awhile to feed through, but they are certainly
feeding through. So we would say drought, international forces— and particularly
the growth of export markets — and, thirdly, record oil prices feeding through the
economy would be three things that we would call out.

MR O’'DONOVAN: All right.
THE CHAIRMAN: All right. Wewill go into private session. Thank you. Thanks
members of the public. All those not associated with Coles or the ACCC, we will

now close the public session for today and we will move to private session. | think
our next public hearing is on Friday at 9.15. | beg your pardon, ten.

CONTINUED IN TRANSCRIPT-IN-CONFIDENCE
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