11 The relationship between the main
parties and their suppliers

Contents
Page
T gL oo 1 1o o PSR 230
Types and NUMDBErS Of SUPPIIENS. ..ottt se e e 230
Dependence of suppliers 0N MaiN PArtIES. .......cceueruerireieeiere et se e e e sbe e sbessesneeeeseeseas 231
(0010100 ¢ 0 ST o IS T o) o] TT= £ TSRS 233
Suppliers' Views on the relationShiP.........ccocevireieienieceee ettt esaeneenae e sneas 233
Main parties’ Views on the relationShiP.........cciveereeieeiererie e 235
Specific practices of CONCEIN t0 SUPPIIEIS ....oiverieieeeiceceeere et e e e ne e s 235
The nature of the relatioNShiP........ccvieie et ee e e nresre s 238
BUYEES ..ottt sttt et ea e e Rt e Ee e te e enteaneeaneenReenReeneeneeeneeeneenneenreens 239
S o oL g 1 RSO 239
CONtractual AITANQEIMENES. ......cuiiuirterteetere ettt ettt be st et eseese e besbesbesbesaeese e e esessasbesbesaesbeensabasaeas 240
Retailers’ OWN-1ahe] SUPPIIEIS......c.oiiieie et et e e e b e 241
Efficient consumer response and category MaNagEIMENL ............coereeerreerereesiererieeieeseesie e sseseseeneens 241
The policies of the main parties on treatment Of SUPPHErS.........cceiiiirieiiiie e 243
Alleged Darriers to NEW SUPPITEIS. .....co.iiiie ettt e e e b bt sae e b e 244
INEEMNALTONAIIZEEION.......evceeerccre et n e r et r e r e nr e 244
Lot o =T aTo 0 TR oo 11 g 244
o 010 )10 245
DUSCOUNES. ...ttt st e e ne Rt R et s Rt e Rt s Rt e Rt neen et ner e ren s 245
Payments by suppliersto the Main Parties...........ceveeeeerereresese e e 246
(O o = g 10 TSP S P PR 246
B OW-COSE SEIIING ...ttt bttt b e bt eb et ea e et e e e b e se e ae e e e ee e e nbe e 247
Relationship between buyer size and supplier marging and PriCeS........ccourererererieneeieereese e 247
Aggregated groSS Margin @NAIYSIS. .......e uerererrieriere sttt sreeeeeeseesee e saesbesaesseeseseebesaesbessesaeeneeneebenes 248
Individual gross Margin @NAlYSIS.......coeiuererieieeeriere ettt e ettt sae bt ae e seesbeseesbe e sbe e e e nbe e 249
TOP FIVE IINE PIICES. .. ettt b e bbbt st et et et e s be s b e eae e e e neeseeneas 249
Product quality @nd iNNOVALION..........cceiiieieeieie ettt a e e bbb e et e neas 251
ST o L= g o] () 11 7= o1 S 251
BENAVIOUr OF SUPPIIEIS......eeieiiiecee ettt sttt st a e s reese e e e s e sr et e snesrenneeneeeenrenen 252
01001 = o ool (o)l o] - (o 252
SUPPIY CHAIN TSSUES ...ttt e sttt e sttt saeeseese e e enteseestesbesaeeseeseesee e enseteseenneeneeneeneenrens 254
(07070 [N @11 7= 1 1 o1 o 254
=S (I 001= USSR 255
The London ECONOMICS FEPONT ........coiiieitirieie ettt sttt sie st see e bt ese e e e e seesbesbesaeeneeneeneeses 256
The Meat and Livestock COMMISSION FEPOIT ......cc.oiiiiiiieeieie et 257
RIS AN o = oo o SO SRTP RS 258
OUI @SSESSITIENE ...ttt sttt e te et e eae e eaeeeb e e be e st e eab e s aeesae e sae e she e aRe e et eas e eaeeabeanbeanbeenbennbesnnesnnas 258
Other freSh PrOTUCE. ..ottt bttt s b et b b e se e st e e e neesbe e 259
INternational COMPAITSOMNS ........ccveieriererie st sere e et esaes e sre st e e sresse e e eseesaeteseesaessesseeseeneesenseseesreensenseseenees 260

229



I ntroduction

11.1. In this chapter, we examine the relationship between the main parties and their suppliers. As
shown in Table 10.1, the cost of buying the goods they sell comprises the major part of grocery retailers
costs. Hence, the nature of this relationship has a significant impact on their ability to meet the needs of
their customers. The main parties depend on their suppliers to provide the goods that they sell at the right
time, in the right quantity, of appropriate quality and at a competitive price. Equally, in many cases, main
parties take a large proportion (often al) of their suppliers’ output, so many suppliers are also dependent
on their main party customers. In his Press Release relating to the reference of the grocery retailing sec-
tor to the CC (Appendix 3.1), the DGFT said that the size of the supermarket operations had brought
them tremendous buyer power which could be used to deliver better quality and lower prices to cus-
tomers, but he was concerned that this power might become exploitative. He said that the many
responses from suppliers during the OFT inquiry suggested that ‘this was an area which needed to be
looked at by the Commission’.

11.2. Both the main parties and suppliers stressed to us that it was vital that the relationship worked
well. However, they have differing objectives (put simply, suppliers want to sell at the highest price they
can and retailers want to buy at the lowest costs to themselves), so some tension is inevitable. It appears
that, as price competition has increased, so this tension has also increased.

11.3. We asked the main parties and suppliers what they thought about their relationships with each
other; the extent to which the relationship was balanced; and to what extent main parties were able to
exert undue pressure on some suppliers, or vice versa. In order to ascertain their views, we sent question-
naires to the main parties and to a sample of their suppliers. Each of the main parties responded and we
received 340 responses from smaller suppliers, together with 57 responses to a more detailed question-
naire sent to larger suppliers (LSQ). The questionnaires are discussed further in Appendix 11.1. A sum-
mary analysis of the responses to the smaller suppliers questionnaire (SSQ), together with the additional
comments made by smaller suppliers (without identifying individual retailers), arein Appendix 11.2.

11.4. We also received a large number of letters and submissions, and held hearings with several
individual suppliers. A variety of concerns was raised. Several suppliers stated at hearings that there had
been significant changes in the market place and in the demands of main parties during our inquiry.
Representative of this were the comments of one large supplier which said that, following the acquisition
of Asda by Wal-Mart, the supplier’'s other major customers were reconsidering their strategies. Main
parties were competing very intensely, but individually; different retailers were responding in different
ways. There were increasing demands on suppliers for up-front payments, which had not previoudly been
sought. Some multiples were not honouring historical payment terms for promotions. Agreements which
had formerly been over a longer term were now being offered for retendering at short notice. This
supplier thought that there had been a reduction in the general level of integrity and that the relationship
between retailers and suppliers had become more adversarial .

Typesand number s of suppliers

11.5. The main parties sell a large range of goods—for example, a Sainsbury store's grocery range
is, typically, between 18,000 and 25,000 product lines (see Table 5.12)—obtained from many suppliers.
The approximate number of suppliers to the five largest purchasers of groceries for resale (the major
buyers) (see paragraph 5.24) as at January 2000 is shown in Table 11.1.
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TABLE 11.1 Approximate numbers of suppliers to the major buyers (as at January 2000)

Major buyer Number of suppliers

Asda 2,000
Safeway 2,000
Sainsbury 2,400
Somerfield 1,600
Tesco 2,600

Source: The companies.

11.6. These suppliers range from large multinational conglomerates, with worldwide sales of over
£25 billion, through national groups to specialist cottage industry providers, with sales of under
£1 million. 6.5 per cent of the SSQ respondents were independent companies with an annual turnover of
less than £1 million.

11.7. An analysis of the UK sales quoted by respondents to both questionnaires is given in Table
11.2. The way the samples were selected means that these figures overestimate the proportion of larger
suppliers.

TABLE 11.2 Distribution of questionnaire respondents by turnover

Annual turnover  Suppliers
£m %

0-1 13.6
1-10 36.4
10-50 29.1
50-100 8.5
100-250 4.8
250-500 3.3
Over 500 4.5

Source: CC survey.

11.8. Suppliers of branded goods want wide distribution for their products, and hence generally seek
to trade with all the multiples that sell them. However, most suppliers of fresh fruit and vegetables, meat,
poultry and some retailers own-label chilled products appear to concentrate on trade with a limited
number of the main parties (often four or less).

11.9. Many manufacturers of branded goods also supply retailers own-label products, which
compete with the manufacturer’s branded products. Other manufacturers (including some of the largest
suppliers) are not prepared to supply both branded and directly competing retailers’ own-label products.
Some companies specialize in retailers’ own-label products and either do not produce branded goods, or
produce only secondary or tertiary branded products.

Dependence of supplierson main parties

11.10. As noted above, the main parties depend on suppliers for all the goods they sell; and sup-
pliers, in theory, have the option of selling to retailers other than the main parties. In practice, however,
most suppliers sell most of their output to the main parties. For example, the largest four main parties
account for over 70 per cent of the UK sales of the two major competing brands of washing powder,
Persil and Ariel. Many smaller suppliers are dependent on a single multiple for al their sales (‘solus

supply’).

11.11. The main parties and their suppliers gave very different views on their interdependence. We
were told by some of the main parties that they were much more dependent on certain suppliers than the
suppliers were on them, especially where ‘must stock’ brands were concerned. However, a typical
response from one supplier was that, whilst it might be in a position of equal power if it only produced
the ‘must stock’ brands, the main parties were able to exert pressure during price negotiations on all the
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supplier’s products by threatening to delist some of its more peripheral brands. In addition this supplier
pointed out that each of the largest main parties accounted for up to 20 per cent of its total business,
while the supplier’s business represented a very small proportion of the total business of each of these
multiples.

11.12. Some main parties made the point that individual UK retailers purchased a very small part of
the total output of large multinational companies. For example, in the year to June 1999, Procter &
Gamble had worldwide sales of about $38 hillion (about £24 billion). Procter & Gamble UK sales
(excluding snacks and soft drinks) were about £1.2 billion—some 5 per cent of the parent group
turnover. Sales to UK multiples represent about 3.3 per cent of worldwide sales, with the largest (Tesco)
representing 0.85 per cent. However, the emergence of global retailers is changing these proportions. For
example, Asda in the UK amounts to 0.47 per cent of Procter & Gamble's global sales, but sales to the
Asda/Wal-Mart group now amount to approximately 13 per cent of Procter & Gamble's global sales. It
should also be noted that large suppliers invest considerable sums in their major brands, and it is an
essential part of their strategy that nationally promoted brands are widely available, particularly at the
large retailers which account for 10 to 20 per cent of their potential UK sales.

11.13. Some large UK suppliers which were members of multinational groups said that price nego-
tiations were managed independently of their parent groups.® One such large supplier told us:

Price negotiations take place on a ‘by product’ basis. It is extremely difficult to leverage
negotiation power using size of business in another area as a lever; in some cases to do so
could be considered unlawful. In fact there is an argument that a smaller producer of non-
strategic products may face less pressure on issues such as overriders, as customers will
expend more effort on the larger suppliersto offer potentially greater benefitsin key areas.

11.14. Sdesof the LSQ respondents were analysed to show their relative dependence on their largest
customers among the main parties (see Table 11.3). For example, sales to respondents’ largest three main
party customers? accounted for between 48.7 per cent and 100 per cent (69.7 per cent on average) of their
total sales to the main parties. The same customers accounted for between 19.1 and 100 per cent
(56.4 per cent on average) of their total UK sales.

TABLE 11.3 Dependence of large suppliers on their largest main party customers

per cent
Percentage of sales Percentage of UK
to main parties retail sales
Main party
customers Average  Minimum | Average  Minimum
Top 1 38.4 18.3 322 8.1
Top 2 56.9 35.1 46.8 14.4
Top 3 69.7 48.7 56.4 19.1
Top 4 79.1 60.1 63.3 21.9
Top 5 86.2 70.4 68.5 23.7

Source: CC analysis of supplier information.

Note: Maximum percentage is 100 per cent in all cases.

11.15. Table 11.3 indicates a considerable dependence for an average large supplier, athough the
degree of dependence varies for suppliers in different sectors. Generally, suppliers of fresh produce
appear to be most dependent on their largest main party customers for their sales. Those who supply
alcoholic and non-alcoholic beverages, confectionery and snacks are the least dependent on the main
parties.

“This may be changing; see paragraphs 11.81 and 11. 82.
*Thisincludes afew suppliers with only one or two main party customers.
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11.16. Large multinational companies constitute a small proportion of the total number of suppliers.
We explored this issue further, using Tesco data, since it was the largest of the main parties. From a
Tesco list of suppliersfor the financial year ending February 1999, we excluded the largest supplier since
it supplied tobacco products, which are not groceries.> This left 2,619 suppliers and £9.3 billion of
purchases.

11.17. Typically, Tesco represents 20 to 30 per cent of the main party sales of large suppliers, which
trade with most of the main parties. Smaller suppliers often trade with a limited number of the main
parties and for them Tesco may represent a higher proportion of their sales. Tesco is the only main party
with which a number of these suppliers, both small and large, trade.

11.18. Tesco's largest supplier of groceries supplies 2.7 per cent of its total purchases. Only eight
suppliers have sales representing 1 per cent or more of Tesco's purchases, and only 230 suppliers have
sales representing 0.1 per cent or more. The median supplier (by value of goods supplied) sold Tesco
£220,000, which represents 0.0024 per cent of Tesco’stotal purchases.

Concernsof suppliers

Suppliers views on the relationship

11.19. We asked suppliers about their relationships with the main parties. The responses are sum-
marized in Table 11.4. The larger suppliers were asked to comment on main parties individualy,
although some preferred to provide aggregated answers. About 40 per cent of the respondents included
individual Co-ops in their figures, and these are reported separately from the respondents who counted
all Co-ops as a single entity in their figures. Smaller suppliers were asked to provide only a composite
answer.

TABLE 11.4 A summary of suppliers’ views of their relationships with main parties

per cent
Larger suppliers Larger suppliers
which combined which included Smaller
Co-ops individual Co-ops suppliers*
Excellent 11 5 11
Good 50 54 49
Acceptable 35 36 33
Fairly poor 5 5 4
Bad 0 1 1

Source: CC survey.

*2 per cent did not respond to this question.

11.20. In all three samples about 60 per cent of relationships were classed as good or excellent,
35 per cent as only acceptable, and 5 per cent as poor or bad. This suggests a high degree of satisfaction
generally, although there may be a biasin the replies, in that any suppliers with poor or bad relationships
with their main party customers are unlikely to remain suppliers for long.

11.21. Despite the favourable view of the relationship given by suppliers in response to these ques-
tions, answers to other questions and additional comments made by suppliers indicated that there were
severa areas of major concern, which are discussed in detail later in the chapter. In addition, we received
a considerable number of submissions from suppliers and supplier associations in response to our initial
reguest for information. The majority of these were critical of the main parties, usually generically, and
some were extremely hostile. In the hearings that we held with suppliers and their representatives, many
concerns over the behaviour of the larger main parties were raised, although some large suppliers that we
saw said that relationships were generally satisfactory.

Main parties were asked to exclude petrol, clothing, DIY products and financial services suppliers. There was no easy way to
exclude all non-reference sales and excluding the principal tobacco supplier will leave other non-reference suppliers. However, this
isnot believed to have had a material effect on the analysis, which is only intended to be indicative, and will already be out of date.
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11.22. Most suppliers were extremely concerned that their submissions and comments should be
kept confidential. Many refused to give evidence or to complete our questionnaires unless we were pre-
pared to guarantee confidentiality and many more refused to identify the relevant main parties (see
Appendix 11.1). Even large multinational suppliers expressed concern. Overall, there was a general
climate of apprehension. Some suppliers expressed what appeared to be very real fears that any hint of
involvement in our inquiry would threaten the existence of their commercial operations. We learnt, for
example, that Sainsbury had written to its suppliers telling them of our request for alist of its suppliers.
The letter informed recipients that they should be aware that their names had been submitted to the CC,
and that they might hear directly from us. It assured them of Sainsbury’s continuing commitment to its
suppliers. Sainsbury told us that it had written the letter because it had identified concerns among
suppliers as to the impact of our inquiry, and out of courtesy to those whose names had been provided.
This seemed to us a perfectly reasonable course of action. However, we received some calls from recipi-
ents of the letter, suspecting ulterior motives on the part of Sainsbury.

11.23. We assured suppliers that we would maintain their confidentiality in so far as we were able,
since it was clear to us that, without such an assurance, we would have had the greatest difficulty in
collecting any evidence whatsoever. Even so, many suppliers refused to submit evidence or complete our
guestionnaire.

11.24. Suppliers believe that the balance of power is generaly tilted firmly towards the main parties.
For example, we asked suppliers about their negotiating strength in the event of a dispute. Only 27 per
cent of large suppliers and 15 per cent of smaller suppliers responded that their negotiating position was
adequate.

11.25. As noted above, many suppliers are small compared with the main parties, and are heavily
reliant on the major buyers. But subsidiaries of large multinational companies, too, argued that it was
extremely difficult to attempt to leverage negotiating power in product-by-product price negotiations,
and said that there was little they could do against practices of main parties such as unilaterally deducting
amounts in dispute from invoices.

11.26. Many suppliers commented on the purchasing power of the main parties, their ability to drive
down suppliers’ prices to uneconomic levels and what they saw as their general high-handedness. A
consultant to the packaging industry noted that ‘the degree and variety of pressure upon the suppliers was
extremely alarming—all complied with the retailers demands because of the dread of de-listing’. (See
paragraphs 11.48 to 11.55 for a discussion of delisting.) A small supplier commented: ‘ The power of the
multiples, and especially of young (c.25/28) buyers, without experience, is frightening. [They have] the
power to dictate prices and margins, display or not, allocate space and threaten covertly. It's why we
would never alow more than 15 per cent of turnover to be supplied to multiples.” Suppliers organiza-
tions were often more willing to speak than small suppliers. One commented that the main parties:

... talk about partnerships, but these do not exist, and they ruthlessly erode suppliers’ mar-
gins with no consideration of the damage they are doing to that company or its employees.
Multiples switch their buyers around every six to twelve months in order that relationships
and loyalty to suppliers can be avoided. The new buyer is given carte blanche to de-list
suppliers, who are frequently treated with complete contempt.

Another said that:

. many of our individual members are extremely reluctant, or refuse point blank, to
comment on specific cases. Many of these organisations have 40, 50, 60 or even 70 per
cent of their sales with a multiple. The resultant power that the multiples have is huge.
This power is often rested in the hands of a small buying team, often young, who are
changed at short notice routinely. This makes it extremely difficult to maintain stability
within the industry.

11.27. One supplier said that, over recent months, it had been asked by one multiple to make three
separate cash contributions. the third, by telephone, was for a sum in excess of £100,000 and was
claimed by the multiple as ‘a contribution towards profits’. The supplier said that the same multiple had
introduced other charges, none of which had been negotiated and all of which had been deducted from
the next payment. There had been no recourse to complain for fear of ‘upsetting the relationship’. The
supplier added that it had been directed by the multiple to use a specified distributor, even if this meant
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breaking an existing contract with another company. In supporting its claim for anonymity, the supplier
said that it would be commercial suicide for any supplier to give atrue and honest account of all aspects
of relationships with retailers.

11.28. For more views of individual suppliers see Chapter 15.

Main parties views on the relationship

11.29. The main parties were generally content with their relationships with suppliers. For one, it
involved a more collaborative style of trading as a consequence of having joint and long-term objectives.
This created a partnership approach with suppliers based on mutual respect. A few main parties told us
that they encouraged and assisted smaller or local suppliers, and those with particular difficulties, during,
for example, the BSE crisis (see also paragraphs 11.140 to 11.161). Asdatold usthat it had sourced al its
fresh beef from the UK and reduced the price of beef significantly. Tesco said that it had reduced
payment terms to beef suppliers during this period and given other improved payment terms to suppliers
to help them through cash-flow problems.

11.30. The main parties, on the whole, acknowledged that minor disputes, or differences, with
suppliers occurred from time to time, but they said that these were usually resolved at an appropriate
management level, through discussion or negotiation. They said that it was extremely rare for lega
departments to become involved, a point confirmed by suppliers.

Specific practices of concern to suppliers
11.31. Onthe basis of information given to usin response to our initial invitation to comment on the
inquiry, we asked suppliers to what extent any of the main parties that they supplied engaged in certain

practices. The responses of larger suppliers are summarized in Table 11.4; those of smaller suppliers are
summarized in Appendix 11.2.

TABLE 11.5 Practices engaged in by main parties: responses from the LSQ

per cent
Fairly No
Practice Never Rarely Sometimes often Often answer
Delay payments by 15 days more than terms 44 33 18 2 2 2
Delay other amounts due by more than 15 days 32 34 22 7 4 2
Break other contract terms 39 30 12 4 0 16
Change quality agreed without adequate notice 58 25 11 0 0 7
Change other agreed requirements without
adequate notice 35 19 26 7 2 11
Threaten delisting without reasonable cause 21 42 32 2 0 4
Require charitable contributions to be made 32 16 37 9 4 4
Require payments/discounts when main party’s
profit from products is less than the main party
expected 26 25 30 11 5 4
Require buyback of unsold goods 47 35 11 4 0 4
Make deductions from returns to cover wastage 54 23 12 2 4 5
Impose slotting charges 44 11 18 5 16 7
Charge for any shelf space 49 19 18 4 7 4
Charge for listing 37 19 25 9 5 5

Source: CC survey.

11.32. Table 11.5 and Appendix 11.2 (Q32) show that, on average, 55 to 60 per cent of the suppliers
which answered these questions had some experience of these practices and 30 to 35 per cent experi-
enced them on a more regular basis. Respondents believed that all the identified practices were engaged
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in by some of the main parties, with varying frequencies. Some practices will not apply to all categories
of supplier.® Hence, the overall percentages may be considered significant.

11.33. In our questionnaires to suppliers, we used the term ‘require’, for example, in respect of
charitable contributions. Some of the main parties had said in their response to the main party question-
naire that they might request such contributions but would not require them. When we subsequently put
specific practices to main parties (see paragraph 11.36), we used the term ‘require or request’.

11.34. In their responses to our questionnaires, a large number of suppliers volunteered additional
practices of concern, including: the deduction of costs from invoices payable without prior agreement;
changes to agreed promotions at short notice, leading to increased costs for suppliers; sole use of service
providers designated by the main parties for packaging, |abelling and haulage, from whom the main party
received a payment; deductions and payments of advertising allowances and overriders (see paragraph
11.89); ad hoc requests for cash payments by main parties, and delisting (see paragraphs 11.48 to 11.55)
for a variety of reasons including replacement of branded product by the retailer’s own-label and as a
result of category management (see paragraph 11.67). Other comments suggested that main parties
tended to favour large suppliers, that there was coercion of suppliers into exclusivity arrangements, that
main parties imposed supply chain changes which reduced the main party’s costs but increased the
supplier’s costs, and that there were unwarranted administration costs for handling consumer complaints,
coupled with little or no documentation about the alleged complaints.

11.35. There was little difference between the responses from larger and smaller suppliers on these
matters.

11.36. Asnoted in paragraph 11.22, many suppliers were concerned about confidentiality and so did
not identify which of the main parties carried out each of the above practices, athough the indication
from the questionnaires was that most main parties adopted some of them in relation to some of their
suppliers. Hence, we were aware that these kinds of behaviour were widespread, but did not know which
of the main parties were involved. To overcome this problem, we listed 52 specific practices, each raised
by a substantial number of suppliers, and sent it in a questionnaire to the main parties, asking them which
of the individua activities they had carried out during the five years to 31 December 1999. Provision was
made for explanatory comments as and where the recipients felt them to be helpful or necessary.
Additionally, in the relatively few cases where a small supplier was prepared to criticize an individual
multiple, these were shown to the main party concerned, without naming the supplier. The main parties
response to our questionnaire and their comments are set out in Appendix 11.3. A summary is shown in
Table 11.6. The table excludes a number of practices which the parties did not acknowledge, but which
their additional comments suggested that they had carried out, at least in some circumstances (see
Appendix 11.3 for details).

Changes in quality standards apply mainly to retailers own-label and fresh produce suppliers, whereas slotting/shelf space and
listings charges generally apply to suppliers of branded products.
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TABLE 11.6 Summary of responses to the list of 52 practices

Number of
practices
acknowledged

Aldi 6
Asda 29
Booth 21
Budgens 27
Co-ops 23
Iceland 14
M&S 3
Morrison 19
Netto 15
Safeway 23
Sainsbury 13
Somerfield 19
Tesco 7
Waitrose 11

Source: The companies (in many cases subject to comments).

11.37. With the exception of Tesco (and, to a lesser extent, Sainsbury), there was a high degree of
correlation between the complaints of suppliers and the responses of the main parties.

11.38. Tesco, in common with some other main parties, drew a distinction between what might have
happened occasionally or in error as against its company policy or standard practice. In its initial
response, it said that it had responded on the basis of company policy or standard practice. It said that it
had carried out some of the practices but we noted that these were fewer in number than for other main
parties. We therefore asked Tesco to confirm its response by resubmitting the list and identifying which
practices it had actually engaged in during the previous five years. Tesco said that it was difficult for it to
answer ‘yes to descriptions that did not match its behaviour and which buyers did not recognize, but on
this basis it had engaged in a further four practices, though each of these had been an infrequent or rare
occurrence. This took its total to 11, reducing, but not eliminating, the inconsistencies between Tesco's
response and the complaints of suppliers.

11.39. We put to Tesco four specific complaints concerning practices where we had documentary
evidence:

(a) A suppliers’ representative body brought to our attention a letter from Tesco sent to a packhouse
instructing that produce from either of two growers that had previoudly, but no longer, supplied
Tesco was no longer to be used in any facility used for Tesco produce. Failure would result in
immediate suspension of the packhouse’s business with Tesco. The suppliers representative
body told us that the produce had become scarce a couple of weeks earlier because of cold
weather; the growers had told their packer that they could not supply him because the price he
was offering was too low and Tesco had then sourced the produce from other outlets at a higher
price. Tesco told us that its buyer decided that the quality of produce from these two growers was
inadequate and that they were no longer going to supply Tesco. Concerned that the quality going
into that packhouse for other retailers might find its way into Tesco’s supply chain, the buyer had
instructed the packhouse not to take produce from these growers. Tesco said that the buyer had
no intention of depriving other retailers of stock but was attempting to ensure that products from
a supplier with which he had ceased trading did not enter Tesco’s order. As this represented a
departure from company policy, the buyer concerned had been reprimanded (see also Appendix
11.3, Table 1, Practice ID33).

(b) We weretold that a general store in Tredegar had begun undercutting an adjacent Tesco store on
the price of bread, supplied to both outlets by a local bakery. The Tesco store manager had
allegedly threatened to cancel its contract with the bakery if it did not persuade the general store
to increase its price. The general store has since ceased trading. Tesco said it appeared that,
following customer complaints, the store manager had spoken directly to the bakery regarding
the price differential between Tesco and a nearby store. The bakery subsequently contacted
Tesco's Buying Manager to clarify the situation. Tesco assured the supplier that Tesco would
continue to carry its products, and would in no way attempt to dictate its trading terms with other
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retailers. Tesco added that the store manager in Tredegar at that time was no longer in its
employment. It said that it took such complaints seriously. Such behaviour would be against
company policy and practice and, therefore, unlikely to happen.

(c) We received a copy of aletter from a Tesco to its suppliers in which it informed them that there
were too many invoice queries due to suppliers not invoicing at the correct case cost. The letter
said that, in future, if these queries continued after suppliers had been contacted, an administra-
tion charge would be raised to cover the costs incurred within Tesco. These charges were as
follows: £1,000 for the same query two weeks running, and £1,000 for every week thereafter
until resolved. Tesco said that the letter was a notification of a proposed administrative charge in
the event of persistent invoice errors. No such charge had actually been deducted from any sup-
plier. Suppliers were warned of Tesco's intention to seek compensation for specific errors or
omissions on their part. They then had the opportunity to enter into discussions about the reasons
for and levels of such payments. (See Appendix 11.3, 1D12.)

(d) Muskaan Limited, a small supplier of ethnic foods, now in receivership, said that one of Tesco's
‘Category Managers had written to the company, in respect of a price-marking problem on an
item supplied in the Republic of Ireland (which is not within our terms of reference), to the effect
that Tesco would impose fines of £10,000 per product ‘in order to focus your business on getting
deliveries right in the first place’. Tesco told us that the parameters within which deductions for
errors or omissions by suppliers were made were known to suppliers. It said that where errors
had occurred, suppliers had been warned of Tesco's intention to seek compensation. Tesco con-
firmed that |etters of the same sort had been sent to suppliers of groceriesin the UK.

11.40. Tesco told usthat it had not, in the time available, been able to consult all the buyers who had
worked for it over the five-year period. Some of the other main parties told us that, concerned by what
we had identified as the level of discontent among their suppliers, they had gone to great lengths to ascer-
tain buying practices.

11.41. Another practice brought to our attention during our inquiry concerned Safeway. In
November 1999, Safeway, prompted by a desire to improve availability of key products, decided to
guarantee the availability of 1,000 of its most popular lines. It wrote to the suppliers of those lines asking
for a payment of £20,000 per line to help finance, it said, investment in store wages, stockholding and
wastage costs. The National Farmers' Union told us that for suppliers of more than one line, the contri-
butions sought were extremely large, and that for small businesses depending on contracts with one or
two retailers for their viability the impact would be devastating. Safeway told us that, if sales growth
projections were achieved, its suppliers would get a healthy return on this investment very quickly.
Where a product line was supplied by several suppliers the contribution Safeway was seeking from each
was far less than £20,000 and was being resolved by negotiation. Safeway added that there was no ques-
tion of this scheme being imposed on anyone. It was, and would remain, a voluntary scheme. If any sup-
plier felt he could not support the scheme, Safeway would withdraw his product and no penalty of any
kind would be imposed.

11.42. There were some activities where we had complaints from suppliers naming a main party, and
where we put the details to the main parties concerned anonymously, but which the main party concerned
maintained that it had not engaged in. There were nine such activities in the case of Tesco and three for
Sainsbury, which had also responded to our list on the basis of company policy.

11.43. It was apparent that several of the practices complained about by the suppliers were fairly
widespread. Specifically there were 20 practices which five or more of the main parties indicated they
had carried out at sometime, if not systematically. Full details are set out in Appendix 11.3.

11.44. A number of the main parties criticized our approach. Their comments are given in Appendix
11.3.

The nature of therelationship

11.45. Having set out the concerns of suppliers in some detail in the previous sections, we now
examine the nature of the relationship between supplier and multiple and how it works in practice.
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Buyers

11.46. The main parties almost invariably conduct their dealings with their suppliers at corporate or
head office level; only rarely are store managers empowered to purchase locally. Suppliers deal directly
with buyers specializing in particular products or product ranges. Buyers typically operate under a trad-
ing or senior manager and are the initial decision-takers in terms of both supply and price. Buyers are
directly responsible for the commercial relationship with each supplier and generally have regular con-
tact with principal suppliers on a daily or weekly basis. Continuity is an important element in maintain-
ing a good multiple/supplier relationship. However, individual career development means that buyers are
moved to different product ranges periodically, sometimes every 12 months.

11.47. Asda and Tesco told us that where buyers were given financial or other incentives over and
above a sdary, these were not related directly to their buying activities but involved participation in the
relevant company profit-sharing scheme. Asda said that bonuses for its buyers were based on cash mar-
gins. Lower prices resulted in more customers which, in turn, resulted in higher sales. Sainsbury said that
bonuses were linked to corporate profit before tax. Safeway said that it operated a cash and shares bonus
scheme for senior buyers if certain sales and profit targets were met. It was similar to its corporate
scheme.

Supplier lists

11.48. Theterms'listing’ and ‘delisting’ (of product or of suppliers) are regularly used in the indus-
try. The terms are somewhat ambiguous since, contrary to the suggestions of some suppliers, none of the
main parties said that they maintained a list of suppliers, either formal or informal, such that appearing
on it was a prerequisite of being able to supply. They maintained working lists of current suppliers; but
most said that they were content to talk to, and to deal with, new or former suppliers. Likewise, the main
parties said that, generally, they did not charge suppliers as a pre-condition for being on the multiple’'s
list of suppliers.

11.49. Suppliers used the terms ‘listing’ and ‘delisting’ to describe the decision by a main party to
stock, or cease to stock, their products. In the case of a small supplier, which sells only afew linesin a
single product category, delisting of its lines could also be said to result in the delisting of the supplier.
Some of the larger suppliers suggested that some main parties, from time to time, had indicated that they
were considering delisting product(s) in order to win an improvement in terms from the supplier. The
improvement sought could be in an unrelated area.

11.50. Delisting was a principal concern of suppliers—even the largest. Frequently, manufacturers
of branded goods said that they already had the widest possible distribution, and if a mgjor product were
delisted, they would be unable to find additional outlets. In addition, the main parties represented a high
proportion of their sales. For many product lines, the main parties can instead sell a competing brand or
their own brand.

11.51. One major supplier said:

As the major multiple retailers now provide a significant proportion of available retail
outlets and account for a high proportion of consumer sales, distribution of our productsin
these outlets is necessary for the success of our business strategy. The loss of access to a
major multiple retailer would be very difficult, if not impossible, to replace and would
have an impact on the successful implementation of our business strategy which ... is
crucially dependent on access to wide distribution. Increasing concentration of the UK
retail environment, both through the reducing importance of the independent sector and
through mergers of the multiples, increases this effect, as the lack of access to any given
multiple retailer takes on increasing importance in the overall business.

11.52. Suppliers of short-life goods may be dependent on a few multiples. Many believed that the
main parties were trying to reduce their supplier bases, a fact confirmed to us by some of the main par-
ties. Manufacturers of retailers own-label products are, of course, totally dependent on the main parties
for sales of those products.
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11.53. The main parties gave several reasons for the discontinuation of product lines, including: lack
of customer demand, manifested by low sales; inadequate quality; the identification of a substitute prod-
uct or aternative supplier, giving improved value; product availability; health scares, EC policy influ-
ences; and the supplier’s inability to meet recipe modifications for own-label products, for example the
exclusion of genetically-modified ingredients.

11.54. Mogt of the main parties said that, for a variety of reasons, they had taken decisions during
the past financial year to cease trading with some of their suppliers. The number of suppliers affected
varied from multiple to multiple. Sainsbury had ceased trading with less than 100 suppliers and Safeway
with 93 (Safeway added that this represented less than 5 per cent of the total and might include changes
of name, merger or consolidation within its supply base). At the other end of the scale, Booth had ceased
trading with four and Budgens with seven suppliers. Tesco told us that, whilst it had ceased trading with
63 suppliersin the last financial year, it had begun trading with about 300 in the same period. Some main
parties added that these numbers were generally in line with those in the previous five years.

11.55. Responses by the main parties suggested that the amount of |ead-time or notice given to sup-
pliers when introducing or discontinuing a product line varied widely. One had a published system of
lead-times for launching a product into its stores, typically three to four weeks for fresh food and eight
weeks for ambient products. Other respondents suggested periods of up to six months, and similar
periods were reported for discontinued lines and major marketing programmes.

Contractual arrangements

11.56. Full written agreements between the main parties and their suppliers are unusual. Day-to-day
negotiations (particularly on price and quantity) are usually conducted orally. Some of the larger main
parties told us that full written agreements were not generally applicable in this industry; the large
numbers made detailed individual legal contracts impractical. Tesco said that supermarket retailing was
characterized by highly efficient and developed channels that, in turn, necessitated a certain kind of con-
tractual relationship between retailers and suppliers. With computerized sales-based ordering and EDI,
the relationship with suppliers was about a constant series of interactions, with volumes and delivery
dates being confirmed electronically. Safeway did not accept any adverse effects arising from its conduct
towards suppliers but acknowledged that there were concerns, especially among smaller suppliers,
regarding their relationships with multiple grocers. For some of the main parties, standard terms and
conditions, covering routine legal issues such as insurance, title to goods and risk, were in place but
specific terms for individual suppliers, which depended on the nature of the product, covering quality,
volume, specification, delivery date or price were often oral. Suppliers supported these statements and
suggested that moving towards written contracts might assist them.

11.57. Onelarge supplier summarized the contractual situation as follows:

The vast majority of sales are made to multiples under informal contracts where only the
price, time of delivery and order specification are readily identifiable terms and conditions
agreed between the parties. Products are supplied subject to day to day orders. Invariably,
in the case of both branded and own-label product supply, standard terms of each party are
exchanged during the course of trading, but a battle of forms effectively exists with neither
party formally agreeing a particular set of contract terms. On occasions, retailers circulate
their standard terms and conditions for signature by suppliers but suppliers generally raise
amendments and no agreement is concluded. Matters such as credit terms and promotional
activity are often agreed orally between retailer and supplier. Where issues arise between
retailers and suppliers, or the retailer requires an amendment to the specification or an
order (other than the specified price, delivery time etc), such matters are settled in the
course of day to day business relations between the parties.

11.58. Contracts tend to be open-ended or ongoing and there is no standard length to them. Four
weeks' notice is normal to terminate the arrangements, although longer periods of between three and
eight months for dairy produce are given; for retailer's own-label products, three months is not uncom-
mon. For fresh produce suppliers, agreements on price are usually on a week-to-week basis. Generaly,
the size of supplier does not influence the amount of notice required. Notice periods from suppliers are
uncommon.
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11.59. We asked larger suppliers how satisfied they were with their contractual arrangements (as
opposed to their general relationship) with retailers. Less than 20 per cent were prepared to comment on
individual main parties, the remainder commenting generically. Hence a detailed analysis by each main
party was not feasible. Overall, larger suppliers graded 2 per cent of their contractual arrangements with
the main parties as ‘excellent’; 34 per cent as ‘good’; 54 per cent as ‘acceptable’; and 10 per cent as
‘fairly poor’. There were some variations between categories of supplier. For example, the alcoholic
beverage suppliers graded 54 per cent as ‘acceptable’ and 46 per cent as ‘fairly poor’, while the
chilled/frozen food suppliers graded 2 per cent as ‘excellent’, 23 per cent as ‘good’, 74 per cent as
‘acceptable’ and 2 per cent as ‘fairly poor’.

Retailers own-label suppliers

11.60. The main parties relationships with their suppliers of own-label groceries appear rather
different in several important respects from relationships with suppliers of branded goods. The commis-
sioning multipleis given universal access to the manufacturing processes involved, and main parties told
us that they needed to keep a degree of control over quality assurance since their reputations were at
stake (see paragraph 11.119). Own-label manufacturers are either required or encouraged to innovate and
to develop existing products, frequently in conjunction with the multiples themselves. Intellectual
property rights vary according to the source of the new product. In general, ownership appears to depend
on the source of the innovation, and might cover only aspects of the product such as artwork or
packaging, in particular where own-label goods with copyright logos or trademarks have been involved.
However, one supplier of retailers’ own-label products suggested that it had spent expensive specialist
time developing product formulations but that obtaining formal recognition of this was difficult and
confirmation of formulation ownership in such circumstances was rarely achieved. It was concerned that
formulations which it had devel oped had been subsequently given to others who might then offer themin
direct competition.

11.61. Some suppliers suggested that the main parties used branded manufacturers, both large and
small, as a source of innovation and ideas for new products which they then copied. They said that new
ideas were given trial listings, normally in a few stores. If atrial were successful, some multiples would
launch their own-label imitation of the product, often using almost identical packaging and recipes. This
inevitably resulted in lost sales for the original brand, the suppliers said, at worst resulting in delisting.

11.62. Main parties generally insist on exclusivity of supply for their own-label products (that is, that
they should not be supplied to other retailers in different packaging). Some of the major own-label pro-
ducers supply very similar products to different retailers. Such a requirement was exceptional for sup-
pliers of unbranded goods. The volume of a particular product required will sometimes mean that a
supplier is unable to supply more than one main party at any given time.

11.63. Some main parties told us that it would be possible to change the source of supply of their
retailers own-label products, but the long-term nature of such relationships and the potential costs
involved in, for example, technical approval, packaging design and clerical processing would discourage
change. Conversely, some main parties said that changing suppliers of unbranded, particularly com-
modity, products would be relatively easy.

Efficient consumer response and category management

11.64. A major development currently under way in supplier/retailer relationships is ECR. Thisisa
process whereby suppliers and retailers work together in order to reduce inefficiencies in the supply
chain, particularly in logistics. The emphasis is on determining consumer needs and reacting to them,
rather than persuading consumersto buy what is available.

11.65. ECR was developed in the USA and is more established there, but has received growing

acceptance in Europe. ECR Europe is aforum for retailers and suppliers across Europe who are involved
in ECR. It hasidentified three key aspects of ECR:
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(a) Demand management, where categories of goods are defined consistently by retailers and sup-
pliers, and both jointly manage product categories as business units, coordinating promotions,
ranges and product introduction.

(b) Supply management, which involves integrated systems to facilitate the scheduling of produc-
tion, continuous replenishment (minimal inventories) and automated store ordering.

(c) Enabling technologies, which is the use of systems such as EDI and electronic funds transfer to
support the integration and coordination implied in the two above.

ECR Europe summarized the objectives of ECR as ‘working together to fulfil consumer wishes better,
faster and at less cost’.* Large benefits are claimed for ECR. Further information is given in Appendix
11.4.

11.66. ECR has not been universally adopted by the main parties, although several of them said that
they subscribed to its general principles. Asda said that ECR was, essentially, delivery of consumer satis-
faction and enhancing of business performance. Key elements were an understanding of, and response to,
consumer demand, together with efficient operation and collaborative working through the supply chain.
Tesco told us that it applied basic ECR principles across the whole of its supply base. It had attempted to
design systems with low I T investment needs so that they could be extended to all suppliers, and to make
entry to EDI as easy as possible for suppliers of all sizes. For Tesco, ECR was the basic building block to
be applied to supplier relationships across the scale. Sainsbury said that it had been able to implement
ECR ideas to increase efficiency. Safeway said that it used predicted consumer demand as the main
driver of its sales-based ordering system. A supplier information system was one example of how it had
jointly improved retailer/supplier communications. It added that the commissioning of its three UK price
consolidation centres had improved the efficiency of the produce supply chain.

11.67. The supply management and IT aspects of ECR are relatively uncontroversial (see Chapter
10). In this section, we concentrate on demand management and, in particular, its central activity, which
is category management.

11.68. The IGD defined category management as ‘the strategic management of product groups
through trade partnerships, which aims to maximize sales and profits by satisfying consumer needs'.
These principles can be applied in a variety of ways, and the IGD noted that each retailer adopting
category management had developed its own unique approach. ECR Europe's definition is ‘category
management is a retailer/supplier process of managing categories as strategic business units, producing
enhanced business results by focusing on delivering consumer value'. A category is ‘a group of products
that satisfy a consumer need. Products may be grouped into categories on a purely product based
approach or on the basis of where they are consumed or occasions on which they are purchased’ .

11.69. In broad terms, category management entails a leading supplier being responsible for
analysing data on consumer preferences; identifying the best means of meeting these; determining the
most effective ways in which suppliers can provide the relevant products, in terms of range and alloca
tion of space; and advising the retailer accordingly.

11.70. The ultimate extension of category management is for one manufacturer to be a category
‘captain’ and take on the organization of the category itself. For example, we heard that, in the USA, the
account managers of Wal-Mart's leading suppliers worked full time at the retailer's offices. These
account managers helped manage the category.® This has problems, though, since determining the opti-
mal profitability of the category for aretailer involves assessing the profitability of each line stocked and
might result in removal of some of the category captain’s own brands or products. This could generate
conflicts of interest and requires, therefore, a considerable degree of honesty and objectivity from the
category captain.

11.71. Concern has been expressed that category management, whilst reducing costs and improving
efficiency, is not without a (potential) cost to competition. The European Commission noted” that

*Quoted in Category Management in Action, IGD, 1999.

2See footnote to paragraph 11.65.

3see footnote to paragraph 11.65.

“Green Paper on Vertical Restraintsin EC Competition Policy, 1997.
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modern distribution techniques tended to consolidate the national delineation of markets, as increased co-
operation between suppliers, distributors and retailers in a country, through the use of information
technology and a close coordination of logistics, led to a greater investment in the relationship between
the parties. Hence, it could act as a barrier to entry for new, particularly foreign suppliers. In addition, it
said that modern distribution techniques tended to consolidate the position of the number one and two
brands in the market, where less strong brands were delisted and replaced by the retailer’s own-label
goods.

11.72. Many larger suppliers were involved in category management (almost 80 per cent of the
respondents to our LSQ had experience of it), although many stressed that at most they were category
advisers, not managers. Some were enthusiastic, and a number attributed improvements in their relation-
ship with the main parties to (joint) participation in category management projects. Some suppliers said
that they would always prefer to be selected for a project, rather than have a competing supplier selected,
despite the additional resource cost and effort involved.

11.73. Some suppliers raised concerns about category management. First, participation in category
management may give privileged access to sales data to one supplier, compared with its competitors.
Second, only the very largest suppliers would have sufficient resources to participate in projects simul-
taneously with all their major customers, giving them a potentially significant advantage. Some smaller
suppliers were concerned that category management, and consequent consolidation practices by the main
parties, were reasons for losing business, and could also act as a barrier to entry, especially for secondary
and tertiary brands. A trade association commented that when a category manager was appointed, this
was predictably the brand leader in that category. It added, ‘ This mitigates heavily against smaller sup-
pliers and the strong regional brands as unfair priority is given to new entrants to the market, with
regionality being streamed out’. A number of smaller suppliers believed that category management
favoured larger suppliers. One said: ‘ Category management will normally favour the larger, often multi-
national, companies and brands due to their greater resources and negotiating strength’. Another said:
‘The UK brand leader in cakes is allowed to control the cake section’. A third referred to the ‘delisting’
of some products as multiples moved all similar lines to a category manager, and a fourth said: ‘... cate-
gory management benefits the larger supplier who specifically dominates the category at the expense of
smaller suppliers'.

11.74. Some suppliers took a cynical view of their customers’ motives in adopting category man-
agement. In the IGD Category Management Survey, supplier comments included: ‘ Realistically, Tesco,
[Sainsbury] and Safeway fully embrace it—most other retailers are using the “badges’ of category

management but not the workings' and ‘ One or two are very good, the rest think it isthe latest “buzz”’.

11.75. For the future, many saw category management remaining central. For example, respondents
to the IGD survey said: ‘Category management will become the underlying process to the way com-
panies conduct business', and ‘ Category management will be the only way to work with major trading
partners and to shape/influence the future for the category to the benefit of the consumer’.

The policies of the main parties on treatment of suppliers

11.76. Tesco sent us a copy of a brief guide, designed to assist buyers in avoiding problems with
suppliers. It provided a checklist to be used when, for example, taking on or terminating business with
suppliers and advised on difficult supplier situations. The guide identified certain cases, such as small or
seasonal suppliers and those which had considerable reliance on Tesco, which had a greater sensitivity
and needed to be handled with care. The guide said that in such cases buyers were required to ensure that
contract terms were understood by suppliers and that care was taken in what was said to them, since this
might become part of the contract. The guide made it clear that there would be regular reviews of
performance; that buyers should respond promptly in writing to correspondence which might affect
original contract terms; confirm all important decisions in writing in advance; and keep a record of
communications. Guidance was given also on situations in which relationships with suppliers might be
terminated and on alternatives to termination.

11.77. Asda said that it prided itself on its good relationships with suppliers. It referred to its Stress
Buster booklet which was sent to al suppliers and which set out how Asda expected its relationships
with suppliers to function. Asda said that, to some extent, it operated a voluntary code of conduct of
which its suppliers were aware. Sainsbury told us that it was producing an internal code, or manual, for

243



buyers and that it was formalizing a process through which suppliers might lodge appeals. The manual,
which was finalized by the end of our inquiry, sets out Sainbury’s view on key stages in the supplier
relationship. These include responsibilities for selecting suppliers, trading terms and conditions, com-
muni cations, guidance on company policy on such matters as listing fees, discounts and supplier refunds,
supplier funding on promotions, third party involvement and problem resolution.

Alleged barriersto new suppliers

11.78. As part of their quest to satisfy customers, some of the main parties placed considerable
demands on their suppliers. For example, the ability to achieve the required product quality, and a capa-
city or potential for supply in volume, are essential prerequisites. There may aso be difficulties with
incompatible IT systems, creditworthiness, product development or innovation. As noted in paragraph
11.71, aspects of category management may act as barriersto entry.

11.79. One-third of the smaller suppliers which responded to our questionnaire said that barriers to
entry did exist, and just over one-quarter said that they had been affected adversely by them.

11.80. Larger suppliers gave varied and contrasting views about their particular product areas. Only
one-quarter indicated that there were no barriers to entry in their area. However, many responses were
qualified in accompanying text. One fairly common view was that although none of the potential barriers
we identified represented an insurmountable hurdle on its own, in practice a combination of hurdles
would be very demanding for a new entrant. Some respondents commented that retailers were willing to
listen to convincing rationales for innovative products, but examples of new product entries quoted
tended to be either from large companies (for example, Sunny Delight) or niche products (for example,
‘fair trade’ beverages).

| nternationalization

11.81. A further trend worthy of note is the growing internationalization of the main parties. Several
large suppliers said that main parties were seeking to negotiate at an international (for example, Europe-
wide) level, rather than negotiate separately in each national market.

11.82. One supplier told us that it was now in negotiations with the Wal-Mart/Asda group for the
supply of own-label products. It believed that, as the interests of retailers became ever more global, they
would increasingly demand global supply contracts. Another said that internationalization would inevit-
ably lead to formalization and standardization of trading relationships, and increased negotiating power
for the larger retailing blocks.

Pricing and discounts

11.83. Complaints by suppliers, especially those supplying fresh produce, meat products, dairy and
bakery products, included the low (in their view unreasonably low) prices for their goods. Some sup-
pliers suggested that unnecessarily low prices were exacerbated by the imposition of new procedures or
regulations whereby the main parties improved their own efficiency but at the supplier’s cost. Many
complained that they were forced to participate in the multiples’ promotions of a particular line, under
the threat of delisting. This meant selling at alower price and might even result in their selling at aloss.

11.84. 80 per cent of smaller suppliers told us that there were differences in the prices they obtained
from different retailers. Some suppliers indicated that they published price lists covering their major
business with main parties but, where these lists existed, the major parties frequently negotiated sub-
stantial across-the-board discounts.

11.85. 66 per cent of smaller suppliers said that the prices they obtained for their goods from the
main parties were at least adequate for them to maintain their business. 25 per cent said that they allowed
little more than break-even and 5 per cent (17 respondents in total) said that it was difficult to maintain
business. Of the 17, 14 supplied foods and 3 other goods, but the 14 were spread over a number of differ-
ent categories of food.
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Price negotiations

11.86. In paragraphs 11.24 to 11.26 we set out some of the concerns of suppliers about the way price
negotiations with main parties were conducted. We also asked the main parties how they viewed these
negotiations and whether negotiating strategy differed depending on the type of supplier. We were told
that generally price negotiations did not depend on the type of supplier, but on the product. The prices for
perishable goods tended to be influenced by market fluctuations and negotiations took place, for the most
part, on a weekly basis, whereas negotiations were less frequent for ‘must stock’ items where manufac-
turers had standard price lists. Asda said that there were quoted market values for fresh meat and that
prices were determined by basic market forces. It said that there were market prices also for produce but
these were driven more by global than national factors. However, the type of supplier aso appeared to be
significant. Sainsbury said that some multinationals insisted on limiting negotiations to discount levels
and the extent of support to be given for promotions. Tesco told us that, with powerful branded suppliers,
cost price negotiations would be driven by the fact that the supplier knew that retailers must stock the
product in question, and it was not viable to push negotiations to a point where it might be left without
the product; this would lead to customers shopping at other stores. It added that on such occasions sup-
pliers tended to show little, if any, flexibility on prices. In many cases, suppliers would simply present a
list of the new cost price with limited, if any, justification for increases. Tesco sought to obtain justifica-
tion for cost increases from al suppliers, but major brand owners tended to respond with differing levels
of detail or none at all. Tesco said that, with secondary/tertiary and own-label suppliers, retailers would
generally have more constructive discussions around cost prices.

11.87. The factors which some main parties saw as justifying paying lower prices to suppliers
included: increased volume; changes in suppliers' costs, currency exchange rate movements, and prod-
ucts under-performing; and the identification of alternative sources of supply. The most common reasons
for suppliers to seek higher prices were changes in raw materials costs, increasing supply costs and
exchange rate movements.

Discounts

11.88. Suppliers offered, and larger main parties sought, discounts as a normal feature of negotia
tions. Discounts, whether requested or offered, were usually volume or promotion related. Many sup-
pliers complained of discounts being sought, or even imposed, retrospectively.

11.89. Some suppliers said that the main parties used their negotiating strength to seek further dis-
counts or payments, including guaranteed and/or incentive discounts and overriders (discounts based on
sales volume and paid retrospectively by the supplier to the retailer), and that some main parties often
sought payment of incentive discounts even when they failed to achieve the target threshold. They might
also seek annual or quarterly payments for agreeing to annual promotion plans, listing fees, and contri-
butions towards the opening or refurbishment of stores.

11.90. The main parties varied in their approach to retrospective discounts. They were described by
one as a function of an established, ongoing and cooperative relationship, providing a mutual incentive
for both retailer and supplier to grow the business. Another said that suppliers used them as long-term
incentives to achieve negotiated targets. Some of the main parties, however, said that either there was no
role for retrospective discounts in their dealings with suppliers or that the role was limited, for example,
to promotional activities (see Appendix 11.3).

11.91. Suppliers frequently offered concessions on unit prices to the main parties, designed to
ensure, among other things, that currently stocked items continued to be listed. These typically took the
form of discounts, or promotional offers. Concessions were also given in order to secure an improvement
in the range and depth of distribution within the supermarket and to ensure that new product lines were
stocked. Suppliers of major branded goods placed a high priority on having good-quality shelf alocation
and fair access to promotional dots, relative to the retailer’s own and competitors brands. Some sup-
pliers offered rebates for prompt payments and for compliance with certain logistical factors, such as full
pallets or lorry loads, and EDI ordering.

11.92. Margin support payments are sometimes requested by the main parties or negotiated between
multiple and supplier, typically to mitigate erosion of a multiple’s gross margin when retail prices are
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reduced. Some of the main parties suggested that such payments might be made following a period of
promotional activity. Safeway, for example, said that it might attempt to renegotiate cost prices when
retail selling prices were significantly reduced in the market place. Although it would seek to share the
cost of margin erosion, any supplier contribution which might be made was part of normal commercial
negotiations with suppliers. Somerfield said that it frequently asked for margin support either to improve
its terms or to prevent the loss of profit as a result of competitive retail pressures. It said that this would
be in the context of products having to justify their return on space as well as meeting the needs of the
consumer. Asda said that, although it was moving away from promotions as a marketing tool, it was fre-
quently offered, and received, margin support from suppliers for them.

11.93. Some main parties said that suppliers would usually contribute towards promotions of their
products, after negotiations; many suppliers said that effectively they had no choice if they wished to
continue to supply. Levels of contribution varied. Where we were given figures, typically between 40
and 60 per cent of the retail price reduction was borne by the supplier rather than the retailer, although on
occasion either the main party or the supplier might fund the total cost of the promotion. None of the
main parties said that they made contributionsto suppliers’ expenditure on promotions.

Payments by suppliersto the main parties

11.94. Some of the main parties acknowledged the use of clauses which required the payment of
compensation in their agreements with suppliers; the clauses took account of losses incurred through, for
example, incorrect bar coding, late deliveries, incorrect delivery documentation, poor pallet stacking and
product withdrawal. Others did not make use of such clauses. Some main parties said that they had
imposed specific charges, depending on the supplier’s alleged shortcomings; others had sought to cover
loss of sales and profit, plus communications and administrative costs.

11.95. Mot of the main parties told us that suppliers often sought, and reached, agreement with
them on the use of display areas, such as gondola ends, to promote products and that the suppliers might
offer or negotiate special payments for the privilege. One main party said that it had invited suppliers to
bid for such display of their products. Some suppliers were said to have required at least partial exclusiv-
ity in respect of freezer or chiller space.

11.96. Some main parties said that they charged for stocking and displaying a supplier’s products
(listing fees). However, these were mainly in connection with the introduction of new lines, where
charges would be made to offset the administrative costs concerned with promotional programmes, use
of in-store point-of-sale material and clearing delisted lines. Such charges spread the risk associated with
new products, and without them some main parties said that the risk involved in many launches would be
too high. Some suppliers said that they regarded these charges as exploitation of the power differences
between the retailer and the supplier.

11.97. As noted in paragraph 11.27, some suppliers reported ad hoc demands for additional pay-
ments, often on grounds which the supplier regarded as spurious.

Credit terms

11.98. There was considerable variation in the credit terms received by the main parties, with
periods ranging from seven days to more than 60. A number of suppliers suggested that credit periods
had become established by custom and practice and then were difficult to change. There was no clear
relationship between credit length and supplier size. While none of the main parties provided direct
financial support to suppliers as a matter of course, most said that they would offer to pay more quickly,
if requested, to assist with a supplier’s short-term cash-flow problems. On the other hand, some of the
larger suppliers appeared to receive much poorer terms. Credit terms, as measured by number of days
sales, appear not to have increased since 1993, with the exception of Morrison (see paragraphs 8.92 and
8.93).
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Below-cost selling

11.99. Below-cost selling was of concern to a number of suppliers. They said that it could distort the
price structure of whole categories, and hence the mix of products bought, and that it put enormous
pressure on manufacturers to reduce prices to offset retailers’ losses as consumers switched to products
sold below cost. One supplier said: ‘The retailers can absorb the losses because of sales mix, many
manufacturers cannot.’

11.100. We were told that, for baked beans, cheapest on display products were originally sold at 16p
to 19p and accounted for 13 per cent of the market. The price subsequently fell to 9p and sales then
accounted for 37 per cent of volume. We were told that during the so-called ‘baked bean wars' period,
pricesfell to 3p-5p per can. Nestlé said: ‘... we literally could not can fresh air for the price they wanted
toretail it at ... the cans were costing us more than [that]’. Nestlé closed its Crosse & Blackwell canning
operations and withdrew from that area of business.

11.101. The effects of below-cost selling in the UK vegetable canning industry were exacerbated by
adverse exchange rates. In addition, we were informed that some overseas companies were willing to
trade at prices below normally commercially viable levels in an effort to fill spare capacity. We noted
that as well as Nestlé closing its UK canning operations in 1998, another supplier imported all its canned
vegetables. Bakeries were concerned about the use of the standard sliced white loaf as a loss leader by
multiples, creating a belief among customers that other types of bread were overpriced.

Relationship between buyer size and supplier marginsand prices

11.102. The net effect of the payment of fees, discounts and various offers is, not surprisingly, that
some main parties pay less than others for their supplies. We examined information from larger suppliers
to see whether there was any statistical evidence that certain main parties had greater buying power than
others.

11.103. Analysis at a product level is problematic because of factors such as: differences in promo-
tional activity by main parties; that they take different mixes of pack sizes purchased; or main parties
negotiating a ‘good’ price on one product/pack size, but perhaps accepting a relatively ‘poor’ price on
another.

11.104. We examined the effects of buyer power in three ways:
(a) thedifferencein gross margins which suppliers obtained overall from different main parties;

(b) for individual large suppliers, the relationship between gross margin and volume of sales for the
main parties supplied; and

(c) thedifferencein the product prices paid by individual main parties for suppliers’ top five product
lines, aggregated over arange of suppliers.

All the larger main parties should be able to take advantage of most of the cost savings associated with
buying in large volumes, so significant differences in margins and prices are more likely to reflect the
strength of the buyer than lower costs. Fuller information on the approach we took is given in Appendix
11.5; our results are summarized below.
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Aggregated gross margin analysis

11.105. We first compared the percentage gross margins obtained by suppliers from individual main
parties with the sales-weighted average percentage gross margin obtained by the supplier from all sales
to main parties. Then, for each main party the appropriate margin differences were averaged over all
suppliers. The analysis was restricted to 19 large suppliers selling predominantly branded goods, in order
to avoid distortions caused by differing ratios of branded to retailers’ own-label sales. Most suppliers had
aggregated data for individual Co-ops within their appropriate buying groups (see Appendix 11.5 for
further details). The average differences (from individual suppliers’ average gross margins) for several
main parties are shown in Table 11.7.

11.106. Overal, suppliers achieved the lowest gross margin from Iceland, which told us that it was a
‘promotionally driven company’—concentrating on promotions offered by suppliers and not necessarily
carrying the full range. The next lowest margins were from Sainsbury and Tesco (the difference between
them was not statistically significant). Somerfield gave the next lowest margin; several large suppliers
told us that Somerfield had used its merger with Kwik Save as an opportunity to negotiate better terms.

TABLE 11.7 Differences in gross margin obtained from different main parties by a sample of large suppliers

Average
Suppliers difference

Main party in sample %
Iceland 14 ()
Sainsbury 19

Tesco 19

Somerfield 19

Netto 9

Asda 19 =<
Safeway 19

Morrison* 18

Budgens 13

Booth 12

Waitrose 18 . J

Source: CC analysis of supplier information.

*Morrison is a minor customer of one large supplier; we excluded this. Including this supplier would increase
Morrison’s difference to +2.25 per cent.

Notes:

1. Co-op buying arrangements were changing during the period in question. Also Co-ops have been aggregated in
different ways in supplier data, with some suppliers giving individual data for the largest Co-ops. The average Co-op
difference was about +2.8 per cent, with a range from +2.4 to +3.3 per cent for various combinations of Co-ops.

2. Budgens and Booth are members of the Nisa buying group, although most suppliers provided separate data for
them.

3. Aldi, Lidl and M&S do not stock manufacturers’ brands, so are excluded from the table.

11.107. Apart from Iceland and Netto, suppliers obtained the lowest margin from the major buyers
and the highest gross margins on sales to the smaller retailers. Netto purchased groceries from only 9 of
the 19 suppliers. One supplier said that the relatively low margin it received from Netto was because it
was a ‘limited range discounter, stocking a pack mix of secondary brands, affecting the overall business
mix. Thisretailer may also purchase residual end of line products’. Aswell as stocking alimited range, it
is possible that Netto had introductory offers from a few suppliers seeking to win business fromiit.

11.108. Therelation between the actual price paid by a main party and the supplier’s gross marginis
non-linear (see Appendix 11.5). The average gross margin for the suppliers in our sample was 35.83 per
cent. For a hypothetical average supplier selling items costing it £1 each, the prices paid by the main
parties would range between £1.52 and £1.66 respectively per item. The figures for a number of main
parties are shown in Table 11.8. On this basis, the main party paying the highest price would pay 8.8 per
cent more than the main party paying the lowest price.
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TABLE 11.8 Prices paid by the major buyers for an item costing a supplier £1

Premium on
Supplier's price Sainsbury price
Main party  for item cost of £1 %

Iceland ( A
Sainsbury
Tesco
Somerfield
Netto
Asda
Safeway
Morrison
Budgens
Booth
Waitrose \ )

Figures omitted. See
note on page iv

Source: CC analysis of supplier information.

11.109. The suppliers we analysed included some of the most powerful suppliers, with strong brands
and no reliance on retailers’ own-label sales, and therefore those most able to resist any buyer power.
Many of the main parties are large enough to achieve most of the cost savings associated with central
warehouses and larger orders (full lorry loads and so on), so cost savings are unlikely to account for the
observed differences. It should be noted that smaller retailers will have more market power vis-a-vis
medium-sized suppliers and suppliers of commodity and own-label products than the large branded sup-
pliers included in the above analysis. In our examination of the prices and margins of (generally small)
fresh produce suppliers (see paragraphs 11.158 to 11.161) we did not find wide differencesin price.

Individual gross margin analysis

11.110. The analysis above indicated in a general way that even very large suppliers accept lower
margins from the major buyers. We examined this question in more detail by quantifying the relationship
between the gross margins and sales volumes for the main parties for each of 32 large suppliers indi-
vidually. We did this by fitting regression models for each supplier.

11.111. The difference in suppliers gross margins between branded and retailers own-label
products has an impact on the results. Where suppliers sold little or no retailers’ own-label products,
there was a clear relationship, with gross margin falling as sales increased for most suppliers. Generally,
where suppliers had substantial own-label sales there appeared to be no statistically significant relation-
ship, probably owing to different mixes of branded and own-label products for different customers. The
results are discussed in more detail in Appendix 11.5.

11.112. Overal, at least for branded goods, there appears to be a significant relationship between
margin and sales in many cases. The analysis of the gross margin data for individual suppliersis consis-
tent with the other analyses and the comments of suppliers.

Top fiveline prices

11.113. We analysed the prices paid for 26 large suppliers' top five branded linesin a similar way to
the gross margin analysis and with similar results. Again, the analysis is discussed in more detail in
Appendix 11.5.

11.114. Multiples pay on average between 3.8 per cent less and 4.7 per cent more than the average
main party price (net of all discounts), with the retailer paying the highest price paying 8.8 per cent more
than the one paying the least. The larger main parties, on the whole, pay less than small ones, with Tesco,
Sainsbury, Asda, Somerfield and Safeway paying the lowest prices. The results are given in Table 11.9.
The figure for Iceland was higher than average, at 101.0 per cent, consistent with the view that it con-
centrates on promotions rather than carrying a full range. The figure for Netto is also consistent with it
being an outlier in the aggregated gross margin analysis.
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TABLE 11.9 Suppliers’ top five lines: main parties’ price paid relative to unweighted average of main parties

% of lines for
Standard which prices

% of deviation paid are less

Lines average % than average
Tesco 126 96.2 6.5 80
Sainsbury 125 97.7 8.4 74
Asda 127 97.8 7.4 66
Somerfield 130 98.4 5.8 65
Safeway 123 98.8 5.7 65
Morrison 122 99.8 7.3 46
Iceland 66 101.0 10.9 38
Budgens 85 103.6 7.3 24
Netto 24 104.2 7.5 21
Waitrose 103 104.4 9.2 23
Booth 74 104.7 9.3 26

Source: CC analysis of supplier information.

Notes:

1. Analysis based on top five branded product lines for 26 suppliers.

2. The average price is averaged over all parties and is not weighted by turnover.

3. Standard deviation influenced by outliers, eg Sainsbury standard deviation would reduce to 5.5 per cent, if two
lines discounted. Sainsbury appeared to be the only main party promoting one line and not promoting the other.

4. Aldi, Lidl and M&S do not stock manufacturers’ brands, so are excluded from the table.

5. Suppliers aggregated Co-op data in different ways. The average price, averaged over the different Co-op group-
ings, was about 100.5 per cent, with a range of 99.6 to 101.5 per cent.

11.115. Table 11.10 shows the same data analysed relative to Tesco, which paid the lowest price in
thisanalysis.

TABLE 11.10 Suppliers’ top five lines: main parties’ price paid relative to Tesco’s price

% of lines for
which prices
% of Standard paid are less
Lines average deviation than Tesco

Tesco 126 100.0

Sainsbury 122 101.6 10.0 48
Asda 124 102.3 10.2 32
Somerfield 125 103.0 8.9 31
Safeway 121 103.1 7.7 32
Morrison 118 104.6 10.2 20
Iceland 66 105.3 13.8 23
Waitrose 103 109.4 13.0 15
Booth 82 109.5 12.3 17
Netto 24 110.1 115 21
Budgens 70 1111 14.4 14

Source: CC analysis of supplier information.

11.116. The gross margin analysis and the top five product lines analysis show similar differences
between the five major buyers and the other main parties. The ranking of the five major buyers is not
identical in the two analyses, but this may reflect different emphases on the prices of the top five lines
within overall negotiations on terms. These differences appear greater than can be explained by any
operating cost differences. Many of the top five lines appear to be KVIs, which may well have been on
sale at similar prices in most supermarkets.

11.117. For comparison, Table 11.11 shows the relative prices paid by other types of retailer. It can
be seen that all these categories of retailer paid much higher prices than the major buyers.
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TABLE 11.11 Suppliers’ top five lines: prices paid by other retailers

Price relative to average  Standard

Number main party price deviation
Retail category of lines % %
Warehouse clubs and wholesalers 114 108.7 11.0
Voluntary chains 114 105.4 8.6
Other retailers 96 103.7 11.3

Source: CC analysis of supplier information.

Product quality and innovation

11.118. The main parties reported broadly similar approaches to quality assurance and most said that
it had remained broadly unchanged over the past five years, with the exception of third party accredita-
tion. However, some said that systems had become more detailed and more structured. Requirements are
usually very specific.

11.119. They told us that retailers own-label goods were regularly checked for quality and safety,
and to ensure that they conformed with agreed specifications (see paragraph 11.60). Similar principles
operated for fruit, vegetables, dairy products, meat and other goods. Visits to suppliers premises, to
check that specified standards were being maintained, were frequently built into quality assurance pro-
cesses. Some main parties made reference to legal obligations of due diligence, and some provided
detailed descriptions of quality assurance schemes, procedures, codes of practice and guidelines.

11.120. Several suppliers raised concerns about the main parties ability to ensure that overseas sup-
pliers complied with the standards required of UK suppliers, particularly in those countries where legal
and animal welfare standards and attitudes to enforcement of legal and other standards differed from the
UK. We received many complaints in connection with pig-meat and fresh fruit among others. We discuss
the issue of pig-meat in more detail in Appendix 11.6.

11.121. Suppliers and others were concerned about |abelling which might give the impression that a
product was of UK origin when it was not. In another example given to us, a local authority said it
believed that a retailer which was selling ‘English’ butter had withdrawn it because of reported problems
in Belgium over dioxin which implied that butter was being made in the UK with Belgian ingredients
and then sold as English butter.

11.122. The main parties told us that all imported products met, at a minimum, UK quality and
traceability standards. Some of them included overseas site visits as part of their ‘due diligence’ pro-
cedures. Safeway said that growing protocols established under the Assured Produce Scheme were fully
implemented for both UK-sourced and, where applicable, overseas-sourced products. Where such proto-
cols were not applicable due to differences in predominant pest/diseases or growing conditions, Safeway
had been instrumental in establishing and devel oping a pan-European retailer group, EUREP, which was
currently rolling out its GAP 2000 framework protocol and benchmarking system.

Supplier profitability

11.123. We examined the profitability of the main parties in Chapter 8. In paragraph 8.50, we noted
that the 1999 average operating margin (operating profit as a percentage of sales) of 19 food producers
and processors, most of whom are significant suppliers to the main parties, was 4.3 per cent, somewhat
lower than for the main parties themselves. The RONOA of these companies was 18.1 per cent, dightly
higher than for the main parties.

11.124. These 19 companies are al relatively large. The responses to the SSQ (see Appendix 11.2,
Q3(iv)) suggested that a significant proportion of smaller suppliers are trading at very low operating
margins. More than a quarter of those that answered this question were making operating margins of less
than 2 per cent. On the other hand, some smaller suppliers were making very healthy margins.

11.125. While we did not carry out a detailed overall survey of suppliers' profitability, these results
suggest that, in aggregate, suppliers are less profitable than their main party customers.
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Behaviour of suppliers

11.126. In general, the main parties told us that suppliers had not imposed unrealistic restrictions on
them. A few main parties referred to attempts by suppliers to impose recommended retail prices through
price labelling, or to obtain price increases by threatening withdrawal of supplies. Others suggested one-
off constraints. For example, the Co-ops said that, on a recent occasion, both major bread manufacturers
had announced a price increase on the same day, thus restricting the retailer’s ability to negotiate by
playing one off against the other. However, most of the main parties said that they had not experienced
any conditions on product resale being imposed by suppliers.

11.127. Most of the main parties said that they had not experienced suppliers refusing to trade with
them or to give reasonable levels of credit, except that some suppliers would not manufacture retailers
own-label products. However, Asda provided examples where large multinational suppliers had threat-
ened to withhold promotional support owing to their concern about Asda’'s EDLP policy. Asda added
that, in one situation where it had reduced the price of the product, the supplier, in an attempt to reverse
the price cut, indicated that it expected the rest of the market would soon be selling at the higher price.

11.128. Some main parties expressed concern that similar retailers in other EC member states
received better terms from international suppliers. Safeway said that it had documentary evidence of
differential pricing of branded products within the EC. Some multiples said that they had been refused
direct supplies from overseas companies, including branches or subsidiaries of multinationals with sup-
ply bases in the UK. Asda said that there were many products which it could source more cheaply over-
seas but, in practice, this was nearly aways unsuccessful. It said that suppliers referred to market
conditions, exchange rates, different product ingredients and different packaging as reasons not to sup-
ply. Safeway said that, effectively, it was blocked from purchasing a branded product direct from the
supplying group’s lowest cost source in Europe because the local operation was not permitted to use the
English language on packaging or export, or because product specification might be different. Somerfield
also told us that major branded goods were often not available for purchase from overseas if the manu-
facturer had a UK sales operation.

11.129. We asked the larger suppliers to provide information on the prices they charged their cus-
tomers in other EC member states. Specifically, we asked for prices as at the end of June 1998 for their
top five branded product lines in the four largest multiple retailers stores in each of the UK, France,
Germany, the Netherlands and Italy. Details can be found in Appendix 11.7. Many of the larger suppliers
did not export branded products; several of those who did had difficulty supplying data in our required
format, and only limited data were obtained.

11.130. Direct price comparisons of suppliers’ prices across Europe are very difficult. Few UK lines
are also major lines in Europe and those that are often have different formulations. The analysis also
highlighted some of the common problems in structuring an investigation of such price differences, in
particular the choice of an appropriate exchange rate, and suggested that a ‘ shopping basket’ approach
may be preferable to afocus on individual branded products.

11.131. It is clear, however, that there are significant obstacles facing a UK retailer wishing to
replace UK sourced branded goods with identical products sourced from overseas. The main obstacle is
that strictly identical products appear rarely to exist.

11.132. In our suppliers questionnaires, we asked suppliers to what extent they had, in the previous
three years, engaged in behaviour towards the main parties (intentionally or otherwise), which might
have been regarded by retailers as unreasonable. Their responses reflected occasional problems with pro-
duction, with more than one-half saying that sometimes they had not delivered the agreed quantity. In
some instances suppliers argued that this was influenced by unreliable promotional forecasts by certain
main parties.

Proposed code of practice
11.133. We were told that a code of practice to regulate relations in the food industry was being
developed, under the auspices of MAFF and facilitated by the IGD, by Asda, Morrison, Safeway,

Sainsbury, Somerfield and Tesco. The IGD told us that the code exemplified best practice in commercial
relationships with trading partners. It added that the code, which was not intended to be overly
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burdensome or bureaucratic, recognized the responsibility of all members of the food chain to each other
and collectively to the consumer. The IGD said that underpinning the code were three principles:

(@)

(b)

(©

It was important for retailers, caterers, wholesalers, manufacturers, primary producers and those
involved in consumer goods generally to recognize the competitive pressures of the market place
and the need to respond quickly to customers to deliver value.

All supply chain participants, in whatever sector, would benefit if they worked together to
expand the market for their products and develop a profitable and sustainable business.

All trading partners should be treated fairly and reasonably.

11.134. Inaproperly functioning market, competition should ensure that suppliers:

(@)

(b)

(©

have a reasonable degree of certainty as to the price they will receive (or the factors which can
subsequently alter the price) when they accept orders;

not be required to vary the terms on which they are trading with multiples without reasonable
notice (though the latter is likely to depend heavily on the nature of the products concerned); and

not face unreasonable or discriminatory trading terms or conditions.

We suggested to the main parties that, if excessive buyer power was inhibiting the proper functioning of
this market, then aremedy would be required.

11.135. Oneremedy would be the adoption of a Code of Practice, which might seek to cover some or
all of the following:

(@)

(b)

(©

(d)

(€

(f)

@)
(h)

(i)

requiring reasonable notice of (i) any variation in the terms and conditions of supply (this to
cover both standard terms and conditions of business and the terms of individual contracts,
whether written or oral) and (ii) of any requirement or invitation to contribute to the cost of pro-
motions;

requiring reimbursement of costs imposed on suppliers as a result of variations of the terms of
supply by supermarket operators for which reasonable notice is not given;

prohibiting discrimination against suppliers because they are not prepared to participate in or
contribute to certain promotions;

prohibition on operators requesting or insisting that suppliers give them discounts from pre-
viously agreed prices other than where the basis for this has been identified and agreed in
advance;

prohibition on any penalty charges, fines or additional discounts for failure by suppliers to meet
quality specifications, delivery quantity or times etc where the method of determining the pay-
ment is not agreed in writing in advance;

prohibition of any discrimination in the quality standards required as between one supplier and
another for the same product;

no financial contributionsto any third parties to be required or invited;

exclusive supply arrangements to contain identifiable benefits for suppliers to compensate for the
restriction on their trading, and reasonable termination notice given to reflect this restriction;

agreeing with suppliers at the outset of a contractua relationship whether the cost of supplier
audits by supermarket operators are to be paid by the supplier, and means for ensuring that such
costs are not excessive;

253



() no supplier to be given control of access to, or management of, operators’ shelves,

(K) listing fees, shelf access fees or other non-performance-related fees, or more generally fees pay-
able as a condition for stocking, ordering or displaying products to be prohibited. Alternatively
any such fees to be chargeable only where the operator subsequently guarantees to take a reason-
able minimum supply of products. In the case of listing fees these might be required not to
exceed the identifiable cost of assessing a supplier’s suitability;

() no interference with suppliers’ other business activities, including prices charged by suppliers to
other retailers;

(m) all arrangements with third parties involved in the supply of complementary goods or services,
for example packaging or transport, to be transparent and agreed with the product supplier at the
outset, in particular including any charges made by operators to third parties which the latter
might seek to reclaim from the supplier; and

(n) prohibition of credit terms beyond a specific limit, for example 30 days, or, aternatively, pro-
hibition of credit terms which unreasonably discriminate between suppliers, or both.

11.136. We asked the main parties for their views on such a Code, and whether it should be
voluntary or not. Their views are set out in Chapter 14.

Supply chain issues

11.137. Retailing isthe fina stage of bringing goods to consumers. At the time of the reference, the
DGFT expressed concern over the impact that main party practices might have throughout the supply
chain, particularly for agricultural produce such as beef. In this section, we examine in greater detail
issues related to the supply of those goods where particular concerns had been expressed.

11.138. The supply chain for food is shown schematically in Figure 11.1. This shows the relative
scale of the various parts of the food chain. MAFF told us that total purchases by farmers (including
compensation to employees, interest and net rent) in 1997 was £12.5 hillion and that sales to the food
distribution chain (wholesalers, retailers and caterers) was of the order of £58 million.

Food Chain Group

11.139. In January 1999, the Minister for Agriculture, Fisheries and Food set up the Food Chain
Group to review opportunities for working together and increasing understanding among the players in
the food chain and between the industry and consumers in England. Membership comprised senior repre-
sentatives from the British Retail Consortium, Food and Drink Federation, the IGD, the Nationa

Farmers' Union and MAFF. It reported in November 1999, recommending action by both business and
government in a number of areas:

(a) an enhanced constructive dialogue between the partnersin the food chain;
(b) improved communication with consumers;

(c) improved product labelling and the dissemination of information at al points in the chain in
order to strengthen consumer confidence;

(d) abetter understanding of consumer concerns; and

(e) ‘joined up’ government to help deliver clear and consistent messages to consumers and to the
busi ness communities which collectively form the food chain.
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FIGURE 11.1

The UK food chain

Exports
£9.1bn of which:
unprocessed £0.9bn
lightly processed £3.4bn
highly processed £4.9bn

Consumers

59m

Non-residential caterers Retailers
Gross value added £11.8bn Gross value added £12.5bn
1,119,000 jobs 947,000 jobs

Wholesalers
Gross value added £4.65bn
220,000 jobs

Food and drink manufacturing
Includes everything from primary processing (milling, malting,
slaughtering) to complex prepared foods. Many products will go
through several stages.
Gross value added £18.7bn
455,000 jobs

Agricultural merchants
25,000 jobs

Imports
£16.9bn of which:
Farmers and primary producers _unprocessed £3.6bn
Gross value added £8.2bn lightly processed £7.8bn
527,000 jobs highly processed £5.5bn
Distribution

Involved at all parts of the chain

Source: Working Together for the Food Chain, Food Chain Group, November 1999.

Fresh meat

11.140. Particular concerns were expressed about the impact of retailer activity throughout the
supply chain for fresh meat—particularly beef and, to alesser extent lamb—in the wake of the 1996 BSE
crisis (issues surrounding pork were rather different—see Appendix 11.6).
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11.141. The BSE crisis in 1996 was coupled with a stronger exchange rate. We were told that
domestic demand fell 12 per cent over the next two years, while the overseas market for lamb was hit by
the stronger pound and the market for beef completely disappeared following an export ban. In 1996 to
1997, farm incomes held up, despite the decline in the beef market, as farmers benefited from additional
measures to support the supply chain. Towards the end of 1997, however, farm incomes started to fall
significantly, even though domestic demand had recovered somewhat, as export markets were still
closed. The high exchange rate had resulted in increased competition from beef imports, and many of the
additional support packages which had been put in place after the BSE crisis were also being reduced.
During 1998 farmers' incomes fell sharply.

11.142. Farmers' representatives were concerned that the differential between retail and farm-gate
prices increased considerably after 1996. They believed that all costs had been transferred to the pro-
ducer while retailers maintained healthy margins.

11.143. Three separate studies into the relationship between producer prices and retail prices (the
‘price spread’) were presented to us during the course of the inquiry.

The London Economics report

11.144. In 1998, LE was asked by Tesco to examine the structure of the industry, the impact of the
BSE crisis and the profitability of the various elements within it both before and after the crisis. Tesco
told us that the object was to establish how far changes in retail prices reflected changes in producers
prices and the additional costsin the supply chain caused by the BSE crisis.

11.145. LE concluded that the price spread for beef increased after the BSE crisis (see Table 11.12).
The absolute gap between the two in the period 1996/97 was, on average, about 23p per kg higher than
the average for the period 1994/95.

TABLE 11.12 Real producer prices, retail prices and the price spread for beef 1990 to 1997 (in December 1997
prices)

Retail price Producer price  Price spread  Price spread

p/kg p/kg p/kg % retail price
1990 448.4 251.8 196.6 44
1991 428.1 239.4 188.7 44
1992 423.1 234.6 188.5 45
1993 460.5 271.4 189.0 41
1994 433.8 250.5 183.3 42
1995 425.7 244.4 181.2 43
1996 408.6 204.8 203.7 50
1997 389.8 182.4 207.4 53
Average 1994/95 429.7 2475 182.3 42
Average 1996/97 399.2 193.6 205.6 52
Difference -30.5 -53.9 23.3 10

Source: MLC; LE.

11.146. LE then identified increases in costs that followed the BSE crisis. It found that the increased
price spread broadly reflected the increased costs on abattoirs, processors and retailers imposed by post-
BSE regulations together with the costs of rebuilding the consumer market in beef. Its calculations indi-
cated that these costs increased by around 25p to 27p per kg. This more than accounted for the increased
price spread.

11.147. The LE study indicated that retail margins on beef sales before the BSE crisis were less than
the average for the grocery sector, and that they remained tight or even negative. It said that figures from
the MLC indicated that, even in late 1997 when the market had recovered significantly, margins at both

Y_E concentrated on absolute price changes rather than percentages. When prices fall, the gap between producer and retail prices
is magnified when it is expressed as a percentage of either. Moreover, because retail prices are higher than producer prices, the
same absolute fall in both will appear as a higher percentage fall in producer pricesthan in retail prices.
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the processing and retailing levels combined still amounted to only 10p out of the final retail price of
over £3 per kg. It said that evidence from Tesco’s accounts showed that these margins were insufficient
to cover beef’s share of store overheads. Thus, far from making profits on beef, even before the crisis,
sales revenues failed to cover costs and the situation worsened following the crisis. It said that its supply
chain analysis showed little scope, outside the rendering sector, for raising prices, so that increases in
costs led directly to lower margins.

The Meat and Livestock Commission report

11.148. The MLC report examined trends in price spreads and multiple retailers’ margins for beef,
lamb and pork during the period 1995 to 1998. It found that price spreads had increased significantly
over the period for all three meats. A key factor had been increases in costs and reduced revenues for by-
products in the abattoir and processing sector:

(a) Reductions in the values of meat and bone meal, and of tallow, resulted in adjustments to the
economics of rendering abattoir waste.

(b) Thevalue of offal by-product returns fell very significantly over the period.

(c) Pricesfor lamb skins also fell from £6 per head to around £1 per head as a result of the collapse
of the Russian and Turkish markets.

(d) Cattle hide values declined, although to alesser extent than lamb skins.

(e) For beef, abattoirs which were selling certain high-priced cuts for export and were able to sell
other cuts more competitively on the home market were unable to do so after March 1996 due to
the loss of the export market.

(f Processors had to bear higher charges for the Meat Hygiene Service and for the disposal of speci-
fied risk material.

11.149. The MLC noted other reasons for this gap widening over the period:

(a) The balance of cuts sold in multiple retail outlets altered significantly over the three years, for
example more boneless cuts of pork and lamb were added to the product range.

(b) Pricesin catering, processing and export markets (for lamb and pork) declined to a greater extent
than those for products destined for the retail sector.

(c) Retailer pricing policies of levelling (that is absorbing fluctuations in producer prices) and aver-
aging (that is, evening out price fluctuations between different meats).

(d) Timelagsfor changesin the producer price to be reflected in the retail price.

11.150. However, the MLC concluded that there had also been arise in indicative retail margins. It
said that these results could partly be explained by normal levelling behaviour by retailers at a time when
producer prices were declining, and that these increases had been accentuated by the normal lags which
occurred in the system. It said that it was also likely that the retail price series it had used in these calcu-
lations had not picked up all price reductions from specia promotions. In addition, the prices were
guoted in nominal terms, and had not been adjusted for inflation. Despite this it said that the figures
suggested that:

(8 Multiple retailers had not shared any of the decline in overall industry return at a time when
producer prices had declined very substantially.

(b) Therewasawide variation in the prices charged at different multiple retail outlets and not all of
this could be explained by quality differences.

However, it also observed that red meat tended to yield a lower margin than other food products. The
calculations included in the ML C report indicated that indicative retail margins for beef, lamb and pork
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had risen in the period from July/September 1995 to July/September 1997 and again in the period from
July/September 1997 to July/September 1998, as shown in Table 11.13.

TABLE 11.13 Indicative retail margins, July to September

£ per head
1995 1997 1998
Beef 159-214  175-237  228-308
Lamb 13-18 20-27 21-29
Pork 20-27 24-33 26-35
Source: MLC.
The MAFF report

11.151. A report prepared by MAFF, in conjunction with a team of academic experts, in October
1999 set out the findings of a study exploring price transmission through the supply chain for beef, lamb
and pork. It concluded that red meat price changes (both increases and decreases) were either fully or
largely transmitted to the next stage in the food chain. However, the evidence also suggests that the full
process of adjusting prices was stretched out over a number of months. The proportion of the price
change that could be expected to be transmitted between stages in the food chain in the short run was
always less than the eventual impact. Short-run price adjustments between wholesaler and retailer for
beef and pork were much less powerful than between producer and wholesaler. It also found evidence of
price levelling by retailers.

11.152. The MAFF report noted that the failure of changes in red meat price at one level in the food
chain to be reflected immediately in downstream prices conformed with expectations that price transmis-
sion in the short run was less than in the longer run and that, whilst these results were consistent with
how a competitive market with adjustment costs would behave, they could equally be consistent with
market power in the downstream sectors of the marketing chain. The analysis did not assess whether the
absolute size of the margin between prices and costs was set at a competitive level.

11.153. Thereport also examined whether the speed (as opposed to the degree) of price transmission
was different for price falls and price increases, but the results were mixed or ambiguous. Only for pork
was there consistent evidence that price rises were passed on faster than price falls. However, the analy-
sis was based on list prices and therefore took no account of any tendency that might exist towards dis-
counting in response to reductions in upstream prices.

11.154. The report suggested that disease-related press stories had had the effect of pushing red meat
prices higher than they would otherwise have been. It said that the likeliest explanation was that, whilst
any deflationary forces on prices as consumers cut back was likely to prove transient, these effects were
more than cancelled out by the costs of the regulatory controls introduced and, unlike consumer effects,
these would be permanent.

Our assessment

11.155. We invited interested parties, including Government departments and related bodies, trade,
retail and consumer associations, and the principal parties for their comments. There was criticism of the
MLC report from both the Consumers’ Association and the retailers, on the grounds that its sample of
retailers was too small, the timescale too short and it did not take into account other significant factors.
The general conclusions of the LE report were widely accepted, even by producer interests, although the
Consumers' Association thought that there had been some bias in its reporting of information. A
summary of viewsis givenin Appendix 11.8.

11.156. Overall there was little dispute that in the wake of the BSE crisis, costs in the supply chain
rose significantly and the overall value of the carcass fell because of the reduction in the value of some of
the by-products. At the same time, consumer demand for beef and lamb fell, making it impossible for
retailersto raise prices.
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11.157. There was aso little dispute that the bulk of the effect of higher costs and lower value was
felt by farmers. This is the outcome that would be expected in a broadly competitive market. Unless
retailers had previously been making excessive profits on fresh meat, they would only have been able to
pay producers more by reducing their own margins to less than a normal rate of return.

Other fresh produce

11.158. To determine whether the case of fresh meat was typical, we looked at other fresh produce.
We asked the main parties to identify their suppliers of arange of products, and the wholesale and retail
prices of the products. We then asked these suppliers for details of their sales to main parties and other
retailers and the prices they received.

11.159. Our main interest was in fresh and short-life products, but we included some ambient gro-
ceries as comparators. We selected the products in order to achieve a mixture of branded, retailers own-
label and unbranded goods; goods supplied only from within the UK and goods which were also
imported; and goods which were seasonal as well as those available all year round. The list of products
was the same as that used in the analysis of the main parties' pass-through of wholesale prices (see
Appendix 7.10). However, in that analysis we examined the relationship between wholesale and retail
prices for each of the main parties. For this exercise we were interested in how individual suppliers
prices varied between their customers and how they related to costs.

11.160. More specifically, we wished to examine:

(a) differencesin wholesale prices by UK retailer;

(b) pass-through from supplier costs to wholesale prices;
(c) pass-through from wholesale prices to retail prices; and
(d) supplier margins.

11.161. Our results are reported in Appendix 11.9. In general it was difficult to draw robust conclu-
sions. The quality of the data was disappointing: the response rate—at 28 per cent—was low and few of
the suppliers were able to give us sufficiently detailed information over along enough period for detailed
analysis. Our main findings were:

(a) Few of the respondents supplied information relating to anything other than sales to the large
main parties (with the notable exception of the large suppliers of branded goods included for
comparison purposes), so it was impossible to establish whether supplier relationships with main
parties differed from those with other types of retailer in the UK or those with retailers in other
countries.

(b) From the data available, we were unable to detect any consistent differences in the wholesale
prices obtained by different main parties for these, generally small, suppliers.

(c) We were able to perform only limited analysis of pass-through of wholesale price changes to
retail prices and, as prices and costs were available only on a quarterly basis, we were able to
comment only on pass-through of price changes in the medium and longer term. However, the
results appear to be consistent with the findings in Chapter 7, showing that, in general, wholesale
to retail price transmission occurs fairly rapidly and completely. In two cases (carrots and lamb)
there was evidence suggesting that retail price changes lead wholesale price changes, suggesting
that suppliers may be responding to retailer promotions.

(d) The analysis of pass-through of supplier cost changes to wholesale prices gave mixed results,
with some products showing rapid and complete pass-through, and others appearing to have no
close relationship.

(e) The suppliers of retailers’ own-label bread, lettuce, apples, eggs, lamb and chicken were found,
by and large, to be selling these products at a net loss.
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(H We found no evidence to suggest that pass-through occurs in an asymmetrical fashion (that is,
price rises and price falls being passed through differently) in the long term. However, given the
fact that we were using aggregated data, this does not rule out the existence of short-term asym-
metry.

I nternational comparisons

11.162. Other countries have introduced legislation to limit the extent to which major food retailers
can exert buyer power over their suppliers. The position in France, Germany and Ireland is set out in
Appendix 11.10. All three countries have introduced legislation to protect suppliers and/or small
retailers. The main emphasis has been on barring below-cost selling but some other supplier issues have
been addressed. There appear to have been problems in implementing the legidation in all three
countries, partly because suppliers are, naturally, reluctant to instigate legal action against important
customers and partly because of problems of definition (for example, of exactly what constitutes * below-
cost’ selling).
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