TESCO BOOKER

A B L e

The Merger Inquiry Group
Competition and Markets Authority
Victoria House

Southampton Row

London, WC1 4AD

3 August 2017

Dear Mr Polito and colleagues,
Proposed merger between Tesco PLC and Booker Group PLC

Tesco and Booker welcome this opportunity to engage with the CMA on our proposed
merger.

Our respective businesses and markets have been analysed several times by the CMA and its
predecessors, and have always been found to be dynamic, intensely competitive and
customer-focused. Indeed, since the last time you looked at the market, competition has
increased further via the growth of discounters, the rapid evolution of technological
solutions, the rapid expansion of convenience shopping and as a result of recent M&A
activity.

Our merger represents a combination of two complementary businesses. We operate in
distinct market sectors (wholesale and retail) and do not compete with each other.

The rationale for our merger is anchored in our focus on the customer. Lifestyles, attitudes
and habits are changing, eating out is growing considerably and the merger allows us to
improve the choice, quality, value and service for customers wherever they choose to buy
their food.

We recognise that whilst the catering and food service market is our core growth rationale
the CMA will be focused on the impact of the merger in the independent / convenience
retail sector.

It has been suggested that the merged business might try to “divert” sales from one part of
the business to another, by artificially “deteriorating” the offer in either Tesco stores or to
Booker retail customers. We have absolutely no intention to do this.

We believe you will conclude that the operational, financial and reputational risks from such
a strategy makes no commercial or operational sense. The markets we operate in are too
competitive, transparent and dynamic even to contemplate such a possibility. We would be
punished by our customers and they would simply switch to one of our many respective
competitors.

It has also been suggested that our merger may undermine the commercial options of our
suppliers. However strong partnerships with suppliers are crucial to our business and allow
us to give consumers the mix of household brand names, innovation and fresh produce that
they want. We believe that suppliers will support the proposed merger — and the



opportunities it brings for them, in terms of growth and additional revenue and / or in terms
of efficiency and reduced cost.

Our merger will only be successful if we improve the quality, range, cost and service for
caterers and restaurants, for small businesses and for convenience retailers. These
improvements will in turn create benefits for consumers, for our suppliers and for the local
communities in which all of these businesses are located. If we fail, experience shows us
that customers will exercise their right to choose and decide to take their business to one of
our many competitors and our business will shrink.

We very much look forward to discussing these points with you further.

Yours sincerely,

Dave Lewis Charles Wilson
(Tesco) (Booker)



1.2

1.3

PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC

INITIAL SUBMISSION TO THE COMPETITION AND MARKETS AUTHORITY FOR PHASE 2
REVIEW

Introduction

Tesco and Booker welcome the opportunity to engaitie the Inquiry Group and
wider CMA team on why their proposed merger (flerger) will enhance the
dynamism and efficiency of the UK retail and whalesgroceries markets and not
result in any substantial lessening of competitioaither market.

While the rationale for the Merger outlined in tBEOs letter is a positive one, Tesco
and Booker nevertheless recognise that the CMAIdetified some concerns in its
Phase 1 decision (tH2ecision). These concerns are primarily based around whethe
the merged entity would have the ability and theemtive to worsen Booker’s
wholesale offering or Tesco’s retail offering, @rim its supplier base.

This submission focuses on the following areas twviiesco and Booker consider to
be key when assessing the Merger and explainingtiyheories of harm set out in
the Decision are not plausible in practice:

(&)  Section 2provides a description of the parties and wherg thian the UK
food sector. This section shows that Booker ancdcd experate at different
levels of the supply chain and that this is a eattmerger.

(b) Section 3provides a description of the relevant marketwlch Booker and
Tesco operate, namely the wholesale groceries markethe retail groceries
market. In line with conclusions of the CMA and iedecessors in previous
investigations, this section illustrates that thesekets are highly competitive
and dynamic (and have become even more compeititrezent years).

() Section 4provides an assessment of the competitive effe@gma@ from this
vertical Merger. This section demonstrates that:

(1) the merged entity would not have the ability oreinitve to deteriorate
Booker’s wholesale offering or Tesco’s retail ofifgr post-merger. As
well as directly cutting across the strategic natie for the Merger,
any strategy based around deteriorating BookerBesco’s offer in a
small number of targeted local areas is highly tegcal, would not be
profitable and risks significant commercial and utgpional damage
(seeSections 4A and 4B,

(i) there is no realistic prospect that the Merger ¢cwdve a negative
impact on competition in the wholesale groceriesketa(seeSection
4C); and

(i)  Tesco and Booker will have no ability or incentit@ harm their
supplier base (se®ection 4D.
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2.2

2.3

2.5

2.6

The food sector and where Tesco and Booker fit

The UK food sector is a large part of the UK ecogiothsupports multiple business

models connecting the food supply base (the praduskfresh, branded and own-
brand products) with customers and ultimately weitld consumers. The food sector is
constantly evolving as consumers change where andthey eat in and out of the

home, and from which channels they choose to pseclaand consume their food.
Independent retailers, caterers and small busiagasechase food products from a
variety of sources, including directly from groweaad manufacturers, from third

party logistics suppliers and from wholesalers.

Tesco and Booker operate in different markets dardifferent levels of this supply
chain. Tesco is a retailer and Booker is a whodgsdalhey do not share the same
customer base: while Tesco supplies products tiréatend consumers through its
network of owned retail stores, Booker is not ftgeltetailer and has no relationship
with end consumers.Booker's customers are predominantly small busiess
including caterers and independent retailers. Thésmns Booker is only indirectly
connected to the retail groceries market through rittailer customers. This
fundamentally affects the competitive dynamicsiagisrom the Merger.

As such, the transaction is essentially a verticatger between two complementary
businesses. As today'’s letter from our CEOs maless,dhere is substantial scope for
Tesco and Booker to achieve efficiencies from cornlgi the complementary
business activities of Tesco’s retail business Bodker's wholesale business, in
particular the supply chain and distribution operat of the two businesses. Tesco
and Booker are also aiming to achieve significavenue synergies by utilising the
merged entity’s skill and expertise to offer impedvchoice, price and service to
Booker’s customers.

Booker is a wholesaler

Booker is awholesaler operating cash & carry and delivered servicesbigginess
customers, rather than end consumers. It is predmtly engaged in the wholesale
supply of food and non-food products to a rangeatéring, retailer and other small
businesses.

Booker operates in a highly competitive and low gmarwholesale sector. The
diversity of wholesale competitors means that thendaries of the wholesale market
cannot easily be defined. Therefore, Booker runditsiness on the basis that all its
customers have access to a large number of alersipply options. This is why
Booker has a long established and successful gyraté<. This means that Booker’s
entire corporate strategy, as well as its managenmdrastructure, is set up to
improve continuously choice, price and serviceltdsacustomers.

A 3< proportion of Booker’s customers operate in theersag and small business
sector, representing3s% to 3<% of Booker’s profits. Booker’s retailer customers
represent the remainings€% to 3<% of Booker’s profit. The vast majority of these

1

With the exception o< Budgens stores owned by Booker addBudgens store that is operated, but not

owned, by Bookers<.

2

These efficiencies and revenue synergies areusét the Rule 2.7 announcement.
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retailer customers are independently owned busesesath some choosing to operate
as members of one of Booker’s symbol groups (iremier, Londis, Family Shopper
and Budgens), which together amount to just un¢ggd®stores and represent around
50% of Booker's total sales to retailer customers.

2.7 Booker’'s symbol group offering has grown over tiame evolved to become highly
flexible. Booker has a history of growing with ggmbol group customers. After the
acquisition of the Musgrave business in 2015, Booéek a number of measures to
loosen the requirements for Budgens symbol st@asilarly, Booker loosened the
requirements initially placed on its Family Shoppastomers, as soon as it became
evident that giving its symbol group customers tgedlexibility allowed them to
cater better to the demands of their consumersk@&oaims to retain customers
through an attractive wholesale and symbol groupices offering, rather than by
imposing contractual restrictions on its custoneseh

2.8 Booker has grown with its customers. By improvifgice, prices and service to its
customers, Booker has grown its sales from c.A®biln 2007 to ¢.£5.36 billion in
2017, which has driven its operating profit fromi46.1 million in 2008 to c.£176.1
million in 2017. This has increased shareholdemueaaby c.£3.5 billion and is
testament to serving all customers well.

Figure 1: growth in Booker’s operational profit and customer satisfaction since 2008
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B. Tescoisaretailer

2.9 Tesco isprimarily a UK foodretailer® and also supplies a range of non-food grocery
items (e.g. household and health & beauty), as agetieneral merchandise, clothing
and petrol. It supplies its products directly to d&nsumers, with the aim o$érving
Britain’s shoppers a little better every day

2.10 Tesco operates a portfolio of owned grocery storehfferent sizes and formats (i.e.
Express, Metro, Superstore, Extra and One Stop) asal has a thriving online
business. Tesco’s retail stores are generally défgrent to the retailer customers

® Details of Tesco’s business outside the UK aowigded at paragraph 2.2 of the Merger Notice. Tedso

owns: (i) Tesco Bank; (ii) Tesco Mobile; and (idunnhumby. For an overview and brief history of the
Tesco group, please see Tesco PLC’s website (ticplar, https://www.tescoplc.com/about-us/histdry/
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2.12

served by Booker. These retailer customers areclose competitors of Tesco, as
evidenced by Tesco’s own competitor tracking whdaies not feature Booker’s
symbol group customers.

Tesco also has a very small franchise busines$ evit60 of its One Stop stores
(around 15% of One Stop stores) operated by inadbkpenretailers. This franchise
business isle minimisin the context of Tesco’s UK activitiés.

In the early 2010s, Tesco came under huge prefsumestructural changes and was
punished by consumers. A new management team wasndpd in 2014 and has
been focused on implementing a turnaround strat€gis strategy aims to re-focus
the Tesco business on what matters for consumeysder to regain competitiveness
and rebuild trust, as well as to simplify and immohow Tesco works with its
suppliers. Tesco is seeing positive results from thrnaround strategy, including
better service, record availability and clearewdo and more stable prices, as well as
improved relationships with suppliers.

Figure 2: Tesco and Booker sales breakdown
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Source: Frontier analysis based on Booker’'s finabults for FY 16/17 and Tesco’s group sales
(excluding VAT and fuel) for FY 16/17. Note: tolmm@rcounts for a substantial proportion of

Booker's total sales (around 30%), of whigK comprises excise duty <% of Booker's tobacco
sales). Excluding tobacco, Booker's sales ab& fio caterers and small businesseg<£to symbol
retailers and £< to other retailers.

4

The CMA concluded during Phase 1 that Tesco’'s Gitmp franchise business poses a very limited

constraint on Booker’'s symbol group offering andsash has ruled out any concerns in relation te thi
immaterial overlap.
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3.2

3.3

3.4

3.5

The relevant markets in which Tesco and Booker opate
A highly competitive wholesale groceries sector

The UK wholesale groceries sector is dynamic, fragted and highly competitive.
Wholesalers operate a number of different busimesgels, including cash & carry
operators, delivered wholesalers, symbol group idess, specialist wholesalers and
buying groups. They also serve a broad mix of lessircustomers, including catering
businesses, independent retailers, on-trade bssisesmall companies and offices.

The highly competitive nature of the wholesale graes sector was recognised by the
Competition CommissiondC) in Booker / Makro where the CC concluded that the
merger of Booker and Makro would not lead to a tarigal lessening of competition
because the merged entity would face sufficierdradttives in the form of national
and regional cash & carry operators and deliveq@etaiors. The CC’s market test in
that case confirmed that customers multi-sourcedepwas the main driver of
demand and customer loyalty was low.

The CMA has also examined in detail the supply yohlsol group services in its
Booker / MusgravendP&H / Costcutterdecisions. There again, the CMA found the
market to be competitive and characterised by coste who multi-sourced and
would not simply pass through a price rise, but ole prepared to switch to
alternatives in the face of any deterioration | wWholesale offer.

These findings still stand and, if anything, theol@sale sector has become even more
competitive since then. For example, IGD’s UK gmyc& foodservice wholesaling
2017 report states that there has beetefisifying price competitioiand] delivered
foodservice wholesalers have continued to focusmamowing the price/value gap
with cash & carry, helping switch customers backthiat segmefit Booker faces
strong competition from a wide range of playergluding cash & carry operators,
delivered operators, symbol group providers, spistiegional and local wholesalers,
buying groups, third party logistics firms, onlimperators and manufacturers. The
CC noted in itsBooker / Makrodecision that delivered operators are likely to be
effective alternatives in the wholesale market fast customers in most aréds
Many retailers source their supplies from a mixocash & carry operators and
delivered operators. There is today no such thing marrow “cash & carry” market.

Figure 3 below provides an overview of the larger UK wholesaompetitors,
including Bestway, Spar, Nisa, Palmer & Harvey, tCosBrakes, 3663, Dhamecha
and Conviviality. Morrisons has recently announeetbng-term wholesale supply
arrangement with McColls across the UK, which maansll also provide wholesale
services to retailers on a national bdsis addition, given the dynamic and
fragmented nature of the wholesale market, thexeadarge number of regional, local

5

As a result of the highly fragmented and diffeérsied nature of the UK wholesale market and theréd

lines between the various different segments iberpasses, it is difficult to estimate the true sitthe UK
wholesale market, with estimates varying betwegr@pmately £30bn (IGD) and £90bn (UK Government,
ONS). One reason for the size of this diverse niplkee often being underestimated is the presefice o
numerous specialist providers (which are sometimogseflected in official statistics).

6

See paragraph 8.29 of the final report.

" http://hsprod.investis.com/ir/mrw/ir.jsp?page=netesa&item=2847848932573184
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3.6

3.7

and specialist wholesalers that are strong andctefée competitors and serve a
considerable number of wholesale customers. Marthede smaller wholesalers are
part of large buying groups, such as Landmark aoday's, which enable them to
source products from suppliers on very competiterens. Distinctions between the
different types of wholesale providers are blurmeeaning that overly narrow frames
of references (e.g. a frame of reference confined“wholesale symbol group
operators” or “cash & carry wholesalers”) do noflee the true competitive
dynamics in the wholesale groceries sector. Thezefany effective competitor set
should include the wide range of strong and credwholesale players across both
the cash & carry and delivered channels,

Figure 3: estimated market shares for larger wholesler players
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Source: Frontier analysis based on IGD and anneglarts. Based on a total wholesale market size of
£44.9 billion. Note: Spar, Landmark Wholesale anddy’s Group are buying / marketing groups and
consist of a number of member wholesalers.

Caterers, retailers and small businesses are thpltghly informed, price sensitive
and professional buyers. They are business owneosemvivelihoods depend on how
and what they buy. They multi-source from a widege of wholesale suppliers
across different channels and are willing to traa@hsiderable distances and utilise
delivery services to benefit from the best wholedatms.

This approach to purchasing is driven by the faat wholesale customers operate in
highly competitive downstream markets, in particutacatering and retail. With the
convenience market growing ever more competitimdependent retailers remain as
focused as ever on price. Not only do they demaoikmmompetitive prices, they also
want better fresh product lines, more choice angrawved delivery services from
their wholesalers, and will switch wholesalers & ity These customers can be fully
expected to react and seek a more competitive safrsupply if the merged entity
were to deteriorate Booker’s offer.
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Supply of symbol group services

3.8

3.9

There are a variety of business models availablendependent retailers seeking
competitive wholesale supply arrangements. Thesger&dom operating under a more
centrally controlled franchise model, affiliatingtiva symbol groubor operating as
an unaffiliated independent retailer. Under eacsiriess model, retail grocery stores
are owned and operated by independent retailers:

(@)

(b)

A franchise model (such as the model adopted by ®0p and WHSmith) is
typically less flexible than a symbol group modaljth the franchisor
exercising greater control over the overall rgptadposition of the independent
retailer (for example, specified store layouts, hieig levels of capital
investment and higher purchasing commitments). Ehgrimarily to ensure
that franchisees provide a consistent shopping rexpee and standard of
service to their consumers to protect the relevmand. A tighter franchise
model often appeals to independent retailers tloaldvprefer a greater degree
of central oversight to minimise the administratimerdens in running their
businesses.

In contrast, a_symbol group model is considerablyrenflexible. Symbol
group retailers typically remain free to determitieeir own commercial
strategy and overall retail proposition. This flakty is, in large part, a result
of the historical development of the symbol groupded. Symbol groups have
evolved from a variety of backgrounds. For examplemier grew from its
origins as a cash & carry wholesaler, whilst oganbol groups were initially
established as buying groups for independent eetaile.g. Nisa). Others
entered the UK through international expansionablyt Spar and 7-Eleven.
There is, therefore, no single symbol group model ao clearly defined
standalone symbol group market. Symbol group estagource a considerable
proportion of their purchases from competing whales. As confirmed by
the CMA in its review of thé&ooker / Musgravéransaction, Booker operates
a highly flexible symbol group model in which its36300 Premier retailers
and c.1,850 Londis retailers have a high degreautdnomy and control in
how they run their businesses. Since then, Bookerssomers have benefited
from even more flexibility and this has been welednby customers, driving
growth for them and for Bookér.

As recognised by the CMA iBooker / Musgrave® there is strong competition for the

supply of symbol group services among a wide rawigplayers. There are several

wholesalers offering symbol group services on @nat basis (e.g. Nisa, Best-One,

8

Symbol groups offer retailers the ability to nettéheir independence, whilst receiving additiosapport

through nationally / regionally recognised fasgaomotional packages that would have been diffitoilt
obtain as an individual retailer and supportingises. The fascia, marketing materials and (endwarer)
promotional packages that symbol group retailezsive broaden their ability to reach new consumers.

The history and size of Budgens symbol storesnséaey used to operate on a tighter model (dditorg

their time as part of Musgrave). Since the acquisibf the Budgens business, Booker has sought to
improve the Budgens model by providing Budgensileetawith greater freedom and flexibility, thereby
creating a far simpler proposition than the fortmighly controlled Musgrave franchise model.

10" See paragraphs 54 to 56 of the CMB&oker / Musgrav@hase 1 decision.

7124



3.10

3.11

3.12

Costcutter, Spar and Lifestyle Express) and mahgrotvholesalers offering symbol
group services on a regional basis (e.g. Todayt leay Store). All independent
retailers therefore have multiple options shoug&ltivish to be part of a symbol group
(seeFigure 4 below), with rival providers operating in all reg® of the UK.

The CMA concluded in its Phase 1 decision that fofuthese providers (Costcutter,
Spar, Nisa and Best-one) would qualify as “effextompetitors®! It excluded
Lifestyle Express, Today’'s and Key Store from tHfeative competitor set on a
conservative basi€. We disagree with this approach and consider thaifahese
providers are strong and viable alternatives fanlsyl group retailers. In addition,
any analysis of competitive dynamics has to take mccount that symbol group
retailers do not depend on the provision of thgseb®| group services. Retailers can
(and frequently do) decide to run their stores authaffiliating to a symbol group.

More importantly,3<% of Booker’'s symbol group customers are locateithini30
miles ofat least fiveother competing symbol group stores — aké&o are within this
distance forat least threealternatives to Booker. This implies that all obdker’'s
symbol group customers have the option of switchimngmultiple symbol group
providers. Given the availability of these alteivas, it is not surprising that the
CMA concluded in its Phase | market test thahe” majority of symbol group
retailers indicated that, if faced with a 5% pricerease, they would switch fastig
Against this backdrop, the Decision’s filtering apgach is excessively conservative,
as it does not adequately recognise the competiywamics of the market. Indeed,
for the reasons set out below, Tesco and Bookenadaconsider that any filtering
exercise is appropriate in this case.

Figure 4: comparison of symbol group and franchiséascia by store numbers
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Source: Frontier analysis
A highly competitive retail groceries sector

The total size of the UK retail groceries (foodytee is estimated to be worth £179
billion.** The sector is highly competitive: a multitude dayers with different
strengths and business models are active bothnadliioand locally. The multiples,
including Tesco, have come under significant pnessa recent years, particularly
from Aldi and Lidl, who have more than doubled thedmbined market share since

See paragraph 89 of the Decision.

See paragraphs 90 to 91 of the Decision.
See paragraph 154 of the Decision.

4 1GD.
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3.13

3.14

3.15

2010. Meanwhile some of the fastest growth has cénowa smaller players and
newer models, including online players (such as Zonaand Ocado).

Consumer habits are changing. Growth has shiftemlydwom big baskets and one-
stop shops in large stores and towards an inciglgdiagmented mix of alternatives.
This has driven growth in the convenience segmedtogher formats (e.g. online and
discounters), whilst supermarket sales have remdiaé The share of the UK retalil
groceries sector accounted for by large storexpeated to fall to almost half by
2021, down from 67% in 2010.

The convenience segment is growing. Made up of versi range of players,
including multiples, co-operatives, discountersgeipendents, symbol stores and
petrol forecourts, there has been an overall nseonvenience missions, as well as
strong growth of ‘food to go’ and ‘top up’ missiorniBhe convenience segment has
grown at over 4.5% per year since 2010 and thigvtirds expected to continue, with
a 17.7% increase in spending at convenience storsthe next five years.

In response to these trends, a number of playees significantly expanded:

(a) the Co-operative Group has acquired or opened abeumf convenience
stores over the last three years and now owns thhe$t number of
convenience stores in the UK (more than Tesco) matarly 3,000 stores;

(b) McColls has significantly increased its number ofivenience stores (now
operating over 1,000 convenience stores). As dtredhe CMA has accepted
that it is an “effective competitor®

() Spar’s UK retail sales have grown by 8.5% overldiseé year and it is now the
largest forecourt retailer in the UK, with over @Q0petrol forecourts;

(d) an influx of investment in petrol forecourt ‘deaehas resulted in petrol
forecourt stores expanding their convenience dtiedrive profitable growth.
Petrol forecourt sites are now an attractive prajoos for convenience
retailers, as evidenced by the wide range of pt&agapanding in this space
(e.g. the Co-operative Group, M&S, Waitrose anch§airy’s);

(e) online has been the fastest growing channel sifd® and is widely forecast
to continue as such up to 2021. It is projectetl dhéine players will comprise
9% of the UK retail groceries sector in 2021, upnir2.6% in 20187 This
channel has seen a multitude of new entrants fergizon and Hello Fresh),
facilitated by a growth in the use of digital deascfor grocery shopping.
Amazon, for example, is looking to open groceryresoin the UK to
complement its online offering and has recentlycamted that it will be
acquiring Whole Foods (which has nine stores intkg; and

) non-food retailers, such as B&M, Wilkinsons and Rdland, are increasingly
active in the sale of grocery products to consunmiéos example, B&M has

5 The GrocerDiscounter-driven revolution will see grocery gra®% by 2022 says IGB June 2017.
16 See paragraph 86 of the Decision.

7 1GD.
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recently announced it is acquiring Heron FoBdghich is a convenience
groceries retailer with a significant presencehm North of England (i.e. over
250 stores with plans to open 10 to 20 stores pan)y

3.16 The most transformative development in recent yeassbeen the rise of discounters,

3.17

in particular Aldi and Lidl. Aldi is now the fiftthargest supermarket in the UK, whilst
Lidl is shortly expected to overtake Waitrose tadimme the seventh largest. It is
reported that over 70% of consumers now shop abdigers (equivalent to over 20

million households). Retailers across the sectoe lexperienced significant losses in
consumers to the discounters. This strong competpressure has resulted in the
multiples significantly changing their offering tconsumers: for example, Tesco
introduced its Farm Brands range in direct respoassiscounter growth. As well as

having a significant impact on large retailers, iAad Lidl are also adapting their

offering to compete more directly with players lre tconvenience segment.

The growth of discounters is forecast to continDegscounters are projected to
account for one in every £7 being spent by 2021 thed share of the UK retail
groceries sector is expected to reach 13% by 202Wdi and Lidl have identified the
UK as a priority growth market, with Aldi’'s UK anldeland CEO recently stating
“with absolute assurant¢hat Aldi “will be at 1,000 stores well in time for 202%
Similarly, Lidl's CEO recently commented that Lidhvisages opening 50 to 60
stores every year and is investing £650 millios gféar and £800 million next ye&r.

Figure 5: growth in the UK grocery market by channd

Change in sales
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Total sales in 2016

Source: IGD, UK Country Presentations for 2015 2046

18 http://www.bandmretail.com/~/media/Files/B/BM-Stsfgocuments/bm-heron-food-acquisition. pdf

9 The GrocerDiscounter-driven revolution will see grocery gra®% by 2022 says IGB June 2017.

2 The GrocerAldi: ‘massive opportunity’ to quadruple store nuenbll May 2017. Aldi's CEO for the UK
and Ireland also stated that he sees no reasomAldinygould not expand its store estate to arour@D@,
stores.

%L The GrocerThe big interview: Christian Hartnage$ July 2017.
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3.18

3.19

3.20

3.21

Given the very significant impact that the disceusthave had on the business
models, PQRS and competitive strategies of retaidaross the groceries sector,
Tesco and Booker were surprised by the Decisiomdirfg that the discounters

should not be considered as “effective competitoréeé consider that there is strong
evidence (and industry recognition) that Aldi andll{and Iceland which was also

excluded) are effective competitors in the UK Hetmbceries sector and provide a
strong and credible offering across all customessions, including convenience
missions??

Procurement in theretail and wholesale groceries sectors

In the groceries sector, procurement is normalyaaised according to the different
product categories offered by the retailer or whaler. In most categories, the range
will have a mix of branded and own brand produbtg,the split varies significantly
between categories, with packaged categories hawimguch greater presence of
branded goods than fresh, where the majority odycts tend to be own brand.

Supplier structures differ between the various pobctategories. Within packaged
groceries, impulse and drinks categories, therdyjscally a mix of: (i) large
international suppliers offering household brands; smaller (often national)
suppliers offering local, more premium or differéppes of products; and (iii) own
brand suppliers. This mix is key to offering arrattive and diverse range to attract a
wide array of customers.

Within fresh categories, brands have a much mongeld presence. Products are
typically developed jointly by retailers and suppli to meet retailer-specific
specifications, with range choices largely drivgnrbtailers and innovation driven
jointly by retailers and suppliers. For some prddusuch as dairy, own brand ranges
are supported by products of credible branded snsplFor other products, such as
meat and produce, there are fewer credible brasdppliers.

Booker is more focused on the procurement of braugdeds

3.22

3.23

Booker’'s sales are weighted towards branded gondthe drinks, impulse and
tobacco categories, which are predominantly sugddieglobally powerful suppliers.
It has more limited fresh sales (especially taatailer customers).

As such, when it comes to procurement, Booker tzided on achieving the most
efficient sourcing (i.e. finding the products witie best quality/price ratio and which
meet the specifications of its catering/on-trade aetail customers). Since Booker is
a wholesaler, it cannot guarantee that ranges witscretailer customers choose to
stock and support in their stores and as such taegelimits as to the level of
investment Booker is prepared to make in the uastrsupply chain.

Tesco is equally focused on fresh and own brandymits

3.24 While it naturally sources a significant volume ®fanded goods, Tesco’s

procurement is equally focused on fresh and owmdaroducts, with own brand
products representing over half of its food sa@se of the cornerstones of Tesco’s

22 For example, the procurement activities of Aldigl and Iceland are governed by the Groceries Supp
Code of Practice.
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3.25

3.26

commercial strategy is the “customer value equatiasich is built around a price
guarantee for branded products and a unique offeoh fresh and own brand
products”® Tesco’s superior fresh and own brand offeringtiskey differentiating
factor as a retailer (whereas branded goods aikalleaeverywhere).

What this means in practice is that, as well asagmg with branded suppliers, Tesco
is as focused on building close and enduring pestmgs with primary producers in
order to offer an attractive fresh proposition te consumers. These long-term
partnerships achieve this through innovation amiemsed end-to-end supply chain
efficiencies, ultimately to the benefit of Tescomnsumers. This creates a high degree
of interdependence between Tesco’'s success andoth@s suppliers. Indeed,
relationships with suppliers are one of Tesco’s BigPIs, which are central to assess
the overall health of its business.

Tesco’s relationships with its suppliers — which governed by the Groceries Supply
Code of Practice GSCOP)** — have improved significantly. This has been an
essential part of Tesco’s turnaround strategy tire overall competitiveness and
trust, and deliver an improved offer to customé&gppliers have also acknowledged
the improvement: in the 2016 edition of the annumalependently run supplier survey
by Advantage, Tesco was rated top overall reté&ethe first time since 2011 (see
Figure 6 below)?®

Figure 6: Tesco supplier relationship improvements ranking compared to competitors
(2014-2016)

20142016 20142016 20142016 20142016 20142016 20142016 20142016 20142016
Supply chain

Retail management Payment

execution personnel / processes
processes

Retailer
own label
capability

Category /
Business
development

Overall Business Personnel /
performance relationship  Organisation

Retailer ASDA gg morilions  SAinsburys TESCO Waitrose

set: | Bgmmmely Q) Mormsons T T e -~

Source: Advantage Supplier Survey 2016

% value equation = brand guarantee + unique Teffeoing (page 63 of Tesco’s interim results preatioh
dated 5 October 2016tfps://www.tescoplc.com/media/391670/interim-preaton-2016-17.pJf

24

This was established with the aim of preventinggé retailers from transferring excessive riskd an

unexpected costs to suppliers. Since her appointme?013, the Groceries Code Adjudicator (BEA)
has been active to ensure compliance with GSCOPhaadssued a significant body of guidance which
further ensures that suppliers are protected ageértin supply chain practices by retailers. G8Q@s
reached a good level of maturity and is now embedilld esco’s ways of working with suppliers. The &C
sponsored YouGov supplier survey 2017 shows thatptioportion of suppliers who consider that Tesco
complies with GSCOP consistently well or mostlysto 92% (up from 70% in 2015).

25

Tesco ranked®lin five out seven areas surveyed including ‘owelacapability’, ‘category development’

and ‘business relationship’.
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3.27 Taken together, given the relevant markets in wHiebco and Booker operate, this

4.2

4.3

4.4

Merger will have a positive impact on business @ongrs, consumers and suppliers.
As noted in today’s letter from the Tesco and BodREOs and described Figure 7
below, we consider that they will all benefit frahe Merger.

Figure 7: overview of the Merger's benefits for bugess customers, consumers and
suppliers

Business customers: |

independent retailers, : . End consumers
caterers and small businesses

Fresh and own label

Improved choice, price and service for @ Better growth opportunities due to

f' retail and catering customers enabling access to new distribution channels
them to offer better value to their n
consumers ' More choice and convenience \g‘ I[';::::ed support to create stronger

StrongenEremier; Londis, Budgens Full crop procurementand end-to-end
and Family Shopper proposition 4\ Betteravailability of quality food at fair & 5oply chain efficiencies— lower
w prices across retail and eating out " costs, reduced waste and
locat -
m Better delivery service via utilisation of OCsIone é opportunities for innovation
Tesco range and delivery fleet
2 & H — Widest range of food available, from é Lower financial risk
f

Access to Tesco banking, mobile and professional catengllo,cofe gtocery

D PayQwiq services, and ability to drive Branded
footfall through Click & Collect g Enhanced digital and delivery service e T

options
Positive contribution to local P Q i information
m communities through supporting small P
businesses SO E Access to new distribution channels
" and routes to innovation

@ Better category management

Competitive effects of the Merger

We recognise that the CMA needs to consider a numwbessues in order to assess
the potential impact of the Merger on competitiangd Tesco and Booker have been
open about this throughout Phase 1. The issues atvehanged. However, as the
CMA accepted in its Phase 1 investigation, the Meiligvolves the combination of
two businesses active at different levels of thgpsuchain (i.e. a vertical merger) and
therefore requires a different approach than thhichvwould apply in a typical
“retail-to-retail” merger.

To address this, the CMA has assessed the extewhitth a merged Tesco and
Booker would have both the ability and incentived&teriorate their respective offers
in order to generate more profit following the Mergand whether any such
deterioration would have a detrimental effect ompetition.

We agree that this is an appropriate frame of esfeg, but do not recognise the
Decision’s theories of harm. Concerns would noryatise only where competitors
are foreclosed and this foreclosure itself resuftsa substantial lessening of
competition. The conditions required for this toabprofitable strategy are rarely met
in vertical mergers, and they are not in this cgseen the highly competitive
wholesale and retail groceries markets.

When considering Tesco’s and Booker’s incentives, uige the CMA not to lose
sight of the rationale underpinning this Merger kich, as set out in today’'s CEOS’
letter (above), is about improving the customerppsition and growing revenue
across both the Tesco and Booker businesses. Baesc8ooker have no interest in
transferring revenue from one part of the businessanother or attempting to
construct artificially a less compelling offer irertain local areas in the hope of
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A.

gaining some hypothetical marginal benefit. Givehatva negligible proportion
(representing arountéK% of total sales and total operating profit) of tw@mbined
business is in the local areas identified as fgitime Decision’s filter4® it makes even
less sense to take the huge operational and regmahtisks involved in foreclosing
the merged entity’s own customers. In any eventsyng such a strategy would be
loss-making for the reasons described below.

Areas where Booker-supplied symbol stores and Tesco stores are both present

Deterioration of Booker’s wholesale offering to syrhol group customers

4.5

4.6

(i)

4.7

4.8

In respect of Booker, the CMA is required to assessther there will be all of: (i) an

ability to worsen Booker’'s wholesale offering tongyol group customers who, in
turn, will worsen their retail offering in order tienefit Tesco’s retail business; (ii) an
incentive to do so; and (iii) whether this will tdsin an anti-competitive effect.

These three questions are addressed in turn bédading to the conclusion that the
merged entity would not have the ability, incentoreeffect of foreclosing Booker’s

symbol group customers as hypothesised by thigyhefdarm.

It should be stressed that Booker has a histografing with its customers, reacting
to improve customer satisfaction and facilitatingstomer choice. It is Booker’'s
strategy of focusing on better choice, price andvise for its customers that has
resulted in increased profits for Booker and inseghvalue for its shareholders. This
will be the wholesale business model that the nterggity will continue to follow
post-merger.

Would it make commercial sense for the mergedntity to adopt a novel strategy
whereby it would seek to foreclose its own symbokgup customers with a view
to diverting sales to Tesco?

This theory of harm is based on an assumptiontbigamerged entity would develop a
novel wholesale strategy involving all of the felimg:

(a) identify certain areas where its customers: (i)ehbmited alternatives at the
wholesale level; (ii) face limited competition &etretail level; and (iii) face a
Tesco store which could attract a high number afsomers at Booker-
supplied symbol stores;

(b) target a localised deterioration in Booker’s otfethese customers only;

() ensure that Booker’'s symbol group customers woatdsimply choose to buy
more elsewhere in response to deterioration of Boslffering; and

(d) compel Booker's symbol group customers to passdtiiothis unilateral
wholesale deterioration to end consumers.

Booker does not design its wholesale offer to tamye flex according to local
competitive conditions. This is not to say that Bewo offers an entirely uniform
national proposition across all of its cash & cabnsiness centres. Indeed, no two
Booker business centres are identical. These @igaare focused on better serving
the needs of local customers (with the aim of masiimg customer satisfaction). This

% This is based on the areas identified by the GiAailing the Decision’s filters for Theories céith 1 to 3.
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4.9

4.10

can vary across business centres, for examplealdéférences in the mix of caterer
and retailer customers using the business censesugh, customers might perceive
differences in the configuration of individual bosss centres. However, thast
majority of Booker’s decisions on pricing, rangingand service are set nationally

Moreover, there are too many conditions that havialt into place at the same time
for this theory to support the “balance of probiéibs” threshold at Phase 2. These
conditions run counter to the evidence and wouljuire the CMA to view the
wholesale and retail groceries markets in a way ithaontrary to all of its previous
decisions. In particular:

(@)

(b)

Booker’s symbol group customers are independeailest and it would not
make commercial sense for the merged entity to sedkreclose its own
symbol group customers in a way that could caustenmaadiversion of end
consumers away from Booker-supplied symbol stosesompeting retailers.
In Booker / Musgravethe CMA concluded that Booker does not have the
ability to do so. This reflects the fact tladoker does not generally exercise
any meaningful degree of control over its symbol gmup retailers. This is
reflected in the3< placed on Premier customers and Booker’s decigion
move Londis and Budgens customers onto a more istmophnd flexible
model (aligned with the Premier model) followingethcquisition of those
symbol group operations from Musgr&ie.

The theory of harm requires the merged entity tasgea novel and bespoke
strategy to deteriorate Booker’'s offering in taggktlocal areas (i.e. to
discriminate between Booker’'s symbol group custenaerd target only those
customers identified at paragraph 4.7(a) above)is Mwould involve a
fundamental change to Booker's business model,mpraictical and entalil
significant costs and investment in a strategy thatld inevitably result in
reputational damage to the merged entity.

Moreover, Booker's symbol group customers wouldilgdse able to defeat any
unilateral worsening of Booker’s offering by switeh at the wholesale level. Given
the highly competitive nature of the wholesale grees sector (se&ection 3A
above), Booker is significantly constrained bystsnbol group customers’ ability to
shop around, both incrementally with other wholeisa(i.e. switching a proportion of
wholesale purchases) and by switching fascia teah $ymbol group provider:

(@)

(b)

The CMA’s market test confirmed that timeajority of customers would
switch symbol group provider if faced with a price rise and any switching
costs would be low?

Booker’s customers haweveral options to switch fasciaas the CMA found
in Booker / Musgravethere is strong competition among a wide range of
providers. For example, oveK% of Booker's symbol group customers

2" The operation of Budgens stores has also begnealiwith Booker’s wider commercial strategic objexs
insofar as the holding of leases is concerix€d.

% gee paragraphs 153 to 154 of the Decision. TtteHat there has been limited switching away fidooker
recently is a function of the success and attrantgs of Booker’s offer. If this were to changeit@ving
would increase.
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411

4.12

(ii)

4.13

identified as failing the Decision’s excessivelynservative filters in fact have
three or more competing symbol stores located witeh miles and< of
them have at least one. This indicates that alhefe Booker-supplied symbol
stores would have alternative symbol group prowder which they could
switch. Every region also has a number of delivavbdlesalers available.

(c) There is extensive evidence that Booker's symboligrcustomersnulti-
source from a wide range of wholesalers and frequég switch significant
purchasing volumes between wholesalern order to obtain the most
attractive wholesale offer_(which is consistenthwihe CC’s findings in
Booker / Makrd.?° Even if the merged entity enforced minimum purahgs
requirements, Booker's customers could sourceC%. to 3<% of their
supplies from rival wholesalers, which is suffidi¢a discipline the merged
entity.

(d) Booker’s symbol group customers operate in higbingetitive retail markets
and face further pressures from a range of factockjdingrent, utilities and
the living wage. Their personal business succegeriks on their ability to
source the best wholesale offering and remain ctitiyge Booker’'s symbol
group customers would therefore have every incenv source from other
wholesalers if the merged entity unilaterally detexted Booker’s offering.

In the already unlikely scenario where Booker's bgimgroup customers have
accepted a worsened wholesale offer from Bookehowit looking for alternative
wholesale suppliers, the theory of harm requiresk@ds symbol group customers to
pass-through the worsened wholesale offering to gr& consumerdBooker lacks
the ability to require its customers to pass throug a unilateral wholesale
deterioration and has no expectation that they will do so. Githa highly
competitive nature of retail groceries markets, IBots symbol group customers
would likely do everything in their power to prevdasing consumers to competing
retailers by not passing-through any unilateral lebale deterioration.

Therefore, it would not make commercial sense li@r merged entity to attempt to
foreclose some of its own specific symbol groupt@oeers with a view to diverting
retail sales to Tesco.

Would the merged entity have the incentive taleteriorate the retail offering of
Booker's symbol group customers?

Booker’'s symbol group customers account for appnately 5<% of Booker’s total
sales to retailer customers amtd% of Booker’s overall profitThe 369 local areas
identified in the Decision (on the basis of excessly conservative filters)
represent only 3< of Booker’s total sales and operating profit namely c<% of
sales and <% of operating profit. Even based on the highlyikely hypothesis that
a discriminatory deterioration of Booker’s offeringould result in 100% of
consumers at the targeted symbol group customeestitig to Tesco, there would
still be no incentive to pursue such a discriminasirategy. In particular, it would be
commercially unviable

2 gee paragraphs 8.5, 8.11, 8.13 and 8.17 and Batfi¢he final report. The approach taken in theiBion
risks materially contradicting the CC'’s findingsBooker / Makro
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4.14

(iii)
4.15

4.16

(a) Booker’'s symbol group customers are commerciallgead retailers, so it
would quickly become apparent that certain custsmeere being offered
different terms based solely on their location dhdir local competitive
environment. Indeed, Booker’s customers often sitogiifferent Booker cash
& carry business centres and a number of them tgenaltiple premises or
have friends and relatives who also operate systiooés.

(b) A discriminatory strategy would therefofendamentally damage the trust
and reputation that Booker has worked hard to estalish over many years
with its symbol group customersand cause irreparable damage to the
merged entity. Its impact would be much wider thhe small group of
customers targeted with any worsened offering ahndhe very least, would
present a real risk of a loss of profit in the laagn.

(©) These significant risks (and the operational costslved) would not be offset
by the minimal theoretical gains of pursuing anghsstrategy, even if 100%
of consumers diverted from Booker-supplied symbaies to Tesco stores.

In any case, there would be no guarantee that emdumers would switch in
sufficient volumes, nor that they would choosewatch to Tesco. There are a wide
range of other retailers that they could switchingluding many not included in the
CMA'’s unduly narrow “effective competitor” set (e 8ldi, Lidl, Iceland, unaffiliated
independents, certain symbol stores and petrotéums). Moreover, consumers are
likely to perceive that other symbol stores, pefooecourt retailers and unaffiliated
independents are closer alternatives to Bookeriggppymbol stores than are Tesco
stores. Therefore, consumer diversion from Booke@pBed symbol stores to Tesco
stores would likely be low.

Conclusion

Deteriorating Booker’s offer would not be profitatdnd there would be no incentive
to engage in such a strategy. The parties’ econamadysis (i.e. the vertical GUPPI
framework) demonstrates why any attempt to raiseledale prices in order to recoup
sales at the retail level would not be profitalll&his is a function of all the factors
described above and shows that unfeasibly highrsive ratios (i.e. well above

100%) would be required to render any price ris#fifable. As such, pursuing the
discriminatory strategies envisaged by this theafrjqarm could never be profitable
and would be commercially illogicat.

In contrast, the Decision has been able to idemtiffompetitive concern — and even
then only in a small number of areas — only by &dgphighly conservative

assumptions. These include assumptions that: €)nterged entity would have the
incentive to deteriorate Booker’s wholesale offgrin a small number of local areas;
(i) the catchment size for symbol group providdoes not include all areas where
they currently deliver symbol group services; (Bpoker's symbol group customers

30

See Frontier’'s paper on post-merger pricing itices in retail-to-wholesale mergers dated 7 M&26i7.

This was provided to the CMA at Appendix 9.A to terger Notice.

31

This is based on a 10% GUPPI threshold, whiclt@esd Booker consider to be the appropriate tiotdsh

for a Phase 2 inquiry (in line with previous CMAd&3e 2 inquiries, such asidbrokes plc / Gala Coral
Group Limited.
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purchase 100% of their requirements from Booked (do not frequently multi-

source from a range of wholesalers); (iv) passtihoby Booker's symbol group
customers is likely to be over 80%; and (v) theeetiive competitor set in the retalil
groceries sector does not include Aldi, Lidl aneland>?

4.17 We do not think that these assumptions reflectribeket reality individually let alone
collectively. Given this, and the fact that deteatong Booker’s offering goes entirely
against how Booker has increased customer saimfaanhd sales as well as the deal
rationale, the concern is a hypothetical one omlg #here can be no substantial
lessening of competition as a result of this thewrgarm.

Deterioration of Tesco'’s retail offering

4.18 The CMA is required to assess whether the mergaty evill have an ability and an
incentive to worsen Tesco’s retail offering in arde benefit Booker's wholesale
business, and whether there could be a negativectetin competition. Similar
guestions arise as in relation to the previousrhed harm. Examining each in turn
leads to the conclusion that the merged entity dowok have the ability and incentive
to deteriorate Tesco’s retail offering and therefdhere could be no substantial
lessening of competition.

0] What would the merged entity need to do to detriorate Tesco’s retail offer?

4.19 This theory of harm would require the merged entitgngage in bespoke strategies
in targeted local areas where there is perceiveoettless” competition in order to
drive switching to Booker-supplied symbol storesl amcrease Booker’s wholesale
sales. This is entirely at odds with Tesco’s bussnmodel. The commercial reality is
that the merged entity would not even consider gimgain such a strategy due to the
likely loss of sales to Tesco’s primary competitpms. the multiples and discounters),
the significant reputational risks involved and fhet that such a strategy would be
loss-making in practice.

4.20 Tesco determines its PQRS nationalland there is no incentive to deviate from this:

(@) It would involve high operational complexity, sifjpant costs and
reputational risks. In particular, introducing lbcaariations of sufficient
magnitude to attempt to drive switching would umdieie the Tesco brand and
allow Tesco’s primary competitors (i.e. the multpland discounters) to target
Tesco through price-led national advertising cagpsi It would expose
Tesco to complaints from consumers that its oftgigra “postcode lottery”
and would damage Tesco’s brand integrity. This woalmost certainly
outweigh any theoretical benefits: for example, cbés sales at its stores
located in the 64 areas identified in the Deciqjon the basis of excessively
conservative filters) comprise onk% of its total retail sales ariek% of its
total operating profit.

(b) Tesco already operates in areas with varying lestlscal competition and
does not vary its offer locally. There is no reasortonsider that this would
differ post-merger.

32 See paragraphs 137, 91, 116(a), 142 and 86¢ag decision for each of these assumptions.
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(ii)
4.21

4.22

4.23

4.24

Would the merged entity have an incentive taleteriorate Tesco’s retail offer?

The merged entity would hawan incentive to do this only if it would be profita.
This would require sufficient consumers to switohBilooker-supplied symbol stores
and for these retailers to increase their wholegatehases from Booker (as a result
of the incremental sales from these customers).dv¥ew consumers would be more
likely to switch to Tesco’s primary competitors.

Tesco’s primary competitors are the multiples and tcounters in particulars<.
These competitors exert a much greater competg¢estraint on Tesco than do
Booker-supplied symbol stores:

(@)

(b)

(€)

Competition from Tesco’s primary competitors is whafluences Tesco’s
PQRS (which is determined nationally), and that mok change post-merger.

The discounters have had a transformative impath@mnetail groceries sector
and continue to grow rapidly (s&ection 3Babove). Their strong competitive
pressure has resulted in Tesco (and other refad@msificantly changing their
offering to consumers.

As such, the majority of any diverted sales wouldrenlikely be re-captured
by other multiples and the discounters (rather tBaoker-supplied symbol
stores). Tesco stores and Booker-supplied symbodestare not close
competitors, so any consumer diversion from Tesores to Booker-supplied
symbol stores would likely be very low.

Even in areas where no other retailer is presds, theory of harm makes no
commercial sense, #se merged entity would lose money overall

(@)

(b)

(€)

Booker cannot guarantee it would receive any beradia result of this
strategy. The primary beneficiary of any sales thaert to Booker-supplied
symbol stores would be the independent retailefsicfwcapture the retail
margin on such sales), and not Booker (which otéynds to gain a lower
wholesale margin on such sales);

even if retailers did increase their wholesale pases, a material share of any
sales diverting from Tesco to Booker-supplied syhdiores would not be
captured by Booker. As noted above, Booker-sup@igdbol stores purchase
a considerable proportion of their purchases froinerowholesalers; and

even then, the loss of retail margin associatet diterted Tesco sales would
be much higher than any theoretical gain of whdaéesaargin at the Booker
wholesale level. Given the substantial fixed ca$tsunning a retail store and
the low variable margins earned, a loss of salelsinw® can make the
difference between whether or not a store covsrfixigd costs (i.e. whether or
not the store is profitable) — this makes any stgtenvisaged by this theory
of harm even more commercially unviable.

All of this means that such a strategy would notpbefitable:the merged entity
would be sacrificing Tesco’s higher retail margin ¢ re-capture diluted profits at
Booker's much lower wholesale margin This is demonstrated W¥igure 8 below,
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which shows that such a strategy would not be fatai& even if 100% of Tesco’s
consumers diverted to Booker-supplied symbol storesgiven ared®

Figure 8: illustration of why a Tesco deterioration would not be profitable even
assuming 100% diversion ratios

K

Source: Frontier analysis
(i)  Conclusion

4.25 The fundamental difference between this Merger amdtail-to-retail merger is that
the merged entity does not have control over, er ahility to internaliseall key
elements of the equation necessary to make a detaation profitable in the way
that it hypothetically could in a retail-to-retail merger. This is illustrated irFigure
9 below.

4.26 Given the lack of ability and incentive to engagédoical pricing, the lack of closeness
of competition between Tesco stores and Bookerimgosymbol stores and the
highly competitive nature of retail groceries maskeéhe merged entity would have at
most limited ability and no incentive to deteri@aesco’s retail offering. As such,
there can be no substantial lessening of compet##a result of this theory of harm,
and a local filtering exercise is not necessary.

Figure 9: summary of why this Merger is different fom a standard retail-to-retail
merger

Worsening of - Worsening of retail ®
wholesale offering | W ESALE offering m

Booker's symbol group.customers av Sacrifice higher retail margin for
) —O—E can switch symbol fascia or a 2 e VA
Differences portion of their wholesale purchases G 2

toa st'andard “ Booker’s symbol group
retail-to- Booker has no ability to ensure -H customers purchase a portion of
‘ _o—.o

retail case its customers pass on its * any diverted sales from other
wholesale deterioration wholesalers

ﬁ End consumers unlikely to switch between Tesco and Booker’s symbol
group customers in high volumes, given they are not close competitors

Additional
2?2 ; : ; :
factors ) Tesco and Booker have no means of deteriorating their respective
. offers in targeted local areas
Liifpl 2l No feasible level of diversion that would make deteriorating Tesco or
for case

Booker’s offer profitable

% See Frontier’s paper on post-merger pricing itices in retail-to-wholesale mergers dated 7 Ma26h7.
This was provided to the CMA at Appendix 9.A to erger Notice.
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B. Booker also supplies independent customers aad#i in the same areas as Booker-
supplied symbol stores and Tesco stores

4.27 The Decision has raised the possibility of the Mergiving rise to competition
concerns as a result of the foreclosure of indepeincetailers. However, this theory
of harm is implausible, as thmerged entity lacks any ability to worsen the retdi
offering of independent retailers The reasons are similar to those set out for the
theory of harm relating to a deterioration of Bookeoffering to its symbol group
customers, although the theory of harm is even nmopéausible because:

(@) Independent retailers widely multi-source and us®kr for only a small
proportion of their purchases ¥% on average). Even the independent
retailers identified under the Decision’s excedgiveonservative filters
purchase an insignificant proportion of their pasds from Booker (less than
<% on average). Most independent retailers cleaalyeno dependence on
Booker.

(b) Given the highly competitive nature of the wholesgtoceries market (see
Section 3A above), there are a plethora of alternative whédesaipply
options for all independent retailers currently remg supplies from Booker.
The CMA risks materially contradicting the CC’sdings inBooker / Makro
if it considers otherwise.

(c) The merged entity does not even have a hypothedicdity to exert more
influence over the retail offering of independemtarlers. There is no
mechanism though which it could seek to do so.

4.28 Moreover, the merged entity will have no incentive to deterimate Booker's
offering in order to foreclose independent retailercustomers

(a) The merged entity has no incentive to price discrate against independent
retailers that use Booker’s cash & carry businesgres (as explained above
and in line with the CC'’s findings Booker / Makr.

(b) Nor would it make commercial sense. Even the inddpet retailers that are
captured by the Decision’'s excessively conservatilters represent a
negligible proportion of Booker's customer base asdenues (i.e. less than
3<% of its total annual revenue and less thaf6 of the individual C&C
business centre revenue for more thdfo of Booker’s business centres). It
would not make commercial sense and would be uitabtd to change
Booker’s business model and start varying Bookeffering locally in order
to target minimal theoretical gains in a small nembf local areas — this
would be substantially outweighed by the significansts and reputational
damage involved.

(c) In any event, there is highly unlikely to be su#fitt consumer diversion from
independent retailers to Tesco stores to make aategy envisaged by this
theory of harm profitable. Consumers at independetdilers are likely to
consider other independents (as well as symbo¢stand petrol forecourts) as
closer alternatives than Tesco stores. Given thatetare in the region of
€.28,000 unaffiliated independents and petrol fouets located across all
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4.29

4.30

4.31

4.32

4.33

4.34

4.35

areas of the UR? any consumer diversion to Tesco stores is likelpe very
low.

Foreclosure of Palmer & Harvey

The Decision has raised the possibility of the Mergjving rise to a realistic prospect
of a substantial lessening of competition in thévdeed wholesale segment, due to
Tesco’s alleged ability and incentive to shift wdgdle purchases away from Palmer
& Harvey post-merger. Tesco considers that suanaern is speculative.

It is publicly known that P&H has been sufferingdncial issues for a number of
years and has struggled for capital to keep aflb&.clear that the business is facing
a number of ongoing challenges.

Nonetheless, Tesco has had a long-standing resfiipmvith P&H for the distribution
of a variety of products to its stores and overybars P&H has gradually increased
the scope of the services provided to Tesco (arelSdop). Tesco considers that P&H
provides a good service, has a close relationsitip te large tobacco majorsand

is well placed to offer a combined package of sswithat Tesco values. As P&H’s
Managing Director, Martyn Ward, has stated, Tesco&rger with Booker isdn
opportunity rather than a limitéfor P&H.3°

In any event, Tesco considers that the evidence doe support a finding that the
Merger could have a negative impact on competiiiorthe wholesale groceries
market. The wholesale groceries sector is highipmetitive with a number of strong
and credible players providing delivered services.

Impact of the Merger on suppliers

The fact that Tesco and Booker share some of time sappliers and hope to be able
to achieve procurement savings as a result of teeg®t does not mean that the
Merger will have a detrimental impact on the sudmge, indirectly on consumers or
ultimately on competition. In fact, the oppositetige for the three main reasons
outlined below.

Increased incentives to continue working collabratively with suppliers

Given the competitiveness of the retail and whdéegeoceries markets, Tesco’s and
Booker’s success is intrinsically linked to havitigiving suppliers. Having strong

suppliers with a mix of household names and innegadnd exciting new brands is
key for a retailer to satisfy consumer demands.

Tesco and Booker enjoy good relationships withrteappliers. In particular, Tesco
has experienced significant improvements in itati@hship with suppliers in the
recent past and this has been an essential contpohdiesco’s strategy to regain
overall competitiveness. The Merger will reinforites, as it will create significant
opportunities and benefits for the supplier baseugh growth (in particular with the

34 See page 8 of ACS'’s Local Shop Report 2016.

35

For example, it was announced in April 2016 ttwad tobacco manufacturers (Imperial Tobacco and JTI

agreed to be guarantors on a loan facility extendedP&H by a syndicate of banks. See:
http://www.betterretailing.com/palmer-and-harvegdang-deal/

36

Retail NewsTesco-Booker is a game changer says P&H hdés-ebruary 2017.
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(ii)
4.36

4.37

4.38

expansion into the foodservice segment of the ntprikaproved end-to-end supply
chain management and efficiencies. Tesco is thexafasurprised by the finding in
the Decision that suppliers are not concerned aaoytoss of innovation in grocery
supply chaing’

No substantial increase in buyer power

The combination of Tesco’s and Booker’s purchasdsnet lead to a significant
increase in negotiating power vis-a-vis suppli@ise increment in purchases overall
will be limited and, in the categories where there@ments are larger, suppliers have
strong bargaining power themselves.

One of the main elements of the procurement savhajsTesco and Booker expect to
generate from the Merger relates to the abilityrtore closely align buying terms
from suppliers that supply both Tesco and Bookeg.(by seeking to extend the
benefit of more competitive buying terms from oretp to another). Given the
negotiating power of branded suppliers, the mergady will be able to achieve the
projected procurement savings only by demonstrdtrttpose suppliers that there is a
justification for alignment of terms through gergiioperational, ranging or logistical
efficiencies generated by the Merger. In relatioriresh and grocery categories (and
own label suppliers), given the minimal overlagg procurement synergies relate to
sharing cost savings from working closely with digsp to increase efficiency
throughout the supply chain.

Tesco purchases approximately £25 billion worthfaxfd and grocery in the UK,
while Booker's purchases amount to £4 billion fbe tretail segment. Total UK
grocery procurement amounts to ¢.£123 billion meguthat the Merger will result in
a combined share of 24%, with an increment of 3.5%e percentage increment is
lower on a retail only basis (2.6%) and much loWe&wbacco is also excluded (1.3%).

Figure 10: Tesco’'s and Booker’s total purchases as proportion of all UK grocery
procurement (in the retail and catering segments icluding tobacco)

_Booker
£4bn
3.5%

UK grocery procurement
(retail and catering)
£123bn

Source: Frontier analysis. Note: this is a conseime analysis as the source used for market size
excludes some catering sales (e.g. alcohol thabtipurchased with food).

37 See paragraph 216 of the Decision.

23[24



4.39

(iii)
4.40

4.41

A breakdown of the combined purchases into prodatégories demonstrates that
where increments are higher than the total incrémRis occurs in categories where
suppliers are able to negotiate with retailerscpmts:

(@) in fresh and grocery categories, Booker’s retailG3represent a very small
increment to Tesco’s purchases and no category se# an increment
exceeding 3.5%; and

(b) Booker has a larger procurement share of_the tobaiiinks and impulse
categories but, even in those categories, the cwdbprocurement shares
post-merger do not exceed 35% and only exceed B0Pélation to tobacco
and spirits (the latter only when looking at thieallesegment separately).

Figure 11: Tesco’s and Booker’s procurement markeshares by product categories in
the retail and non-retail segments (using Booker'setail and non-retail COGS)

K

Source: Frontier analysis
No realistic prospect of a negative impact orsuppliers or consumers

There is no realistic prospect of a negative impactompetition at the supplier level,
as the vast majority of branded suppliers havengtneegotiating power and many
supply powerful brands which all retailers are estpd to stock. Equally, Tesco and
Booker will not have an incentive to harm supplidrieder innovation or reduce their
volumes of purchases, as that would damage the etitiap position of Tesco’s and
Booker’s customers at the retail level, where cditipa is fierce.

The Merger will not lead to a reduction of competitat the retail level either. There
is no credible risk of foreclosure of competingaiiers or wholesalers due to the
merged entity’'s hypothetical ability to negotiateons favourable terms from
suppliers. The so called “waterbed effect” the@ypased on unrealistic assumptions
and abstract theories and, as the Competition Cesiom concluded in 2008, is not
compatible with the features of the UK’s groceriesil market®

% See paragraphs 5.19 to 5.43 of the Competitiamr@ission’s Final Report on the Supply of Groceiies
the UK market investigation dated 30 April 2008.
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PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC

INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW

ANNEX 1: RESPONSE TOTHEORY OF HARM 1 ON WORSENING OF TESCO' S ORBOOKER'S

1.2

2.2

3.1

3.2

RETAIL OFFERING IN AREAS WHERE THE PARTIES’ OWNED AND OPERATED GROCERY

STORES OVERLAP

Overview

Booker is primarily a wholesaler to independentitess customers. It has only
minimal operations at the retail level throug mid-sized grocery stores ang
convenience grocery store owned or operated by &oahkder the Budgens fascia.

These owned stores are legacy stores, which fon gia><. Booker’'s business
model is (and remains) focused on operating atwhelesale level, rather than
owning and operating retail grocery stores. Themefdhere are no meaningful
overlaps between Tesco and Booker at the retaal.lev

No competition concerns at a national level

The Merger will result in a negligible increaseTiesco’s national market share for the
retail supply of groceries in each of convenienttges and mid-sized stores, given
that Booker owns or operates oty convenience store add mid-sized stores.

In relation to the mid-size stores segment in paldr, the merged entity will continue
to face strong competition from major competitofsoncombined own around 4,000
mid-sized stores and 1,600 one-stop stbrBse total retail sales from tHe< mid-
sized Budgens stores were approximatei in the previous 12 months, which
equates to approximate% of the total retail sales from all mid-sized amek-stop
stores’ Therefore, there are no competition concernsratianal level.

No competition concerns at a local level under thEMA'’s standard framework
for assessing overlaps between owned retail stores

The CMA imposed an Initial Enforcement Order (IE@) 30 May 2017 that applies
to the Budgens stores located in Arbury Road, Gbindgand Honiton3<, the CMA
has an established approach from previous deciswrassessing the impact on local
competition of overlaps between owned stores iailreg-retail grocery mergers (i.e.
a filtering approach based on a post-merger resluati fascia from four to three (or
fewer))?® However, detailed scrutiny of the areas caughthige filters demonstrates
that the Merger would not result in a substaneaténing of competition (see below).

Moreover, the Parties consider that the effectivenmetitor set underpinning this
approach should be updated to include Aldi, Lidl &seland (seénnex 7 for further

This includes stores from Aldi, Asda, Booths, tBe-operative Group, Dunnes, Iceland, Lidl, M&S,

Morrisons, Sainsbury’s, Supervalu and Waitrose.

This is based on IGD’s definition of hypermarkatsl supermarkets (as a proxy for the CMA'’s debniof

one-stop stores and mid-sized stores), which regdadtal retail sales of £103.1 billion in 2016.
®  For exampleMartin McColl Ltd / Co-operative Group Ltd (ME/6632/16) andNetto Limited / Co-operative
Group Limited (ME/6529-15).



detail)? In any event, the competitive constraint exertgdAldi, Lidl and Iceland
should be taken into account in any detailed “sdcgiage” analysis of the conditions
of competition in each local area.

3.3 According to the CMA’s Phase 1 decision referring Merger for a Phase 2 inquiry
(the Decision), only the Budgens stores i€ and < fail the filtering approach used
by the CMA (out of theé&< owned Budgens stores overlapping with Tesco Stores
The CMA confirmed that there was no realistic pexdpf a substantial lessening of
competition in the local areas of the otB€rBudgens stores.

3.4 For the3< and < stores, the Parties have set out below maps ofefegant areas
and an explanation of why a closer examinationhef lbcal competitive dynamics
demonstrates that the Merger would not result insubstantial lessening of
competition in each of these areas.

The Decision already recognises that McColls khba included the effective competitor set (semgeaph
86).

See paragraphs 95 and 101 of the Decision. ThA 8&4 excluded &< overlapping store on the basis that
the appropriate counterfactual would be that tbeestvould have exited.

See paragraph 103 of the Decision.



Figure 1: 3< (mid-sized Budgens store with one mile, five minetand ten minute catchments)

<



3.5 The Budgens is a mid-sized stoMSS) in an urban area and as such is constrained
by:

(@) other MSS within a 5 minute drive time; and
(b) one-stop stores)SS) within a 10 minute drive timé.

3.6 There are two OSS Sainsbury’s stores within a liutei drive time, as well as one
OSS Asda store and two OSS Tesco stores.

3.7  When including Iceland and Aldi in the effectivengoetitor set, the Budgens is
further constrained by two further MSS within 5 oies. As such, the Merger would
result in a fascia reduction from 6 to 5 on theidbad an appropriate effective
competitor set that includes Aldi, Lidl and Iceland

3.8 The Aldi and the Iceland are adjacent to one ampfgreviding customers with strong
alternative options to the Budgens within closexpnity. The Aldi, in particular, is
large (approximately 16,000 square feet in totdlha strong fresh and ambient offer
- approximately 40% of the Aldi is dedicated tosfiefood and 60% to ambient
groceries The Aldi has a large car park that can accommo8at® 40 cars, while
the Iceland can accommodate 20 CaFterefore, the Aldi and Iceland stores have a
strong offering and are effective competitors ® Budgens store.

Figure 2: Aldi and Iceland in 3<

K

3.9 Moreover, there are several convenience storedeldcam close proximity to the
Budgens store, including four Co-op stores, onwlath is on the same road as the
Budgens store. There are also two Mace storesvemSpar stores within 1 mile of
the Budgens store.

3.10 This means that any consumer diversion betweerBtltgens store and the Tesco
stores would not be sufficiently high to resulaisubstantial lessening of competition
in this area.

" See paragraph 46 of the Decision.
8 Booker field research.
® Booker field research.



Figure 3: 3< (convenience Budgens with one mile, five minute drten minute catchments)

<



3.11 The Budgens i< is a convenience store and is therefore consttaie other
convenience stores, MSS and OSS.

3.12 Closer scrutiny of the local area demonstratestti@Budgens store would continue
to face strong competition from at least five cotmgefascia (when including Aldi,
Lidl and Iceland in the effective competitor sém)particular:

(a) the Budgens store is situated on the same hightsisea mid-sized Co-op and
a mid-sized Iceland (which are likely to capturesimaf the diversion from the
Budgens store given their proximity and size); and

(b) the overlapping Tesco Superstore is situated adautle to the West of the
town, with an Aldi, a Lidl and a Spar located ngafbn the same road as the
Budgens store and closer than the Tesco Supersidre)Aldi and Lidl are
both mid-sized stores with 25% of their space dseit to fresh food and 60%
to ambient groceries (similar to the Tesco). Badlkehcar parks for 30 to 35
cars’® Owing to their proximity and size, these stores strong competitors
and will likely attract a greater proportion of angnsumers diverting away
from the Budgens store compared to the Tesco store.

3.13 Itis highly implausible that:

(a) Tesco would risk revenue from a Tesco Superstordrite sales to a small
Budgens store, especially given that there is ah &hd a Lidl much closer,
which constrain the Tesco store and would captheebulk of the diverted
sales; and

(b) the smaller Budgens store could accommodate theased demand from
diverted sales from the Tesco Superstore givenvtiiemes likely to be
involved.

3.14 Therefore, any consumer diversion between the Buglgéore and the Tesco store
would not be sufficiently high to result in a sulgtial lessening of competition in this
area.

Figure 4: Iceland, Aldi and Lidl in <
<

10 Booker field research.



PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC

INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW

ANNEX 2: RESPONSE TOTHEORY OF HARM 2 ON WORSENING OF TESCO'S RETAIL

OFFERING IN AREAS WHERE TESCO'S OWNED STORES OVERLAP WITH BOOKER’S SYMBOL

1.2

1.3

GROUP STORES

Introduction and summary

As part of its Phase 1 assessment, the CMA exantioad overlaps between around
3,500 Tesco stores and 5,500 Booker-supplied systbods. The CMA concluded in
its Phase 1 decision referring the Merger for asBha inquiry (theDecision) that
there is a reasonable prospect that the mergeay wiillihave the ability and incentive
to worsen the Tesco retail offering in 64 localaaréaccounting for less than 2% of
Tesco’s stores) with the effect of substantialgskning competitioh.

The Parties consider that this theory of harm ignter-intuitive and would not be
profitable to implement. This is for three maingeas.

First, the merged entity would have no incentiveamy local area to deteriorate
Tesco’s retail offering in order to benefit the Beo wholesale business. Any such
strategy would be loss-making due to the “doubletidn” of any sales re-captured
by Booker (se&ection 2below):

(&)  such a strategy involves sacrificing a higher tegeoss margin (in the region
of 3<) on Tesco’s sales in favour of a significantly &nwwholesale gross
margin (in the region a%<?) on Booker's sales; and

(b) only a proportion of sales diverting from TescoBooker-supplied symbol
stores would be re-captured by Booker, given thabk@r's symbol group
customers purcha$e of their requirements from Booker).?

The result of this “double dilution” is that therge no feasible level of consumer
diversion from Tesco to Booker-supplied symbol esoat which the merged entity
would have the incentive to deteriorate Tesco'aireffering. This is underpinned by
the Parties’ vertical GUPPI analy$isyvhich is robust to a range of reasonable
assumptions and supports the conclusion that aiayegly based on deteriorating
Tesco’s retail offering post-merger would not befpable. In particular, the critical
diversion ratios necessary to make such a strgtegfitable are not plausible (i.e.
they materially exceed 100%). This means that all@verlaps analysis is not
required for this Merger, as no amount of factuadestigation would be able to
uncover problematic levels of diversion from Testares to Booker-supplied symbol
stores.

A WO N P

See paragraphs 120 and 121 of the Decision.
<
See Section 2C &nnex 3on the Parties’ response to Theory of Harm 3.

SeeAnnex 9.1to the Merger Notice anfippendix 9.A to the Merger Notice for Frontier’s technical paper
on Post-merger pricing incentives in retail-to-wholesanergerssubmitted to the CMA on 7 March 2017.
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1.4 Second, the fact that Tesco stores are not closepetitors to Booker-supplied
symbol stores means that any consumer diversiom ffesco stores to Booker-
supplied symbol stores is likely to be low (&etion 3below). In particular:

(&) Tesco’s main competitors are the multiples anddikeounters. If the merged
entity deteriorates Tesco’s retail offering, anynswwmers at Tesco stores that
divert to competing retailers would divert primgritto Tesco’s main
competitors, including Aldi, Lidl and Iceland (whicare not, but should be,
included in the Decision’s effective competitor)sand

(b) a proportion of consumers would likely divert tdhet retailers that are not
included in the Decision’s effective competitor,sstich as certain symbol
stores, petrol forecourt retailers and unaffiliatedependents.

Therefore, it is implausible that consumer divarsioom Tesco stores to Booker-
supplied symbol stores could ever reach a levelwlald make it profitable for the
merged entity to deteriorate Tesco’s retail offgrin

1.5 Third, the merged entity would have limited abilagd no incentive to deviate from
Tesco’s nationally defined retail proposition (S=tion 4below). The merged entity
would need to devise a novel and bespoke localstedtegy to exploit the
hypothetical opportunities envisaged in the DecisiBuch an approach would be a
fundamental change to Tesco’s strategy of detenminis retail proposition
nationally. Moreover, any theoretical gains woudd rhinimal: the filtering approach
in the Decision suggests (on an excessively coatigevbasis) that there are only 64
local areas where consumer diversion to Bookerdggpsymbol stores might
feasibly reach the high levels required for it ®ogrofitable to worsen Tesco’s retail
offering. Tesco’s sales at its stores located ms¢hareas are<. Given that any
bespoke localised strategy would entail significaosts and material commercial
risks, it is inconceivable that the merged entitpud depart from its effective
strategy of determining its retail proposition paglly in the pursuit of illusory
profits in a very small number of local aréashe CMA recognised this point in its
Booker / Musgravenerger inquiry.

1.6 Each of these overarching reasons is exploredeaatgr detail below. The substantial
evidence underpinning each of these reasons wasuffmiently taken into account in
the Decision, with the result that the filteringpapach set out in the Decision is
theoretical and excessively conservative (Seetion 5below). Indeed, the Parties
consider that no local overlaps analysis - andeflbee no filtering exercise - is
required at all.

® See paragraphs 6 and 59 of the Phase 1 decision.
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2.1

2.2

2.3

2.4

The merged entity has no incentive to deteriorate dsco’s retail offering due to
the “double dilution” of any sales re-captured by Boker's wholesale business

Any sales diverted from a Tesco store to a Bookepked symbol store will
predominately benefit the symbol store retailetheathan Booker. In addition, other
wholesalers would stand to benefit from any divitdales.

Compared to a standard retail-to-retail merger, itloentive to deteriorate Tesco’s
offering is substantially weakened by two key fasto

(a) Relative margins of those sales that Booker manages to re-captutbeat
wholesale level, the merged entity would have toriBee Tesco’s higher
retail margin in return for Booker's much lower wésale margin
(approximately3<). The symbol group retailer would obtain the miayoof
Tesco’s foregone retail margin — not Booker.

(b) Wholesale sourcing:the merged entity benefits from a deterioration of
Tesco’s retail offering only in circumstances whdhe Booker-supplied
symbol store decides to increase (very signifigants wholesale purchases
from Booker. As Booker's symbol group customerddgfly purchase< of
their wholesale groceries requirements from Bookes, profits re-captured
by Booker would be diluted further. The assumptised in the Decision that
Booker’s symbol group customers purchase 100%aeoif tiholesale groceries
supplies from Booker is incorrect and not suppofbgdthe evidence (see
Section 2C ofAnnex 3).°

Figure 1 below illustrates how sacrificing a nominal £100refail sales at a Tesco
store could only ever be partially re-capturechatwholesale level by Booker. This is
because the primary beneficiary of these divereddssis the independent Booker-
supplied symbol store (rather than Booker).

Figure 1: illustration of why a deterioration of Tesco’s retail offering would not be
profitable even assuming 100% diversion ratios

o<

Source: Frontier analysis
(@ X’

(b) =<

() =

(d) o<

Therefore, even if the CMA assumes that 100% oésc® store’s sales are diverted to
a Booker-supplied symbol store (which would be mugsible), the merged entity
would lose almosk<. This demonstrates that this theory of harm &fitenplausible,

6

See paragraph 116(a) of the Decision.

" For information on margins, ségpendix 9.A to the Merger Notice: Frontier’s technical paper“Bost-
merger pricing incentives in retail-to-wholesalergezs” submitted to the CMA on 7 March 2017.
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2.5

3.1

3.2

as there is no level of diversion from Tesco to Boesupplied symbol stores that
would make it profitable for the merged entity &tetiorate Tesco’s retail offering.

This was explained in the Parties’ submissionstevertical GUPPI analysis during
the Phase 1 process, in relation to which the Detisoted thatd GUPPI framework
can be a useful starting point for helping to caesithe Parties’ incentivég Critical
diversion ratios are materially in excess of 1008¢eEigure 2 below)? which is
robust to a range of reasonable assumptions arsitisitn checks™® This means that
there is no feasible level of diversion from TesodBooker-supplied symbol stores
that would give the merged entity an incentive ébedorate Tesco’s retail offering
post-merger. The implication of this is that a dethlocal overlaps analysis is not
required, as no amount of factual investigation dae able to uncover problematic
levels of diversion from Tesco stores to Bookerpdiep symbol stores.

Figure 2: Critical diversion ratios from Tesco stores to Booker-supplied symbol stores
based on a 10% GUPPI threshold

‘ Booker symbol group fascia

To Premier Family Shopper Londis Budgens
From

Tesco ’ < < < <

Any consumer diversion from Tesco to Booker-supplig symbol stores is likely to
be low

Notwithstanding the above, any consumer diversimmfTesco stores to Booker-
supplied symbol stores is likely to be low for fodowing reasons:

(a) it would be Tesco’s main competitors at the rde&i€l who would profit from
a deterioration of Tesco’s offer, rather than Batsksymbol group customers.
For example, each of Aldi, Lidl and Iceland is aaferially) more effective
competitor to Tesco than Booker-supplied symbalestoand

(b) Tesco stores and Booker-supplied symbol storesa@relose competitors.

This would also be the case in areas that failDbeision’s filter, as this filter does

not take into account the competition faced by ®eswmres and Booker-supplied
symbol stores from the following sources: (i) theci3ion’s effective competitor set

excludes a wide range of grocery retail storeslyding the discounters, Iceland,

certain symbol stores, petrol forecourt retailerd anaffiliated independents); and (ii)
the filtering approach in the Decision excludegéairstores located outside of the
catchment for convenience stores.

8

9

See paragraph 116 of the Decision.
The Parties consider that a GUPPI of 10% is therapriate threshold for a Phase 2 inquiry. See, fo

example, the CMA's Phase 2 decision f@dbrokes plc / Gala Coral Group Limitdfbotnote 118). See
Annex 9.1to the Merger Notice for the reasonable sensjtstitecks undertaken by the Parties.

9 The Decision adopted excessively conservativeragons when applying the vertical GUPPI framework
For example, the assumption that Booker's symbolgrcustomers purchase 100% of their wholesale
groceries supplies from Booker is incorrect (seagraph 116(a) of the Decision).
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3.3

3.4

4.1

If the CMA considers that consumers would divednir Tesco stores to Booker-
supplied symbol stores, the CMA should also recsgytinat consumers would divert
to other symbol stores, whether or not currentigiuded in the CMA'’s effective
competitor set, as well as petrol forecourt retailand unaffiliated independents
(which are not included in the CMA's effective coatipor set). The presence of any
such stores in the same local areas as Bookerisdpgptmbol stores will mean that
any consumer diversion from Tesco stores to Boskeplied symbol stores is likely
to be low.

These points are explained in detaifinnex 7.

The merged entity has limited ability and no incentve to deviate from Tesco’s
nationally defined retail proposition

The Decision states that the ability of Tesco tasga its retail offering isrot in
question as Tesco controls its owned Tesco and lap convenience stotels
However, this conclusion is overly simplistic assé@ would need to deteriorate its
retail offering in targeted local areas for thiedhy of harm to be plausible. This
would involve a fundamental change to Tesco’s mssrmodel:

(@) Tesco currently determines its PQRS nationally éference to its main
competitors, namely the multiples and discounteos.exampleg<.

(b) The merged entity would have no incentive to urad@tthe significant
investment required to adopt bespoke strategispeaaific local areas due to
the substantial commercial risks involved in pungusuch a strategy:

(1) Deteriorating Tesco’s retail offering in a locakarwould undermine
the Tesco brand by reducing consumers’ trust incdeacross the
board. A Tesco store in one local area effectiveperates as an
advertisement for Tesco stores in other areReblilding trust by
operating with transparenlyis one of three turnaround priorities
which Tesco set out in October 2014 and which raradiey focus for
the busines¥ To deteriorate Tesco’s offer in particular locaéas
would expressly run counter to a strategy whichc@dsas decided is
essential for its business.

(i) Introducing higher prices in some areas would alk@mmpetitors to run
price-led national advertising campaigns. Competiteould highlight
the higher price in a “deteriorated area” and campato their own
national price. Price-led national advertising camps have
previously had a major adverse impact on Tescorfopmance, and
the unlikely benefits of diverting sales to theregof Booker's symbol
group customers do not outweigh this likely damige.

() The filtering approach in the Decision suggests thare are only 64 local
areas where consumer diversion to Booker-supplgdbsl stores might

1 See paragraph 109 of the Decision.
12 gee, for instance, pages 2 and 4 of Tesco’s AriReort 2017.

B For

example, see:https://www.marketingweek.com/2016/02/01/morrisshgfts-price-messaging-once-

again-with-launch-of-price-crunch-campaign/
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4.2

4.3

5.2

feasibly reach the high levels required for it eodvofitable to worsen Tesco’s
retail offering. Tesco’s sales at its stores lodate these areas ar¥.
Changing Tesco’s business model to implement aetedgdeterioration of
Tesco’s retail offering in these areas of a sudfiti magnitude to drive
consumer switching would require significant invesht and entail significant
operational costs<

Moreover, as explained iBection 5below, the filtering approach in the Decision is
flawed, which means the number of local areas tbatld be “potentially
problematic” is significantly lower than that state the Decision (and, in the Parties’
view, non-existent). Therefore, any theoreticalngafrom adopting local pricing
strategies are in the Parties’ view illusory and,any event, outweighed by the
significant costs and risks of implementing suafatsgies:* It is inconceivable that
the merged entity would depart from its effectiveategy of determining its retail
proposition nationally in the pursuit of negligiligpothetical benefits in a very small
number of local areas.

This lack of incentive to vary Tesco’s retail offey on the basis of local competition
is illustrated by the fact that Tesco has not gnesty sought to adopt such a strategy
in response to any perceived lack of competitiora dbcal level. Tesco currently
operates in areas with varying levels of local cedgiven the geographic distribution
of its competitors), including in areas where tHdACmay consider it faces “low”
competition (based on its narrow effective competiet). Despite this potential
“‘opportunity” to worsen its retail offering only ithese areas, Tesco continues to
determine its PQRS nationally, a strategy it hgadayed for many years. Tesco has
no incentive to adopt bespoke strategies to de&teoits offering in specific local
areas, which reflects the fact that there is straomgpetition at the retail level across
all areas in the UK. There is no reason to conglugrthis would change post-merger.

The Decision’s filters are highly theoretical and rcessively conservative

As noted above, the Parties consider that a loeatlaps analysis is not required to
assess this theory of harm. The vertical GUPPI éwmark — which the CMA has
accepted in principle and the Parties considerldHmiused by the CMA at Phase 2 —
demonstrates that the merged entity would havenoentive to deteriorate Tesco’s
retail offering post-merger.

The Parties fear that the reasoning and evidentewgein this Annex was not
sufficiently taken into account in the Decision,tlwithe result that the filtering
approach set out in the Decision is theoretical amdessively conservative. In
particular, the Decision’s filters do not adequateke into account that:

(a) the vertical GUPPI framework shows that criticaledsion ratios materially
exceed 100%;

(b) Booker’s symbol group customers purchase on average their wholesale
groceries supplies from Booker; and

14 The CMA recognised this point in iBooker / Musgravenerger inquiry (see paragraphs 6 and 59 of the
Phase 1 decision).
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5.3

() Tesco stores and Booker-supplied symbol stores@relose competitors at
the retail level. Each of Aldi, Lidl and Icelandas(materially) more effective
competitor to Tesco than Booker-supplied symbalesto

In any case, as explained $ection 4above, the merged entity would have limited
ability and no incentive to depart from Tesco’'sstgy of determining its proposition
nationally in order to implement a localised andyésed deterioration in a small
number of areas. Any theoretical gains would beweighed by the material

commercial risks and significant operational castsadopting a strategy based on
deteriorating Tesco’s offering in targeted locadas. Therefore, this theory of harm
would not be profitable and could not result iruagtantial lessening of competition.
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PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC

INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW

ANNEX 3: RESPONSE TOTHEORY OF HARM 3 ON WORSENING OF BOOKER’S WHOLESALE
SYMBOL GROUP OFFERING IN LOCAL AREAS WHERE BOOKER'’S SYMBOL GROUP RETAILERS

1.2

OVERLAP WITH TESCO STORES

Introduction and summary

The CMA concluded in its Phase 1 decision refertigMerger for a Phase 2 inquiry
(the Decision) that there is a reasonable prospect that theedezgtity will have the
ability and incentive to worsen the Booker wholessymbol group offering in 369
local areas with the effect of substantially legsgrcompetition: As illustrated in
Figure 1 below, Booker’s sales to its symbol group cust@ecated in these 369
areas account for approximateég% of the merged entity’s revenue and even less in
terms of its profits.

Figure 1: to scale diagram showing value of Bookes’' FY17 sales to stores in the 369
areas identified by the Decision’s filters

K

Source: Frontier analysis

The Parties consider that this theory of harm isnter-intuitive and would not make
commercial sense, as it directly undermines thatesgic rationale for the Merger
which is based around growing each of the BookdrTasco businesses (rather than
diminishing one business to the benefit of the othbich would undermine the
strategic value of the Merger):

€) Booker has a long history of growing with its cuetrs, by improving the
choice, price and service offered to them. A kegmant of the strategic
rationale for the Merger is to improve Booker’'sesiifig further by providing
better choice, price and service to business cua®r(including Booker's
symbol group customers), enabling them, in turnpfier better value and
quality to their consumers.

(b) Moreover, the merged entity is aiming to realigm#icant revenue synergies
by utilising Tesco’s skill and expertise to offer mnproved product range and
enhanced service proposition to Booker’s custonigrsluding its symbol
group customers)Pursuing a strategy based on the theory of hatraugen
the Decision would directly undermine these expodgenue synergies.

The Parties have no interest in transferring regsrftom one part of the business to
another or attempting to construct artificiallyesd compelling offer in certain local

See paragraph 173 of the Decision.
10 stores identified by the CMA on the basishaf Decision’s filters have now left Booker’s symigobup

fascia.

See the Parties’ Rule 2.7 announcement.
See BCG's synergy report and Deloitte’s Quartdifihancial Benefits Plan Report.
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1.3

1.4

areas in the hope of gaining some marginal hypmtddtenefit that the Parties do not
believe exists.

As well as the Parties clearly having no intentiordeteriorate Booker’s wholesale
offering, the merged entity would neither be abt® incentivised to adopt any
strategy based on worsening (rather than improvidapker’s offering. In order for
the merged entity to have the ability and incentiveleteriorate Booker’s wholesale
offering to its symbol group customers in ordedieert retail sales to Tesco stores, it
would be necessary to show that all of the follayiwe conditions are met:

Figure 2: necessary conditions for a worsening of ddker's wholesale offering to be
viable

= Booker's symbol group customers would be, in the face of the
merged entity’s unilateral wholesale deterioration, unwilling or
unable to switch to a rival symbol group provider or switch a
sufficient proportion of their wholesale purchases to competing
wholesalers

Wholesale
switching

= The merged entity would have the ability to exert significant
Control control over the retail offering of its symbol group customers in
order to cause a deterioration of their retail offering

= Booker's symbol group customers would pass-through the
Pass-through unilateral wholesale deterioration of the merged entity in the form
of a worsened retail offering

= This deterioration in the retail offering of Booker's symbol group
Consumer customers would lead to end consumers switching their
diversion to purchases from Booker-supplied symbol stores to other retailers

Tesco and a substantial portion of these end customers would choose to
switch to Tesco stores rather than other retailers

= The merged entity would have the ability and incentive to vary the
terms of Booker’s wholesale offering on a local basis to certain
symbol group customers (i.e. based on the competitiveness of the
wholesale and retail markets in their local area)

Novel &
bespoke
local offer

The substantial evidence submitted by the Partiemgl the Phase 1 process and set
out in this Annex demonstrates that these cum@atonditions could not be met.
Indeed, the Parties consider that none of thesdittmms — let alone all of them —
would hold in practice, particularly given the highcompetitive nature of the
wholesale and retail groceries sectors (see Se&tiohthe initial submission). As
explained in detail below, there is substantiadexdce demonstrating the following
points:

(a) Extensive wholesale supply optionsBooker’'s symbol group customers are
willing and able to switch to a competing symbobdygp (as made clear in the
Phase 1 market test) or to switch significant pasahg volumes to rival
wholesalers (seBection 2below).
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1.5

1.6

(b)  Alack of control over Booker's symbol group custorars: the merged entity
has insufficient control over Booker’'s symbol grocystomers to give it the
ability to influence the retail offering of Booksupplied symbol stores to any
meaningful degree (s&ection 3below).

(©) Limited pass-through: Booker’'s symbol group customers are unlikely to
pass-through fully any unilateral wholesale detation by Booker to their
end consumers in the form of a worsened retairioije(seeSection 4below).

(d) A lack of closeness of competition at the retail \el: Booker-supplied
symbol stores and Tesco stores are not close cdampeait the retail level,
which means it is implausible that the diversioncohsumers from Booker-
supplied symbol stores to Tesco stores would bdicmiritly high to
compensate for the substantial loss of Booker's ledae revenue (see
Section 5below).

(e) No incentive to devise a novel and bespoke stratedy vary Booker's
wholesale offering on a local basist would make no commercial sense for
the merged entity to vary Booker’'s wholesale offgron a local basis (see
Section 6below).

This substantial evidence is captured by the PFartiertical GUPPI framework,
which was submitted to the CMA during the Phaseatess and was acknowledged
in the Decision to be a useful framework when odewsing the Parties’ incentivés.
This vertical GUPPI framework reflects the factttbi@e economic incentives of the
Parties post-merger are fundamentally different ti@y would be in a retail-to-retail
merger, given that the transaction is a verticalgeebetween a wholesale business
(Booker) and a retail business (Tesco). In pamicuihe vertical GUPPI framework
demonstrates that a local overlaps analysis woaldndppropriate for this Merger.
This flows from the fact that critical diversiontics are well above 100%, which
means that no amount of factual investigation wdaddable to uncover problematic
levels of diversion from Booker-supplied symbolrstto Tesco stores (sBection 7
below).

This substantial evidence was not fully taken etoount in the Decision. This means
that the filtering approach set out in the Decisientheoretical and excessively
conservative. Indeed, the Parties consider thatlocal overlaps analysis - and
therefore no filtering exercise - is required &t al

5

SeeAnnex 9.1to the Merger Notice an8ippendix 9.A to the Merger Notice for Frontier’s technical paper

on Post-merger pricing incentives in retail-to-whol&saergerssubmitted to the CMA on 7 March 2017.

6

See paragraph 167 of the Decision.
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2.

2.1

2.2

There are extensive alternative wholesale supply tipns available to Booker's
symbol group customers

As explained in the initial submission (see Sec8a:

(&) the wholesale groceries sector is highly competjtiwith retailer customers
typically multi-sourcing from a wide range of whedde suppliers across
different channels (i.e. from cash & carry and viked operators); and

(b)  there is strong competition for the supply of syirdroup services, with many
competitors operating in all regions across the UK.

This means that any attempt to worsen Booker’s @gaidé offering would be defeated
by symbol group customers either switching to apeting symbol group provider or
switching a significant proportion of their wholésgurchases from Booker to rival
wholesalers providing a more competitive offering.
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2.3

2.4

The fierce intensity of competition in the wholesaéctor is demonstrated by the thin
wholesale margins earned on sales to retailer st This reflects how retailers are
willing and able to switch wholesale purchases lketw numerous alternative
wholesalers. Wholesalers must compete fiercely to attract letatustomers’
wholesale purchases. Booker's average variable insar@re betweern< (Family
Shopper) and< (Budgens) for wholesale sales to Premier, Fantig@®er, Londis
and Budgens customers.

Booker’'s symbol group customers have a wide iceof alternative symbol group
providers all across the UK and the option to beamnaffiliated independent
retailers

As recognised by the CMA iBooker / Musgravé there is strong competition for the
supply of symbol group services among a wide rawigplayers. There are several
wholesalers offering symbol group services on @nat basis (e.g. Nisa, Best-One,
Costcutter, Spar and Lifestyle Express) and mahgrotvholesalers offering symbol

group services on a regional basis (e.g. Todaydskay Store). Independent retailers
therefore have a number of choices, with rival syhgooup providers operating in all

regions of the UK (as shown Ifygure 3 below). Furthermore, many retailers often
prefer to become, or go back to being, independsatlers.

7

The CMA has also explicitly acknowledged that heaviable profit margins are associated with greptiee

sensitivity (see paragraph 5.2.15(b) of the CMA'srlyer Assessment Guidelinegvidence that customers
are very sensitive to price can also indicate |laaviable profit margin¥). The high price sensitivity of
Booker’s customers implies a high degree of switgh(including volumes) by symbol group retailers in
order to secure the most attractive wholesale suppie relationship between low margins, high price
sensitivity and therefore competitive wholesaleralatives forms the basis of price pressure indmech as
the GUPPI framework), which the CMA often appliesétail mergers (see Section 5 of the CMA'’s Retail
Merger Commentary dated 10 April 2017).

8

See paragraphs 54 to 56 of B@oker / Musgraveecision.
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(i)

Figure 3: location of symbol group members that arenot affiliated to Booker or One
Stop’

Best One
Costcutter
Nisa -
Spar -

Today's Group

Source: Frontier analysis

The Decision’s effective competitor set is ugdoarrow and excludes almost one
quarter of all non-Booker-supplied symbol storeshie UK

2.5 The Decision recognised that Nisa, Spar, Costcudtetr Best-One are effective

competitors to Booker for the supply of symbol gr@ervices. However, it excluded
Lifestyle Express, Today's and Key Store from thieative competitor set. The
Parties consider that this is inappropriate, dsilé to reflect the market realities and
competitive dynamics for the supply of symbol grosgrvices. In particular, the
Decision’s approach to the effective competitoresatludes almost one quarter of all

9

This is based on data sources that are availalthe Parties on the location of Spar, Nisa, Gt Best-

one and Today's Group stores. The map underessntiagenumber of Best-One and Today's stores, as the
Parties do not have access to data on the locatiat of these stores. The Parties do not hava datthe
location of Lifestyle Express and Key Store stdsesthese stores are not shown on the map), bwebst
them they amount to over 2,000 stores.
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2.6

non-Booker-supplied symbol stores in the UK. Thistenially understates the

alternative symbol group options available to Boedgoplied symbol stores.

These three symbol group providers provide a steymgbol group offering so should

be included in any effective competitor set (seehr the competitor profiles at
Annex 8):

(@)

(b)

(€)

Lifestyle Express almost 2,000 stores in the UK operate under tfestyle
Express brand® which means Lifestyle Express has more symbol grou
members than Best-one and Nisa. In fact, Lifesiigress is the fourth
largest symbol group provider in the UK. As adweati on Lifestyle Express’s
website: Landmark Wholesale consists of 106 Member Cash &yd2epots
throughout the UK serving 140,000 Customers wittsfCand Carry and
Delivered services covering all of your Retail n&#ed.ifestyle Express
provides independent retailers with strong symholug services, including
nationally recognised fascia, promotions and gudaon store plans and
range™ As shown byFigure 4 below, the average store size of a Lifestyle
Express store is very comparable to the average size of a Premier store.

Today’s: 470 stores in the UK operate under the Today'sb&}rgroup. tn
the last twelve months, the Today’s Group has loeenof the fastest growing
retailer networks in the UK*? Today’s is backed byttie largest independent
buying group, ** with 160 independent wholesale members offerirgh @nd
carry and delivered servicés.Today’s supports retailers with nationally
recognised fascia, support and guidance and itsbhoamd products.

Key Store: 200 stores in Scotland operate under the Key Stseia. In
comparison, Booker operates just o¥€r Premier stores in Scotland abd
Londis stores. Therefore, for retailers operatimg Scotland, Key Store
represents a strong and credible alternative tk&ut®symbol group fascia.

2.7 The Decision excludes Today's and Key Store froedfiective competitor set on the
basis that they do not have a share of supplyedtgr than 5% in any postcode area in
the UK!®° However, this analysis is flawed for the followiregsons:

(@)

(b)

it is based on incomplete data as the stores datasd by the CMA does not
have good coverage of symbol stores affiliated ifestyle Express, Today’s
or Key Store® and

it is inappropriate to assess whether a symbolmgmmovider has a regional
presence based on its share of supply in any gp@sicode area. This

10

11

12

13

14

15

16

http://www.lifestyle-express.co.uk/

http://www.lifestyle-express.co.uk/retailer-advice/

http://www.todays.co.uk/retailer/why-join-todays/

http://www.todays.co.uk/retailer/why-join-todays/

http://www.todays.co.uk/wholesaler/

See paragraph 91 of the Decision.

Given the lack of publicly available information the location of Lifestyle Express, Today's areytStore
stores (including the fact that there is no onlstere finder for these symbol groups), a solution t
addressing this information gap would be to askehgholesalers for their store locations. The CMaym
be well placed to initiate this request and thdi@amould be keen to support the CMA with this.
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2.8

(ii)

2.9

geographic frame of reference is far too narrowsysbol group providers

that operate on a regional basis will typicallyedtaetine the core elements of
their proposition centrally and apply this propiwosit uniformly across the

regions in which they operate (with little variarmetween individual postcode
areas).

Figure 4: comparison of the Premier, Lifestyle Expess and Today’s symbol groups
<
Source: Frontier analysis

Furthermore, Conviviality (Bargain Booze) has sahttl coverage throughout
England (sed-igure 5 below) and is therefore another alternative prewigdr many
retailers who wish to join a symbol group or swisgimbol group fascia.

Figure 5: catchment size for Conviviality based orurrent delivery network

The catchment size for symbol group provideh®uld reflect, as a minimum, the
reality of where symbol group providers deliveritiservices

Many of Booker's symbol group competitors offeriaal coverage, which means
Booker’s symbol group customers have a wide choiegymbol group alternatives.

8139



2.10 The Decision uses a catchment size for symbol gpyapiders based on where 80%
of its symbol group members are locaté@his approach is far too conservative and
fails to reflect the market realities and compegitdynamics for the supply of symbol

group services. In particular:

2.11

(@)

(b)

(€)

(d)

the Parties consider that it is not appropriatede 80% catchment areas in a
business-to-business context, particularly wheee spmbol group provider
(rather than the customer) is undertaking the trave

the location of symbol stores is known and the i€arhave shared this
information with the CMA during the Phase 1 procésssuch, there does not
appear to be any need to proxy the delivery netsvark symbol group
providers when their actual delivery catchments lsarascertained from the
symbol stores that they are currently serving. Each of Spar, Nisa and
Costcutter, the location of their current symbadigy members demonstrates
that their delivery networks are effectively naabrnn scope (as shown in
Figure 7 below);®

even basing the catchment size of symbol groupigeosy on the symbol
stores that they are currently serving would beseorative, as symbol group
providers operate flexible business models witlpeesto delivery limits and
are typically able to flex their delivery catchmembd supply new customers.
This was recognised by the CC in tBeoker / Makromerger inquiry: Our
investigations showed that delivery limits are,practice, flexible[...] We
formed the view that delivered operators are likielyoe effective alternatives
in the wholesale market for most customers in raess; *° and

the Decision suggested that the quality of a symipmup wholesaler’'s
delivery service could vary with distance from divdey depot, although
provided no evidence to substantiate fighe Parties firmly dispute the
assertion. As shown Wyigure 6 below, there was no correlation between the
distance from Booker Retail Partners’ depbsd the number of deliveries to
customers in the last financial year (which carséen as a proxy for customer

loyalty).

Figure 6: correlation between distance from BRP deptis and the number of delivery to
customers

K

Source: Frontier analysis of Booker data for FY 116/

This means that almost all Booker-supplied symbares operating in the UK would
have at least three alternative symbol group osgtiae. Spar, Nisa and Costcutter).

17

18

See paragraph 91 of the Decision.
To determine the full extent of their deliverytwerks, the Parties drew the perimeter around yinebsl

stores currently served by each provider using ielg Triangle in Maplinfo.

19

20

21

See paragraph 8.29 of tBeoker / Macradecision.

See paragraph 63(c) of the Decision.

Booker considers that it8< Booker Retail Partners’ depots are most repregeataf a delivered
wholesaler.

939



2.12

This is even before considering other national sylngiboup providers (such as Best-
One and Lifestyle Express) and symbol group prasideith a regional presence
(such as Today's and Key Store).

The Parties have estimated the catchment areasrusiegl Decision for each of Spar,
Nisa and Costcuttéf. These catchment areas are excessively narrowadnm take
account of the market reality of where these thvhelesalers provide symbol group
services. If taken literally, the catchment aresesduin the Decision would imply that:
(i) Spar is not an effective symbol group optiom €032% of Spar’s symbol group
members; (i) Nisa is not an effective symbol gromymion for ¢.30% of Nisa’'s
symbol group members; and (iii) Costcutter is noteffective symbol group option
for ¢.21% of Costcutter’s symbol group members.

Figure 7: comparison of catchment areas used in thBecision and the current delivery
networks of symbol group provider§3

EXX®

Extent of Spar’s Catchment Based on its Symbol Retailers

Of Spars
outside of
Phase |
catchment

Phase 1 Decision’s View of Spar’s Catchment

size

22

While the Parties have not seen the exact dimest provided by each of these symbol group proside

(which were not disclosed for confidentiality reasp the CMA indicated to the Parties that the ager
drive time around depots was calculated as 82 mdndthe Parties have therefore used this drive when
estimating catchment areas.

23

The catchment areas based on the Decision assui@lévered catchment of 82 minutes and a cashrg/ ca

catchment of 30 minutes.
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Nisa

B E L

Phase 1 Decision’s View of Nisa’s Catch t Extent of Nias’s Catchment Based on its Symbol

Retailers
30%.

Of Nisas
outside of
Phase |
catchment
size

Costcutter€®

Shop the way you live

Phase 1 Decision’s View of Costcutter’s Extent of Costcutter’s Catchment Based on its
Catchment Symbol Retailers
F 21%
Oof

Costcutters
outside of
Phase |
catchment
size

2.13 Therefore, the Parties consider that the catchrazet for symbol group providers
should reflect the market reality that many symgodup providers offer national
coverage and therefore — as a minimum - includeasdhs where symbol group
providers currently deliver symbol group services.

2.14 As set out inTable 1 below, around®< of Booker's symbol group customers are
within 10 miles of at least three rival symbol gpofascia (based on the Decision’s
unduly narrow effective competitor set) alxd would have the option of at least two

11/39



symbol group alternatives to Booker. This indicates 3>< of Booker’'s symbol group
customers have alternative symbol group optiongrgthat competing symbol group
providers are already distributing to stores wittimse proximity to them.

Table 1: number of competing symbol group fascia whin 10 miles of each Booker
symbol group customer (based on Decision’s effecévcompetitor set)

Number of non-
Booker symbol group|  Premier Londis Other® Total
fascia within 30 miles
0 < < < <
1 or more < K K <
2 or more < K K <
3 or more < K <K <
4 < < < <

Source: Frontier analysis based on Booker data
2.15 Of the 369 Booker-supplied symbol stores identibsdailing the Decision’s filters:

(a) < have three or more competing symbol stores locaithdn ten miles and
< have at least one (which itself is conservative,itais based on the
Decision’s unduly narrow effective competitor said

(b) < stores are identified as having no effective syindroup alternatives.
However, the Decision’s approach to the effectivempetitor set and
catchment areas means this does not reflect re&iiy example Figure 8
below provides visual evidence that one of the§eBooker-supplied symbol
stores has recently switched from Spar to Premier.

24 Namely, Family Shopper and Budgens.
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Figure 8: illustrative example of fascia switchingfor a store that the Decision considers
has no effective symbol group alternatives

Source: Google Maps of Manchester House, Sycantm@etSCarmarthenshire, SA389AJ
B. Booker’'s symbol group customers can easily sito a wide range of competing

symbol group providers
(1) Barriers to switching symbol group are very low

2.16 There are very low barriers to switching symbolugr@rovider. This means Booker’s
symbol group customers could easily switch to éarahtive symbol group provider
in the face of a unilateral deterioration of Bod&evholesale offer. This is shown by
the Phase 1 market test for this Merger, in whittie “majority of symbol group
retailers indicated that, if faced with a 5% priterease, they would switch fasti@

2.17 The ease with which retailers can switch betweenbsy group providers has been
recognised previously by the UK competition authesi

(&8 The CMA noted irBooker / Musgravéhat: ‘most symbol group members [...]
considered that it was relatively easy to switcimlsgl group” and “customers
consistently indicated that if their supplier ofngyol group services (ie,
Booker or Musgrave) were to increase the pricey tblearge by 5% on a
permanent basis, they would consider switchingnimttzer symbol group®®

(b)  The OFT noted ifCostcutter / P&Hthat: ‘the vast majority of symbol group
members considered that it was relatively easywitbch group” and “third
party customers noted that if the parties increatbelr wholesale prices, that
they would change symbol gréufd

% See paragraph 154 of the Decision.
% gSee paragraphs 27(b) and 55(a) of the CMBWeker / Musgraveecision.
?" See paragraphs 31 and 42 of the OE®stcutter / P&Hdecision.
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(ii)

2.18

2.19

2.20

The ability to switch, rather than actual sehing, to rival symbol groups is key to
determining the merged entity’s incentives

The Decision places undue weight on current swigthiates between Booker and
rival symbol group providers. Given that thereti®isg competition between a wide
range of effective symbol group providers, the dhref customers switching to
competing symbol group providers is key. The abibtf Booker-supplied symbol
stores to switch to a competing symbol group swifity disciplines Booker’s
wholesale offering to symbol stores and means Bwtker does not have any
incentive to deteriorate its symbol group offeringilaterally post-merger. This is
recognised by the Decision itseltthe majority of symbol group retailers indicated
that, if faced with a 5% price increase, they wosidtch fascia ?®

The Decision asserts that the switching rasegenerally low.?° This is however a

subjective statement, as there is no benchmarthéoexpected rate of switching in a
competitive market. For example, the current switgirates may simply reflect the
fact that symbol group providers are competingnsédy to retain their symbol group
customers. In the context of symbol group proviagrsrating in a highly competitive
wholesale groceries sector, Booker has been congpétiensely to deliver a very
competitive offering to its symbol group customevkjch means fewer of its symbol
group customers have been incentivised to switclrital symbol groups. For

example, Booker has significantly improved its dffg to Londis and Budgens
customers following the acquisition of these busses from Musgrave, including:

€) <
(b) X
(c) <

In any event, the Decision understates the strondeece of retailers switching
between symbol group providers. The Decision cansithat there are churn rates of
less than 5%° However, there is evidence that churn rates kedylto be higher than
this. For example, between 2016 and 28'17:

(a) Costcutter experienced a 168&t reduction in its number of symbol group
stores; and

(b) Best One experienced a 12@et increase in its number of symbol group
stores.

These figures are based on tiet change in store numbers. The gross level of churn
will be even higher, as retailers will both joindaleave a symbol group in any given
year. As such, there is likely to be significanuchas new retailers enter the market,
some retailers exit the market and existing retaiidange symbol group fascia. For
example, Nisa’s 2016 annual report shows only anEincrease in its number of
symbol group stores, but this figure hides the faet 9% of Nisa’'s symbol group
customers left in 2016 and 10% of Nisa’s symbolgroustomers joined in 2016.

See paragraph 154 of the Decision.

See paragraph 154 of the Decision.

See footnote 72 of the Decision.

The Grocer’s Grocery Retail Structure Report 2017
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C.

2.21

2.22

2.23

2.24

Booker’'s symbol group customers can and do seua significant proportion of
their supplies from a wide range of alternative ful@rs

Booker’'s symbol group customers can and doirsolirce

The Parties have provided_a very large evidence baslemonstrate that Booker’'s
symbol customers source a significant proportiorthefr supplies from alternative
wholesalers and frequently switch significant pasihg volumes between competing
wholesalers in order to obtain the most attractwmelesale offer (see Section 8B(vi)
of the Merger Notice). Booker’'s symbol group custosnmulti-source from a range
of national, regional, local and specialist wholesaacross both the delivered and
cash & carry channels (i.e. there is no “cash &ycamly” or “delivered only”
wholesale market).

Under the contracts between Booker and its symtmlg customers, symbol group
customers are in theory required to purchase ainevalue of goods from Booker
(which generally ranges betwe&d per week)? For an average Premier or Londis
symbol group customer, Booker estimates that thisaes to approximateB< of
their total wholesale purchases. Even if theseirements are consistently observed
(which is not the case), symbol group customers absle to source a sizeable
proportion (approximately3<) of their supplies from alternative suppliers. §hi
contestable spend is significant and means thatrangs competitive tension is
maintained between Booker and its wide range ofpmdimg wholesalers, even in
respect of Booker’s symbol group customers.

¢< this would not impact the Parties’ analysis otical diversion ratios under its
vertical GUPPI framework (as set out $ection 7 below). The critical diversion
ratios presented in the vertical GUPPI analysis afdbased on Booker's symbol
group customers meeting the minimum spend propwtionplied by the relevant
contracts. Even with this highly conservative agstiom, the critical diversion ratios
are significantly above 10094.In other words, the ability of Booker’'s symbol gm
customers to switch a sizeable proportion (#€) of their wholesale purchases to
alternative wholesalers is sufficient to preveniralateral deterioration of Booker’s
wholesale offering.

As a result, these contractual provisions do nat emuld not realistically pose a
barrier to Booker’s symbol group customers switghwholesale purchasing volumes
to alternative wholesalers. This would be the cagen if Booker's symbol group
customers observed their contractual provisions Biboker.3<:3* actual spend data
shows that Booker’s symbol group customers soursigraficant proportion of their
wholesale purchases from alternative wholesalerd, (a practice<). For example,
across a sample of Premier and Londis stbrahese symbol group customers
sourced on average approximatef§2o of their purchases from Booker and o¥€r

32
<
This is based on a 10% GUPPI threshold, whichRhedies consider is appropriate for a Phase 2 energ

33

inquiry. See, for example, the CMA’s Phase 2 denidor Ladbrokes plc / Gala Coral Group Limited
(footnote 118).

34
<
The sample consisted of 38 Premier stores andohilis stores where Frontier was able to accessEPO

35

data from the third party EPOS supplier on a oridadis.
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2.25

2.26

2.27

of the sample sourced less than half of their egch purchase requirements from
Booker. Booker estimates that aroutd% of Premier customers are purchasing
below their minimum purchase requiremerit$.*® This means symbol group

customers, in practice, have even more flexibifithow they source their supplié’s.

This tendency for symbol group customers to swighstantial purchasing volumes
between Booker and rival wholesalers is evidenthatproduct category level and
across a broad range of categories. As evidenc&baker's sales data to symbol
group customers, Booker often witnesses customaterially varying its purchases
from Booker across product categories, which isssbent with these customers
purchasing from multiple wholesalers.

Figure 9: stylised example of a customer purchasinigss than3< of own average
<
Source: Frontier analysis

Table 2 below shows the purchasing patterns for produdtbirwBooker’'s non-
perishable categori&sby two sets of customers:

(a) all of Booker’s symbol group customers; and

(b) the 369 symbol group customers identified by the ACls failing the
Decision’s filters.

Analysis of purchases by these customer groups Booker shows that, across all
categories, a significant proportion of customeemnthtically reduced their purchases
relative to their typical level of purchases for laast one month. This strongly
indicates that these customers switched to souttiege products from alternative
wholesale suppliers (given that the total quargdid by a symbol store is not likely
to vary to this magnitude on a month-by-month Basis

36

37

Booker’s Retail Development Managers do reviemgoemance and trading opportunities with customers.
As such, the Parties consider that the assumpsied in the Decision that Booker’s symbol grougt@mers

purchase 100% of their supplies from Booker isrbyeaappropriate (see paragraph 116(a) of the Sie).

38

39

Fresh categories have a shorter shelf-life @zkgtas to be replenished more frequently.
‘Category-level customers’ are those who purathasgroduct in the category at least once througtiau

financial year. Those customers who did not puretas/thing from Booker in the first and last mooth
the year are excluded to omit customers who mag bpened or closed part way through the finaneat.y
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(ii)

2.28

2.29

Table 2: proportion of customers who purchased lesthan 25% of their average in at
least one month

369 symbol group customers
Allegin 22l Gt GUSETE identified in the Decision
... of whom ... of whom
purchase purchase
Category less than less than
Category- 2505 of Category- 2504 of
level . % level : %
their their
customers . customers .
average in average in
at least one at least ong
month month
Bread and < < < < < <
cakes
Chilled < < < < < <
Deli < o< o< o< o< o<
Meat o< o< o< o< o< o<
Produce < < < < < <

Source: Frontier analysis of Booker data

Booker’'s symbol customers have extensive mdtieve wholesale supply options from
which to multi-source

Booker's symbol group customers have extensiverratye wholesale supply
options from which to multi-source across both thedivered and cash & carry
channels. Indeed, Booker accounts for only c.11%heftotal UK wholesale market
(see Section 3A of the initial submission), whigmnnstrates that there are a large
number of alternative wholesalers that retailetauers can (and do) use.

Annex 8 provides a non-exhaustive set of profiles of somajom wholesale

competitors, which illustrates that there is a widmge of effective wholesale
competitors across both the cash & carry and delilechannels. Therefore, the
effective competitor set used in the Decision isluip narrow. As an illustrative

example, the individual wholesaler members of th@dmark and Today's buying
groups should be included in any effective compeset:

(@) Landmark Group : Landmark is a wholesale buying group with a tuarcof
nearly £3 billion and members throughout the UKndimark states that it is
“one of the UK’s largest Wholesalers, wielding masdiuying power, with
which we negotiate excellent Terms for our Menib&Similarly to Booker,
they offer symbol group services to independerdilests under the Lifestyle
Express fascid' Landmark also advertisestfong promotional packages

40

http://www.landmarkwholesale.co.uk/the landmark lekale family.php

41

http://www.landmarkwholesale.co.uk/lifestyle-exmghp
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(b)

and “superb Own Brand ranggsthe latter of which includes over 1,000
SKUs:*

Today’s Group: Today's is the fargest independent buying group of its kind
in the UK with buying power exceeding £5.7bfhe buying group sells four
own brand ranges. It also provides symbol groupices under the Day-
Today and Today's Extra brantfs.Today's has over 160 wholesale
members* For example, Wanis International Foods is one hef largest
specialist food and drink wholesalers in the UKcking over 8,000 product
lines and offering both cash & carry and delivesedvices. In its testimonial,
the wholesaler states thaffdday’s £5.7 billion annual buying power is of
huge value. Retailers love the promotions and priegee offer through
Today’s. They're always the begtét

2.30 Moreover, it is appropriate to consider both thehc& carry and delivered channels
when assessing the alternative wholesale optioasadle for Booker’'s symbol group
customers. This is because there is strong evidehowing that Booker's symbol
group customers source products from a mix of c&sicarry and delivered
wholesalers. In particular:

(@)

(b)

(€)

As recognised in the Decision, Premier customensrcgo c.37% of their
requirements through the cash & carry chafdhelhis is a significant
proportion of their wholesale supplies.

An analysis of Premier customers’ wholesale puretdsom Booker shows
that almost all of them use a mixture of cash &ygand delivered options for
such purchases. As shownhkigure 10 below, 3< of Premier customers rely
on deliveries for 90% of their Booker purchasesilstfa similar number rely
on cash & carry visits for 90% of their Booker phases3<, which illustrates
that they typically obtain their wholesale suppliessng_both cash & carry and
delivered channels.

Figure 10: distribution of cash & carry and delivered purchase splits amongst
Premier customers (FY17)

K

Source: Frontier analysis

This is consistent with thBooker / Makromerger inquiry, in which the CC
held that telivered operators are likely to be effective mggives in the
wholesale market for most customers in most dféaand that there was
“significant evidence of the mixed use of delivaredl cash-and-carry sources
suggesting that significant volumes would be lostnf cash-and-carry to
delivered competitors if a hypothetical monopatifcash-and-carry services

http://www.landmarkwholesale.co.uk/join-landmarkph

http://www.todays.co.uk/retailer/promotions/

http://www.todays.co.uk/wholesaler/

http://www.todays.co.uk/wholesaler/wholesaler-tasinials/

See footnote 28 of the Decision.
See paragraph 8.29 of the final report
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231

2.32

(iii)

2.33

2.34

in a local area attempted to increase prices byralé (but sustained and non-
transitory) amourit *®

Therefore,_all of Booker's symbol group customees/éha number of alternative
wholesale supply options. For example, all of Batskeymbol group customers have
at least four non-Booker alternative wholesale asti(based on a 30 minute drive
time for cash & carry branch€sand a 4 hour drive time for delivery depofspver
three quarters of Booker’s symbol group customax®seven or more alternatives.

Even this is only a conservative assessment ofatternative wholesale options
available to Booker’s symbol group customers, as:

(@) it is based on a narrow competitor set that mdtgnaderstates the highly
competitive nature of the wholesale market. It do@&sinclude the alternative
supply options available from many effective whalescompetitors across
both the cash & carry and delivered channels; and

(b) it adopts a 30 minute drive-time catchment sizectsh & carry wholesalers,
even though there is strong evidence that many eghtd customers
frequently travel further than 30 minutes to obtdie best wholesale terms.
For example, it is not uncommon for customers igiawal areas to make
regular trips to access London’s large and divedselesale markets.

The Decision’s filtering approach fails to ka into account the strong evidence that
wholesale customers extensively multi-source

The Decision’s filtering approach does not take iatcount the substantial evidence
that Booker's symbol group customers multi-souroenfa wide range of wholesalers.

It would be inappropriate for the CMA to follow tla@proach taken in the Decision of
treating the switching of wholesale volumes awaynfrBooker as an ineffective
countermeasure to any attempt by the merged dotitieteriorate Booker’s wholesale
offering post-merger. The Decision appears to oslythe market test during Phase 1
in which only a small proportion of respondentsi¢ated that they would switch
volumes away from Booker in the face of a hypotaétileterioratiori: However, this
response is inconsistent with the weight of evidemlemonstrating clearly that
Booker’'s symbol group customers do — as a mattefadcf - switch significant
wholesale volumes between competing wholesalererder to obtain the most
attractive wholesale terms.

48

49

See paragraph 7.30(a) of the final report
The 30 minute drive-time catchment is consisteithh the approach taken by the CCBiooker / Makro

although the Parties consider that this is consier/a

50

Booker has carried out this exercise on a coasiees basis and only included the following larger

competitors: P&H, Fillshill, Nisa, Bestway, BatleyBhamecha, Blakemore, Parfetts, Hyperama, Costdo a
members of the Spar, Today's and Landmark buyingpgr (which for each group are treated together as
single fascia). Many of Booker’s symbol group custos may also be located close to the wide range of
other regional, local and specialist wholesalers.

51

See paragraph 149(b) of the Decision.
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2.35 The Decision is also inconsistent with customer nsisbions from Booker /

2.36

Musgrave>® Booker / Makrd® and Costcutter / P&H* which indicated that retailers
multi-source from a range of wholesalers and ar#ingito switch significant

purchasing volumes between wholesalers. The cotiygetlynamism in the UK

wholesale sector has increased since the CC pmdyidaoked at the sector in the
Booker / Makramerger inquiry, further strengthening its previdiasling that symbol

group customers can and do switch wholesale volubet®een a wide range of
wholesalers. This is illustrated Wyigure 11 below, which shows that Booker’s
pricing has — if anything — become even more coitipever time:

Figure 11: Booker wholesale prices relative to Cas& Carry market

Booker’s Pricing vs Cash & Carry Market

4.0%

3.5%

mCATERING BRETAIL

3.0%

2.0%

1.0%

0.0%

-1.0%

Prices relative to the market

-2.0%

-3.0%
-3.1%

-4.0%
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Year
Source: IRl Research

Source: Booker final results presentation for tReneeks ended 24 March 2017

All the above serves to emphasise that there arengixe alternative wholesale
supply options available to Booker’'s symbol groustomers, a conclusion which is
entirely consistent with the CC’s findingsBooker / Makro

2 gee paragraphs 27(b), 55(d) and 59(a) of theePhdscision.
3 See paragraphs 8.5, 8.11, 8.13 and 8.17 and Batflthe final report.
¥ See paragraphs 40 and 41 of the Phase 1 decision.
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3.

Booker has insufficient control over its symbol grap customers to give it the
ability to influence their retail offering to any meaningful degree

Summary

Booker operates dighly flexible symbol group model in which independent
retailers have a high degree of autonomy and cbmirchow they run their
businesses. This was recognised by the CMBaaker / Musgrave

Since the CMA’'s review of theBooker / Musgravetransaction, Booker’'s
relationship with its symbol group customers hasobge even more flexible. As
such, Booker exercises even less control over yt®bel group customers
compared to when the CMA last examined this issue.

Booker has onlyery limited ability to determine or influence its symbd group
customers’ retail offering. Any meaningful influence that Booker exercisdates
only to a narrow part of its symbol group custorheesail offering. The merged
entity would therefore not have the ability to deteate the retail offering of its
symbol group customers in a way that could causeenmé diversion of end
consumers away from Booker-supplied symbol stave®impeting retailers.

Any control that stems from Booker’s ability to erde its contractual terms with
its symbol group customers purely hypothetical, as Booker undertakes very
little monitoring and enforcement of its contracts.

In any event, the merged entity would haneincentiveto enforce its contractual
terms with its symbol group customers post-merger:

o this would fundamentally damage the trust and raprt that Booker has built
with its symbol group customers; and

o this would directly undermine the strategic ratienand expected revenue
synergies of the Merger, which are based aroundiggoeach of the Booker
and Tesco businesses and therefore improving Bsol#iolesale offering to
its customers.

Conclusion as the merged entity does not have the abilitinoentive to influence
the retail offering of Booker-supplied symbol storm a way that would caus
material diversion away from Booker-supplied symbimres to competing retailer
this further demonstrates its inability to bringoabthe theory of harm set out in th

e
P

e

Decision. As such, there can be no SLC.

Booker operates a highly flexible symbol groupdel

Booker’s symbol group customers are typically srhalinesses and many are highly
successful and entrepreneurial professional retaileThey take commercial

responsibility for their own retail offering andeth look for wholesale suppliers who
can help them deliver a competitive retail offerity end consumers. As such,
Booker's wholesale offering is designed to suppetailers in understanding what
consumers want. Booker is not a retailer and s@hitsophy is not based around
designing a particular retail model and then raqggircustomers to adhere to that

model. Instead, Booker operates a highly flexibjenlsol group model in which
independent retailers have a high degree of autgreamd control in how they run
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3.2

3.3

3.4

their businesses. This is reflected in the minil@a¢| of contractual requirements that
Booker places on its symbol group customers.

Booker has a long history of working with its custrs to improve choice, price and
service:

(@) The aim is to retain customers through an attractwholesale and symbol
group services offering, rather than imposing cacttral restrictions or
requirements on its customer base.

(b) This highly flexible model is favoured by Bookes, i enables Booker to use
the combined consumer reach of its symbol group Imeesnto negotiate
competitive terms and promotions from suppliersilevallowing retailers to
retain a high degree of flexibility in how they oate their own businesses.
Capital investment requirements are low for botlolw and its symbol group
customers® and Booker's symbol group customers are able tarcsoa
significant proportion of their purchasing requiemts from alternative
suppliers (se&ection 2Cabove).

(c) Consistent with the flexible nature of its symbabgp model, Booker’s
contracts with its symbol group retailers are stamtl straightforwards<,
these are all optional services for the retailed &mrm part of Booker's
strategy of providing advice to symbol group retalto help increase their
performance (and thereby the ability of Booker tovimle wholesale sales to
its symbol group retailers).

¢< This is demonstrated by the fact that:

(a) around3<% of Premier customers are purchasing goods fromk&obelow
the minimum purchase levels stipulated in theirticamts;

(b) since 2007 2< symbol group customers have left the Premier symgbmup
while still “in contract” and Booker has pursuednakt none of them to fulfil
their contractual obligations; and

(c) since joining the Booker Groupx.
}<56

The Decision considers that the merged entity hasability to exert a meaningful
degree of control over its symbol group customars tb its ability to enforce its
contractual terms with symbol group custoniérslowever, any control that stems
from Booker’s ability to enforce contractual terns purely hypothetical and
insufficient to cause a substantial lessening ofetition:

(a) as described abovi; and

* There is3< and Booker makes an upfront payment of approxip&te for Premier and Londis customers
(and approximately< for Budgens customers) to cover fascia and intaigaage support, as well as other
necessary setup costst

SGX

" See paragraph 131 of the Decision.
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3.5

3.6

(b) even if the contractual terms could be and werereatl by the merged entity,
this would not impact the Parties’ analysis oficat diversion ratios under its
vertical GUPPI framework (as set out$®ction 7below). For example, the
critical diversion ratios presented in the vertiGJPPI analysis are all based
on Booker’s symbol group customers meeting the mmimh spend proportions
implied by the relevant contracts. Therefore, itinsorrect to suggest that
Booker’s ability to enforce its contractual term®ydes the merged entity
with the ability and incentive to deteriorate Boogeoffering to its symbol
group customers in order to divert sales to Tetu@s.

Moreover, the merged entity has no intention tongeaits highly flexible symbol
group model post-merger by seeking to enforce atgracts with its symbol group
customers. Indeed, the merged entity would havecentive to do so post-merger:

(@) Booker has significant experience in providing sgirdroup services and has
extensive feedback from customers highlighting ttiety value Booker’s
highly flexible symbol group model. Booker beliewbst < would make no
commercial sense, as_it would fundamentally dantbgdrust and reputation
that Booker has built with its symbol group custosndn turn, this would
result in many customers switching to alternativelesale supply options (as
explained inSection 2above) and also hamper the ability of Booker tcaatt
new symbol group members.

(b) Any strategy based on deteriorating Booker’s whadesffering to its symbol
group customers would directly cut across the etjiatrationale and expected
revenue synergies of the Merger (and therefore @emneercially
unacceptable). In particular: (i) a key elementhef strategic rationale for the
Merger is to offer better choice, price and servioebusiness customers
(including Booker’s symbol group customers), ermablihem, in turn, to offer
better value and quality to their consum®&rsind (i) the merged entity is
aiming to realise significant revenue synergiesublsing Tesco’s skill and
expertise to offer an improved product range arftheoed service proposition
to Booker’s customers (including its symbol grougtomers}?’

The CMA has previously concluded that Bookershao meaningful control over its
independent symbol group customers

The CMA has previously examined the relationshipveen symbol group providers
and symbol group retailers Booker / Musgrave and Costcutter / P&H both cases,
the CMA concluded that symbol group retailers wiedependent and symbol group
providers did not exercise sufficient control oeymbol group retailers to facilitate
coordination between them at the retail level:

(a) In Booker / Musgraveghe CMA stated that:

(1) “Evidence from customers who responded to the CMwesger
investigation on their independence and purchadiadits and the
Parties’ fascia analysis indicates that they cossidthey are
sufficiently independent, have sufficient altewatsources of supply

8 See the Parties’ Rule 2.7 announcement.
9 See BCG's synergy report and Deloitte’s Quantifinancial Benefits Plan Report.
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C.

3.7

3.8

and face enough local competition to prevent a tsuihgl lessening of
competition at the retail levéf°

(i) “the Parties would not have the ability or incentieancrease prices,
or reduce the quality of the retail offer or fatalie coordination at the
retail level as a result of the following factoisy the small number of
stores where such a strategy may be profitablé;tifie independence
of member stores in setting prices and differemigatheir offerings by
sourcing from alternative providers; and (iii) thisk that they would
switch to another symbol grocip®

(b) In Costcutter / P&H the OFT noted that:

(1) “Third party customers noted that if the partiesraased their
wholesale prices, they would change symbol groypnosome cases,
self-supply such services. Their comments sugdest higher
recommended retail prices or rebates would be @u#iffe at stopping
them from switching®

(i) “the parties would not have an incentive to increasees, reduce the
quality of retail offer or facilitate co-ordinationgiven the
independence of member stores, their ability tdedghtiate their

offerin%g and the risk that they would switch tootier symbol

group:

The CMA'’s previous conclusions still stand: Boskdoes not have the ability to
influence the retail offering of its symbol groupustomers to any meaningful
degree

The CMA'’s previous findings still stand. Indeednca the CMA'’s review of the
Booker / Musgravetransaction, Booker’'s relationship with its symbgtoup
customers has become increasingly flexible in iwith its “pull” strategy for the
supply of symbol group servicesl As such, Booker exercises even less control over
its symbol group customers compared to when the Ga&& examined this issue in
Booker / Musgrave

The Parties have provided substantial evidence agtipg the CMA’sS previous

findings that Booker's symbol group customers ardependent retailers and not
subject to any meaningful control by Booker. Intjgaitar, Booker has limited ability

to determine or influence most aspects of their l®ingroup customers’ retail
offering, including (but not limited to):

(a) their choice of store locatiot:;
(b) their opening hours;

(c) their pricing;

See paragraph 59 of the Phase 1 decision.
See paragraph 6 of the Phase 1 decision.
See paragraph 42 of the Phase 1 decision.
See paragraph 53 of the Phase 1 decision.
64 <
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3.9

3.10

(d)  their service level and staffing;

(e) their product availability and replenishment stadda
® their store layof and category mix; and

(g) their general product rang§g.

For instance, Londis symbol stores have their ovebpages on the Londis website
which symbol group retailers can customise to choebat they advertise on the
“What's in Storésection. Symbol group retailers overwhelmingle ukis to focus on
services outside of Booker’'s control or influenegth the five most commonly
advertised features all being services or produatsupplied by Booker:

Figure 12: percentage of Londis store websites adiising certain features

K

Source: Frontier analysis

As set out in detail in Sections 8(B)(i) to 8(B)(@j the Merger Notice, there is
considerable evidence demonstrating that Bookgr#sl group members are free to
set their own retail pricing and determine theimoproduct range3().%” Moreover,
the Decision fails to explain how the merged entityuld be able to exercise any
meaningful degree of influence over the retail offfg of its symbol group customers.
In particular:

(a) The Decision relies on the finding Booker / Musgravehat symbol group
retailers place importance on the services providsd symbol group
providers®® However, there is no explanation as to how thisild@nable the
merged entity to deteriorate the retail offeringitsfsymbol group customers.
In fact, the overarching conclusion Booker / Musgravavas that Booker’s
symbol group customers are sufficiently independeit Booker would not be
able to exercise any meaningful degree of influancarder to deteriorate the
retail offering of its symbol group members (seegeaaph 3.6(a) above).

(b) The Decision considers that Booker's contractuabragements with its
symbol group customers contain requirements retet@fiall aspects of the
symbol group retailers’ eventual retail offerih®y This is not the case, as
Booker’s contractual arrangemeits.

() The Decision asserts that Booker has access ttefsoheans of potential
influence without explaining how this would actyaénable it to exert any

65

66

67

68

69

<
<

For example, see paragraph 59 of the CMB&®ker / Musgravelecision: ‘Customers corroborated the
Parties’ submission that member stores are independnd have viable alternative sources of sugply.
example, most customers noted that they would utotratically accept an increase to the RRP and avoul
price according to their local competitive conditi.

See paragraph 130 of the Decision.

See paragraph 131 of the Decision.
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meaningful degree of influence over the retail offg of its symbol group
customers? The Parties do not consider that any ‘softer’ nseafhpotential
influence give Booker the ability to deteriorate tietail offering of its symbol
group customers. For example, the advice providgdBboker’s retall
development managers is optional and based arommgroving the
performance of the Booker-supplied symbol storestailer would clearly not
follow any advice based around worsening its retié@ring.

3.11 Any hypothetical deterioration of Booker’'s wholesaiffering could at most have
only a limited impact on the symbol group customegtail offering, which means it
is highly unlikely to cause any material diversioh end consumers away from
Booker-supplied symbol stores to competing retsilén any event, all of the points
referred to in paragraph 3.10 above were also pregken the CMA last examined
Booker’'s symbol group arrangements (i.e.Booker / Musgraveand they did not
impact the CMA’s conclusion that Booker has inguéint control over its symbol
group customers to deteriorate their retail offgiimany meaningful way.

0" See paragraph 132 of the Decision.
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4.

4.1

4.2

Booker's symbol group customers are highly unlikelyto pass-through fully any
unilateral wholesale deterioration by Booker to th& end consumers

Summary

As noted inSection 3above, Booker has insufficient control over its sgingroup
customers to give it the ability to influence thestail offering to any meaningful
degree. Therefore, the merged entity does not tievebility to cause a material
diversion of consumers from Booker-supplied syn#toies to Tesco stores.

The Parties consider that a pass-through rate of 36 is a reasonable estimate

(0]

Conclusion a pass-through rate of 50% is a reasonable dstimdoich means that
any diversion from Booker-supplied symbol storesT&sco stores is unlikely to be
material. This is particularly the case where theme many competing players at t
retail level (i.e. the Decision’s retail filter k& on a fascia reduction of 5 to 4 (
fewer) is inappropriate and excessively consereativ

Booker’'s symbol group customers operate in higlognpetitive retail groceries
markets, so they would likely do everything in thpower to avoid worsening
their retail offering unilaterally in order to prewt losing end consumers to
competing retailers.

Booker has a very limited role in setting RRPsytaee typically set by supplier
and changed by Booker only on an exceptional b&ssker's symbol groug
customers are not required to follow RRPs and tl®reo reason that these
highly informed and price sensitive business ownerald follow RRPs if set a
an uncompetitive level.

92)

In relation to branded products that are sold bgk&o as a price-marked pack or
as part of a mandatory promotion, it_is the suppieat is the source of any
meaningful influence over the retailer customer.

he
or

The Decision’s retail filter appears to be basetklgoon the difference between
Tesco’s retail margin and Booker’'s wholesale margis such, the Decision’s retail
filter fails to account for the fact that:

(@)

(b)

the pass-through rate by symbol group customersany unilateral
deterioration of Booker’'s wholesale offer is unlike¢o exceed 50% (as
described in thiSection 4; and

Booker-supplied symbol stores and Tesco storem@tr€lose competitors at
the retalil level (se8ection 5below).

The Decision’s assertion that pass-through i&dly to be above 80% cannot be
supported

The Decision asserts thahé rate of pass-through of wholesale prices tailgtrices

is typically high, often above 80%' The Parties consider that this approach cannot
be supported and runs counter to the CMA’s previtemsional practice in Phase 2
merger cases.

" See paragraph 142 of the Decision.
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4.3

The Decision rightly notes that “@nomic models predict that a wide range of pass-
through effects is possiBlé® These economic models vary in terms of the

assumptions they make on the number of competmngsfithe shape of the demand
curve, the degree of differentiation between coimgeiirms and how firms compete

(i.e. by setting prices or by setting quantiticBhe RBB paper referred to in the
Decision notes that under a commonly assumed matkatture in sectors such as
those in which the Parties are active (i.e. magaticipants with differentiated

offerings who compete by setting prices), and witle starting point of linear

demand, individual firm pass-through is likely t® etween 50% and 55%.

4.4  For an individual firm facing a unilateral cost iease (i.e. a Booker symbol group

retailer facing a unilateral wholesale price rig@)pass on 80% or more of an input
cost change to end consumers, the CMA would haw@ssame a specific “convex”
shape for the demand function. There is no econemdence or precedent to support
any such approach:

(@) As the RBB paper notesUttimately, therefore, the curvature of demand is
liable to have an important bearing on the extehpass-through. Whether
estimation methodologies are capable of identifyorgapproximating this
factor in practice is therefore a critical empiricassué.’* The empirical
section of the same paper subsequently notes“treaty few empirical studies
report on the role of the curvature of demand irplaxing cost pass-
through. ”°

(b) In recent Phase 2 decisions, namElyundland / 99p Storeand Reckitt
Benckiser / K-Y brandhe CMA has assumed that the demand curve iarline
In Poundland / 99p Storeghe CMA calculated illustrative price rises
assuming linear demand elasticifyln its Reckitt Benckiser / K-Y brand
decision, the CMA also noted that linear demandais‘common and
conservative assumption for IPR calculatibhs When the CMA has
considered a convex ‘“isolelastic” demand functidnhas done so on a
cautious basis in Phase’®Furthermore, this cautious approach has been a
result of historic beliefs rather than firm econorevidence. For example, in
Somerfield / WM Morrisonghe choice of an isoelastic demand function was
said to be becauseintuitively, it seems more plausible that demandildio
become less elastic at higher prices, when demasdalready falleh’® In
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See paragraph 142 of the Decision.

Figure 13 of the RBB report shows the rangeroffspecific cost pass-through in a differentiatenttéand
setting with different numbers of competitors aiftedent degrees of product differentiation.

See section 3.2 of the report.

See section 7.4 of the report.

See paragraph 6.151 of the CMA's final report.

See paragraph 7 of Appendix F to the CMA's firggdort.

See paragraph 59 Akda Stores Limited / Co-operative Group Limi(btE/6466-14) and paragraph 34 of
Lincolnshire Co-operative Limited / Musgrave ReRaglrtners GB LimiteME/6476/14).

See paragraph 14 of Appendix D to the final repbhis justification was also used as the ratierfar
assuming isoelastic demand Asda Stores Limites / Co-operative Group Limi{ddE/6466-14, see
paragraph 59) anidncolnshire Co-operative Limited / Musgrave Refdrtners GB LimiteME/6476/14,
see paragraph 35).
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4.5

4.6

response, the parties in this merger inquiry ntted this intuitive assumption
would imply price increases of over 1,000% in dertstores’ Unrealistic
price rises are not uncommon when using an assompfiisoelastic demand,
as this approach predicts pass-through rates ofi®@% as standard.

The Parties consider that the pass-through ratsyhybol group customers of any
unilateral deterioration of Booker’s wholesale offe unlikely to exceed 50%. The
evidence and economic theory suggest that anytaralawholesale deterioration by
Booker would be passed through only to a limitedeetx if at all, by Booker’s
symbol group customers:

(a) any deterioration by Booker would represent a teid cost change for
Booker's symbol group customers. Given that Boakesymbol group
customers operate in a highly competitive retadcgries sector (see section
3B of the initial submission), Booker’s symbol gpoaustomers would likely
do everything in their power to avoid worseningithetail offering to prevent
losing end consumers to competing retailers. A, saihigh pass-through rate
is unlikely where the Booker-supplied symbol sterdocated in an area with
many competing retailers (which was not reflectedhe Decision’s retail
filter); and

(b) direct evidence from previous merger inquiries |sg that retailers would
not pass through wholesale cost increases. For mgann the Booker /
Musgravemerger inquiry, the CMA stated thatCidstomers corroborated the
Parties’ submission that member stores are indepenhdnd have viable
alternative sources of supply. For example, mostauers noted that they
would not automatically accept an increase to thiePRand would price
according to their local competitive conditions. Stamers’ would also not
automatically pass through a 5% wholesale pricereéase but may, as
discussed above, switch to alternative wholesgiplgwptions.?*

The merged entity lacks the ability to ensureyawholesale deterioration is passed-
through to end consumers

As noted inSection 3above, Booker has insufficient control over its bgingroup
customers to give it the ability to influence thegtail offering to any meaningful
degree. This means the merged entity would laclabiéy to ensure pass-through of
any unilateral wholesale deterioration. The potaised in the Decision do not impact
this conclusion. In particular:

(a) the Decision states thaBtoker effectively sets the RRPs it communicates to
symbol group retailers, even if those RRPs maynbleenced by pricing
recommendations made by Booker's suppliéfsHowever, this materially
overstates Booker’s role in setting RRPs3&as

(b) the Decision relies on the fact that its Phase ketatest indicated that
symbol group retailers’ adherence to RRPs was générigh®® However, the

See paragraph 7.19(e) of the final report.

See paragraph 59 of the CMMsoker / Musgraveéecision.
See paragraph 143 of the Decision.

See paragraph 143 of the Decision.
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evidence does not support this. Based on a sanfpiC d_ondis retailers

which transferred their retail prices to Bookenizn 30 March 2017 and 17
May 2017%* Londis retailers exhibited &< of freedom in deviating from
RRPs:

(1) across all products, retailers deviated from thppber-set RRP on
approximatel\z< of the product lines sold during this period,;

(i) considering only non-price-marked products, retaildeviated from
the RRP on approximately< of the product lines sold during this
period; and

(i)  ininstances where retailers charged a price atie/&RP, the average
increase wa$<%. In instances where retailers charged a pricevbel
the RPP, the average decrease iW&%.

Figure 13: distribution of Londis retailers’ RSP Compared with Londis RRP
<

Source: Frontier analysis

(c) in any case, where retailers adhere to RRPs, this simply reflect the fact
that RRPs are currently set (typically by supp)i@isvery competitive levels
(particularly given the highly competitive naturé tbe wholesale and retail
groceries sectors). Even if Booker's symbol growstemers do typically
follow RRPs (which the Parties do not consider ¢otlhe case), there is no
evidence to suggest that they would continue teald the RRPs were set at
an uncompetitive level. Booker’s symbol group coses are highly informed
and price sensitive business owners whose perbosaless success is tied to
their ability to source products on competitiventer Faced with a unilateral
increase in RRPs, they would simply continue totketr retail prices at a
competitive level (irrespective of the RRP). Tlagonsistent with the CMA’s
finding in Booker / Musgravehat customerSwould not automatically accept
an increase to the RRP and would price accordinghtar local competitive
conditions (see paragraph 4.5(b) above);

(d)  the Decision states thaBboker has a role in negotiating promotional prices
and in determining the availability of price-markgoducts. However,
Booker’s role in these areas would not enable insure that any unilateral
wholesale deterioration would be passed througliBdgker's symbol group
customers to a significant degree. In particulgra(significant proportion of
Booker’s promotions comprise promotions where Boalaes not apply any
obligation on its symbol group customers to supploetpromotion (e.g. only
2<% of Booker’s wholesale sales to Premier custormersive a promotion
with an obligation on its symbol group customersstgpport an associated

8 As explained to the CMA during pre-notificatidghese retailers transfer their retail prices to l&wdor the
purposes of showing the POR percentage on the tdbspates (i.e. enabling the retailer to better snea
whether Booker is offering a competitive propositiand allowing the retailer to make a good return).
Booker is not automatically provided with a retéderetail selling price when that retailer downdsaa
Booker price file or alters a retail price on tHeRPOS system.
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retail promotion in-store); and (ii) where brandgedducts are sold as a price-
marked pack or as part of a mandatory promotiois, tihhe supplier that is the
source of any meaningful influence over the retailestomer, which means
Booker would need to negotiate with suppliers t@ange the key terms
influencing retailer customefs.It is implausible to suggest that Booker would
be able to negotiate with suppliers to print a bigprice mark on a product or
to allow Booker to implement less attractive proimed on the suppliers’
products, a&°

(1) it would not be profitable for suppliers to agredund a higher margin
for Booker at the expense of their retail salesunas to end
consumers; and

(i) it would not be feasible for suppliers to sign ophighly customised
versions of promotions and price-marked packs ¢batd be targeted
at a selected minority of Booker's symbol group teosers. For
example, suppliers typically produce price-markedcks on a
consistent basis for the entire wholesale channel they are not
specific to Booker§’ Booker would simply not be able to persuade a
supplier to alter the price mark on a minority tf volume just to
pursue a targeted local pricing strategy.

8 Frontier conducted an analysis at Phase 1 oflifferent influences on the retail offering of syohlgroup
customers to end consumers (8ppendix 8.AO to the Merger Notice). This analysis indicated tanbol
group customers would be able to achieve — at m@stss-through of a wholesale cost increase ofdmtw
<% and3<% only. This reflects that there is scope for:d@mplete pass-through on less theito of
products sourced from Booker; and (ii) pass-throagthe symbol group customer’s discretion on adoun
3<% to <% of products sourced from Booker. Overall, thiggasts that even a pass-through rate of 50% is
conservative.

8 See paragraphs 8.31 to 8.32 of the Merger Notice.

8 The only exceptions to this a¥€
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5. Booker-supplied symbol stores and Tesco stores an®t close competitors at the
retail level

5.1 This is explained in detail iAnnex 7.
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6. It would make no commercial sense for the merged &ty to vary Booker's
wholesale offering on a local basis

A. Booker does not target or vary its wholesaleeasffaccording to local competitive
conditions

6.1 Booker operates in a highly competitive and low gimarsector. The diversity of
wholesale competitors means that the boundariethefwholesale market cannot
easily be defined. Booker runs its business onbtms that all its customers have
access to a large number of alternative supplyagtiThis is why Booker has a long
established and successful strategy
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6.2 This means that Booker's entire corporate stratexp/,well as its management
infrastructure, is set up to improve continuoustyahoice, price and service to all its
customers. The very significant turnaround in tbgunes of the Booker business
under this strategy — having been close to bankyuipt 2005 — is a testament to the
importance of serving all customers well in thisrked (segigure 14 below).

Figure 14: Booker sales and customer satisfactiomee 2006-07

<
6.3 X<
6.4 <
6.5 X%

6.6 Importantly, the CC extensively investigated whetBeoker could adjust its offer to
target local wholesale competitive conditions ia Booker / Makromerger inquiry. It
found® “A limited likelihood that there is a significantmber of captive cash-and-
carry customers that could be exploited througlt@uiscrimination strategies. This
assessment was supported by evidence that...thegomoentration analysis, which
suggests that there was only a limited profit gairBooker in areas where Booker
currently faces little or no local cash-and-carrgropetitiori.

B. It would be difficult for the merged entity tariplement any hypothetical targeting
strategy

6.7 X

6.8 X

6.9 X
(a) }<9091

(b) The Decision suffers from a number of further mmsmptions of how
Booker’s business operates and therefore drawsiets conclusions as to
what the merged entity would be able and incergdi do:

0] The Decision states thaB6oker negotiates prices with local suppliers
on behalf of symbol group retailér¥ 3<.°° Retailers remain entirely
free to source directly from and negotiate withalosuppliers2<.

88 <

89 See paragraph 7.30 of the final report.

See paragraph 136(b) of the Decision.

See Booker’s website for information on the Spé&n8ave discount structure and how it is determined
http://www.booker.co.uk/pages/SpendAndSave.aJjrve discount level is determined by the retaslet-
weekly spend across both tobacco and non-tobacahases, and the discount is then calculated on the
non-tobacco element of the retailer’s spend.

See paragraph 136(c) of the Decision.

93 <

90

91

92
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6.10

6.11

(i) Moreover, the Decision insinuates that Booker wodkteriorate
delivery services to particular retailers with @wito worsening their
offering (which under that hypothesis would in turesult in
consumers diverting to Tesc)However,3<

(i)  Finally, the Decision notes that Booker’s retaivelepment managers
(RDMs) provide advice on elements of the retail offeriagd the
service provided by Bookér. It is not clear what the Decision is
implying. Any suggestion that Booker might instrutd RDMs to
advise certain stores that they should over-priceiraer-serve their
customer base (presumably while appearing to adwieeopposite)
would clearly not be tenable and is inconceivableriactice. It would
require the RDMs — in defiance of their functionte- betray the
retailer’s trust, thwart rather than aid their depenent, and ultimately
destroy the retailer’s relationship with Booker.

(iv)  The Decision refers to the provision of advice dsaftef means of
potential influencé€® Where the advice would damage the retailer’s
business, it is difficult to see how this would t&many influence at
all, as the retailer would either not implement Bexs advice in the
first place or not do so in the future. Either walyis would clearly
damage Booker’s relationship with its retailer ounsers.

In summary, many of the Decision’s underlying asstioms leading it to conclude
that the merged entity would extend its very limitlcal variation to its wider
wholesale symbol group offering (in a strategio#fto achieve hypothetical local
diversion to Tesco stores) suffer from several omseptions of the commercial
dynamics within which Booker operates and howiitsrits business.

The merged entity would have no incentive to wd@ooker's offering in targeted
local areas

The Decision failed to address whether the mergeityevould have any incentive to

vary Booker’s offering in targeted local areas. Tierged entity would have no such
incentive as the commercial risks of doing so wdaddsubstantial and therefore make
no commercial sense. In particular, deterioratioglger’s offering in a small number

of local areas would create serious reputatioreldsrithat extend across Booker’s
entire customer base and undermine the customstr and relationships that have
driven its commercial success. Booker’'s symbol groustomers are savvy, highly
informed and price sensitive business owners -oitldvquickly become apparent to
them that certain customers were being offereceudifit terms based solely on their
location. Therefore, any attempt to target speaffmbol group customers with a
worse offering would fundamentally damage the tarsi reputation that Booker has
built with its symbol group customers. This wouldturn, have a detrimental impact
on Booker’s ability to retain its current symbologp members and attract new
symbol group retailers.

% See paragraph 136(d) of the Decision.
% See paragraph 136(e) of the Decision.
% See paragraph 132 of the Decision.
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6.12 Moreover, any theoretical gains from implementiagal pricing strategies would be
minimal, particularly when compared against thensgigant risks and costs of
implementing such strategies. The filtering apphoat the Decision suggests that
there are 369 areas where consumer diversion twTteres might feasibly reach the
high levels required for it to be profitable to wen Booker's wholesale offering.
Booker’s sales to symbol group customers in thesasaare & million, which
comprise only3<% of Booker’s total sales ang&K% of Booker’s total operating
profit.?” In addition, the filtering approach in the Decisis flawed and excessively
conservative, which means the number of local ateas could be “potentially
problematic” is significantly lower than that state the Decision (and, in the Parties’
view, non-existent). Therefore, any theoreticalngafrom adopting local pricing
strategies would be in the Parties’ view illusongain any event, outweighed by the
costs and risks of implementing such strategiesolild simply not make commercial
sense (and would be ultimately unprofitable) foe tmerged entity to deteriorate
Booker’s offering in relation to a very small numbaf symbol group customers
which generate such minimal profit for Booker. Thask of incentive to engage in a
bespoke strategy targeted at specific local afgasicularly where there are only a
small number of areas where such a strategy cautdeivably be profitable, was
recognised by the CMA iBooker / Musgrave®

7 10 stores identified by the CMA on the basishef Decision’s filters have now left Booker’s symigobup
fascia.
% See paragraphs 6 and 59 of the decision.
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7.1

7.2

7.3

The vertical GUPPI framework demonstrates that this theory of harm is
implausible

As explained in Section 2 of the initial submissitre transaction is a vertical merger
between a wholesale business (Booker) and a fetsihess (Tesco). This means that
the economic incentives of the Parties post-meagerfundamentally different than
they would be in a retail-to-retail merger.

In past retail-to-retail mergers, the CMA has ugeel GUPPI framework to assess the
merging parties’ incentives to deteriorate thefeopost-merger. The same economic
logic can be applied to this Merger by modifying tstandard GUPPI framework to

reflect the fact that this is a retail-to-wholesaterger and capture the substantial
evidence set out iBections 2 to @bove (i.e. using a vertical GUPPI framewotk).

The vertical GUPPI framework demonstrates thatethier no level of consumer
diversion from Booker-supplied symbol stores tocbestores that could create an
incentive for the merged entity to deteriorate Berdk wholesale offering to its
symbol group customers post-merger. This flows frdra fact that the critical
diversion ratiosare materially above 100%based on a 10% GUPPI threshold, which
the Parties consider is the appropriate threstarié fPhase 2 inquiry (séggure 15
below) % In other words, it would be unprofitable for thenged entity to deteriorate
Booker’s wholesale offering to symbol group custsmeost-merger as:

(a) Booker would suffer a substantial decline in itsolglsale sales, as many of its
symbol group customers would likely switch to a petng symbol group
provider or increase the proportion of their pusdsa from alternative
wholesalers. In such circumstances, it would nopéssible for the merged
entity to re-capture this significant loss of sa#sthe wholesale level, as
Tesco is not active in the wholesale groceriesosect

(b) In relation to Booker’s wholesale sales to its sghdroup customers that are
not lost to competing wholesalers, symbol groupausrs would likely (at
least in part) absorb Booker’'s worsened wholes#ieriog (i.e. not worsen
their retail offering) due to strong competitiontaé downstream retail level.
In such circumstances, this would significantly ueel the ability of the
merged entity to re-capture any sales at the rietedl through Tesco-owned
stores, as there would be no deterioration (or anlynited deterioration) in
the retail offering of Booker’'s symbol group custmscausing consumers to
divert their spend to competing retailers.

(c) Given this switching at the wholesale level andlimied pass-through of any
unilateral deterioration by Booker’s symbol growystomers, even if 100% of
any retail sales that were nonetheless lost by Boeskpplied symbol stores
diverted to Tesco stores (which is highly unlikelf, not impossible), a
deterioration of Booker’s wholesale offering wouddl not be profitable for
the merged entity post-merger.

9 SeeAnnex 9.1to the Merger Notice antippendix 9.A to the Merger Notice for Frontier’s technical paper
on Post-merger pricing incentives in retail-to-whol&saergerssubmitted to the CMA on 7 March 2017.

100 gee, for example, the CMA’s Phase 2 decisionLmtbrokes plc / Gala Coral Group Limitg@otnote
118).
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Figure 15: critical diversion ratios from Booker-supplied symbol stores to Tesco
stores (10% GUPPI threshold and 50% pass-through asimption)

10% GUPPI
To Tesco average One Stop

From

Premier <% <%
Family <% <%
Shopper

Londis <% <%
Budgens <% <%

7.4  Given that critical diversion ratios are materiallyexcess of 100%, a detailed local
overlaps analysis is not required: no amount afuf@ldnvestigation would be able to
uncover problematic levels of diversion from Bocekapplied symbol stores to Tesco
stores.

7.5  The Decision notes that the CMA diddt believe it would be appropriately cautious
to rely on the modified GUPPI framework ... for itsape 1 assessmérf® The
Parties consider that it is appropriate for the CMA use the vertical GUPPI
framework for its Phase 2 assessment, particulsiige the Parties have already
undertaken reasonable sensitivity checks to shatvahy further local variation in
critical diversion ratios would be relatively lirai *°?

101 See paragraph 167 of the Decision.
192 SeeAnnex 9.1to the Merger Notice.
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Conclusion

The Parties consider that a local overlaps anaigsist required to assess this theory
of harm. The vertical GUPPI framework — which thglI& has accepted in principle
and the Parties consider should be used by the @VPPhase 2 — demonstrates that
the merged entity would have no incentive to detate Booker’s offering to its
symbol group customers post-merger. Moreover, plamed inSection 6above, the
merged entity would have at most a limited abiltyd no incentive to depart from
Booker's existing strategy of determining its prepon nationally in order to
implement a localised and targeted deteriorationthe small number of areas
identified in the Decision. Any theoretical gainerh adopting bespoke strategies in
targeted local areas would be minimal and, in amgng outweighed by the
substantial commercial risks and significant cast®lved. Therefore, this theory of
harm does not make commercial sense, would notdfégble and cannot result in a
substantial lessening of competition.
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PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC
INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW

ANNEX 4: RESPONSE TOTHEORY OF HARM 4 ON WORSENING OF BOOKER’S CASH-AND-
CARRY WHOLESALE OFFERING IN LOCAL AREAS WHERE BOOKER’S INDEPENDENT RETAIL
CUSTOMERS' STORES OVERLAP WITH TESCO'S STORES

1. Introduction

1.1 Booker supplies a number of independent retailbas are not part of its symbol
group offering. The CMA did not reach a conclusinrits Phase 1 decision referring
the Merger for a Phase 2 inquiry (tBecision) on “whether the Merger gives rise to
a realistic prospect ofa substantial lessening of competitioa$ a result of the
foreclosure of independent retailers in any locadas in the UK*

1.2  The Parties consider that this theory of harm waowdtl make commercial sense and
would not be profitable. Moreover, it is implaugpls the merged entity could not
influence the retail proposition of independentilets. This is underpinned by the
fact that Booker has<, and — for the vast majority of retailers — sugplionly a
minimal proportion of their wholesale requirements.

1.3 In relation to whether the merged entity could detate the retail offering of
independent retailers that source supplies fronkBoo

(@) the wholesale market is highly competitive (seeti8ec3A of the initial
submission), and a plethora of potential supplyiomst exists for all of
Booker’s independent retail customers. This me&as any deterioration of
Booker's wholesale offering to independent retailarould result in them
switching their purchases to alternative wholesal€he wholesale competitor
set used in the Decision for assessing this thebdyarm is inappropriately
narrow (e.g. it excludes delivered wholesalersyall as regional and local
cash & carry C&C) wholesalers), and therefore fundamentally ovesstéhe
extent of Booker’s ability to worsen the retailefhg of independent retailers
(as they could easily switch to alternative sourcésupply). It also risks
materially contradicting the Competition Commiss®or{CC) findings in
Booker / Makro

(b) even applying the excessively conservative whodeaatl retail filters used in
the Decision, the vast majority of independentilata failing the combined
filter purchase only a small proportion of theiqu&#ements from Booker, and
are therefore not dependent on Booker for theirlegade supplies; and

(c) in any event, it is implausible to suggest that tmerged entity would have
sufficient control over independent retailers téedierate their retail offering.
Booker does not have a meaningful degree of cootvef its symbol group
customers (see Section 3 Ahnex 3, and it has even less control over
independent retailers. Moreover, the merged enguld not even
hypothetically exert more control over independetdilers through<.

! See paragraph 192 of the Decision.
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1.4

1.5

The merged entity would also not have the incentive deteriorate Booker’s
wholesale proposition to independent retailersreas where its independent retalil
customers’ stores overlap with Tesco stores. Bimecause:

(@)

(b)

even applying the excessively conservative whodeaatl retail filters set out
in the Decision, the number of Booker’'s independestailers identified
represents a negligible proportion of Booker’s oustr base and revenue. For
example, of the< independent retailers identified by the CMA adirigithe
Decision’s filters following the Phase 1 State ddyPcall, Booker estimates
that these independent retailers represex%. of its annual turnover and
c.3<% of its operating profit, and there is no singlsibess centre with more
than3< retailers failing the combined filter. Booker sesvapproximately 1.2
million customers and 120,000 retailer customersotal? Whilst there is a
wide variation in the number of customers servenhditzidual C&C business
centres, business centres have approximat€hcustomers and< retailer
customers on average. Given this, it would not makemercial sense and
not be profitable for the merged entity to changelgr’s business model and
start varying Booker’s offer locally in order torgat theoretical gains in a
small number of local areas; and

the Decision’s retail filter significantly oversest the extent of any incentive
for the merged entity to deteriorate Booker's whkale proposition to
independent retailers. As notedAnnex 7, consumers at independent retailers
are highly likely to perceive other unaffiliateddependents, symbol stores
and petrol forecourt retailers as closer alterestithan Tesco stores. Any
effective competitor set for this theory of harnosld include independents.
Given that there are in the region of ¢.28,000 filiteéd independents and
petrol forecourts located across all areas of tKe® ldny consumer diversion
from independents to Tesco stores is likely tonaterial.

These points are discussed in more detail below.

2

See Booker’s 2017 annual report.

3 See page 8 of ACS'’s Local Shop Report 2016.
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2.2

2.3

2.4

2.5

2.6

The merged entity could not influence the retail dering of independent retailers

As noted in the Decision, Bookeddes not have the level of direct contractual
influence over independent retailers that it hagrosymbol group retailefs’ This
means that Booker’s ability to worsen the retaigmsition of independent retailers is
even lowethan for symbol group retailers, in relation toiethBooker already has no
meaningful degree of control (see Section Awmfiex 3J).

Therefore, theonly means through which Booker may be able to workenrétail
offering of an independent retailer would be if tthadependent retailer was
dependent on Booker for its wholesale suppliess ®noted in the Decision as being
the key consideration for assessing whether thegedeentity has the ability to
deteriorate the retail offering of independentitets>

As discussed below, it is highly implausible thataterial number of independent
retailers, if any, are dependent upon Booker feirtivholesale purchases. The highly
competitive nature of the wholesale sector meaas ittdependent retailers have a
number of credible alternatives to Booker, a numidfewhich were inappropriately
excluded from the effective competitor set in thecBion. This is demonstrated by
the fact that even those independent retailersttigaDecision’s filters suggest have
zero effective alternatives to Booker are in fastchasing substantial volumes from
third party suppliers.

There is a strong competitive constraint imposad Booker from wholesalers other
than those included in the Decision’s effective cpatitor set

The wholesale competitor set used in the Decisioragsessing this theory of harm is
inappropriately narroW.The result of this is that the Decision erronepuesincludes
that Booker would have the ability to worsen th&itegproposition of some of its
independent retailers.

The implication of the competitor set adopted i Becision for assessing wholesale
alternatives is that a hypothetical monopolist ofajor C&C providers” would be
able to increase prices by 5-10% profitably. A &mj evidence — including the
findings of the CC irBooker / Makro— shows that this is wholly unrealistic. This is
because a 5-10% price increase by such a hypahetionopolist would lead to
significant demand-side substitution to other formfisvholesale, including national
and delivered wholesalers as well as local andbrediC&C wholesalers.

The competitor set used in the Decision to ideniifgependent retailers with
sufficient alternative wholesale options is the saas that used by the CCBoker /

See paragraph 180 of the Decisigd. The Retail Club is a flexible and free promotiopackage to help

independent retailers drive football and incredmsr tperformance. Customers receive a trading plaak
explains all offers and promotions that are avélab them and a point of sale kit (i.e. custonaarirfg
marketing). The customers can choose which promatimffers are best suited to improve their
performance and can use point of sale materialsegssee appropriate for their businesges.

See paragraph 180 of the Decision.
The wholesale competitor set used in the Decisiomprises Bestway, Costo, Booker, Blakemore,

Dhamecha, Hyperama, Parfetts and United.

The competitors set out in Annex 3 of the Decisio
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2.7

2.8

2.9

2.10

Makro for the purposes of afinitial filtering process”® [emphasis added]. The CC
noted that this approach wdgonservative”, and that when considering the
competitive environment in each local area it taato account national delivered
operators and local C&C operators. This was becdaheeCC considered that:
“national delivered operators and local cash-andrgasperators (particularly those
that are members of buying groups) may also prowdeelevant competitive
constraint.® The strength of the constraint from such operai®isorne out by the
fact that the CC considered the constraint impdsethese types of wholesaler to be
sufficient to constrain the merging parties in loaeeas with_no alternative major
C&C competitors (i.e. none of those competitorduded in the Decision’s wholesale
filter). By way of example:

(a) in Ipswich, the CC considered that there was gefiiic competition from
delivered wholesale operators and three local ctitopg to constrain the
merged entity post-merger;

(b) in Norwich, the CC concluded that competition frdelivered operators and
three local competitors (Forward Wholesale, Andlialinary Supplies and
Select C&C) would be sufficient to constrain thergesl entity post-merger;
and

(c) in Poole, the constraint from national deliveredemapors, symbol group
operators (such as Nisa) and local competitors aggsn considered to be
sufficient to constrain the merged entity post-reerg

That the CC deemed local areas to be unproblenmatBooker / Makro where
Booker would have had a “monopoly” position post-ges based on the competitor
set used in the Decision’s wholesale filter, der@tss that the Decision adopts an
inappropriately conservative view of the wholesadenpetitive landscape.

The position adopted in the Decision as to theveaie wholesale competitor set is
also at odds with current commercial reality. Ifwere the case that a subset of
Booker’s independent retailers have access tovidedesale choice in areas with
limited “major C&C” wholesale competition — which a pre-requisite for this theory
of harm — the theory dictates that one should eesd&ooker charging higher
wholesale prices to such customers today.

Booker does not vary its offer in areas with fewerajor C&C” wholesalers. In
Booker / Makrg the CC explicitly explored whether the quality 8boker’s
proposition (i.e. price, quality, range and seryicaried with respect to the level of
local C&C competition. It concluded that Bookerigréfitability does not does not
markedly increase in areas with limited cash-andycaompetition, underlining that
other types of wholesaler do provide an alternaforecustomers *°

If this theory of harm were well-founded, the félcht Booker does not vary its offer
to independent retailers depending on the level “mbjor C&C” wholesale
competition indicates that the wholesale competget used in the Decision is

8

9

See paragraph 4 of Appendix 11 of the CompetiBommission’8Booker / Makrd=inal Report (2013).
See paragraph 5 of Appendix 11 of the Competi@ommission’Booker / Makrd=inal Report (2013).

10 see Competition Commission news rele48€ set to clear Booker / Makro merger”
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2.11

inappropriately narrow, and does not fully accodmt the range and depth of
wholesale options available to all of Booker’s ipdedent retail customet§in any
event, it supports the Parties’ views that localiaton of Booker's wholesale in
response to a perceived level of local C&C comijsetitoffering would not be
profitable.

The position adopted in the Decision as to theveaie wholesale competitor set is
also at-odds with other evidence considered by>@ien Booker / Makraand referred
to in the Parties’ submissions during Pha¥eFor example:

(@)

(b)

(€)

(d)

the CC stated thatThe product market is for cash-and-carry wholesalut

is significantly constrained by other forms of wésaling in local markets
where these are present” Among other things, this was because the CC
considered that it would be challenging for a hizetital monopolist of only
C&Cs to sustain profitably a 5-10% price incredsggnificant volumes would
be lost _from cash-and-carry to delivered compesitaf a hypothetical
monopolist of cash-and-carry services in a locatamattempted to increase
prices by a small (but sustained and non-transjtaynount™* [emphasis
added];

in its press release announcing its Provisionatlirgs, the CC stated that it
had concluded thattie merged company would continue to face sufticien
competition from other wholesalers — both cash-eady and delivered —

in all areas affected by the merg&t[emphasis added];

in relation to the constraint from delivered whales— which the Decision
dismissed on the basis that independent retaiédys‘more heavily on cash-
and-carry — the CC noted thatWe formed the view that delivered operators
are likely to be_effective alternatives in the vesalle market for most
customers in most areas and we therefore took ikety|constraint from
delivered operators into account as part of ourdba@analysis, alongside
consideration of the constraint from local and @yl cash-and-carry
operators *® [emphasis added];

the CC stated in its Final Report thatVé collected evidence from a range of
third parties through hearings and formal submissio Most held similar
views to the parties. In particular, all partiesltdehe view that customers
multi-sourced’ [emphasis added)]; and

11

While there may be some variation in Booker’spaition depending on the cash & carry businesseém

question (e.g. certain alcohol promotions are natilable in Scotland due to licensing regulatiorib)s
variation is generally not due to Booker tailoriigy proposition in response to any variation in linel of
local competition.

12

In particular, see paragraphs 8.39 to 8.71 ofvbeger Notice.

13 See paragraph 7.30 of the Competition CommissBooker / MakrdFinal Report (2013).
14 See paragraph 7.30 of the Competition CommissBooker / MakrdFinal Report (2013).

15

See Competition Commission news rele&G€ set to clear Booker / Makro merger”

16 See paragraph 8.29 of the Competition CommissBooker / MakrdFinal Report (2013).

17

See paragraph 8.5 of the Competition CommissiBotker / Makrd=inal Report (2013).
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2.12

2.13

(e) the CC stated in in its Final Report thatve looked at a number of surveys
conducted by research companies [...] the surveygesigd that the overall
customer base multi-sources across wholesale chanfdis includes the
national and local cash-and-carry operators, dete@d operators and
specialists’® [emphasis added].

Booker considers that the wholesale market isadtlas competitive as, if not more
competitive than, when the CC assesse®teker / Makraransaction. This is borne
out byFigure 1 below, which shows that the competitive intengitythe wholesale
market has not reduced since the CC reached thee atinclusions. As such, the
CC's former conclusions regarding the competitaradiscape in the wholesale market
are equally applicable to this Merger.

Figure 1: Booker wholesale prices relative to casnd-carry market

Booker’s Pricing vs Cash & Carry Market
4.0%

3.0% BCATERING BRETAIL

3.0%

2.0%

1.0%

0.0%

-1.0%

Prices relative to the market

-2.0%

-3.0%

-4.0%
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Year H1

Source: IRI Research

Source: Booker Interim Results presentation of Det@016

Analysis of independent retailers’ purchases mnoBooker shows that the Decision’s
wholesale filter cannot be correct

In a scenario where the wholesale competitor sdtvamolesale filter used in the
Decision is correct, one should observe independgatiers in areas with no “major
C&Cs” other than Booker purchasing all (or, at tedke vast majority) of their
wholesale requirements from Booker. This is becalbased on this hypothesis, such
retailers should have no effective alternative wbale suppliers, and therefore should
be entirely (or at least almost entirely) dependent Booker for their supplies.
However, it is clear from an analysis of independetailers’ purchases from Booker
that this is not the case, and that they must fibkexebe purchasing substantial
volumes from wholesalers outside of the competiter used in the Decision. This
illustrates that the competitor set adopted inDkeision is far too narrow, and should
be widened for the purposes of assessing altematiwlesale options.

18 See paragraphs 8.9 to 8.13 of the Competitionr@iesion’sBooker / MakrdFinal Report (2013).
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2.14 The Decision has used a combined wholesale filbelr retail filter. The wholesale

filter is failed where there are three or fewercé&scarry wholesalers in the local area
post-merger (based on the Decision’s unduly nareff@ctive competitor set for
wholesalers). Of thé< independent retailers that were identified infiles provided
by the CMA on 26 June 2017 following the State ddyPcall (which fail the
wholesaleand retail filters in the Decision)? Booker has been able to identi
independent retailers in its customer databaskertiine available. As an exercise to
determine the appropriateness of the wholesaler fiBooker considered only those
independent retailers which were listed as havimgffective wholesale alternatives,
of which there aré< independent retailers. If it were true that thexkependent
retailers had no effective wholesale alternativii®iothan Booker, one would expect
these customers to source all (or virtually all)tieéir requirements from Booker.
However, an analysis of those independent retadstomers within this set reveals
that:

(a) half of these independent retailers purchasedtless £< from Booker last
year?® This is significantly less than an independenaifet would need to
purchase across all wholesale suppliers in ordeoperate a viable retail
business — independents are expected to purcHas€ of wholesale supplies
in total across a year;

(b)  the above implies that half of the sample are pastly less thabk<% of their
wholesale purchases from Booker in those areas ewtiee Decision’s
wholesale filter considers Booker to be the onlke@fve wholesale supplier.
The fact that these independent retailers are psieh approximately<% of
their wholesale requirements from third party sigpl not captured by the
Decision’s wholesale filter demonstrates that tippraach taken in the
Decision is wholly unrealistic;

() in fact, if these independent retailer customersewrirchasing 100% of their
requirements from Booker (as would be expectedoblr were the only
effective provider of wholesale services in theajreone would need to
consider that half of independent retailers puretidsss than X worth of
wholesale products in a year. Based on a margi 6,2 this would imply
that independent retailers made no more tHahd profit a year before even
considering other costs such as rent, utilitiessirnmss rates, etc. This
demonstrates that Booker cannot be the sole pnofadehe 3< independent
retailers identified and therefore the Decisiontsokesale filter is flawed; and

19

20

21

22

An equivalent list of independent retailers wa provided following the Decision, so the Partiesre
relied on these files for the purposes of this ysisl

This corresponds to a time period of MAT FY18 Wé&&. The median in this sample BE

Page 8 of the ACS Local Shop Report 20a6p6://www.acs.org.uk/wp-content/uploads/2016/@@Al-
Shop-Report-2016.pyifsuggests that revenue figures for an independerg are c.£330k. Assuming an
average VAT rate of 15% and a retail margir¥<f this equates to ¢& of wholesale purchases per year.
See Figure 8 in Annex C éppendix 9.A to the Merger NoticeFrontier Economics — Post-merger pricing
incentives in retail-to-wholesale merger&% is an estimate of the typical retail commerciasg margin
for Premier stores, based on retail commercialgnaargins provided by a sample of EPOS data fanlere
customers.
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2.15

2.16

2.17

(d) Figure 2 below shows the distribution of retailer purchaseth Booker in
those areas that fail the Decision’s filters andehao effective wholesale
alternatives (based on the Decision’s competitor’3dt shows that<% of
customers in the sample purchased less tBdnf@@m Booker (i.e. purchased
less than ¢<% of their total wholesale requirements from Bogker

Figure 2: distribution of spend with Booker for independent retailers identified by the
CMA as failing the Decision’s filters (with zero wlolesale alternatives based on the
Decision’s competitor set)

K

Source: Frontier analysis

Even based on the conservative approach in thexiBion, wholesale purchases of
independent retailers failing the Decision’s filtershow the merged entity lacks the
ability to worsen the retail proposition of indepdent retailers

It is clear that the merged entity would not beeatol influence the retail proposition
of the 3< customers identified by Booker in paragraph 2ls is because Booker
does not supply a large enough proportion of tleeiseomers’ wholesale purchases in
order to have any material ability to exert evedirect control over their retail
proposition.

The Decision notes thdtompetition concerns are unlikely to arise in lbcreas
that fail the assessment criteria where independethilers do not source a
substantial proportion of their wholesale supplgrfr Booker”** An assessment of
the wholesale purchases of independent retailénsgfahe Decision’s wholesaland
retall filters shows that Booker is highly likelg be supplying only a relatively small
proportion of these customers’ wholesale suppliethé vast majority of caséslt

therefore follows that there can be no SLC in refato this theory of harm.

Figure 3 below shows the distribution of purchases from Bwoby those
independent retailers that failed both the whokesald retail filters in the Decision
(but, unlike Section 2B above, this also includes retailers that have ondwo
effective wholesale alternatives under the Declisi@ifective competitor seff. On
average, these customers purchased ifom Booker over the last 12 montHs<j.
This suggests that the “average” customer faillmg Decision’s filters is purchasing
3<% of its total wholesale requirements from BooKérese independent retailers do
not “rely on Booker to a significant degree for theiroMsale purchaséswhich
means it is implausible that Booker would be alde deteriorate their retail
proposition’’

23

24

25

Where Booker has been able to locate these cassdmits customer database.
See paragraph 191 of the Decision.
As set out above, in the time available, Bookas been able to identifK of the3< customers identified in

the files provided by the CMA based on the Decisidiftering approach.

26

27

Where Booker has been able to identify themsiuistomer database.
See paragraph 180 of the Phase 1 decision.
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2.18 It is therefore implausible that Booker would belealbo deteriorate the retail
proposition of these independent retailers, andua$, Figure 3 below also shows
that:

(a) over X% of these retailers purchased less thad fiom Booker (around
3<% of a typical retailer’'s annual wholesale purclkgsand

(b) over 3<% of these retailers purchased less tha®d £om Booker (i.e. less
than c3<% of a typical retailer’'s annual wholesale purclsase

Figure 3: distribution of spend with Booker for cudomers identified as failing the
Decision’s wholesale and retail filters

K

Source: Frontier analysis

D. Booker cannot identify “captive” C&C independentetailer customers or use
contractual arrangements to exert control

2.19 Finally, the Parties note that:

(a) For the merged entity to be able to realise anyrteal gains from
deteriorating Booker’s proposition to independestailers, it must be able to
identify those customers that have limited wholesaternatives. It is clear
from Sections 2A to 2Cabove that the wholesale filter used in the Deaisi
would not suffice in this respect, and the CC’'dliimys inBooker / Makro
further suggest that it would be highly challengingdentify those customers
that would not switch to delivered wholesalers esponse to a deterioration
by the merged entity (i.e. are “C&C-only”). In piattlar, the CC noted that
there was dlimited likelihood that there is a significant nurar of captive
cash-and-carry customers that could be exploitedrough price
discrimination strategies’and the CC'therefore considered it unlikely that
there was a substantial captive cash-and-carry @mmstr group that could be
exploited through price discrimination strategie$”

(b) As the Decision explicitly acknowledge$<. For example, independent
retailers served by BookeK. Given this, and the analysis set out above in
relation to the lack of independent retailers’ dejgnce on Booker, it is
unclear how Booker could influence its retailersideproposition in any
respect.

3. No incentive to foreclose independent retailers

3.1 The previous section explained why the merged yeottuld not worsen the retail
proposition of its independent retail customers.ilgvthis is sufficient to demonstrate
that there cannot be a lessening of competitioregpect of Booker’s independent
retail customers, for completeness this sectioragg why the merged entity would
also not have any incentive to deteriorate its esale proposition to these customers.

2 See paragraphs 7.30(b) and 8.50 of the Compe@@nmission’$ooker / MakrdFinal Report (2013).
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3.2

3.3

3.4

The merged entity would not have any incentieevary Booker’s offering locally in
order to benefit Tesco’s retail business in the dhraumber of local areas that fail
the Decision’s filters

As noted in Section 6 oAnnex 3 to change Booker’'s corporate strategy and
management infrastructure away from its strong $oco customer satisfaction and
towards a new alternative focus on local competitoonditions would not only
involve a fundamental change of Booker’'s businesategyy, but also involve
breaking the formula which has underpinned Bookstevival and success in the
highly competitive wholesale market.

Nor would any individual C&C business centre hake incentive to start “flexing
locally” in order to deteriorate its wholesale oftes a result of any perceived lack of
combined wholesale and retail competition in a ll@caa. The independent retailers
failing the Decision’s wholesale and retail filtexemprise an insignificant proportion
of Booker’s revenue and customer base both atritiiwidual business centre level
and the aggregate level.

By way of example, if one assumes that Booker senleof the3< retailers that
failed the Decision’s filters (as identified by t@VA) and that the relevant Booker
business centre for each retailer is that whiafloisest to the independent retaffér:

@

(b) Figure 4 below shows Booker’s estimate of the proportiorbudiness centre
revenue that these independent retailers comprigeen assuming — on a
conservative basis — that Booker supplies all ef#h customers failing the
Decision’s filters, business centre sales to swdtomers do not exceéd %
of overall business centre revenue at more thé¥ of Booker’'s business
centres; and

(c) Booker estimates that sales to these customeresapr<% of its total
annual revenue and approximatéfo of total retailer revenue, even if one
assumes that it serves ai retailers failing the Decision’s filters. The
potential theoretical gains from successfully “&tngg” a deterioration at such
an insignificant proportion of Booker’'s revenue Wwbibe significantly less
than the operational time, costs and reputationataje that such a strategy
would involve (see Section 6 ahnex 3.

29 As determined by straight line distance.

30 A regular customer defined for this purpose asesme purchasing in excess &K£

31 Where a business centre has at least one indeperetailer that fails the Decision’s filters (theare3<
where this is not the case).
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Figure 4: estimated proportion of Booker business antre revenue comprising
those independent retailers that fail the Decisios wholesale and retail filter§?

K

Source: Frontier analysis

3.5 Given the above, Booker would not have the incentovdeteriorate its proposition at
individual C&C business centres. A business cewide deterioration would make
no economic sense and be unprofitable, given tladk&’s sales in the relevant
business centres are predominantly to those cussatina@t do not fail the Decision’s
filters (and as such where Booker would stand &e Igignificant sales, with no
possibility to re-capture material sales at Tesco).

3.6 In relation to whether the merged entity may hawe incentive to deteriorate its
proposition at the individual customer level (elny offering worse terms to
independent retailers that fail the Decision’s corad filter), the Parties have set out
at Section 6 ofAnnex 3 why the merged entity would have no incentive tospe
such a strategy. Any hypothetical gains are evemllemthan the negligible
hypothetical gains identified iAnnex 3, given that independent retailers purchase a
smaller proportion of their requirements from Bookean symbol group customers
(on average).

B. The Decision’s retail filter is excessively carsative, as it significantly overstates
the extent to which the merged entity could have amcentive to foreclose
independent retailers

3.7  As explained in detail idnnex T

(@) Independent retailers compete most strongly witireiotndependent retailers,
as well as symbol stores and petrol forecourtlegiiln particular, consumers
at independent retailers are likely to perceiveeptimdependent retailers,
symbol stores and petrol forecourt retailers asearl@lternatives than Tesco
stores for the types of shopping mission they uadter at independent
retailers. Given that this theory of harm is baasalind independent retailers,
it would be inappropriate and wholly unrealistic éxclude independent
retailers from the effective competitor §&fThere are ¢.28,000 independent
retailers and petrol forecourts located acrosaraths of the UK, which means
it is implausible that there would be any areas rehthere would be
significant consumer diversion from independent$desco stores.

32 Based on the list 6K independent retailers identified by the CMA adirfgi the Decision’s filters, and
assuming average wholesale purchases by Bookdrese tretailers of 3&. Total Booker revenue was
£5.33bn in 2017 and total Booker retailer revenas #w3.36bn over the same period (see Booker Group
Annual Report 2017).

% gee footnote 38 of the Decision, which recognikas ‘customers who shopped at an independent retailer
may be more likely to divert to an independentiletavhen faced with a worse retail offering
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3.8

Figure 5: location of independent retailers in theaJK

Source: Frontier analysis of Nielsen data

(b) Moreover, Aldi, Lidl and Iceland are strong andeetfive competitors in the
retail groceries sector. These three retailers v@oimpete strongly against

Tesco to attract any consumers that choose totdaveasy from independent
retailers.

This means any consumer diversion from independetatlers to Tesco stores is
likely to be immaterial.

Therefore, the Parties consider that there can desubstantial lessening of
competition in relation to this theory of harm.
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PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC
INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW
ANNEX 6: RESPONSE TOTHEORY OF HARM 7 ON BUYER POWER

1. Introduction

1.1 The CMA’'s Phase 1 decision referring the Merger &rPPhase 2 inquiry (the
Decision) has raised the possibility of the Merger givimggrto a realistic prospect of
a substantial lessening of competition as a resufiossible detrimental effects on
competition arising from the exercise of excessiuger power by the PartiésThe
Decision states that the merged entity might ergogater buyer power than the
Parties had pre-merger which could: (i) allow thatiés to impose excessive risks
and unexpected costs on suppliers, thus reducig dbility and incentive to invest
and innovate (though the CMA has acknowledgedrbahird parties raised concerns
in this respect and therefore has not assessedtieiDecision§;and/or (ii) lead to a
so-called ‘waterbed effect’ whereby, as a resulthef Parties’ ability to obtain more
favourable terms from suppliers post-merger, seppliwould try to maintain a
constant revenue margin by increasing their pricesther buyers, who would lose
out and become less competitive.

1.2  There is no realistic prospect that the Merger @¢dehd to a detrimental impact on
competition as a result of the merged entity’s fimsias a buyer for the following
reasons:

(a) the Parties will need to continue to work collaltiwedy with suppliers and to
nurture their supply chains, given the importanceé having strong
relationships with suppliers and fostering innowatio compete effectively.
There will be no incentive for the Parties to dbestvise. Synergies will
depend on the Parties’ ability to generate genaeifieiencies throughout the
supply chain. The Merger will also provide oppoitiés to many suppliers to
access a wider pool of retailers, caterers anccendumers;

(b)  the Merger will result in_ only small incrementsdwerall purchases and only
small overlaps on an individual category basis,ciwvhmeans the Parties have
no meaningful ability to increase their buyer poweterially; and

() the Parties are not aware of any evidence thatestigdhe ‘waterbed effect’
theory (which is an academic theory that has beand wanting in previous
investigations into the UK retail groceries secamd more generally) will
either exist as a result of the Merger or thatotld have any detrimental
effect on suppliers or consumers.

1.3  This Annex expands on these three points in tuter a brief overview of the Parties’
approach to merger synergies in relation to prouerd.

! See paragraphs 213 to 218 of the Decision.

2 See paragraph 216 of the Decision.
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2.2

2.3

2.4

2.5

Continued incentives to continue working collaboratvely with suppliers

Tesco’s success in attracting consumers is depéemtehaving the right range of
products on offer and making them available to aareys in the right quantities and
at the right time. Tesco’s relationships with wppliers are therefore driven by a need
to build the product ranges that consumers wabuo(with the right mix of quality
and price points), to provide a consistent offess products and categories, and to
put in place the supply chain operational skillattensure those products can be
brought to market. These capabilities enable Tésatevelop consistent own brand
and fresh ranges across multiple products, sugplerd categories, as well as
ensuring the efficient distribution of fresh prothitdo consumers (which typically
have a short shelf life and can be easily damageghco’s success will continue to
depend on its suppliers, and the Parties will haxgry incentive to carry on working
collaboratively with its suppliers.

Tesco enjoys good relationships with its suppli@ngh performance improving year-
on-year. Improving its relationship with supplid¢r@s been an essential component of
Tesco’s strategy to regain overall competitiven&gesco ranked first among six large
retailers on six out of the eight criteria in agetAdvantage survey.

Figure 1: Advantage survey - Tesco ranking comparetb competitors, 2014-2016

20142016 20142016 20142016 20142016 20142016 20142016 20142016 20142016

. Category/ . Supply chain Retailer
Overall Business Personnel / Business Retail management Payment own label
performance relationship  Organisation development execution personnel / processes capabili
P processes pability
Retailer e CO Sainsbury’s i
| By 8B werdions sansiys TESCO waitrose

Source: Advantage Supplier Survey 2016

The Parties will be able to work closely with fresstd own brand suppliers to create a
more efficient end-to-end supply chain.

The Merger will create significant opportunitiesdabenefits for the supplier base:
growth, improved end-to-end supply chain managera@dt efficiencies, continued

focus on close relationships with suppliers andviging increased support to create
stronger and more credible ranges and better itssagid category management.

The Parties also expect to be able to achieve swomirement savings as a result of
the Merger:

(@) <
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2.6

3.2

(b) =<

As such, realisation of such synergies will not me¢hat the Merger will have a
detrimental impact on the supply base, indirectty aonsumers or ultimately on
competition.

No substantial increase in increments to purchases

Exploring procurement market shares and incremaatsbe a useful starting point to
assessing the potential for buyer power, although market shares and increments
are not indicative of buyer power by themselvese ittrement in purchases overall
will be limited and, in the categories where there@ments are larger, suppliers have
strong bargaining power themselves. The Partiesodl@onsider that the combination
of Tesco’s and Booker’s purchases will lead togmificant increase in negotiating
power vis-a-vis suppliers.

Tesco purchases approximately £25 billion worthfaxfd and grocery in the UK,
while Booker’s purchases amount to £4 billion ire tretail segment. Total UK
grocery procurement (in both retail and cateringt@s) amounts to approximately
£123 billion meaning that the Merger will resultarcombined share of 24%, with an
increment of 3.5% (as shown igure 2). As set out below, the Parties consider that
the whole sector (i.e. both retail and cateringnsegs) should be considered when
looking at market shares and increments.

Figure 2: Tesco’s and Booker's total purchases amapproximate proportion of all UK
grocery procurement (in the retail and catering segents including tobacco)

Booker

" £4bn

UK grocery procurement
(retail and catering)
£123bn

Source: Frontier analysis. These figures are anrapimation of the UK grocery sector procurement.

3l9



3.3 An alternative to how the CMA might undertake thisthodology is to consider the
retail segment alone. The percentage incremerwwerl on this basis (2.6%) and
much lower if tobacco is also excluded (1.3%),ress inFigure 3.

Figure 3: Tesco’s and Booker's total purchases amapproximate proportion of all UK

grocery procurement (in the retail segment excludig tobacco)

Booker
" £1bn
1.3%
UK grocery procurement
(retail only, excluding tobacco)
£100bn

Source: Frontier analysis. These figures are anrappnation of the UK retail grocery procurement

segment.

3.4 The Parties consider that the most appropriate adelbgy to assess whether the
Merger will lead to any meaningful increase in bugewer is as follows:

(a) Procurement shares are calculated on a categoiy, bather than on a sub-
category basis. This is in line with precedent,rong the way Tesco and
Booker and its competitors organise their procurégmeperations and
accounts for the fact that a substantial numbesugdpliers manufacture
multiple products within a category.

(b) Given that the market for these categories is alrabgys broader than that
of the retail segment (insofar as suppliers camplsuphe market through
different channels), it is appropriate to calculéibe Parties’ procurement
shares taking into account purchases for retail @owtretail (i.e. not just
taking into account purchases for retailers, batuite also the foodservice
industry and other non-retail customets).

() Procurement shares are based on the Parties’ pesii@xpressed as COGS)
against total sales of suppliers (with a discoontwholesale margins for the
part of the market which is addressable from wrad&)s

(d) In line with the CMA'’s approach at Phase 1, thetiBarunderstand that the
CMA may wish to look further at areas where combipeocurement shares
exceed 30% and there is also an increment of d4erSpecifically, the CMA
may wish to look practically at whether suppliers Bkely to have sufficient

P
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3.5

3.6

3.7

3.8

negotiating power to offset any hypothetical inseeain buyer power.
However, it does not follow that a competition cemcwould arise simply if
suppliers do not have sufficient negotiating poyseeSection 4below).

On this basis, there is no product category whéee Merger would lead to a
significant increase in incremental purchases, théhexception of tobacco:

Figures 4 and 5: Tesco’s and Booker’s procurement anket shares in the retail and non-
retail segments (using Booker’s retail and non-rethCOGS)

K

Source: Frontier analysis

The same conclusion would be reached when lookingh@a retail segment in
isolation, except that the combined procurementeshavould additionally exceed
30% in spirits:

Figures 6 and 7: Tesco’s and Booker’s procurement anket shares in the retail segment
(using Booker’s retail COGS)

K

Source: Frontier analysis

Figures 4 to 7above show that the increments to the Partiesestbpurchases as a
result of the Merger would be low and therefore tMerger does not result in
sufficient increments or combined procurement sha raise any competition
concerns:

(@) in fresh and grocery categories, Booker’s retailG3represent a very small
increment to Tesco’s purchases, as no category seé# an increment
exceeding 3.5%; and

(b) Booker has a larger procurement share of_the tobaiiinks and impulse
categories, but, even in those categories, the rmubprocurement shares
post-merger only exceed 30% in relation to tobaaed in spirits (the latter
only when looking at the retail segment alone).

When looking at the two sub-categories identifigdtie CMA in its First Day Letter
(and as previously submitted at Appendix 16.L te kherger Notice), as potentially
exceeding the threshold for concern, the Merger ldvawt raise buyer power
concerns:

(a) Tobacco: the supplier base is very concentratedsapdliers have very strong
negotiating power, as< of Tesco’s sales come from four large, global
producers that sell a number of powerful cigaréttends (Japan Tobacco,
Imperial Tobacco, British American Tobacco and iBrMiorris). Their brands
are expected to be stocked in all tobacco-seletgilers and the merged entity
cannot credibly threaten to switch to alternativgp@iers as these four
suppliers make up more than 90% of UK tobacco sa¥ss such, these
suppliers will have substantial bargaining powegrolesco <

5/9



4.2

4.3

(b) Hot beverages: most of the sales in this categomyecfrom brands that are
owned by large suppliers with market power. Fomepie, Nescafé is owned
by Nestlé, Douwe Egberts and Jacobs are partly dwne Mondelez and
Carte Noire is owned by Lavazza. In tea, Unilewens Lipton and PG Tips
and Associated British Foods owns Twinings. of Tesco and< of Booker
COGS in hot beverages come from branded produatsctistomers are loyal
to and that retailers are expected to stock.

The waterbed effect is highly unlikely to materialse

The Decision has suggested that, following the Merthe Parties may be able to
obtain more favourable terms as a result of themlwned size. It also suggests that
there may be a ‘waterbed effect’ as a result of #fility to obtain more favourable
terms since, for suppliers to maintain a constamemue margin, they may increase
prices Eo other buyers, who would become less cttiygeand potentially exit the
market:

This waterbed effect theory has never been acceabedin fact was explicitly
dismissed in relation to the groceries market iy @ompetition CommissiohFor
the waterbed effect to occur, all of the followingcessary conditions must arise:

(a) the merged entity would need to succeed in negugidtetter prices as a result
of increased buyer power (rather than by shariegcthst savings arising from
added efficiencies throughout the supply chain);

(b) the suppliers would need to succeed in increagieq prices to the merged
entity’s competitors; and

(©) retailers, having accepted these higher prices,Jdvoeed to pass on higher
costs to their customers, thus becoming less catimeetiand potentially
exiting the market).

These necessary conditions are each discussedninTioe Decision notes that four
pieces of evidenée'could be supportive of concerns arising as a resfilvaterbed
effectd.” As will be demonstrated below, the Parties do Imelieve any of these
pieces of evidence — either together or separat@éyenough to cause or be an effect
of the waterbed effect.

The merged entity can negotiate better pricesaagsult of increased buyer power

As depicted irFigures 4 to 7above, the increments to Tesco’s market sharéoare
in the majority of categories. Tobacco is the azdyegory that would see a combined
procurement share of 30% with a 5% increment (@hdr) when considering both the
retail and non-retail segment. No other categofi&9 have a procurement share
above 30% with a 5% increment (with the exceptibepirits if the retail segment is
considered on its own).

See paragraphs 217(a) to (d) of the Decision.
See paragraphs 5.19 to 5.43 of the Competitiomr@igsion’s Final Report on the Supply of Groceiies

the UK market investigation dated 30 April 2008.

See paragraphs 217(a) to (d) of the Decision.
See paragraph 217 of the Decision.
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4.5

4.6

4.7

Furthermore, as shown in Appendix 16.L to the Meryetice, there are no sub-
categories where combined procurement shares @nments arising from the Merger
would exceed the threshold of concern outlined eb®¥. In any case, as explained
above, the most appropriate methodology to caleutabcurement shares is on a
category basis. The sub-category analysis wasedaout as an additional sensitivity
test. As such, the Parties do not expect to seatarial increase in increments to
procurement shares in a number of categories oscatdgories, contrary to the
statement at paragraph 217(a) of the Decision.

The Decision considers the fact that the Partiegldcdenefit from significant
procurement synergies may be supportive of wateddéztts. 3<. Therefore, the
Parties do not accept, as noted at paragraph 2a¥(bg Decision, that the expected
procurement synergies can be considered as evidémoereased buyer power.

It is important to note that there is likely to bgnificant countervailing supplier
power in several categories:

(a) The categories in which the increments are highestthose which are<,
and as such, the suppliers in these categobi€$ &re also large, global
powerful supplierss<

(b)  To have significant buyer power, the merged entibuld need to be able
credibly to threaten to switch purchases to altareasuppliers. Howeveg<,
many products are likely to be ‘must stock’ produéK. Switching away
from several of these products is not a credibleah3<

(©) If the merged entity is not able credibly to thesato switch purchases to an
alternative supplier, in order to command more taable terms, it would
have to act as a significant route to market fe@séhsuppliers. Only in that
scenario would there be any prospect of harm topetition. The merged
entity does not control a sufficient proportiontbé downstream market for
this to be an issue. In particular:

(1) Tobacco is sold through other large supermarketsyenience stores
and some non-retail channels. It is highly unlikétat the big four
tobacco companies would not be able to find a reutearket for their
products.

(i) Hot beverages are sold through the very large etaitrchannel as
well. While retail sales are around £1.9bn, the @iubhome segments
for tea and coffee are around £3.4bn and £3.7lpecéisely?

Suppliers would increase their prices to the rged entity’s competitors

The Decision has noted that some suppliers statgdtihiey would seek to maintain
their profitability in the event that the Partiesught to negotiate lower purchasing
process, and thereforenty increase their prices to other customers topmmaté °
The Parties do not understand how this mechanigrd ezork given the following:

8  See Tetley Tea Report 2017; ProjectCafe2017 Wlegra World Coffee Portal report.

9

See Paragraph 217(d) of the Decision.
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4.9

4.10

411

4.12

4.13

4.14

(a) If it were the case that such suppliemmayy increase their prices to other
customers to compensgtethis would suggest that these suppliers are
currently not negotiating the best possible priceehweach retailer.
Negotiations happen bilaterally, and there is naso@ to believe that
negotiations with one customer should impact tlgotiations with another.

(b) Furthermore, the Parties note that the OFT alscevms that there were
theoretical questions that, at the time of its stigation into the groceries
market, needed to be resolved before concludingthen evidence of a
waterbed effect. It stated that s not clear how suppliers would be able to
charge significantly above cost to smaller retaslevithout rivals undercutting
them in the market; similarly, it is not clear wisgppliers would price
persistently below cost to the large supermarkéts

The merged entity’'s competitors are also large ifbillion players in the grocery
market. It is likely that Tesco’s more direct corifpes (other multiples and
discounters) would be able to resist suppliergmfits to increase prices.

As a result, the statements made by suppliers abetio hypothetical decision to
increase prices to other customers referencedebMA at paragraph 217(d) of the
Decision are unsubstantiated and unsustainable, cantiot therefore support a
finding that a ‘waterbed effect’ would occur posenger.

Retailers, having accepted higher prices, wopliss these onto their customers

The Parties are confident that the CMA does nodrfeether persuading that the
groceries market is fiercely competitive. Indeduds twas a conclusion of the CC’s
2008 groceries market investigation and, since ,thdwe rapid expansion of
discounters and online players means that the markeen more competitive.

Even if retailers accepted higher prices and pa$isese onto their customers, it is
difficult to predict precisely how these increasedsts would feed through to
consumers. Retailers need not pass on higher e@stgice increases, but can tailor
their overall offer in a number of different waygsdnable them to compete effectively
across different competitive dimensions. For exan@ retailer could stock a
different product mix to deliver a similar margivary its service levels or loosen
other operational targets.

Even if it were true that Tesco’s competitors wolide to absorb higher cost prices
imposed by suppliers, it is not credible to beli¢hat this would make them compete
less effectively overall or — even less so — éhat market.

Retailers exiting the market seem even less likelye the case if this effect occurred
in relation to a reduced number of product categofe.g. tobacco). The Decision has
noted that Some of the segments where the Parties may apphgdiecrease their
buyer power, appear to be important to the ovemlirpose of the customer’s
shopping trip (e.g. tobacco), and so may play apartant role in the customer’s
choice of storé which could theoretically make a ‘waterbed effeenore
pronounced. However:

10 See paragraph 6.13 of “The grocery market: Th& ©feasons for making a reference to the Comgetiti
Commission”, May 2006, OFT.
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5.1

5.2

5.3

5.4

5.5

(a) For all of the reasons outlined abo¥€,

(b) Moreover, the Parties note that it is highly unlkthat some segments may
be sufficiently important to the customer’s choiot store that waterbed
effects in one category may encourage customeswitoh entire baskets from
one retailer to another. Tobacco has historicadlgrba footfall driver, but its
importance is in decline as the number of smokertie UK has reduced to
less than one in six people toddySo, at best, tobacco could be a footfall
driver for less than 16% of customers. Thereforggneassuming that the
Parties would appreciably increase their buyer pawdobacco post-merger
(which is contradicted by the evidence), contrary the assumption
underpinning paragraph 217(c) of the Decision, pnge differential in that
category would not influence the choice of storeaofufficient number of
customers to have a meaningful impact on competitio

Conclusion: there is no realistic prospect of the Mrger resulting in a negative
impact on consumers

The Parties consider that they can unlock growtthe dynamic and growing UK
food sector by combining their respective expertisel skills in the sourcing and
distribution of food. This belief is predicated their ability to continue fostering and
developing their relationships with suppliers andcarry on improving their supply
chain operational skills. Tesco’s success will careg to depend on its suppliers, and
the Parties will have every incentive to carry oarking collaboratively with its
suppliers. Harming its suppliers would hinder issipion at the retail level, where
competition is fierce.

The Parties understand that the CMA may have cascabout buyer power. The
Parties have demonstrated that increments to sini@re of purchases are generally
low. Where combined market shares are high, theseira categories in which
suppliers have strong negotiating power.

The CMA has raised some concerns about two catyoriparticular: hot beverages
and tobacco. As set out above, there is only a ingvement to the Parties’
procurement shares in the hot beverage category, at heavily branded category
where suppliers are likely to have strong negatiapower, and it is a small part of
consumers’ overall grocery purchases. While tobas@ category where the Parties
have a high increment to their procurement marketes 3<.

Finally, the CMA has raised the possibility of aaterbed’ effect materialising. Aside

from this effect being theoretically unsound anckiag precedent, the Parties have
not yet seen any evidence from suppliers that seppbis theory. The Parties also
note that if the waterbed effect were to exist, aaild expect to observe only one
surviving supermarket today. Yet, a number of so@ekets exist, each with

differentiated offers not only on price, but also quality, range and service, which
allows each of them to compete in a fiercely coitipetgrocery market.

Therefore, the Parties consider that can there desubstantial lessening of
competition in relation to this theory of harm.

1 gsee “Adult smoking habits in the UK: 2016”, ONS.
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PROPOSEDMERGER BETWEEN TESCO PLC AND BOOKER GROUPPLC

INITIAL SUBMISSION TO THE CMA FOR PHASE 2 REVIEW

ANNEX 7: ASSESSMENT OF COMPETITION IN THE RETAIL GROCERIES SE CTOR AND THE

1.2

1.3

1.4

2.2

EFFECTIVE COMPETITOR SET

Introduction

The Parties consider that a local overlaps anaigsi®t necessary for Theories of
Harm 2, 3 and 4, as it would not be profitable floe merged entity to deteriorate
Tesco’s retail offering or Booker’s wholesale oiifigr (as explained idnnexes 2, 3
and 4). Nonetheless, given this subject matter was @én the Decision, this
Annex outlines the Parties’ views on competition déime effective competitor set in
the UK retail groceries sector.

The Parties consider that Premier retailers, Lorgt@ilers and other Booker-supplied
independent retailers are not close competitofieesro stores at the retail level. This
means that consumer diversion between Booker-&g@ymbol stores and Tesco
stores is likely to be low:

(a) Tesco’s main competitors are the multiples andadisters. Any deterioration
of Tesco’s offer would primarily be to the benefitthese competitors, rather
than Booker-supplied symbol stores.

(b) Booker-supplied symbol stores compete most stromghth other symbol
stores, petrol forecourt retailers and independeadsthese retailers have a
more comparable offer to Booker-supplied symbolestahan do Tesco stores.

The Parties welcome the Decision’s finding that Mt€ should be included in the
effective competitor sét.However, given the strength of evidence and ingust
recognition, the Parties consider that there ardonger any credible grounds for
regarding Aldi, Lidl and Iceland as not being effee competitors in the retail
groceries sector. Each of Aldi, Lidl and Iceland asmaterially more effective
competitor to Tesco than are Booker-supplied syratwres.

Each of these overarching points is discussed below

Booker-supplied symbol stores and Tesco stores amet close competitors

Premier retailers, Londis retailers and other Boakgplied independent retailers are
not close competitors to Tesco stores at the rietadll meaning that any diversion of
consumers — either way — between Booker-suppliathey stores and Tesco stores is
likely to be low.

Tesco’s stores offer a different retail propositimnBooker-supplied symbol stores
and target a different (and wider) range of shoppmssions. In particular:

(a) Booker's symbol group customers typically have smbdr stores than
Tesco-owned stores and<. The average revenue for a Premier or Londis
store is approximately< per year, compared to approximatedy for a Tesco

1

See paragraph 86 of the Decision.
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2.3

(ii)

2.4

Express store and approximateéty for a One Stop owned storEigure 1
below demonstrates the differences in average sizee between Tesco’s
stores and the stores owned by Booker's symbol mroustomers. For
example, a typical Tesco Express storiisa typical Premier store.

Figure 1: comparison of average store sizes

K

Source:Frontier analysis based di<.

(b) Booker's symbol group retailers typically have a mah narrower product
range than Tesco’s storgsas well as a much more limited fresh offeringe(se
Figure 2 below). Therefore, shopping missions undertakeii esico-owned
stores will often not be replicable at Booker-sigaplsymbol stores (e.g. due
to less availability of fresh products).

Figure 2: comparison of category mix

K

Source: Frontier analysis bas@u 3<.

() Symbol group retailers typically have higher retail prices than Tesco’s
stores 3<. Therefore, in order to have any prospect of dingrconsumers
from Tesco stores to Booker-supplied symbol stdtres merged entity would
need to increase Tesco’s retail prices materially.

Tesco competes most strongly with the multipfesthe discounters

Tesco’s main competitors at the retail level wopldfit from a deterioration of
Tesco’s retail offering, rather than Booker’s syingmup customers. Tesco’s main
competitors areé<. They exert a greater competitive constraint oscdethan do
Booker-supplied symbol stores:

(a) these are the retailers which Tesco monitors oegalar basis, as evidenced
by Tesco’s internal documerfté<;

(b) Tesco’s pricing (and PQRS more generally) is deffingth reference ta<;
and

(c) <

Booker-supplied symbol stores compete moshglly with other symbol stores, petrol
forecourt retailers and unaffiliated independents

Booker-supplied symbol stores compete most stromgth other symbol stores,
petrol forecourt retailers and unaffiliated indegents, which means the most
significant proportion of any consumer diversionuwleb be to these retailers. In
particular:

2

SeeAppendices 9.K to 9.Mof the Merger Notice for examples of competitor ftaming documents

prepared or sourced by Tesco.
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2.5

(a) Booker-supplied symbol stores are generally smadinesses of single retail
stores or small chains, which are more akin to rotfyenbol stores, petrol
forecourt retailers and unaffiliated independeats]

(b) consumers at Booker-supplied symbol stores are tialy to be purchasing
smaller baskets focused on impulse and basic gropeoducts and
undertaking shopping missions based around tophgpmng. For this
narrower type of shopping mission, consumers &elylito perceive other
symbol stores, petrol forecourt retailers and ulatkd independents as closer
alternatives that Tesco stores.

Unaffiliated independents have many similar chamastics to symbol stores and are
likely to exert a strong competitive constrainttbem. From a customer perspective,
unaffiliated independents are likely to provide aryw comparable convenience-
mission offering to symbol storedtigure 3 below shows that consumers at
unaffiliated independents share similar charadiesigo those at symbol stores in
terms of basket size, visit frequency and missien m

Figure 3: customer characteristics for symbol store and unaffiliated independents
Londis Premier Symbol Lifestyle Today's Independent
Average Express stores

Basket size
(items)

Visits per
week

£6.49 £6.74 £6.33 £5.90 £5.84 £4.51

e & ® E ® e
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2.6

2.7

2.8
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Source: Him!, Retailer Snapshots — Symbols andpecidents 2015

Petrol forecourts also provide a strong alternativeconsumers on a convenience
mission. Petrol forecourts are increasingly devlgpheir offer so that they are not
reliant on petrol sales and a high proportion ohstoners now use them as
convenience stores. In particular, more consumisiisfgrecourts only for purchasing
food compared to visits only for purchasing fualdahe share of shoppers using
forecourts for top-up shopping doubled between 2&id 2016 (making it the main
footfall driver for petrol forecourts) Customer characteristics are also comparable to
those at symbol stores and unaffiliated indepersddot example, the average basket
size is 2.1 items; the average spend is £5.82 lamdhverage visit frequency is 2.7
times per week.

Past survey evidence also supports the suggesibunaffiliated independents exert
a competitive constraint on other convenience stdfigure 4 below demonstrates
how previous survey evidence has shown substaepalted consumer diversiof.

Figure 4: consumer reported diversion from3<
<
Source: Frontier analysis af<

If the CMA considers that consumers would divednir Tesco stores to Booker-
supplied symbol stores, the CMA should also recatihat consumers would divert
to other symbol stores (whether or not currentigluded in the CMA’s effective

3

4

Him!, Forecourt Focus2016.
Him!, Forecourt Focus2016.
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2.9

competitor set), as well as petrol forecourt retailand unaffiliated independents
(which are not included in the CMA'’s effective costipor set). This means that the
presence of any such stores in the same localasdae Booker-supplied symbol
store will mean diversion ratios between Bookerpdied symbol stores and Tesco
stores would likely be very low.

Therefore, in the event that the merged entity rietes Booker’'s wholesale
offering unilaterally and this is “accepted” (io wholesale switching) and passed-
through by Booker’s retailer customers through asening of their retail offering,
there is likely to be more diversion to other syinfiores, petrol forecourt retailers
and unaffiliated independents (relative to Tesooes).

Aldi, Lidl and Iceland are effective competitors the retail groceries sector

Market-wide impact of Aldi, Lidl and Iceland

Aldi, Lidl and Iceland are effective competitors tine retail groceries sector, and
provide a strong and credible offering across alktomer missions, including
convenience missions. The Parties have providestantial evidence to demonstrate
this during the Phase 1 processd it is widely recognised by the industry tHae t
discounters provide a strong offering in the retgbceries sector. Indeed, their
advertising often targets the multiples (includihgsco). By excluding these retailers
from its effective competitor set, the Decisioriddo take account of market realities.
In particular:

(@)  Aldi, Lidl and Iceland have grown to become some ahe largest players
in the UK retail groceries sector® Aldi and Lidl, for example, have trebled
their market share since 2008, and now have sdlesev £8 billion and £6
billion respectively. Of note:

(1) Aldi is the 8" largest grocery retailer, with a market sharedartpan
the Co-operative Group, Waitrose and M&S Simply koo

(i) Lidl is 8" largest grocery retailer, ahead of M&S Simply Feod on
track to overtake Waitrose shortly; and

(iii) Iceland is the 1‘blargest grocery retailer.

Overall, the combined sales of Aldi, Lidl and laedaare higher than the
combined sales of all symbol group stores in the®UK

(b) Aldi, Lidl and Iceland are expected to continue togrow rapidly. For
example, Kantar data shows that Aldi and Lidl comgi to gain market share
and Aldi's CEO for the UK and Ireland recently stht‘with absolute

© 0 N o O

See Annex 4 ténnex 9.10of the Merger Notice.

Kantar.

IGD.

IGD.
https://www.kantarworldpanel.com/en/PR/Highest-so@ekets-sales-growth-in-five-years-
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(€)

assurancithat Aldi “will be at 1,000 stores well in time for 2022 This is
also recognised by IGDDiscounters will contribute most to the cash growth
in the [food and grocery] market over the next fy&ars, as they continue to
open new stores and keep improving the shopperrierge with new
additions such as food-to-go, self-checkouts.[]

Aldi, Lidl and Iceland have each significantly increased the quality and
range of their customer propositionto become a credible alternative to other
grocery retailers across all customer missionspdrticular, they have each
expanded their fresh offering and significantlyremsed their basket sizes and
sales density. Iceland in particular can no lorgeiconsidered just a “frozen
food retailer” and now boasts a much broader cayegix, with around 40%
of its sales relating to frozen food, around 30%t®fsales relating to non-
frozen fresh food and around 30% of its sales irgjato packaged goods.
This is recognised by industry expert$hé difference today is that Aldi and
Lidl aren’t solely associated with low-priced bramdaving been very astute
at promoting the quality and price of their privdebel range to appeal to a
wider array of shoppers. Aldi and Lidl's momentuontinues due to new
stores opening and the average shopper spending@ madestament to the
wider and higher quality of products availabf€ This improvement in the
offering of Aldi, Lidl and Iceland is also evidemtdy customer perception
surveys focused on the convenience sectorRgpee 5 below).

Figure 5: customer perceptions of grocery conveniee retailers

K

Source: Tesco<

(d)

Aldi, Lidl and Iceland are all visited by a large poportion of shoppers
(seeFigure 6 below). For example, more shoppers visited eacAlaf Lidl
and Iceland last year than they visited the Co+ap\Waitrose, while Aldi and
Lidl were also visited by more shoppers than M&8 @&y Food.

11

12

13

See The Grocer’s article dated 14 May 2017 d&dkddi: ‘massive opportunity’ to quadruple store nusrh
in which Aldi’'s CEO for the UK and Ireland also t&d that he sees no reason why Aldi could not exfitan
store estate to around 2,600 stores.

Joanne Denney-Finch, IGD chief executive, $ggas://www.igd.com/about-us/media/press-releasessp
release/t/igd-uk-food-and-grocery-forecast-to-gimwi 5-by-2022/i/16927

Kantar.
This quote is by Mike Watkins, who is the NielsedK head of retailer and business insight. See:
https://www.retail-week.com/sectors/grocery/disdeusrmarket-share-spikes-as-sales-soar/70191 tearti
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Figure 6: percentage of shoppers who have visite@eh retailer within the last year

Big 4
Tesco

Aldi or Lidl
Asda
Sainsbury's
Morrisons
Aldi

Lidl

M&S
Iceland
Co-Op
Symbols & Independents

Waitrose

30%

29%

99%

87%

74%

2%

71%

62%

57%

52%

51%

48%

48%

Source: Frontier analysis of Kantar data

3.2 Aldi, Lidl and Iceland compete for all customer ppong missions in the UK,
including convenience missions. This is illustratydFigure 7 below which shows
that Aldi, Lidl and Iceland have a similar proportiof convenience-type missions
(i.e. missions other than main shop) to other e’

14 Kantar define the following shopping missionsorA onight” (buying something for dinner that eveg),
“Replenishment” (anything top up), “Main Shop” @tecking the cupboards, fridge and freezer) and
“Specific Journey” (to buy something specific).
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Figure 7: mission mix by customer trips across retigers
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For Tonight ®Replenishment mSpecific Journey Main Shop

Source: Frontier analysis of Kantar data

3.3  Moreover, each has been adapting its offering tmpsie even more directly with
retailers in the convenience sector and capturereater share of convenience
missions. As noted by IGDHigh street discounters are also targeting oppoities
in grocery, often taking them into competition witlonvenience storés® In
particular:

(&) They are improving their convenience proposition including significantly
expanding and improving their ‘food to go’ offerir(@.g. lunchtime meal
deals and “fresh to go” areas) and improving thafiering of alcoholic
products. For example:

(1) “[...] Aldi launches a range of fresh Ready Set Coeklrkits for as
little as £2.99. Up to 50% cheaper than competjt@ach meal kit
serves two people and can be prepared in less 1baminutes. Perfect
for the time-poor and health-conscicu®

(i) “Lidl has become the latest retailer to give its B#¥Ses a revamp,
with a major focus on its wine offer and a shifivémds craft beer.
Lidl's beer range was about to get an update [...[damould be

!5 1GD, UK Channel Opportunitigslune 2016.
18 https://www.aldipresscentre.co.uk/press-releasss/2i99
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‘extending over some new categories in the lageti@®, with a ‘big
focus’ on craft beet '’

(i)  “This week saw the opening of Iceland’s brand neapltdm Common
store, refitted and modernised to give the frozmudfspecialist a new
look. [...]New ranges of self-service Lavazza cofteaft beer, food-
to-go and chilled champagne have also been rolletl across the
store”!8

(b) They are increasingly revamping existing stores andpening smaller
stores in high street locationsThis trend has been well documented in the
media for several years, for example:

(1) “By investing in higher spec stores and higher dyadroduct ranges
Aldi and Lidl are becoming more like supermarketsshoppers but
retain price advantages [...] Aldi has doubled itaige to 1,500 SKUs
over the last five years®

(i) “Aldi and Lidl are to _carpet Britain with dozens afmaller
convenience outlets, threatening the dominance igf dstablished
stores. The move marks another blow for Tesco améi&ury’s, which
are already under pressure from the discounterthas supermarkets
lure customers with cheap food and special offéts

(i)  “Traditionally Aldi has stuck to the outer limitsf he city, where it
can find the 1,200 sq metre sites that let it keegrations simple and
efficient. Tooting is Aldi’'s smallest store yet [.afjd part of its latest
weapon. At only 580 sq metres, it's less than thalfsize of a standard
store but employs nearly twice the staff — to kehglves full
throughout the day and checkout queues sHort

(iv)  “Lidl, which grew sales by 13% year on year, makinthe fastest-
growing supermarket in Britain, is in the middleaof£1.5bn three-year
investment programme. Aldi rolled out 80 new stdass year. Both
are planning to double their outlet numbers andaisign that the high
street is changing, they are among those snappmdouner BHS
stores.?

() They are changing their existing stores to make gasier for consumers to
engage in convenience or top-up shoppingThis includes adding

17

18

19

20

21

22

https://www.thegrocer.co.uk/stores/ranging-and-mmandlising/lidI-revamps-bws-with-a-major-focus-on-
wine-and-craft-beer/553427 .article
https://www.retailgazette.co.uk/blog/2016/10/retmbkzette-loves-icelands-new-look/
IGD, UK Country PresentatignrAugust 2016.
http://www.dailymail.co.uk/news/article-2835378/Alddl-join-rush-small-stores-Discounters-battle-
Tesco-Sainsbury-s.html
https://www.theguardian.com/global/2016/apr/02faldinks-up-pressure-big-four-supermarkets
http://www.propertyweek.com/opinion/will-aldi-an@H%E2%80%99s-move-into-more-affluent-areas-
mean-the-end-of-the-%E2%80%98waitrose-effect% E2Y88»6089707 .article
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3.4

convenience store features to their stores, sudiakeries and self-checkout
lanes for small basketdFor example:

(1) “Lidl [...] is continuing its recent transformationgburney with
significant changes in-store. It is currently ttiag self-checkouts as
well as a more traditionally British checkout thatows shoppers to
pack groceries right away rather than remove therthe bench at the
back of the stor&s**

(i) “Iceland is currently experimenting with new brarglim Clapham,
where the store has been overhauled to appeal toiddle class
audience -bringing fresh and chilled food to the front of thetore,
updating the freezers, and offering more beer andn& The
experiment will be followed by a handful more, @nthat's successful,
could be rolled out®

The strong competitive threat from Aldi, Lidl anckland is irrefutable. In response,
the multiples, co-operatives and other grocery gasyare having to change their
customer offering significantly to compete moreeefively. Tesco has made several
significant commercial decisions to respond to t@mpetitive threat of the
discounters and Iceland<. The discounters’ strategies also influenced Tesco
strategic aims to reduce its range and offer law skable, price&

Tesco-specific impact of Aldi, Lidl and Iceland

In addition to the evidence presented above whidws the impact that Aldi, Lidl
and Iceland have had on the UK retail groceriesosgincluding the convenience
segment), there is substantial evidence which shoms<. For example:

(a) Switching dataillustrates how Aldi, Lidl and Iceland have al:
Figure 8: net Tesco consumer switching by brand, e 2016 — June 2017
<

Source: Kantar

(b) Tesco’s entry analysisdemonstrates that discounter store openings tipica
have3< (seeFigure 9 below):

Figure 9: impact of competitor store openings on T&o Express store sales by
fascia

K

Source: Frontier analysis ¢

% |GD, The Convenient Market Place, Retail Analysis Reptsvember 2015.

24

https://www.thegrocer.co.uk/stores/store-desigrograf-the-year-lidl-weighs-up-in-store-

changes/520031.article

25

https://www.aol.co.uk/money/2017/07/07/is-icelahd-new-aldi/

26

https://www.tescoplc.com/media/1870/prelim 2015&0dresentation.pdf
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0
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One Stop’s entry analysisalso demonstrates how the discounters have had
<.

The Decision’s exclusion of Aldi, Lidl and Icefal from the effective competitor set
is not credible

In excluding Aldi, Lidl and Iceland from the effes competitor set, the Decision
places significant weight on two factors:

(a) these retailers do not sell tobacco products; and

(b) its view that the Parties’ evidence mainly addresbe competitive constraint
that these retailers exert on Tesco so cannot &g as evidence that they are
effective competitors to Booker-supplied symbofesd’

Tobacco

The mere fact that these retailers do not selldodg@roducts is not a plausible reason
for excluding them from the effective competitot. $a particular:

(@)

(b)

Only a minority of consumers consider tobacco potslwhen deciding where
to shop: only 15.8% of adults in the UK were smegkier 2016 (a decline of
more than 4% since 2018 The number of smokers is forecast to continue
declining significantly due to legislative, regulag and cultural changes,
including the introduction of plain packaging and iacreasing public focus
on health. Moreover, an increasing share of smoke¥sswitching to vaping
(27% of UK smokers in 2015 and growing rapidly)dahese products are
predominantly bought on the internet and in sp&tiahops (67% of products
sold in 2015Y° The significant decline in tobacco sales means thany
convenience retailers, for example McColls, haveenbechanging their
proposition to avoid any focus on tobacco prodwstd provide a broader
convenience offering’

Aldi, Lidl and Iceland provide a strong offering tonsumers across the vast
majority of shopping missions and product categoriéheir rapid growth is
testament to the fact that selling tobacco prodisctsot needed to provide a
strong offering to consumers. Tobacco is merely progluct categofy and
there is a wide range of stores from which conssnsan purchase tobacco

See:

See paragraph 86(a) of the Decision.
ONS statistical bulletin on adult smoking bitea in the UK

(https://www.ons.gov.uk/peoplepopulationandcommuhéslthandsocialcare/healthandlifeexpectancies/bul

letins/adultsmokinghabitsingreatbritain/20)16

29

EuromonitorsVapour Products in the UKRO016.

% See McColls’ Interim Results statement and priesiem for the 26 week period ended 28 May 2017
(published on 24 July 2017), in which the CEO not&e are continuing our work to improve our
convenience offer, with a particular focus on frestd chilled foods. These categories have perforwedt
in the first half of the year and we are explorimgw ways to improve our fresh food credentials Wwiie
very important to the top-up shopping mission

31

The sale of tobacco products is not a requiremedér IGD’s definition of a convenience store.
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(€)

products outside of the main grocery retailers.particular, a substantial
portion of UK tobacco sales is from independeraitets>? and

although M&S and Whole Foods also do not sell tobgaroducts, they have
nonetheless rightly been included in the CMA'’s efiee convenience
competitor set in previous decisions, given thaythrovide a strong offering
to consumers across the majority of shopping missand product categories.

Parties’ evidence base

The Decision’s exclusion of Aldi, Lidl and Icelaiem the effective competitor set
on the basis of its view that the Parties’ evidenwanly addresses the competitive
constraint that these retailers exert on Tescasgunmed for the following reasons:

(@)

(b)

(€)

As noted at paragraphs 3.1 to 3.3 above, Aldi, aratl Iceland exert a strong
competitive constraint on convenience retailergjuming Booker-supplied
symbol stores. For exampl.

Two of the theories of harm set out in the Decisava based on whether
consumers would divert from Booker’s retailer castos to Tesco stores. It is
clear that Aldi, Lidl and Iceland are close comjmet to Tesco (and the other
multiples). Therefore, the presence of Aldi, Lidl leeland in an area will
significantly influence the extent to which consumeéivert from Booker’s
retailer customers to Tesco stores, as they witipgte strongly against Tesco
to attract these diverting consumers.

The approach taken by the Decision is inconsistgtht the CMA’s previous
decisions on retail groceries mergers, which hawveistently found that there
IS an asymmetric competitive constraint (i.e. comeece stores are
constrained by other convenience stores, mid-Si@es and one-stop stores).
As noted above, Aldi, Lidl and Iceland compete sty with and are
constrained by other larger grocery stores (eg.nthltiples and the Co-op).
As such, if the CMA considers that Booker's retaileustomers are
competitively constrained by larger grocery stqeeg. Tesco Superstore and
Extra stores), it follows that Booker’s retailerstomers are also competitively
constrained by Aldi, Lidl and Iceland.

Therefore, the Parties consider that there areonger any credible grounds for
regarding Aldi, Lidl and Iceland as not being effee competitors in the retail

groceries market.

32 For example, Action on Smoking Health reportecengly that nearly half of smokers buy cigarettesrf
corner shopshttp:/ash.org.uk/media-and-news/press-releasesaraad-news/ash-research-shows-corner-
shops-dont-need-tobacco-to-be-profitajle/

12[12



	CEOs letter.pdf
	Initial submission for Phase 2 review - non-confidential version.pdf
	Annex 1.pdf
	Annex 2.pdf
	Annex 3.pdf
	Annex 4.pdf
	Annex 6.pdf
	Annex 7.pdf

