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Summary

On 19 April 2007 the Office of Fair Trading (OFT) referred the completed acquisition
of the Co-operative Group (CWS) Limited’'s (CGL’s) store at Uxbridge Road in
Slough by Tesco plc (Tesco) to the Competition Commission (CC) for investigation
and report. The reference was made under section 22 of the Enterprise Act 2002 (the
Act). Our terms of reference are set out in Appendix A. We are required to publish
our final report by 28 November 2007.

This is an unusual reference for the CC. The three and a half year period between
the completion of the acquisition and its reference to the CC is substantially longer
than would normally be the case. Also, our inquiry into Tesco’s acquisition of the
CGL store is taking place at the same time as a CC market investigation into the
supply of groceries by retailers in the UK, and there is some overlap in the issues, in
particular the definition of the relevant market.

The CGL store, the acquisition of which is the subject of this inquiry, was located on
the corner of Uxbridge Road and Wellington Street in Slough, approximately
350 metres to the east of the town centre. The store had a net sales area of 4,300 sq
metres (46,000 sq feet), sold grocery and non-grocery products, including petrol, and
had approximately 450 car-parking spaces.

CGL told us that the store was performing poorly. Tesco told us that the store was
run down in appearance and the range available at the store was not particularly
appropriate. Tesco also told us that the site had poor, left-turn-only car access for
shoppers from Wellington Street, which was inadequate for a large grocery retailer,
and that the layout often resulted in traffic gridlock on the site.

Tesco’s supermarket in Slough is located approximately 800 metres west of the CGL
store on the corner of Brunel Way and Wellington Street and to the north of Slough’s
pedestrianized high street shopping centre. At the time of Tesco’s acquisition of the
CGL store, the store on this site had a net sales area of approximately 5,600 sq
metres (60,000 sq feet), a petrol station and 511 parking spaces.

In contrast with the poor performance of the CGL store, the original Tesco Brunel
Way store prior to the merger was suffering capacity problems, with research com-
missioned by Tesco indicating that the store was trading over its benchmark turnover
and that congestion both inside the store and in the car park was a major problem.

Other large supermarkets in Slough in 2003 included stores operated by Asda,
Safeway and Sainsbury’s. In addition, mid-sized supermarkets present in Slough in
2003 included a Somerfield store, a local independent retailer, Chalvey Supermarket,
a Budgens store and stores operated by Lidl and Iceland. Marks & Spencer (M&S)
also had a food offering in its Slough department store. Other grocery stores in
Slough at the time of the merger included a range of symbol group and non-affiliated
convenience stores and specialist grocery stores.

CGL’s sale of its store was motivated by its strategy to exit progressively from the
larger store format, the objective of financing convenience store acquisitions, and the
poor performance of the Slough store. Tesco told us that it acquired the CGL store so
as to obtain temporary trading premises while its original Brunel Way store was
closed for the purpose of being enlarged. We consider that concerns about the
financial impact of a competitor acquiring the CGL store also influenced Tesco’s
decision as to how much to bid for, and ultimately its acquisition of, the CGL store.
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CGL commenced marketing its Slough store in March 2003. A sale to Tesco was
announced publicly on 17 July 2003 and completed in October 2003. Tesco refur-
bished the CGL store and reopened it as a Tesco-branded store on 26 January 2004,
with Tesco operating the Brunel Way store and the CGL store simultaneously. Tesco
closed the Brunel Way store for redevelopment on 23 January 2005, and traded
exclusively from the CGL store for approximately six months. Tesco opened the
developed Brunel Way store on 1 August 2005, having closed the CGL store
permanently the previous day.

While Tesco traded from the CGL store between January 2004 and July 2005, it was
also progressing plans for the development of a four- (initially five-) unit retail park on
the CGL site. It proposed, pursuant to discussions with the OFT relating to under-
takings in lieu of a reference to the CC, that one of these units would be used for
grocery retailing. Tesco applied for planning permission for this development on
28 May 2004, and Slough Borough Council granted consent on 9 December 2004.

On 28 February 2005, following the Council’s approval of Tesco’s planning appli-
cation, the planning application was ‘called in’ by the Government Office for the
South-East, which discharged planning functions on behalf of the then Office of the
Deputy Prime Minister. After a year-long public inquiry, consent for Tesco’s proposed
development was granted by the Secretary of State on 23 March 2006. Tesco com-
menced demolition of the CGL store on 27 November 2006 and started construction
of the new development in March 2007.

The OFT started an investigation into Tesco’s acquisition of the CGL store shortly
after the transaction was completed in October 2003. In its decision of 2 February
2004 the OFT considered that there was a significant prospect that the merger would
substantially lessen competition at the local level, but decided to suspend its duty to
refer the merger to the CC given Tesco’s offer of undertakings in lieu of a reference.

Following Tesco’s final closure of the CGL store in July 2005, the OFT became
increasingly concerned that Tesco should make progress in finding a suitable
occupant for the proposed grocery retail unit on the site. At a meeting on 29 January
2007, the OFT told Tesco that, for its duty to refer the merger to the CC to remain
suspended, Tesco must identify within two months a suitable buyer of either the un-
developed CGL site or the grocery retail unit in the Tesco redevelopment. Tesco did
not provide to the OFT a proposal for a suitable buyer of either the site or the
proposed retail unit. The OFT therefore decided that its duty to refer was no longer
suspended, and Tesco’s acquisition of the CGL store was referred to the CC on
17 April 2007.

We consider that the relevant market in which Tesco Brunel Way and the CGL store
competed at the time of the merger also included Asda Telford Drive, Sainsbury’s
Taplow and Safeway (now Sainsbury’s) Farnham Road. We do not, however,
consider that each of these latter three stores exercised an equivalent competitive
constraint. We conclude that under the counterfactual the CGL store would have
been acquired and operated by Sainsbury’s.

In considering the competitive effects of the merger, we are concerned to assess
whether Tesco gained the ability to unilaterally increase prices or otherwise worsen
its retail offer to customers. We are also concerned whether the merger may have
reduced the competitive pressure faced by all the stores in the relevant market,
thereby allowing each of the stores to weaken profitably their retail offer. Tesco’s
acquisition of the CGL store resulted in a significant increase both in Tesco’s market
share and overall market concentration compared with the counterfactual of a
Sainsbury’s acquisition of the CGL store.
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We conclude that Tesco’s acquisition of the CGL store resulted in a significant
increase in concentration in the relevant market compared with the counterfactual of
a Sainsbury’s acquisition of this store. We consider that the CGL store was the
closest competitor for the customers of Tesco Brunel Way, and this situation would
have been further emphasized had the CGL store been operated by Sainsbury’s. As
a result, Tesco’s acquisition of the CGL store removed a substantial competitive con-
straint that would otherwise have been faced by Tesco Brunel Way. The constraint
provided by other large grocery stores on Tesco Brunel Way was, in our view,
significantly less than that provided by the CGL store prior to the merger, and even
more so had the store come under Sainsbury’s ownership.

Although there have been developments in grocery retailing since the merger, these
are not, in our view, sufficient to offset the reduction in competition resulting from the
merger.

Looking forward, we do not expect further entry or expansion to address the loss of
the competitive constraint that would have been provided by the CGL store under
Sainsbury’s ownership. On the basis of the evidence from Slough Borough Council,
we do not expect any sites in Slough that are suitable for the construction of larger
grocery stores to become available in the medium term. In addition, we do not
believe that any expansion of Farnham Road is likely to take place in the next two to
three years given the undeveloped nature of the expansion plans for this site.
Moreover, for the reasons explained above, we do not expect that the retail park
being developed by Tesco on the CGL site would include a grocery store that would
create a competitive constraint sufficient to remedy the substantial lessening of
competition (SLC).

We conclude that the acquisition of the CGL store by Tesco constitutes a relevant
merger situation. We also conclude that the acquisition of the CGL store by Tesco
has resulted, and may be expected to result, in an SLC in the relevant market. We
also find that Tesco’s acquisition of the CGL store has given rise to reduced store
choice for Slough residents, particularly those located to the east of the CGL store in
the Langley area.

Consistent with our remedies notice, published on 21 September 2007, we consider
that there are two broad options for a divestiture remedy, namely:

(a) the sale of the entire site for the development of a large grocery store; and

(b) a sale or lease of one or more units within Tesco’s planned development
scheme. This might involve, for example, unit 3, a combined units 1 and 2, or a
combined units 3 and 4.

In assessing whether a divestiture remedy would be effective in addressing the SLC,
we have considered the following three risks:

(a) whether the scope of the divestiture package is sufficient to address the SLC
(taking into account any possible requirements for further planning permission),
while also providing an attractive and viable platform for a purchaser (com-
position risk);

(b) whether suitable purchasers are present (purchaser risk); and

(c) whether the competitive potential of the assets to be divested might be eroded
(asset risks).
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We consider that there is a significant risk that a grocery store occupying one or
more units in the Tesco development will not provide scope for a grocery retailer to
compete effectively with other large grocery stores in Slough, and in particular with
Tesco Brunel Way. We consider that a new large store on the entire CGL site would
be the most effective remedy to the SLC that we have identified.

We consider that there is a relatively small pool of potential purchasers who would
wish to acquire the entire site in order to construct a large grocery store. However,
we are confident that a number of retailers would bid for this site on this basis and
that a number of those bidders would be suitable, according to our criteria of inde-
pendence, capability and freedom from competitive concerns. We note that there is a
larger pool of retailers apparently interested in acquiring the lease for a unit or units
within the Tesco development. However, we are less confident that these retailers
would be suitable purchasers, in particular having regard to whether they would be
capable of operating a store from the Tesco development that would compete
effectively in Slough and in particular with Tesco Brunel Way.

Overall, our assessment of risk leads us to conclude that the sale of the entire CGL
site as a whole for development as a large grocery store is significantly more likely to
be an effective remedy than the operation of a grocery store from a unit or units
within the Tesco development.

We have decided that a divestiture remedy should be implemented in this case. We
have decided that this remedy should involve the simultaneous marketing of:

(a) the CGL site to a suitable purchaser with commitments from the purchaser to
apply for planning permission for a single large grocery store on the site, and a
commitment that should it fail to obtain planning permission within 12 months it
would complete the Tesco development itself within a further 12-month period
and either operate itself the largest possible grocery store within that develop-
ment or find a tenant that the CC agrees is suitable to operate the grocery store;
and

(b) a lease of a unit or units in the Tesco development to a suitable tenant on the
understanding that Tesco would sell the freehold of the development to a suitable
purchaser, such as the tenant or a property investor, within a specified period.

Taking into account the cost to Tesco, but bearing in mind the importance of the sale
process to the effective implementation of our chosen remedy, we have decided that
Tesco should appoint and remunerate a divestiture trustee to control the sale pro-
cess. The way in which the sale process will be conducted will be subject to the
agreement of the CC. The CC will evaluate the bids received for the different options
and will not require Tesco to accept a bid that the CC considers wholly unreasonable.



Findings

1. The reference

1.1 This report sets out the CC’s findings on the completed acquisition by Tesco of a
supermarket formerly operated by CGL in Uxbridge Road, Slough, Berkshire (the
‘CGL store’). The acquisition was completed by Tesco in October 2003, and was
referred to the CC for investigation and report by the OFT on 19 April 2007 under
section 22 of the Act. Our terms of reference are set out in Appendix A.

1.2 Initially, the CC was required to report on this reference by 3 October 2007. However,
on 17 July, the CC extended the period for considering the reference by eight weeks
until 28 November 2007. The Inquiry Group in taking this decision noted the desir-
ability of ensuring consistency, where appropriate, with the ongoing market investi-
gation into the supply of groceries by retailers in the UK (see paragraphs 1.5 and
1.6).

1.3 This report, together with its appendices, constitutes our findings in respect of this
reference. Further information, including non-sensitive versions of written submis-
sions and summaries of third-party arguments and views, can be found on our
website." We refer to these documents as appropriate.

14 This is an unusual reference for the CC. The three-and-a-half-year period between
the completion of the acquisition and its reference to the CC is substantially longer
than would normally be the case (the reasons for this extended period are set out in
paragraphs 3.34 to 3.43). The passage of time and the closure of the CGL store
subsequent to its acquisition have limited our ability to collect and analyse certain
information that might otherwise have been used, such as consumer survey
evidence. However, we have also been able to observe the market for a significant
period of time since the transaction.

1.5 Our inquiry into Tesco’s acquisition of the CGL store is taking place at the same time
as a CC market investigation into the supply of groceries by retailers in the UK (the
groceries market investigation). As part of that investigation, the CC is required to
determine whether any feature or combination of features of a relevant market?
prevents, restricts or distorts competition in connection with the supply or acquisition
of any goods or services in the UK or a part of the UK.?

1.6 While the timelines and ambit of the groceries market investigation and this merger
inquiry are different, there is some overlap in the issues. In particular, the CC’s
consideration of the relevant product and geographic markets for grocery retailing in
the market investigation provides a framework for our consideration of the relevant
market in this merger inquiry.* These findings address the three statutory questions
that the CC must answer under section 35 of the Act in relation to this merger.® While

1www.competition-commission.org.uk.

2For market investigations, the term ‘relevant market’ is defined in section 134(3) of the Act as a market in the UK for goods or

services of a description specified in the OFT’s market investigation reference.

*The deadline for the final report in the CC’s market investigation is 8 May 2008.

“The CC's provisional findings in the groceries market investigation were published on 31 October 2007 and are available on

the CC’s website. In addition, there are a number of documents on the groceries market investigation homepage (such as CC

working papers and non-confidential versions of submissions by main and third parties) which may provide useful background

material in relation to those issues which are common to the inquiries—see:
www.competition-commission.org.uk/inquiries/ref2006/grocery/index.htm.

5Namely, whether a relevant merger situation has been created, whether the creation of that situation has resulted, or may be

expected to result, in an SLC within any market or markets in the UK for goods or services, and whether remedial action should

be taken (and, if so, what action should be taken and what is to be remedied, mitigated or prevented).
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the findings in this case are linked to, they are separate from, the provisional findings
of the groceries market investigation.

1.7 The remainder of this report is set out as follows:

e Section 2 provides an overview of grocery retailing in Slough, and in particular, the
operations of CGL and Tesco in Slough at the time of the merger;

o Section 3 reviews the merger transaction and subsequent developments including
Tesco’s post-merger trading in Slough and its redevelopment of both its original
store in Slough and the site of the former CGL store (the CGL site);®

e Section 4 examines the CC’s jurisdiction over this merger;

e Section 5 considers the relevant product and geographic markets;

e Section 6 sets out the counterfactual for this inquiry;

e Section 7 contains our analysis of the merger and our conclusions on whether the
merger has resulted in an SLC; and

e Section 8 sets out our reasoning and analysis in relation to remedying the SLC
that we have identified.

2. Grocery retailing in Slough

2.1 The first part of this section provides an overview of grocery retailing in Slough at the
time of the merger in 2003. The subsequent two parts of this section provide
additional detail on the parties to this merger, namely CGL and Tesco, and their
grocery retailing operations in Slough at the time of the merger. Post-merger

developments are discussed in Section 3.

Overview
2.2 Slough is a town in Berkshire in England, some 22 miles (35 km) west of London.” It
has a population of approximately 120,000 and is one of the most ethnically diverse

towns in the UK. Slough has approximately 3,000 businesses employing 75,000

people. It is an important regional centre of employment with 35,000 to 40,000

commuters travelling into Slough each day to work. Significant-sized businesses in

Slough include SEGRO plc (formerly Slough Trading Estates), which operates the

largest privately-owned trading estate in Europe with more than 400 businesses, and

a confectionery production site for Mars UK.

2.3 Slough is located on, or near, several main roads. The A4 (which is known as

Wellington Street as it runs through central Slough) runs east—-west through Slough
and intersects with Farnham Road, A355, to the west of the town centre and with
Uxbridge Road, A412, to the east of the town centre. The M4 motorway runs
immediately to the south of Slough, while the M25 lies approximately 3 miles to the
east of Slough. The Slough urban area includes a number of distinct localities, in
some cases formerly separate villages, such as Langley to the east, Chalvey to the

®We use the term ‘CGL site’ to refer to the site, as distinct from the CGL store on that site.
"The urban area of Slough does not fall exclusively within the Borough of Slough. References to Slough in this report are to the
Slough urban area unless otherwise indicated.
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south, and Cippenham to the south-west. Slough’s closest neighbours include
Windsor (to the south), Maidenhead (to the west) and Uxbridge (to the north-east).

The CGL store, the acquisition of which is the subject of this inquiry, was located on
the corner of Uxbridge Road and Wellington Street, approximately 350 metres to the
east of the Slough town centre. The store first opened in 1988 and CGL added a
petrol filling station to the site in 1990. At the time of its sale to Tesco, the store had a
net sales area of 4,300 sq metres (46,000 sq feet). In addition to selling both grocery
and non-grocery products,® including petrol, the store also offered dry-cleaning ser-
vices, photo processing, ATMs and customer toilets. Approximately 450 car-parking
spaces were available for customers on the site.

The CGL store was described, after its closure, as ‘a poor design in terms of modern
retail operations, unrenovated since its construction’.® Tesco told us that the store
was run down in appearance and the range available at the store was not particularly
appropriate. Tesco also told us that the site had poor, left-turn-only car access for
shoppers from Wellington Street, which was inadequate for a large grocery retailer,
and that the layout often resulted in traffic gridlock on the site.

Other major national grocery retailers operating large supermarkets in Slough in
2003 included Asda, Safeway, Sainsbury’s and Tesco (see Figure 1). Of these, the
Tesco supermarket' was closest to the CGL store, lying approximately 800 metres
to its west on Wellington Street. The Tesco store is to the north of Slough’s
pedestrianized high street shopping centre (on the opposite side of the A4), and next
to Slough’s bus station and the main Slough railway station on Brunel Way. At the
time of Tesco’s acquisition of the CGL store, the original Tesco Brunel Way store had
a net sales area of approximately 5,700 sq metres (61,000 sq feet), a petrol station,
and also offered a fish counter, a meat counter, scratch bakery, hot deli, and a curry
bar. The store was open 24 hours a day (excluding Sundays where trading hours are
restricted by law) and had 511 parking spaces.

The Safeway store on Farnham Road, Slough (owned and operated by Sainsbury’s
since August 2005), was 5 to 10 minutes’ drive-time from the CGL store. It is located
to the north of the Slough town centre, and just north of the Great Western Railway
line to Bristol that runs through Slough. At the time of the merger, the store had a net
sales area of approximately 1,400 sq metres.

The Asda store, in Telford Drive, Slough, was located approximately 10 minutes’
drive-time from the CGL store to the south-west of the Slough town centre, in the
area of Cippenham. The store is somewhat unusual in being located on the far edge
of a housing estate with access through the estate. At the time of the merger, the
Asda store had a net sales area of approximately 5,500 sq metres.

The Sainsbury’s store in the west of Slough (hereafter Sainsbury’s Taplow)'" was 10
to 15 minutes’ drive-time from the CGL store. At the time of the merger, the store had
a net sales area of nearly 3,000 sq metres, larger than the Safeway store, but
somewhat smaller than the supermarkets operated by Asda, CGL and Tesco.

®While we do not have precise figures for the relative floor space devoted to grocery and non-grocery products at the CGL
store, Tesco has told us that approximately 70 per cent of the store was devoted to food and 30 per cent to non-food.

°Hoile C J, Inspector appointed by the First Secretary of State, Application by Spen Hill Developments Limited, 78 Uxbridge
Road, Slough, Report to the First Secretary of State, 5 October 2005.

"“Since the acquisition the original Tesco store has been replaced by a larger store on the same site (see paragraph 3.19). We
hereafter refer to both the original Tesco store and its larger replacement store as Tesco Brunel Way so as to distinguish the
store on this site from other Tesco stores in Slough. Where necessary, we specifically distinguish between the original Tesco
store on this site and the later replacement store.

"Taplow is in the Slough urban area, but is outside the Borough of Slough.
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2.10 In addition to these large supermarkets, mid-sized supermarkets'? present in Slough
in 2003 included: a Somerfield store of approximately 500 sq metres located on the
A4 to the west of Tesco Brunel Way; a local independent retailer, Chalvey
Supermarket located in Chalvey to the south of the Slough town centre; a Budgens
store located in Langley to the east of Slough town centre; and stores operated by
Lidl and Iceland. M&S also had a food offering in its Slough department store. For
details of store sizes, see paragraphs 5.21 and 5.22 and Table 5.

FIGURE 1

Large supermarkets in Slough, October 2003

Farnham Royal| ;-’M."
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Source: CC.

211 Other grocery stores in Slough at the time of the merger included a range of
convenience stores, including stores owned by both Tesco (see paragraph 2.20) and
CGL (see paragraph 2.16), as well as other symbol group and non-affiliated con-
venience stores,”® and specialist grocery retailers, such as butchers, bakers and
greengrocers.™ Approximately 70 per cent of UK grocery sales take place in super-
markets, 20 per cent in convenience stores and the remaining 10 per cent in other
grocery stores.' Based on this, we estimate that the value of total sales at grocery
retailers in Slough in 2003 was in the region of £300—-£350 million.™

"2Consistent with the provisional findings in the groceries market investigation, we use the term ‘large’ to refer to supermarkets
with a net sales area larger than 1,400 sq metres and ‘mid-sized’ to refer to supermarkets with a net sales area of between 280
and 1,400 sq metres. We consider the importance of the distinction between supermarkets of different sizes in our discussion
of the relevant product market in Section 5.

*We define a convenience store as a grocery store with a floor space of less than 280 sq metres.

"Consistent with the approach in our current market investigation into the supply of groceries in the UK, we define groceries as
food (other than that sold for consumption in the store), pet food, drinks (alcoholic and non-alcoholic), cleaning products,
toiletries and household goods, but excluding petrol, clothing, DIY products, financial services, pharmaceuticals, newspapers
and magazines, greetings cards, CDs, DVDs, videos and audio tapes, toys, plants, flowers, perfumes, cosmetics, electrical
asppliances, kitchen hardware, gardening equipment, books, tobacco and tobacco products.

®IGD Grocery Retailing 2006 estimates these proportions for 2006 as 71 per cent for supermarkets, 21 per cent for conven-
ience stores and 8 per cent for specialist retailers. The proportion of grocery sales at supermarkets has generally increased in
recent years. However, we consider that these figures are a reasonable approximation of the situation at the time of the merger
in late 2003.

*This figure may be an overestimate as it includes reported grocery and non-grocery sales from each of the large
supermarkets in Slough, in addition to estimated sales at other grocery stores, including convenience stores and specialist
grocery retailers.
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2.12 Supermarkets larger than 1,400 sq metres in towns close to Slough at the time of the
merger included Waitrose and Tesco stores in Windsor, Sainsbury’s and Waitrose
stores in Maidenhead, and Tesco and Sainsbury’s stores in Uxbridge.

CGL

213 CGL is a consumer cooperative society which today operates more than 4,000
trading outlets throughout the UK, including food stores, pharmacies, travel agents
and funeral homes. The largest component of CGL’s business is grocery retailing
and its annual revenue from grocery retailing at the time of the merger was around
£3 billion.

2.14 The CGL store that was the subject of the acquisition by Tesco in October 2003 is
described in paragraphs 2.4 and 2.5. At the time of its sale to Tesco, 135 staff were
employed at the store, it had annual revenues of approximately £[¢<] million and was
generally performing poorly (see paragraph 3.6 for a more detailed discussion of the
store’s financial performance).

2.15 Part of the rationale for CGL’s sale of its Slough store was its progressive exit from
the larger store format to focus on smaller stores. CGL’s motivation for selling its
Slough store is discussed in further detail in paragraphs 3.3 to 3.6.

2.16 In addition to the store sold to Tesco, CGL also operated four convenience stores in
Slough at the time of the merger, located at Trelawney Avenue, Wentworth Avenue,
Burnham Lane and Scaffell Road, as well as other convenience stores in the neigh-
bouring towns of Maidenhead, Windsor and Iver Heath. A number of these stores
had been acquired relatively recently by CGL, in particular as part of CGL’s acqui-
sition of Alldays, a convenience store chain, in 2002. The location of these stores is
shown on the map at Appendix B."’

Tesco

2.17 Tesco is the largest grocery retailer in the UK currently operating more than
1,800 grocery stores, and at the time of the merger, its annual UK turnover was
around £23 billion. Tesco operates four different store formats broadly linked to store
size: Express up to 280 sq metres (3,000 sq feet); Metro, approximately 300 to
1,400 sq metres (7,000 to 15,000 sq feet); Superstores, approximately 1,800 to
4,700 sq metres (20,000 to 50,000 sq feet); and Extra, approximately 5,600 sq
metres (60,000 sq feet) and above. Tesco has also operated the One Stop fascia of
convenience stores since its acquisition of T&S Stores in January 2003. In addition to
its UK operations, Tesco operates grocery stores in Europe and Asia, and has
recently commenced operations in the USA.

2.18 Details of the original Tesco store at Brunel Way in Slough are set out in paragraph
2.6. More than 500 staff were employed at the store at the time of the merger, and it
had annual revenues of approximately £[é<] million, nearly four times those of the
CGL store, even though its floorspace was only 25 per cent larger.

2.19 In contrast with the poor performance of the CGL store, the original Tesco Brunel
Way store was suffering capacity problems prior to the merger. Research by external
consultants Development Planning Partnership (DPP)'® for Tesco indicated that the

17Any references to the CGL store in Slough in the remainder of this report are specifically to the CGL store on Uxbridge Road
that was sold to Tesco rather than any of CGL’s convenience stores in Slough.
"®Development Planning Partnership, Retail and Planning Assessment, January 2004.
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2.20

3.1

3.2

store was trading by [<] per cent over its benchmark turnover with congestion being
a major problem. Research by Tesco showed that customers at the original Brunel
Way store were concerned with congestion around the checkouts, fresh produce
areas and the store entrance.' Tesco’s research also indicated that there were
congestion issues in the store car park, and that customers were looking for an
expanded product range, particularly Halal meat, an improved non-food offer and
improved facilities, such as the toilets and the cafe.?°

Other Tesco stores in Slough at the time of the merger included Tesco Express,
London Road; One Stop, Grassmere Parade; One Stop, EImshott Lane, Cippenham;
and One Stop, Parlaunt Road, Langley. The location of these stores is shown on the
map at Appendix B.?'

Tesco’s acquisition of the CGL store and subsequent developments

This section discusses CGL'’s rationale for selling its Slough store (paragraphs 3.3 to
3.6) and Tesco’s rationale for the acquisition (paragraphs 3.7 to 3.11). We then
describe the sales process for the store, including bids submitted by other grocery
and non-grocery retailers and developers (paragraphs 3.12 to 3.16).

As we note in paragraph 1.4, three and a half years elapsed between the completion
of Tesco’s acquisition of the CGL store in October 2003 and the OFT reference to the
CC in April 2007. As a result, the final part of this section reviews developments
subsequent to Tesco’s acquisition of the CGL store. These include:

o Tesco’s use of the CGL store as a temporary store, its replacement of its original
Brunel Way store with a substantially larger store, and its efforts to redevelop the
CGL site (paragraphs 3.19 to 3.33);

e the OFT’s investigation of the transaction and its monitoring of Tesco’s actions in
Slough subsequent to Tesco’s acquisition of the CGL store (paragraphs 3.34 to
3.43); and

¢ interim measures taken by the CC during the course of this inquiry (paragraphs
3.44 to 3.49).

CGL'’s rationale for selling its Slough store

3.3

3.4

CGL'’s sale of its Slough store was motivated by at least three factors. These were,
first, CGL’s strategy to exit from the larger store format progressively; second, the
objective of financing convenience store acquisitions; and finally, the poor
performance of the CGL store. We discuss each of these factors below.

In terms of CGL'’s strategy of moving to smaller format stores, primarily in the 500 to
1,500 sgq metre range, this was noted by the CC in its 2000 Supermarkets
investigation,?” and again in its 2003 inquiry into the acquisition of Safeway.?® In its

"“Tesco Customer Question Time, Slough Extra 3194, Replacement Store CQT, 2 November 2004.

Dbid.

21Any references to the Tesco store in Slough in the remainder of this report are specifically to the Tesco store on Brunel Way
(either the original store or the new, larger store that was subsequently built by Tesco) rather than any of Tesco’s convenience
stores in Slough.

22.‘Supermarkets: a report on the supply of groceries from multiple stores in the UK, October 2000. It was noted that in June
2000, Co-op put ‘16 of its larger supermarkets up for sale to secure funds needed to roll out its new market town fascia and
expand its convenience store portfolio’ (paragraph 5.168).
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3.5

3.6

2006 submission to the current groceries market investigation, CGL also told us that
it had pursued a policy of gradual exit from the larger store format in recent years,
noting that this strategy had been triggered by an inability to compete on equal terms
with large stores operated by the four major grocery retailers.?* More specifically, the
paper considered by CGL’s South East regional board in relation to the proposed
disposal of the CGL store noted that the store ‘is not compatible with the Retail
strategy v2v5hich focuses on the development of a convenience store and market town

portfolio’.

In terms of CGL’s objective of financing convenience store acquisitions, the same
board paper stated that ‘recycling of superstore assets is an integral part of the
financing of recent and future acquisitions ... as well as the society’s working
capital’.?®® As noted in paragraph 2.16, CGL had in 2002 acquired the Alldays chain of
convenience stores, which included three stores in the Slough area. However, CGL
told us that the sale of the Slough store was not specifically linked to this transaction.

In terms of the performance of the CGL store, the CGL board paper referred to above
[5<].%” The contribution of the CGL store, including all overheads, for the period June
2001 to July 2003 is shown in Figure 2. This shows that during this period, the store
was only intermittently making a positive contribution, after imputed rent charges. If
internal rent had been excluded, however, the store was making a positive, although
declining, cash contribution.

FIGURE 2
Revenue and contribution, CGL, Uxbridge Road, Slough
[<]

Source: CGL.

Tesco’s rationale for acquiring the CGL store

3.7

3.8

Tesco told us that it acquired the CGL store to obtain temporary trading premises
while the original Tesco Brunel Way store was replaced with a substantially larger
store, thereby minimizing the disruption for its customers.

The desirability, from Tesco’s perspective, of building a new larger store on the
Brunel Way site is borne out in internal Tesco documents both before and after its
acquisition of the CGL store. In September 2002, prior to the acquisition, Tesco at a
board level examined the possibility of expanding the Brunel Way store, and the
relevant board committee was informed that a larger store could be supported, and
was appropriate, due to:

(a) population levels, good access to the store, and high existing sales densities;

(b) demand for an increased non-food range; and

%|n 2003, CGL told the CC that it was following a strategy of disposing of large stores while increasingly focusing on medium
and smaller stores (Safeway plc and Asda Group Limited (owned by Wal-Mart Stores Inc); Wm Morrison Supermarkets PLC;
J Sainsbury plc; and Tesco plc: a report on the mergers in contemplation, September 2003, paragraph 8.95.)

24Summary of CGL hearing with the CC, 24 October 2006, paragraphs 3 and 4 (see www.competition-commission.org.uk/
inquiries/ref2006/grocery/hearing_summaries.htm).

BCGL, Proposed Store Disposal paper for its South East regional board, 17 June 2003.

®)bid.

#CGL, Proposed Superstore Disposal paper prepared for South East Regional Board, 17 June 2003.
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3.9

3.10

3.11

(c) demand for increased provision of ethnic products.

A report produced for Tesco by planning consultants DPP in January 2004 to support
Tesco’s planning application for the new store stated that the then existing store was
trading at [$<] per cent over the store’s benchmark turnover.”® As set out in
paragraph 2.19, consumer research by Tesco revealed that customers at Tesco
Brunel Way were keen to see congestion problems in the store entry, checkout and
food service areas addressed, and that there were congestion problems in the store’s
car park. Tesco told us that the expansion of Tesco Brunel Way was also in line with
its high-level strategy to extend many of its larger stores to increase the non-food
offering at these stores.

Tesco told us that it would have been possible to expand the original Tesco Brunel
Way store without acquiring the CGL store. It said that it could have expanded the
store from its then size of approximately 5,700 metres net sales area (61,000 sq feet)
to an F80 or F90 format (ie 80,000 sq feet or 90,000 sq feet) without acquiring an
alternative site to trade from during the redevelopment. Tesco’s preferred option was
to expand the store to an F100 format (ie 100,000 sq feet), but in order to develop an
F100 store it required an alternative site to trade from during the redevelopment.
Without this, it would have had to cease trading in Slough for the period of the
redevelopment (other than from the various convenience stores listed in paragraph
2.20). As a result, a key part of Tesco’s rationale for the acquisition of the CGL store
was the ability that this gave it to expand its Brunel Way store to its preferred size,
while continuing to trade in Slough through a large supermarket.?

An internal appraisal by Tesco clearly shows that Tesco considered the impact on
Tesco Brunel Way of a competitor acquiring the CGL store in deciding whether, and
how much, to bid for the CGL store. In particular, a [¢é<] Report considered by the
relevant Tesco board committee ([5<])*° in June 2003 (ie following the launch of the
sales process for the CGL store in March 2003) states that ‘the proximity of two
stores means that there would be high impacts in the event of a competitor acquiring
the Co-op’.®" In considering alternative scenarios for the stores on the two sites, the
appraisal estimated that if Morrisons were to acquire the CGL store it would reduce
sales at Tesco Brunel Way by approximately [<] per cent.** We therefore conclude
that concerns about the financial impact of a competitor acquiring the CGL store also
influenced Tesco’s decision as to how much to bid for, and ultimately its acquisition
of, the CGL store. We discuss Tesco’s internal appraisals in more detail in
paragraphs 7.28 to 7.30.

Sales process

3.12

CGL commenced marketing its Slough store in March 2003, inviting binding offers
from [<] grocery retailers and non-binding offers from around 50 non-grocery
retailers. Initial offers were received from four grocery retailers—Asda, [K],
Sainsbury’s and Tesco.* Offers were also received from three non-grocery retailers,
[<], as well as from three property developers, [<].

28Development Planning Partnership, Retail and Planning Assessment, January 2004.
®|n subsequent submissions, Tesco suggested that an expansion of Tesco Brunel Way to an F100 format might actually have
?()een possible in the absence of its acquisition of the CGL store but this was never considered.

[<]

¥ Tesco, [¥] report to [<] [the relevant Tesco board committee], 9 June 2003.

*Tesco told us that Morrisons was used in its appraisal as an example of the effect of a rival operator buying the CGL store.
We consider that there would be little difference between the impact of an acquisition by any of Sainsbury’s, Asda or Morrisons.
#0ffers were not received from the [<] that CGL approached as potential purchasers of the store, namely [$<].
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3.13

3.14

3.15

Following these initial offers, improved offers were invited from Asda, Sainsbury’s
and Tesco. In inviting improved offers from Asda, Sainsbury’s and Tesco, CGL
sought the inclusion of additional value items in the form of extended and/or new
leases in various other locations for other CGL businesses. Sainsbury’s revised offer
included the transfer of leases on four Sainsbury’s convenience stores to CGL as
well as [&]. Tesco’s revised offer [<]. Asda, in discussing a revised offer with CGL,
stated that it was considering increasing its initial cash offer of £[e<] million to
£[e<] million. However, on being told by CGL that this was insufficient, Asda did not
formally submit a revised offer.

CGL did not further pursue the offer from [é<] as it had offered significantly less for
the store than the other three grocery retailers. CGL also rejected the offers from
[5<].%* The rejection of these offers was due to [<].

Details of the six offers ultimately considered by the CGL board at its meeting in July
2003 are set out in Table 1. These comprised the improved offers from Sainsbury’s
and Tesco, the original cash offer from Asda (as its improved cash offer was not
formally submitted), and the offers from three non-grocery retailers, [$<].%

TABLE 1 Offers for the CGL store reviewed by the CGL board

Initial Total
offer Revised offer offer Offer type
Cash Additional
offer value items™
£m £m £m £m
Grocery retailers
Sainsbury’s
Tesco
Asda
=K

Non-food retailers

Source: CGL Property Disposal request paper.

jES

3.16

The gap between the final offers from the three grocery retailers was less than
£3 million, while the gap between the first and second ranked offers was less than
£0.5 million. The highest offer submitted by a non-grocery retailer was more than
£2 million below the lowest initial offer submitted by the three grocery retailers invited
to submit improved offers. While Sainsbury’s submitted the highest cash offer, CGL
valued the non-cash component/additional value items of the Tesco offer more
highly, leading the CGL board to approve a sale of the store to Tesco. The sale was
announced publicly on 17 July 2003 and completed in October 2003.

Events subsequent to Tesco’s acquisition of the CGL store

3.17

More than four years have elapsed since Tesco completed its acquisition of the CGL
store. The long interval between completion of the transaction and its consideration
by the CC is due, in part, to the OFT’s willingness to allow Tesco to seek to re-
develop the CGL site, rather than insisting that Tesco sell the site undeveloped (see
paragraphs 3.34 to 3.43). The following paragraphs set out the events subsequent to

34[%<]

**In the case of the bids from the grocery retailers, we note that these were binding offers and were not subject to, for example,
planning consent.
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3.18

Tesco’s acquisition of the CGL store, which are of relevance to our analysis of the
merger in Section 7.

We set out, first, details of Tesco’s post-merger trading in Slough (at both the CGL
store and the original Tesco Brunel Way store), then Tesco’s efforts to develop the
CGL site, and finally, Tesco’s interactions with the OFT in the period following the
completion of the transaction in October 2003 until the reference to the CC in April
2007.

Tesco post-merger trading in Slough

3.19

CGL ceased trading at its Slough store on 30 September 2003 and completed the
sale of the store to Tesco on 10 October 2003. Tesco then refurbished the CGL store
and reopened it as a Tesco-branded store on 26 January 2004 with Tesco operating
the original Tesco Brunel Way store and the CGL store simultaneously during the
year that followed. In February 2004, Tesco applied to Slough Borough Council for
planning permission to develop a new, larger store at the Brunel Way site and this
was granted in December 2004. Tesco closed the original Tesco Brunel Way store
for redevelopment on 23 January 2005, and traded exclusively from the CGL store
for approximately six months. Tesco opened the new Tesco Brunel Way store on
1 August 2005, having permanently closed the former CGL store from which it was
temporarily trading the previous day.

Tesco’s redevelopment of the CGL site

3.20

3.21

While Tesco traded from the former CGL store between January 2004 and July 2005,
it was also progressing plans for the development of a four- (initially five-) unit retail
park on the CGL site.* It proposed, pursuant to discussions with the OFT in antici-
pation of undertakings in lieu of a reference to the CC (see paragraphs 3.34 to 3.43),
that one of these units would be used for grocery retailing. Tesco applied for planning
permission for this development on 28 May 2004, and Slough Borough Council
granted consent on 9 December 2004.

Planning officers at Slough Borough Council told us that the Council’s consideration
of Tesco’s planning application was affected by the existing A1 open planning
consent for the CGL store. This planning consent meant that the store could be used
for the retail sale of any goods, and the Council was concerned that it might be
subdivided and used for discount retailing of clothes and other ‘comparison’ goods,
which would have an adverse effect on retailing in the Slough town centre.*” In
contrast, the Council considered that Tesco’s proposed retail park would attract
retailers that would complement, rather than compete with, the retail offer already
present in the town centre. As such, the Council hoped that the development
proposed by Tesco would attract customers from surrounding areas, who were not at
that time shopping in Slough.

*The development work has been undertaken by Tesco’s wholly-owned subsidiary, Spen Hill Developments Ltd, although for
ease of reference we use the term ‘Tesco’ to refer to Tesco plc and all its subsidiaries.

*The CGL store was considered to be "out of centre’ for the purpose of PPG6, Town Centres and Retail Developments (now
superseded by PPS6). PPG6 set out government guidance on the interpretation of planning policy with regard to retail
developments and their relationship to the town centre. It emphasizes the plan-led approach to promoting development in town
centres and introduced a sequential approach to selecting sites which favoured developments in the town centre over edge-of-
centre developments, and edge-of-centre developments over out-of-centre. Its aim is to retain important town-centre functions
by adopting a coherent town-centre parking strategy and managing the town centre as a whole. There is clarification of key
tests for assessing proposed developments for retail, leisure and other town centre uses, focusing on the need for such a
development, whether there are more central sites after having been flexible, the likely impact on the vitality and viability in
town centres, accessibility by a choice of transport modes and impact on overall travel and car use.
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3.22

3.23

3.24

3.25

3.26

A condition of the planning consent granted by the Slough Borough Council (and
subsequently adopted in the consent granted by the Secretary of State) was a
restriction on the times during which deliveries could be made to the site. Under this
condition, deliveries would only be permitted between 8am and 6pm Monday to
Friday, and 8am and 1pm on Saturday, with no deliveries allowed on Sundays or
bank holidays. This condition was imposed to address concerns regarding the impact
on local residents of delivery lorries using the delivery access road running from
Wellington Street along the boundary of the site in close proximity to neighbouring
residential dwellings.

While Tesco was seeking planning permission for a retail park on the CGL site, it was
also seeking tenants for the development, including the planned grocery retail unit.
Waitrose was approached in April 2004 as a prospective tenant and heads of terms
were agreed by the parties in July 2004 for a lease of a unit within the proposed retail
park, based on [K] sq metres ([<X] sq feet) of ground floor space plus [<] sq metres
([<] sq feet) of mezzanine floor space.>®

However, on 13 October 2004, Waitrose, following consideration of the matter by its
board, advised Tesco’s agent that it no longer wished to proceed with the letting, due
to concerns about [<]. Waitrose formally confirmed its withdrawal in writing on 18
November 2004.

Following Waitrose’'s withdrawal, Tesco sought further interest in the grocery retail
unit. Expressions of interest were received between November 2004 and January
2005 from [<] for a store with a net sales area of 1,300 sq metres (14,000 sq feet),
[¢<] for a store of 2,300 sq metres gross internal area (25,000 sq feet) and [<] for a
store of 650 sq metres gross internal area (7,000 sq feet). In addition, [8<] confirmed
its interest in the site, but stated that it required a store of at least 6,400 sq metres
(68,000 sq feet) gross internal area, which was, in effect, the entire site. [¢<] advised
Tesco, through their respective agents, on 18 April 2005 that if it was to make an
offer for a store of this floorspace, the offer would be in the region of £[s<] million.

On 28 February 2005, following Slough Borough Council’s approval of Tesco’s
planning application for the CGL site in December 2004, the planning application was
‘called in’ for review by the Government Office for the South-East, which discharged
planning functions on behalf of the then Office of the Deputy Prime Minister. The
‘call-in” process involved a public inquiry into the planning application, conducted by
an independent planning inspector, who then reported to the First Secretary of State.
At the commencement of the inquiry, the planning inspector stated that the Secretary
of State particularly wished to be informed about the following matters for his
consideration of the application: (a) the extent to which the proposed development
accorded with the development plans for the area; (b) the extent to which the pro-
posed development accorded with government policy set out in PPG6;*° (c) the
extent to which the proposed development was consistent with national policy
guidance in PPG13;*° (d) whether there were any other material planning consider-
ations that should be considered; and (e) whether the permission should be subject
to any conditions.

38[%<]

*The planning inspector highlighted three issues for consideration regarding the consistency of the proposal with PPG6,
namely: (a) whether a sequential approach had been satisfactorily applied in selecting the location for the proposed develop-
ment, and whether the applicants have demonstrated flexibility in terms of the format, design and scale of their proposal and
the amount of car parking, to fit local circumstances; (b) whether quantitative need for the proposed store had been
satisfactorily demonstrated; and (c) the degree to which the proposal would have an impact on the vitality and viability of any
centres within the catchment.

“PPG13 concerns transport policy. The planning inspector highlighted the need to assess how issues around access to the site
had been considered.
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3.27

3.28

3.29

3.30

3.31

The planning inspector also requested that Tesco and Slough Borough Council
provide ‘convincing evidence about the reality of Messrs. Waitrose actually operating
the food unit’.*’ Tesco told us that its evidence to the inquiry, given on its behalf by
DPP, was that Waitrose had expressed an interest and that the grocery unit had
been designed specifically to reflect its exact requirements, but that negotiations had
not progressed beyond the drafting of a contract. It is not clear to us that Tesco
informed the planning inspector of Waitrose’'s withdrawal of interest in the site in
October 2004 (ie four months prior to the ‘call-in’ of the planning application). Tesco,
through DPP, did, however, state to the planning inspector that if Waitrose’s interest
disappeared, then M&S and Whole Foods were potential operators of the grocery
retail unit although, as the planning inspector noted, M&S had opened a Simply Food
store in Slough in June 2005. The planning inspector ultimately accepted in his report
in October 2005 that ‘there is much circumstantial evidence that Waitrose, or another
quality food retailer, would be sought for the site, which would be developed to a high
physical standard’.*?

During the period of the planning inspector’s investigation, Tesco commenced the
construction of a mezzanine floor at the closed CGL store, which would have
increased the gross floorspace of that store by more than 4,000 sq metres to
approximately 10,300 sq metres. This work was commenced in advance of a pro-
posed change in planning regulations that would have obliged parties to obtain plan-
ning consent for new mezzanine developments.*® Tesco told us that its construction
of a mezzanine was in support of a duplicate application for planning consent for the
Uxbridge Road development, which had been submitted to Slough Borough Council
in April 2005 (11 months after submitting the original planning application, which was
the development scheme eventually approved by the Secretary of State). The
duplicate application was predicated on the existence of a mezzanine in the CGL
store—Tesco received legal advice that an increase in the ‘baseline’ floorspace in the
existing building would mean that there was less likelihood of the application being
‘called in’, due to the lower risk of the development conflicting with national planning
policy when compared with this greater baseline. In the end, this duplicate application
was ‘called in’ on 10 August 2005 and the mezzanine construction work was there-
fore halted, unfinished, some time after the site was visited by the planning inspector.
However, Tesco told us that, in any case, when a new store is acquired by a retailer,
it is very unusual if it does not require substantial refurbishment before trading is
possible.

Consent for Tesco’s proposed development at the CGL site was granted by the
Secretary of State on 23 March 2006, approximately one year after the application
had been called in. The Secretary of State’s consent adopted the delivery hours
restriction that had previously been imposed by Slough Borough Council (see
paragraph 3.22).

Tesco commenced demolition of the CGL store on 27 November 2006. Demolition
was completed in March 2007, and Tesco’s construction contractor, McLaren
Construction Limited, commenced constructing the new building on the CGL site at
this time.

Tesco largely ceased marketing units in the retail park from August 2005 to March
2006 during the ‘call-in’ process.** In March 2006, when Tesco considered that it had

“'Hoile C J, Inspector appointed by the First Secretary of State, Application by Spen Hill Developments Limited, 78 Uxbridge
Road, Slough, Report to the First Secretary of State, 5 October 2005.

“|bid, paragraph 87.

“This change in planning regulations came into force in May 2006.

“Carter Baynes, Marketing report prepared for Spen Hill Developments, May 2007.
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become apparent that the application would be approved, it again canvassed retailer
interest in the proposed grocery store on the site. The principal interest at this time
was from Whole Foods, which submitted an offer on 24 May 2006 for 5,100 sq
metres (55,000 sq feet).*> However, on 22 August 2006, Whole Foods withdrew,
stating that it was no longer interested in the scheme. [<] It also told the CC that it
had no interest in occupying a unit at the proposed development.*® [¢<] submitted a
further offer on 11 October 2006 of £[s<] million for the whole of the Uxbridge Road
site, subject to OFT approval.

3.32 In November 2006, Tesco made further proposals to the property agents of both
Waitrose and Whole Foods, at reduced rents and with the payment of increased
premiums by Tesco.*’ However, Waitrose rejected the proposal, while Whole Foods
appears not to have explicitly responded.*® Tesco told us that notwithstanding this, a
new planning application was submitted to Slough Borough Council on 12 February
2007, seeking to vary the consented scheme to accommodate Whole Foods’ pre-
ferred store specification in the event that Whole Foods showed renewed interest.*
Discussions between the CC and planning officers at Slough Borough Council
suggest that Tesco did not inform the Council of Whole Foods’ withdrawal in August
2006, and that the Council maintained its belief until recently that Whole Foods was a
likely candidate for occupation of a unit in the development. Tesco told us that it
believed that it was not necessary to notify the Council of this fact.

3.33  Further marketing efforts were made by Tesco in late December 2006, with [¢<], [¢<],
[<], [<] and [&£] each expressing interest. Both [<] and [¢<] expressed interest in
acquiring the entire site, with [6<] making an offer of £[&<] million for a newly-
constructed store, built to its specification having a gross internal area of not less
than 7,200 sq metres (78,000 sqg feet), a net sales area of not less than 4,400 sq
metres (47,500 sq feet) and not less than 500 car-parking spaces. [¢<] expressed an
interest in occupying a space smaller than any of the four retail units that were
planned for the site. Tesco took forward negotiations with both [<] and [K],
negotiating heads of terms with both parties.*® Negotiations with both parties were
halted when the OFT referred the transaction to the CC.

OFT inquiry into the merger

3.34 The OFT commenced an investigation into Tesco’s acquisition of the CGL store
shortly after the transaction was completed in October 2003 in response to com-
plaints from local consumers. In its decision of 2 February 2004,°' the OFT con-
sidered that there was a significant prospect that the merger would substantially

“The requirement comprised raised ground floor 3,700 sq metres (40,000 sq feet) and mezzanine 1,000 sq metres (10,000 sq
feet).

“*The apparent change in Whole Foods’ interest in taking a unit on the CGL site appears to be accounted for by the change in
personnel involved. Whole Foods’ initial interest was expressed after consideration of the deal by personnel with responsibility
for property acquisition, whereas the decision not to proceed was taken after consideration of the proposal by those with
business development responsibilities.

“"The revised offer to Waitrose consisted of an annual rent of £[<], [<] rent free and an ingoing premium payable by Tesco to
Waitrose of £[¢<] million. This represented a small increase in annual rent of £[¢<] on Tesco’s original offer to Waitrose in
return for Waitrose obtaining a near tripling in the premium payable to it from £[<] million to £[¢<] million.

“8We understand from Whole Foods that Tesco's proposal was looked at within its property department and although the offer
was financially attractive, the [¢<] issues had not changed from 2006. As a result, the site was never discussed at its property
committee. Tesco’s agents in March 2007 informed Tesco that it had not heard back from Whole Foods in regard to the offer,
but felt that it was unlikely that Whole Foods would be interested.

“*We understand that this planning variation is also consistent with the preferences of [¢<] which expressed interest in taking up
sopace in the development in December 2006.

X15<]

*'OFT, Completed acquisition by Tesco plc of the Co-operative Group’s stores in Uxbridge Road, Slough, as well as Stapleford
Lane, Toton, Nottingham and Tower Place, South Shields, 2 February 2004.
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3.35

3.36

3.37

3.38

3.39

3.40

lessen competition at the local level, but decided to suspend its duty to refer the
merger to the CC given Tesco’s offer of undertakings in lieu of a reference.

In reaching its view that there was a significant prospect that the merger would
substantially lessen competition, the OFT applied the analysis adopted by the CC in
the Safeway case.>

The extensive discussions between the OFT and Tesco on the detailed provisions of
the undertakings in lieu initially focused on a sale of the CGL store as it stood. [8<]°
Consequently, at an early stage in discussions with the OFT, Tesco proposed that
the disposal should only take place after the CGL site had been redeveloped. This
option, however, inevitably entailed Tesco taking the proposed redevelopment
through the planning process.

The OFT was, in principle, prepared to allow Tesco to redevelop the site, but
considered that any market value offers for the CGL store as it stood should take
precedence over Tesco’s proposed redevelopment, and in the event that the
development option was chosen, undertakings would be needed to ensure that the
development was actively pursued. In June 2004 the OFT told Tesco that ‘on the
basis of the information we have at present, the isochrone analysis we have received
indicates that none of the major one stop store operators would be eligible pur-
chasers of the [CGL] Uxbridge Road Store. However, we understand there to be at
least one non-major one stop store operator who would be eligible and interested’.
The OFT has explained to us that this comment was made in the context of how the
‘market value’ of the CGL store would be determined, and that it was never intended
to be an analysis of the merger situation. On the basis of Tesco’s submissions,
discussions between Tesco and the OFT then began to centre on redevelopment
with Waitrose as the proposed grocery tenant (the OFT was told that the CGL store
‘as is’ was not suitable for Waitrose’s needs). The so-called ‘Waitrose option’ was
agreed in principle in July 2004.

As to the eligibility of purchasers other than Waitrose, Tesco did not propose an
alternative purchaser or otherwise challenge the OFT’s indicative view, and the OFT
did not initiate a purchaser approval process.

Negotiations between the OFT and Tesco regarding the undertakings in lieu
continued during the remainder of 2004. Although the proposal for redevelopment
along the lines of the ‘Waitrose option’ eventually formed the core of the draft
undertakings, the alternative of selling the store as it stood always remained. In
particular, it was envisaged that even if the development were to proceed, failure to
achieve certain specified milestones, or the occurrence of certain ‘negative mile-
stones’ would trigger requirement for an immediate divestment of the CGL site.

The OFT was informed by Tesco in March 2005 of the ‘call-in’ of the planning
application for Tesco’s redevelopment of the CGL site. As set out in paragraphs 3.20
to 3.29, planning issues were not resolved until March 2006, more than two years
after the original OFT decision, when Tesco was granted consent by the Secretary of
State to redevelop the CGL site.

*2Subsequently, both the CC and the OFT have refined their methodologies to focus more directly on the competitive
constraints grocery stores actually impose on each other.

®*The OFT told Tesco in its letter of 11 June 2004 that it proposed to deal with the risk of strategic bidding in the same way that
it had done in the divestment framework following Morrisons’ acquisition of Safeway.
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3.41 Tesco told us that it kept the OF T aware of ‘all key developments’.>* In particular:

(a) Tesco told us that it informed the OFT in early November 2004 of Waitrose’s
withdrawal of interest in a unit in the proposed retail park development (see
paragraph 3.24). In contrast, the OFT told us that it only became aware that
Waitrose had withdrawn ten months later, in August 2005. An OFT letter to Tesco
dated 16 November 2004 (after the date at which Tesco told us that it informed
the OFT of Waitrose's withdrawal) refers to a ‘delay in securing Waitrose’s
agreement’ to the proposed lease of the grocery retail unit in the redevelopment
on the CGL site, and also includes a statement that ‘Waitrose is not now
prepared to sign the agreement for lease’. We consider that during the period
from November 2004 to August 2005, it is reasonable to infer that the OFT
continued to believe that there was at least some likelihood that Waitrose might
occupy the grocery retail unit, despite the fact that Waitrose had withdrawn from
negotiations regarding the lease, and that Waitrose’s withdrawal had been
communicated to Tesco in unequivocal terms in its letter of 18 November 2004.
Tesco told us that the statements made by the OFT in its letter of 16 November
2004 and its subsequent agreement to modify the draft undertakings in lieu to
replace references to ‘Waitrose’ with ‘approved lessee’ show that the OFT was
aware that Waitrose was not interested in the site from November 2004 onwards.

(b) As noted above in paragraph 3.39, the draft undertakings in lieu in mid-2005
continued to contemplate both the sale of the CGL store to a grocery retailer as
well as the sale or leasing of a unit in the Tesco redevelopment to a grocery
retailer. Tesco told us that it did not inform the OFT of the mezzanine construc-
tion work undertaken in mid-2005 (see paragraph 3.28). Tesco has submitted
that the construction of the mezzanine was commenced in an attempt to secure
planning permission for the redevelopment scheme. Tesco told us that this con-
struction was undertaken at the time because of its focus on obtaining planning
permission as soon as possible to meet the OFT’s timetable. Planning officers
from Slough Borough Council told us that in their view this construction work
would have caused significant damage to the CGL store, such that an acquirer of
that store would have been forced to undertake significant refurbishment
activities.

3.42 During the period after August 2006 the OFT became increasingly concerned that
Tesco needed to make more progress in finding a suitable occupant for the proposed
grocery retail unit on the site. Tesco’s efforts in marketing the site are set out in
paragraphs 3.23 to 3.25 and 3.31 to 3.33. At a meeting on 29 January 2007, the OFT
told Tesco that for the duty to refer the merger to the CC to remain suspended,
Tesco must identify within two months a suitable buyer of either the undeveloped
CGL site or the grocery retail unit in the Tesco redevelopment, according to specific
terms laid out by the OFT. This was confirmed in a letter from the OFT to Tesco
dated 2 February 2007. Tesco told us that the OFT stipulated that offers dependent
on new planning permission would not be acceptable.

3.43 During the two months after 2 February 2007, Tesco did not provide to the OFT a
proposal for a suitable buyer of either the site or the proposed retail unit. The OFT
therefore decided that its duty to refer was no longer suspended, and Tesco’s
acquisition of the CGL store was referred to the CC on 19 April 2007.

*Tesco told us that there was regular correspondence between Tesco and the OFT both in writing and in meetings throughout
the period from 2004 to 2007.
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Interim measures during the CC’s inquiry

3.44

3.45

3.46

3.47

3.48

As set out in paragraph 3.30, Tesco commenced construction on the CGL site in
March 2007, prior to the reference to the CC. On 14 June 2007, the CC accepted
interim undertakings from Tesco under section 80 of the Act that permitted Tesco to
continue this construction provided that it was in accordance with the works pro-
gramme set down in the construction contract between McLaren and Tesco. The CC
was initially minded to make an interim order halting construction on the CGL site.
However, after considering submissions from Tesco, it concluded at that stage that
continued construction on the site would not impede the CC from taking appropriate
remedial action in the event that it found that the merger gave rise to an SLC.

The CC made its decision following consideration of a number of factors. The CC
noted the significant potential liability to Tesco under the construction contract with
McLaren if Tesco were to suspend work for the period of the reference, the practical
difficulties of suspension at that particular point of construction (as the steel frame
had only been partially erected and therefore, for health and safety reasons, could
not be left in that state), and initial indications from Slough Borough Council
regarding the likelihood of obtaining planning consent for a large grocery store on the
CGL site. It also took account of Tesco’s representations regarding the continued
interest of Waitrose and Whole Foods in the site. Prior to accepting the undertakings,
the CC sought, and obtained, an acknowledgement from Tesco that it proceeded
with continued construction in full knowledge of the risk that the CC might order a
remedy that involved a different structure on the site, and as a result, Tesco might
incur construction costs that it could not subsequently recover.

Tesco also undertook to apply to Slough Borough Council for a variation to the
planning consent for the CGL site, which would allow the merger of two of the four
units in the proposed development, and the use of the merged unit for the sale of
food and other ‘convenience’ goods.

Under the interim undertakings, the CC directed Tesco to appoint a Monitoring
Trustee, who would supervise the establishment of any additional mechanisms
necessary for ensuring compliance with the interim undertakings pending final
determination of the reference, monitor compliance by Tesco with certain elements of
the interim undertakings, and, so far as possible, ensure Tesco’s continued full and
effective compliance with the interim undertakings.

On 7 August 2007, the CC made an interim order in accordance with section 81 of
the Act, which had the effect of requiring Tesco to cease construction on the CGL
site. The CC revised its view of interim measures in the light of information received
after the interim undertakings were accepted on 14 June 2007, which led it to
conclude that continued construction on the site would constitute pre-emptive action.
In particular, the CC’s assessment of the risk of pre-emptive action posed by
continued construction on the site changed as a result of further information that it
received in relation to four issues:

(@) The CC had received further evidence from Slough Borough Council, which
suggested that the Council would be prepared to consider granting planning
permission for a grocery store on the CGL site with a floorspace considerably
larger than any of the possible grocery stores likely to form part of the Tesco
development.

(b) The CC had concerns regarding the attractiveness of the site to Waitrose and

Whole Foods (concerns which strengthened after subsequent discussions with
Waitrose and Whole Foods—see paragraphs 3.31 and 3.32).
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3.49

4.1

4.2

4.3

4.4

(c) The CC also had concerns that the planning consent restricting delivery hours to
the grocery retail unit would seriously reduce the attractiveness of the site to
other retailers (see paragraph 3.22).

(d) The CC had gained the impression, from evidence provided by Tesco and its
advisers at a hearing on 22 May 2007, that Tesco became legally bound to enter
into its construction contract with McLaren prior to Tesco’s meeting with the OFT
on 29 January 2007 (at which the OFT noted its serious concerns about
continued suspension of its duty to refer the merger to the CC). On 4 June 2007,
Tesco told us that it signed a binding letter of intent with McLaren for project
enabling services (ie to carry out preparatory works and order certain
construction materials thus exposing the project to abortive costs should the
development not proceed). This letter of intent was issued by Tesco on
20 December 2006 and countersigned and completed by McLaren on 26 January
2007 (ie prior to 29 January 2007). Tesco had ‘considered itself to be bound to
proceed with the construction’ from the date on which the letter of intent was
issued. Following a further request for clarification by the CC on 18 June 2007,
Tesco provided the CC with a copy of the letter of intent on 28 June 2007 and
confirmed that it was legally bound to enter into the construction contract on
9 March 2007, a number of weeks after Tesco’'s meeting with the OFT on
29 January 2007. If Tesco had terminated the letter of intent prior to commencing
construction, its maximum liability to McLaren under the letter of intent would
have increased as the proposed commencement date for construction drew
closer and as the extent of ‘enabling services’ performed by McLaren increased.
Tesco’s maximum liability for terminating the letter of intent in the week
commencing 29 January 2007 would have been £[é<] in total, and this increased
to a total of £[3<] in the week commencing 5 February 2007.

Under the interim order, the CC directed Tesco to continue the appointment of the
Monitoring Trustee.

Jurisdiction

Under our terms of reference (see Appendix A), we are required to investigate and
report on whether a relevant merger situation has been created and, if so, whether
the creation of that situation has resulted, or may be expected to result, in an SLC
within any market or markets in the UK or parts of the UK.

A relevant merger situation exists where two or more enterprises cease to be distinct
and where the share of supply test or the turnover test specified in section 23 of the
Act is satisfied. The share of supply test is satisfied if the merger creates or increases
a share of at least one-quarter in the supply of goods or services of any description in
the UK, or in a substantial part of the UK. The turnover test is satisfied if the value of
the annual turnover of the enterprise being acquired exceeds £70 million.

Enterprises cease to be distinct if they are brought under common ownership or
common control. Tesco and the CGL store in Slough, enterprises for the purposes of
the Act, were brought under the common ownership of Tesco, after completion of the
acquisition in October 2003. The enterprise formerly carried on by, or under the
control of, CGL therefore ceased to be distinct from enterprises carried on by, or
under the control of, Tesco.

The application of the share of supply test is different from the definition of market
shares undertaken as part of any analysis of competition within an economic market
and simply refers to a share of the specified category of goods or services. In
applying the share of supply test in its reference decision, the OFT considered the
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supply of groceries from ‘one-stop shops’ (ie stores with a net sales area greater than
1,400 sq metres) in the UK.

4.5 At the time of the merger, Tesco’s share of the supply of groceries from ‘one-stop
shops’ in the UK in 2003 was 31 per cent,> and that the merger led to an accretion
in this share of supply. We note that Tesco did not seek to challenge the OFT’s
finding that the share of supply test was met on this basis.

4.6 The CC has considered whether the share of supply test would also be met for the
supply of groceries from stores with a net sales area greater than 1,400 sq metres
within the Borough of Slough. We understand that at the time of the merger, Tesco’s
share of sales from grocery stores with a net sales area larger than 1,400 sq metres
within the Borough of Slough was more than 25 per cent ([2<]),*° and that the merger
led to an accretion in this share of supply. The CC considers that the Borough of
Slough represents a ‘substantial part of the United Kingdom’ for the purposes of
section 23(3) of the Act, having regard to such considerations as population and
economic factors. In considering whether the Borough of Slough is a part of the UK
‘of such size, character and importance as to make it worth consideration’®” under
the Act, the CC has also had regard to the fact that the markets in which the merging
parties compete are local in nature (see paragraphs 5.42 to 5.67).

4.7 Since, on either basis, the share of supply test is satisfied, we are not required to
consider the turnover test.

4.8 We therefore find that the acquisition of the CGL store at Uxbridge Road in Slough by
Tesco resulted in the creation of a relevant merger situation.

5. Market definition

5.1 In this section we consider the appropriate definition of the product and geographic
market for the purpose of providing the framework for our analysis in Section 7. We
first consider the relevant product market, and second, the relevant geographic
market.

5.2 As we note in paragraph 1.5, the CC is considering the issue of market definition in
the context of its current market investigation into the supply of groceries by retailers
in the UK.%® In considering the relevant market for this inquiry, we have drawn on the
analysis undertaken in the groceries market investigation, and, where relevant, we
present that analysis in this section and the related appendices. However, as we also
note in paragraph 1.6, this report addresses the statutory questions that the CC must
deal with under section 35 of the Act in relation to this merger. The CC’s analyses

**Safeway plc and Asda Group Limited (owned by Wal-Mart Stores Inc); Wm Morrison Supermarkets PLC; J Sainsbury plc; and
Tesco plc: a report on the mergers in contemplation, 2003, Table 2.2 in paragraph 2.122.

*The stores included in this share of supply test are Tesco Brunel Way, CGL Uxbridge Road, Safeway Farnham Road and
Asda Telford Drive. The Sainsbury’s store in Taplow is outside the Borough of Slough.

" South Yorkshire Transport Ltd v Monopolies and Mergers Commission [1993] 1 All ER 289 at 297 (per Lord Mustill).

*®|n the groceries market investigation, the CC has, in summary, provisionally found that (a) for larger grocery stores, other
larger grocery stores (ie stores larger than 1,000-2,000 sq metres) are in the same product market; (b) for mid-sized grocery
stores, other mid-sized (ie stores of 280 to 1,000-2,000 sq metres) and larger grocery stores are in the same product market;
and (c) for convenience stores (ie grocery stores smaller than 280 sq metres), all grocery stores are in the same product
market. In terms of store fascia, the CC has p