4 Conclusions: Hi-fi systems
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4.1.0n 27 April 1995 the DGFT referred to us the supply in the UK otherwise than by retail sale or
hire of hi-fi systems. Our terms of reference (see Appendix 6.1) require us to investigate and report on the
questions whether a monopoly situation exists in relation to such supply and, if so:

(a) by virtue of which provisions of sections 6 to 8 of the FTA that monopoly situation is taken to exist;
(b) in favour of what person or persons that monopoly situation exists; and

(c) whether any action or omission on the part of that person or those persons in respect of either of the
matters specified in paragraph 3 of our terms of reference operates, or may be expected to operate,
against the public interest.

4.2. The matters specified in paragraph 3 of our terms of reference are:

(a) steps taken, by recommending or suggesting prices to be charged by dealers, or otherwise, to
influence the prices at which dealers resell hi-fi systems; and

(b) withholding supplies of hi-fi systems from dealers.

The fact that we are limited to looking at these two specific matters distinguishes our inquiry from a full
public interest monopoly reference and means that our report does not reach comprehensive findings about
all aspects of competition in the UK hi-fi system market.

4.3. At the same time as making this reference the DGFT made separate references on three other
“brown" goods, namely televisions, VCRs and camcorders. (We refer to all four goods as the “reference
brown goods’.) He also made separate references on four “white' goods, namely washing machines,
tumble driers, dishwashers and cold food storage equipment ("the reference white goods"). The scope of all
these references is the same as that set out in paragraphs 4.1 and 4.2. Since these are eight separate
references, we are required to reach separate conclusions on each. The conclusions on each of the
reference brown goods are in this volume. Much of the supporting material for these conclusions is
common to all of them. Hence, to avoid repetition, this material has been consolidated into a single set of
chapters, the text of which relates to all four reference brown goods unless otherwise specifically stated.
Our conclusions on each of the four reference white goods are in a separate report.

4.4.1In his press release announcing the references, the DGFT said:

Our information indicates that some manufacturers, accounting for well over 25 per cent of the
supply of the specified goods in the UK, have been engaging in practices designed to sustain
retail price levels. These include refusing to supply to retailers who sold the goods below the
manufacturers' recommended retail price (MRRP) and outlets such as discount warehouse clubs,
which typically sought to sell at 15 to 20 per cent below MRRP. Normally a supplier is free to
decide with whom he will deal and on what terms but that freedom should not be used to restrict
competition unduly at retail level. It will be for the MMC to determine whether there is any
justification for restrictive policies which, on the face of it, lead to higher prices in the shops.

4.5. Our terms of reference refer to “dealer’ as defined in section 24(1) of the RPA, namely a person
carrying on a business of selling goods, whether by wholesale or by retail. We use the term dealer in that
sense in this report. Where we intend to refer only to retailers or only to wholesalers (see paragraph 4.36)
we describe them as such.

4.6. We use the term “supplier® to mean a person carrying on a business of selling hi-fi systems other
than a business in which these goods are sold primarily by retail.

4.7. We use the term “RRP" to refer to any retail price which a supplier suggests or recommends that
dealers (other than mail order companies) charge, advertise or display. Suppliers themselves use a wide

\We use this name to designate only those mail order companies that sell through agents.
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variety of different terms for such prices, including MRRP, ~manufacturer’s retail price', ~manufacturer's
maximum recommended retail price’ and ~suggested selling price".

4.8. Our terms of reference require us to investigate whether a monopoly situation exists in relation to
supply in the UK of hi-fi systems ~otherwise than by retail sale or hire'. We take this to mean supply to
retailers, other dealers and rental companies and to exclude supply by retailers and rental companies to
consumers and other end-users. However, if we conclude that a monopoly situation exists, we are also
required to consider whether any steps taken, by setting RRPs or otherwise, to influence the prices at which
dealers resell hi-fi systems operates or might be expected to operate against the public interest. It follows
from this requirement that we must necessarily look at retailers’ selling prices in order to assess the
influence of RRPs on them. Thus, although supply to consumers is outside our remit, the prices charged to
consumers are central to our inquiry.

4.9. In the remainder of this chapter we describe the UK hi-fi system market; then the evidence about
the practices of suppliers and retailers in the setting of prices and the withholding of supply; we go on to
examine the evidence regarding, and reach conclusions on, the monopoly situations; we then turn to our

public interest findings on the two matters specified in our terms of reference; and we conclude with our
recommendations.

The market

The product

4.10. Our terms of reference say that a ~hi-fi system’ means a system (whether or not it includes a
radio receiver):

(a) which is designed when connected to an electricity supply but without otherwise being linked to
apparatus not forming part of the system, to reproduce sounds recorded on both:

(i) compact or vinyl discs or both; and
(ii) digital or analogue tapes or both; and

(b) which is intended primarily for the use of consumers within the meaning of section 137 of the Act,
but does not include a system:

(c) which is designed to reproduce recorded visual images; or
(d) which is designed to be carried about easily while being used; or
(e) which is designed for use in a motor vehicle.
~System" means a machine or a group of machines sold as a single package.

4.11. This definition of “system" implies an important qualification of the scope of our inquiry. It
means that the components of hi-fi systems, for example amplifiers, tuners, cassette decks and compact disc
(CD) players, which are commonly sold separately, and bought in large quantities by consumers, are not
addressed by us at all. The provision in paragraph 4.10(d) is also an important qualification, since it
excludes from our inquiry all portable models, sold in large quantities. These qualifications bear on the
question of market definition (see paragraph 4.19).

4.12. Hi-fi systems (commonly called ~“audio systems® in the trade) fall into three categories of size:
micro, mini and midi. A micro system usually incorporates a single tape deck, compact speakers, a
relatively low output amplifier, a limited function CD player and a radio tuner. We were told that micro
systems are the fastest-growing part of the market. Mini systems are larger and usually offer greater sound
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output, but rarely include a record turntable. Midi systems are physically the largest; they often include a
record turntable, and other features such as two tape decks, or a multi-play CD deck, or both.

4.13. Retail prices of hi-fi systems cover a wide range, reflecting size and features. Popular models of
well-known brands are broadly from £200 to £500, with own-label and secondary brands rather less; the
average unit value was about £260 in 1995. Systems with higher specifications can cost £800 to £900, but
sometimes much more.

4.14. We were told that most models would be on the market for between one and two years. Then
they would be replaced: the successors would be restyled, incorporating such technical changes as were
appropriate to their price level.

Market size and definition

4.15. Because our inquiry is limited to two ~matters' (see paragraph 4.2) we are concerned only with
the supply of new (or second-hand) hi-fi systems, and not with supply by (as distinct from to) rental
companies. In 1995 about 2 million new hi-fi systems were sold in the UK. Their total retail sales value,
including VAT, was about £520 million. There has been a steady growth in volume since 1992, which
marked the low point of a decline from the peak of 1988.

4.16. Given the level of ownership, the purchase of new equipment will in part reflect the need to
replace a system which has reached the end of its useful life. (We were told that the average length of life
of a system was about ten years.) In many cases, however, the purchase may be made to secure a better
system, or to add to the quality or amount of sound reproduction equipment in the home. In consequence,
most purchases are likely to be postponable, and few would be urgent.

4.17. According to a report published in April 1995 by Market Assessment Publications Ltd, about
60 per cent of all households in the UK had at least one hi-fi system and many had more than one.

4.18. Because of technical changes in recent years it is reasonable to think that virtually all the hi-fi
systems in domestic use will have been purchased new by the users. (We took it, as a corollary, that we
could disregard the second-hand market.)

4.19. We are required to look at the market for hi-fi systems as they are defined (see paragraph 4.10)
in our terms of reference. These terms impose two constraints when we consider to what extent the
reference market coincides with what, for purposes of economic analysis, constitutes a separate market.
First, we are not required to consider assemblies of separate components (which we understand will be
regarded by at least some consumers as readily substitutable for ready-made hi-fi systems). Second, we
cannot take account of equipment ~designed to be carried about easily while being used® (which may be
used chiefly in the home, where it could be a direct substitute for models of micro hi-fi systems). Hence we
do not think that hi-fi systems, as defined for this inquiry, can reasonably be regarded as forming a distinct
economic market. However, we do not believe that this affects our analysis of the two matters referred to
us, and none of the suppliers suggested otherwise.

4.20. We were told by some suppliers that the hi-fi system market is segmented into low-price, mid-
market and premium models. We recognize that for business purposes it may be convenient for the

industry to segment the market in this way. But we do not believe that the segments represent distinct
economic markets that we should consider in the context of the two matters referred to us.

Suppliers

4.21. The suppliers of hi-fi systems with UK market shares of more than 1 per cent by value in 1995
were:

(a) Aiwa, which supplies the Aiwa brand; it is owned by Aiwa, in which the Sony Corporation is the
majority shareholder;
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(b) Sony, which supplies the Sony brand; it, too, is owned by Sony Corporation, but we were told that
it operates wholly independently from Aiwa;

(c) JVC, which supplies the JVC brand; it is owned by Victor, in which Matsushita is the majority
shareholder;

(d) Panasonic, which supplies the Panasonic and Technics brands; it, too, is owned by Matsushita, but
we were told that it operates wholly independently from JVC;

(e) Kenwood Electronics UK Ltd (Kenwood), which supplies the Kenwood brand;

(H) Pioneer, which supplies the Pioneer brand;

(g) Alba, which supplies the Alba and Bush brands;

(h) Sanyo, which supplies the Sanyo brand;

(i) Hayden Laboratories Ltd (Denon), which supplies the Denon brand;

(i) Samsung, which supplies the Samsung brand;

(k) Amstrad, which supplies the Amstrad brand;

(I) Sharp, which supplies the Sharp brand;

(m) Philips, which supplies the Philips, Marantz and Pye brands; in Table 4.1 we have grouped the UK
hi-fi system sales of the Grundig brand under Philips NV because until 31 December 1996 that
company effectively controlled Grundig AG, which owns the Grundig brand (see paragraph 8.30);

(n) Akai, which supplies the Akai brand; and

(0) B&O, which supplies the B&O brand.

4.22. Of these 15 suppliers only two, Aiwa and Amstrad, manufacture hi-fi systems in the UK but JVC
is supplied by Victor from its UK factory. These and the other suppliers named in paragraph 4.21
manufacture or procure hi-fi systems for the UK market in several countries, including China, Japan,
Taiwan, South Korea, Malaysia, Singapore, France, Germany, Spain and Denmark.

4.23. There have not been many changes in the structure of the hi-fi system supply industry in recent
years, though a minor supplier, Nokia, withdrew from the UK market in August 1996, selling the brand to
a Canadian company, Semi-Tech (Global) Ltd, which continues to supply it in the UK through its sub-
sidiary, Akai.

4.24. In addition to brands owned by suppliers, hi-fi systems are also sold under brand names owned
by, or licensed to, retailers. For these brands, retailers undertake many of the functions normally under-
taken by suppliers, for example they determine the features of each model and the quantities in which it is
manufactured or imported.

4.25. In relation to the two matters we are investigating:

(a) retailers choose the manufacturers of the products sold under their own brand names and can

purchase elsewhere if they do not like the prices offered by their existing manufacturer; the

influence of manufacturers on the retail prices of brands owned by retailers is therefore limited; and

(b) manufacturers produce own-label models on the basis of a contract with the retailer which owns the
brand, and the question of the withholding of supplies does not arise.
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4.26. We did not identify any brands of hi-fi systems supplied exclusively to particular retailers.
Exclusive brands must be distinguished from exclusive models. With the latter, a particular model is
supplied only to one dealer but other models of the same brand are supplied to other dealers. For con-
venience, in the remainder of this report we refer to both retailer-owned brands and exclusive brands (but
not exclusive models) as retailers® ~own-label" brands.

4.27. Retailers" own-label brands had about 10 per cent share of the UK hi-fi system market by value
in 1995. Comet's Goodmans and Proline together had 5.2 per cent by value and Dixons' Matsui, Logik
and Saisho together had 4.2 per cent. (But their shares, measured by numbers of units, were much greater:
about 10 per cent in both cases.) Matsui, Logik and Saisho accounted for nearly 20 per cent by value of
Dixons" hi-fi system sales; and Goodmans and Proline for about 20 per cent of those of Comet.

4.28. Under our terms of reference we are concerned with supply other than by retail sale or hire.
However, consistent and reliable figures for the value of suppliers® sales to dealers are not available in all
cases. We therefore measured the market shares of suppliers in terms of the retail sales of their products,
which were the best available data. We do not believe that the use of retail sales as a proxy has any
important consequences for the matters we are investigating. Because the range of hi-fi system retail prices
is quite wide we preferred to measure the market by the value of sales rather than by the numbers of units
sold. The data we used, provided by GfK, are described in paragraphs 7.128 to 7.135.

4.29. At its simplest the supply chain for hi-fi systems consists of a manufacturer selling to a retailer
who in turn sells to a consumer. In practice the chain can be more complex. For example, some overseas
manufacturers of hi-fi systems sell to importing suppliers in the UK, which sell to other suppliers, which
sell to retailers. And many hi-fi system manufacturers sell to CIH, a retailer buying group, which in turn
sells to retailers (see paragraphs 4.45 to 4.50).

4.30. We considered whether to use manufacturers’ market shares as the basis for our finding on
whether a monopoly situation existed. We decided that this would not be the most appropriate measure for
our purpose as some manufacturers sell hi-fi systems to other suppliers which in turn sell on these products,
under their own brand names, to retailers and other dealers. It seemed probable from the outset that it was
these suppliers (rather than the manufacturers) that decided the terms on which dealers were supplied, and
none of the evidence put to us suggested otherwise. We also had to exclude wholesalers and retailer buying
groups from our market share figures because they purchase from manufacturers and other suppliers and
could not be included without double counting.

4.31. In view of these complexities in the supply chain, we decided to use brands as the basis for
determining market shares, aggregating the sales of those brands which were owned by the same supplier.
But, as we have already noted, some retailers have own-label brands. Although such retailers are not
suppliers, we concluded that the market share of own-label brands was not sufficient to affect our findings
about the existence of monopoly situations.

4.32. The shares in excess of 1 per cent of retail sales by value in the UK hi-fi system market in 1993,
1994 and 1995 of suppliers and retailers' own-label brands are shown (in 1995 order) in Table 4.1 (and in
greater detail in Table 7.4). The shares in excess of 5 per cent are shown in Figure 4.1.
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TABLE 4.1 Market shares in excess of 1 per cent of UK hi-fi system retail sales by value, 1993 to 1995: suppliers and
retailers’ own-label brands

per cent
1993 1994 1995
Sony Corporation 26.6 29.7 33.1
Of which:
Aiwa 10.9 16.9 21.7
Sony 15.7 12.8 11.4
Matsushita 19.1 19.2 17.9
Of which:
JvC 10.8 10.9 9.9
Panasonic (inc Technics) 8.3 8.3 8.1
Kenwood 114 9.0 8.2
Pioneer 5.1 4.3 6.0
Alba 6.5 6.2 5.5
Goodmans 4.6 4.2 5.2
Matsui 1.4 3.1 4.2
Sanyo 3.8 3.0 2.6
Denon 2.3 1.8 2.1
Samsung 1.8 14 2.1
Sharp 3.0 2.6 1.8
Philips NV 4.7 3.4 1.7
Amstrad 1.7 1.7 1.6
Akai 2.9 2.3 1.2
B&O 0.9 1.0 1.2
Others* 43 _ 1.0 _ 57
Total 100.0 100.0 100.0
Total sales (Em) 454.0 520.0 521.6
Average unit value (£) 283 267 257

Source: GfK, suppliers, and MMC.

*All less than 1 per cent each.
Note: All figures are rounded.

4.33. The hi-fi system brands with UK market shares by value in 1995 of 5 per cent or more are shown
for 1993 to 1995 (in 1995 order) in Table 4.2 and Figure 4.2. A full list of brands is given in Table 7.4.

TABLE 4.2 Principal brands® shares of UK hi-fi system retail sales in excess of 5 per cent by value, 1993 to 1995

per cent

1993 1994 1995
Aiwa 10.9 16.9 21.7
Sony 15.7 12.8 11.4
JvC 10.8 10.9 9.9
Kenwood 11.4 9.0 8.2

Panasonic

(inc Technics) 8.3 8.3 8.1
Pioneer 5.1 4.3 6.0
Alba 6.5 6.2 5.5
Goodmans 4.6 4.2 5.2

Source: MMC, based on GfK data of retail sales.

Note: All figures are rounded.

4.34. In 1995 the four largest suppliers of hi-fi systems had 65.2 per cent of the UK market; a further
10 had more than 1 per cent each; and we identified about 25 with lesser shares.
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FIGURE 4.1

Shares by value of total hi-fi system market: suppliers
and retailers’ own-label brands, 1995

Sony Corporation 33.1%

Others 24.1% Matsushita 17.9%

Kenwood 8.2%

_—

FIGURE 4.2

Principal brands’ shares by value of total hi-fi system market, 1995

Aiwa 21.7%

Others 24%
JVC 9.9%

Goodmans 5.2%

Panasonic {including
Pioneer 6.0% Technics) 8.1%
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4.35. Most of the larger suppliers of hi-fi systems are also important suppliers of brown goods
generally and of the other reference brown goods. In particular, Sony Corporation (through Sony and
Aiwa) and Matsushita (through JVC and Panasonic) are two of the three leading suppliers of televisions,
VCRs, camcorders and hi-fi systems. Dealers also normally stock hi-fi systems alongside other brown
goods; hence suppliers and dealers typically deal with one another over a range of brown goods, including
some that are not the subject of our concurrent inquiries.

Wholesalers

4.36. For the purposes of our inquiry, a ~wholesaler' is a person, other than a manufacturer or
importer, who buys hi-fi systems to hold in stock in the expectation that in the ordinary course of business
he will be able to sell them to retailers, or other wholesalers of hi-fi systems. That definition excludes
warehouse clubs (see paragraph 4.39) and the greater part of the hi-fi system turnover of CIH (see
paragraphs 4.46 to 4.50). Wholesalers do not handle retailers® own-label brands.

4.37. There are many hundreds of wholesalers of electrical goods in the UK but we were able to
identify only 11 that supply hi-fi systems (see paragraph 8.101). Apart from CIH none of them is large in
hi-fi systems and we saw no evidence to suggest that in 1995 in total (excluding CIH) they accounted for
more than 1 per cent of the hi-fi systems purchased by UK retailers. Suppliers® use of wholesalers varies
widely: JVC, B&O, Pioneer and Sanyo do not supply wholesalers at all; and Panasonic does not supply hi-
fi systems to outlets in Great Britain whose primary business is wholesaling. Philips, on the other hand,
sold about 7 per cent of its hi-fi systems through wholesalers in 1995. In Northern Ireland suppliers place
markedly greater reliance on wholesalers than in the rest of the UK (Panasonic uses them exclusively). It
appears that large retailers may occasionally fall back on wholesalers to meet shortfalls in stock-JLP told us
that it did so-but we believe that the bulk of sales by wholesalers are to small retailers whose volumes are
deemed by suppliers to be insufficient to justify the costs of direct supply, or who buy from wholesalers
occasionally, if asked by customers for goods they do not stock.

Diverters

4.38. A minor source of supply is from “diverters'. These are firms or individuals who buy up batches
of hi-fi systems (and other goods) usually because they are surplus to the requirements of manufacturers,
importers or retailers, in the UK and abroad. The diverters sell these goods on to warehouse clubs (see
paragraphs 4.39 to 4.44) or dealers which may want them because they have been refused supply through
the usual trade channels. A diverter told us that he had supplied one UK warehouse club alone with
reference brown goods to the value of over £1 million in 1995, and that all the goods he sold to it carried
the manufacturers® guarantees.

Warehouse clubs

4.39. We use the term “warehouse club® to refer to dealers which operate a membership scheme and
sell only to their own members, but which do not restrict membership solely to retailers. The term includes
“cash-and-carry" businesses as well as newer formats which aim for a wider range of members. We
understand that warehouse clubs are classified as wholesalers for planning law purposes but they are not
only, or even mainly, wholesalers in our terms (see paragraph 4.36) as many of their customers are not
retailers or wholesalers. Nor are they all necessarily ~warehouses': several of these stores are little different
in their layout from conventional retailers; but others are austere in their fittings and display, and may be
housed in extremely large shed-type structures, with the stock on high racks.

4.40. We identified five warehouse club businesses (as defined in paragraph 4.39) operating at the
beginning of 1995 which sold domestic electrical goods. Since then one has closed and two have merged.
They have only a small share of the UK hi-fi system market but they are of particular interest to us because
of the difficulties they have had in securing supplies (see paragraphs 4.351 to 4.357).
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4.41. In this context the most important warehouse club is PriceCostco. It is part of a group operating a
chain of warehouse clubs in North America, where the concept was first introduced. In 1996 it had five
outlets in the UK. Membership is open to businesses and to individuals who fall within specified groups,
for example government employees, and individuals employed in health care or education. There is a basic
annual fee of £15 for business membership, plus a further £10 for up to six additional members from the
same business; individual membership costs £20 a year. Some 70 per cent by value of PriceCostco's
turnover is with business customers (broadly defined) and the balance with individual members. It aims to
stock a selection of hi-fi systems, but it has been unable to secure direct supply from most of the leading
suppliers except Aiwa. Hence it is largely dependent on diverters. Its policy is to sell at low margins, which
results in its prices being well below RRPs.

4.42. Next there is Makro. It is a subsidiary of SHV Holdings NV, of Utrecht. Makro does not charge
a membership fee but limits its membership to traders and persons with a business identity. It had 27 outlets
in 1995, receiving supplies of Aiwa, Sony, JVC, Kenwood, Sharp, Pioneer and Panasonic hi-fi systems,
through its associate company Business-to-Business, which acts as its buying agent. It obtains other brands
through diverters, if they are available. (Kenwood told us that it did not regard supply to Business-to-
Business as supply to Makro.)

4.43. In 1995 two warehouse club businesses were owned by N&P, but only one is now operating,
under the name of Trade & Business Warehouse. In 1995 it had 56 outlets, but not all of them stocked hi-fi
systems. Membership is open to trade customers (broadly defined, as for Makro) and there is no
membership fee. N&P has obtained some direct supplies of hi-fi systems but is also supplied by wholesalers
and diverters. N&P's other warehouse club, Cargo Club, opened in 1994 and closed in 1995, shortly after
our inquiry began. Its membership criteria were much broader than those for Trade & Business Warehouse
and it charged an annual membership fee of £25. It sold some hi-fi systems but, we understand, obtained
no direct supplies, except from Aiwa. N&P merged with Booker late in 1996 (see paragraph 4.44).

4.44. Booker is much the largest of the warehouse clubs: in 1995, prior to the merger with N&P, it had
155 outlets. Booker told us that it had not attempted to purchase hi-fi systems direct from manufacturers or
importers, but was supplied with them by Bridisco Limited, a large wholesaler. (Bridisco's price list does
not refer to RRPs, and we were told that it will supply any creditworthy customer.)

Retailer buying groups

4.45. We identified several retailer buying groups; of these, CIH and the five CIH local groups (see
paragraph 4.49) that act as retailer buying groups independently of CIH were of importance to our inquiry.

4.46. CIH is a private limited company, all the shares in which are owned by 21 local groups of elec-
trical goods retailers (henceforward referred to as ~local groups’). CIH is a buying group acting on behalf
of about 800 small or medium-sized retailers, each of which is a member of one of the local groups. These
local groups, not CIH, decide whether applicant retailers may become members. CIH uses its collective
buying power to obtain better terms from suppliers than the retailers could secure individually.

4.47. For most of its hi-fi system business (£3.3 million turnover in 1995), CIH facilitates, and (subject
to certain limits) guarantees, payment to suppliers for orders placed on them by individual retailers: the
retailer orders direct from the supplier, using CIH headed paper, and the supplier delivers the order direct
to the retailer. CIH keeps a record of all such transactions and settles monthly with each supplier, billing
individual retailers for the goods they have received. CIH takes title to the goods ordered but it does not
handle them physically.

4.48. For the rest of its hi-fi system business (£1.0 million turnover in 1995), CIH buys in bulk from
suppliers and resells to individual retailers. For this operation, which it calls ~central stock® but which in
effect is wholesaling, CIH takes title and physical possession of the hi-fi systems ordered and is responsible
for distributing them to retailers.

4.49. In 1995 five of the local groups purchased goods on behalf of their members. The local groups
concerned are Birmingham Combined Independents; CITER (Wales & West); CI(CNS), covering
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Cambridgeshire, Norfolk and Suffolk; CI North; and CIR(NI). Like CIH, these local groups take title to
the hi-fi systems they purchase for their members.

4.50. Thus CIH and these local groups are suppliers in our terms.

Retailers

4.51. In February 1996 we identified about 5,500 retail businesses concerned with one or more of the
eight domestic electrical goods that were the subject of references to us (see Appendix 6.1, paragraph 14).
We estimate from the responses to the survey of small retailers (see Appendices 6.3 and 9.1) that about
4,000 of these businesses were small retailers (ie they had fewer than five retail outlets each) which sold hi-
fi systems. In addition there were about 60 multiple retailers which sold hi-fi systems (see Table 7.6). An
expensive and protracted study would have been needed to arrive at a more precise figure. We did not
think this was necessary, given our limited terms of reference.

4.52. There has been extensive restructuring among electrical goods retailers in the UK in the period
immediately preceding this inquiry and during its course. Dixons" remains the largest, with Comet (owned
by Kingfisher) in second place. Three RECs have changed hands: NORWEB, bought in late 1996 by
Comet, Manweb, bought by ScottishPower, and Powerhouse, a management buy-out; and one,
Powerstore, closed after going into administration in 1996.

4.53. In addition to developments affecting the RECs, the Clydesdale chain closed in 1994 and
Rumbelows in March 1995 (it was the third largest electrical goods retailer at the time); and Colorvision
went into administration in 1996. Some of the stores owned by companies ceasing to trade were acquired
by other electrical retailers.

4.54. In parallel with these developments, we were told by Dixons, quoting data from GfK, that there
had been a net decline of over 800 smaller electrical retailers in the period between 1991 and 1995. But it
did not say how many of them sold hi-fi systems.

4.55. These various changes are likely to increase the market share of the surviving multiple retailers,
so the market share data we record for 1995 should be read against that background. Dixons" share of the
hi-fi system market has increased from 20.4 per cent in 1993 to 22.6 per cent in 1995 (paragraph 7.195).

4.56. Recent years have also seen a shift by multiple retailers of electrical goods away from high street
to out-of-town locations. It is now common to find several such retailers on a single retail park. Data on
trends in the amount of retail floor space, and its allocation between goods, are not available. We were told
that some multiples were devoting much of the additional space in their out-of-town stores to relatively new
lines such as computers and mobile telephones. But Dixons, as well as developing its Currys out-of-town
stores, has also retained a strong high street presence, with many shops specializing in the smaller brown
goods.

4.57. Our estimates of retailers’ shares of the UK market for hi-fi systems in 1995 are set out in
summary in Table 4.3 and Figure 4.3. (More detailed figures are in Table 7.7.) Dixons had 22.6 per cent.
It was followed by Comet with about 11.5 per cent, and ScottishPower with 5.3 per cent. Collectively the
five mail order companies, GUS, Littlewoods, Empire, Freemans and Grattan (see paragraphs 9.59 to
9.68) had 12.9 per cent and the two catalogue retailers (see paragraphs 9.69 to 9.74) had 5.6 per cent. We
estimate that, again collectively, small retailers, ie those with fewer than five retail outlets, accounted for
perhaps 19 per cent.

lOperating under the store names of Dixons, Currys, PC World and The Link.
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TABLE 4.3 Retailers® shares of UK hi-fi system sales by value, 1995

1995
%

Dixons 22.6

Comet 11.5

RECs 145

Mail order 12.9

Department stores* 6.7
Others (principally small

retailers) 31.8

Source: MMC, based on data from GfK and multiple retailers.

*Including Co-operative societies.
Note: All figures are rounded.

FIGURE 4.3

Retailers® shares by value of hi-fi system sales, 1995

Dixons 22.6%

Comet 11.5%

Others
(principally small
retailers) 31.8%
RECs 14.5%
——"" Mail order companies 12.9%

Diepariment stores 6.7%

Rental supply

4.58. The supply of hi-fi systems to rental companies, or retailers engaged in rental, as distinct from
the supply of hi-fi systems by rental to consumers, is within our terms of reference. The fragmentation of
the rental market makes it impracticable to establish accurately how many new hi-fi systems are supplied
into rental each year, but such evidence as we could obtain suggests that the number was not significant for

our purposes.
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Nature of competition in the market

4.59. We have examined the way in which competition operates in the hi-fi system market, distinguish-
ing between inter-brand and intra-brand competition, and considered the contention that the market is
highly competitive. We deal with these two matters in turn below.

Forms of competition

4.60. Competition occurs both between suppliers and between retailers. Competition between suppliers
is by definition inter-brand, but as all retailers do not stock the same brands (indeed, a few, like the Sony
Centres, stock only a single brand), competition between them is both inter- and intra-brand.

4.61. Competition between suppliers is conducted at two levels: suppliers try to persuade retailers to
stock and sell their hi-fi systems, and they try to persuade consumers to buy them. Important elements of
competition between suppliers for retailers" attention and for retail space may involve suppliers in:

@)

(b)
©
(d)

©)
()

seeking to establish themselves as an essential brand to stock: because of the large number of hi-fi
systems on the market each supplier must obtain sufficient retail display space for its own range of
models;

offering their products to retailers at attractive net prices;

offering margin maintenance (see paragraphs 4.114 to 4.116) to retailers;

offering a wide range of different models from which retailers can choose (see paragraphs 4.74 and
4.75 for the significance of range stocking);

offering promotional or other support services, for example point-of-sale material; and

offering training in new products for retailers" staff.

4.62. Suppliers compete for hi-fi system sales to consumers by putting particular stress on new tech-
nical features at attractive prices. Other principal ways in which suppliers may compete for sales to
consumers include:

@)
(b)
©
(d)

©)
()

seeking to establish a strong brand image;
offering consumers a choice of models with different features;
financing promotional offers by retailers, for example interest-free credit or free gifts;

initiating special price promotions, for example by ~sales-out" allowances (see paragraph 4.137); or
contributing to promotions initiated by retailers;

financing retailers' advertisements of their products; and

advertising the brand on their own account, unrelated to named retailers.

4.63. Retailers may compete by:

@)

(b)
©

advertising or displaying prices below those charged by their rivals; they may (commonly now)
promise to match or beat the price of any competitor; they may advertise to give the impression that
they offer keen prices and may be willing to bargain over price with individual customers to close a
sale;

offering consumers the choice of a wide range of models or brands, or both;

differentiating their product ranges from those of local competitors;
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(d) providing pre-sales service and advice, and an attractive display;
(e) providing delivery and installation, sometimes at no extra charge;

() offering other non-price benefits (which may be partly financed by the supplier) such as interest-
free credit or free gifts;

(9) offering post-sales servicing; or

(h) offering extended warranties.

Extent of competition

4.64. 1t was put to us by many suppliers and retailers that the market for hi-fi systems is highly
competitive in both the supply and the retail sectors. It was argued in support of this claim that:

(a) prices in the market were highly visible, in part as a result of advertising by suppliers and the major
retailers, and in part because consumers typically shopped around before buying;

(b) there were no significant barriers to entry to the UK market for either suppliers or retailers;

(c) the profitability of suppliers and retailers was low; in recent years four major retailers, Clydesdale,
Rumbelows, Powerstore and Colorvision, and many smaller ones had been forced to withdraw
from the market;

(d) suppliers and retailers continued to be under pressure to cut their prices in response to competition
from rivals;

(e) the widespread use of price-matching policies, interest-free credit and other promotional offers was
indicative of a highly competitive market;

(f) prices for hi-fi systems had fallen in real terms over the past decade; and
(9) prices in the UK were below those in other European countries.

4.65. If the market were as competitive as has been claimed it could be argued that any steps taken by
suppliers to influence retail prices and to withhold supply from dealers (the two matters we are required to
investigate) would have little effect on the level of retail prices or of consumer choice. However, we have
reservations, set out in paragraphs 4.66 to 4.98, about the arguments for the existence of a highly
competitive market.

Consumer behaviour

4.66. Dixons told us that in its view customers tended to seek the lowest prices, perhaps visiting four
stores, and many suppliers spoke of the UK consumer seeking low-cost products.

4.67. But Sanyo presented a different view. It had commissioned a survey,' by SRU, of recent or
would-be purchasers' attitudes towards the purchase price of each of the reference brown goods. The
survey covered about 500 people who had purchased one or more of these goods in the previous six
months, or were planning such a purchase or purchases in the next six months. The survey, conducted in
August and September 1995, reported (see paragraph 7.115) that the three most important purchase factors
cited by respondents were a ~reputable brand® (26 per cent), a “competitive, reasonable price’ (24 per cent)
and ~product features and facilities" (23 per cent).

The purchase of certain brown goods in the UK: consumer attitudes and the role of price, SRU Ltd, September 1995.
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4.68. Comet drew our attention to a survey of consumer search behaviour, carried out on its behalf,
that is of some relevance to hi-fi systems (see paragraph 7.111). A sample of about 1,500 buyers of ~audio-
visual and major appliances’ at selected Comet, Currys and REC stores were interviewed between April
and June 1995. Rather more than 30 per cent of those interviewed said that they did not shop around for
these appliances; between about 21 and 35 per cent said that they bought at their normal store but visited
one or two others; and rather more than 20 per cent said that they visited four or more stores.

4.69. Sony put to us the results of a telephone survey,' that it had commissioned from GfK, of
consumers" attitudes to various competition matters in the four reference brown goods markets (see para-
graph 7.110). This survey (unlike that of Comet-see paragraph 4.68) covered both actual and prospective
purchasers; the panel consisted of 302 individuals aged 16 to 65. Just under 60 per cent of respondents said
that they disagreed, and just over 40 per cent said that they agreed, with the statement that “there is very
little real competition between electrical retailers'. About 18 per cent of respondents said that they thought
they would visit only one store before buying, and 62 per cent said that they thought they would visit
between two and four. 6 per cent of respondents said that they had read Which? magazine before buying,
and 4.3 per cent said that they had consulted specialist magazines (see paragraph 7.19).

4.70. The differences in the results of the Comet and Sony surveys with respect to shopping around
reflect, among other things, the precise nature of the questions asked and the range of goods covered. For
instance, the Comet survey did not distinguish between different types of “appliance’ and it cannot be
assumed that consumers spend the same amount of time shopping around for one product as they would for
another. We note, too, that in the larger stores the sound quality of a hi-fi system can be compared directly
with that of many other hi-fi systems, which may well reduce the incentive to spend time in the shops.

4.71. Nor can brand loyalty be ignored: Comet told us that 20 per cent of Sony customers were
extremely loyal to the Sony brand (although not all suppliers thought brand loyalty could be relied on). The
Sony survey (see paragraph 4.69) asked respondents to rate, on a scale from 0 to 10, the importance to
them of the manufacturer's good reputation when they were deciding on a purchase. About 80 per cent of
respondents gave a rating of seven or more.

4.72. Those consumers who wish to search systematically will not find their task particularly easy. We
have been told by retailers that they try to stock a distinctive range of models in order to distinguish
themselves from their competitors. This is understandable, but given the large number of different brands
and models on offer it makes the task of comparing the prices of the same model more difficult for the
consumer.

4.73. We asked multiple retailers about the range of their stocks in June 1995 (see Table 9.6). Dixons
listed 86 hi-fi systems from 13 brands; Comet, 71 from 12; Tempo, a smaller multiple, 93 from 16; and
James H Donald (Darvel) Ltd, a multiple with seven outlets, 85 from 19. Even so, these retailers stocked
fewer than one-half of the available models.

4.74. In our questionnaire to multiple retailers we asked respondents to name their six best-selling
models of hi-fi systems during the second quarter of 1995. Fifteen retailers replied and named between
them 66 separate models. If the best-selling models had been the same for each retailer then only six would
have been named, and if each retailer had named a different set of six the total would have been 90. The
fact that 66 were named indicates a significantly low degree of overlap (see Table 9.6). A similar picture
emerges from our price analysis (see Appendix 11.3). Of two of the 12 popular models whose prices we
analysed there were no sales by Dixons, the largest retailer. One of these two, and four others, were not
sold by Comet, or only in very small quantities. The model not sold by Dixons and Comet was principally
sold through ~other retailers'. In one case Dixons had over 70 per cent of the market, with ~other retailers'
accounting for virtually all the rest, and thus only very low sales by the remaining outlets. For only a few
models were sales recorded as broadly approximating to each channel’s average market shares for the 12
hi-fi systems taken together.

Lattitudes of consumers to manufacturers® RRPs, GfK, December 1995.
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4.75. Several of the larger retailers have own-label brands or supplier-branded models, or both, that
are exclusive to them. According to GfK figures, some 26 per cent of models of hi-fi systems sold in
October 1996 were exclusive models or own-label brands (see Table 9.5). This further reduces the scope
for intra-brand comparisons. The move of major retailers to out-of-town sites, too, has made it more
difficult for consumers to compare prices there with those of high street outlets (though comparisons may
be helped where retail parks contain more than one electrical retailer).

4.76. Inter-brand comparisons by consumers are also restricted by the fact that no two models from
different suppliers have exactly the same specifications. And although sound quality can be subjectively
assessed, most consumers will have no objective means of establishing the intrinsic quality and reliability of
different hi-fi systems. Even the small minority (perhaps 10 per cent-see paragraph 4.69) who read
consumer magazines will often find the information out of date by the time they come to purchase, or hard
to relate to what is on display. Consumers® difficulties will be compounded because they are unlikely to
know whether a model has been recently introduced or is coming to the end of its product life. As a result,
price apart, and since all the models may appear to be of much the same quality, the majority of consumers
will be influenced by experience, brand image and brand loyalty, thus making market entry and penetration
more difficult for unknown or weakly-established suppliers of hi-fi systems.

4.77. Consumer comparisons, both inter- and intra-brand, are impeded by the variety of non-price
promotional offers available (see paragraphs 4.88 to 4.90). They are hard to evaluate and their effect is to
limit the transparency of the market for the consumer.

Market entry
Suppliers

4.78. It is outside our terms of reference to investigate the extent to which over-capacity, sunk costs,
economies of scale, and other factors, might inhibit suppliers® entry to the global hi-fi system market. So
far as the UK market is concerned we think the brand strength of the established manufacturers is not such
as to prevent entry, but it is likely to constrain the ability of a new entrant to achieve a substantial market
share. We note that, although there are 40 or so hi-fi system brands competing in the UK market, Aiwa
and Sony together had one-third of it in 1995, and another four brands together had a further one-third. But
we also note that brands" market shares can change rapidly over relatively short periods (see Table 4.1).
Dixons told us that no retailer had space to display all the models available at any one time (see paragraph
4.72); inevitably retailers concentrated on leading brands that were familiar to consumers; so the lesser,
unfamiliar, brands must be at a disadvantage.

Retailers

4.79. As far as entry at the retail level is concerned, it might be judged quite easy to set up in a small
way, but it is likely to be difficult to grow beyond that level. In part, no doubt, this difficulty reflects
problems common to all newly-established small businesses, but in part it may be the result of procurement
conditions. More particularly, suppliers require a minimum turnover which may not be within the retailer’s
capacity (see paragraph 4.166); wholesalers may not be able to offer the brands that the retailer wants (see
paragraph 4.37) or at prices as favourable as those obtained by larger competitors; and purchasing through
CIH (which passes on to its retailer customers the discounts it secures through buying in bulk) may be ruled
out because of the conditions of membership: these require audited accounts for three years as proof of
satisfactory trading; many local groups also require a minimum turnover (usually around £75,000-see
paragraph 4.187); and some stipulate acceptability to existing members.

4.80. We were told by many suppliers that the electrical goods retail market was much more concen-
trated in the UK compared both with other European countries and with many other retail markets in the
UK. The shape of the UK retail hi-fi system market, namely two leading firms, one twice the size of the
other in sales of hi-fi systems, a great many small firms and a diminishing number in between, throws
Dixons into prominence. Dixons, however, denied that this amounted to any form of market dominance; it
told us that its significance for individual suppliers should not be overstated. Nevertheless several suppliers
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expressed unease about the structure of the retail market and what they saw as movement towards even
greater concentration.

Profitability

4.81. Companies that manufacture about 95 per cent of the hi-fi systems supplied to the UK market are
foreign-owned. We looked at examples of the published accounts of their UK subsidiaries and, in two cases
(Aiwa and Sony), the accounts of the parent company (Sony Corporation); and we considered whether to
undertake a more detailed investigation of supplier profitability. We decided that it would not assist us in
our inquiries for the following reasons:

(a) One of these suppliers (Aiwa) manufactures hi-fi systems in the UK in addition to supplying hi-fi
systems that it imports from fellow subsidiaries. Other suppliers obtain hi-fi systems (and other
brown goods, including non-reference items) wholly from outside the UK. In either case the
statutory accounts of such suppliers did not distinguish between hi-fi systems and other products.
Avrbitrary allocations of overheads and operating assets would be required to estimate hi-fi system
profitability.

(b) Because of the effects of intra-group transactions, including transfer pricing, the accounts of the UK
subsidiaries do not permit the overall profitability of supplying hi-fi systems to the UK market to be
identified.

(c) The published accounts of Sony Corporation gave no indication of the contribution of the UK
market to overall financial performance nor of the contribution of hi-fi systems within the UK
market (nor, for that matter, of the overall profitability of supplying hi-fi systems world-wide).

(d) We would not be able to interpret any financial information we did obtain without knowing the
parent company’s strategic objectives for the UK market within its overall portfolio of markets.

4.82. These problems of assessing profitability apply also to the information, given to us by Sony, that
in the 12 months to 31 March in each of the years 1992 to 1995 the average net profit margins of UK
consumer electronics firms had not exceeded 1.05 per cent (and in two of those years net losses had been
incurred). Moreover, these data do not specifically relate to reference brown goods, still less to hi-fi
systems. Most of the considerations in paragraph 4.81 do not apply in the case of the two small UK-owned
hi-fi system suppliers (Alba and Amstrad) from which we could expect to obtain comprehensive financial
information (although Alba does not manufacture in the UK). But we thought it would have been invidious
and burdensome to impose this demand on them and most unlikely to yield any information that would
relate usefully to the companies controlled from outside the UK which supply over 90 per cent of the UK
market in hi-fi systems.

4.83. In the absence (save in part for Alba and Amstrad) of any direct measure of profitability of hi-fi
system supply we took foreign-owned companies’ willingness to enter the UK market, and their continuing
presence in it, as a surrogate, since it implies that both those that come and those that stay expect to achieve
their financial objectives here, at least in the longer term. Using that yardstick, we noted that no Far
Eastern hi-fi system supplier has withdrawn from the UK market in the last decade, and several have joined
it. However, as mentioned in paragraph 4.23, in 1996 the hi-fi system interests of the (Finnish-owned)
Nokia Oy, including the Home Products Division of Nokia Consumer Electronics (UK) Ltd, were sold to a
Canadian-owned company; and the future ownership of Thomson has been under discussion for some time
following reported heavy losses.

4.84. On the retail side, the withdrawal of Clydesdale, Rumbelows, Powerstore and Colorvision, and a
net reduction in the number of smaller electrical retailers (see paragraphs 4.53 and 4.54), appear to indicate
that it is not always easy to make profits in this market. However, these withdrawals were not necessarily a
consequence of competitive pressures alone. We were told of management failures in some of the
businesses concerned. The recession in the early part of the decade will have been an important factor.
Colorvision experienced difficulties over its credit licences. The privatization of the RECs led to their retail
businesses being placed on a much more commercial footing with consequences both for their own survival
and for the rest of the market.
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4.85. But Dixons" financial results (see Table 9.1) indicate that profitability is not a problem for
everyone in electrical retailing: its retail operating profit increased by 38 per cent between 1994/95 and
1995/96, and by over 50 per cent in the following half-year (mainly, we understand, because of increased
sales of products that have not been referred to us). We also noted that Kingfisher's published results for
1996/97 indicated that there had been a strong recovery in Comet's profits.

4.86. Like suppliers, retailers of hi-fi systems sell a range of other products, many of which are not the
subject of our inquiries. We received limited information about the profitability of retailing hi-fi systems. It
would be hard to assess because arbitrary allocations of overheads and capital employed would be
necessary to arrive at any figures. Before it withdrew from the UK market in August 1996, Nokia told us
that UK dealers” margins for brown goods were probably the highest in Europe, particularly those of the
major multiples.

4.87. Finally we had to consider the importance to us of an assessment of the profitability of supplying
or retailing hi-fi systems in the UK both for individual companies and for suppliers and retailers as a whole
in the context of our terms of reference. The two matters which we are required to investigate could lead to
practices with effects adverse to the public interest whether the suppliers and retailers of the goods
concerned were earning high or low profits. If such practices exist, that might reflect, at one extreme,
attempts to prevent high profits from being eroded or, at the other extreme, attempts to prevent losses from
being increased when there is excess capacity at supplier or retailer level that is slow to be eliminated. It
seemed to us that the level of profit either for an individual supplier or retailer, or for all suppliers or
retailers taken together, is not necessarily directly and solely determined by the degree of competition, and
did not bear to a material extent on the matters referred to us.

Pressures on prices

4.88. Several suppliers mentioned models whose RRPs they had reduced as a result of competition with
other suppliers. But price cuts may also reflect the need to move older or slow-moving stock.

4.89. When we looked at price cuts by retailers we found that many of them involved passing on
suppliers® promotional price cuts and thus were not examples of intra-brand price competition (see para-
graphs 4.114, 4.115 and 4.137). Suppliers told us that when they initiated promotions, in the form of
reductions in RRPs, they were available for all their retail outlets. In the responses to the multiple retailers
questionnaire (see paragraph 10.75), retailers accounting for 84 per cent of respondents’ sales of hi-fi
systems by value in 1995 said that suppliers were involved in funding or supporting promotions.

4.90. We were told by Dixons that, as retail prices were so visible, a price cut by one retailer would be
matched quickly by its competitors; it therefore brought no lasting competitive advantage. Instead retailers
sought to compete by offering non-price benefits which would be less easy to copy and so brought a
longer-lasting competitive advantage. A Verdict report in April 1996, observing the same behaviour,
commented that most promotional investment by electrical retailers was ~directed towards everything apart
from price’, though elsewhere Verdict said that it regarded the electrical goods market as highly
competitive. We will return to the subject of pricing behaviour in paragraphs 4.103 to 4.162. For the
present, we merely comment that avoiding retail price cuts because they would be matched by competitors
is not self-evidently an indicator of a wholly competitive market.

Price trends

4.91. The ONS publishes a price index for ~audio-visual equipment’. This includes hi-fi systems but
also covers many other goods. The index fell by nearly 40 per cent between 1985 and 1995. A price index
for hi-fi systems (also provided by the ONS) confirms that, as suppliers have suggested, prices have
declined in real terms in recent years. The ONS suggests, however, that these indices should be used with
caution, since they are not based on extensive samples.

Lverdict on Electrical Retailers, Verdict Research Limited, Table 19.
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4.92. We are not greatly impressed by the argument that this price trend is indicative of a highly
competitive market in the UK. We would expect hi-fi systems to be among those products for which
improvements in manufacturing efficiency can still be realized, leading to a relative decline in the cost of
production. There should also be opportunities for spreading the costs of research and development (see
paragraph 7.140). It would require a severe restriction of competition to prevent these lower costs from
being reflected in prices. We also note that for hi-fi systems, more than most domestic electrical goods,
comparisons over time are of doubtful validity because of the effects of technical improvements.

International comparisons

4.93. Some suppliers claimed in general terms that prices for brown goods were lower in the UK than
in other European countries, but they gave no evidence specific to hi-fi systems. We have also seen claims
that electrical goods generally are cheaper in the USA than in the UK.

4.94. We therefore examined the possibility of undertaking systematic international price comparisons
and discussed with GfK the data that it had available or could obtain. But we decided (particularly having
regard to experience gained in the MMC's Cars and Recorded Music inquiries’) that the complex process
of comparing hi-fi system models (on a rigorous like-with-like basis), and taking full account of different
indirect taxes, exchange rate fluctuations, the various marketing strategies of the Far East suppliers, and
differences between national markets, would be a costly and protracted exercise that would be most
unlikely to reach meaningful conclusions. We thought, too, that even if these obstacles could be overcome
the conclusions would not bear closely on the two matters that our terms of reference require us to
examine. In the absence of information on the prices at which suppliers sell into overseas markets, of a
detailed understanding of the extent of supplier influence on retail prices in those markets, and of the
distribution arrangements which apply, we did not believe that international price comparisons were
illuminating for our task.

4.95. The questionnaires we sent to suppliers and multiple retailers asked about their knowledge of
comparable overseas markets, and the notable differences between them. The responses we received (set
out in paragraphs 10.153 to 10.159) increased our scepticism about the usefulness of international com-
parisons for our purposes. Dixons (which has had extensive experience of retailing electrical goods in the
USA) identified several reasons why US hi-fi system prices should be lower (see paragraph 10.159). GUS
and Littlewoods gave similar advice about the USA. Several suppliers and retailers spoke of the
preponderance of small retailers, the strength of hypermarkets, and the relative weakness of the larger
multiples in the domestic electrical goods retail market in other EU member states. We were also shown
GfK data’ indicating that hi-fi system prices were higher in other European countries than in the UK.
However, we believe the methodological difficulties that we identified in the previous paragraph had not
been fully solved in these price comparisons and the results must be treated with caution.

4.96. We also approached the competition authorities in France, Germany, the USA, Canada and
Awustralia. The responses (see paragraphs 10.160 to 10.163) contained interesting background, but the
information provided did not contribute to our conclusions.

4.97. All in all, we do not believe that international comparisons cast much light on the competitiveness
of the UK market for hi-fi systems one way or the other.
Overview of competition

4.98. To sum up our view on this market, we agree that competition between suppliers and between

retailers is always present to some degree and can at times be vigorous, but we do not think it is as
unconstrained as was claimed by many of those who gave evidence to us. There are limits on both inter-

"New motor cars, HMSO, Cm 1808, February 1992, and The supply of recorded music, HMSO, Cm 2599, June 1994.

%Contained in Competitiveness in the reference brown goods market, prepared by Lexecon Ltd for Sanyo (which drew it to our
attention).
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brand and intra-brand competition. More particularly, price competition among retailers seems to us (for
the reasons set out in paragraphs 4.88 to 4.90) to be less vigorous than is sometimes claimed. Other
evidence, which we examine in the next section, reinforces this assessment.

Evidence relating to prices

4.99. Before considering whether a monopoly situation exists, we examine evidence about the setting of
prices for hi-fi systems (paragraphs 4.100 to 4.162) and about withholding supply (paragraphs 4.163 to
4.192).

Sources

4.100. The first matter specified in our terms of reference concerns the steps taken, by setting RRPs or
otherwise, to influence the prices at which dealers resell hi-fi systems. We obtained information on
suppliers® and dealers" practices in relation to this matter from:

(a) responses to postal questionnaires that we sent to suppliers, multiple retailers, mail order
companies, wholesalers, warehouse clubs, CIH and its local groups;

(b) suppliers' and retailers® responses to our issues letters (see Appendix 6.1, Annex A);

(c) hearings and meetings with suppliers and dealers, followed up in some cases by further written
submissions from them;

(d) responses to our survey of small retailers (see Appendix 9.1);
(e) observations by dealers and others about suppliers® behaviour;

() retail price distribution analyses, based on sales data from GfK, and price histories of selected
models (see paragraphs 11.4 to 11.36 and 11.94 to 11.116 respectively); and

(g) examination of media reports, the trade press and specialist publications (including reports by
Verdict and the EIU).

4.101. On 4 April 1997 we received from The Sunday Times some tape recordings that had provided
the basis for articles in that newspaper on 30 March 1997. Each tape recorded an hour-long discussion
between, on the one hand, representatives of each of eight suppliers of one or more of the reference brown
goods, and on the other hand journalists purporting to represent a nascent electrical goods retail consortium
that was planning to establish initially 15 retail outlets in the UK. At the time, the suppliers’ representatives
did not know the discussions were being recorded. The journalists, inter alia, sought to establish each
supplier's views on the consortium’s proposal to sell its goods at prices below RRPs. Some of these views
were reported in the articles in The Sunday Times. After listening to the recordings we decided that it
would be unreasonable for us to ask the suppliers to comment, and for us to examine their responses with
due care, in the short time that would remain between our securing transcripts of the recordings and the
submission of our report. Without receiving any comment from the suppliers, we thought it would be
inappropriate for us to take any account of the material provided by The Sunday Times in reaching our
conclusions on the matters contained in our terms of reference. Nor, having regard to the extensive
evidence on those matters that we had already received from many other sources, did we think we would
be justified in seeking a further extension of our reference period. (We noted that the electrical retail trade
journal ERT, reporting this incident, said ~The Sunday Times has pulled an elaborate hoax ... merely to
reveal what retailers know already-most suppliers discourage long-term discounting®.)
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Issues

4.102. The issues put to suppliers and retailers relating to pricing practices are recorded in Appendix
6.1, Annex B. They include the following questions:

Suppliers and retailers

(i) Do suppliers' recommended or suggested retail prices (including minimum advertised prices)
influence retailers® advertised, displayed or transaction prices for hi-fi systems?

(ii) Does the practice of suppliers recommending or suggesting retail prices lead to less variation in
retailers' advertised, displayed or transaction prices of hi-fi systems than would otherwise occur?

(iii) Does this practice restrict or reduce intra-brand competition and/or inter-brand competition at the
retail sale level?

Suppliers

(iv) Do suppliers of hi-fi systems use recommended or suggested retail prices, together with
adjustments in trade prices, to protect retailers® margins when products have to be “repositioned"*
in the market?

(v) Do suppliers attempt to control the prices advertised by retailers for hi-fi systems?

(vi) Do suppliers influence retailers to observe their recommended or suggested prices for hi-fi systems
by:

(a) threatening to withhold supplies permanently or temporarily, or failing to supply models in the
numbers, or at the time, expected,;

(b) threatening to limit the numbers supplied of all or selected models;

(c) threatening to alter adversely the terms of supply, eg credit terms, or levels of discounts or
allowances, or advertising cost contributions;

(d) providing some benefits retrospectively, eg margin payments or promotional allowances;

(e) offering financial or other inducements, eg increased discounts or preferential supplies;

(H providing price tickets and other point-of-sale material; or

(g) other means?

Retailers

(vii) Do retailers put pressure on suppliers to ensure that competing retailers observe suppliers' recom-

@

mended or suggested prices for hi-fi systems by:

threatening not to stock the suppliers® brands or models;

l‘Positioning' involves a supplier, probably in consultation with retailers, taking a view on where a model that is about to be
introduced stands relative to competing models, and it normally leads to the setting of an RRP, having particular regard to the RRPs
of competing models. Hence ~repositioning® normally entails the RRP being changed from the level earlier thought appropriate.

193



(b) attempting to persuade suppliers to alter adversely the availability or terms of supply to
competitors, eg by withholding supply temporarily or permanently, or by adjusting levels of
discounts or allowances or advertising contributions;

(c) requiring compensation for harm to the retailers’ interests caused by other retailers’ non-
observance of the suppliers’ recommended or suggested prices; or

(d) other means?

Discussions between suppliers and retailers on prices

4.103. Suppliers of hi-fi systems seek to maintain a close relationship with their larger multiple retailer
customers. In particular, before launching a new model, most suppliers (but not Pioneer or B&O) will seek
the views of these customers on the positioning, and hence the price, of the model in the market. Retailers
bring to these exchanges knowledge of existing and planned competing products. Suppliers understand that
a retailer will not stock a model unless it is competitive in terms of its features and above all its expected
retail price. The price the model is expected to fetch in the market lies at the heart of these exchanges. We
were told that, throughout this process, the larger retailers almost invariably argue for lower rather than
higher RRPs than suppliers initially propose.

4.104. Virtually all RRPs are set at conventional ~price points®, often referred to as ~charm prices'.
Retailers habitually adopt them because, Dixons told us, ~emotion transcends intellect’, so that the charm
price is felt to be significantly less than the neighbouring round sum. The practice is not confined to the
reference goods nor to the UK. For the cheaper hi-fi systems the charm price is usually set 1p below a
figure which is commonly a multiple of £10.

Recommendation of retail prices

4.105. Virtually every supplier of hi-fi systems that sets RRPs informs its retailers of the initial RRPs
of its models at their launch; many suppliers also periodically issue price lists which contain and, if
necessary, update RRPs. Hitachi-albeit only a small supplier of hi-fi systems in 1995-told us that it believed
the use of the RRP was the most important element in an ~orderly market'. On the other hand Aiwa, the
hi-fi market leader, abandoned RRPs on 1 April 1997, and Kenwood told us that it did not see any
compelling commercial benefit in having them. Discussion of new models in the trade press is commonly
in terms of RRP, not a trade price.

4.106. CIH and the local groups that act as suppliers (see paragraphs 4.45 to 4.50) pass on to the
retailers they supply details of the RRPs notified to them by their suppliers. We were told by CIH that
when its suppliers did not notify an RRP it would decide on one itself and issue it to retailers.

4.107. In our survey of small retailers, 93 per cent of the respondents who sold hi-fi systems told us
that they took account of RRPs in setting their own prices. Multiple retailers gave a range of responses (see
paragraph 4.157(a)). Dixons and Comet denied that they were influenced by RRPs but agreed that their
own prices often coincided with them. Argos told us (see paragraph 10.63) that, with the exception of end-
of-line items and products that its competitors promoted through vouchers, it sold all primary and most
secondary brands at RRPs, and that ~it was not undercut on those lines’.

4.108. Before a major retailer such as Dixons, Comet or one of the larger multiples decides to include
a particular model in its range, typically it will agree with the supplier a business plan, covering the
expected sales values and volume, and the marketing plan for the model, including advertising, price and
non-price promotions. Once a model is on sale, there are continuing exchanges to monitor performance and
agree on actions to maintain the volume of sales at the planned level. These may result in a consensus that
the RRP needs to be reduced. Revised RRPs are issued periodically by suppliers and sent to retailers. This
is most clearly seen at the traditional retail sales periods after Christmas and in the summer.
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4.109. We were told that, in addition, suppliers® sales representatives normally kept their retailer
customers abreast of the suppliers’ thinking on RRPs. But it was emphasized by suppliers that their sales
representatives were not permitted to put pressure on retailers to adhere to RRPs. However, we note that
regularity of contacts between suppliers® sales representatives and retailers enhances the representatives"
ability to monitor price discounting.

4.110. Observations by dealers on the influence of particular suppliers on dealers® hi-fi system selling
prices are set out in paragraph 4.159 and Appendix 10.15, cases C1 to C16.

Suppliers® terms to retailers

4.111. The RRP is typically the starting point for the annual negotiations between suppliers and
retailers on the size of retailers® gross margins (for those who sell at RRPs) and suppliers® selling prices to
retailers. Nearly all the major suppliers (but not Aiwa, Pioneer or B&O) work down from the retail price to
the price at which they sell to the retailer. We find this top-down approach to the determination of retailers®
buying prices to be a striking feature of this market.

4.112. When retailers sell hi-fi systems at RRPs, their average gross margins, after all discounts from
suppliers have been taken into account, are concentrated around [* ] to [* ] per cent of RRPs excluding
VAT, representing a mark-up of between [* ] and [* ] per cent on retailers® buying prices (see paragraph
10.125 and Table 10.10).

4.113. When determining a retailer’s net buying price, suppliers typically apply a range and variety of
different discounts. Suppliers acknowledged that this gives rise to a degree of complexity. The elements are
described in detail in paragraphs 10.105 to 10.120, and are set out in Table 10.9.

Margin maintenance

4.114. Most suppliers will agree to maintain, for most if not all of their dealers, the gross margin
which the discount from the RRP affords. If a model is not achieving the desired volume of sales and the
supplier sets a lower RRP, the supplier will also in such circumstances reduce the price to the retailer by an
amount that provides the retailer with, at least broadly, the same percentage gross margin. The practice is
also followed during the January and summer sales periods (see paragraph 10.132).

4.115. Suppliers told us that, if they do not provide this assurance to retailers, their brands will be
displaced from the shop floor by a competitor which does offer it. Multiple retailers explain their require-
ment for margin maintenance in terms of the need to share with suppliers the risk they take in committing
themselves to forward business plans for models (see paragraph 10.29).

4.116. For most of the period of our inquiry, Dixons" standard terms and conditions of purchase from
suppliers contained the following clause 1:

In the case of UK orders it is a condition that if the supplier's recommended retail price is
reduced within 98 days from the date of delivery, the full monetary difference based on the
supplier's new cost price, and using the buying formula agreed in this order, will be
immediately credited to Dixons.

Dixons told us that it could not recall any occasion when this clause had been invoked and that the clause
had been deleted at the end of June 1996 (see paragraph 10.133).

4.117. ScottishPower's conditions of contract for the supply of goods contains a similar provision.

*Figures omitted. See note on page iv.
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Margin support

4.118. In addition to the maintenance of retailers’ margins when suppliers change RRPs, we received
evidence that retailers sometimes sought margin support from suppliers to enable them to match price cuts
by competitors without loss of margin.

4.119. Dixons" standard terms and conditions included for the first 14 months of our inquiry the
following clause 13:

Dixons reserves the right to renegotiate prices and delivery dates in the event that disorderly
market forces are allowed by the supplier to prevail which are to the detriment of Dixons"
profitability or sales rate. If this condition is not met, Dixons reserves the right of cancellation.

4.120. Dixons told us that it traded with suppliers on a partnership basis and that its terms and
conditions were no more than a fallback in the rare event of the relationship breaking down. It could not
recall clause 13 being invoked. Like clause 1 (see paragraph 4.116), clause 13 was deleted from Dixons'
terms and conditions at the end of June 1996. However, Dixons also said that, where competition between
retailers or between suppliers led to prices that it believed would permanently affect the margin it could
achieve from a particular product, it would seek to renegotiate terms with the relevant supplier (see
paragraphs 10.140 to 10.143).

4.121. During a visit to Dixons" headquarters we had an opportunity of seeing Currys® divisional
management implementing this policy in the context of its weekly review of the prices for which it was
responsible.

4.122. Notwithstanding Dixons" leading position in the hi-fi system market in 1995 with its 22.6 per
cent market share, none of the suppliers we consulted took the view that clause 13 was in itself material to
its own relationship with Dixons. But we noted (see paragraph 10.141) the objections that Sony had
expressed to it, and that Dixons had in effect accepted them as valid. Sanyo told us that Dixons had insisted
on margin support arrangements but that (although these were still in place) no payments had been made
under them (see paragraph 10.138). Sanyo has a similar contractual relationship with [

* 1l,a[ * ] retailer (and had had such an arrangement with Colorvision).

4.123. We were told by suppliers that many other retailers sought ad hoc margin support when faced
with price discounting by competitors but it was the policy and practice of most suppliers to reject such
requests. However, we noted several examples of such ad hoc support being provided to small retailers:
JVC, Sanyo and Sharp were all reported to have responded to requests of this sort.

Advertising and promotion support

4.124. Suppliers frequently support retailers’ advertising and promotion activities. Potentially this
provides an opportunity for suppliers to influence retailers® prices. It is common for a supplier to commit a
much higher proportion of its total advertising and promotions budget to financing the advertising of its
models by retailers than it does to its own promotion of its brand. Advertising expenditure by the largest
electrical goods retailers is substantial. In 1995 Dixons was the fifth highest-spending advertiser in the UK;
over 90 per cent of its advertising was in the press (see paragraphs 9.131 and 9.132). Every week Dixons
and Comet take large spreads in national newspapers advertising their current price and non-price
promotions. Comet also provides information about its promotions on Channel 4 Teletext.

4.125. We were told that this prominent investment in advertising reflected the fact that consumers
were generally in the market for hi-fi systems only briefly every few years and took no continuing interest
as prospective purchasers of the product in the intervening period. Intensive and repeated advertising was
necessary to capture the interest of those in the market at a particular point in time. Some of this advertising
is on the retailer's own initiative. In other cases, the retailer and supplier will agree that a model needs to
be promoted to boost the volume of sales to the desired level, and the supplier may initiate the campaign

*Details omitted. See note on page iv.
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and bear some or all of the cost. CIH told us that it organized national promotion campaigns for some of
the hi-fi systems it bought on behalf of the retailer members of its local groups. These campaigns gave
prominence to the RRPs of the models being promoted but CIH said that retailers were free to charge
another price if they wished, and that some did so.

4.126. Where a supplier contributes to the cost of an advertisement it will try to ensure that the
presentation supports its own objectives in terms of brand positioning, protection of the logo and descrip-
tion of the technical features of a model. Some suppliers told us that they would have preferred-although
their views rarely prevailed-to see advertisements draw out the features of models and focus less on the
price. We were assured by most suppliers that they did not attempt to control the price at which models
were advertised. However, the former Chairman of Powerstore told us that most suppliers would not pay
an advertising and promotion allowance to a retailer who was advertising prices of which they did not
approve.

4.127. None of the suppliers appears currently to prohibit or otherwise restrain retailers from POA
advertising. Sony, however, told us (see paragraph 10.44) that it had previously done so on the grounds
that POA advertising could lead to ~switch-selling" (when the customer, having been attracted to the shop,
would buy a different model from the one advertised). POA advertisements are not uncommon, but we
understand that under the Price Marking Order 1991 an advertisement for a specific model that refers to the
price must say what that price is, although a generic advertisement, for example ~hi-fi systems, price on
application” would be permissible. Enforcement of the Order is a matter for local Trading Standards
Officers.

4.128. Suppliers' support for retailers’ promotions includes the provision of point-of-sale display
material, which commonly specifies the RRP. We were told that multiple retailers prefer to use their own
displays and that the suppliers’ material is of most use to small retailers.

4.129. The value of the advertising and promotion allowances obtained from suppliers varies. Figures
for expenditure on promotion of hi-fi systems are rarely available. However, across all the reference brown
goods we estimate that advertising and promotion allowances account for between [*] and [*] per cent of
RRP (excluding VAT); we were given no reason to suppose that this does not apply to hi-fi systems (see
paragraph 6.15). These allowances are normally paid retrospectively (see paragraphs 10.115 and 10.116)
and sometimes at the discretion of the supplier. However, some suppliers told us that they did not regard
these allowances as discretionary. They would be paid if they had been agreed as part of the annual
negotiation of terms.

Retrospective volume-related discounts

4.130. Some suppliers use retrospective volume-related discounts as an incentive to retail