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PROCEEDTINGS

MR. SALINGER: Good morning. I'm Michael
Salinger. I'm the director of the Bureau of Economics
here at the Federal Trade Commission.

I have to begin with some security
announcements. So item No. 1, please do not use cell
phones in this room. I'm told it's not just a courtesy
issue, but that it's also a security issue. So you can
have your phones on vibrate, but if you need to talk on
the phone, please go out into the hallway.

Second, if you leave the building, you're going
to -- okay. I'll just speak louder. If you need to
leave the building, you're going to have to come back
through security. So you might want to consider that
when you step outside.

And then finally, in the unlikely event that
alarms, fire alarms go off, then we are to go across the
street. There'll be lots of people who know precisely
where you're going to go, so just follow the apparently
knowledgeable people.

So with the security stuff out of the way, I
would like to welcome everyone and thank you for coming
to this conference. We are going to be talking about

merger review in the grocery store industry. But the
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idea behind this conference is much bigger than grocery
store antitrust, important as that might be. We're
holding this conference to ask the big picture question
of whether merger analysis asks the right questions. We
cannot answer that in the abstract. We can only do so by
looking at evidence.

The Bureau of Economics tries to assess merger
review in a variety of ways. One important way is to do
retrospective analysis on individual mergers. Bureau of
Economics staff have been particularly active in
reviewing consummated mergers in the hospital and oil and
gas industries. The Bureau's retrospective on the merger
between the Evanston, Northwestern, and Highland Park
hospitals arguably played a key role in the Commission's
judgment that there is reason to believe that the merger
may have reduced competition.

In oil and gas, just yesterday I testified
before the Joint Economic Committee of Congress about
whether consolidation in the industry caused the price
increases we have recently seen. I was able to testify
that consolidation has not caused the recent price
increases, in part based on three oil merger
retrospectives performed by Bureau of Economics staff.

Another way in which we assess past performance

is to publish data about it. Bureau economists Malcolm
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Coate and Shawn Ulrick published their statistical
results about the factors that assist in predicting FTC
actions. Of course, that analysis cannot say whether
merger enforcement is appropriate or inappropriate. But
establishing what in fact gives rise to merger
enforcement as opposed to reading what we say about what
gives rise to merger enforcement is an important step.

Today's conference represents a different
approach to assessing merger enforcement. By looking at
an entire industry in which there is a long history of
merger and merger review, we can try to put FTC
enforcement into a perspective that is broader than the
review of a single merger.

The design of today's conference has three
major pieces. The first session is the 50,000-foot
perspective. Paul Ellickson, a professor at the Fuqua
School of Business at Duke and someone who's done
substantial research on the grocery store industry, is
going to talk about his data analysis of how the grocery
store industry in the United States has changed over time
and what role mergers seem to have played in that change.
That will give us some historical perspective.

Another way to get some perspective on the
industry is to compare the grocery store industry in the

United States to the industry in other countries. We're
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privileged today to have Benoit Durand from the U.K.
Competition Commission and David Parker from Frontier
Economics to discuss the grocery store sector in the U.K.

So that's part one. Then part two, after we
get the 50,000-foot overview under our belts: The second
session will dig into the trenches. We're going to
explore what goes on in the trenches from both sides. We
have two attorneys with extensive experience representing
grocery store clients before the FTC. Deborah Feinstein
from Arnold & Porter will make a presentation on behalf
of Kroger. And then we also have Chris MacAvoy from
Howrey talking about what he believes several of his
clients were trying to accomplish with their deals.

After Debbie and Chris present the grocer's
perspective, Jim Fishkin, who had extensive experience
with grocery store mergers when he worked at the FTC,
will talk about the general approach the FTC took to
reviewing deals when he was here.

The decision on the part of a company to
undertake a merger, and the decision by the FTC about
whether to take any action against it, both entail
forecasting what effects the merger will have. To
comment on the contrast between those forecasts, we have
one of my eminent predecessors as bureau director, Dave

Scheffman, to see whether there's any -- or to comment on
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whether there's any connect between the two.

The afternoon will be devoted to recent
academic research on the grocery store industry. We will
have two sessions, each covering topics central to
antitrust enforcement in the industry. The first will be
on pricing strategies, with papers by David Bell and Jon
Seaton, and the second will be on industry dynamics, with
papers by Tom Holmes and Arie Beresteanu.

These will set up a discussion in the
concluding panel that will both revisit the topic from
the morning panel of whether merger review is
appropriately focused and then comment on whether modern
research provides insights that can improve merger
review.

That panel includes a distinguished group of
antitrust scholars and practitioners. Giving them full
introductions will take more time than I have for these
comments. But just briefly, we've have Tim Brennan, a
former holder of the MacDonald Chair at the Canadian
Competition Commission; Joe Simons, a former director of
the Bureau of Competition here at the FTC; and Dennis
Carlton, the deputy assistant attorney general for
economics in the Antitrust Division.

Now, I said the conference is organized into

three main pieces. But really, it's four. At lunch,
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10
we're very fortunate to have Bill Kovacic, one of the
current FTC commissioners, giving the keynote address.
Bill has been a vocal proponent of how important it is
for antitrust agencies to devote substantial effort to
asking the question of whether they're doing things
right. Without that encouragement, I doubt that today's
conference would have happened.

Before we get on with the conference, I would
also like to thank Chairman Majoras and her office, most
notably Brian Kuzman, for their support and encouragement
for this conference. 1I'd also like to thank my fellow
bureau director, Jeff Schmidt, both for supporting the
general idea of holding the conference and for helping me
contact people in the grocery store industry to solicit
their participation.

Finally, I owe a huge debt of thanks to Chris
Adams, who fleshed out this conference. I've been
pushing to do this conference for nearly two years now,
and it was really his hard work that made it happen.

So again, thank you all for coming, and I hope
you find it to be a stimulating and productive day. And
with that, if we can have the panelists from the first
session come up.

Our first speaker is Paul Ellickson. As I

mentioned, he's an assistant professor of economics at --

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

11
ooh, I got you wrong in the beginning.

MR. ELLICKSON: Yes. I'm in the econ
department.

MR. SALINGER: You're in the econ department.

MR. ELLICKSON: I used to be in the business
school. I decided I didn't like money that much.

(Laughter.)

MR. SALINGER: He's an assistant professor of
economics at Duke. He received his PhD in economics from
MIT in 2000. He previously taught at Rochester. And his
research interests are industrial organization of applied
micro-econometrics and marketing. And he's done a lot of
work on the retail industry.

MR. ELLICKSON: So do I have slides up here?

Okay. Thank you for having me out. I am Paul
Ellickson from Duke. And I'm going to talk about the
evolution of the supermarket industry and a little bit
about mergers, the roles of mergers and acquisitions,
although I'll leave a lot of that detail to people who
know it better than I.

So to just give you a quick highlight of what
I'm going to talk about, I'm going to try to walk you
through the major eras in the grocery/supermarket
industry in the past hundred years. And the executive

summary of that is that there are basically four things
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12
that you want to have in mind.

First, a hundred years ago was the chain store
revolution, more or less, led by A&P, which was in every
respect the Wal-Mart of its time. Then in the '30s you
got the introduction of the supermarket format, which
changed the scale, the store-level scale of the industry
guite a lot and had a lasting impact.

Then the next big innovation was actually not
for another 50 years, but was the explosion of products
that happened in the 1980s and the introduction of
sophisticated information technology at the back end in
the growth of super-stores.

And then the last important development that's
happened has been the entry of Wal-Mart into the
supermarket industry and the grocery industry, the
proliferation of supercenters. And the last thing I want
to mention is a recent phenomenon, which is the growth of
what people are calling extreme value stores, which are,
at one end, companies like Save-A-Lot and Aldi that are
the dollar stores of the supermarket industry, and at the
other end firms like Whole Food and Wild Oats. And these
are a couple of the fastest-growing segments of the
market. So that's kind of the broad points that I'm
going to hit through here.

So just to walk you through the history, circa
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13
1890, a hundred years ago, people had to go -- if they
wanted groceries, they pretty much had to go every day.
They had to walk there. And they had to go to a lot of
different types of specialty stores. Right? So you'd go
to the fishmonger for your fish. You'd go to the
meatcutter for your meat and the produce guy for your
produce.

You had tons, like 500,000, of these types of
stores spread all over the place. They were tiny. They
were run in a pretty haphazard manner. Pretty much no
accounting was being done in a lot of those places.

And one of the things that was very costly for
them was that the early grocery stores before A&P would
deliver stuff to you. You could call them up and they
would bring it to you. And they also sold a lot of stuff
on credit, which really added to the cost for those guys.

And so what happened around the 1910s or
starting a little bit earlier than that was the Hartford
brothers at A&P completely changed the game. They came
in and said, look, I'm going to pull a page out of Henry
Ford's book, and I'm going to introduce standardization
and scale to this industry, and I'm going to build a
giant network of stores.

I'm going to apply scientific management

principles. I'm going to take logistics serious. I'm
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14
going to take site selection serious. And I'm going to
introduce a new type of a format, which was called the
economy format, which was cash and carry. So they got
rid of -- the first big innovations they did were to get
rid of the delivery and the credit, which was very nice
for them.

And so to give you an idea of what kind of
revenue these guys were doing, the per-store revenue of a
typical A&P in the 1920s was something like $40,000 a
year, which is like $500,000 a year now, sSo a small
convenience store. That's kind of what you picture that
object as being.

A&P also integrated into both distribution and
mfg. So they operated their own warehouses, their own
distribution networks, and they also produced a lot of
their own products. So private labels in some sense were
their game back then. And of course, they were relying
on introducing volume to the industry. So volume and
"low margins," where low margins is relative, obviously,
to what the margins are now.

So what were the big advantages of the chain
stores and why did they grow so rapidly? So you'll see
on the next slide that these guys just exploded. A&P
went from a few hundred stores in 1900 to 13,000 stores

in the late '30s. And the other names that you see up
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there are names that we recognize today.

So Kroger really ramped up their number of
stores. American Stores, which was in existence until
just a few years ago. Safeway, of course, still a top
three firm. And First National has since disappeared.
But you can see that these things were growing really
rapidly.

And so why was it? Well, again, fewer
services, and basically price. Right? These guys were
20 percent cheaper than the existing "independent
grocer." And why were they so much cheaper? Well, they
offered fewer services, so they didn't deliver. They
didn't have these trading stamp things that people were
emphasizing back then. They didn't sell on credit; it
was cash and carry.

They took site selection very seriously; they
had people standing on street corners counting the number
of people that would come by. And they also did -- when
you see Tom Holmes later talk about the rollout of Wal-
Mart, the rollout of A&P was actually quite a bit
different because they were rolling out stores at a
similarly breakneck pace, but they were also rolling them
back all the time.

So they built like 3,000 stores over the course

of a few years and shut down like half of them because
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16
they were trial and error, trying to figure out which
places worked and which places didn't. And their scale
is what would allow them to do that.

Obviousgly, their scale allowed them to
specialize things, take accounting seriously -- that's
another angle in which they were able to undercut people.
They focused a lot on logistics and distribution. So
again, very Wal-Mart-esque activities, just a hundred
years ago.

Integrating into manufacturing allowed them to
control their quality of product relative to a lot of
their complaints. And of course, they took inventory
management and stocking very seriously as well, managing
their stocks of goods and their turnover.

And I think one of the things that I emphasize,
that helps offering my thinking about what is going on
with big chains, is that what the big advantage is is
something about coordination, something about getting the
individual stores to do what the big machine in central
wants it to do. And I think that's what was driving
their advantages back then. I think that's what's
driving the advantages of the big chains now.

Other people obviously would emphasize buying
power, but I think if you go back and you read stuff by

Morris Adelman, who did a lot of work in A&P during the
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times that they were being litigated, he would make the
case that maybe buying power was something like
15 percent of their advantage. That wasn't really what
was driving it, was squeezing manufacturers. It was more
kind of efficiencies all over the map from all sorts of
angles.

So you can see that this happened. These guys
rolled out stores like crazy. They sucked up an amazing
amount of share of the industry. So they went from a C5
of like 4 percent of firm concentration ratio to having a
quarter of total grocery sales. And of course, they
attracted, not unlike Wal-Mart, a lot of unwanted
attention.

So the Robinson-Pattman Act was more or less a
shot across the bow of A&P in particular. And Wright
Pattman was clearly a guy with real populist
sensibilities because the other thing he championed was
something called the chain store death tax, which was
supposed to do something like charge 75 percent tax on
the revenues of the firms. So he was just adamant about
putting A&P out of business.

And of course, that was coming from the little
guy, the little guy saying, oh, he's come to town and
killing me off. You've got to help me out. That sounds

familiar today; there's other people making similar
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18
claims.

And it's a little bit hard to know how board
all the attention that they got was in terms of
performance, like A&P crashed and burned in the '60s and
'70s, but it probably didn't have that much to do with
antitrust activities. It was just poor management on the
part of the firm.

So something that was happening contemporaneous
to the chain store revolution was big demographic changes
in the United States. So at the same time this diffusion
was going on, you were also getting big structural
changes like urbanization; like people moving to the
cities; incomes going way up; incomes coming down, of
course, in the Great Depression; refrigerators being
introduced into the home, but also into the
establishments selling stuff. And of course, the
automobile was diffusing a lot in this period as well.

So what did that mean? It meant people didn't
have to go to the store every day, and they didn't have
to walk there. And so it changed the technology right
under the feet of A&P. They built this beautiful network
of tiny little stores, and all of a sudden they were out
of date within a ten-year period business. Now all of a
sudden it really made sense to build your store farther

away and bigger and allow people to go there less often,
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and move the scale from the warehouse to the individual
store itself.

And another thing that helped that along was
the rise in mass media, radio in particular and national
brands. So there was a shift away from the private label
vertical integration style to national brands.

So the supermarket was a product of these types
of changes that were going on contemporaneously. And
this is a King Kullen, which was started by the guy that
basically gets credit for creating the supermarket
industry, Michael Kullen.

Various people will lay claim to this; the
Piggly Wiggly guy will lay some claims, and there's a
bunch of things that look like supermarkets out on the
West Coast. But by and large, Michael Kullen is the guy
that gets the credit for inventing the supermarket in
1933. He was a Kroger employee. And he came to them and
he said, I got this great idea.

I'm going to build stores that are ten times
the size of our typical store. I'm going to stock
national brands. I'm going to price aggressively. He
was kind of a megalomaniac, so he said all this stuff and
kind of exaggerated terms.

But I'm going to advertise like crazy, and

we're just going to kill the competition, and this is the

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

20
wave of the future. And the guys at Kroger said, no,
thanks. We like what we're doing already. And so he
took off and built his own store. And of course, that
wiped out the old model within 20 years or so.

The thing that's interesting to realize is that
the thing that I'm calling a supermarket circa 1933 is
not something you'd really recognize as a supermarket
today. It's really more like a club store or like a club
store crossed with a dollar store. So they were called
cheapies because they were cheap in terms of price, but
also cheap in terms of how they looked, the ambiance.

So they'd be located in old abandoned
warehouses or factories, surprisingly, in old abandoned
warehouse and factory districts, so not in a suburb.

They had very primitive wood shelving, and of course they
emphasized self-service, is the other big introduction
that they put in, was if you went into an A&P or a Kroger
in that time, you would been helped by a clerk, who would
have been suggesting some stuff to you and trying to
upsell you on various things.

And these guys just said, look. You're going
to go around and pick out your own stuff. A few years
later, some smart guy i1s going to come along and invent
the shopping cart, and make that a little bit easier on

you. But that was one of their big innovations as well.
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And they were cheap. They were like 13 percent cheaper
than the chain stores, which themselves had been 13
percent cheaper than the little independent grocer back
then.

So that's giving you an idea these things were
really not like what you think about as like a Kroger or
a Safeway today. They were really more like kind of
Dollar General crossed with a club store, but in a really
bad area.

And they also sold a lot more than just
groceries. So King Kullen sold tires and vacuum
cleaners. Big Bear, which is another one of these big
guys back then, was a lot more like a Wal-Mart
Supercenter. Only 34 percent of their business -- or,
sorry, 56 percent of their business was coming from
groceries. Today Wal-Mart probably gets 40 percent of
their business from groceries.

And these guys did a lot more business than the
typical chain store, like ten to twenty times as much.

So in their first year in operation, King Kullen made
about a million dollars a store, which is about $14
million a store today, which puts them right at the mean
in terms of the typical grocery store now.

Big Bear, on the other hand, made 3.8 million,

which puts them square in the middle of Wal-Mart
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territory today in terms of sales. So these guys were
doing a very similar model of what you have today, but on
a bit of a smaller scale in terms of number of products.

So the supermarket took a little while to take
off, partly because World War II got in the way, and we
get price controls and labor problems and everything that
happens when you have a war. But after the war, they
took off like crazy. So they went from 386 supermarkets
to something like 5500 by 1948. Doubled again by '54.

By '63, they're up at 21,000, and by the '70s,
you've got about the same number of supermarkets that you
have today. This is 25,000 or so. If you're inflating
the cutoff with inflation for what it takes to be called
a supermarket, which in the '70s was about a million
dollars a year -- now it's probably like four or five
million, if you use that rule -- then you'd end up with
about 25,000 supermarkets today.

And you'd get about the same share of
groceries. So they ramped up their share of groceries
pretty much steadily until they hit the steady state
here, about 75 percent, which is the same basic ballpark
as it is today.

So what happened after the war? You got a
period of steady growth. You got suburbanization. You

got small chains; really, the power shifted to the little
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guy because now the store was kind of like a warehouse
itself. So it was really the smaller guys that led the
way in terms of building supermarkets that -- you know,
the Michael Kullens of the world. But even A&P started
converting to supermarkets by the '30s, and A&P was even
a bit faster than Kroger and Safeway, firms a little bit
slower to pick up on that. But they did.

Sometimes they rolled out a second line, which
was typical of this industry. So Kroger initially opened
things called Pay n' Takits back then, as opposed to
Krogers when they were making supermarkets. And the
other thing that happened is that it changed from being a
cheapie to being what we would recognize as a supermarket
today.

So now we're building in the suburbs. Now
we're building them in shopping centers. Now we've got
delis and bakeries in them. And now they look, circa
1950, like something if you're at least over 30 you would
recognize fondly from your childhood as being something
quite recognizable. So this is a Safeway in 1955 or '58
in Lodi, California. And these black and whites are some
of their flagship stores from the '50s.

So then what happened in terms of postwar
growth, so you've got rising incomes and the growth of

suburbs. You've got a steady supply of new locations
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opening up out West, and so forth, and building new
stores. A lot of little chains are building stores and
becoming bigger chains, mostly led by regional chains.
But the big guys were coming on as well.

And then there was actually a lot of
acquisition as markets got saturated, kind of got over-
stored. A lot of the little guys turned to doing
acquisitions in order to be able to amass stores,
increase their storing outright. So you got a lot of
merger activity in the '50s and early '60s, and you can
see some of that happening here.

One interesting thing is that it wasn't
everybody that was doing this. It was the Winn Dixies
and the Grand Unions, and the American Stores and the
Krogers were smaller chains at that point unless -- A&P
didn't merge much at all or use acquisition much at all,
and neither did Safeway.

So like I said, merger was basically a tool for
mid-sized chains to grow. It started in the '60s. And
it attracted attention, so the FTC kind of put the kibosh
on these guys by saying, look. Any firm that's got $500
million or more of assets, we're going to look very
closely at you if you try to acquire anything but wvery
small stores.

And they took action against National Tea and
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Kroger in the '60s. The key case here was probably DOJ
v. Vons in '66 in L.A. Vons was a No. 3 firm. Shop &
Bag or Bag & Shop, or something that I forget the name
of, was the No. 6 firm. They wanted to merge, and the
DOJ said, no dice. That would be too much concentration
there.

And I think late in the '60s was when the first
food distribution merger guidelines were established as
well. And that pretty much put the brakes on a lot of
acquisition activity in the '60s and '70s.

So the next big thing to happen was recession
and saturation kind of hitting together, and supermarkets
looking for a new way or losing money for the first time.
And it was at this point that you got some of the
explosion in formats that you see today. So all the big
interesting formats that are arising today, a lot of them
got their start in this period.

So club stores maybe started in the '70s and
'80s. Limited assortment stores, which are again these
Dollar General type stores that cater to people that are
below the Wal-Mart demographic, so people for whom Wal-
Mart is sort of expensive, mainly because they carry
national brands. These guys tend to carry private label
stuff, cheap stuff.

And of course, being the '70s, at the other end
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of the spectrum you also got natural food stuff starting
up as well. And you might keep your eyes on those
because those guys are going to come back later. But
this is really where this movement started as well.

This is also the heyday of the small to medium-
sized chain. So if you look at what chains look like in
this period, the national Safeways, Krogers, and A&Ps
were sort of treading water or losing share from the '40s
even though the '80s, whereas local chains, like single
MSA chains, were growing a lot, and sectional and
regional chains were growing a lot. So this was the era
of the 20- to 40-store chain having a lot of impact.

And so then the next big thing to happen was
the information age. So in the '70s, you got this
explosion in format. But probably the most important and
significant thing that happened there was the
introduction of the UPC code and scanning registers.

So the first bar code was installed in '74 in a
Marsh supermarket in Troy, Ohio. And by '86, 50 percent
of the stores had them. And this was big because this
gave retailers, first of all, a lot more power. It gave
them access to the same information about product
movement that the manufacturers had. It gave something
to trade with firms like IRI and Nielsen in order to give

access to more data and more data analysis.
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And so you got the beginning of test marketing

and consumer panels, which of course eventually laid the

groundwork for product proliferation, lots of additional

products coming out, and also gave people the beginnings

of what they would need to take logistics into the next

stage, computerize it and stuff.

So what happened, from '74 to '90 you got a

tripling of the number of products carried per store,

both because things were coming out in different sizes

and people were adding different stuff to the store, et

cetera, et cetera. Store size was growing steadily

throughout this entire period at a thousand square feet a

year. So you can see there's going to be some pressure

on these guys to figure out a way to manage all this

stuff.

And so there was a greater need for

coordination, a great need for more advanced back end

stuff, so electronic data interchange and best in time

delivery and this type of stuff. That was beginning to

be a pressure in the '80s.

You also got the supercenter and the extended

format in order to be able to pack all this stuff in.

So

if you look at what's happening to store formats from the

'80s through the '90s, you see the conventional

supermarket, the one I showed you the picture of,
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out and these extended formats, like superstores and food
and drug combos, coming up. So Wal-Mart would be like a
hypermarket, and that didn't really take off until after
this period. And you also got your warehouse and limited
assortment stuff happening as a result of the recession
and so forth.

So here's what was happening to square footage.
And that's pretty much a constant upwards trend, pretty
much going back even to the introduction of the
supermarket format. It would have been about 3,000 or
6,000 square feet. That's probably pretty much a linear
trend. And products per store, you got something closer
to something much more exponential due to computerization
and test marketing and all this type of stuff that is
happening at that point.

So what was the next big thing? The next big
thing that happened in the '90s, of course, was the entry
of Wal-Mart. And so Wal-Mart has been rolling out
supercenters at a breakneck pace since 1988. Tom Holmes
will tell us a lot more about that. They also triggered
a wave of mega-mergers right around 2000. So you got
Kroger buying Fred Meyer, and you got Albertsons buying
American Stores, and you got, very recently, Supervalu
buying Albertsons, and a bunch of other mergers, and the

other guys like this, basically triggered, as far as I
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can tell, by the fear of Wal-Mart steadily encroaching on
the grocery business.

There was also a wave of merger in the '80s
that I've got less of an understanding of what those were
about. Some of that was just about downsizing and
getting rid of the bad stores.

So Wal-Mart has certainly quickly shot up the
ranks. But I think its impact is overstated a lot. And
part of the reason is because -- so the data that
everybody uses to say, okay, what share of the
supermarket industry does Wal-Mart have, is the
progressive grocer trade dimensions A.C. Nielsen data,
which I use a lot in my own research.

And they seem to have made a decision around
2000 or 2001 when I think Wal-Mart stopped cooperating
with A.C. Nielsen to start reporting Wal-Mart sales as
total/total sales, sales in groceries and the rest of the
stuff, the bikes and the shotguns and the polyester
shirts.

And so by that token, they're getting credit
basically for everything they're selling. And that's
getting plopped into the supermarket business. And so if
you take their numbers seriously, it looks like Wal-Mart
controls almost 23 percent of the supermarket. And

that's just not right. That's just flat-out incorrect.
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More like 9 percent.

And that's still a lot. But where am I getting
this claim? Well, first of all, they don't have much of
a presence in the major cities, so the top eight cities
are essentially nothing. The next two cities, you get a
couple Texas cities where they gquote unquote have 30
percent of the market.

Only 62 percent of their supercenters are in
MSAg; 48 percent of them are sitting in -- or, sorry, 38
percent -- are sitting in non-MSAs, so more rural areas.
And I would bet you -- and this is something I'm looking
into, but I would bet you that even a lot of these stores
are peripheral. They're not central city.

Their market share, however you want to
calculate it, is twice as big in small markets as it is
in large markets. They've also got a pretty big threat
coming from these limited assortment guys because their
business model is aimed at lower income people. And at
least in the cities, Aldi and Save-A-Lot really are
giving those guys a better deal because they're
undercutting Wal-Mart by offering private label stuff.

Why do I think I'm not making crazy claims
here? Well, look at the stock price. Wal-Mart stock
price is flat in the past five years. Kroger, Safeway,

and even Supervalu are actually doing quite well. A
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couple of them are even outperforming the S&P 500.

Of course, given my economic department salary,
I don't want to bet against Wal-Mart with my money. You
can do it with yours. But again, just to back up these
claims, so you look at the number of stores that are in
MSAs for Wal-Mart versus the other major firms, and Wal-
Mart is at 62 percent and most everybody else is above
80.

I mean, obviously I'd be scared if I was a more
rural chain like Lowes or Winn Dixie. I'd be pretty
scared. Or Food Lion, maybe. But I'm not so scared if
I'm one of the major firms or if I'm a firm like Wegmans.
To Wal-Mart, I say, bring it on. You're not doing
anything that hasn't been done in this industry for a
long time. It's a mature industry.

So here's the market share information on these
guys. Like I said, they're basically a nonentity in the
top eight markets, and after that you see some pretty big
share. But I think these numbers are doubled. They're
inflated by 50 percent. If you deflate them down to like
40 percent, you say they're doing 40 percent of the
reported stuff in the trade dimension data, then Wal-Mart
looks like what you think they should have been able to
do.

So when I was writing my thesis ten years ago
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and I was thinking about Wal-Mart, I was saying, you know
what these guys are going to do? They're going to come
in and they're going to kill off the fringe. They're
going to kill off all these little stores that are out in
between MSAs and so forth. And as far as I can tell,
that's pretty close to what they're actually doing.

And there's a lot of money to be made there.
That's a nice business to be in. But it's not city
money. And I don't think they have a shot at getting
into the cities, personally.

So another interesting trend, just to cap this
off because I'm almost out of time, is the other big
thing that's happened in the past ten years is like the
growth of what people are calling the extreme wvalue
segment. So look at the rapid growth in Aldi and
Save-A-Lot. Save-A-Lot is actually owned by Supervalu,
but they do a lot of franchising.

So on the bottom end, think about the middle 70
of the grocery business being the stuff that's fought
over by the Safeways and the Krogers and the Wal-Marts of
the world. The outer ends of this thing that is the
fringe is now being carved up by these super low-end
guys, who are eating up that market and really catering
as well to minority groups and to the Hispanic

population. That's what's happening here.
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And on the top end, you've got people coming in
and serving the people that are sort of too rich for the
typical store. So this should be interesting to watch
develop. I don't know what's going to happen with this,
but that's an interesting trend.

So I'm out of time, but the last thing I want
to leave you with is this quote that I pulled from a
paper. And it says, essentially, that you've got all
these choices in the cities, and it looks like the
industry is tending to return to discount operations at
low margin, one-stop shopping centers. But even now, the
quality supermarkets are continuing to prosper and grow.

This could have been written last week. It was
actually written in 1972. And if you go back to 1950,
you'd see something similar to this as well. So one of
the things that's interesting about the supermarket
industry is that it is a developed and relatively simple
business, and the things that you'd emphasize about it 40
years ago are the same types of things that you would
conclude today.

So anyway, that's my 50,000 foot perspective on
the historic evolution. Hopefully that sets the stage a
bit for people to talk in more detail.

MR. SALINGER: Great. Thank you very much.

That was terrific.
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(Applause.)

MR. SALINGER: Well, to give us some
international perspective, we have Andrew Taylor
initially. He's the inquiry director at the U.K.
Competition Commission, where he directs inquiries into
merger transactions as well as the effectiveness of
competition in markets more generally.

Currently he's leading the Competition
Commission's investigation into the U.K. groceries
industry. Prior to joining the Competition Commission in
2005, Andrew was a consultant in the utilities sector,
primarily water, and previously worked for the Australian
government. So Andrew.

MR. TAYLOR: Thank you. Well, good morning.
Thanks very much for having me here to talk to you today.
Benoit is also working with me on this inquiry back in
London, along with a number of other people. But if
you've got any difficult questions, I'll get Benoit to
answer them later.

What we are doing is a market investigation
into the groceries industry in the U.K. And before I
tell you a little bit more about it, I just thought it
would be useful to give you just a before sense of what a
market investigation is for us.

It's a general investigation by the Competition
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Commission. We're asked to carry these out by the Office
of Fair Trading, the other competition authority in the
U.K. We have the power to order remedies. So these
could be structural or behavioral remedies.

So if you want to put it in the context of the
grocery industry, we could, for example, require them to
divest stores, for example. So that kind of gives you a
sense of what we can do with these inquiries.

So having heard the first presentation, which
is all about mergers and so on, and perhaps this isn't as
relevant to your thinking about merger control, but it
probably is a little bit interesting in terms of just
giving you a sense of where we've been in the U.K. in
terms of grocery retailing investigations in recent years
and where we are at the moment.

So this investigation, the current one, started
in May last year. We've published some initial thinking
in January this year, and we've got some provisional
findings due in September, with a final report early next
year.

We've got quite a history of investigating the
grocery retail business in the U.K. The CC held another
market investigation back in 1999/2000, and since then
we've also had a couple of merger inquiries. So in 2003,

the U.K.'s fourth largest grocery retailer, Safeway, was
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being bid for by the three largest U.K. grocery
retailers. That's Tesco, Sainsbury's, and Asda. Asda
which is owned by Wal-Mart, and one other, Morrisons.

And as a result of that inquiry, Morrisons was allowed to
acquire Safeway and other three were prohibited from
making that acquisition.

And then in 2005, we had another look at
supermarkets. As a function of that 2003 transaction,
Morrisons acquired the Safeway chain and it started
divesting all the small stores, and it developed really
into one of the larger stores.

And so in one of the transactions, it decided
to sell 112 stores off to Somerfield. And that
transaction was referred to us to have a look at as well.
And so we allowed most of that to happen, but we
prohibited a few of those store acquisitions.

So we've got gquite a lot of history in the
sense of looking at the industry, a little bit different
from having precedent in the sense that when we make
decisions, they're administrative decisions and they
don't have precedent value for us. But, in a sense,
obviously they give us some guidance when we come to a
new inquiry and we want to look at the industry again.

So what I thought I'd do is quickly just take

you through a few of the issues for this current inquiry,
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and then refer you on to some further reading or further
documents that you might want to take a look at.

So here's a market definition. The approach
that we've taken in the U.K. is in past cases, it has
been to find what's known as two markets. It's the two
markets approach. We've got a separate market for one-
stop shopping, which is defined as stores -- or has been
defined as stores larger than 1400 square meters, which
is around 15,000 square feet.

And at the time, they were considered
sufficiently large for shoppers to carry out a single
weekly shop. I guess the Commission in previous
inquiries had looked a shopping behavior and how people
went about doing their shopping, and based this on a view
that most people did a single weekly shop.

And then they did secondary and top-up shopping
during the week, but they did a single weekly shop. That
was their most important shop. And in order to service
that, you needed a store that was sufficiently large, and
they drew a threshold of 1400 square meters.

So they defined the market in terms of store
size, and they also defined it in terms of, if you look,
fascia. And this gets back to the point that Paul was
making earlier about the conversational supermarkets and

the high end and the low end people, where the approach
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taken in the U.K. was to list those conversational
supermarkets and say, yes, these are the people competing
in the product market.

But the hard discounters, the people like Aldi
and Lidl and Netto, they're not competing with the
conventional supermarkets, and neither are the people at
the top end, like Marks & Spencer.

So that was kind of the history that we
inherited when we started this inquiry last year. So
we're still looking at market definition, and David
Parker, who's going to talk next, will I'm sure tell you
why the market as a whole is bigger than we perhaps think
it is at the moment.

But we have published some more thinking just
yesterday which said, well, this 1400 square meter
threshold which has historically been in place in the
U.K., we're not really sure how significant that is any
more. We're not sure whether there's any real magic
about that number in terms of stores above it and stores
below it.

We still think that, in a sense, large stores
constrain each other more than small stores constrain
large stores. But we don't think that you can really
draw a line, a hard line, in there around store size.

And part of that, we think, is probably -- or
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in terms of the dollar analysis we've done, part of that,
I think, is being driven by changes in shopping habits.
Certainly we've seen a decline in the popularity of the
one-stop weekly shop in the past -- even within the last
ten years.

The number of households who are conducting
one-stop shops has fallen, and people are doing more
frequent shopping and small basket sizes. And we're
being told that a lot of that is being driven by
popularity of chilled food and ready meal type products.

We've also looked at the competitor set again.
But the analysis that we've conducted to date is still
showing that the hard discounters, the Aldis and so on of
this world, are not really providing that much
competition to the conventional supermarkets.

On the geographic market, just before I move
on, we've in the past generally viewed the market as
qguite local, and saying that the catchment area for a
supermarket is around ten to fifteen minutes of that
supermarket. And that continues to be our view at the
moment .

So one of the big issues that we are really
looking at in this inquiry is the extent of local
concentration in the supermarkets. In the U.K. we have

four big chains and perhaps another 16 or so other chains
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with a national presence of some sort or another, and
then lots and lots of, of course, independent convenience
stores and so on.

And this was identified as a concern back in
2000 as well. But since 2000, what we've seen 1is Tesco
and Sainsbury's in particular have acquired large numbers
of convenience stores.

And so what you're seeing is the rise of what's
known in the media in the United Kingdom as the "Tesco
town," towns like Cambridge or Inverness where there are
huge numbers of Tesco stores. Some of them are large,
and many of them are small, and that's a function of
having acquired a number of convenience store chains.

So that's, I guess, if you like, some of the
noise surrounding our ingquiry, and one of the things that
we've been asked to take a look at and to see whether
that really is a cause for concern or not.

And then it was interesting to hear Paul talk
about the complaints of convenience store owners here in
the U.S. Certainly that's a large part of the noise
surrounding our inquiry as well. We have the Association
of Convenience Stores, which represents the 50,000 or so
convenience store operators in the U.K., and they're very
concerned about the future of their business and say that

they're basically being pushed out of business due to
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unfair competition.

So we're very much interested in barriers to
entry into local markets. If we think there's a
concentration problem, are there barriers to entry? And
so a big aspect of what we're looking at is focused
around planning, the planning system in the U.K. We have
very much, I think, a type of controlled system of
development.

If you want to open up a store, you must get
the permission of the local authorities. The local
authorities will have a development plan in place, which
will define where you can cite supermarkets and other
commercial developments. And within those plans that
each local authority develops, there is an overarching
policy that the government sets which is called the "town
center first" policy.

And that came into place in the early 1990s.
And that really means that if you want to open up a
supermarket in the center of town, that's pretty easy.
It's pretty easy, but it's difficult to get the land. So
they tend to open up small stores. If you want to open
up an out-of-center or out-of-town development, it's much
more difficult.

And they have what's known as the need test at

the moment. The government announced it was going to
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abolish it just a few days ago, partly based on an intent
to replace it with something similar, I think. And the
need test effectively says -- or allows the local
authority to come to a view on whether there's sufficient
retail floor space in the area or not. If they don't
think there is, well, then they'll let you build a
supermarket. If they think there's enough, well, I'm
afraid you can't.

So that's something that we're looking at, how
important these planning requirements have been in terms
of restricting that entry, and how is that interplaying
with local concentration of supermarkets.

The other thing that's been brought to our
attention and we've been asked to look at is what's
commonly called land banks. And these are the
substantial land holdings owned by a number of
supermarket chains, and whether they really just
represent a pipeline of future store development or
whether some of those land holdings are really strategic
holdings which are being held as a means of blocking
entries by competitors into local markets. So we're
taking a look at that as well.

And we get a lot of complaints about
manipulation of the planning system, too, objecting to a

competitor's planning applications, bullying of local
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authorities. This is all very high profile in the U.K.
and all things that we are being asked to take a look at.

The scope of inquiry is pretty wide. We're
also looking at upstream issues. Back in 2000, there
were concerns being expressed about the treatment of
suppliers, and this led to a code of practice being
introduced for grocery and retailers.

And it covers all sorts of things, like
retrospective discounts, financing of promotions, those
types of activities. It doesn't actually prohibit any of
them, or only maybe one or two, but it asks the
supermarkets to be reasonable in their application of
them.

Since 2000, we don't think it's really changed
at all in terms of supermarkets' behavior. And we are
being -- and we need to come to a view whether we think
that's a problem or not. So we have to look at that code
of practice again and decide what we want to do about it.

And then there's another item, which is
concerns by the smaller store operators about a waterbed
effect, where it's saying, well, suppliers are having to
charge very low prices to the big retailers, and to make
that up, they're having to charge much higher prices to
the smaller retailers. That's putting us out of

business, it's unfair, and we want something done about
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it.

Well, first we have to decide whether there's
any real legs to that argument. If the suppliers -- why
wouldn't the suppliers be price maximizing towards the
smaller retailers anyway? So we're looking at that. And
whether really, when you look at the pricing data,
whether that is the reality of the situation. So we've
gone and collected a lot of data from suppliers in terms
of what they charge various retailers, and we're taking a
look at the extent to which the big retailers really are
getting systematically better prices than smaller
retailers. To date, it's not clear that they actually
are.

So I'm not going to really talk much more. I
just thought I'd give you -- I've finished my time, but I
will repeat that website. We've got a lot of evidence
there. You can see the various papers that have been
submitted to us by people, both erudite research papers
as well as lots of letters from farmers who are very
upset the way they're being treated by the supermarkets.

You can also see the various working papers
which we've published to date. And we continue to put
more and more material up there until such time as we
publish our provisional findings in September.

Thank you.
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(Applause.)

MR. SALINGER: Well, thank you.

To get a perspective on this from outside the
government, we have David Parker, who's a manager at
Frontier Economics in London. He's worked on a wide
variety of E.U. and U.K. antitrust cases, including the
GE/Honeywell merger and the removal of resale price
maintenance on U.K. medications.

David.

MR. PARKER: Good morning. Thank you for
inviting me. My reason for being here is that I work for
Tesco, the largest U.K. grocery retailer. That name has
come up once or twice already.

What I wanted to do was talk about one of the
issues that has come up in the grocery inquiry, not
particularly because I want to have a debate about what's
right or wrong, but I want to talk about an empirical
technique that we've used that may be interesting, not
just in the context of market definition in market
inquiry, but also in potentially merger inquiries in
other retail industries.

The theoretical framework in the U.K. is
basically the same SSNIP test, demand and supply side
substitution as used in the U.S.

There was an important merger ingquiry -- the
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Safeway case -- a few years ago which defined the local
market primarily based on local customer shopping
distances, on average 10 minutes. The CC proposed a set
of rules about which firm could acquire which stores.
Many firms wanted to acquire Safeway, but that would have
led to a lot of overlaps in certain catchments. And the
idea of the rules was that each firm would have to divest
those if they had four to three fascia or fewer in those
local markets.

This led to arguments about Geographic
Information Systems. Is this store 10 minutes away from
that store, or is it 10.2 minutes away, or is 9.8 minutes
away? And how fast do you drive along this road, and how
long do you stop at that junction, and so on.

The current Groceries inquiry has seen similar
suggestions made about should you have a similar
restriction on organic growth designed to encourage
choice in local markets. In other words, if a store has
already got a position in a local market, should you be
allowed to buy more stores or acquire more land?

As a bit of context is -- I'm sure you're all
aware of this -- Great Britain is crowded compared to the
U.S. The overall population density in the U.K. is about
eight times that of the U.S. And urban population

density in particular, which is defined here as areas of
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500,000 people, is about three times as large. So towns
in the U.K. don't spread out as much as they do in
the U.S. And what that leads you to is something of
potential interest for the arguments about geographic
market definition, which is the chain of substitution.
So I'll just take a bit of time to try to explain this
diagram because there's a lot of information on it.

This diagram shows part of South London. The
red and yellow circles are grocery stores. The red
stores are Tesco stores above 1400 square meters in size.
The yellow stores are rival stores above 1400 square
meters. The concentric not quite circles are isochrones.
So an isochrone, I'm sure you know, is 10 minutes drive
time (or whatever type of journey you're employing) or 5
minutes drive time, say, in every direction. So it's not
qguite a circle because you go faster down some roads than
others. But isochrones are broadly circular.

The little red quasi-circle is 5 minutes around
the store at the center. The blue is 10, and 15, 20, 25.
These show you the distances you can travel in South
London.

The black dots, which look like they've been
scattered like confetti all over the diagram, that's
where people live. These are our Census Output Areas.

This is the smallest aggregation for which census data is
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published in the U.K. It's about 110 households per dot.
So in the U.K., that's quite a small area. It's half a
street or a street, depending on how big your streets
are.

If we think about the market definition test,
what we're saying is our potential market is a 10-minute
isochrone in an urban area, which is the indigo circle.
The hypothetical monopolist is assumed to be able to
raise prices in that 10-minute area by 5 percent.

Now, that may or may not be right. The
constraint on the hypothetical monopolist is that if it
raises prices at the stores inside; people within the

market could switch to stores outside that local market.

So you can see there's lots of dots -- where the
customers are -- close to the edge of the 10 minute
market (but inside it). And there’s quite a few stores

in the 10- to 15-minute isochrone, where in principle you
could start switching to.

To give us a sense of whether we can say that
switching is sufficient to constrain the hypothetical
monopolist? Can we say that 10 minutes is a local
market? What we've done is tried to use the fact that
we've got very detailed geographic information to try and
get a sense of what size should the local markets be if

you think that all these local markets are somehow
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different.

So we have a very simple theoretical framework.
Let's say you take your 10-minute isochrone, so your
indigo circle, and you say that all the customers there
travel to their nearest store. This is very simple,
Hotelling-type approach. All stores in that market raise
their prices by 5 percent. That's our SSNIP. All those
customers that are inside the market they face a choice.

On the one hand, they can remain at their
current store, but they pay 5 percent more on that
basket. On the other hand, they could go to the nearest
store outside that market which hasn't raised its price,
and they incur an extra transport cost instead. And you
could switch if one is greater than the other.

If enough customers switch away because they've
got these options outside and they're prepared to switch
to them, that wouldn't be a market. But if not many
customers slip away, then that seems like a reasonable
definition of the market. If it fails, you widen and
then you try again, and try again.

To implement this, you need four types of data.
The first thing you need is good data on locations --
locations of stores and you need locations of customers.
Well, the client has got a very good store database;

that's quite an important part of its competitive armory,
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knowing where everyone's stores are. There are also
publicly available similar types of store data.

The customer locations, as I said before, are
from the U.K. census. So you use these census output
areas, half a street. You then have pretty accurate
information on where the customers are and where the
stores are.

You can use Geographic Information Systems with
drive time assumptions to calculate the distance from
home to store for each combination of customer and store,
in this case, it uses the client's software because they
spend a lot of time thinking about this because it's
important for sales forecasting and so on. But off-the-
shelf packages exist. You've probably come across
them -- MapInfo is one example.

The second thing that you need to
operationalize this is the cost of travel time. So you
need to know how much customers value savings on travel
time in order to know whether they'd pay the extra
5 percent. We derive this econometrically. We take TNS
Worldpanel data. This is a panel of customers who scan
in all their grocery purchases over a period of time.
And this panel refreshes. As far as I can tell from the
description, it's the same type of data that Jerry

Hausman used in his paper on Wal-Mart pricing effects, if

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

51
you've seen that recently.

You've got the panel of customers -- I think
it's about 10,000 -- who scan in all their purchases.

And you can see which stores they went to and so on. So
it's potentially gquite accurate. It's certainly the best
that we've got.

What you can do with that data is see what
customers did -- you see where they chose to shop. What
you don't see is where they could have shopped but
didn't. And that's what we're really interested in. I
could have shopped at this low priced but far away store,
but I chose to shop at this high priced but close store,
in order to get some sense of the tradeoffs between, in
this case, price and distance.

What the client managed to do was ask TNS to
link the choices back to the customers and then use their
data to identify which other stores they could have
shopped at and the characteristics of those stores, and
then take out the customer data again so that it remained
anonymous .

And what you now have is customer X, and we
know that they shopped here and they spent this amount.
But they also could have shopped at all these other
places with these characteristics, and decided not to do

so. You can do a conditional logit model to try and
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identify all the different tradeoffs. And that gives you
a price/distance tradeoff.

The third thing is you need to have some sense
of a basket distribution because if you use an average
basket size, that potentially underestimates switching
because it's large basket people who would be more
prepared to switch. It makes sense. You face a higher
cost from the price increase. If I'm spending $100, then
it's an extra $5. If I'm spending $10, that's an extra
50 cents. But the extra distance I travel is the same
either way because I've got the same choices. So large
basket customers are more likely to switch.

In previous inquiries, Andrew was mentioning
that they talked about this weekly one-stop shop market.
Now, it's not quite clear what a one-stop shop is. It's
clearly something like a trip that accounts for a large
proportion of your average weekly grocery shopping. But
guite what proportion that should be is not entirely
clear. That's, I think, a common-sense interpretation.

One of the issues is that a customer’s one-stop
shop will vary depending on who you are. So someone who
is single and has no kids will have a very different one-
stop shop in terms of basket size to someone who's got
four kids ravenously chomping their way through

groceries.
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So you want to try and calculate one-stop shops
for each of these customers, on an individual basis for
each customer, and form a distribution of the one-stop
shops trips. And then as a way of operationalizing this,
you have to assume that this distribution is the same in
each census output area. Otherwise it just gets
extremely complicated (if not impossible) because we
don't have any information on how these distributions
should vary by census output area.

The last thing you need is an estimate of store
margins because that determines the profitability. When
customers switch the store loses sales, but they don't
lose all the profit associated with the revenue from the
sales because they save some cost as well.

So you look for costs that could be saved for
sales loss over the relevant time period under the SSNIP
framework. Think about maybe a year.

For instance, consider the cost of goods sold.
If you lose 10 percent of sales, you just don't buy
10 percent of goods in. So you save all of that. You
probably spend a bit less on promotions. Staff, well,
you can save some on staff, but there are staff-level
fixed costs. Distribution again, you can probably save
some, but this may also have some fixed costs. Property

costs, unlikely to be able to save very much for a
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reduction in sales. We use the assumptions that the
client used in its internal business.

To show you what happens, then what you have to
do is just to turn the handle. You calculate this
through -- across all customers and stores. And this is
a very mechanical but quite big exercise.

This diagram shows you hopefully that it's
doing the sort of thing that you'd expect. This is a
place called Holbeach, which is a fairly rural area. The
bit out to the northeast is the sea. What you've got is
you've got a store in the middle, which is Holbeach.
You've got another store over to the left, which is
marked R, which is just inside this market -- in this
case, a 1l5-minute isochrone because this is a rural area.

Then you've got a store that's just outside,
marked J, which is a possible place that people can
switch to. You'll see up at the top there's a couple of
stores marked A and E in the town called Boston. There's
another town called Wisbech just down to the southeast.
All of those are places that people could switch to
outside the isochrone if the people inside the isochrone
raised their prices.

What we've done is we've showed every census
output area to say how big is the basket size for which

you'd switch? The darker the area, the more likely you
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are to switch -- the lower the basket threshold that gets
you to switch.

What we find is this potentially can widen
these markets if we do this again and again -- and by
qgquite a lot. 1In fact, pretty much all markets are larger
than we previously identified, because actually 10

minutes is pretty small. Also, lots of customers are

closer to the edge. 1In 10 minutes, if you think about
just simple pi R squared -- 10 minutes is four times as
big as 5 minutes. So given a constant population

density, three-quarters of the people are closer to the
edge than they are to the store at the middle. So
there's lots of switching possibilities potentially going
on, which may well be relevant for all sorts of merger-
type analyses and calculating competitive constraints in
any kind of retail industry, we believe. I should say
this is a matter of some dispute at this stage.

What I'm trying to illustrate is an empirical
way of investigating some quite simple, I think,
theoretical concepts that stores outside any arbitrarily
defined catchment area will constrain stores inside to
some extent. The question is how much, and does this
chain actually end?

I think it's relevant to merger analysis even

if you don't have a market definition stage because
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implicitly you have some kind of market definition stage
by saying, what's the 1/0? What's the overall leave of
what's in and out when you're doing an analysis? What's
in the outside option? So even if you do a full-blown
competitive effects at the first stage and you don't
split things out, you're still making some kind of
decision.

And then the advantage, I think, certainly in
the U.K., and I don't know how this reads over to the
States, is that we've got lots and lots of data. So
we've got lots of locational data and customer data. So
you can actually tone down your theory, up-weight your
data and have a very simple theory, and then it's just a
turning the handle exercise.

Thank you very much.

MR. SALINGER: Great. Thank you.

(Applause.)

MR. SALINGER: Well, we have just three
minutes. And I feel that if I open it up to questions,
there are going to be many more questions than we have
time for. So I'll just pose one question for all the
panelists.

I think one of the themes that's going to
emerge today is that when we do grocery store merger

analysis, that market definition plays a central role.
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And the question is, is it capturing the effects of
mergers accurately?

And so if we compare the U.K. sector and the
U.S. sector, are there major differences where you might
say that there are aspects of the other country's sector
that you think should be emulated? Or is there -- is
public policy standing in the way of the development of
the industry, and is the analysis we're doing part of
that problem?

MR. PARKER: 1I'll pass this to the authority in
the first instance.

MR. SALINGER: Benoit?

MR. DURAND: Well, thank you. That's a great
guestion. Well, as Andrew presented, the history in the
U.K. of merger controlling in groceries has developed
rather rapidly over the last decade or so. And we have
devised some simple rules for market definition.

And often the reason for that was that the
Office of Fair Trading, which is looking at merger in
phase one, would have a quick and dirty, so to speak,
type of rule of thumbs to apply when they will look at
merger and decide whether they will send this to us.

Now, obviously, when we look at this in the
phase two, in the more in-depth investigation, I like to

think that we are not doing something too badly so that
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we prevent actually the emergence of the good efficiency
or benefits to consumers. We are trying to essentially
determine to which extent the two merging parties will
constrain each other.

And obviously, we are developing and refining
our analysis every time, in every inquiry. We're trying
to learn from what we've done in the past. And we also
obviously are acquiring more and more data because more
and more data is available. So hopefully, that is
informing us on what we are doing.

MR. SALINGER: You were kind to say that it was
a good question, but it came out pretty garbled.

But let me try to focus it more with David,
which is: Your presentation I'll take as being in some
ways critical of how the agencies are approaching the
analysis of the industry. But what you're doing is
you're not being critical in the large; you're being
critical in the details. You're saying, okay, really if
you just do market definition right, then you'll get the
right answer.

But I guess the broader question is: Should we
be so focused on market definition, or should there be
some broader sorts of questions we should be asking?

MR. PARKER: I think for me one of the key

guestions that needs to be asked is the nature of price
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variation on a geographic basis. So certainly in the
U.K. there's a view amongst the academic community that
store-by-store pricing has to be the right way to go.
Their view is that there must be benefits to store-by-
store pricing, and so why wouldn't you?

But I think empirically in the U.K., that
certainly isn't the case. I don't know what the
situation is in the U.S. My understanding is there is
price variation, but it's on a sort of zonal basis. This
suggests 1f you think of things on a law of one price
basis as defining a market, maybe that’s the
dimensionality we should be looking at. Perhaps at a
national in the U.K., a zonal level in the U.S., not a
highly micro-level approach. If we’re asking the
guestion “Is something within 10 minutes or is it 10.2
minutes or is it 9.8 minutes” I wonder whether that's
missing the real driver of competition.

MR. SALINGER: 1I'll give each of the
panelists -- do you have any final words you want to say
before we break?

MR. ELLICKSON: Well, I guess when I was doing
the work in my thesis on explaining market structure, I
started out at a much more desegregated level in looking
at MSAs as markets. And for the questions that I was

interested in asking, those were exactly the wrong
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markets, that the markets that I was interested in were
much bigger, that I used the markets that -- basically
based on distribution areas.

And I still think that's something that people
need to pay a little bit more attention to. These guys
that are operating distribution centers with 200-mile-
radius throw areas are potential competitors everywhere
in that radius. And that to me is the more interesting
set of firms, is the people that can put a store into an
area from a relevant distribution area. And that's
something I guess I'd like to see thought about a little
bit more.

MR. SALINGER: Well, the idea behind this
conference was to have us think a lot more about that.

With that, we will break for 15 minutes.

(A brief recess was taken.)

MR. SALINGER: Well, this is our "get down into
the trenches" section of the day.

We are going to start out with Deborah
Feinstein. She's here on behalf of Kroger. When we were
organizing this conference, I talked with Paul Heldman,
who's the general counsel of Kroger. He was supportive
of the idea of having the conference, and said that
Kroger wanted to participate. So we're grateful to them

for that.
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For personal reasons, he was not able to be
here today, so Debbie is pitching in. She is a leading
antitrust lawyer, principally focusing on merger and
acquisition matters before the FTC and the DOJ. She is
named to the best Lawyers in America 2007 for antitrust
law, and Global Competition Review named her on its
international list of the top 100 women in antitrust.

So Debbie, take it away.

MS. FEINSTEIN: Right. Thanks. I am doing
this without slides.

MR. SALINGER: You can choose whether you want
to be there or --

MS. FEINSTEIN: No. I think people can't see
me there so I'm happy being here.

Well, thanks for inviting me to speak. I am
making these remarks on behalf of and with the assistance
of Kroger, who's been a client of mine for over a decade.
And I want to talk a little bit about their perspectives
on the supermarket industry and our collective
perspectives on how the FTC has looked at transactions
over a number of years.

A few facts about Kroger. It has over 2,000
combination food and drug stores under a wide range of
banners. Some of the familiar names are Kroger, Ralphs,

Dillons, Smith's, and Fry's. It operates 145 warehouse
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stores under the Food4Less and FoodsCo banners. It also
has multi-department stores, convenience stores, and
supermarket fuel centers. Its revenues last year were
$66 billion with $1.1 billion in earnings.

A few significant trends about customer
shopping habits are worth noting because I think it gives
some big picture perspectives on what the grocery
industry is facing. Customers now shop for groceries 1.9
times a week, on average. The one-stop shop that people
used to talk about is long gone, I think, and people
typically now have one store for perishables and another
for the center store items, the dry goods, that sort of
thing. That's according to the Food Marketing Institute.

Supermarkets are rapidly losing their shares of
the food dollars to every format every year. According
to Nielsen data, shoppers choose to visit grocery stores
57 percent of the time for their purchases. They choose
to visit mass merchants 27 percent of the time,
drugstores 11 percent, dollar stores 7 percent, and club
stores and C stores each 5 percent of the time. So it's
clear customers are shopping multiple locations to find
what they want at the best prices.

The supermarket business always has been and
continues to be a very competitive industry. And it

really has to be. According to a recent FMI study, price
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is the overriding reason that customers select a
supermarket. Did you hear that? Price. It doesn't say
distance or location. I think that's a really important
fact.

It's also a really vibrant industry. You saw
that of the list of supermarkets that were in the first
presentation, half of those names or more don't exist
today. But as old stores go and new stores come, there's
a lot of turnover in this industry.

I'm going to discuss in a minute in more detail
Tesco, which is Britain's largest grocery operator, which
you heard a bit about from our European colleagues. It's
actually planning to enter into the United States later
this year. So there is still fertile ground for new
entry in this country.

Now, you can't talk about supermarket
competition without talking about supercenters. These
are the large combination food and mass stores operated
by Wal-Mart and Kmart and Target and Meijer. A recent
UBS report found that consumers are increasing the number
of trips they take to supercenters, but are decreasing
the number of trips they take to traditional
supermarkets.

For these reasons, the FTC has properly for

many years recognized that supercenters are part of the
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relevant market. I'm going to talk a little bit more
about their effect with respect to competitive effects
analysis in a minute.

Now I want to turn to other formats, which I
think haven't been properly recognized as being part of
the competitive landscape. Club stores: Club stores
have recently, and only recently, been included in the
competitive set for some of the transactions that have
been analyzed. 1In earlier deals, certainly the ones I
did, it was just decreed that club stores couldn't
possibly be a competitive alternative and weren't part of
the market.

Kroger sees club stores as very real
competitors. They price check them. They look to them
for ideas. The traditional supermarkets have
increasingly started carrying larger sized packages to
compete with club stores. I think you can't overlook
their effect on supermarket competition.

Mass merchandisers: These have never been
thought of as being part of the relevant competitive set.
But mass merchandisers, such as the traditional Target
and Wal-Mart and Kmart, are increasing the amount of food
that they have. I don't know if you've walked through
one lately.

The new Target up on Rockville Pike is worth a
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walk-through some time. It has aisle after aisle in its
refrigerated section. It has everything that you would
want to buy in a grocery store, with the possible
exception of fresh produce, fresh meat and fresh deli.

But most of the things that you buy, 80 percent
of what you're putting in your grocery shopping basket,
you can now find in a traditional Wal-Mart mass
merchandiser, a Target, that sort of thing. And I think
people have to increasingly think about the effect they
have on the marketplace.

Mass merchants also typically stock a
significant number of household goods. 1Indeed, according
to a Citigroup report -- no, this is FMI -- 54 percent of
all dollars spent on laundry supplies, 25 percent of all
dollars spent on snack items, and 20 percent of all
dollars spent on carbonated beverages, are sold at mass
merchants.

Every dollar spent at a mass merchant is a
dollar that, for these types of items, could have been
spent at a supermarket. They're very real competitors to
supermarkets. And if you were to go through the files of
Kroger, you would find lots and lots of references to the
effect that mass merchandisers have on their business.

Indeed, mass merchandisers are increasing the

amount of food that they sell. Target has plans to move
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to the self-distribution of food items, which is certain
to fuel even more growth of their food sales.

And then there's drugstores. These, too, are
increasing the amount of food, both shelf-stable and
refrigerated, that are offered in these stores. And
again, they're taking sales away from the traditional
supermarkets.

So all of these are formats that Kroger is
paying a lot of attention to and has for some time now.
To ignore them is to ignore a very real element of
supermarket competition.

Dave Dillon, who is the chairman and CEO of
Kroger, probably said it best in a recent speech at the
Lehman Brothers retail conference. "As the retail food
industry evolves, one certainty remains. The environment
in which we operate continues to be intensely
competitive, and we believe it would be even more
competitive in the future.

"Kroger faces a wide variety of competition for
the customer's food dollar. In addition to traditional
supermarkets and supercenters, we also compete with a
variety of nontraditional formats, including natural
foods retailers, drugstores, convenience stores, dollar
stores, warehouse clubs, even restaurants." So that's

what the CEO of Kroger was telling investors. And if he
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were here today, he would certainly be telling you the
same thing.

And for an industry that has existed for
hundreds of years, it is hardly stagnant. For instance,
Tesco, Britain's largest supermarket, has plans to open a
number of stores on the West Coast beginning later this
year. The thought is that they're going to bring to the
U.S. their "express store" concept. It combines the
convenience of a C store with many of the typical items
available in a grocery store, such as fresh produce, and
it aimed to be both near where people work and where they
live.

Tesco has a number of other formats as well,
ranging from 10,000 square feet to as large as
supercenters. If Tesco is successful here, these other
formats could follow as well.

Now I want to turn to Wal-Mart. You cannot
have a conversation about supermarket competition without
spending a fair amount of time talking about them. We
all understand that supercenters are now part of the
product market. But the important thing is to think
about how they fit into the competitive effects analysis
as well.

The numbers alone are staggering. Wal-Mart

opened its first supercenter in Washington, Missouri in
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1988. Within ten years, it had 544 supercenters. Today
it has almost 2,000 supercenters nationwide. Most
traditional Wal-Marts that are being built, the mass-only
stores, are being constructed in a way that there's a
wall that you can quickly knock through to expand into a
supercenter if that's something that they want to do.
And they have in fact expanded a number of their
traditional mass merchandisers into supercenters.

Everyone knows its stated objective is low, low
pricing. And it can offer such pricing because of its
incredible economies of scale. They derive from a couple
of factors. First, they get incredible volume discounts
from vendors, and have amazing partnerships to make sure
that they get the newest products at the best prices.

They have an amazing automatic replenishment
inventory management system that helps it manage its
inventory, and a distribution system that is
unparalleled. Finally, it has a huge amount of data to
manage exactly what it's going to do to figure out
exactly what customers are buying and exactly how they
should be selling the products.

Their database is so extensive it was once
described as being second in size only to that of the
U.S. government, and only second in capacity to that of

the Pentagon. These guys know what they're doing.
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Furthermore, and this is important to think
about with respect to the competitive effects analysis,
Wal-Mart typically prices its supermarket items as loss
leaders to draw people into the store to purchase the
higher margin durable products. So their supermarket
prices are always going to be low.

Kroger doesn't attempt to meet Wal-Mart's
prices. It simply can't. What it tries to do is make
sure that the range is not so high that it loses an undue
amount of customers to them. That's really important
point to think about.

Its employees are non-union. They have lower
wages and lower health care costs. This, combined with
the use of part-time employees, gives it significantly
lower costs.

Once Wal-Mart enters into a market, it's never
guite the same. Certainly the smaller, less efficient
stores go out of business. That's inevitable. But the
ones who remain figure out a way to compete better. They
do it by offering better services and better prices.

This happens even before Wal-Mart actually
shows up on the scene. And they give people plenty of
warning. I remember in Phoenix, they actually sent
videotapes to consumers' homes saying that they opened

were coming well in advance of the time that they opened
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their first store in Phoenix to get people excited about
the Wal-Mart concept and what it was going to mean to
them.

So as soon as it gets word that Wal-Mart is
going to come into a particular market, Kroger starts
beginning to take steps. It begins to lower its prices
because it doesn't want consumers to suddenly feel, when
Wal-Mart enters, that there's this big difference in
price. It does it in anticipation of Wal-Mart entry. So
even if it's going to take two years for a store to be
built, actual impact of that entry occurs at the time
that Kroger learns about it.

They often upgrade their stores. They remodel
them. They enlarge them. They improve the service.

They do all of the things they need to do to make sure
that when that Wal-Mart does come, they're prepared.
They come up with specific action plans to figure out
what will work best in that particular city to make sure
that they can combat or at least have a chance of
surviving the threat of Wal-Mart entry.

And it's not just Wal-Mart. Target has 180
supercenters. Meijer has 170 supercenters, largely
across the Midwest, and Kmart has approximately 55. 1It's
a very real element of competition and a very important

part of the competitive story that you have to tell in
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thinking about whether or not a supermarket transaction
is likely to have an anticompetitive effect.

Wal-Mart hasn't stopped at supercenters. It
has also introduced the Wal-Mart Neighborhood Market.
First introduced in 1999, these are smaller stores.
They're more likely to be in cities than in the suburbs.
They capitalize on the same distribution system,
economies of scale, low prices and low costs that all of
the other Wal-Marts have. Currently there are more than
95 Neighborhood Markets nationwide, and Wal-Mart has
plans to open another 12 to 20 new Neighborhood Markets
in the next year. Obviously, this is something that will
continue.

A couple of other points to mention about
Wal-Mart. Often you see that the shares that they are
noted for having in a city aren't as significant as maybe
some of the more established retailers like, say, a
Safeway. This isn't surprising if you think about it. A
dollar spent at a Wal-Mart goes a lot farther than a
dollar spent at Safeway.

I think you can't just simply say, oh, well,
Wal-Mart's only number three in the market; therefore,
it's not particularly significant when you're looking at
the numbers based on the revenue data because those

same -- if you translated the same goods that are being
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sold, they would cost more at Safeway. That doesn't mean
that Safeway is more of a competitive threat in that
market than is the Wal-Mart. You just need to think
about what those numbers in fact mean.

How many of you have ever been in a Wal-Mart
supercenter? To call them a supermarket is not
understanding the reality of these, particularly out in
the suburbs. They are in fact Main Street, USA. You are
going to find your bank. You are going to sign your kid
up for Little League there. There's virtually nothing
you can't do in some of these supercenters when you're in
the middle of a small town. And so people drive long
distances to go to them.

This isn't a situation where people think of
the Wal-Mart Supercenter as someplace that they are just
going to run down to the grocery store to get a jug of
milk. And of course you're only going to drive a couple
of miles for that.

In fact, the data show that people routinely
drive nine, ten, or more miles to go to a supercenter,
more the way you think about driving to the mall. And I
think that's important in thinking about both the
geographic dimension and the impact that a supercenter
can have on a market, even if geographically looking at

it on a map, it's more on the fringe rather than in the
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middle of the town.

I want to turn for a minute to the acquisitions
that Kroger has made to give you a little perspective on
why they've done them and how they saw supermarket
competition at the time they entered into those
transactions.

In 1999, Kroger responded to the increasing
threat of Wal-Mart, which operated over 500 supercenters
already, and entered into an agreement to acquire Fred
Meyer. At that time, Fred Meyer had 800 supermarkets and
multi-department stores.

The transaction was almost exclusively
complementary. I think that tells you something about
why they were doing it. They weren't doing it because
they wanted to increase market size in a particular area.
They are simply looking to get scale whenever they do a
supermarket transaction. So it was largely
complementary.

There were a few overlaps in small towns that
were problematic. Those were readily dealt with. The
battle ground was over Phoenix and Tucson. There was a
second request issued, and it took probably about seven
months for the transaction to go through the entire
analysis.

After an extensive investigation, the
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Commission determined that there were no problems in
Phoenix and Tucson. The reason? I previously mentioned
those tapes that Wal-Mart had sent to everybody saying
they were coming. In fact, there were clear plans. We
were able to take clear pictures of sites under
construction. We were able to get information from local
zoning boards that had approved them. The evidence was
quite clear that Wal-Mart was coming. And for that
reason, the Commission properly concluded that there
weren't any issues with the transaction.

At the time, Kroger anticipated merger-related
synergies eventually totaling $225 million by year four.
Of the merger-related synergies, Kroger anticipated that
$115 million would come from better purchasing of food,
drugs, and general merchandise. They also planned to
coordinate volume purchasing of various operating
supplies, capital equipment, and raw materials for
manufacturing.

The balance of the efficiencies were to come
from lower costs due to integration of production
facilities, distribution, manufacturing, advertising, and
rationalization of various general and administrative
expenses.

Kroger realized these efficiencies and then

some. For the combination of Fred Meyer and Kroger
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alone, not taking into account synergies from previous
Fred Meyer transactions, it achieved aggregate synergies
of $75 million by year one, $150 million by year two, and
$225 million by year three.

Taking into account the ongoing synergies that
Fred Meyer was already projected to get, it got synergies
of over $260 million by fiscal 2000, $345 million by
fiscal 2001, and $360 million by fiscal 2002. This was
in a press release. It actually looked at what the
synergies had anticipated and the synergies that it
actually got, and told the investment community that it
delivered on its promise.

Two years later, Kroger entered into an
agreement to acquire the Dallas/Fort Worth operations of
Winn Dixie. This was motivated by the poor performance
of both sets of stores. The Kroger stores were well
underperforming Kroger stores in other cities, and the
Winn Dixie stores were on their last legs.

The deal would have allowed Kroger to expand
its store base, spread its overhead among stores, and
lower its prices. Among the traditional supermarket
competitors, putting aside Wal-Mart, Kroger was the
lowest priced in the market.

The synergies expected were $40 million yearly

as of year three: from consolidation of advertising,
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reducing administrative overhead, consolidating
warehouses and transportation, cost savings from
increased private label purchases, and a reduction in
overhead at Kroger's manufacturing facilities. It had
far more private label than did Winn Dixie. Kroger also
projected a one-time savings of approximately $20 million
from the reduction of inventory that would have occurred
from the closing of Winn Dixie's Fort Worth warehouse.

And there was every reason to believe that
these synergies were real. Kroger achieved $3.8 million
in cost savings when it had merged the administrative
function of its Houston and Dallas operations and put
them under one umbrella. And I've just told you the
incredible experience they had with Fred Meyer. So they
certainly believed that these efficiencies were real.

Now, what did the competitive landscape in
Dallas/Fort Worth look like? There was Albertsons.
There was Safeway. There was Kroger. There was Wal-
Mart. You also had a number of smaller chains.
Minyards, Brookshire, and Whole Foods, along with other
smaller and independent operators, all competed.

And if that weren't enough competition, Wal-
Mart had plans to add up to 15 supercenters, five Sam's
Club storesg, and it was bringing its neighborhood concept

to Dallas/Fort Worth. Super Target had begun
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construction on five sites in Dallas/Fort Worth, and
H-E-B, another Texas chain, had also announced plans to
build stores in Dallas/Fort Worth as well.

Kroger's plans were to acquire 73 stores and
operate virtually of them. It had plans to close down
maybe three or four that were right near where it was
either going to upgrade into the Winn Dixie store or it
simply didn't need both stores.

The market shares were in the 30 percent range.
Yet the government decided to block the transaction.

They said that combining the second and third largest
players in Fort Worth -- they defined the market as
limited to Fort Worth -- would create a dominant
competitor. That assertion came despite the presence of
Safeway, Albertsons, Wal-Mart expansion, H-E-B entry, and
Super Target entry.

We believe history has shown that blocking that
transaction did not benefit consumers. What would have
happened if the deal had gone through is that Kroger
would have immediately changed the banner on those Winn
Dixie stores and made them Kroger stores.

And the evidence showed quite clearly that
Kroger priced lower than its other competitors in the
market, most notably Winn Dixie. So if it immediately

just put into place the Kroger banner and the Kroger
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pricing, every single one of those Winn Dixie stores
would have had lower pricing than they had beforehand.

More importantly, we argued that in the face of
all this competition Winn Dixie not likely survive. 1In
fact, it didn't. Within two years, Winn Dixie had
announced plans to exit the market entirely. Of those 73
stores, Kroger ended up being allowed to buy quite a
number of them, all of the ones that it in fact most
wanted. Many stores were bought by other competitors,
but many stores went dark. These were stores that
otherwise would have been operated by Kroger at low
prices but instead simply don't exist any more.

I think that's one worth taking a look at to
see why the predictions of what was likely to happen
turned out to be different than what did, at least in
terms of the staff's perception.

I think the government has gotten better at
recognizing the importance of changing conditions in the
supermarket industry. Chris will probably tell you a
little bit about the American Stores experience. We kind
of followed on one of those.

In 2002, Kroger sought to acquire Raley's
stores in Las Vegas in a transaction that was so small it
was not reportable. Staff was extremely concerned about

that transaction when it was first announced. This,
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after all, was a market that in the American Stores/
Albertsons investigation had been found to have high
entry barriers and was problematic. And for that reason,
staff threatened an injunction if we didn't give them a
little time to look at it.

We argued that there should be a way to make
sure that this investigation went quickly. We were
afraid that we were going to lose the deal altogether,
and who knows what would happen to those stores. It's
really important in thinking about investigating these
transactions what happens when these stores are out there
for too long.

One of the things that happened in the Winn
Dixie transaction was that as the investigation dragged
on and everybody knew that Winn Dixie was getting out,
shoppers stopped going to the stores. Employees started
leaving the stores despite significant stay bonuses.

Winn Dixie wasn't interested in investing even before the
transaction, but especially not after. The mere fact of
the lengthy investigation, helped bring about how quickly
Winn Dixie plummeted.

So we urged the Commission to find a way to
work quickly with us to determine whether there really
was a problem in Las Vegas. And they did so, to good

effect. We were able to demonstrate that while in 1998,
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they had said that barriers were high, by 2002, Wal-Mart
had come in a big way for Las Vegas. It had entered with
five stores, and had a share higher than Raley's at the
time of the acquisition. It planned five more
supercenters -- again, we had the pictures of where they
had the "Wal-Mart Coming" signs -- and planned four
neighborhood markets. This time, after a quick
investigation, the Commission allowed the transactions to
proceed.

Now, what kinds of transactions are you likely
to see in the future? There may be another couple of big
transactions. You know what you have going on at the
agency right now. But I think, from Kroger, you're also
going to see smaller transactions. You're going to see
particular cities where a competitor is unable to deal
with the onslaught of competition and is looking to sell.

The only company who's going to be interested
in buying in a number of these markets is one who's
already there, who already has the distribution facility,
who already has the scale economies to bring advertising
to market. And so people are often going to go to Kroger
to see if they want to pick up some of the stores.

Kroger is going to be interested in doing this
again, for the scale reasons. It has no additional costs

to add another couple of stores on its advertising with
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newspapers. It's not going to cost them much more to
serve from a distribution center. So there are real
efficiencies to this. And of course, the purchasing
scale economies from the large manufacturers are going to
bring them the ability to lower prices to compete more
with Wal-Mart and other supercenters and the new entry
that they're facing.

So I think you're going to see that these
transactions are going to raise questions in your mind if
you look only at market shares. But I think you need to
look beyond that to the whole picture.

I think FTC analysis of supermarkets could be
refined in a couple of areas. And in fairness, I haven't
seen what they've done over the last couple of years.
There may have been investigations that are closed. It's
hard to tell because there have rarely been closing
statements in the supermarket transactions to know
exactly what the FTC is doing and why they're doing it.
But a couple of things, I think, are worth thinking
about.

First, I think the day of calling a traditional
supermarket the only kind that can be in the market is
gone. I think you really need to think harder about the
impact of other nontraditional forms -- the mass

merchandisers, the club stores, and the like, especially
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as they increasingly have the kinds of products in them
that you used to find only in traditional supermarkets.

Second, I think you need to think hard about
what geographic markets look like. The FTC's case in
Winn Dixie was premised on the notion that Dallas and
Fort Worth were actually separate geographic markets
based only on documents that sometimes listed Dallas
entry and Fort Worth entry, or Dallas store list and Fort
Worth store list.

Those documents were meaningless in looking at
how competition actually worked. How competition
actually worked is that there was one price zone in that
city. The exception was that for a few areas in Hispanic
parts of town, there were different price lists created
to deal with the fact that there were different produce
products in that store.

Otherwise, how much you paid for a pound of
hamburger, a head of lettuce, a box of cereal, was the
same at the farthest end of Dallas as it was at the other
end of Fort Worth. They for all intents and purposes
thought about competition in that holistic way. So
that's one thing to think about.

We have heard in some of the investigations
that we've done more recently in some of the smaller

deals that the government has loocked only at what's
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within three miles, even though consumers travel farther,
especially for supercenters. And it's been kind of
almost ignoring the idea of the concentric overlapping
circles. Maybe I'm not going to travel six miles, but
maybe the guy who lives on the outer boundary can easily
travel half a mile to go to the next circle. And it
wasn't clear to us at all how they were looking at
geographic market in at least one investigation they
conducted of a Kroger acquisition.

It turned out fine because there was so much
competition it didn't matter in that particular
investigation. But I think more transparency in how
you're thinking about geographic markets and looking at
how does competition actually work rather than where a
particular individual is likely to drive is going to be
really important.

Third, entry and expansion continue to occur.
It's true that you're going to find some smaller
operators being forced out of business. But others are
expanding. Every city is incredibly dynamic. I mean,
look at the Washington, D.C. metro area, an area I
thought might never actually get additional supermarket
competition. And the number of new competitors into this
MSA in recent years has been pretty impressive. And of

course, you've got Tesco coming, and who knows what
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effect that will have on U.S. supermarket competition.

Just a couple of quick points. Increased
concentration doesn't mean increased prices. We've
actually heard some on the staff express the concern that
Wal-Mart has been bad for supermarket competition because
it's forced some of the smaller players out, so that's
meant the market has become more concentrated, and
concentration is bad.

That completely ignores the fact that what it's
getting rid of is small, inefficient competitors that
it's replacing with low, low pricing. The mere equation
of "increased concentration because of new entry is bad"
simply cannot be a credible economic theory of harm from
the entry of Wal-Mart. 1In fact, Wal-Mart has led to
lower prices. It has forced other people to respond to
that. And that trend is going to continue.

Finally, you have to think about whether price
increases as a result of acquisitions in fact are
sensible given the state of the economy. I think the
place that you really need to think hard is in the
competitive effects analysis. You know, is coordination
really likely where Wal-Mart is part of the picture?

It's the ultimate maverick.
Not only are its prices considerably lower, but

it's going to stay that way because it uses these
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groceries as a loss leader to get people to bring in the
higher margin products. So it's unclear to me that you
can ever tell a credible story of coordination with them.

Nor is it likely that you can tell a credible
story of unilateral anticompetitive effects in many of
these transactions given the rationale for them, what the
documents show, and how people are thinking about it. 1In
fact, in not one of the supermarket deals I've ever done
has there been even a hint that there's a single document
that suggests in any way that the transaction was
motivated by anything other than the desire to get
efficiencies and be able to pass them on to consumers so
that they could compete more effectively. As I
mentioned, those efficiencies are real, and they need to
be considered in the analysis.

Thanks very much for your time.

(Applause.)

MR. SALINGER: Our next speaker is Chris
MacAvoy. He's a partner at Howrey. He's done a lot of
supermarket deals.

MR. MACAVOY: Bear with me while I attempt to
open this PowerPoint. Thanks for coming up and helping
with this. I'll just say, by way of introduction, I'm
going to start -- really, thank you very much -- really

where Debbie left off, which is talking about what

For The Record, Inc.
(301) 870-8025 - www.ftrinc.net - (800) 921-5555



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

86
things, at least in my personal opinion, the Commission
and the staff could be doing differently in the way it
looks at supermarket mergers. And some of the ground
I'll cover will be familiar because you've heard about
some of it from Debbie already. But these are my own
views, and so I will try not to be duplicative.

I really think that these are the keynotes,
recognizing how dynamic retail grocery markets really
are. If you've spent your whole career or a big part of
your life inside the Washington area, for many, many
years, as Debbie said, your choices primarily if not
exclusively were Giant and Safeway. And even Washington
is no longer like that. And certainly outside of
Washington, that's just not the case. Retail grocery
markets really are dynamic.

The second point: We -- and I mean all of us
inside and outside the agency -- we shouldn't be
constantly trying to force supermarket deals into these
two Procrustean beds, either the one-stop shopping market
definition or trying to make everything the next Staples
case.

My use of the word "Procrustean," this is kind
of an homage to Jim Brill, who loves this word. I'm
guite sure that the first time I ever heard him use that

word was at a meeting at the Commission in the mid-'80s
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on a supermarket transaction. And I'll bet anything he
was flinging that word at Steve Newborn.

Procrustes, in Greek mythology, was a bad actor
who would force travelers to fit into a bed. If you were
too tall, he'd cut your legs off. If you were too short,
he would stretch you. And so Jim loved to use that word
as applied to the traditional view of supermarkets,
especially market definition on the product side.

Third, we should be applying a consistent, or
at least transparent, approach to geographic market
definition. I think you've heard some very useful things
already here this morning about that. Before the break,
the very interesting presentation on the chaining and
critical loss effect is, I think, maybe part of the
direction that I personally would like to see. And I'll
come back to that.

Next, we should not be presuming that store
closings are anticompetitive. In most large
transactions, there are going to be some mentions in the
companies documents of what is the slate of stores going
to look like post-transaction. And there will be some
stores that are at least discussed as, gee, maybe we
ought to close that store because it's just not going to
be performing well. It's not performing well now, and we

don't expect it to improve any after the acquisition.
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Traditionally, the staff has looked very, very
unkindly at that, and there's been almost a presumption
that that is "taking capacity out of the market." And
those become immediately red flags, really, for
divestiture. And I want to suggest that that is a
position, to the extent that it's still the position,
that should be revisited.

And finally, and again you've heard about this
in, I think, some detail already from Debbie,
efficiencies need to be revisited. And I'll come at that
perhaps slightly differently. But it's certainly a point
that I think we are in agreement on.

Now, on the dynamism of retail grocery markets,
some of the recent developments -- the Kroger/ Raley's
transaction, which Debbie was involved in representing
Kroger. I was in the unhappy position of having
represented Albertsons just three year earlier where our
client was blocked from acquiring the very same stores.
We divested them -- Albertsons divested them to Raley's,
and now just a few years later Raley's is selling them to
Kroger.

Well, essentially Kroger -- when you look at
where the shares line up, Kroger was being allowed in
2002 to do the very same deal that Albertsons had not

been allowed to do.
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Now, I can't prevent you from making unkind
comparisons because Debbie's capabilities and mine. I
wish you wouldn't. But to be fair to the agency and to
the staff, this was not some arbitrary decision. The
closing statement there in 2002 does articulate why the
different result -- unanticipated entry and expansion
since 1999; the rapid growth of the market.

Now, one could, though, quibble a little bit
about this. And I guess I'm the one who must. In 1999,
we certainly were making these arguments on behalf of
Albertsons. Las Vegas was already in the cross hairs of
Wal-Mart. They were, as I recall, building or had built
a new distribution in Las Lunas, New Mexico. Everybody
knew how far they were going to supply stores and how
many from that distribution center.

But we did not have the stores already under
construction. So we were not able to convince the staff
and the c