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Differing fortunes over
last five years

Woolies profits linked to.

Southcorp woe
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It was drawing a long bow, but online
business commentators Crikey.com this week
suggested a link between the soaring fortunes
of Woolworths executives and the continuing
write-downs of the Southcorp liquor
business.

Crikey.com suggested the big retailers have
creamed off much of the wine industry’s profit
margins in recent years, and Monday’s
announcements “said it all” - 256 Woolworths
executives will share in $135 million in options
profits while Southcorp takes another $93
million write-off as 190 jobs go.

“Five years ago Woolies was worth $5 billion
and Southcorp $4.2 billion. Today Woolies is
worth $11.87 billion and Southcorp just $2.3
billion,” wrote Crikey.com.

“With the retailing duopoly (Coles Myer and
Woolworths) now at 45% of the Australian grog
market, it is clear who has had the better of the
negotiation. No wonder the pharmacists are so

worried and no wonder farmers keep moaning
about the retail duopoly.”

Crikey.com pointed out that Coles and
Woolies already had the highest petrol market
share in the world for traditional supermarket
operators - “and they've only been in that
business for a relatively short time”.

Crikey’s comments were published online
(www.crikey.com.au) the day before ratings
agency Standard & Poor's placed
Woolworths on CreditWatch with “negative
implications”.

S&P based its move on the expectation the
corporate retailer would make a bid to secure a
majority stake, or even complete control of
Australian Leisure & Hospitality, funded by
debt (see story page 3).

“The company is also facing heightened
competitive pressure from a reinvigorated
Coles Myer Ltd and slower sector growth rates.”
FOODwesk

Costco from Page 1»
market successfully despite local scepticism.
“Before Aldi came to Australia, there was talk
about how competitive the Australian market
was and how low the prices were there already.
That Aldi would struggle to get sites. That they
wouldn't be able to compete with the scale of
Coles or Woolworths. That the Australian
consumer was different to consumers overseas
and what they wanted was a traditional
supermarket. But Aldi currently has 70 stores
and continues to grow rapidly,” Morris said.
While existing supermarkets try to cluster
around middle points with similar stores,
Costco has a different concept.
“It’'s bold, it’s brash, it targets a narrow

segment of the market but serves that segment
very well, rather than trying to be all things to
all people.

“There is an underserved and available base
of small businesses and upper income
households ready and waiting for Costco to
open. So I think they'll succeed.”

Morris predicts Costco’s Australian debut
will have the greatest impact on Metcash’s
Campbells Cash & Carry operation.

And he raised the spectre of Costco using its
growing international clout to force global
pricing regimes on local grocery manufacturers.

* How Coriolis Research expects Costco will
impact on Australia’s retail landscape - full
coverage starts page 8. rooowes

Liquor licensing from Page 1»

Exhibition Centre.

Independent retailers and the Australian
Hotels Association both want the objection
process and the behaviour of Coles Myer and
Woolworths examined as part of the
government review of state liquor laws.

Independent retailers claim that existing
retailers often misuse a public interest clause in
the .existing legislation to delay or stop an
application to their commercial advantage.

A licence application can cost between
$60,000 and $100,000 to obtain if it has to be
heard by the director of liquor licensing or a
court because of objections.

Independent retailers argue that the chains
have deep pockets, and increase the cost of
obtaining a liquor licence by objecting and by
engaging lawyers to contest the applications in
hearings.

The ACCC action against Coles Myer and
Woolworths involving liquor licensing in NSW is

headed to the High Court. Both chains indicate
they will vigorously defend allegations they have
misused the laws to limit competition.

One of the cases the ACCC is examining in
NSW involves an independent retailer, Great
Taste of Australia, who faced objections from
Coles Myer to a proposal to stock a range of
specialty wines in a store in a tourist complex.

Great Taste of Australia obtained a licence
last April after Coles Myer withdrew its
objection.

The Liquorland about-face followed a story
on the licensing battle for Great Taste of
Australia and the ACCC action.

Coles Myer’s case was not helped in that
instance by the revelation the company was
also applying for a Liquorland licence itself in
the same area as Great Taste of Australia.

A Liquorland spokesman said Coles Myer
does not object to all liquor licence applications
and has no specific policies regarding
lodgement of objections. rocowes«




Campbells viewed as out
of date

Chains at risk from Costco arrival

Better relationship with
global manufacturers

BY ROBERT STOCKDILL

Costco’s anticipated arrival in the Australian
market next year may force the closure of some
Campbells Cash & Carry outlets, predicts an
independent report just released.

And the US giant’s arrival in Australia could
force global pricing regimes on local
manufacturers.

An extensive profile of the giant US
warehouse retailer and its likely impact on
Australasia’s existing retail landscape has been
prepared by Tim Morris, principal of retail
specialists Coriolis Research.

Based on Costco’s previous strategies on
entering new international markets, Morris
predicts Costco will open 20 stores in Australia
in the medium term, securing about 10% of the
nation’s supermarket spend.

Globally, about 25% of Costco’s current
customers are businesses, but they account for
60% of sales says Morris, with consumers
making up the balance.

“So I think the first impact that Costco is going
to have is on cash and carry wholesalers —
specifically Metcash’s Campbells Cash & Carry.
Campbells has 41 outlets across eastern Australia,
generating sales of $950 million in 2003.”

Morris said Campbells’ offer and concept
“seems to me to be about 20 years out of date”.

“There’s a great saying that goes: ‘Do you
have loyal customers or resentful customers?
My reading of Campbells is that they have a lot
of resentful captives who, if they were offered
the supplies they need for their small business,
restaurant or daycare centre, would jump at the
chance to shop at Costco.”

Morris said when a new Costco opened, it
primarily attracted traditional cash and carry
customers.

“As the concept develops and as people learn
to change their behaviour, the consumer
element grows. The average Costco doubles in
sales over the first eight years it’s open. In the
US, it may do $US50 million in its first year - that
scales up to about $US105 million by year eight
as that learning process goes on and sales build.

“One implication of this would be that
supermarkets located in middle to upper
income neighbourhoods will feel an impact, not
those in lower income areas. So a Woolworths or
a Coles in an upper income area in the
catchment of a Costco will feel the impact.”

US retailers, said Morris, report that when a
Costco opens the conventional supermarket
closest to it actually gets a lift because of the
draw effect. People drive for long distances to get
to the Costco, and then stop at the supermarket
to get things they couldn’t get at Costco.

“But at the same time, all the other
supermarkets in the area lose 1% or 2% of their
sales. So it’s a small effect spread across a wide
area, because they have a much larger
catchment than a normal supermarket.”

merchandise retailers as well. “Only 60% of
Costco’s sales are supermarket-style products.
Department stores, office product stores,
sporting goods stores, etc, will feel it.”

But Morris said Costco would not put anyone
out of business.

“They may be the straw that breaks the
camel’s back when it comes to some of the
more marginal operators — I would expect some
of the marginal Campbells sites may close.”

GLOBAL POWER: With worldwide sales of
$US42.5 billion and widening geographical
spread, Morris predicts Costco will have “a
huge advantage over anyone else” in terms of
buying.

“They’ll be buying on a global basis,” he said.

“We really haven’t seen in Australia a global
player buying branded products at global prices.
Aldi has introduced some global buying, but it’s
sourcing private label, not sourcing brands,
whereas Costco sells branded products.”

Morris said there were two elements to global
buying.

“One is where you buy one product globally
and then ship it to all of your stores everywhere.
The other part is global negotiating, where you
use your global scale to negotiate with a Coke or
a McCormick or someone like that to say
‘Globally we expect to pay this much for our
products because we buy this much in
aggregate,’ even if that means in Botswana they
only buy one.

“I wouldn’t want to be the manufacturer on
the side of that negotiation.”

Morris said there was evidence on Costco’s
past strategy to suggest that in Australasia, a large
part of its range, including recognised global
brands, would effectively be parallel imported.

“If the local manufacturers aren't willing to
come to the table and match the global
sourcing price plus shipping, I think we could
see some items coming this way.

“In addition, there are going to be other
challenges relating to pricing. Imagine Costco
starts selling branded packaged goods at
dramatically lower prices than Coles or
Woolworths and the local retailers kick up a
fuss. Take Kellogg’s for example - Seattle is a
hell of a lot closer to Battle Creek than Sydney.
So if there is any disagreement between, say,
Coles and Costco, I think Costco is going to win
because it’s twice the size of Coles Myer and
because it has got a much stronger relationship
with the world headquarters than Coles does.”

Local manufacturers can expect Costco to
arrive with a much different strategy than Aldi,
which essentially was seeking packaging
contracts with its suppliers. Costco would be
pushing name brands, said Morris.

“Costco is going to be much more in the face
of Woolworths and Coles. Costco will open its
doors selling Snickers bars or Nabisco crackers

Morris predicts sales leakage from general To page 9>
8 FOODweek July 9, 2004




Could seli for
dramatically less

Rivals face response
dilemma

From Page 8 »
at dramatically lower prices.

“And we may even see some products where
Costco — through its buying volume, through its
net-net pricing, through getting rid of all
cooperative payments, advertising allowances
and merchandising support, and through the low
margins it takes ~ will actually be selling items on
its shelves for less than Coles or Woolworths
claim they pay for them,” said Morris.

THE UP SIDE: On the up side,
manufacturers who are proactive about Costco’s
arrival could get big benefits from a relationship.

“They have to go to Costco with a strategy.
They can’t go in there unaware that this is a
different concept, it’s a very narrow offer,
they're looking for a very narrow range of items
that meet their specifications.

“Manufacturers that make the effort early on
to build their businesses with Costco, who go
out of their way to give them products they
want in the form they want in the pack sizes
they want, will be able to grow with Costco.

“If you can get in there first, there may be a kind
of natural monopoly because there is some effort
involved in the pack sizes, in terms of their
shipping requirements. It may be difficult for your
competition to get in there at some future point.

“I think another winner will be manufacturers
that can get in and build the relationship with
Costco and then use that as a springboard to get
into Costco’s global operations.

“Costco has a core range of products that they
stock regularly, of about 3000 SKUs. Outside of
that, they're going to have another 1000 SKUs
that are things they buy on an opportunity basis.
They may buy top of the line garden furniture as
a special offer, but when it is gone, it is gone.”

Retailers who were good at what they do, had
a defined target market and who executed a
clear strategy would not be affected by Costco’s
arrival, Morris said.

“If you have quality perishables or good
service or a convenient location with plenty of
parking, you will continue to attract customers.
It’s like the black plague - if it doesn’t kill you, it
makes you stronger.”

Even in Coriolis’ best scenarios, it only
foresees Costco securing 8% to 10% of the
supermarket trade.

“So even in the very best case for Costco, thereis
another 90% of the market left for everyone else.”

Costco customers must pay an annual
membership fee of $US45 upwards to shop there.
Critics have argued that Australians might be
reluctant to pay a fee for the privilege of shopping
in a store, but the reality is this format has been
proven already in countries as culturally diverse
as Japan, the US, Taiwan and the UK.

Driving huge volumes through a narrow
range, Costco makes production very efficient
for manufacturers, says Morris, so supplying
Costco could be profitable for manufacturers.

“In addition, they don’t have expectations in
terms of merchandising support, advertising
support, cooperative spending. They're a good

customer to get along with, they buy in big
volumes and pay on excellent terms.

“You might not get as much money, but you
get it right away from a relatively low-stress
customer.”

PRICING STRATEGY: Costco’s pricing
strategy is based on slim margins, large pack
sizes and, ultimately, volume. If it negotiates
better buying terms, it will lower the price, if
prices go up, it will raise the sale price. In the
US, the company has a maximum 14% mark-up
on any line in-store, regardless of its category.

Internationally, supermarkets have
responded to the arrival of Costco in one of
three ways, Morris said.

“The first option is to just ignore them. Just to
assume you may lose a small part of your
business to them, but there is really nothing you
can do about it. Instead you can focus on what
you do best, be that fresh regional perishables,
an interesting range, a fast and convenient top-
up shop or a friendly service experience.”

The second course was to launch bulk ‘club
packs’. Supermarkets might respond by
introducing a section in store selling larger
packs of core lines, or even a separate ‘club
aisle’. They will match prices, but Morris said
they usually ended up cannibalising their own
sales more than they hurt Costco.

The third course was for supermarkets to launch
their own warehouse club format, as Wal-Mart did
with its Sam’s Club and Canada’s Loblaws did with
its Real Canadian Wholesale Club.

Morris predicted Australian supermarkets
would respond similarly.

“Initially they may think about ignoring Costco.
This is probably their wisest strategy. If they had
any sense, Woolworths and Coles would use the
arrival of Costco to weaken Metcash. If Costco can
weaken Metcash’s Campbells, that’s probably to
the advantage of Coles and Woolworths.”

The second level of response would be for the
chains to launch larger club packs.

“You might go into a Woolworths near a
Costco and all of a sudden they’ve bolted a club
pack section on the side of the store with pallet
loads of high volume lines in that area.

“Finally, I think there is a small chance that
you could see either Coles or Woolworths
launching their own warehouse club store.”

But would a Coles-co work?

“No, they would really struggle. While there
are only three wholesale club chains left in the
US, if you wind the clock back over 40 chains
launched wholesale clubs in the US after seeing
the success of Price Club in the 1970s.

“It's the type of concept that on the surface
seems easy but in reality is not easily replicable.
There’s a lot of intellectual property around it, a
lot of concepts, ideas about the ranging, about
the disciplines, getting the selection right,
which I think Australian retailers would find
hard to replicate.”

* Further information on Coriolis Research’s
314-page report on Costco is available at its
website, www.coriolisresearch.com rooowse
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