the range varied from 5 per cent. to 52 per cent. Molins says it would expect,
as a private company, to earn a higher than average rate of profit and, since
it has been a very successful company, it would expect to be near the top of the
range.

(4) ConcLusioN

510. In conclusion, referring to the effect on the public interest generally,
Molins repeats that the concentration of demand on the company’s products
results from superior inventiveness and efficiency, which enable the company
to sell at competitive prices ‘“ machines which their customers consider to be
superior to the machines of Molins’ competitors ’. " This concentration, it is
argued, serves the public interest *“ since the research and production facilities
which Molins command in part as a result of their predominant position both
give rise to economies of scale and enable them to compete the more effectively
in export markets ’. The market for machinery of the types Molins makes
is relatively small; the greater the concentration, the greater the scope for
savings in costs. Molins explains that it usvally manufactures in batches of
ten machines, although the current orders may be for less. This results in a
saving which Molins could not achieve if its market were smaller. It submits
that there is no natural market for the machines of any tobacco machinery
supplier; each manufacturer must be perpetually creating demand by providing
at competitive prices better machines than his competitors; the company says
that it would cease to hold its present position if it ceased to fulfil this condition.
It adds that there is nothing to prevent the company’s existing United Kingdom
competitors from expanding or newcomers from entering the field, nor anything
to prevent Molins’ major foreign competitors from exporting to the United
Kingdom.

CHAPTER 16. CONCLUSIONS ON THE PUBLIC INTEREST AND
RECOMMENDATIONS

I.. Cigarettes and Tobacco
(1) INTRODUCTION

511. The value of manufacturers’ sales in the home market of cigarettes and
tobacco covered by the first of our references was about £933 million in 1959,
The retail value of these goods was probably about £1,050 million. Customs
duty represented on average more than 70 per cent. of the retail price, or more
than 80 per cent. of the manufacturers’ selling price.

512. Consumption of tobacco products in this country, measured in terms of
weight, is now about three times what it was at the beginning of the century.
The amount sold in the form of cigarettes is some twenty times higher, but
consumption of tobacco in other forms has fallen by more than one-half;
cigarettes which accounted for little more than one-tenth of total sales in 1900
account for nearly nine-tenths today. The retail prices of cigarettes are some
ten times higher than they were 60 years ago, while retail tobacco prices have
risen rather more steeply. Although progressive increases in the rate of duty,
which-is now more than twenty times what it was in 1902, have contributed
largely to this increase in prices, it may be noted that at least until 1939 increases
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in duty were not conspicuously out of proportion to increases in the other
costs of tobacco products. From 1900 until 1939 the proportion of duty in the
total retail expenditure on tobacco goods remained at about 45 per cent. Very
sharp increases during and after the war brought the proportion up to practically
80 per cent. in 1947. Although there have been three further increases in the
rate since 1947, duty now forms, on average, a rather lower proportion of price
than in 1947. As a result of the various factors we have mentioned—the
increases in the quantity of tobacco consumed, in the duty and other costs, and
in the proportion consumed in the form of cigarettes—the turnover in value
of the tobacco industry has multiplied some 40 times since 1900.

513. Imperial has been the dominant supplier of cigarettes and tobacco in
this country since the beginning of the century. In 1903, after the existing
American competition had been eliminated, its share of the home trade was
nearly 50 per cent. By 1920 the proportion had risen to more than 70 per cent.
and it has remained between 70 and 80 per cent. since then except in the period
around 1930, when coupon trading was at its height, and again in the last few
years when the company has lost ground to Gallaher Ltd. In 1959 Imperial’s
share of the trade was 634 per cent.

514. The process of concentration in the manufacturing industry has con-
tinued fairly steadily up to the present time but has not affected Imperial’s
proportion which is little greater now than it was at the beginning of the 1914-18
war. The number of manufacturers has fallen from about 500 in 1900 to about
25 today, Most of the existing manufacturers have never had more than a
minute share of the trade; some sell only in a small local area and some do not
make cigarettes. Moreover, except for Gallaher, Imperial’s larger competitors
have [ost ground in recent years. In 1959 Gallaher’s share of the trade, at nearly
30 per cent., was larger than that of any individual competitor of Imperial
throughout its history. Gallaher’s advance has been made at the expense not
only of Imperial but also of Imperial’s other competitors.

515. The fall in the number of manufacturers may be explained to some extent
by the elimination of small producers of pipe tobacco as the popularity of their
products has declined; by the circumstance that a larger unit is able to effect
economies in the manufacture of cigarettes as a result of quantity production;
and by the increasingly onerous capital commitment required not only for plant
and stocks of leaf but also for financing the duty (which the manufacturer has to
pay on removal of the leaf from bond and which he does not recover until several
weeks after the sale of his product). We are not convinced, however, that the
present structure of the industry is due to these factors alone. We see no reason
why production units smaller in size than Imperial, or than Gallaher, should
not be able to operate on an economic basis if they were able to rely on a steady
demand for their products. Public taste has become concentrated, however,
on a few proprietary brands of cigarettes. Demand of this kind cannot be
built up or sustained without heavy and continuing expenditure on advertising.
The experience of Imperial’s competitors generally over the past 25 years suggests
that it is becoming increasingly difficult for the smaller or medinm-sized manu-
facturer to maintain a steady level of business without quite disproportionate
expenditure on brand promotion. Nevertheless, the history of Gallaher in
recent years has shown that, given good management and the necessary financial
resources, a comparatively small manufacturer can still expand his business by
building up demand for a brand to a scale commensurate with the demand for
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Imperial’s most popular products. It may be that with the growth in con-
sumption of filter tipped cigarettés popular demand will become more varied
but, in any event, it appears probable that the bulk of the cigarette trade will
remain in the hands of a very few manufacturers.

" 516. Having regard to our conclusion in paragraph 262; we are called upon
to consider whether the conditions which prevail in the case of Imperial (because
it has some two-thirds of the trade in the United Kingdom), or all or any of the
things done by Imperial as a result of or for the purpose of preserving the con-
ditions, operate or may be expected to operate against the public interest. It is
relevant to our judgment on Imperial’s present position to consider how that
position developed and what use the company has made of its power during the
period of its dominance. Other matters which require consideration are the
level of profit earned by Imperial, its financial interests in certain other manu-
facturing and distributing companies, the degree of efficiency of its organisation
(with particular regard to the branch system and the number and profitability
of brands marketed), and its terms to and relations with the distributive trade
(including questions about distributors’ margins, direct sale to retailers, the
Bonus Agreement and resale price maintenance). All of these matters call for
review in order to determine whether the *“ conditions ” as such operate or
may be expected to operate against the public interest and some of them may
also be considered to be * things done ™ as a result of, or to preserve, the
conditions.

- 517. Arising from the conclusion in paragraph 263 we also have to consider
the practice of resale price maintenance in a wider context. We have found
that conditions to which sub-section (2) of Section 3 of the Act applies prevail
because nearly all the cigarettes and tobacco supplied in the United Kingdom are
supplied at all stages by manufacturers or distributors who restrict competition
in as much as they operate this practice. 'We must, therefore, form a Judgment
upon the questlons of public interest arising from this finding.

(2) TuE DEVELOPMENT OF IMPERIAL’S POSITION

. 518. There is no evidence that those responsible for the formation of Imperial
in 1901 set out to monopolise the United Kingdom market, but it was clearly
their view that only a much larger unit than any of the businesses which con-
tributed to the amalgamation could hope to offer. successful resistance to the
competition from American interests which was being experienced at that time.
The agreement with the Americans which followed shortly afterwards not only
eliminated that competition but also reinforced Imperial’s dominant position
among British manufacturers through the acquisition of Ogden’s Ltd. Imperial
says that these early arrangements * laid a foundation on which a powerful and
efficient enterprise could be built > but gave “ no assurance whatever of con-
tinuing strength, and certainly no assurance of a dominant position in the
trade . The company’s dominant position is attributable, it says, principally
to its successful use of the competitive weapons open to any manufacturer.

519. Since acquiring Ogden’s Imperial bas not absorbed any otber substantial
competitor.* It has, however, acquired interests in two tobacco manufacturers

. * It has recently obtained control, however, through Ardath (U.K.) Ltd., of the manufacture
and marketing of most of Godfrey Phillips® brands of c;garettes and tobacco a mattér to
which we refer in paragraph 548,
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(Gallaher and Ardath Tobacco Co. Ltd.) and in a machinery manufacturer
{Molins Machine Co. Ltd.); it has acquired additiona! interests in the dis-
tributive side of the trade; it has developed its own leaf buying organisation and
manufactures many of the other materials it requires. In the field of distribution
the Bonus Agreements, which make the grant of an additional deferred allowance
to distributors conditional on the grant of display facilities to Imperial, were
introduced at an early date in the company’s history and have remained a
feature of its arrangements up to the present. At various times in the past
Imperial has been a party to restrictive agreements and arrangements with
other traders but these are no longer in force. Some of them—the Martin
Agreement for the elimination of coupon trading and the arrangements of the
Tobacco Trade Association for collective enforcement of manufacturers’ prices
and conditions of sale—were long-term arrangements affecting the whole of the
cigarette and tobacco trade. Other long-term arrangements—those under
which Imperial obtained some preferential treatment for its products from the
Savoy Group of Hotels, J. Lyons & Co. Ltd. and the British Automatic Co. Litd.,
and the understanding with certain other manufacturers not to install neon
signs on distributors’” premises—were of much narrower significance. Others
were temporary arrangements to deal with particular situations; these included
the arrangements entered into before the war to deal with competition from the
Walters Tobacco Co. Ltd., those made after the war concerning the introduction
of filter tipped cigarettes, and understandings reached from time to time as a
result of discussions with other manufacturers and distributors about resale
prices and trade terms for cigarettes. '

520. Imperial says that though some of the matters mentioned in paragraph
519 have contributed to the efficiency of its undertaking, none of them, except
possibly the bonus arrangements, has contributed significantly to the company’s
dominant position in the trade. It is scarcely necessary for us to determine
whether this is so as regards the growth of Imperial’s subsidiary interests in the
manufacture of materials (see paragraphs 130-139), since we see no reason to
criticise the development by the company of a degree of self-sufficiency in this
respect and are satisfied that it has not hampered Imperial’s competitors in
any way. Of the arrangements which have now been brought to an end, those
concerned with preferential treatment for Imperial’s products (see paragraphs
208-210) and the arrangements about neon signs (see paragraph 247) can have
had no material effect. The matters which call for further comment in relation
to the development of Imperial’s present position are the acquisition or extension
of its interests in other manufacturing and distributing companies in the industry,
the bonus system and, among former arrangements, the Martin Agreement,
the T.T.A., the arrangements concerning Walters and the introduction of filter
tipped cigarettes, and the occasional understandings about prices and terms
for cigarettes.

521. 1In 1932, when Imperial bought a controlling interest in Gallaher (see
paragraphs 172 and 173) the latter company was not Imperial’s principal
competitor. It had become a public company only a féw years earlier and had
not yet acquired the Senior Service or du Maurier brands of cigarettes or the
Old Holborn brand of tobacco, all of which have played a great part in the
company’s subsequent success. We see no reason to believe that Imperial
foresaw either the formidable nature of the competition it would have to face
from Gallaher or the future value of the investment it was making. Imperial’s
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motive ‘was to prevent control of Gallaher passing into'the hands of the
American Tobacco Company, which had already gained a footing in the United
Kingdom market by acquiring J. Wix & Sons Ltd. and was believed by Imperial
to be negotiating through that company for an interest in Gallaher, Imperial’s
action was, therefore, taken in order to preserve its own position against
increased competition from that quarter. Imperial’s interest ceased to be a
controlling one in 1946. Both before and since that date Imperial has quite
clearly carried out so far as the home market is concerned its undertaking not
to interfere in any way in the management of Gallaher’s business.

522. Except as mentioned in the previous paragraph we have seen no evidence
that any American tobacco manufacturer has seriously contemplated entering
the British market on a large scale since 1902. Having regard to the circum-
stances in which the company was formed Imperial was, no doubt, pre-disposed
to fear renewed competition from this source. The acquisition by Imperial
of an interest in Gallaher alone could hardly have been sufficient in itself to
prevent such an incursion had the Americans been determined to make the
attempt. That action was not designed to weaken the competition which
Imperial had to meet from British manufacturers and had no such effect. The
subsequent’ growth of Gallaher’s business has led to a situation which differs
materially from that existing in 1932 and raises issues in relation to the public
interest which we deal with in paragraphs 542 to 547.

523. There is no very clear motive for Imperial’s acquisition in 1925 of its
interest in Ardath (see paragraphs 175 and 176). Ardath at that time had little
home trade and it may be presumed that the transaction by which Imperial and
the British-American Tobacco Co. Ltd. jointly purchased the equity was prin-
cipally due to B.A.T.s initiative. Ardath’s home market business, which
Imperial manages,* appears to have enjoyed its period of greatest success in
the years around 1930 when it practised coupon trading. It has made use of
coupons again since 1957 but. so far apparently without much success. On each
occasion Imperial permitted Ardath to issue coupons at a time when it refrained
from practising this method of trading for its own brands (though on the first
occasion Imperial eventually issued coupons itself). Whatever Imperial’s
purpose may have been when it acquired ifs interest in Ardath, there is some
evidence that it came to regard the company as a useful potential weapon against
competitors who might use methods of trading which Imperial itself was not
willing to adopt (see paragraph 180).

524, Imperial’s interests in cigarette and tobacco distributing busmesses
(see paragraphs 141-158) appear to have little bearing on the development of
the company’s monopoly position. Imperial does not control, and has not at
any time controlled, more than a very small proportion of the wholesale and
retail channels of supply. Nor has it used those distributive outlets which it
did control to discriminate against the products of other manufacturers. The
shareholdings are said to have been acquired for fear that they would otherwise
have fallen into the hands of competing manufacturers. Had that been allowed
to happen we doubt whether Imperial’s trade would have suffered much injury
by discrimination against it. The investments, like that in Ardath, have not
been very profitable for Imperial. 'We return to these matters when considering
the current situation in paragraph 549.

* Under the recent reorganisation the home business has now been taken over by Ardath
(U.K.)) Ltd., a wholly owned subsidiary of Imperial (see paragraph 182). .
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~ 525. The relations between Imperial and Molins have an important bearing
on the Machinery reference and are discussed mainly in Part II of this chapter.
So far as they are also relevant to the Tobacco reference we comment upon
them in paragraph 552. In our view they have probably made only a limited
ccontribution to the development of Imperiai’s monopoly position.

526. The Bonus Agreement (see paragraphs 238-251) is, as we have said,
the only one of the matters mentioned in paragraph 519 which, in Imperial’s
view, may have contributed significantly to establishing the company’s dominant
position. The company says, in effect, that such advantage as it may have
gained has been obtained by the perfectly proper use of a competitive weapon.
‘We consider the merits of this argument in paragraphs 569 to 573. For our
immediate purpose it is sufficient to note that while many of Imperial’s com-
petitors have tried to imitate its bonus arrangements none has succeeded in
establishing so firm a link between the bonus allowed and the amount of display
obtained. Only a supplier who was already in a dominant position could have
applied such an arrangement systematically, and we have little doubt that it
has helped to preserve Imperial’s dominance,

527. The Martin Agreement of 1933 (see paragraphs 63-65) marks the begin-
ning of a period, lasting until about 1956, when the trade was regulated largely
by agreement between the leading manufacturers (though during and for some
years after the war Government controls were superimposed). Imperial argues
that the Martin Agreement itself served to preserve the positions of its com-
petitors rather than its own, and that if there had been no such agreement
Imperial would have been compelled to put all its strength into coupon trading,
There is considerable force in this argument and it is, no doubt, one of the
principal reasons why Imperial’s competitors entered into the agreement.
Once the agreement was in operation, Imperial quickly regained the share of
the market which it had formerly enjoyed, and until 1945 it was paying com-
pensation to its competitors, most of whom lost the business they had gained
by coupon trading. At the same time there was close co-operation between
the manufacturers in suppressing net only coupon trading but price cutting by
distributors (see paragraphs 60 and 61), and this naturally led to discussions and
understandings about margins and terms of sale. Imperial says that the measures
taken with regard to margins and against price cutting affected all manufac-
turers alike; each manufacturer remained free to fix his own retail prices. In
effect, under Imperial’s leadership the period of unrestricted competition was
brought to an end.

528. The developments referred to in the last paragraph helped Imperial to
consolidate its position. Imperial’s action in the case of Walters (see paragraph
68) contributed to the same result. In that case Imperial argues that it met a
“pew form of competition "—from a cigarette made of cheaper (Empire)
tobacco which, though larger than the standard small cigarette, sold at the
same price—primarily by successfully marketing a similar cigarette. By the
time Imperial acquired Walters that company was, Imperial says, ne longer a
major competitor. Since the leading manufacturers were concerned to preserve
their existing trade in small cigarettes of standard size they agreed that Imperial
alone should launch a brand of the new type (Tenner Medium), while Imperial
undertook that if it acquired Walters it would not then seek to increase sales
of this type. We do not think this explanation justifies the action taken.
Walters provided a cigarette for which there proved to be a substantial demand.
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It- was- natural .and proper that -other manufacturers should try to meet this
competition by marketing similar cigarettes but we can see little justification
for concerted ‘measutes by the leading manufacturers to preserve the market
~ for their own established products. As it happened Imperial obtained some
special advantage from these measures because demand for the new type of
cigarette remained- unexpectedly ‘high - until the beginning . of the War and
Imperial alone was in a posmon to satisfy it. Manufacture of these brands
ceased, as to Tenner Medium in 1949 and-as to Walters-in 1953,

"529. The. arrangements in 1949 whereby the leadlng manufacturers co-operated
in introducing filter tipped cigarettes to the market and procuring the necessary
machinery (see paragraph 84) do not appear to us to have any significant bearing
on the problems with which we are concerned. ’I'hey -were entered into at a
time when ¢ompetition’ between manufacturers was in any event limited by
scarcity of leaf and by Government controls. Imperial contends that if there
had been no arrangement it could probably have. gained an advantage over its
competitors and we see no reason to dlspute this. " : .

. 530. There remam some features of Imperial’s organisation and commerc1a1
policy over- the. years on which. it is appropriate to comment. ' Imperial has
told us that.the circumstances in which it was formed ** have- had a profound
-effect on its organisation and structure . Each of the constituent businesses
had a long tradition behind it and was anxious to retain as muich as possible
of its individua]ity Although. many changes have since faken place in the
company’s structure and in particular the number of branches has been drastically
reduced, Impenal is still organised, as it was in 1901, in a number of semi-
autonomous manufacturing and selling branches of very unequal strength,
Impenal defends-its branch system on the grounds that it * reinforces the effects
of outside competition in sumulatlng progressive increases in efficiency of manu-
facture and.marketing and ‘in ensuring a constant search for products which
will best meet the requirements of the.public . It believes, therefore, that it
enjoys the advantages both of internal competmon and of large-scale production.
The company recognises that it is inherent in its system that some branches will
be, less successful than others and ultimately may have to be suppressed as
uneconomic; it points out that as a result of closing down unsuccessful branches
the number has now been reduced to six (of which one.does not manufacture)
and ‘will be further reduced to four in February 1961.

531. We have noted that there were still eleven ‘branches in 1932 and that up
to 1954. this number had been reduced only by one (see Appendix 4). - It is,
in fact, from 1954 onwards that the more drastic action-has taken place. Such
evidence as we have suggests that the branches which have now been closed
were making little, if any, contribution to Imperial’s profits for many years
before they were closed. Imperial says it has always been reluctant to close any
branch, first because the branch’s fortunes might revive, secondly because the
transfer of brands to another branch may lead to loss of goodwill and sales,
thirdly because it believes in the highest possible degree of internal competition,
and fourthly because it feels responsibility towards the employees involved. It
is fairly clear that in the 1930°s and during and for some years after the war
considerations such as these were decisive in the minds of the management.
It is arguable that the speeding up of the process of closing branches which has
occurred from 1954 onwards is due not so much to a change of policy as to the
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fact that the branches concerned were more conspicuously unsuccessful than
they had been before. However this may be, we think it significant that when
Imperial began to experience more determined and successful competition than
it had had to meet for at least twenty years it found that it could no longer
afford to maintain its branch structure in all the former diversity. The
imporiance to be ascribed to internal competition must be taken into account
when we come to consider the efficiency of Imperial’s present organisation (see
paragraphs 577-580), but it seems to us to be highly relevant that for many
years Imperial was under no strong compulsion to count the cost of retaining
its original structure, We think that the branch structure, as it existed up to
about 1954, could not have survived for solong had Imperial been faced through-
out its history with competition of the kind it faces today.

532. As a natural corollary of the structure adopted at its formation the
company continued to market the brands of the component businesses it
absorbed. Although there was some co-ordination of policy thereafter, the
withdrawal of old brands and the issue of new ones were matters primarily of
branch policy. Thus the number of brands marketed by the company as a
whole was very large. We are informed that in 1938 Imperial was selling 191
brands of cigarettes and 596 brands of tobacco. By 1960 the figures had been
reduced to 57 and 183 respectively. This reduction in numbers is to some
extent connected with the closing of branches, many of the least successful
brands being those of the least successful branches; but there has also been a
considerable pruning of the brands of branches which remain in being. Imperial
argues that a brand selling on a very small scale and which when considered in
isolation appears to be unprofitable may nevertheless be making a useful
contribution towards overheads. We discuss the question of unprofitable
brands further when considering Imperial’s current policy (see paragraphs 581-
584). 'Whatever view may be taken as to the number of brands being marketed
at present, we consider that Imperial’s past policy in this respect, like its attitude
to the closure of branches, reflected a state of affairs in which it was not under
pressure to develop the maximum, degree of efficiency.

533. Although in reviewing the history and development of Imperial we
have mentioned certain points of criticism, we are of the opinion that, in general,
the company has shown responsibility and restraint in the use of its monopoly
position. We consider, however, that at any rate from 1933, when coupon
trading was brought to an end, until 1954, when the full vigour of Gallaher’s
competition began to be felt in a free market, the absence of any effective
stimulus to efficiency was reflected in Imperial’s organisation and commercial -
policy. The episode of Walters apart, the matters arising from this review which
require special consideration are the bonus arrangements and the company’s
shareholding in Gallaher—both of which have been of long duration and are
still current—and any continuing effects on the company’s efficiency of its
comparative immunity from competition in the past.

(3} TuE LeveEL OF PrOFIT

534. We have calculated the profits earned in certain years by Imperial
on its capital employed in producing and supplying cigarettes and tobacco in the
United Kingdom, capital being computed on the basis of the historical cost
of fixed assets less depreciation at Inland Revenue rates. We have made similar
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calculations for other leading cigaretfe and tobacco manufacturers, but in
view of the loss of business suffered. by most of them in recent years there is
little purpose in comparing their results, except for Galilaher’s, with Imperial’s.

- 535. We have also, as in previous inquiries, examined the published results
of a wide range of public companies in order to estimate as far as possible the
average profits earned by manufactunng industry in general in the relevant
years. Since all companies in their financial accounts do not value their fixed
assets on a common basis, some values being at historical cost and others at
replacement cost or arrived at in some other way, any average figure derived
from the limited information given in published accounts is open to criticism
if used as a standard with which to compare the results of a particular company
computed on a particular basis, Imperial has put forward its own computation
of average manufacturing profits, and in paragraph 377 we have set out the results
of that method of calculation, as also of a variation of that method, and of the
method which we have used in earlier inquiries. None of these methods can
be claimed to provide a precise yardstick against which the separately computed
results of individual companies can be judged, but in view of the conclusions
at which we have arrived the question of the relative merits of these various
methods is of purely academic interest and we do not feel called upon to express
any views upon them.

536. The profits on capital employed earned by Imperial are, accordingly,
compared with those earned by Gallaher and by manufacturmg industry generally
in the following table —

Average for Manufacturing Industries
Imperial Gallaher
By Method 1(a) | By Method 2(a) | By Method 3(a)
' % % % % %
© 1949 ... 14-7 N/A N/A 22-4 18-7
1950 .. 16-3 N/A N/A 248 20-9
1951 .. | - 15-0 9-6 19-4 25-7 22-2
1952 .. -14-3 10-1 154 19-4 17-1
1953 ... 14-4 10-1 16:6 202 17-6
1954 .. 1. 14-0 . 10-8 17-2 20-9 18-2
1955 .. | 13-3 12-3 17:3 20-4 18-0
1956 .. iz- S(b) 13-0(b) 16-5 18-0 16-4
- 1957 ., il- 14-0 15-4 16-7 15-5
1958 .. 13-2 14 approx. 14-1 NiA NA
1959 ... 11-2 14 approx. N/A N/A N/A

N/A = not available (see Appendix 6}).

(a) The peroentages computed by Method 1 are based on statistics published in The
Econormst ». those computed by Methods 2 and 3 on statistics published in * Bcono:mc
Trends For further details of the three methods of computation see Appendix 6.

(B If exoeptlona] profit on increase of duty were included these ﬁgures would be 14-0 for
Imperial and 138 for Gallaher.
In the light of these figures, after making all due a]lowance for diﬁiculties of
comparison, it appears that throughout the period under review, whatever
method of computation is adopted, Imperial’s rate of profit in relation to the
capital employed in its cigarette and tobacco business has been lower than
average. Itis also clear that in the last few years it has earned a lower rate of
profit than Gallaher,
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537. The fact that Imperial’s rate of profit on capital has been consisteritly
lower than the average for manufacturing industry does not in itself afford
grounds for concluding that its profits are reasonable from the standpoint of the
public interest. As we have mentioned, the circumstances of the tobacco
industry are in some respects such as to falsify a comparison with industry at
large. The proportion of net current assets to fixed assets is—principally
because of payments in advance on account of duty—unusually high, and this
exceptional degree of liquidity, combined with the stability of demand for the
products of the tobacco trade, suggests that in the tobacco industry a return on
capital empioyed lower than that in manufacturing industry generally might
be regarded as acceptable. It might even be said that the special circumstances
of the duty payments, along with the comparatively low degree of general risk,
make it readily possible to finance the business to a large extent by loan capital
without the need to offer the expectation of a relatively high return on equity
capital, and indeed it happens to be the case that the fixed interest borrovnng by
Imperial approximates in amount to the sum locked up in duty.

538. Imperial, however, while agreeing that a lower return on total capital
employed is acceptable in the circumstances of the tobacco industry has implied
that there are no grounds for saying that any part of such capital should (or
should not) be raised by borrowing rather than as equity, and that it would be
artificial and academic to prescribe or assume a proportion of fixed interest
borrowing. This we accept.

539. Itis also possible to argue that Imperial, because of its dominant position
in the industry, should be content with a lower return on capital employed than
would be appropriate for a manufacturer facing more widespread competition.
Imperial is not of course a monopolist in the absolute sense and is indeed at
the present time exposed to vigorous and effective competition. None the less,
we think that the relative security of Imperial’s turnover and its present position
of price leadership are factors to be taken into account in forming a judgment
on the level of Imperial’s profits.

540. Taking into account all the maftters considered in paragraphs 536 to 539,
we think that the profits achieved by Imperial are not unreasonable in today’s
conditions. With the recent appearance of really vigorous competition in the
industry and the consequent increased exposure of Imperial’s operations to the
market test (on the assumption that these conditions are maintained), we see no
reason to think that its rates of profit in the future are likely to be excessive.

(4) INTERESTS IN OTHER COMPANIES ENGAGED IN THE HOME ToBacco TRADE

541, Imperial at present owns, directly or indirectly, 424 per cent, of Gallaher’s
equity, 100 per cent. of Ardath (U.K.)) Lid.’s, Sinclair’s and Bewlay’s, and 49
per cent. of Finlay’s. Gallaher is a manufacturer, Sinclair is a wholesaler and
Bewlay and Finlay are both multiple retailers of tobacco products; Ardath
(U.K.) markets its own brands of cigarettes and tobacco in this country though
these are manufactured by Imperial.* The managements of Sinclair, Bewlay and
Ardath (U.K.), which are subsidiaries of Imperial, are subject to control by the
parent company. Gallaher and Finlay are under independent managements.

* As explained in paragraphs 182 and 183, the Ardath business has recently been reorganised.
Previously Imperial and B.A.T. each had a 50 per cent. interest in Ardath Tobacco Co. Ltd.,
its home trade being managed by Imperial and its export trade by B.A.T. Ardath (U.K.) Ltd.
has now taken over the home trade of Ardath Tobacco Co. Ltd. and the latter company is to
become a wholly owned subsidiary of B.A.T.
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542. Imperial’s substantial holding in Gallaher, its principal competitor,
is by far the most important of these interests.  As we have indicated, we accept
fully the evidence which both companies have submitted to the effect that Imperial
does not interfere in any way in the management of Gallaher and regards itself
as bound not to do so in future. We have discussed in paragraphs 521 and 522
Imperial’s reasons for acquiring the shareholding in 1932 and have recorded
our belief that Imperial at that time was very far indeed from envisaging the
situation that has since developed. In the present context we have to consider
the effects, not of what Imperial did in 1932, but of the existing situation, Since
1932 Gallaher’s business and competitive strength have undergone such a
transformation as to attach a significance to the relationship between the two
companies entirely different from that created by the original purchase of shares,
Imperial now has a large minority holding in the shares of its only really
formidable competitor:

543. Imperial submits that the competitive position in the industry has not
been and is not affected by its financial connection with Gallaher. Gallaher’s
progress is not, it says, in any way a consequence of the relationship. Nor
would Imperial agree that its keenness to compete with Gallaher is blunted by
the consideration that success on the part of Gallaher brings benefits to Imperial
in the form of dividend income and capital appreciation of its investment;
for it contends that the loss of profit when it loses trade to Gallaher outweighs
the return from Gallaher. Imperial recognises, of course, that viewed simply
as an investment the holding in Gallaher has been a very profitable one; and
it does not consider that the moment has yet arrived when it would be advisable
from the point of view of a prudent investor to dispose of the shares. Tt accepts,
however, that its motives are more than those of the ordinary investor and
that its future actions will not necessarily be dictated solely by its judgment
in that capacity. It contends that there is still a danger that American tobacco
manufacturers will attempt to regain a footing in the United Kingdom; since
it would view with disquiet competition from this quarter, and also thinks this
would be contrary to the nationa! interast, it continues to regard the investment
as an insurance against that risk, ‘ '

544, As to the possible effects of the investment on the competitive position,
we think that Imperial’s submissions leave a number of considerations out of
account. We accept that Imperial would prefer to maintain its own turnover
~ rather than obtain such possible higher return from its investment as a loss of
trade to Gallaher might produce. But we think it is also inherent in the present
situation that Imperial, if it is to lose trade, must prefer to lose it to Gallaher
rather than to any other competitor. Morcover the situation of an investor
whose commercial interests as an independent trader may conflict with the
interests of the company whose shares he holds might well become untenable,
We have no doubt that Imperial gave in good faith its undertaking not to
interfere in the conduct of Gallaher’s business and that the present management
of Imperial intends to continue to observeit. Circumstances could, nevertheless,
arise where such an undertaking might be felt to conflict with the interests of
Imperial’s own shareholders. While we appreciate that it would be difficuit
to specify the precise effects of either of the considerations we have mentioned,
we believe that they must tend to minimise the pursuit of the outright com-
petition which we think desirable. In particular we think that Imperial’s
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investment in Gallaher has developed into a partial insurance against loss of
profit due to loss of trade to Gallaher.

545. Imperial has stated its reasons for refraining from making any public
announcement of its holding, Apart from the difficulties—which we do not
think insuperable—of keeping the public advised of major changes once the
existence of the investment has been announced, the company argues that public
disclosure of the shareholding would inevitably lead the rest of the tobacco
trade to assume a degree of control by Imperial over Gallaher which does not
in fact exist; it goes on to say that * it would be quite wrong for there to be an
impression abroad that we in fact in any way control or influence Gallaher’s
trading policy and that competition between us is in some way blurred and
inhibited ”. In fact, as Imperial agrees, it is widely assumed and has been
repeatedly stated in the press that Imperial owns a large minority of Gallaher’s
shares, though the exact proportion is not known. We find it difficult to under-
stand in these circumstances why Imperial should regard publication of the
true facts as harmful.

546, We are not in a position to judge whether Imperial’s view of the
** danger ” that American manufacturers might wish to gain control of Gallaher
is a correct one. We think that more active competition with Imperial would
have been beneficial in the past and that it is desirable to maintain the highest
possible degree of competition in this industry in the future. We do not agree
with Imperial that it would necessarily be contrary to the interest of the United
Kingdom if competition were to be strengthened by foreign investment in a
British manufacturer. '

547. We have indicated in paragraphs 531 to 533 our view that, before it
began to experience determined competition from Gallaher, Imperial was not
compelled to exert its maximum effort. The company has lost trade to Gallaher
in recent years and is now taking steps to recover its position. We consider
that the stimulus to efficiency which Gallaher’s competition provides might
have been even greater if Imperial were not through its investment in Gallaher
insured to some extent against the potential loss of profit. Imperial’s interest
in Gallaher renders less financially serious to Imperial the effect of any increase
in Gallaher’s share of the market at Imperial’s expense, and this might tend to
weaken Imperial’s incentive to achieve the highest possible standard of com-
petitive effort. In our opinion it is in the public interest that Imperial should
be continuously exposed to the most strenuous competition and, although we
see nothing improper in the company’s attitude in this matter, we think for the
reasons given above that the continuance of Imperial’s investment in Gallaher
operates and may be expected to operate against the public interest.

548. The circumstances surrounding Imperial’s investment in Ardath are
very different from those we have just reviewed since Imperial actively controls
the Ardath business in the home market. As we have mentioned, Imperial
appears, at times at any rate, to have regarded the Ardath business as a potential
weapon against competitors but there is no evidence that it was effectively used
for this purpose. It may be suggested that under independent ownership
Ardath might have become a more formidable competitive factor in the market;
but this is to suppose that Ardath’s experience would in that event have differed
from that of the majority of Imperial’s independent competitors. On the
whole we agree with Imperial’s view that its investment in Ardath and control
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of the home business have had only a limited effect on the competitive situation.
As a result of the recent reorganisation the home and export businesses are now
conducted by different companies. The company responsible for the home
trade (Ardath (U.K.) Ltd.) is wholly controlled by Imperial; it does not manu-

facture but markets its own brands which are made for it by Imperial. Ardath
(U.K.)) is also entering into an agreement with Godfrey Phillips Ltd. under
which it will control the manufacture and marketing in the United Kingdom of
most of the latter company’s brands of cigarettes and tobacco (see paragraphs
185-188). It is expected that manufacture of the Godfrey Phillips brands
will be undertaken by Imperial and, in any event, it is clear that Imperial will
in future have effective control of the supply in the home market of these
brands as well as the Ardath brands. The home business of Godfrey Phillips,
like that of Ardath, has not been successful in recent years, and this is no doubt
the main reason why the two companies are virtually amalgamating their
home cigarette and tobacco businesses. Although the initial approach was
made by Godfrey Phillips the agreement may be regarded from Imperial’s point
of view as one of the steps it is taking to put its investment in the Ardath business
on a more profitable basis than in the past. We think that Imperial’s control
of that business in the home trade, in itself, does not have, nor is likely to have,
any material effect on the public interest, but that, for reasons we mention when
considering Imperial’s position as a whole (se¢ paragraph 587), it is desirable
that the connections between Imperial and Ardath should be known.

549, Impenal’s interests in Sinclair, Bewlay and Finlay do not appear to us
to be of serious significance. They do not give Imperial control of any sub-
stantial part of the distributive channels on which its competitors have to rely.
There is no evidence whatever that Imperial has ever desired to obtain such
control or that it is likely in future to regard its holdings as the nucleus of a more
comprehensive distributive system to be built' up under its control. We have
had no complaints of discrimination against other manufacturers by Sinclair or
Bewlay, whose position.as subsidiaries of Imperial is public knowledge, or by
Finlay, whose connection with Imperial is perhaps less well known. Although
the two companies which Imperial controls have not proved very profitable
investments, steps have been taken recently to improve their efficiency. Sinclair
is, we understand, now operating ‘on a reasonably profitable basis. As regards
Bewlay, Imperial submits that its business is of an exceptional kind because it
remains virtually a specialist retailer of tobacco goods and smokers’ requisites
and a number of its best shops occupy expensive sites. Imperial regards Bewlay’s
specialist shops as a medium for advertising smoking in general; ** to the extent
that they do that, that is of benefit to the whole trade and since we have a large
share of the whole trade, it is to our benefit . We think that Imperial’s invest-
ments in these three distributor companies, like its investment in Ardath, do
not have, and are not likely to have, any material effect on the public interest.
The question of the desirability of public knowledge of such connections, which
is pertinent to the case of Finlay, is referred to again in paragraph 587.

{(5) INTERESTS IN OTHER COMPANIES CONNECTED WITH THE TOBACCO INDUSTRY

550. Imperial has four subsidiary companies which make packing materials
and cigarette paper. As we have indicated in paragraph 520 we find no grounds
for criticism of Imperial in this connection. The other interests of Imperial.
which call for comment are thosé in the British-American Tobacco Co, Ltd,
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and in Molins. B.A.T. manufactures cigarettes and tobacco in the United
Kingdom and overseas but does not sell in the United Kingdom. Imperial
owns 28% per cent. of its equity. Molins’ activities as a manpufacturer of
machinery for the cigarette and tobacco industry are fully described in this
report. Imperial owns 25 per cent. of its equity, another 25 per cent. being held
by B.AT.

551. Imperial’s minority interest in B.A.T. derives from the arrangements
made in 1902 with the American tobacco manufacturers, which also gave rise
to the agreement between Imperial and B.A.T. which is still in existence (see
paragraphs 51, 52 and 102-104). We think that the effects of this shareholding
and of the agreement cannot properly be considered apart from one another,
but we are precluded from pronouncing upon the agreement because it is
registered with the Registrar of Restrictive Trading Agreements. Furthermore,
B.A.T.’s trade is conducted outside this country and is, therefore, beyond the
scope of our reference. In these circumstances we are not called upon to express
any opinion about the bearing upon the public interest of Imperial’s holding
in BAT.

552. Imperial’s interest in Molins is a matter we have to take into account
in relation to the supply of machinery (see paragraphs 600 and 601). Here we
are concerned with that interest only in so far as it may be relevant to Imperial’s
dominant position as a supplier of cigarettes and tobacco. To the extent that it
has assisted Molins to develop and supply machines which many tobacco
manufacturers appear to regard as the best of their kind this financial relationship
has benefited the whole of the tobacco industry. It is true that during the period
of development Imperial and B.A.T. had the right to claim exclusive use of
new machines produced by Molins, a right which Imperial exercised extensively
until about 1945 and thereafter less freely up to 1957. During the greater part
of this period, however, Molins did not occupy the position of pre-eminence in
the field of machinery that it now enjoys, and there is no evidence that any
competitor of Imperial has been seriously hampered through inability to buy
machines from Molins. We do not think that Imperial is to be criticised for
acquiring its financial interest in Molins or for taking steps to ensure that if the
investment proved a successful risk it should have some priority in benefiting-
from the results. Nor do we think that the public interest has suffered or is
likely to suffer by reason of Imperial’s holding in Molins.

(6) DisTrRIBUTION PoLicY

553. The principal features of Imperial’s existing system of distribution which
call for comment are, first, the extent to which it trades directly with retailers
rather than through wholesalers, secondly, the level of the margins it allows to
its distributors, thirdly, the company’s practice of fixing and maintaining the
resale prices of its products at all stages of supply, and fourthly, its practice of
making an additional allowance by way of bonus to distributors who enter into
an agreement under which they undertake, inter alia, to allow certain display
facilities to Imperial.

554, None of these matters can be considered entirely in isolation. The
company’s policy on margins is, obviously, closely connected with its policies as
to trading with retailers and as to the additional margin represented by the
bonus. Moreover, unless resale prices are maintained the original supplier cam
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have no control over margins. It may be noted also that one of the undertakings
given by distributor signatories of the Bonus Agreement is to maintain Imperial’s
prices. These four matters, therefore, need to be reviewed both individvally and
collectively. -

555. We see no reason why Impeiial should not trade direct with retailers to
whatever extent may be compatible with maximum efficiency and minimum
cost. Imperial, while observing that the ** break-even point ™ cannot be deter-
mined precisely, tells us that its own studies of the question have led it to believe
that retailers who can take 10,000 or more cigarettes at each delivery can be
served most economically by direct sale rather than by sale through wholesalers.
We are not in a position either to confirm or to dispute this opinion. In a fully
competitive situation each manufacturer would be under compulsion to seek
the right economic balance between sale to retailers and sale through wholesalers
as a means of minimising his costs,” In the tobiacco industry competitive forces
certainly affect the position. Imperial has told us that ** the obtaining of direct
accounts with retailers has always been an important element in the active
competition which exists in the trade »*, and that ** if we ceased to have direct
contact with . . . smaller outlets through our sales representatives we should
be obliged on competitive grounds to canvass many of them—even though their
orders were placed through wholesalers ”’. This means, in effect, that Imperial
—and probably most of its competitors as well—regards some part of the cost
incurred in maintaining accounts with retailers as a sales promotion cost rather
than an inevitable distribution cost.

556. There is nothing vnnsual or improper in this attitude. If the * active
competition ”’ to which Imperial refers were primarily price competition there
would be little, if any, risk that direct trading with retailers could be pursued
by any manufacturer to a point where it became economically unjustifiable.
In the present sitnation in the indusiry, where price competition between the
leading manufacturers is limited and they are prepared to spend heavily on sales
promotion, there is some risk that all of them may adopt methods of selling
which though well designed to increase sales are detrimental to low-cost distri-
bution. The rise in the proportion of sales going direct to retailers which has
occurred since 1955 (roughly from 50 per cent. to 65 per cent.) is explained by
Imperial as due to the operation of a free market at the end of the period of
control in. correcting a pattern of distribution which had become out of accord
with current trading conditions. The average quantity sold per retail outlet
was much higher in 1955 than in 1939 because the number of retail outlets had
during the interval fallen by 20 per cent. and consumption had increased. In
normal circumstances this would automatically have led to an increase in direct
trading, but this did not happen during the period of control because few new
direct accounts were then being opened. While the removal of controls partly
explains the increase in direct trading since 1955 we think this increase is also
attributable to keener competition in the industry during this period. We think
that Gallaher has probably been at least as active as Imperial in encouraging
direct trading and that this is not a practice stemming from Imperial’s monopoly
position. 'We discuss in paragraph 557 the effect of this tendency on the position
of the wholesaler. In general we have no reason to think that direct sale by
manufacturers to the larger retailers in inconsistent with efficient distribution.

_ 557. That both wholesalers and retailers would prefer larger margins than
those they are allowed is only to be expected. It is particularly understandable
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that wholesalers may feel some sense of grievance about their position. They
have seen the large manufacturers tend increasingly to by-pass them in distribut-
ing their products, and most of the smaller manufacturers, who could not have
dispensed with their services, go out of business. Their status as wholesalers
receives no recognition in the terms on which they are allowed to buy since they
pay the same price as retailers buying direct from a manufacturer, subject only
to quantity discounts which are open to both wholesalers and retailers. The
retailer who buys from a wholesaler must, therefore, expect to pay a higher price
than if he is able to buy direct from the manufacturer. As a result the function
of the wholesaler tends to be confined to providing a service for the small
retailers who do not qualify for direct accounts with manufacturers.

558. Specialist retailers, and those for whom the sale of tobacco goods is
something more than a side line, support the wholesalers® arguments up to a
point. The National Union of Retail Tobacconists, which is fairly representa-
tive of this class of retailer, says that the manufacturers’ price structure leads
to the proliferation of retail outlets, the wholesaler having no option but con-
tinually to seek new customers in order to maintain his business (see paragraph
417). It thinks, therefore, that wholesalers should be able to sell on the same
terms as manufactorers, and it goes on to say that the costs of both manufacturers
and retailers could be reduced by channelling trade through specialist outlets;
in particular a larger turnover would enable the specialist retailer to manage
on a smaller margin. The N.U.R.T. does not condemn direct trading with
retailers, though it has told us that its members would probably not object to
buying from wholesalers if they were able to do so on the same terms as the
manufacturers offer them. We do not think that these various proposals
amount to a coherent plan for an alternative price structure, but they do bring
out the genuine feeling on the part of the more highly specialised retailers that
they, like the wholesalers, are not encouraged to perform the kind of service
for which they believe they are especially equipped. Both classes of trader
think, in effect, that distribution would be more efficient if a higher proportion
of supplies passed through their hands; both think that if their turnover is to be
reduced their margins should be raised.

559. Arguments such as these are naturally put forward from time to time
by groups of traders whose livelihood depends to some extent on their ability
to drive a bargain with their suppliers. Although Imperial’s point of view
about many of these matters differs from that of the distributor, it says its
relations with the distributive trade are on the whole good. The company
says it endeavours, while keeping the retail price at a minimum, to provide the
wholesaler and retailer with a reasonable and fair return for the services they
perform. On the other hand it does not consider itself to be under an obligation
to fix its margins with a view to ensuring that either a wholesaler or a retailer
can earn 2 living by trading only in tobacco goods. Nor does it think the
interests of the consumer would be better served by a policy which would
tend to restrict the number of retail points of sale. It agrees that the margins
it provides, if expressed as percentages of selling prices, appear low by comparison
with many other industries. (These margins are approximately 10 per cent.
for retailers—though rather lower if they buy from wholesalers—and between
2 and 3 per cent. for wholesalers—see paragraph 203.) It argues, however, that
any such comparison is vitiated by the incidence of customs duty in the price,
which has caused the manufacturers to grant terms of credit which have the

197



effect of financing a substantial part of their customers’ stocks. Although the
retailer’s margin before the war was approximately 20 per cent. of his selling
- price, Imperial contends that the subsequent reduction is wholly justifiable for
this reason, and it has put forward certain estimates designed to show that the
“increased cash yield of the margins since 1938 is approximately in line with the
average increase in distributors’ costs (see paragraph 468). It also suggests
that rapid turnover and ease of handling are factors which justify a relatively
low margin of gross profit, and has drawn attention, by way of illustration, to
the analysis of the net profitability of wholesaling tobacco goods and other
lines which was undertaken by Sinclair (see paragraph 374).

560. On the whole we find Imperial’s attitude to this matter a reasonable
one. The handling of these goods is not a service that calls for any great
degree of skill. We agree that it should not be Imperial’s aim to restrict it to a
. specialised class of trader. = 'We think that the public prefers to be able to buy
cigarettes and tobacco at as many points as possible, and that a policy which
. enables this service to be provided is not objectionable so long as it can be carried
out economically and with due regard to the distributor’s claim to a proper
return. We do not think that the level of margins actually allowed could be
.said to be excessive. They appear, nevertheless, to be sufficiently attractive
to induce a large number of persons to stock and sell the goods. Though
- we appreciate the difficulties of the specialist trader, it has to be recognised that
the demand for his services has been declining over a long period, owing prin-
cipally to the increasing demand for packed cigarettes and tobaccos of well-
known brands. We think that there are no grounds for saying that Imperial
should offer them higher margins or a greater volume of business with a view
to arresting this trend. Leaving aside the question whether there is anything
undesirable about the practice of fixing distributors’ margins—a matter which
we discuss in paragraphs 561 to 568—we do not think exception can properly be
taken to the level of margins at present operating.

561. By prescribing and enforcing the prices at which its products shall
be sold at every stage of supply Imperial ensures, first that the public pay uniform
prices for identical products without regard to the particular cost of conveying

.the product to the particular customer, and secondly that each distributor’s
gross profit per unit sold is fixed without regard to his particular costs. Imperial
argues that the practice of maintaining resale prices is of benefit to the distributor
because he can rely on a known and reasonable rate of profit and on protection
against ““ loss leader * tactics by his competitors; to the manufacturer because
sufficient numbers of distributors are encouraged to stock and sell his goods;
and to the public, which likes a standard price and a large number of buying
points. An additional argument which has been advanced is that the risks of
allowing credit to distributors would be greatly increased if their selling prices
and margins were not protected. While some distributors might, even in
face of the withdrawal of credit facilities, be able to cut prices, others would
find that they would need a higher margin to finance their stocks and, if they
could not secure it by increasing prices, they could not continue to trade and the
number of retail outlets would to that extent be reduced.

562. We have not invited other manufacturers or the distributors to submit
evidence as to the merits of this practice, but it is clear that it has the general
-support of the industry in which, in this country, it is applied without significant
.exception. It is not a practice peculiar to this industry. It has been found to
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operate in a number of industries which the Commission have already investi-
gated, and has also been reported upon as a general practice on a number of
occasions, the most recent comprehensive report on the subject being that made
in 1949 by the Lloyd Jacob Committee.* Since that report was made resale
price maintepance as formerly practised in many industries, including the cigarette
and tobacco industry, has been modified in conformity with Part IT of the Restric-
tive Trade Practices Act, 1956. This Act on the one hand prohibited agreements
for the collective enforcement of conditions as to resale prices and on the other
hand strengthened the powers of individual suppliers to enforce their conditions
by legal proceedings. Each of the principal cigarette and tobacco manufacturers
prescribes the prices at which his products shall be bought and sold by any
subsequent distributors; they were doing so before 1956 and have continued
to do so since. Until 1956, however, the relevant conditions of sale were
collectively enforced by the body of manufacturers and distributors represented
in the T.T.A. Since 1956 there has been no collective agreement on the subject
of resale price maintenance and enforcement has been a matter for the individual
manufacturer. As we have explained in paragraph 263 the conditions we
have to consider in their bearing upon the public interest arise from the fact
that nearly all the cigarettes and tobacco supplied in the United Kingdom, are
supplied at all stages by persons who practise resale price maintenance and who
are therefore restricting competition in as much as each of them acts in such a
way as to prevent price competition in the supply of particular brands.

563, If this practice were terminated each distributor would be free to
determine and vary his own margins according to his knowledge of his costs
and of his own particular market. The ostensible advantage would be more
intensive -competition among distributors, leading in turn to an increased
effort to reduce costs. In theory at least, the lower cost distributors would be
able to reduce their selling prices and expand their turnover, while those with
higher costs might be compelled to find ways of reducing them or to be satisfied
with lower margins or to stop selling these goods or, if the services they offered
were sufficiently attractive to the public, to charge higher prices to recoup
themselves. Thus the public would have some choice of prices for identical
goods, and would buy from the higher-price suppliers only in so far as they
were prepared to pay for the services offered; the general tendency would be to
encourage purchase through the most economical channels and, therefore,
to reduce the total cost of distribution. Moreover, manufacturers, who with
few exceptions do not at present compete with one another in price for products
of the same class, might be more willing to vary their own selling prices if there
were no longer any standard retail prices.

564. There are, however, several factors to be taken into account which,
in this industry, may detract from the apparent benefits of terminating resale
price maintenance. Principally because of the high rate of customs duty,
distributors’ margins in this trade account for a lesser percentage of the end price
than usual. We have already concluded that the margins ruling are, in general,
not excessive (see paragraph 560). We think in these circumstances it might
well be the case that any reduction in price which even the most efficient
distributor could make while still trading on an economic basis could only be
small. One of two results might then be expected to follow. On the one hand
the public might not think it worth while to seek out the * cut-price ” shop

* Report of the Committee on Resale Price Maintenance: Cmd. 7696, June 1949.
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for the sake of a smallf cut. On the other hand if a sufficient number of smokers
took their custom to the *“ cut-price ** shops there might be a substantial reduction
in the number of retail outlets, It might be said that the advantages gained by
some smokers through reduced prices were counter-balanced by the inconvenience
caused to others by a reduction in the number of sources of supply and by the
possible damage to those engaged in the trade generally, '

565, Another point that needs consideration is the possible emergence of
“loss leader ” selling. Cigarettes are sold in a very large number of shops
and in most of them the cigarette turnover is small compared with the turnover
in other goods. It is not improbable that some retailers, if free to do so, would
sell some cigarettes at prices below cost for the purpose of attracting customers
into their shops. We do not suggest that there is any impropriety in following
this practice but we think that there are two reasons why, so far as this particuiar
industry is concerned, the argument based upon it cannot be ignored. In the
first place, for the reasons mentioned above, cigarettes lend themselves more
than most commodities to the use of such methods. Secondly, if they were to
be used at all they would be used principally by way of cutting the prices of the
most popular brands. The effect would be to increase the sales of these brands
to the detriment of other manufacturers. In practice this might well mean
that Imperial in the first place, and Gallaher secondarily, would benefit at the
expense of other manufacturers. We do not think it would be desirable to
weaken the competition Imperial has to meet from other manufacturers for the
sake of intensifying competition in the distributive trade.

566. Imperial, as we have mentioned, has also suggested that if distributors
could no longer rely on fixed margins the manufacturers might have to reconsider
their terms of credit, since the incidence of bad debts might be greatly increased.
This again is a consideration which could be more important in this trade than
in most others, because the value of retailers’ and wholesalers’ stocks, financed
at present by the manufacturers, is at all times very high owing to the level of the
duty. Any considerable withdrawal of credit on the part of manufacturers
would presumably have to be accompanied by an increase in distributors’ gross
profits to allow for the cost of financing their own stocks. It is unlikely that
all the individual distributors could borrow as cheaply as the manufacturers, so
that the total cost of financing stocks by distributors might weil be higher than
it is at present. We doubt whether the withdrawal of resale price maintenance
would be a determining factor in the granting of terms of credit but in so far
as this may be so we think that the effects of terminating the practice might be
disadvantageous.

567. In weighing the arguments set out above consideration must be given to
the effect of Imperial’s position as the dominant supplier, even though we are
satisfied that the policy of maintaining resale prices has not been adopted for the
purpose of preserving that position. Thus it may be argued that Imperial can,
in effect, determine the method of retail trading for the great bulk of the supply,
and that it may be considered a disadvantage from the standpoint of the public
interest that opportunities for doing business on terms other than those at
present imposed should be so narrowly limited, since this produces uniformity
and rigidity in trading methods to the detriment of experiment and innovation
in distribution. ,

568. On a balance of the foregoing considerations we conclude that in this
trade (with which alone we are concerned), and so long as competition between
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manufacturers continues on the present scale, resale price maintenance does not,
either as a practice of Imperial or generally, operate against the public interest
nor may it be expected to do so.* We wish to emphasise that this conclusion
relates only to the cigarette and tobacco industry and must not be taken to imply
any judgment on the desirability of the practice as applied in other industries.

569. As to the linking of bonus payments with the grant of display facilities,
Tmperial says that the practice originated as a means of giving customers a share
in the company’s prosperity but is also regarded as *° a competitive weapon of
some importance ”’. It argues that it has not been a decisive weapon nor has it
been abused; it is intended to offer an inducement to distributors, over and
above their normal margin of profit, to stock and promote the sales of Imperial’s
products and to ensure that the company is given a reasonable share of such
point-of-sale display as is devoted to tobacco goods. Imperial says that the
principle of ‘“ balance ” in display, as applied by the company in practice,
although preventing the signatory distributor from giving to competing manu-
facturers more than a certain share of the display he devotes to tobacco goods,
does not operate unfairly against those competitors. In support of this sub-
mission it tells us that a sample survey undertaken in 1958 showed that the
average proportions of display given to Imperial’s goods by traders who were
signatories of the Bonus Agreement and by those who were not were 67 per
cent. and 56 per cent. respectively (see paragraph 476). These figures show,
it is argued, that the proportion of display stipulated by Imperial for the purpose
of bonus (50 per cent.), besides being lower than Imperial’s share of the trade,
is below the average proportion of display which traders tend to give to Tmperial
in their own interests. The bonus, it is said, forms a very small part of the
average margin—about one-twentieth for retailers; and since other manu-
facturers allow a roughly equivalent bonus the distributor does not lose if he
sells more of their products and less of Imperial’s. Imperial adds that it is
open to any competitor to buy the right to predominant display by offering a
distributor the equivalent of the amount of bonus he would lose if he were to
abandon his agreement with Imperial. While agreeing that the obligations of
the distributor signatory in relation to display are not precisely defined in the
agreement, the company thinks there is little or no danger that he will give more
than is necessary to qualify for his bonus for fear of giving less; it says that its
own interpretation of the obligations is well understood by its competitors, who
are only too ready to correct any misunderstanding on the part of a distributor.

570. So far as we can judge Imperial does not obtain, on average, a share
of the space allotted by distributors to display of tobacco goods which is larger
than the company’s share of the trade; it may well be smaller. The value of

- display cannot, of course, be measured solely by the proportion of space occupied,
By interpreting the agreement to mean not only that it must have 50 per cent.
of the display but that it must have preference for ** centre displays ”’ (see para-
graphs 245 and 246) Imperial does, we think, effectively ensure that more than
half of the value of signatories’ displays accrues to the company. The answer
to the question whether Imperial’s share of display, in terms of real advertising
value, is in line with its share of the trade, or above or below it, is, therefore,
rather more open than the company has suggested, but it is not a guestion that
we can or need to answer.

;‘_Séee )Note of Dissent by Professor Allen regarding resale price maintenance (paragraphs
612-618).
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571. Point-of-sale display is, of course, a valuable advertising medium.
" It is natural and proper that manufacturers should compete for their shares of
display. They can do so only by offering rival inducements to the distributors
who control it, Imperial, however, does not pay for display by amount. It
pays for a proportion of display; that is to say it ensures that if a competitor
is given a good display its own will be still better, and conversely that if its own
goods are poorly displayed its competitors will receive worse treatment. The
effect of this, over a high proportion of the most valuable retail display, is that
the division of display facilities between Imperial and other manufacturers
tends to become stabilised, and it therefore appears to us to be a device which
does have some restrictive effect on competition. We do not think that the
artificial division of such facilities is compatible with free competition between
manufacturers. Manufacturers in competition with one another require to be
free to conduct concentrated advertising campaigns at particular times and in
particular places. The effect of Imperial’s bonus arrangements appears to us
to be that that company is in 2 position to use a majority of the most desirable
_point-of-sale display space and deny it to its competitors.

572. There is no doubt some force in Imperial’s argument that it is open
to its competitors to buy these facilities at roughly the price that Imperial pays.
But we think this argument leaves out of account some of the effects of Imperial’s
dominant position in the mdustry Imperial’s competitors themselves allow a
bonus to distributors which is about equal to Imperial’s bonus. They do so
.primarily because they could not hope to compete with Imperial unless their
terms to distributors were, in total, at least as good as Imperial’s. Though
‘they do their best to obtain some minimum of display in consideration of the
bonus they allow, none of them has been able to make this a firm condition of
the allowance. Thus any competitor of Imperial who bought a predominant
share of display by compensating the distributor separately for the loss of
Imperial’s bonus would in effect be making an extra payment for facilities which
Imperial obtains by allowing no more than the equivalent of the normal trade
terms allowed by other manufacturers. Moreover, he would have to compensate
the distributor over a considerable period even if he did not need the display
facilities over the whole of it. This situation arises because only a manufacturer
in a dominant position could successfully have operated a scheme such as
Imperial’s.

573. Imperial’s bonus scheme therefore limits the extent to which competing
manufacturers can obtain display facilities. This is a clear case of restriction
of competition and in view of the importance we attach to strenuous competition,
in this industry we conclude that the scheme operates and may be expected to
operate against the public interest.

574. Our review of the four features of Imperial’s system of distribution
mentioned in paragraph 553 has not led us to make any substantial criticism
except in relation to the bonus scheme.* It does not appear to us that abandon-
ment of that scheme must imply a radical reconstruction of the whole of the
system. The system considered as a whole is, we think, reasonably efficient
and economical and, with the exception we have mentioned, does not disclose
any undesirable use of monopoly power.

‘6l ; _%el% )Note of Dissent by Professor Allen regarding resale pnce maintenance {paragraphs
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575. We should also refer to another scheme operated by Imperial in relation
to point-of-sale advertising. In selected cases Imperial is (independently of
the bonus scheme) prepared to dress the windows of a distributor without
paymment for the service, provided that 75 per cent. of the display is given to
Imperial (see paragraphs 233 to 235). This arrangement appears to us to be a
legitimate method of advertising Imperial’s own goods, paid for in services
outside normal trade terms, and is therefore unobjectionable,

(7} ImPERIAL’S MoONOPOLY PosITION AS A WHOLE

576. Our review of the development of Imperial’s monopoly position has
led us to conclude that the absence of the stimulus of effective competition was
reflected for many years in the company’s organisation and coramercial policy
but that in spite of certain points of criticism Imperial has exercised responsibility
and restraint in making use of its power as a monopolist (paragraph 533). In
examining certain features of the existing position we have also concluded that
Imperial does not earn a rate of profit which is so high as to be contrary to the
public interest and, in the conditions of -present-day competition, is not likely
to do so (paragraph 540); that it is contrary to the public interest that Imperial
retains its substantial investment in the equity of Gallaher (paragraph 547)
but that its interests in Ardath, Sinclair, Bewlay and Finlay are of little significance
{paragraphs 548 and 549); that its interests in Molins and in companies making
packing materials and cigarette paper are unobjectionable (paragraphs 550 and
552); and that its distribution system is unobjectionable* except for the bonus
arrangements, which are contrary to the public interest (paragraphs 573 and 574).

577. We have mentioned (in paragraph 531) the drastic reduction in the
number of Imperial’s branches which has occurred from 1954 onwards and

.recorded our opinion that this is connected with the intensity and success of the

competition experienced recently. By February 1961 the branches will consist
of Wills, Player, Ogden and the newly formed Churchman, Lambert and Ringer
branch. As reorganised, therefore, the company will consist of the two principal
and two smaller branches. In recent years the Player branch has been
‘responsible for nearly half the company’s sales and the Wills branch for another
40 1o 45 per cent.

578. Imperial, as we have mentioned, defends its branch structure on the
ground that internal competition is a stimulus to efficient manufacture and
marketing. It is clear that the branches are marketing products which compete
with one another as well as with the products of manufacturers other than
Imperial. Although the small branches do not cover the whole of the field there
is no exclusive allocation of any part of the field to particular branches, either
geographically or by type of product. Nevertheless, competition between
branches is regulated to some extent by central control, as described in paragraphs
115 to 126. Imperial has told us that ** our objective in the whole of this control
of the company from the centre is fo leave as much freedom of effort in manu-
facture and in selling and cost control to our branches [as practicable] while
endeavouring from the centre to look at the whole company picture and to ensure
that as a group we get the maximum benefits we can from our collective bargaining
power . . . in terms of purchasing, finance and so forth . The company goes
on to say that as a result of central control “ each brand brought out by each
branch at a price level which competes should yield a gross profit margin roughly

61;-563% )Note of Dissent by Professor Allen regarding resale price maintenance (paragraphs
18).
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comparable with the company standard at that price. That means that we are
putting each branch in the position of being able to compete in terms of the
value offered in the product equally ™.

579. As we have explained in paragraph 349 the standard gross profits are
not rigidly enforced, and it is accepted that gross profits on brands of the
smaller branches and on those with a small turnover may be rather below the
level for the better-selling brands. In as much, however, as each brand is
expected to earn a certain minimum level of gross profit, the system may be
presumed to offer some incentive to any branch whose manufacturing costs are
high to find ways of reducing them. Apart from this it does not appear that
Imperial values inter-branch competition primarily as a means of providing
comparisons to indicate ways of reducing costs. Nor indeed would the branch
system be necessary for such a purpose so long as the company continued to
produce at a number of factories. The company in its explanations appears
rather to place the emphasis on market competition between the branches. We
are told that, although advertising expenditure is subject to approval by the
Executive Committee, the branches’ proposals are normally approved provided
they seem reasonable in relation to brand gross profits and sales prospects, and
that “* there is very wide scope for Branch initiative in the advertising field .

580. The merits claimed for the branch system are not susceptible of proof
or disproof. We have already expressed the opinion that in the past the survival
of numerous branches could be attributed to the absenée of external competition.
We think that some of the branches were retained partly out of reluctance to
disturb a long-established structure and partly for fear of diminishing the
company’s share of the total market, though not all branches were profitable.
Imperial’s position was such that it could maintain relatively or wholly unprofit-
able branches and yet continue to earn, for the company as a whole, a level of
profit which it regarded as sufficient. According to our computation of profits-
from 1951 to 1957 the Player branch earned a substantially higher rate of profit
than the undertaking as a whole, as to a lesser extent did the Wills branch.
Competition between the branches may provide some incentive to effort and
enterprise, but in our view internal competition is at best a poor substitute for
real competition and it is perhaps significant that the recent emergence of power-
ful outside competition has in fact caused Imperial to make very considerable
changes in its branch structure. There can be little doubt in our opinion that
the result of these changes must be an improvement upon the structure that
existed up to about six years ago.

581. Much of what has been said on the subject of the branch system is also
relevant to the question of the number of brands which the company markets.
In March 1960, Imperial was selling 57 brands of cigarettes and 183 brands of
tobacco (as well as many types of loose tobacco). The numbers, as we have
shown (paragraph 532), represent a substantial reduction from the corresponding
figures for 1938. In 1957 about 91 per cent. of the company’s cigarette sales
were accounted for by four brands and about half its tobacco sales by six brands
(see paragraphs 368 and 370). The four leading brands of cigarettes earned
about 934 per cent. of the total profit on cigarcttes; the remaining brands were
therefore not alf unprofitable though we found that a number of them incurred
net losses. The six leading brands of tobacco, however, earned a profit of
£350,000 although the company’s total profit on tobacco was only £108,000;
of the remaining brands more than half incurred losses.
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582. Although some brands of cigarettes are unprofitable, the small-selling
brands as a whole contribute to the company’s profits. The position with regard
to tobacco brands needs to be examined more closely, first because, as we have
shown, most brands have been incurring losses which in aggregate have offset
a high proportion of the profits earned by the few successful lines; and secondly
because tobaccos as a whole have been earning a much lower rate of profit than
cigarettes. We have noted in this connection the complaints made to us by
one or two small tobacco manufacturers to the effect that Imperial fixes prices
for its tobacco brands which are ** uneconomic ** but which other manufacturers
must, in practice, follow; the complainants infer that Imperial is able to do this
by subsidising its tobacco trade out of its profits on cigarettes.

583. Imperial argues that the principal reason for the relative unprofitability
of tobacco is that the trade has for many years been a declining one. Although
there has been some increase in demand for tobacco for hand-rolling of cigarettes
this is more than offset by the fall in demand for pipe tobaccos. Moreover, pipe
smoking tends, we are told, to be increasingly concentrated among older people,
many of them of limited means. For many years, therefore, Imperial has had
to face the problem of deciding as a matter of commercial judgment whether
price increases which appeared to be justified by increases in costs would only
resuli in such a further loss of turnover as to reduce rather than increase the
profitability of the tobacco business. In these circumstances the company has
charged the prices it believed the traffic would bear, and in its judgment tobacco
will not bear prices which yield the same level of profit as can be earned on
cigarettes.

584, These arguments appear to us to be reasonable. We do not think that
- Imperial can be expected to abandon its trade in pipe tobaccos so long as there
is any significant demand for them, but we recognise that the trade is not a
buoyant one and is scarcely likely to be a very profitable one for any manufac-
turer. 'We doubt, therefore, whether the small manufacturers whose complaints
we have mentioned would find that they could afford to charge higher prices
even if they felt free to do so, and we do not think that Imperial is to be criticised
on this score. The company says that the large number of brands marketed is
due principaily to the fact that there are some twenty types of tobacco, each
catering for a different taste on the part of the smoker, and that each type is made
in a number of different qualities at different price levels. Whether the number
is justified at any given moment is, we think, a matter of commercial judgment
which the company alone is in a position to decide.

585. In the instance mentioned in paragraph 582, what was represented to us
by one or two witnesses as being the result of undue exercise of monopoly power
on the part of Imperial appears in fact to be largely a consequence of factors
which are outside Imperial’s control. The same may be said of many other.
representations which have been made to us. The criticism received during this
inquiry has been large in volume though, for the most part, moderate in tone.
Some of it is directed against particular practices of Imperial, such as the bonus
arrangements, trading with retailers, or the margins allowed to distributors;
we have taken these representations into account in dealing with the argu-
ments about those matters. Some of the criticism, however, is not focussed
particularly on Imperial but either is directed towards the larger manufacturers
in general or consists rather of complaints that developments in the industry
are to the disadvantage of the witnesses in question. 'We have drawn attention
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in paragraphs 514 and 515 to the continuing process of concentration in the
manufacturing industry, which is not associated with any increase in Imperial’s
share of the trade. We think much of the complaint and criticism is a result of
this process rather than of Imperial’s dominant position; this applies especially
to the representations from manufacturers and former manufacturers, who say
that they cannot compete with the *“ big combines », and to those from leaf
merchants, whose trade has diminished with the elimination of the many small
manufacturers who formerly depended upon their services.

586. In spite of these criticisms, therefore, we have formed the view that
Tmperial continues to observe restraint in exercising the power derived from
its still dominant position in the trade. 'We think this restraint is evident in its
policy on prices and profits and in its responsible attitude to the rest of the
industry. Even in the matter of the bonus although we have found grounds for
criticism we think we should also record that the company appears to have been
more accommodating in recent years than formerly; it has made some effort
to meet the objections of its competitors and has enforced its agreements less
stringently. Although we may not agree with Imperial’s views at all points we
are satisfied that the company has long been conscious that because of its
dominant position it must pay special regard to the public interest. Our own
criticism is rather that during the long period of its dominance its structure and
commercial policies have not been designed to achieve the maximum degree of
efficiency. Successful competition from Gallaher has caused Imperial to make
some radical changes and we believe that the company is now better equipped
to meet competition from this or any other quarter than it was a few years ago.

587. A question which calls for some further comment before we record our
findings on Imperial’s monepoly position is that of the disclosure of its substantial
. minority interests in certain other companies in the industry. The reasons
advanced by Imperial for not making any public announcement of its holding
in Gallaher (see paragraph 545) also apply to its interests in Finlay, Molins
and Ardath Tobacco Co. Ltd. It follows, of course, from our conclusion that
Jmperial’s retention of its holding in Gallaher is contrary to the public interest
that we think the existence of that holding should be known. In any event we
consider it desirable that unless there are very competling reasons to the contrary
the full extent of the interest of a monopoly supplier in the industry concerned
should be known, and we do not think that Imperial has advanced any such
reasons.*

588. What we have called, for convenience, Imperial’s *“ monopoly position
has been, over the past 50 years, a position in which the company’s share of the
total home trade in cigarettes and tobacco has varied roughly between 60 and
80 per cent. Its share at the present time does not greatly exceed 60 per cent.
and .the competition it is now experiencing is probably more intemnse and
certainly more concentrated than at any time in the company’s history. The
competition provided by Gallaher in recent years is a welcome development.
We consider that a situation in which there are two very large manufacturers
competing with each other is preferable to the former position where Imperial
had no competitor of comparable stature; competition from Gallaher has

* 8o far as Ardath is concerned the relationship which Imperial preferred not to disclose—
namely, that with Ardath Tobacco Co. Ltd.—will shortly cease to exist. Imperial has not,
as far as we are aware, yet publicly disclosed the fact that Ardath (U.K.) Ltd. jis its wholly
owned subsidiary (see paragraph 182}, i ‘
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already led Imperial to put its organisation on a more economical basis. This
is not to say, however, that the present situation in the industry is an entirely
satisfactory one.

589. Imperial has submitted that the decline in the number of its competitors
is due to forces largely outside its control; that its predominant position is due
principally to its successful use of competitive weapons which are open to any
manufacturer; that outside competition is nevertheless active and effective:
that the existence of competition within the company is an important additional
safeguard for the public interest; that it has exercised its power with moderation
and has not impeded its competitors unfairly; and that it has been active in
promoting the public interest by research, by the development of Commonwealth
sources of leaf, and by co-operation with the Government. We can agree with
some of these submissions. We think the company takes a responsible attitude
in its relations with the Government and we agree as to the value of its research
and its efforts to develop new sources of leaf. We consider that Imperial’s
predominant position is due to a number of causes, including the high quality
of its products, the circumstances of the company’s formation, its success in
exploiting the demand for mass-produced cigarettes in its earlier years, and the
various steps it has taken to preserve its influence in the market as indicated in
the foregoing chapters. We do not regard the internal competition provided by
the company’s branch structure as a substantial safegnard of the public interest
or a satisfactory substitute for external competition. We think it essent1a1 that
Imperial should continue to feel the stimulus of such competition.

590. As we have indicated we think it desirable to eliminate the risk that
competition between Imperial and Gallaher might be inhibited by the existence
of a financial link between them. We consider that the retention by Imperial
of its shareholding in Gallaher is a * thing done * by Imperial to preserve its
monopoly position which operates and may be expected to operate against the
public interest. We have also indicated that Imperial’s practice of allowing a
bonus to distributors conditional on the grant to the company of a proportion
of their display facilities has an undesirably restrictive effect on competition in
the industry generally. We consider that this practice is a2 * thing done ” by
Imperial as a result of and for the purpose of preserving its monopoly position
which operates and may be expected to operate against the public interest.
We have made some other criticisms of Imperial, and particularly of matters
which reflect upon the company’s efficiency in the past. The company no longer
enjoys the degree of dominance which it had before the war, but the points of
criticism referred to arise largely from the continuing effects of its former
situation. While we do not think that Imperial’s present practice in regard to
its branch structure and the range of brands is contrary to the public interest
we have no doubt that the company will continue to review its policy in these
respects. The competitive conditions now prevailing in the industry are likely,
in practice, to compel the company to make any further changes that may be
necessary in order to minimise its costs.

591. In spite of the criticisms we have made of particular practices we do not
think it can be said to be undesirable that Imperial should continue to be
responstble for a high proportion of the trade so long as outside competition
remains as intense as it has been in recent years. We do not find, therefore,
that the conditions which prevail by reason of Imperial’s share of the trade
operate or may be expected to operate against the public interest.
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II. Machinery

592. Sales of cigarette and tobacco machmery are naturally liable to fluctuate
from year to year. Average annual sales in the United Kingdom in the eight
years from 1951 to 1958 were approximately £2-1 million. The principal
manufacturer, Molins Machine Co. Ltd., was responsible for about 55 per cent,
of these sales. About 45 per cent. of the total home sales, including about
58 per cent. of Molins® home sales, went to Imperial.

593. The machinery with which we are concerned covers many different types,
and few manufacturers can supply the whole range. Molins makes many of the
most important types, including cigarette making and cigarette packing
machines. Molins exports, on average, about three-quarters of its output and
its principal competitors in its export markets are manufacturers in Western
Germany and in the United States. Western Germany also exports to the
United Kingdom and has enjoyed a rising percentage of total sales, amounting
to about 11 per cent. in 1958, Some United States machinery made under
contract in the United Kingdom is also sold here. None of the other British
manufacturers is a serious competitor with Molins in the field of cigarette
making machines though one of them has been making such machines for its
parent company, Gallaher.

594, In the light of our conclusions in paragraph 342 we have to consider
whether the conditions which prevail—in the case of Molins by reason of the
proportion of total supplies for which it is responsible, and in the case of
Imperial by reason of the proportion which it purchases—operate or may be
expected to operate against the public interest, and we must also consider the
“ things done ” by the two parties.

395. Molins and its predecessors have been operating in this country for more
than 60 years, but it is during the past 30 years that the developments have
occurred which have transformed a comparatively small business into one of the
world’s leading specialists in cigarette and tobacco machinery. Molins says
that its present position is mainly due to its *‘ ability to invent and develop
better machines than its competitors . It acknowledges, however, that in build-
ing up that position it has benefited from its connections with the Associated
Companies (Imperial and B.A.T.). Throughitsfinancial and trading agreements
with the Associated Companies it obtained (i) capital to proceed with develop-
ment “ in a manner and at a rate which might not otherwise have been possible **,
(ii) facilities for production trials of its machines, and (iii) a potential though
not guaranteed market if it produced good machines. Molins acknowledges
that the trading agreement gave the Associated Companies certain advantages
over competitors up to 1957, namely preferential terms as to prices and royalties
and the right (which only Imperial exercised) to obtain exclusive use of certain
machines. It contends that it was reasonable that the Associated Companies
should enjoy such advantages having regard to the risks they took in investing
in a company whose inventions had still to be proved better than those of anyone
else. Itaddsthatitis a common practice to grant advantages of this kind under
the terms of patent licences, and that in the present instance the competitors of the
Associated Companies had access to a number of alternative sources of supply
of machinery. Finally it is said by Imperial—whose arguments generally
support those put forward by Molins—that although the trading agreement of
1927 remained in being until 1957 Imperial exercised its exclusive rights much
less rigidly from 1945 onwards than it had done before the war.
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596, We see no reason for criticising either Molins or Imperial for the actions
and arrangements which have led to Molins’ present dominant position. In -
1927 Molins’ subsequent success could by no means have been taken for granted.
It has been achieved through superior inventions and the ability to develop
and apply them commercially, and through enterprising management backed
by the financial resources of Imperial and B.A.T. We do not think that Molins
can be blamed in any way for seizing the opportunity presented by such an
association or for accepting the terms on which it was offered. It was reasonable
on the part of the Associated Companies that they should expect some preferential
advantages from any success Molins might achieve. It is no doubt true that
some of their competitors, as they have told us (see paragraphs 425 and 426),
would have bought certain Molins machines earlier than they did had not the
exclusive arrangements prevented it, but none of them has alleged that this had
a serious effect on their competitive position. It would be a different matter
if the Associated Companies had persisted in maintaining all their advantages
long after Molins had established itself as the leading manufacturer of these
machines. In fact, the trading agreement of 1927 was terminated in 1957,
and the residual advantages to Imperial and B.A.T. afforded by their current
agreements with Molins are of a very limited nature.

597. The terms of the present trading agreements together with those of the
financial agreement of 1927 which is still operative constitute two of the principal
matters whose bearing upon Moling’ current monopoly position we have to
consider. A third consideration to be taken into account is the level of profit
Molins has been earning. We deal with these three matters below before
considering Molins’ monopoly position as a whole.

598. Under Molins’ present trading agreements with Imperial and B.A.T.
the two latter companies have the right to a 60—day trial of any new machine
and are afforded certain safeguards as to the prices to be paid for all types of
machinery, including spares. We have described the trial provisions in para-
graphs 336 and 337. In its agreement with Imperial, Molins undertakes not to
offer the machine under trial to a competitor of Imperial until the trial is com-
pleted, but the agreement with B.A.T. contains no similar provision. Both
Molins and Imperial contend that the trials are of substantial value to Molins
and ultimately to all Molins’ customers, since they frequently lead to
modification of the machine in the light of its performance under factory
conditions. They also observe that Imperial gains little, if any, advantage over
its competitors as to deliveries since the agreement provides that * Molins
shall in allocating their manufacturing capacity have regard to reasonable
and probable requirements of other customers ”. The price provisions of the
two agreements are explained and discussed in paragraphs 386 to 388; as
we have said there they do little more than ensure that no other purchaser in
the countries in which Imperial and B.A.T, will use the machines may receive
any price advantage over them.

599. We see every advantage for Molins and for all Molins’ customers in the
provisions for testing new machines. We do not think the advantages are
likely in practice to be greater for Imperial than for any other customer except
in so far as Imperial buys on a larger scale than its competitors, The price
provisions confer no material advantage on Imperial or B.A.T., but do not
preclude either company from using its bargaining powers.. It appears to us,
indeed, that these two agreements are of very litile significance except for the

testing provisions.
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" 600. By the terms of the financial agreement of 1927, Imperial and B.A.T.
each now owns 25 per cent. of the voting shares of Molins as well as approxi-
mately 25 per cent. of the rest of the share capital. The two companies have the
right to nominate directors to the board of Molins, but the number so nominated
must always be less than half of the total number of directors. This right has
never been exercised though representatives of Imperial and B.A.T. have been
appointed alternate directors for members of Moling’ board. Molins says that
Imperial and B.A.T. * have never in fact sought to influence the policy of the
company . The alternate directors, it is said, ** hold no more than a watching
brief , and the board of Molins * has exercised full and independent control
of the policy and affairs of the company . Imperial has expressed similar
views, saying that it exercises no more influence on Molins’ policy than ** that
appropriate to a large buyer of its machinery ”, : .

601. The evidence we have had generally supports the case submitted by
Molins and Imperial. Although the representatives of Imperial and B.A.T.
who act as alternate directors of Molins receive monthly reports and attend
board meetings, this appears to be no more than a means of keeping the two
shareholding companies informed without giving them executive authority.
It is clear that the management of Molins has been anxious to maintain its
independence and that Imperial and B.A.T, have respected its wish to do so.
We have already indicated our view that the association of Imperial with B.A.T.
in holding 50 per cent. of Molins’ equity is not a matter that calls for criticism
so far as it is relevant to Imperial’s position as a monopoly supplier of cigareties
and tobacco (see paragraph 552). We see no reason to take a different view
after considering the matter in relation to the supply of machinery.

602, The profits earned by Molins in its home trade in the eight years 1951
to 1958, expressed as percentages of capital employed (computed on the basis
of the historical cost of ﬁxed assets less depreciation at Inland Revenue rates),
were as follows:— :

: : - ) - Percent. .
1951 .. .- .. e .- 42-7
1952 .. . . . .. 24-6
1953 .. o .. .. . 282
1954 .. - . .. .. 39-6
1955 . 292
1956 . .. .. .. - 29-0
1957 .. .. e . 45-6
1958 : - e .. 43-6
Average forSyears v e . 36-2

There is no United Kingdom manufacturer of this machinery with a business
which resembles that of Molins sufficiently to make any comparison of profits
as between it and Mohns worth while.

. 603. When we compare Molins’ profits with the average for manufacturing
industry generally we find that, after making all due allowance for the difficulties
of comparison to which we have already referred (see paragraph 536 and
Appendix 6), it is quite clear that during these eight years Molins’ level of
profit on its home business was much higher than the average. Molins does
riot dispute this but has submitted certain figures designed to show that some
other specialised engineering businesses earn very hlgh rates of profit and has
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put forward a number of arguments in justification of its own profits (see para-
graphs 396 and 503-509). We do not necessarily accept these arguments in
their entirety but deal below with those that appear pertinent.

604. Molins sells only about a quarter of its products in the home market.
As we have shown in paragraph 394, a higher level of profit was earned on
exports than on home sales during most of the pericd covered by our survey.
This was due principally to the preferential terms provided for in the company’s
former agreement with Imperial and B.A.T., which was not terminated until
1957. In 1958 the rate of profit on exports was rather below that for the home
trade. Molins contends that a price policy which discriminates between one
customer and another or one market and another is a dangerous one to adopt,
since it Jays the seller open to counter-measures, amounting possibly to 2 com-
plete embargo, in some countries. The company says that it would always have
preferred to sell at uniform prices and that it is now doing so and intends to
continue to do so, subject only to any quantity allowances that may be justified
by savings in cost. It says, accordingly, that the profits it earns in the home
market must depend upon the prices it fixes for the whole of its market, and that
any reduction in prices and consequently in profits on home sales must be
accompanied by a corresponding reduction on export sales.

605. Molins’ high profits have been earned in the face of formidable
competition because its customers have been willing to pay the price for a
Molins machine; its prices, that is to say, have passed the test of the market.
It is catering for the special needs of a small number of purchasers in a market
which is world-wide and its operations in the home or any other particular
market cannot be considered in isolation. Its principal competitors are overseas.
It depends for its livelihood on its ability to remain ahead of its competitors
in inventiveness and in practical application of inventions. The company can
have no assurance that its business will remain profitable; the risks are high
because the market is a narrow one and a competitor who produces a bettcr
machine can quickly obtain a great. part of the potential custom.

606. A high rate of profit is not necessarily against the public interest. Moh'ns
is exposed to a high degree of risk and earns its profits in fully competitive con-
ditions. Although exports, as such, are not within our terms of reference we
cannot but have some regard to the inter-dependence of Molins’ home and export
business and to the benefits which the latter brings to the national economy.
For all these reasons we do not find that Molins® pricing policy or the level of
profit which results from it are against the public interest.

. 607. To a large extent our review of Molins’ trading and financial agreements
with Imperial and B.A.T. and of its level of profits has covered the considerations
that have to be taken into account in forming a judgment upon Molins’ position
as a monopoly supplier. Molins says that its dominant position is due to its
inventiveness and efficiency which enable it to sell at competitive prices machines
which its customers consider superior to the products of its competitors. The
company goes on to say that concentration of production and supply of this
machinery serves the public interest “ since the research and production facilities
which Molins command in part as a result of their predominant position both
give rise to economies of scale and enable them to compete the more effectively
in export. markets *’, There is, it is said, no danger that this concentration

211



could have harmful effects in the future, since Molins is not protected from
competition and can retain its dominant position only for so long as it keeps the
lead in inventiveness and sells its products at competitive prices.

608. In general we accept these submissions as justified in relation to Molins’
present position. Althoughin reaching its present position the company benefited,
as it ‘acknowledges, from its connections and agreements with Imperial and
B.A.T., we do not think that the existing relations between the three companies
afford Molins any material advantage over its competitors. Molins does not,
in fact, enjoy the assured market of a monopolist but its exposed to strong
competition. We conclude, therefore, that neither Molins’ monopoly position
nor anything done by the company as a result of or for the purpose of preserving
that position operates or may be expected to operate against the public interest.

609. Imperial’s position as the purchaser of more than one-third of the
machinery supplied in this country is 4 result of its monopoly position in the
cigarette and tobacco trade: The only question of any practical consequence
we need consider is whether anything done by Imperial as a result of that
position is contrary to the public interest. It follows from what we have said
on the subject of Molins that we do not think Imperial’s connections
and agreements with that company have had undesirable effects. Imperial, as
we have said, contends that it exercises no more influence on Molins’ policy
than that appropriate to a large buyer of its machinery. We think it desirable
that Molins should continue under independent management and without
interference on the part of Imperial. We know of no other action on the part
of Imperial that calls for remark in this connection, and we conclude that neither
Imperial’s position as the predominant buyer of machinery nor anything done
by the company in that capacity operates or may be expected to operate against
the public interest.

IIN, -‘Summary of Conclusions: Recommendations

610. Our conclusions as to the bearing upon-the public interest of the ““ con-
ditions ’ and the * things done > with which we are concerned under these two
references may be summarised as follows:—

Cigarettes and Tobacco

Imperial’s monopoly position, as such, does not operate against the public
interest nor may it be expected to do so. The retention by Imperial of its
shareholding in Gallaher and Imperial’s practice of allowing a bonus to
distributors conditional on the grant to the company of a proportion of
their display facilities are both, however, things done by Imperial, in the
one case for the purpose of preserving its monopoly position and in the
_other both as a result of and for the purpose of preserving that position;
both of these things operate and may be expected to operate against the
public interest (paragraphs 590 and 591).*

For the reasons given in paragraph 351 we have not con31dered the effects
of Imperlal’s agreement with and shareholding in B.A.T.

Machmery

Neither Molins’ monopoly position nor Tmperial’s posmon as the pre-
dominant buyer nor any things done by either company operate or may
be expected to operate against the public interest (paragraphs 608 and 609).

* See Note of Dissent by Professor Allen regarding resale price maintenance (paragraphs
612~618). 212




611. We are required to consider whether any, and if so what, action should
be taken by way of remedy for the matters which we have found to be against
the public interest in connection with the Tobacco reference.

- (a) So faras Imperral’s shareholding in Gallaher is concemed we recommend

that Imperial should divest-itself of any du'ect or indirect financial mterest
.in Gallaher. -

* (b)-As.regards the bonus arra.ngements we recommend that (1) Imperral should
terminate its existing Bonus Agreements, {2)any bonus or allowance granted
to a distributor by any tobacco manufacturer, whether by written agree-

" ment or otherwise; should in future be related solely to. that distributor’s
turnover in the products of the manufacturer concerned, (3) any such bonus
or allowance should be completely dissociated from the grant of continuing
'advertlsrng or display facnlmes by -distributors (speclal arrangements for

“““campaign” advertising arein, our view in a different category and
unobjectlonable) and (4) no tobacco manufacturer should in future enter
into an arrangement 'with a distributor the effect of which is that if the
distributor advertises a competing product he- must aIso advertlse that
' manufacturer’s product
R. F. LEVY (Chairman)
G. C. ALLEN
(Subject to Note of Dissent below)

ANDREW BLACK
BRIAN DAVIDSON
I. C. HILL

. W. E. JONES
FRANK SHIRES |

A. S. GILBERT (Secretary) :
GthJanuary, 1961 . ‘
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feo oo 7w v Note of Dissent by Professor G.-C. Allen

"'612. To my mind the convincing arguments agaiﬁst resale price maintenance
that are advanced in paragraphs 563 and 567 are not disturbed by anything
said in favour of that practice in paragraphs 564 to 566. I, therefore, dissent
from the conclusion reached in paragraph 568. I consider that the weight of
evidence and argument shows that resale price maintenance in the tobacco
industry is against the pubhc mterest and that th.lS restrictive practxce shoild
be abolished.

613.-The argument in favour of the practice opens with the statemcnt (para-
graph 564) that < the margms ruhng are, in general, not excessive”’. This
statement, in my view, is irrelevant in that it refers to average margins through
out the trade. 'What is significant in this context is the divergence of costs among
the various distributors in circumstances in which cost differences cannot be
reflected in the retail prices charged The Commission proceed to speculate
on what might happen if resale price maintenance were abolished and if some
retailers sold their goods at lower prices than others. One possibility, they
think, is that there would be little or no change in the way customers distribute
their favours. If this result were at all likely, I find difficulty in understanding
why the manufacturers should have bothered to prescribe uniform resale prices
—a policy that must have cost them money and trouble—or why in the past the
trade should have devised elaborate methods for ensuring that the fixed prices
were maintained. . Experience supports my scepticism. In the days when the
evasion of resale price maintenance was possible the cut-price shops did a
thriving business. The Commission then turn to what I regard as the more
probable outcome, namely the transference of a good deal of custom to the
shops that reduce their prices. They think that this would diminish the number
of retail outlets and would cause inconvenience to certain customers, presumably
to those for whom low-price shops would have little attraction or, in other words,
those to whom a choice between high and low prices for cigarettes is a matter
of comparative indifference. For my part, I can see no reason why consumers
in general should be prevented by the arbitrary decisions of the manufacturers
- from choosing how they shall distribute their custom—as between buying their
cigareties at high-cost and high-price shops which may afford them some con-
venience of location and service, or at low-¢ost shops which are ready to pass
on their economies to the purchasers. If resale price maintenance were
abolished the number of retail outlets and the structure of the distributive
trade in cigarettes would come to depend on the preferences of consumers as
expressed in the way they chose to spend their money, and not, as at present,
on the manufacturers’ dictate which frustrates their freedom of choice in one
important respect. If the number of outlets were reduced this would be
because an insufficient number of custormmers was prepared to pay a price high
cnough to cover the costs of supplying them at certain high-cost points of sale— -
in other words, because of the effective compeutlon of the low-price shops.
Surely, nothing is here for complaint !

614. The Commission’s contention that the amount of any possible price
reduction would be very small is debatable. Over a period of months even a
moderate smoker might save a substantial sum by buying from low-cost retailers.
Further, it must be stressed that the present habits of purchasers have been
moulded by the existing restrictive arrangements. Under a system of resale
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price maintenance purchasers have no inducement to seek out low-cost distri-
butors or to make purchases in quantity. If freedom in pricing were allowed
then shopkeepers in search of the advantages of a high turnover would doubtless
reduce prices for purchases in quantity (as occurs in the cigarette trade in some
countries). This would affect the consumer’s purchasing habits and, by enlarging
the unit of sale, would open the way to additional econornies in distribution.
At a time when revolutionary changes in retail distribution are rendering resale
price maintenance obsolete int many branches of retailing, it is hard to under-
stand why purchasers of cigarettes should be excluded from the benefits of such
changes.

615. The objections to the present system are all the stronger because of the
structure of the tobacco manufacturing industry. The Commission say (para-
graph 567) that * it may be argued that Imperial can, in effect, determine the
method of retail trading for the great bulk of the supply . This is an under-
statement. It appears to me that, because of its dominant position, Imperial
can exert a decisive influence on methods of sale throughout the trade. The
Commission go so far as to admit that it is arguable that it is *‘ a disadvantage
from the standpoint of the public interest that opportunities for doing business
on terms other than those at present imposed should be so narrowly limited,
since this produces uniformity and rigidity in trading methods to the detriment
of experiment and innovation in distribution . 1 should have thought that this
proposition was self-evident.

616. In paragraph 565 the Commission predict that freedom in pricing would
lead to ““ loss leader * selling, a practice which (they think) would be objection-
able in this industry because it might bring about a further concentration of
production. But *‘loss leader ” selling is effective only for those goods for
which standard, uniform retail prices have been fixed and are widely known to
the public. Where such prices do not exist (and they would cease to exist in
the tobacco trade if resale price maintenance were abolished) the practice of
“ loss leader *’ selling can have few charms. Even if some retailers, in an attempt
to attract to themselves the goodwill created by manufacturers for certain
popular brands, offered those brands at exceptionally low prices, it cannot be
taken for granted that Imperial would be the chief beneficiary of their policy.
Gallaher might benefit to an even greater extent. Indeed, under a regime of
freedom in pricing, the way would be open for enterprise and innovation in
distribution and the effects on the structure of the industry cannot be foreseen,
Greater concentration among the manufacturers is thus only one of several
possible results that might attend the introduction of price competition into the
retail trade. Can one justify a policy that retards improvements in distribution
and deprives consumers of access to cheaper supplies simply in order to provide
a safeguard against a danger that may never appear? Even if the Commission
are correct in their prediction, it is very doubtful indeed if restrictive practices
should be kept in being and price competition excluded for the purpose of
preserving a fringe of independent firms which, ex hypothesi, would be those
which were unable to supply the market as effectively as the dominant producer
or producers.

617. There is another argument against resale price maintenance as it affects
this trade that has not been examined in the report. It is possible, indeed
probable, that retailers, if they themselves were subject to keen price competition,
would bring pressure on the manufacturers to reduce prices to the trade. In
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other words, price competition among retailers might work back to the manu-
facturers. -If, as is probable, the latter’s marketing efforts were then to be
diverted from the forms of competition that raise selling costs (e.g. competitive
advertising) to such forms as lead to lower prices, then the pubhc interest would
‘be promoted.

618. Finally, I refer briefly to the argument (paragraph 566) that in the
absence of resale price maintenance the incidence of bad debts might increase
with the result that the manufacturers might have ** to reconsider their terms of
credit ”. QObviously this effect would relate only to the marginal retailers, for
the credit of those who enlarged their turnover would be improved—and
doubtless their bargaining power vis-d-vis their suppliers. It would be reasonable
to expect that the danger predicted by Imperial would be confined to the period
of transition to the new distributive system when those retailers who had
previously been sustained by the restrictive practice were under the pressure of
effective price competition. If improvements in.the ordering of economic affairs
were to be successfully resisted whenever it could be shown that their first
impact would have disagreeable consequences for a minority of h13h -cost
traders, then little material progress would be possible.

G, C. ALLEN
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