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Abstract

This report analyzes concentration in the grocetgir market in the three Baltic countries:
Estonia, Latvia and Lithuania. The markets (inahgdsome comparator Eastern and Western
European markets) are analyzed using two standaasunes: the Herfindahl Hirschman
Index and the four firm concentration ratio. By By a standard classification as used, for
example by the US Department of Justice, the aisafgseals that the Latvian grocery retail
market is competitive, the Estonian moderately eotated, and the Lithuanian market
highly concentrated. Given this observation, isisprising that Latvia, where the grocery
retail market is the most competitive (out of theee Baltic countries), is the country where
further regulatory measures against the groceaylees have been discussed the most.

Furthermore, in the light of the Latvian discuss@m how to strengthen suppliers vis-a-vis
retailers, the report analyzes some of the argusnevitich have been used in the Latvian
discussion to support the need for the proposeddments to the Latvian Competition Law.

A theoretical analysis of the concept of countdmvgipower and its relevance in the Latvian

context shows that it is far from obvious that sgening suppliers relative to retailers will

benefit Latvian consumers. The report also examihesargument that the level of market

concentration in the Baltic grocery markets (intjgatar the Latvian one) contributes to the

relatively high Baltic inflation levels. There segrto be no support whatsoever for such a
claim.



1 Introduction

This report provides an overview and analysis @& thcent developments in the Baltic
grocery retail markets with a focus on Latvia, véhére emergence of two leading retailers
has raised concerns about excessive market povegiceths that also are reflected in the
Latvian Government’s inflation fighting plan (whetde role of retailers is explicitly
addressed) as well as in a proposed amendmenetaatvian Competition Law aimed at
reducing the market power of the leading retailéssa-vis domestic suppliers and smaller
retailers.

The structure of the report is as follows. The rigning part of this section discusses recent
developments in Latvia and the Baltic states in endetail and with reference to recent
development in the United Kingdom. There followsetion devoted to various theoretical
concepts relevant for the study: competition angl km measure it; how to define a market;
vertical links in retailing and the concept of ctemailing power; the relationship between
inflation and competition. The theoretical discossis followed by an empirical investigation
of the degree of competition in the Baltic groceeyail markets showing that the Latvian
market is the least concentrated one whereas thaedtian is the most concentrated one. The
last section provides a summary of the findings @mtlusions.

Over recent years, Latvia together with the twaeotaltic states, Estonia and Lithuania, has
seen a remarkable development of the retail groseptor. Starting from a very Soviet
system in which, for example, modern supermarketseewanknown, all three countries are
now served by a mix of modern formats — hypermatk&ipermarkets, and discount stores —
as well as traditional open markets. Moreover, gbetor is characterised by considerable
dynamism with new entry and considerable cross éomttivity. However, the rapid
emergence of a small number of leading retailesslad to concerns, especially in Latvia,
about what is labelled “excessive market power-asgs (domestic) suppliers and smaller
retailers. Among other things this has led to appsed amendment to the Latvian
Competition Law giving the Latvian Competition Cailn(LCC) much bigger power to
intervene in the sector. In particular the propolegiklation would introduce the concept of
‘significant market power’ and would outlaw praeticthat ‘abuse’ such market power.

It has to be said that the proposals for amendmnerttsee Latvian competition law come with

very little hard evidence of the state of competitin retail grocery. One exception is the
Latvian Competition Council’s recent investigatiohthe milk market where it is concluded

that “despite the fact that the value added andscofthe milk processing producers are
higher than that of the retailing stage of the pes¢ the profit per unit earned by the
supermarkets is considerably higher, which dematesgrunequal market power as between
the milk processors and the two biggest retaitetddbwever, this argument hardly qualifies as
evidence since it is not demonstrated how and tatwlegree Latvian consumers are
negatively affected by these observations. Furtbegmthere is nothing in economic theory
suggesting that this necessarily should be the €ase the contrary as the discussion on
vertical links will show there might be situatiowkiere this might benefit consumers as well
as the economy as whole. Latvian supermarkets ameebeen alleged to engage in below

! Kupla and Tardne (2006) p 8. Translation from Latvian by the aushof this report.



cost pricing, price flexirg late payment to suppliers, charging for accesshtdf space and
other practices which could be regarded as potsnéati-competitivé.

In an international perspective, Latvia is not ¢éimdy country in which state of competition in
retail markets for groceries has aroused both pulblerest and regulatory attention in recent
years. For example in 2000 the UK Competition Cdui@C) published the results of an 18
month inquiry into UK supermarkets. This inquiry imany ways provides a model for how
such an investigation should be conducted andddswonstrates the uncertainties associated
with drawing conclusions about individual practicdserved in the sector.

The focus of much of the UK inquiry was the comipeti relationship between the
supermarkets and their suppliers (exactly simitarconcerns expressed in Latvia) and
although it was found that a number of industry chces adversely affected the
competitiveness of some of their suppliers and atpéragainst the public interest and others
gave the supermarkets substantial advantages awetles grocery retailers, the CC
nevertheless concluded that that the adverse gftédhese practices would most effectively
be addressed by means of a supermarkets codeaticpravioreover, the CC also concluded
that the overall level of profits in the industryasvnot excessive. Subsequent developments in
the UK market and reviews of the working of the ead practice have led to the instigation
of a new inquiry in March 2006 which is currentiyder way. The new inquiry will examine,
among other things, whether the practices of selelow cost and price flexing which were
not covered by the code of practice, result inshodiion of competition.

The UK supermarkets inquiry has been described iy @aommentator as “the most data
intensive and technically demanding ever conduatethe UK™ and that “the quantity of
applied economic analysis was unprecedented imarission inquiry, and the conclusions
were largely based on a sophisticated empiricatingsof hypothetical models”
Nevertheless, even after this the Commission calecuthat it could not recommend
‘remedies’ or changes in behaviour other than #uame practices should be covered by a
code of practice. Pricing below cost and priceifigx although regarded as compromising
competition, were not included in the code or scibje other remedies on the grounds that
“overall ... the market is generally competitive, .anfl] our duty [is] to ensure that
intervention in such a market must be proportiorsatéd impose the least regulatory cost in
seeking to remedy any adverse effects fofind”

Thus, even with the benefit of the deepest invatbg, the UK competition authorities have
been reluctant to resort to draconian remediess Ehpartly because, despite moderate to
high levels of market concentration, the groceryketis regarded as “generally competitive”
and partly because the market is much more comjplem can be interpreted in terms of
simple textbook economic models.

The grocery market in Latvia and the other Baltates is hardly less complex than in the UK
and a full evaluation of the prevailing degree ampetition requires equally deep

2 Price flexing refers to the practice selling $aene product at different prices in different |amas.

% Some of these allegations have appeared in théanapress and others are mentioned in the ijat, i.e.
the formal justification from the Latvian Economibdinistry for making its legislative proposals thiater
resulted in the proposed amendments to the Coriguetiaw.

* See Frontier Economics (2000) p 1.

® See Frontier Economics (2000) p 4.

® See para 1.8 in Competition Commission (2000).



investigation. To date apart from the recent Latvi@ompetition Council investigation into
milk margins discussed above, virtually nothing basn done in Latvia and we know of no
investigation in Estonia or Lithuania. Hence, thesent study is a first step in the direction of
serious investigation. In particular, the aim isagsess the degree of market concentration
(generally regarded as a key indicator of competjtiacross the Baltic states and to make
some comparison with other European countries. @uite clear result is that retail grocery
markets in the Baltics look much more like the WestEuropean markets than those of the
other Eastern European new EU member states.

2 Theory

The following section provides an overview of vaisatheoretical concepts necessary for an
understanding and analysis of the grocery retarketa. After a discussion of key issues such
how to define and measure competition and the tdiefinof a market, we leave the basic text
book model behind to discuss more complex issuels as vertical links and countervailing
power as well as the relationship between compatiind inflation and their respective
implications in the Latvian context.

2.1 Competition and how to measure it

Competition is usually regarded as a desirablaifeaif an economic system. However, there
IS no consensus on how to define competition, nevied how to measure it. In economic

theory there are at least two distinct approacteescdmpetition. Firstly, there is the

neoclassical approach which focuses on markettaneiin a given sector, in particular the
number of participants and their respective markedre, and which considers market
concentration as an important measure of competifidhis may be contrasted with the
Austrian view which looks upon competition from #fetent perspective, focussing on

market innovations and product differentiation.

The neoclassical approach

The neoclassical approach typically informs thexdsad regulatory approach to competition
issues and also underpins the measures employéusinmeport. The focus is on market

structure where there is a presumption that in g@re more concentrated market is less
competitive and therefore less in the public irgere

The empirical challenge in the neoclassical apgroacto find a meaningful measure of
concentration that in a single number sums up thstamportant aspects of the distribution
of market shares in a given market. The most conynancepted measure of market
concentration is the Herfindahl-Hirschman Index (HHhe HHI is calculated as the sum of
squares of the percentages of the market shardfighe firms in the market. If there is a
monopoly, then one firm has a 100 per cent mattkatesand the HHI is 10,000 (100 x 100).
On the other hand, if there were thousands of ficorapeting, each of them having a market
share close to zero, then the HHI would also bsecto zero. A property of the HHI is that it
differentiates between an industry in which fouayrs have equal shares and another where
one player has 70 per cent share and the threesdtBeper cent each. The former, which is
more competitive, will have a lower HHI.



The HHI is used by many regulatory agencies. Famgle, the US Department of Justice
considers markets with an HHI less than 1,000 todwepetitive. If the HHI is between 1,000
and 1,800 then the market is considered to be ratelgrconcentrated, whereas an HHI of
1,800 or greater indicates a highly concentratetketaln the US, as a general rule, mergers
that increase the HHI by more than 100 points imaaiket that already is at least moderately
concentrated (i.e. HHI greater than 1,000) raisétrast concerns. In the absence of
countervailing power (discussed below), both theang empirical evidence suggest that
other things being equal markets with a higher Igetherate higher prices and bigger profits
for market participants.

Alternative measures of concentration are the miaskares of the top few — three, four or
five — market participants. The market share indicgrovides an intuitive measure of
concentration but one that is less informative ttre HHI about the distribution of market
shares.

Even in the neoclassical approach with its focus moarket structure and prices the
mechanism linking prices to the number of firms elegs on a complicated mix of factors,
e.g. the type of competition and the potentialdollusion between sellers. In particular, the
observed market structure anywhere, including kLineet Baltic countries, depends on more
than just the market behaviour of retailers. Itinluenced by factors (in many cases
political/institutional) such as:

* economies of scale;

» legislation and institutional factors;

» the planning system, e.g. through restrictions emetbpment/establishment of new
stores;

» the holding of land, e.g. the incumbents may haxeght most of the attractive land;

» prices of land and real estate prices can prevemt companies from entering the
market;

» the buying power of retailers: strong buyer powemnt the existing retailers’ side
might it make it more difficult for new participanto enter the market and offer
products at competitive prices;

» business practices as such.

All of these may affect market structure and contipet by preventing, restricting or
distorting competition, Indeed, the terms of refieee of the new 2006 UK supermarkets
inquiry indicate that it will examine both the ptang system, where there are fears that it
“restricts or distorts competition by raising thest of, and also limiting the scope for, new
local market entry, particularly by way of new laréprmat stores” and the issue of land
holdings by large retailers where the Office ofrFaiading (OFT) believes “There are
reasonable grounds for suspecting that the landirfgd of the large supermarket multiples
may reinforce their existing market position in slocal areas. . . [there is also] evidence of
practices that could have an anti-competitive éffeciuding the use of restrictive covenants
in relation to sites sold by the big supermarksets”

" See Office of Fair Trading (2006) p 2.
8 See Office of Fair Trading (2006) p 2.



The Austrian approach

With this approach, retailers are seen as compétingustomers using new products, and
new methods for selling and marketing. Hence, gaa®t the only instrument of competition

and according to the Austrian view a competitiverketadoes not have to be one where
homogeneous products are offered at low pricesvemele price is more or less the only

competitive tool. On the contrary, a competitiverkeh would be characterised by product
and service differentiation, a non-uniform pricetdbution, and generally by dynamism in

price and product developments. On the face tfiét Austrian approach rather well describes
the nature of competition in retail markets andpractice, the judgements of competition

authorities often include factors originating ire tAustrian approach, for example the degree
of choice offered to consumers.

2.2 Market definition

All analysis of competition faces the problem ofwhim define the market domain over which
competition should be analysed — after all, throagthain of substitutions it is possible for
any good or service in the economy to compete waithther. In fact this is implicit in the
budget constraint of individuals or households.Sacbroad definition of a market is not
especially useful for practical purposes and in ynarstances regulators or competition
authorities devote considerable energy to defimragkets in a way that is most relevant for
analysis.

The retail grocery market is no exception. The mamyplications include the following:

» A typical supermarket carries tens of thousandsrofiuct lines, this makes definition
of the ‘output’ of a supermarket problematic.

* What is the geographic area over which a marketlghme defined?

* Many types of retail outlet (format) sell produotber than groceries — in some cases
groceries are the core business e.g. supermarkels i others it is subsidiary e.g.
petrol stations.

* Shopping habits can lead to an apparent segmemtatithe market e.g. in the UK
Competition Council approach a distinction is mdultween weekly ‘one-stop-
shopping’ usually made at one location and as ey shopping', which “typically
involves the greater use of other types of groséoyes, a different product mix and a
lower average basket spefd”

The fact that grocery retailers carry many thousainithes means that it is difficult to define

exactly what it is that, say, a supermarket ‘siggdland correspondingly it is not clear what
exactly is the ‘price’ at which the supply is offe One route to definition of the market is to
suppose that what is supplied is a certain ‘kinghadpping’. This is the solution adopted by
the UK Competition Council which distinguishes beém “one-stop shopping” at locations
(usually supermarkets or hypermarkets) where pedplea weekly shop for most of their

grocery and routine household needs and “secondargpping at convenience stores or
specialized shops which supplements the regulakiweshop. Needless to say, this ‘two

market definition’ can generate as many problemst aslves and is not accepted by all
stakeholders in the grocery market.

® Office of Fair Trading (2006) p 5.



In this report we have, for practical purposes. @l&a comparability), have demarcated the
grocery market as consisting of the retail servimesided in the NACE 52.11 categdtyln
other words we focus on the market shares of nenislised grocery outlets that are
dominated by food and hence we exclude both spesibshops, such as butchers, and outlets
such as petrol stations that are dominated by nod-tems™.

The grocery market clearly has a geographical domapeople are unlikely to travel large
distances to undertake their normal weekly shoppingd even less far for secondary
shopping. The UK definition of the catchment aréa tone stop’ outlet is that it should be
reachable by car within 20 minutésin the Baltic context this means that storestiedan the
capitals can be regarded as belonging to a singlkehbut that there may be many different
local markets and that the idea of a national nmagk@roblematic. Ideally, we would have
liked to identify local markets and the degree ahpetition within them. To date this has not
proved possible and our results refer to marketsgire at the national level.

2.3 Vertical linksand countervailing power

The simple text book model of a market typicallpages vertical links, i.e. the fact that the
seller in many cases acts as a buyer in the inpukeh For example a grocery retailer acts as
buyer in the wholesale market for groceries. Henceyndertake an economic analysis of
retailing and its vertical links, one has, as désmad in Dobson and Waterson (1998), to
recognize the two stages of retailing; dealing wisluppliers and dealing with
customers/consumers. Each of the two stages paltgnitnvolves the exercise of market
power by retailers, which in turn affects the psidacing the consumer. To understand this,
the fact that the retailer, from the consumershpof view, is an intermediary in making the
supply of a good available to the consumers, habetdaken into account. Ideally, the
consumer would like a situation with a large numbgretailers competing on price, i.e. a
situation where the individual retailer cannot ex very much market power vis-a-vis
consumers. One the other hand if there is a langaber of retailers, this means that they are
on average fairly small in size, which gives thdttiel market power vis-a-vis suppliers,
which might result in higher prices charged. Fumiere, small retailers are not able to
exploit economies of scale and economies of séopence there are generally two opposing
effects stemming from the size of the retailera@é number of small retailers competing on
price will result in low prices, on the other haswhall retailers will not be able to exploit
economies of scale and scope nor can they get tm&spfrom suppliers, which in turn will
result in higher prices for consumers as comparéd & situation where retailers have
stronger market power vis-a-vis suppliers.

Hence, the dilemma facing the policy maker couldcharacterized as follows: should one
have small and weak retailers that buy goods airdy fhigh price, but who face fierce

9 The NACE 52.11 code consists of "Retail salesan-specialized stores with food, beverages or tac
predominating

™ This does not exclude very much in the Baltic estatwhich have some of the lowest market shares of
specialised shops in the EU. For example in Laiwi2005 the share of specialised shops in the coscbi
specialised and non-specialised market was 3.7&u&nia and Estonia are similar.

2 This based partly on the views of the UK superm@rland partly on a survey conducted for the CQhwhi
found that more than 90% of respondents travel@echutes or less to do their main weekly shopping.

13 Increasing returns arise for two reasons: fixestthat can be spread over high sales levelsyanimble

costs that also fall with scale, e.g. economiemfbmying in bulk. Economies of scope arise for eplenfrom
common storage and sale-recording facilities, dsmmmon displays etc.



competition from other retailers in the consumerket Or should one have strong retailers
that are able to exercise their market power tos/auppliers and hence get low prices for the
goods purchased, but who face less competitionarconsumer market?

The issue of market power upstream and downstreatiei supply chain has until recently
mainly been analyzed in terms of the basic econdh@ory of imperfect markets. Retailers
have been treated as simple monopsonists vis-agpliers and hence it should be in the
public interest to reduce their power relative tpmiers®. At the same time, competition

among retailers is regarded as desirable becauseekpected to lead to lower consumer
prices.

However, this type of analysis disregards the lj@sain the process as described by J.K.
Galbraith in his seminal work from 1952American Capitalism: The Concept of
Countervailing Power. The fundamental idea of the book is that in mareonomies
powerful retailers, such as (by then) Sears, Rdebtlwough exercising “countervailing
power” are able to lower the prices they pay topfieps and to pass on these savings to their
customers. Furthermore, Galbraith argued that ithis countervailing power that makes
market economies work and keeps prices at reasprabhpetitive levels. In other words,
that the ability of retailers to extract lower mscfrom their suppliers was more important
than any negative effect due to higher concentragidhe distribution level.

An interesting observation is that the retail caapees established during the first three
decades of the #0century in Europe as well as North America werenfed on the basis that
a retail cooperative could act as the consumeesiagy using the cooperative’s joint buying
power (i.e. using Galbraith’s terminology “its caervailing power”) to get lower prices from
suppliers and then pass on the saving to consurdemsever, the retailers’ market power
downstream was not that high since the cooperative®st cases were comprised of several
small retailers.

As discussed above, until recently the theoretmadlysis of the countervailing power

hypothesis has been limited. Retailers were treatete or less as ordinary monopsonists
versus suppliers. This simple analysis neglectearaé fundamental factors such as the
bargaining process between retailers and suppl&ard, the competition between retailers;
thus ignoring the hypothesis that retailers paspashof the savings to consumers. However,
with the development of game theory it is now possito analyze the concept of

countervailing power and its implications for com®r prices and social welfare in a more
sophisticated way. In the following we will brieflliscuss recent findings from the academic
literature on the existence of countervailing poaed its implications..

Dobson and Waterson (1997) show that the preseinceumtervailing power may result in
lower prices even if the number of retailers is Idvis finding is true even if the number of
retailers declines right down to two, provided thetailer services are perceived as being
strong substitutes by consumers. Hence, strongeref@wer vis-a-vis suppliers results in
lower consumer prices and from a public policy pecsive, allowing greater concentration in
the downstream market may be socially beneficialigled competition at the retail level is
intense. The findings in von Ungern-Sternberg (398€ along the same lines. Furthermore,

4 This is for example the case in Latvia, whereNtieistry of Economics (ref no 06/V/55) applies hasi
economic theory when, within the framework of analg the amendment to the competition law, anatyzive
retailers position vis-a-vis the suppliers as samglgopsony and vis-a-vis the consumers as oliyopo



Chen (2003) also shows that an increase in retailep can have beneficial effects for the
consumers in terms of lower final prices.

The intuition behind Dobson and Waterson'’s findirggthat the prices paid by the retailer are
driven down toward the supplier's marginal coseleas retailer bargaining power increases,
whereas intense competition between retailers ¢beliose substitutes) passes this on to the
prices facing consumers. If this is the case, tt@mcentration in retailing should not be a
major cause for concern. However, if retailers raoe close substitutes, then the greater the
concentration among retailers, the higher the thisk their buying as well as selling power
might increase simultaneously resulting in a situatvhere intermediate prices fall, whereas
the prices paid by consumers increase, and acgpydime profits of retailers increase at the
expense of the public as a whole.

Precise characterisation of the presence of cowaiterg power and calculation of its impact
on consumer prices is complicated. There are tvamiegls through which concentration in
retailing may offer benefits through reduced caglsch feed through to lower final prices.
Firstly, cost savings related to economies of scald scope, e.g. through savings on
overheads and staff. Secondly, through the rewilability to extract discounts from
manufacturers, which would then, provided the cditipa between the retailers is
sufficiently intense, result in lower prices anchoe benefit the consumers, i.e. countervailing
power.

To conclude, the analysis has so far shown tha far from evident that a reduction in
retailer power vis-a-vis suppliers will benefit @mmers. Put into a Latvian context, the issue
boils down to whether the big market participafsni and VP Market can be considered
close substitutes — something that seems to beita wmralistic description of the current
situation of competition in the Latvian market. lden Latvian legislators and regulators
should balance concern over market power with ttemiial overall benefits to consumers.

2.4 Competition and inflation

What is the relationship between the level of catitipa in the product market and the level
of inflation? As discussed above, in the absenceoahtervailing power, there might a link
between the level of competition and the price lledewever, the presence of a link between
the level of competition and the prileveldoes not necessarily imply a link between thelleve
of competition and theate of inflation In other words, a high price level following from
highly concentrated product market does not nedsdsanslate into a higher rate of
inflation.

The literature suggest that if there is a link bedw level of competition and the level of
inflation it is likely to be fairly subtle. Such knk has been discussed in Neiss (2001),
Cavelaars (2003) as well as in a recent workingepdmpm the European Central Bank;
Przybyla and Roma (2005). The point of departureghete papers is the presumption that
imperfect competition in the product market results a situation where output and
employment is below the socially optimum level. S turn creates incentives for the policy
makers (central bankers as well as politicians)ntyease the inflation rate and thereby
increase output and employment. However, the titeeason dynamic inconsistency developed
by Kydland and Prescott (1977) and Barro and Gofd883), points out that rational private
agents recognize this incentive and raise thelatioh expectations accordingly, resulting in



unchanged output and employment, but higher iwoftatiHence, it is not the level of
competition in the product markper sethat that affects inflation, it is the effect iadi1on
reducing the policy makers’ incentives to use tidla to raise output and employment.

In the current Latvian (Baltic) context with the eskieated Latvian (Baltic) economy
(economies), it seems unrealistic that this meamarshould have any bearing on the current
Latvian inflation level, since there are no incees whatsoever for policy makers to further
raise the Latvian rate of inflation in an econonperting at (or even above) full capacity.
Furthermore, as discussed in Cavelaars (2003grtimrical relationship between the level of
competition in the product market and the levelimfation is weak for the transition
economies included in the sample. Cavelaars’s teesulggest that an important role in
understanding the inflation in transition economseglayed by the Balassa-Samuelson effect,
which predicts that relatively poor countries veikperience relatively high inflation. In other
words in the Baltic context observed inflationiiely to be the result of this effect combined
with straightforward overheating.

3 Grocery retail market structurein the Baltic statesand in some
comparator countries

It is well understood that market structure is tiwt only factor determining the degree of
competition in a sector, especially in a complidagector such as retail grocery. Nevertheless
other things being equal less concentration idylike be associated with a more competitive
sector than one with more concentration. Accordginigl this section we report various
measures of concentration of the grocery retailebector in the Baltic states in order to
build a picture of the overall level of concentoatiin the national markets. The Baltic
concentration levels are then compared with daim fother European countries, including
from some selected Western European countries amoh those the European post-
communist countries for which we have data.

After an international comparison we look at eaditiB country in turn, focussing on the

development of market shares from 2003-2005. Wen teeamine development in the
distribution of retail outlets across firms.

3.1 Concentration results for the Baltics and international comparisons
Table 1 shows the market shares of the leadingegyaetailers in each of the Baltic states,

together with two summary measures of market canatton discussed in section 2.1 — the
Herfindahl Hirschman Index and the four firm corntration ratio.

10



Table 1. Grocery retail market structurein the Balticsin 2005

Estonia Latvia Lithuania
Firm % Firm % Firm %

1 ETK 25 Rimi 22 VP 38
Grupp Market

2 Rimi 25 VP 21 Iki 14
Eesti Market

3 A-Selver | 12 Mego 4 Norfa 13

Retail

4 Soome 8 Nelda 3 Rimi 6
SOK Lithuania

HHI 1510 963 1869

CR 70 50 72

Period 2005 2005 2005

Notes: HHI: Herfindahl Hirschman Index calculatedni the market shares of the 6 largest firms, ahofy

franchises. CR: 4-firm concentration ratiBased on 5 firms only. The base is sales in NACA B2Sources:
Statistical Offices of Estonia, Latvia and Lithuancompany websites; Lursoft website; reports imaficial

newspapers Aripaev and Verslo Zinios; and own dafimns

Table 2 (below) presents a picture of the markaictire for a selection of European
comparator countries. Hence, we observe thatniatemally the highest level of concen-
tration occurs in Lithuania. Estonia falls betwé&ameden and the UK, while Latvia exhibits a
level similar to that of the UK. The very high léwd concentration in Lithuania is mostly
explained by the particularly high market sharetsflargest retailerVP Market Thus in

terms of the criteria discussed above in sectidh tBe Latvian grocery market can be
regarded as competitive but the Estonian markemdglerately concentrated, while the

Lithuanian one is highly concentrated.

Table 2. Grocery retail market structurein selected European countriesin 2004

UK Ireland Germany Slovakia Sweden

Firm % | Firm % | Firm %| Firm % Firm %
1 Tesco 23 Tesco 16| Edeka 14} Tesco 10 ICA Sverige 36
2 Sainsburyl 14 | Musgrave| 14 | Rewe 12| Lidl & | 8 | Axfood 17

Schwarz
3 Asda 12| Spar 8 | Aldi 11| Metro 7 | Coop Norden 1
4 Morrison | 10| Dunnes 7 | Lidl &| 10 | Rewe 4 | Bergendahls 3
Schwarz Gruppen

HHI 966 598 612 241 1748
CR 59 45 46 29 69
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Table 2 (continued)

Bulgaria Croatia Czech Republic | Hungary Poland

Firm % | Firm % Firm % | Firm % Firm %
1 Metro 8.1| Konzum | 15.1] Lidl & 9.3| Coop 14.0| Metro 5.7

Schwarz Hungary
2 Rewe 1.2 Getro 8.7 | Metro 9.0 Tesco 13.8 Jeronimo 2.8
Martins
3 Fantasticq 0.5 | Metro 4.7 | Ahold 8.7 Metro 9.0 | Tesco 2.7
4 Piccadily | 0.4 Coop 3.3 | Rewe 6.1 CBA 8.3 | Auchan 2.3
Italia

HHI 67 344 304 610 61
CR 10.2 31.8 33.1 45.1 13.5

Table 2 (continued)

Romania Russia Ukraine

Firm % | Firm % | Firm %
1 Metro 7.3| Pyaterochka 0.7 Fozzy Group| 1.3
2 Carrefour 1.5 Metro 0.7| Metro 0.7
3 Rewe 1.1} Perekriostok] 0.4 | Furshet 0.5
4 Cora-Louis Delhaize 0.6 | Ramstore 0.3 Rewe 0.3
HHI 57 1.3 2.6
CR 10.5 2.1 2.8

Notes: Definitions as in Table 1. Sources: IGD @00European Grocery Retailing 2005".

Tables 1 and 2 together show that the developmkthieoBaltic grocery markets is very
similar to what we observe in Western Europe. Bptast, in most Eastern and Central
European countries the market is much less develofiee very low levels of concentration
almost certainly reflect the fact that outside tapitals and other big cities the availability of
modern retailing is limited. This is even more tase in Russia and Ukraine.

3.2 Developments over time by country
3.2.1 Estonia
Market shares

The following table indicates changes in firm marleares in the Estonian market from 2003
to 2005.
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Table 3. Market sharesin Estonia in 2003 and 2005

2003 2005
Firm % Firm %
1 ETK 25.8 ETK 25
Grupp Grupp
2 Kesko 24 Rimi Eesti| 25
Food
3 A-Selver 8 A-Selver 12
4 Soome 7.6 Soome 8
SOK SOK
HHI 1372 1495
CR 65.4 70

Sources: AC Nielsen and own calculations.

We observe an increase in both the Herfindahl Hirsan Index and the 4-firm concentration
ratio from 2003 to 2005. At the beginning of 20RBsko Foodand ICA Baltic joined and
becameRimi Eesti Food However,A-Selverhas made the most impressive gains in market
share over this period.

Number of shops

Looking at the number of shops indicates a leaderpbsition for ETK Grupp Its total
network of 185 shops was by far the largest ofiatis in the country. The following table
gives the numbers and proportion of shops for eadmpany in 2005.

The total number of chain grocery shops was 33% WMas 37 per cent of the 920 shops in
Estonia selling food. Super/hyper markets represedB per cent of the shops operated by
chains. The super/hyper market subsector is doednay A-Selver although the largest
number of hypermarkets is operated Ryni Eesti The discounters were divided between
Rimi Eestiand the 26/P Marketoutlets.

Table 4. The distribution of retail outlets among Estonian retailer s 2005

Number | Number | Super/hyper Discount| % of % of % of
of chains| of shops| markets chain | super/hyper  all
shops | markets | shops
ETK 3 185 6 0 55 14 20
Grupp
Rimi 3 61 13 48 18 30 7
Eesti
A- 1 20 20 0 6 47 2
Selver
Soome 1 4 4 0 1 9 <0.5
VP 1 26 0 26 8 0 3
Market
TOTAL 8 337 43 74 37

Source: Company websites and personal correspoadenc
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3.2.2 Latvia

Market Shares
The following table shows the development of thévizan market.

Table 5: Market share developments by turnover in Latvia

2003 2004 2005
1 VP Market 16.7 19.3 21.1
2 Rimi Latvia 14.4 21.0 22.1
3 Mego 5.3 4.7 3.8
4 Nelda 3.7 3.5 3.4
HHI 538 851 963
CR 40.1 48.6 50.4

Source: Lursoft.

There has been a significant increase in the mahaaes of botvP MarketandRimi Latvia
over this periodRimi Latviahas done particularly well; managing to kn&R Marketoff the

top spot in 2004 (through the acquisitionGify Marke). Partly this has been at the expense
of the smaller chainMego and Nelda which both saw reductions in their market shares.
Another interesting feature of the Latvian marketthis period has been the formation of
cooperative associations among competing firmsh aag theBaltstor association uniting
Megoand 26 other companies in a purchasing collectivguch associations and franchises
are counted as united firms then the Herfindahéindiould rise by close to 70 points. The
Herfindahl index increased considerably between3280d 2005 (mainly through Rimi’s
acquisition ofCity Marke), starting from a very low base. However, it renea low by
international standards even in 2005.

Number of shops
Table 6 below shows the most recent data on theldison of shops in Latvia.

Table 6: Number of shopsin Latviain 2005.

Chains Shops Super/hyper-Discount | % of chains % of
markets Super/hyper
- markets

VP 2 100 20 80 13 11
Market

Rimi 2 78 41 37 10 22
Latvia

Nelda 1 17 17 0 2 9
Aibe 1 495 0 0 62 0
Elvi 1 69 69 0 9 38
Mego 1 36 36 0 5 20
TOTAL 8 795 183 117

Sources: Company websites and own calculations.
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Aibe unites by far the largest network of shops in lat®f the 795 chain shops in Latvia 23
per cent qualify as super/hyper markets, 15 per aendiscount shops, and the remaining 62
per cent constitute the large chainAibe shops that do not fall under either category. The
latter are more akin to local grocery stores, ekttt they are united into a chain.

3.2.3 Lithuania
Market shares

The Lithuanian grocery market has developed as shiowhe table 7 below.

Table 7: Market share developments by turnover in Lithuania

2003 2004 2005
1 VP Market 36.1 36.9 38.1
2 ki 14.7 14.1 14.5
3 Norfa Retail 8.2 11.0 13.1
4 Rimi Lithuania 6.3 6.8 6.1
HHI 1655 1762 1903
CR 65.2 68.9 71.7

Source: Verslo Zinios — “Didziausios Lietuvos bemais pagal Parda-
vimy pajamas” [“The largest Lithuanian companies bgsaévenue”)

In Lithuania we observe a gradual increase in bottHerfindahl Hirschman Index and the 4-
firm concentration ratio. Similarly to Estonia, tlgest gains were made by the third largest
retailer.Norfa Retailclosed more than half the gap with. The very high market shares of
VP Market throughout this period stand out and give Lithmamine of the highest
concentration ratios in Europe. There is also @ngtfranchise operatofibe with 6 per cent

of the market in 2005 (not shown in the tables bseait is below the top four). Although
each shop operates independently they all dispheyAibe name and hence from the
viewpoint of customers appear as a united chain.

Number of shops
The table below shows the distribution of shops mgnthe major Lithuanian supermarket
chains.
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Table 8: Market share according to number of storesin Lithuania

Number | 2004 2005
of chains| Number | % of | Number | % of | Super/hyper | Discount| % of
of shops | chain | of shops | chain | markets discount
shops shops

VP Market | 2/1 195 215 195 20.3 195 0 0
IKi 2 132 14.6 153 16.0 93 60 86
Norfa 1 87 9.6 104 10.8 104 0 0
Rimi 2 30 3.3 38 4.0 28 10 14
Lithuania
Aibe 1 462 51.0 469 48.9 0 0 0
TOTAL 906 959 420 70

Note: The percentage figures show number of stasea percent of the total national number of clsénes.
Sources: Company webpages and personal corresprznden

Hence the total number of chain shops, includirggftanchise chairibe was 906 in 2004
and 959 in 2005. The biggest growth was the 21 gxpansion of théi chain in 2005. By
the end of 200%P Marketceased to operate discount shops in Lithuanidy, thié merger of
its Saulutechain into its mainrMaxima chain. Also apparent from this table is the small
average size of thaibe shops, in terms of sales, relative to the othafith 49 per cent of the
shops in 200%Aibe only received 6 per cent of total revenue. In 2088 per cent of
Lithuanian chain shops were super/hyper markets amdadditional 7 per cent were
discounters.

3.3 Dynamic competition

Inspection of tables 4, 6 and 8 reveals that comnpettakes different forms. Thus in
Lithuania VP Market operates almost exclusively through the hyperm#supermarket
format whereas in Estonia it competes exclusiv@lpugh the discount store format. In
Latvia it operates a mix of hypermarket/supermawked discount stores with 80% of its
stores by number being in the latter categ&yni, by contrast, tends to operate a mix of
formats with the discount format dominating in Eséo A particularly dynamic element in
Lithuania as well as in Latvia appears to be Aibe franchise group which started it
operations in 1999 in Lithuania and in Latvia ir020where its growth has been especially
strong. Furthermore th&ibe network has by far the largest number of shopshen Baltic
states.

From tables 3, 5, and 7 it follows that unlike Liatvin both Estonia and Lithuania the third
ranked retailer substantially increased it marketrs between 2003 and 2005. In Estonia the
market share ohA-Selvergrew by 50% from 8% to 12%. In Lithuania the markkare of
Norfa retail grew by even more than 50% - from 8% to 13%.

3.4 Pricetransparency
An analysis of the price of a basket of goods mttiree Baltic markets would certainly have
contributed to the understanding of how the levielcompetition affects the price level.

However, one business practice observed througieuthree Baltic countries concerns the
availability of price information. Retailers in thBaltic grocery market appear to have
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established the ‘business practice’ of not allowBygtematic price comparisdfs This
practice, unknown in most of Western Europe, sdydr@mpers the working of market forces
since information about prices is one of the fouimias of a well functioning market
economy. Such ‘secrecy’ makes price surveys thaipeme the cost of a basket of groceries
from a number of retailers impossible. This typesofvey is common in many countries and
the results are published regularly by newspapstscansumers’ magazines.

4 Conclusions

This paper has analyzed the grocery retail marketthe three Baltic countries, Estonia,

Latvia and Lithuania. Applying conventional definits, the Latvian market is considered to
be competitive, the Estonian market moderately entrated, and the Lithuanian market

highly concentrated. These findings are at oddh wié attention that Latvian policy makers

have devoted to the ‘concentrated’ Latvian groaetpil market, in contrast to Estonia and

Lithuania where the competition authorities haverbeuch less active despite considerably
higher degrees of concentration, especially indattia.

Our analysis of countervailing power suggests itih@act of the proposed amendments to the
Latvian Competition Law is at least debatable. ek it might be the case that the proposed
amendment to the current Latvian legislation wil chore harm than good in terms of
consumer welfare — a concept almost completelgdtien’ in the debate. In this context, it is
worth emphasizing the general rule when it comesctmomic policy making: unless there is
strong evidence that markets do not function wbkn the policy maker should probably
leave them as they are — otherwise there might bebatantial risk that the implemented
policy might create economic inefficiencies larg®n the ones it tries to reduce.

According our analysis, retailers exercising courdiing power will be able to lower the
prices paid to suppliers and to pass on (at leadt gf) these savings to consumers who
accordingly will have to pay less. Given the stmuetof the Baltic markets, it important to
keep in mind that this might be the case evenefdhare just two major retailers provided
their services are perceived as close substitAtesoser look at the grocery retail markets in
all three Baltic countries suggests that the leadigtailers might indeed be perceived as
strong substitutes for each other and hence thearihot be excluded that the consumers
benefit from lower prices through the countervalipower exercised by the retailers.
Although a difficult exercise it would be interesii and informative to test this hypothesis
empirically.

The role of retailers has also been explicitly nwered in the Latvian Government’s inflation
fighting plan. However, our review of the literaguon the links between concentration in
product markets on the one hand, and the inflatade as such on the other, reveals little
reason to believe that such link is present in@irtye three Baltic countries. Hence, the level
of concentration in the grocery retail markets @strunlikely to contribute to inflation.

Given the findings in this report, it is somewhparadoxical’ that regulation of the grocery
retailers has been (and still is) a big issue itvieavhere the market is more competitive than

5 For example one of the researchers assisting neitharch for this report was asked by securityetve a
supermarket when he was writing down prices (fpriee survey aimed at identifying the ‘cost of tigi in the
Baltic countries).
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in Estonia and particularly more so as compareti Withuania. Hence, one would expect a
more active role to be played by the Estonian andarticular Lithuanian competition
authorities in comparison to their Latvian counggtpThat this has not been the case suggests
that the answer to why the countries have pursiféeteht policies should perhaps be sought
not in microeconomic theory but in the theory ofifimal economy that deals with interest
groups and lobbyirt§.

16 See Drazen (2000), Chapter 3.7, for an overvietheliterature in the field of interest groups amiobying.
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