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proportion of these leases were assigned from the previous lessee rather than being
purchased direct from the pubco, suggesting that the likelihood of being able profitably to
assign a lease is higher for these free of tie pubs. Moreover, most free of tie pubs are
freehold; while they may cost more to acquire, the purchaser gets a tangible asset, rather
than a lease which cannot be guaranteed to be assignable.

86. A tied lessee can try to maintain their income by selling beer at a higher price, and there
is evidence that this happens.

Table 7: Comparison of beer prices

Industry Punch Price Enterprise | Price
Taverns Difference Inns Difference

Draught 2.18 2.29 +11p 2.25 +7p
Standard bitter
Draught 2.40 2.58 + 18p 2.43 +3p
Premium Bitter
Draughtflow 2.17 2.21 + 14p 2.28 +11p
Standard Bitter
Draughtflow 2.43 2.40 -3p 2.46 +3p
Premium Bitter
Draught 2.43 2.49 + 6p 2.57 + 14p
Standard Lager
Draught 2.78 2.86 +8p 2.85 +7p
Premium Lager
Draught Stout 2.62 2.69 +7p 2.70 +8p
Draught Cider 2.50 2.55 + 5p 2.56 + 6p

Source: Numis Securities Travel and Leisure Report 4 December 2008

However this then puts them at a competitive disadvantage to their competitors. If they
keep their prices at the industry average their margins are reduced and they are given little
room to manoeuvre in an economic downturn — as Morgan Stanley said:

Arguably, [the tie] is exacerbating the volume declines in tied pubs, who are unable
to reduce price without taking a significant hit to their cash margins."*!

The 2008 Good Pub Guide noted “compared with the average, we found Punch and
Enterprise pubs were charging 5% more for beer.”'**

87. If the interests of the pubcos operating a tied system and their lessees were truly
aligned, one would expect that pubcos would want a system in which the combination
of rental costs and beer costs enabled their lessees to supply beer at a price which was
competitive with other pubs. This does not seem to be the case.

131 Leisure and Hotels, Leased Pubcos: Avoid, Morgan Stanley Research, September 2008
132 Fiona Stapley and Alisdair Aird, Good Pub Guide 2008, (London, 2008), Introduction
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Distribution benefits and purchasing power

88. Giles Thorley, Chief Executive of Punch, told us a lessee could buy all the products
needed from a single point of contact, rather than having to deal with multiple brewers.

Table 8: Top six products in the UK

Product Brand Supplier
Ale Tetley’s Carlsberg
Lager Carling Coors

Cask Ale Greene King IPA Greene King
Cider Bulmer’s Strongbow Heineken
Premium Lager Stella InBev

Stout Guinness Diageo

Source: Punch evidence Q293

He stated that an individual pub would have to “deal with six different suppliers” or “sub-
optimise and deal with a wholesaler” to obtain the top six products in the UK (see table
above). In comparison he said Punch supplied those six as well as 250 different beers and a
whole range of cask ales.'”> However we have been told by lessees:

Times have changed since the Beer Orders and there are a number of ‘Brewery-free’
Wholesalers operating in the market place as well as organisations such as the SIBA
Direct Delivery scheme which did not exist before. Conversely, at present most of
the large pubcos, if not all, outsource their distribution to the Breweries anyway."**

89. Mr Thorley also argued that a further benefit of the pubco model was that lessees were
offered “certainty of credit, certainty of terms, no minimum purchase obligations and
guaranteed delivery on a 24-hour basis, six days a week”. He concluded that Punch “do
provide a very significant service” as they have put in the infrastructure to do so."*
However, the lessees who contacted us did not have such a high opinion of pubcos’
‘infrastructure’ system."** A lessee told us:

Deliveries can be out of the declared time slot, they refuse to take all the ‘empties” and
the crew changes week by week. The same draymen rarely deliver twice to the same
pub. Hence we get calls asking for directions, they need explanation of the position of
the drop, and need baby-sitting in order to do their job."”

133 Q293
134 Ev 154
135 Q293
136 Ev 258, 240
137 Ev 216
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In addition lessees were unhappy about additional delivery charges they had to pay if their
beer supplies ran out at inopportune moments from a sudden increase in trade.'*®

90. Punch has extolled the benefit of its purchasing power to us and to lessees.””” The
lessees of the Three Compasses Pub said that they were told of Punch’s ‘greater buying
power’ when Punch bought out the pubco from which they originally leased their pub, but
in the same letter they were informed their prices were going up by 10% — even though
Punch had ten times more outlets than their previous landlords.'*

91. Lessees felt that the pubcos were not acting fairly in passing on discounts. Paul Daly,
who operated both free of tie and tied pubs showed us that what he paid for his drinks
through Enterprise for his tied pub was far higher than what he paid for his free of tie pub a
few streets away, in spite of Enterprise’s greater market power.'*!

Table 9: Enterprise price comparison

Coors Enterprise | Variance | Variance

Product Size Net Price £ Net Price £ £ %

Guinness 119 90.28 110.75 20.47 23

Carling 119 64.33 103.46 39.13 61

Grolsch 119 77.32 119.51 42.19 55

Sol 24 18.04 23.65 5.61 31

Budvar 24 15.99 24 .44 8.45 53

330ml coke 24 8.49 9.71 1.22 14

330ml diet coke 24 8.49 12.45 3.96 47

Baby Bitter Lemon schweppes 24 4,98 6.05 1.07 21
125ml

Baby Ginger Ale Can Dry 125ml 24 4.38 6.05 1.67 38

Baby ginger beer schweppes 125ml 24 6.21 7.28 1.07 17

138 Ev 216, 240, 157

139 Ev 155 and Your Path To Success, Brand Management, Punch
140 Ev 154

141 Ev 259
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Baby slim line tonic schweppes 24 4.38 7.28 2.90 66
125ml

Blackcurrant Cordial Schweppes 12x1tr | 10.80 14.55 3.75 35
Lime Cordial Schweppes 12x1tr | 10.80 14.55 3.75 35
Total 324.49 459.73 135.24 42

Source: Ev 259

92. We believe it is seriously misleading for any pubco to promote to potential lessees
that a pubco has benefits from ‘purchasing power’ when that benefit is not passed on to
lessees.

Enforcing the tie

93. Whether or not the beer tie has the advantages claimed for it, pubco lessees have
entered into an agreement with the company, and must abide by its terms. We agree that
buying out of the tie (that is buying beer or other tied items from a supplier other than the
pubco) is a breach of contract. Pubcos are entitled to take action if they find their contract
has been breached. However it is only reasonable that if lessees are obliged to buy through
their pubco systems should be in place to ensure supplementary orders can be supplied
quickly and without extra costs when necessary. This is not the case.'*

94. Moreover the method used to monitor the lessees’ compliance with the tie must be fair
and accurate. Some pubcos rely on a company called Brulines; our evidence suggested
that the information derived from its monitoring can be used to enforce large penalties
against the lessee.'*® The Brulines system measures how much beer is flowing through a
pub’s pipes to ensure that more is not being sold than was bought through the pubco —
that the lessee is not buying outside the tie. However a number of lessees told us that the
system is inaccurate, and claimed that they were being fined for buying out when they had
not in fact done so. David Law from The Eagle Ale House in Battersea explained that the
system could not differentiate between beer and the water used to clean the pipes.'** In the
Eagle’s case the Brulines data was used by the pubco in accusations of ‘buying out’ of the tie
but after further analysis it was discovered that the extra volume which had flowed through
the pipes was not ‘unaccounted beer’ but water.

95. When questioned on this issue, Giles Thorley, the Chief Executive of Punch told us:

The simple answer, as hopefully most of us will be aware, is that beer is a different
density from water, so it actually measures the difference in the density of the

142 See Para 89
143 Ev 240
144 Ev 279
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products, so, therefore, as you are well aware, when you are cleaning a line, that is
already factored into the volume that goes through the flow meter.'*

Our Chairman visited The Eagle to witness a demonstration of Brulines. It was clear that
the essence of the mechanism used by Brulines is a simple wheel which cannot differentiate
between densities. Punch have since admitted in a letter two months after the evidence
session that “the system does not measure the difference in density of beer versus water.”'*
We are disappointed that Punch misled us in oral evidence and that they have not
apologised for doing so. In fact Brulines examines records of flows sent to them remotely
and make informed value judgements as to which volumes are beer and which water. This
is unsatisfactory but is a particular problem for cask beers where more cleaning is required.

96. Leaving aside the question of specific density of beer and water, we have doubts about
the basic accuracy of the equipment. Brulines said that it uses the “highly reliable Titan
Pelton Wheel flow meter” and that the flow meters “undergo an in-situ calibration process
traceable to national standards™.'*” Our visit to The Eagle Ale House found that their
Brulines ‘account’ bizarrely showed that they had almost 2,000 gallons (around 220 barrels)
of beer in stock that had been delivered and not sold over a 12 month period. As Simon
Clarke told us: “the implication being we are ‘stockpiling’ beer or possibly selling it
wholesale at a mark up on pubco price!”.!**

97. It is possible that Brulines equipment is as reliable as the company claims. The difficulty
is that there is no independent verification of this. As Brulines itself says “Weights and
Measures legislation does not apply to the provision of data by Brulines because the service
it provides arises out of business to business transaction and do not impact on the product
sold to the end user. In addition, Brulines has always believed that its equipment does not
require to be stamped by Trading Standards.”* Section 7 of the Weights and Measures
Act 1985 states that “use for trade” does not include transactions where the sale “is not a
sale by retail”. There is no meaning given for “sale by retail”.

98. It is entirely legitimate for a company to seek to ensure that the other party to a
contract respects its terms. However, we believe that where a measurement device is
used to police this, it should be properly calibrated, and subject to external verification.
If necessary, the Weights and Measures Act 1985 should be amended to ensure this.
Furthermore, given the impossibility of distinguishing between beer dispensed and
sold, beer run off and disposed of preparatory to serving, and water used to clean the
lines, we believe pubcos should not be allowed to rely on data from Brulines equipment
to enforce claims against lessees accused of buying outside the tie.

145 Q 261
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Amusement with prizes income

99. In addition to their income from the beer tie, pubcos can obtain income from other
ties, notably that from amusement with prizes machines — the AWP tie. The Trade and
Industry Committee recommended that the AWP tie be removed.” This has not
happened.

100. The pubcos argued that the AWP tie was advantageous for their lessees because of
their companies’ purchasing power. Giles Thorley of Punch told us that

What we try to do is maximise the number of our pubs that have the betting
machines at the best rates and that is the benefit of being able to lease 13,000
machines compared to two for an individual pub."!

However lessees complained that in fact they paid more for their machines through the tie
than if they rented them independently. ALMR told us that one of their members was
being charged £70 per week rent for a machine in an outlet on an Enterprise lease. The rent
for exactly the same machine, provided by the same supplier at the same time in another
outlet in his estate operating on a Fuller tenancy was just £53.50.">> Whatever their claims
about purchasing power, it is clear that pubco prices are higher than is standard in the
industry as the price lists supplied to us from the British Association of Pool Table
Operators (BAPTO) demonstrated:

Table 10: AWP machine price comparison

Punch Enterprise AWP Directory

(taken from
WHAT
Amusement
Machine?)

Casino Crazy (A1) £77.98 (Band 1) £79.94 £56-£59

Star Wars — A New (A2) £77.98 (Band 2) £77.63 £56-£59

Hope

Rob Da Bank (B3) £70.21 (Band 3) £73.36 £52-£55

Source: Figures taken from evidence supplied by BAPTO which included rent lists from Punch Taverns, Enterprise
Inns and AWP showing prices as they stood at December 2008/January 2009

In addition lessees considered pubcos took too much through the AWP tie. ALMR argued
that pubcos not only took half the machine earnings but the machine income was often
included within the pub’s net profit in the ‘dry rent’ calculation and so the lessee was being
charged twice — effectively only receiving 25% of the machine profit.'**

101. The pubcos argued that the AWP tie benefited the lessees because of the support they
gave to lessees. Marston’s argued:

150 HC (2004-05) 128-I, para 129
151 Q298
152 Ev 85
153 Ev 85
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We believe that this tie adds value to its tenants’ business due to the provision of
better machines that are more appealing to customers, have better service and,
therefore, generate higher revenue for the tenant. MPC continues to supply extra
support to tenants, to ensure that they make the most out of the AWP machines. Our
service covers all the legal, licensing and other legislative requirements with
operating AWPs. [...] Where appropriate, we also give advice on the best location
for AWPs and relevant laws."**

However BAPTO'™ and Kossway, a supplier of gaming and amusement machines, argued
that lessees can quite easily decide for themselves which the best machines for their pubs
are and where they should be situated. Kossway said:

If a tenant is deemed fit and proper to run a pub and promote the sale of beers, wines
and spirits to the best of his ability, to maintain and keep that pub and pay the rent,
then surely he must be deemed as capable of making a simple decision as to whom
he wishes to supply his gaming and amusement machines and at what terms. The
pubcos’ claim that they provide assistance to the tenant is nonsense. Their real
objective is to gain as much income as they can get away with from the gaming and
amusement machines sited throughout their tenant’s estates.'*

102. The pubcos have suggested that if the tie had been removed, following the Trade and
Industry Committee 2004 recommendation, their lessees would have suffered more by the
economic downturn and the resulting fall in machine earning. They argued that they have
shared the loss of earnings which would not have happened with fixed rent. Enterprise
said

Had ETT accepted the 2004 Committee’s recommendation, removed the machine tie
and replaced the company’s “lost” income with a supplemental fixed charge, it is
clear that ETI licensees would now be worse-off, having exchanged a declining
source of income for a fixed cost. No mechanism currently exists by which any such
supplemental fixed charge might be reviewed to reflect changing circumstances.'”’

This rests on the assumption that pubcos would have been compensated by an ongoing
fixed charge. Pubcos already have income from dry rent and wet rent. We do not believe
that it would be appropriate to impose a fixed charge in return for removing a tie from
which lessees received no benefit.

103. In 2004 the Trade and Industry Committee concluded that “In our opinion,
pubcos do not add sufficient extra value from their deals to justify their claims to 50%
of the takings from AWP machines. We remain unconvinced that the benefits of the
AWP machine tie outweigh the income tenants forgo and we recommend that the
AWP machine tie be removed.” That conclusion remains valid.

154 Ev 200
155 Ev 148
156 Ev 70
157 Ev 101
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Other ties

104. Pubcos also receive income through a variety of other ties. Some insist that insurance
is arranged through them. Others arrange for licenses, electricity or other services. Ideally,
these ties should benefit both the lessee and the pubco; lessees should benefit from having
services provided without trouble, possibly at a lower price than they themselves could
arrange; whether or not pubcos get a profit stream from these ties, they can be confident
that lessees have suitable arrangements in place for matters such as insurance. However,
here too there is insufficient transparency, and there can be no certainty that the
arrangements benefit both parties in every case.

Insurance

105. Pubcos have put forward their provision of insurance as a form of support for lessees.
Enterprise said:

There are two key commitments that we make to every ETI licensee:

We guarantee to provide insurance for every single licensee, including those who
would simply not get insurance in the market. This includes those pubs which have
recently suffered repeated, and sometimes devastating, flood damage.

We ensure that every pub pays a premium which is appropriate and we guarantee to
match the best rate available in the market for cover of equal quality.'*®

In addition Ted Tuppen told us:

If any licensee can demonstrate that he can get the same cover at a cheaper price, we
give him his money back, so we could not make a greater commitment than that. '*°

106. Yet the insurance was one of the subjects regularly raised with us in evidence from
discontented lessees. A lessee informed us:

we are paying £1054.68 per annum. In the last week I have tried to make a claim for
damage due to a burst pipe. [...] Admiral now inform me that there is an excess of
£1000 on this policy. The damage is not more than £1000 , so I am now that amount
out of pocket, from a policy I have no control over, and has never been sighted '®°

Moreover Mr Morgan has since written to the Committee stating that:

Enterprise Inns flatly refuse and have refused in every instance of which I am aware,
to issue a copy of their insurance policy. We thus have the ultimate Catch 22 which
shows the strength of honesty of Mr Tuppen's reply to your Question 297. As far as
I am aware, no tenant has been able to obtain a competitive quote, specifically
because they are unable to obtain a copy of the Enterprise Inns insurance policy®!

158 Ev 106
159 Q 297
160 Ev 217
161 Ev 248
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From the evidence we have been shown, it appears in some cases insurance covers the
entire pubco estate, rather than being associated with individual premises. This obviously
has advantages for the pubco. Indeed, some lessees in higher risk premises may also
benefit. However, lessees lose control over an important part of their business operations.

107. Lessees particularly resented the fact that some insurance covered the pubco’s losses
for up to two years if a pub ceased trading.'®* The Fair Pint Campaign told us this extended
to cases where a lessee defaulted. This is not quite the case. We have consulted the ABI who
confirmed that the leases which have been presented by the Fair Pint Campaign only offer
pubco insurance if the lessee is unable to operate due to damage to the building'®. They
also informed us that to the best of their knowledge no policy insured against a lessee’s
default. Nonetheless, the lessee’s insurance appears to confer benefit on the pubco.

108. Pubcos have a right to require that each of their pubs is fully and properly insured.
It may well be that the insurance offered through pubcos is as good as or better than
any that lessees could arrange directly. Nonetheless, since lessees are frequently not
allowed sight of the policy, it is impossible to establish whether this is the case.
Moreover, it is also clear that some insurance policies require the lessees to pay for a
benefit to the pubco. We do not see why pubcos should not themselves take out
insurance against the risks they face directly.

162 Q23
163 Ev 289



42

4 Benefits of the pubco tied model

109. The Trade and Industry Committee concluded that:

On the basis of the evidence presented to us we feel that the immediately quantifiable
cost of the tie is usually balanced by the benefits available to tenants.'**

Their findings were cautious, and they warned that it was possible benefits were overstated.
The pubco tied model does offer benefits to lessees; the question is whether those benefits
are as extensive as claimed.

Low cost entry and opportunity for entrepreneurs

110. The ability to lease a pub, rather than having to buy it outright, should provide a low
cost entry into the pub industry. Punch provided us with the following comparison of
costs for purchasing a freehouse as compared to leasing a tied pub:

Table 11: Capital in-going costs — purchase vs. tied lease

CAPITAL BUY LEASE
INGOING
COSTS
Purchase price £650,000
Loan 70% £455,000

LTV'65
Balance £195,000 Deposit Varent £8,000
Stamp Duty 4% £26,000 Stamp Duty £3,048
Fixtures £12,000 Fixtures £12,000
& Fittings & Fittings
Stock & £3,500 Stock & £3,500
Glassware Glassware
Total Cash £236,500 Total Cash £26,548
Required Required

Source: Ev 176

111. However nearly 60% of those who responded to the question “why did you choose
your tied pub” in our survey told us the attraction was “the specific pub”.!® Fewer than
25% cited the cost of entry as a factor. It is possible that respondents underestimated the
influence the low-cost entry had on their decision, but it is also clear that the lessees choose
their business on the basis of the premises available.

164 HC (2004-05) 128-1 para 188

165 Loan to Value is the proportion of the value or price of the property (whichever is the lower) that is borrowed on a
mortgage

166 59% of lessees said it was the pub itself which was whey they chose their pub, 23% said it was because it was a low
cost entry into the pub trade - Ev 299
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Fig. 3

Q7 — Why did you choose your tied pub?

— Interestingly, licensees who chose a tied pub wanted to run a specific venue which happen to be tied
- Only 2% were looking for free of tie pubs
— The most common other reasons given were ‘location’ and the low cost entry of running your own business

— Other
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Source: CGA

112. Although those buying a freehold property gain an asset, a lease may also have
intrinsic value. One of the advantages put forward for a long assignable lease is that it gives
aspiring business people the opportunity to build up a business and sell the lease on at a
profit. Greene King said:

experienced operators may be attracted to the lease model because of the financial
benefit on assignment. The longer lease agreements clearly benefit successful
destinational businesses.'®”

Punch said that the average premium on assignment in the 12 months up to September
2008 had been £71,000.® It is clear there is a prospect of profit from this route — our
survey showed that the average amount lessees had paid for a pub direct from their pubco
was less than they paid if they bought a lease assignment from an existing lessee. However,
many lessees do not in fact benefit from the power to assign their lease. Fewer than 30% of
those in our survey had actually bought their lease through assignment. Indeed, the ALMR
found that the number of new openings in the pubco sector was two thirds lower in 2008
than in 2007 and suggested that whereas previously a pubco lease could easily be assigned
to a new operator when the lessee got into trouble, or assigned to a temporary management
company this was no longer the case.'”” Individual submissions to our inquiry also backed
this up — we have heard from lessees who were keen to assign but who were unable to find
anyone to take their lease on.'”®

167 Ev 205
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113. Some witnesses considered that the pubco model no longer offered a low-cost route
into the system. Lessees told us:

Nearly all new pubco leases attract a premium and many properties require
substantial refurbishment. The argument that a tied lease is a lower cost way into the
market is rapidly diminishing.'”

114. We conclude that pubcos may offer a lower cost route into the industry and the
opportunity for a lessee to create or maintain an asset in the assignment value of the
lease. However, this benefit is accompanied by uncertainty about the value of the asset
which a lessee is purchasing, and the extent to which that value can be maintained.
While those who purchase a freehold property may face higher initial outgoings, they
obtain a tangible asset. Purchasers of freehold leases have greater commercial freedom.

115. Moreover the attraction of low cost entry should not be overstated: a very
significant majority of those who responded to our survey said they were attracted by a
particular pub, not a particular business model. Lessees apparently often choose tied
pubs simply because they are what are available in their preferred location, or because
they are attracted to a particular pub. That would mean that pubcos were, by virtue of
their large estates, diminishing competition by forcing those who wish to run pubs into
their business model.

Business support and services

116. Pubcos also give their lessees business support, which tied operators linked to the beer
tie. Marston’s stated that:

The existence of the tie enables brewers and pub operators to [...] provide support
services and advice to tenants.'”

Punch stated that it believed that the tied model compared favourably with virtually any
other business sector, as a result of the high levels of support offered by pub companies.'”?
Punch, Enterprise and Marston’s have all provided us with lists of services which they
believed benefited the lessee in running their pub.”* Simon Townsend from Enterprise told
us:

we passionately believe in the tie and we believe that the services that we can provide
can help pubs be more successful.'”
Management support for lessees

117. Business Development Managers (BDMs) — also known by Enterprise as Regional
Managers and Business Relationship Managers by Punch — are the main point of contact

171 Ev 155
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between lessees and their pubco. They are put forward by the pubcos as an important part
of the ‘support package’ in the pubco model. Ted Tuppen, Chief Executive of Enterprise,
told us:

it is this business relationship which was described to me by a licensee, [...] who said,
“My Regional Manager’s fantastic. We have two superb business reviews every year
where we go out around the town, we look at the competition, we look at pricing, we
see what we can do to improve the pub and then, if anything goes wrong, I ring her
up and she sorts it out”. That, to me, is almost a perfect definition of a regional
manager.'’®

118. We are sure that there are business development managers who do add value in the
way pubcos claim. The late submissions from Enterprise lessees have spoken highly of this
support and we have no reason to doubt them. However, many lessees who submitted
directly to our inquiry were uncomplimentary.’”” One lessee told us that when she
approached her BDM for help he told her he could get her a council house by evicting
her.'”® Another told us “our BDM has had no help to offer or any constructive advice, only
telling me where he is going for the third holiday of the year”.!”” These are only two
examples of many, we have also heard from lessees who have complained of bullying and
threatening behaviour from their BDMs.'® One lessee told us his BDM:

showed up on Easter Sunday to perform a cellar-check check, demanded to see
personal paperwork during a private family wedding, visited my pub with his
girlfriend ordering several rounds of drinks without paying.'s'

119. BDMs are at the sharp end of the relationship between the lessees and the pubco.
However lessees have also written to us about their dealings with people higher up within
the pubco. To give one example of many, one lessee told us:

I was told by the most senior person I had access to at Marston’s, I had to stay in my
pubs until I was bankrupt.'®

The evidence we have received from publicans includes repeated reports of delay in
opening rent review negotiations, lack of transparency in such negotiations, failure to carry
out repairs agreed when a tenancy began, verbal agreements being ignored, and of
harassment of lessees when they were vulnerable through bereavement. Some of these
reports were given us in confidence, as lessees feared reprisals. Some we put to pubcos with
the lessees’ agreement. The Committee does not automatically consider that all those who
complain are justified in their complaints, and understands that business relationships can
break down. Nonetheless, we were struck by the way in which the pubcos’ responses
consistently failed to address the issues raised in the complaints. Not every lessee’s
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complaint will be reasonable or justified, but the way in which the same complaints recur
in different pieces of evidence convinces us that some pubco business practice is
unacceptable.

120. The Trade and Industry Committee found that “the performance of business
development managers (BDMs) varied across the industry from excellent to dire.” That
conclusion remains valid. The evidence we have received suggests that there are still too
many BDMs who offer lessees little or no support, and some who bully or intimidate
them. Moreover, some of our evidence suggests that this culture is not limited to
BDMs but can reach further up a company.

Training courses

121. Training is put forward by pubcos as a benefit of the tied lease model. Enterprise said
that it provided “a wide range of flexible, low-cost and accessible training solutions,
together with a money-back guarantee in the event that delegates believe that the course
has failed to deliver its value-adding objectives.”'® Greene King said that its training was
subsidised, specifically developed for Greene King and was not available to external
sources.'

122. Lessees were not so positive about their pubcos’ training courses. A lessee described
one course as “laughable”,'® another noted that training courses were offered “at a price,

which is comparable to and in some cases greater than the prices in the open market.”'%

Financial assistance

123. Pubcos’ size should mean that they are able to give financial assistance to lessees in
difficulties. BBPA said that the pubcos had provided between £35 million and £40 million
to support lessees during the economic downturn.’” Ted Tuppen told us that during the
last year Enterprise had spent £9 million helping 1,453 pubs: around £6,000 per pub.'® It
was currently spending approximately £1.4 million per month on financial support for its
lessees.’®® Punch said it was helping approximately 1,800 of its pubs.”® Indeed our survey
shows that over a quarter of lessees surveyed had received some form of financial help
from their pubco.”" Several of the late submissions from Enterprise lessees cited such
support. However, Nick Bish, Chief Executive of ALMR said:

usually my members’ experience is that this [rent reduction] comes attached with a
number of conditions, like introducing a retail price inflation clause into it [the lease]
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so that the rent goes cranking upwards in spite of the theory of it having come
downwards, and possibly there will be conditions to extend the nature of the tie. Say
it was only a beer tie, they might want to extend to a wine and spirit tie or an
amusement machine tie."*>

124. In oral evidence Simon Townsend from Enterprise told us:

there is a sort of urban myth that has been propounded by various parties that the
temporary support provided by companies in some way is repayable, and can I make
it very clear that, as far as Enterprise is concerned, no amount of the business support
that we provide in additional discounts or rental concessions is repayable; that is
simply not the case. This is permanent financial assistance over a temporary period
of time designed to prevent the business failing.'”

Enterprise told us in writing:

I would also reiterate the statement we made in evidence to the inquiry that in
providing financial assistance to deserving licensees, whether by adjustment or
concession to rent or through additional discounts given, these sums are not
refundable to ETT and suggestions to the contrary are entirely false.'™*

125. Although just under 60% of those who responded to our survey and had had financial
help reported that they had been given it without any conditions, the survey also revealed
that 24 Enterprise licensees had had an increase in rent after receiving financial help and 18
had had their tie extended so that they were obliged to purchase items such as soft drinks
or spirits through the pubco although they had not been tied before.””> When we pushed
Enterprise further on this in writing, they told us:

In the majority of cases, we do require a temporary extension to the tie to include
wines, spirits and minerals on the basis that this then provides ETI with even greater
clarity on the trading performance and sales mix of each business during the period
in which financial assistance is provided. In every case where a temporary extension
to the tie is required, any additional cost incurred by the licensee is massively
outweighed by the benefits of discounts received on beer and cider purchases and in
rent concessions.'”

It is surprising that the link between financial assistance and the extension of the tie
was not made clear in oral evidence. Financial assistance which is offset by an increase
in rental or an extension of the tie is, in effect, ‘repayable’ and does not confer the
benefit claimed by the pubcos.

126. Not all lessees receive financial help, even when their losses are due to external factors.
We have heard from a lessee of a rural pub whose only access road was closed for six
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197 198

weeks,'” a lessee whose pub flooded and was closed for four months'® and a lessee who
had a double shooting on the doorstep of their pub,’” none of whom received any
temporary rent reduction or financial assistance.

Transparency

127. We have particular concerns about clauses which prevent lessees from showing their
contracts to any but specified persons other than with written consent from the pubco.
The prohibition appears to extend to legal representatives. This seems to be particularly the
case when support packages are agreed. One Enterprise support package contract states:

The terms of this agreement are confidential and you undertake not to disclose its
terms to anyone without our written consent; excepting only that you will be able to
disclose these terms to your accountants, stock takers and bankers for the purpose of
pushing the terms of this agreement into full effect.*®

128. Again the issue is transparency. We accept that pubcos are helping their lessees with
financial assistance but there are many lessees who appear to be eligible for aid but do
not receive it. Pubcos need to make their policies on the administration of financial
help clear with a fair and open application process for such assistance. Lessees need to
know on what grounds they are turned down.

129. The Trade and Industry Committee found that, on the evidence presented to
them, the immediately quantifiable cost of the tie was usually balanced by the benefits
available to tenants. From the evidence we have received, we are not so convinced. We
are particularly struck by the results of our survey which found that 63% of lessees did
not think their pubco added any value. The pubcos offer little support that cannot be
found by normal market methods.

A fair share of profits?

130. Proponents of the pub companies argue that their model ensures that profits (and
risks) are fairly shared between the pubco and the lessee. Campaigning organisations and
lessees are not the only ones to dispute this. Mark Brumby of Blue Oar Securities has
claimed Punch and Enterprise have:

ratcheted up rents time and time again and jacked them up to such a point where the
pubs are running on a margin which is uneconomic.*”!

Morgan Stanley also argued that pubcos are ‘taking a bigger share of the pie than their
lessees’. Their analysis showed that pubcos profits had risen faster than lessees’ over the
last five years. They used the example of Enterprise whose EBITDA** per pub had risen
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from £50,000 to £68,000 in the period 2003-07, an increase of 36% but its lessees’ profits
had only risen 27% from £37,000 to £47,000.2*

Lessee profits

131. The pubcos we saw considered their lessees were fairly rewarded. Punch said it
believed the average profitability of their ‘customers’ to be around £29,000 which, with an
additional ‘allowance’ taking into account the estimated value of accommodation, made
the equivalent ‘salary” of approximately £38,000.>** Enterprise said the average profit of its
licensees was £42,000** and only 112 of its Licensees were earning profits in the band of
£20,000 and below.” We questioned Enterprise further on the profits of their lessees:

Q276 Mr Clapham: Do you pursue a policy at all now to ensure that your tenants
are in receipt of a living wage?

Mr Tuppen: Yes, absolutely. Whenever we look at the potential for a pub, we always
consider that there is no point in letting that pub at a level where the tenant cannot
survive, and we have made that point on a number of occasions, I think. There is
absolutely no point in our maintaining a pub where it is impossible for the tenant to
earn a decent living.

132. Our own evidence suggests that many lessees are making an extremely meagre living
from the pub business. We were extremely concerned to find from our survey that 67% of
lessees who responded said that they earned less than £15,000 per annum.*”’

203 Leisure and Hotels, Leased Pubcos: Avoid, Morgan Stanley Research, September 2008
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Fig. 4
Q16 - Personal Income
- 67% of licensees who responded said they earned less than £15,000 per annum
— Only 10 licensees out of 788 who answered said they earned over £45,000
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Source: CGA

Moreover several witnesses told us that they were losing money through their pubs and
therefore had to support the business with income from other sources. One told us:

The pub makes £60, 000 before rent and the pubco takes £86, 000 rent leaving us to
fund the £26, 000 shortfall. So not only do we make no money at all but have to pay
for the privilege.*®

Another told us:

We do not draw a wage from the business and are in receipt of full tax credits, the
majority of which goes to Enterprise Inns or business bills. In the last 12 months the
business has turned over £128,829 net and we have paid to Enterprise Inns £89,427
which equate to 70% of net turnover.*”

An Admiral lessee told us:

My wife and I have taken on full time jobs away from the industry, our pub’s hours
have been drastically reduced, we haven’t drawn wages for three months, and we are
having to bankroll the business to keep it afloat.*'?

133. Increasing a pub’s turnover will benefit the pubco as it increases the sale of tied
products. To our surprise it does not seem to benefit the lessee to nearly the same
extent. We are struck by the fact that only 10 lessees out of the 788 who told us about their
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turnover and personal income said they earned over £45,000. Where a lessee is part of a
couple operating in partnership this income could be split between two. Not only is it clear
that many lessees have extremely low earnings, our survey suggests that income level does
not necessarily relate to turnover. While more people earned reasonable livings at the
higher level of turnover, the relationship between earnings and turnover was not linear.
Over 50% of the lessees whose pubs had a turnover of more than £500,000 a year earned
less than £15,000. The pubcos may share the risks with their lessees but they do not
share the benefits equitably.

Fig. 5
Q15 & Q16 — Turnover vs Personal Income

— More than 90% of licensees earn £30,000 or less in outlets turning over less than £300,000
— 50% of licensees in outlets turning over in excess of £200,000 p/a earn > £15,000
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Lessees’ attitude to being ‘tied’

134. Throughout our examination of the rental system to public houses we have been
struck by the extent to which the valuation system is described as something which should
be close to objective, but is in reality much closer to an assessment of what the market will
bear, negotiated between the company and the lessee. In our view, the more transparency
there is in those negotiations, the better. We are concerned that the beer tie contributes to
the lack of clarity about what it is that lessees can expect to pay for their pubs.

135. When asked what would happen if the tie was removed, Giles Thorley of Punch said:

you would see a significant reduction in the amount of inward investment into pubs
by the pub companies because we would have no incentive and we would have no
connection with the trade of the pub anymore.*"

Ted Tuppen of Enterprise told us that if there was no supply tie pubcos would become:

211 Q294
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just straightforward property companies and, for a start, one would not see anything
like the £9 million of support that we gave to our licensees in the past year.*'*

It is clear that rents would increase, Giles Thorley of Punch told us:

we could lease the pub for £20,000 income, just straight rent on a free-of-tie basis, or,
alternatively, we could lease the pub for £8,000 and we would receive, say, £2,000 for
the machine tie and £10,000 from the tie for the beer supply.*’

Morgan Stanley said they thought that it was unlikely that if lessees were offered to go free
of tie they would take it:

under the terms of their contract, pubcos can put up rent if the tie is removed, and
we doubt lessees want a doubling of their fixed rental cost.*'*

However Enterprise told us that it was not in their best interests to over-rent:

“Over-renting” a pub is completely counter-productive, leading to an increased
likelihood of debt and outright business failure. Furthermore, “over-renting” is likely
to result in limited future growth prospects, limited assignment prospects, a lack of
reinvestment, disillusioned licensees and ultimately the complete breakdown of our
business relationship.?"®

136. Despite the very real prospect of an increase in rent, there is an almost unanimous
view from lessees and their representatives that the tie needs to be broken. We were struck
by our survey responses to the lack of satisfaction with the tie — only 13% of those
responded were happy with their tie. The only pubco which had more satisfied than
dissatisfied lessees operated free of tie. In addition 94% of respondees to the FSB poll
wanted an end to the tie. One of their members said “I would rather pay more rent and
have no tie to products, leaving us free to shop around for the best prices.”*'s

137. We are also keenly aware of the very real and serious financial pressures under which
the pubcos are operating. While at least one pubco does operate without a tie, the tie is
integral to most companies’ operations. We are concerned that the simple breaking of the
tie in these very challenging economic times could lead to a chaotic situation in which the
finances of the pubcos were completely undermined, with unforeseeable consequences for
their ability to maintain their businesses and, we believe, the very real risk of widespread
pub closures as a direct result. We have no wish to be the cause of an even sharper decline
in the number of public houses.

138. The dispute over the tie could be ended easily: every lessee could be offered the
choice of being free or being tied. This would enable both sides to prove their
competing claims. We believe each and every existing lessee should, in a phased
programme, be offered this choice and the same choice should be offered to every new
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lessee as he or she takes on the lease. To make the choice fair, the process of agreeing
revised rents must first be improved as we have previously recommended.

139. Although a voluntary agreement is preferable, we doubt that the pubcos would
respond effectively to such an approach. We therefore recommend that the
Department considers how best to achieve this end and that it opens an urgent
consultation into the principle and phasing of this proposal. The status quo is not an
option.
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5 Dispute resolution

140. The Trade and Industry Committee noted that its inquiry had come about because of
“complaints about inequalities in the contractual relationship between pubcos and their
tenants.” Many lessees are small business people entering into agreement with big
corporations with far greater financial resources than they have available. A lessee is tied
into a lease with a pubco who can increase prices and change conditions if and when they
please. The lessee’s negotiating position is weak — if they cannot reach agreement, they
will have to try to leave the lease which comes with huge cost and family upheaval as often
pubs are also their homes. Our predecessor Committee recommended that there was a
need for an inexpensive and efficient system of arbitration or alternative dispute resolution
to resolve disputes without imposing legal costs on either side.?’” This has not happened.

141. The area of particular contention between pubcos and their lessees is rent reviews. In
the 24 months to September 2008, out of 2,687 rent reviews completed by Enterprise, 15
were referred to independent determination for settlement, of which nine have now been
settled.””® Similarly Marston’s had only two cases go to arbitration.”® Greene King said it
had not entered into any arbitration as part of the rent review process.”® Pubcos use the
low number of dispute cases as evidence that the model is working and that rents are fair.>*!

142. Our survey found that 20% of lessees considered that they had had a ‘dispute” with
their pubco — that is one in five respondents. Of those only 18% were satistied with their
pubco’s resolution methods.””* This suggests that the small number of cases pursued to
independent arbitration should not be taken as a sign that all is well. It could simply
demonstrate that, even though they were dissatisfied, lessees did not consider the
dispute resolution system appropriate. Simon Clarke explained:

you have to consider the weight of the parties, particularly with a pub. On the one
hand you have a tenant who is probably a one-man band operating his own pub, he
does not have a great deal of time, he probably has not got a lot of comparables to
work on. On the other hand you have a potentially multi-million pound company
that has an open cheque book, a rent review department specialising in purely this
sort of thing. The weight is against the tenant at the outset.?*’

143. In general, if a lessee is in dispute with their pubco there are two methods which can
be used to resolve the disagreement: expert determination or arbitration. However both
are costly and have their advantages and disadvantages. The BBPA presented the following
explanation of the two methods to us:
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Table 12: Dispute Resolution Methods

Arbitration

Independent Expert
Determination

Cost

£24,000 - 30,000

£5,000 - £10,000

Division of Fees

In arbitration there is always
the risk that the losing party
can end up paying everything,
which can be as much as a total
of £25,000 - £30,000 of fees.

The expert will charge an
hourly rate for his or her time,
and will bill it 50/50 to the
parties. The award will not be
released until payment is made
in full.

The expert has no power to
order either party to pay the
costs of the other if there is a
perception that either party

" "

won".

Act to use only the evidence
presented by the parties.

RICS RICS-qualified personnel can act as both independent expert or
arbitrator — the difference is the set of rules they are working to
Law An arbitrator is bound by the The expert can act as the parties
Arbitration Act. agree they want him or her to,
so long as the expert agrees.
Evidence An arbitrator is bound by the An expert is not bound by the

rules of evidence that bind an
arbitrator under the Arbitration
Act. The expert can be more
flexible about allowing
evidence such as the lessee’s
own trading accounts, which
are usually excluded in
arbitrations.

The expert can bring his or her
own knowledge into play. This
makes it possible for an
unrepresented lessee, or one
who has no evidence to put
forward, to get an independent
review of their rent without
incurring the cost of employing
a surveyor to make their case as
would occur at arbitration.

Justification

An arbitrator will usually give
reasons for the amount of the
rent award.

An expert will usually just give a
figure.

Appeal

Arbitrations can be appealed to
Court.

If either party thinks there has
been a mistake in the award,
the expert can be held
personally liable for any
negligence, but the amount of
the award cannot be appealed
to the High Court. It is
absolutely binding on both the
parties.

Source: Ev 190
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BBPA told us that only 18 rent reviews went to arbitration between 2004 and 2008 (0.3% of
rent reviews undertaken during that period). Of these approximately 70% were found in
favour of the pubco.”**

144. Lessees and their representatives have told us that the cost of these methods was too
expensive and deterred them from taking action. David Morgan even implied that the cost
was used by pubcos to their advantage:

I have first hand knowledge of BDMs/BRMs stating that if arbitration is sought, the
tenant will incur many thousand pounds worth of expenditure and in every instance,
the pubco will win and their associated costs will also be added to the costs of the
tenant. These scare tactics regrettably often have the effect of frightening a supply
tied leaseholder into not seeking third party referral as a result of the threat of an
horrendous cost burden.*

Indeed one lessee told us:

My BDM’s response to our refusal to sign [the] rent agreement was a blatant verbal
threat to withdraw the rent offer and take us to arbitration where he stated I could
expect to have an increased figure imposed on me and payment of that increase

backdated.??®
However one lessee faced with an increase in rent told us:

We are racing towards arbitration which we can ill afford [...]. It is obviously
cheaper for us to accept the £1,400 rise and save thousands but it feels wrong when
we are placed under such tough operating conditions.””

145. Enterprise did agree that arbitration costs were potentially a problem:

the high cost of arbitration may be prohibitive for some licensees and (we) recognise
the need for a low cost, easy access process by which rent review negotiations may be
independently resolved.?*®

Bll low cost dispute resolution system

146. Punch, Enterprise and RICS all referred in their evidence to the piloting of a low cost
dispute resolution system by BII. Enterprise said:

the solution lies in support, which we give unconditionally, for the BII proposal to
produce a £1,000 fixed-cost professional arbitration system. Now, we support this
entirely and we are working with them.*”
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147. We were surprised that BII had not given any details of this in its written submission
nor when its Chief Executive John McNamara gave oral evidence, and asked for more
information. The BII told us they had run rent review road shows in 2008, and from these
it had become clear that disputes over the rate of rent were a cause of concern for
members. The BII undertook to look into creating an Independent Expert Determination
service which would have the objectives of being: transparently independent; at a relatively
low fixed cost; and binding on both parties. It has since set up a steering committee to
determine the feasibility of such a scheme and to consider how it would work in practice.
When the work is completed the proposal will go before the BII National Council to decide
if the project should continue and how it would be funded and resourced.

148. At present the BII scheme envisages that an independent expert’s fees would be fixed
and shared between both parties and it is proposed that the licensee’s share of the fee would
be between £1,000 and £2,000 based on a sliding scale of current levels of rent. The BII
concluded:

It will benefit the licensee by taking the unknown cost out of the equation. He/she
will have the peace of mind that the valuer will be chosen from a BII panel of RICS
experts and finally the decision will be binding giving a clear independent
outcome.*’

149. We agree that some form of low-cost independent procedure for dealing with
disputes over the rate of rent is needed and needed urgently. The BII’s proposed
dispute resolution system in which fees will be known at the outset, and will be related
to rental value is, in principle, welcome. We would be more confident in the prospects
for the successful implementation of the BII’s proposal if the Trade and Industry
Committee had not recommended precisely such a procedure over four years ago. We
are astounded that nothing has yet been done.

Complaints

150. What is also striking is that lessees have few avenues of complaint if they believe that
their pubco is acting unfairly. BBPA said in written evidence that it would act as an
‘intermediary to resolve any misunderstandings’ in the Code of Practice but it had
‘received no request to act in this capacity’.”! However in oral evidence Rob Hayward said:

we have never dealt with a case specifically because we are, as has been indicated, a
membership organisation of companies and therefore we would expect the
individuals to seek advice elsewhere, and I have on occasions advised them so.?*

151. The BII also offered to intervene if a pubco breaks a code of practice. BII said:

Whenever complaints are received in relation to alleged breaches of accredited codes,
the matter is taken up with the senior official at the named pub company. Since the
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scheme started BII has had to investigate three cases, all of which were resolved to the
satisfaction of the lessee/tenant.*”

Lessees have little confidence in either organisation. We have received evidence
questioning both the positions of the BBPA and the BII and their relationship with the
pubcos, from organisations such as Fair Pint*** and Justice for Licensees.”> Fair Pint told
us:

The BBPA claims that it “is the leading organisation representing the UK beer and
pub sector. Our members account for 98% of beer brewed in the UK and own more
than half of Britain’s 58,000 pubs.” In reality it is merely the trade association for
pubcos and brewers. In fact, Simon Townsend, Chief Operating Officer for
Enterprise Inns, is currently the Chairman of the Communications Group of the
BBPA. The BBPA represents the interests of those that own the vast majority of the
pubs in the country, but actually run very few. None of the BBPA’s members are
individual tenants.>*

A lessee said she has written twice to BII asking for an investigation of Enterprise’s codes of
practice and never received a reply. She told us:

I feel that the BII cannot and will not involve themselves in areas of dispute with the
pubcos and feel that this could be due to the large revenues that the BII receive from
the pubcos for the BII training packages. If the BII earn revenue from the pubcos
then surely there has to be some conflict of interest.*’

Legal remedies

152. The courts are ultimate arbiters in commercial disputes. They will be wary of
meddling in business contracts where equality is implied. As Punch stated “It must also be
remembered that licensees enter into a tied lease freely and of their own accord”® and that
“licensee naivety and poor judgement should not be construed as exploitation by the pub
companies”.* Enterprise said: “it must be understood that every individual contract
between ETI and a tenant or lessee is initially negotiated and agreed by both parties”.**
Marston’s said “Any tenanted/lease agreement is a commercial agreement that is signed by
the operator at the start — from a tenanted perspective they are not forced to enter the

agreement.”**!

233 Ev 192
234 Ev 223
235 Ev 251
236 Ev 223
237 Ev 265
238 Ev 166
239 Ev 166
240 Ev 99

241 Ev 197



59

153. While a consumer is protected by the unfair contract terms regulations, there is no
such protection in business. In many cases this is justified, but it may not be so if one party
to a contract is far weaker than another. Considering each party to a commercial contract
to be equal is reasonable if both parties have access to the same information and resource
but it has become clear from this inquiry that the pubcos have access to a far greater level of
both. In such cases the normal legal assumption of equality of bargaining power in
commercial contracts may not be appropriate.

154. Our predecessors recognised the imbalance of information and resources between
pubcos and their tenants and said:

The pubcos have argued that if tenants do not agree with their rent assessment, they
should not have entered into the lease or accepted the rent review. We do not share
this view. In the relationship between pubco and tenant, the tenant is in the weaker
bargaining position. Pubcos should recognise that they have a responsibility to
ensure they do not exploit their position of economic strength. All tenants should be
treated fairly and rents should be reasonable and sustainable.?*

155. The report concluded that

At this stage we do not think a legally binding code of practice necessary, but if the
industry does not show signs of accepting and complying with an adequate voluntary
code then the Government should not hesitate to impose a statutory code on it.

We hope that our successor Committee in the next Parliament will review the
situation in the public house industry, in particular whether the code of practice is
working.**

Conclusion

156. The BBPA’s Framework Code of Practice and the recommendations of the Trade
and Industry Committee have not solved the problems of inequality in bargaining
power and inadequate means to resolve disputes identified in 2004: we believe that
more is now needed.

157. Our inquiry has inevitably attracted evidence from dissatisfied lessees. We have
tried to counter that by being as open as possible to the pubcos, and by commissioning
our own survey. We note that in our survey results some pubcos fared better than
others. It is clear from our evidence that some lessees act recklessly, or enter into
business without due diligence. That is not the pubcos’ failing. Nonetheless, the pubco
model should be based on a share of risk and reward. That may be the case in some
circumstances, but the two parties to the contract have vastly differing bargaining
power. The financial data from our survey suggests that for a great many lessees, the
risk remains with them while the lion’s share of the profit goes to the pubco. We are not
saying that all, or even any, pubcos abuse all lessees all the time, but it is clear that not
only is there potential for abuse, but also that abuse occurs.
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158. Consumers are protected from unequal bargaining power by the unfair contract
terms legislation. The law assumes that both parties to a business contract have equal
resources and expertise. This is clearly not the case here — but if a pubco tried to
enforce its contract through legal proceedings, courts would be very reluctant to
determine whether those contract terms were fair because of the presumption that
commercial contracts are made between equals. We recommend that the Department
for Business and Enterprise urgently explore ways of ensuring that there are safeguards
to prevent inequalities of bargaining power in business contracts being abused.
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6 Competition issues

159. Many witnesses claimed the pubco model violated competition law principles. The
Fair Pint Campaign, CAMRA and SIBA all recommended that the beer tie should be
investigated by the Competition Commission. Kossway made similar recommendations
about the AWP tie. Tim Farron has also tabled an Early Day Motion calling on the
Department for Business, Enterprise and Regulatory Reform to “refer the matter of the
supply tie and rent formulation to the Competition Commission with a view to addressing
the dominance of the big pubcos in the pub market.”*

The Monopolies and Mergers Commission investigation

160. In 1989 the Monopolies and Mergers Commission (MMC) (now the Competition
Commission) issued a report on the retail market for beer following a detailed
investigation.””® The Report found that a complex monopoly situation existed by virtue of
the fact that over half of all public houses were owned by six national brewers who
accounted for three quarters of UK beer production. The MMC concluded that this
complex monopoly operated against the public interest in the following ways:

a) the price of a pint of beer in a public house had risen too fast in the previous few years;
b) the high price of lager was not justified by the cost of producing it;
c) the variation in wholesale prices between regions of the country was excessive;

d) consumer choice was restricted because one brewer did not usually allow another
brewer’s beer to be sold in the outlets which he owned. The same restriction was also
often applied in loan-tied outlets;

e) consumer choice was further restricted because of brewers’ efforts to ensure that their
own brands of cider and soft drinks were sold in their outlets;

f) tenants were unable to play a full part in meeting consumer preferences, both because
of the tie and because the tenant’s bargaining position was so much weaker than his
landlord’s; and

g) independent manufacturers and wholesalers of beer and other drinks were allowed
only limited access to the on-licensed market.

We believe that many of these conditions can be found in the market today.
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(a) and (b) Price of beer and lager

161. CAMRA have found that the price of beer in pubs has increased faster than brewery
beer prices over the last ten years. Between April 1998 and April 2008 the UK producer
price index (including excise duty rises) for beer increased by 31.8%, whereas the retail
price index for beer on-sales increased by 39.4%.** CAMRA have also analysed, from
surveys they have carried out in the last year, the difference in the price of beer between the
on-trade and the off-trade. Their data shows that in August 2008 the off-trade price of a
standard lager was as low as 81p a pint. Surveys carried out pre and post the March 2008
Budget found standard lager selling in the on-trade at between 265p (March 2008) and
282p (June 2008). On this basis, the on-trade price of a pint of beer can be estimated to be
about 3.3 to 3.5 times more than the off-trade price.

162. This graph from Morgan Stanley demonstrates the divergence in price between the on
and off trade since a couple of years before the Beer Orders in 1989:

Fig.6
The price gap widens further
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In addition the following chart from Morgan Stanley shows the price difference of beer

between managed pubs, leased pubs and supermarkets with recent price increase
differences:
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Fig. 7
l-\?verage Price per Pint of Standard Lager Sep-07 to
Apr-08
£3.00 - . Sep-Dec 07
250 o i
£2.00 +
£1.50 -
£1.00 A
£0.50 +
£0.00 -
Managed Leased Supermarkets

Source: Morgan Stanley

163. The evidence relating to the tie’s effect on prices overall is not altogether
straightforward. There is some indication that the differential between tied and managed
pubs has reduced recently, and managed and free of tie pubs can, of course, charge lower
prices and frequently do so, for example Wetherspoon’s much promoted 99p pint.
However, it is possible that the large market share held by the pubcos may result in their
prices setting a norm which is followed by the rest of the market, subject to occasional
discounting. The Good Pub Guide told us “Our impression is that both the higher-than-
inflation increases in pub beer prices shown year after year by our annual surveys and the
significant regional variations in pub drinks prices owe much to the influence of the biggest
pubcos.”” We believe this needs to be investigated.

(d) and (e) Consumer choice

164. The fact that tied pubs are restricted to the pubco’s list of approved products restricts
the lessee’s ability to respond to the market. This is detrimental to the consumer. To give
one example, the supply of locally brewed beers may be affected. A report in 2007 found
that two thirds of licensees were aware of the demand for local beer but only a third were
actually offering it to their customers.**® In addition the Society of Independent Brewers
(SIBA)’s figures showed that only 15% of tenancies and 31% of leased pubs stocked a local
brewery’s beer, compared to 56% of freehouses. The reasons for this are explored more
fully in paragraphs 166-168 below.

(f) Tenants’ bargaining position

165. This has not improved since 1989. As we have seen lessees are still in a much weaker
bargaining position than their pubco. This means that they are unable to negotiate
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discounts, guest ale provision or lower rents, all of which benefit the consumer through
lower prices and wider choice. As one lessee told us “Yes we signed a legally binding
contract but I didn't sign up to massive price increases year on year.”** Fair Pint Campaign
gave the following table showing the increase in Enterprise’s prices:

Table 13: Enterprise Price Increases

Brand 2002 price/pint 2009 price/pint % increase
Heineken £1.09 £1.67 53%

Stella Artois £1.15(5.1% ABV) £1.55 (5.0% ABV) 34%
Hoegarden £1.30 (5.0% ABV) £1.82 (4.8% ABV) 40%
Boddingtons £0.88 (3.8% ABV) £1.35 (3.5% ABV) 53%
Draughtflow

Banks Bitter £0.88 £1.22 38%
Greene King IPA £0.86 £1.25 45%

Source: Ev 233

Fair Pint highlighted that the average rate of inflation per annum across the same period,
excluding mortgage interest, was 2.84%, giving a compound rate for the period from 2002-
2009 of 21%. Price increases in the sample of brands shown demonstrated an average
increase of 43.8%; constantly twice the rate of inflation. Duty on a pint of beer had
increased by 7p from 29p to 36p (24%) in the same period.*

(9) Independent manufacturers and wholesalers access to the market

166. We have received evidence supporting CAMRA’s claim that the pub market is
‘substantially foreclosed” to small brewers because they are unable to supply the minimum
volumes, discounts and logistics demanded by large wholesale and pub owning
companies.””’ Lovibonds Brewery told us it could only supply one out of 15 of its local
pubs because all the others were tied. Jeff Rosenmeier, founder of the brewery, stated:

This type of market suppression for the craft brewer is not limited to Henley-on-
Thames, but can be found throughout Britain. There are now 600 or so craft brewers
like myself whose growth is stifled in these market conditions.**

167. SIBA set up a Direct Delivery Scheme to help small breweries supply pubcos by
establishing a single contact point. Pubcos can use the SIBA website to order from a wide
choice of suppliers without the need to contact them individually for orders, billing or
payment.”>® However SIBA reported that only three pubcos had ‘embraced’ the scheme
which accounted for only 26% of tenanted, leased or managed pubs. A lessee told us that

249 Ev 283
250 Ev 233
251 Ev 120
252 Ev 160
253 Ev 254



65

Enterprise, which does use the SIBA scheme, had recently put up prices of SIBA products
by just over 5%.** She assessed the consequences as follows:

On speaking to a couple of brewers the difference between what I pay and they
receive is approx. £30 per nine gal. This money is not staying within the industry but
going straight to the middleman. I did 522 different ales last year (mostly from the
SIBA schemes) so this equates to £15,660 lost to both the brewers and ourselves.
Most importantly if this amount is split equally then this equates to a 20p price
decrease for the end consumer, the customer.

These new prices have effectively priced us out of the market where local ales are
concerned. We were planning on having local ale as a regular but to make 45%GP on
a 3.7% we would have to charge £2.70. Our nearest real ale pubs are selling local beer
at considerably less than this (they are not tied to any of the big pubcos).>>

168. Similarly, the tied estates of pubcos are becoming increasingly foreclosed to
independent suppliers of non-drink products supplied to public houses such as AWP
machines. Pubcos demand that their tied lessees take AWP machines only from their
approved panel suppliers. Suppliers are admitted to the panel only if they are prepared to
pay a substantial royalty to the pubco. As a result tied lessees have to pay substantially
higher prices for AWP machines than non-tied retailers (as discussed in chapter 4) and
non-panel AWP machine suppliers are prevented from entering that segment of the
market.>®

The Office of Fair Trading’s position

169. Competition in UK markets is overseen by the Office of Fair Trading (OFT). The
OFT enforces the following legislation to ensure that markets work well for consumers. In
response to an invitation to submit evidence to the Committee, the OFT told us :

We have received no evidence or complaints that lead us to alter the position we
submitted to the Trade and Industry Committee in 2004 that there is no significant
competition problem in relation to the beer and pub market.>”

We believe the evidence which we have received to this inquiry demonstrates that there is a
case to investigate and we disagree with the OFT on a number of points.

Discounts

170. In justifying its view that intervention was not necessary in 2004 the OFT noted that
beer discounts were available and noted, “it is now possible for some tied tenants to earn
discounts on the list price of drinks; e.g. up to £50 a barrel of beer”.>*® This process has
continued and brewery discounts have increased substantially. The problem is that little
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(or even none) of these increased discounts have been passed through the supply chain to
the benefit of the consumer. ALMR have told us that at that time beer discounts were
‘reasonably equitable’ so for example the average discount on a brewer’s barrel of beer (36
gals) was about £120 and this would have been divided — £50 for the pubco, £50 for the
tenant and about £20 for distribution costs.”®® However since 2004 retail beer prices have
gone up and pubcos have been able to negotiate larger discounts from the brewers. As we
discussed earlier in the report, pubcos may now receive a discount of between £210 and
£250 per barrel but the lessee still only receives the original £50 share. The lessee, and
therefore the customer, fails to benefit from the increased discount.

Downward price pressure

171. The OFT also said in 2004 that “big pub companies [...] are continuing to lead the
way in driving down the wholesale price of beer”.*® However, we believe there is little
pressure from pubcos’ to resist increases in beer list prices (upon which the consumer retail
price is based) because pubcos discounts actually increase pro rata with brewery list price
increases. As a Morgan Stanley report said “It is [...] not in the pubcos’ interest to push
back too hard on list price increases, because they get a proportion of the price increase as
additional discount. Some even argue that pubcos like it when brewers put up prices.”*

Nigel Wakefield said:

The pubcos without exception have forced the discounts to comparatively extreme
levels, some three years ago the Coors Area Manager was having to raise the price of
one of their beers way above their selling norm so that certain pubcos could achieve
their £200 per brewers barrel discount, likewise a colleague who runs a small brewery
has to do the same to supply a particular pubco.*

ALMR concluded that pubcos have “forced retail prices up in a difficult market and
contributed to the widening gap between the pub and the supermarket where maximum
discounts are passed on to customers.” This retail price divergence has in turn
contributed to the rate of pub closure as consumers choose to drink at home rather than
accept the artificially inflated beer prices which tied lessees are forced to charge.

Market Definition

172. In its comments on market definition in 2004, the OFT did not recognise the public
house market as a separate market from other on-trade premises, although it gave no
evidence to support that view. On the contrary, the OFT noted that: “there is a difference
between going out for a drink at a pub and going out for a meal at premises where alcohol
may be consumed.”* Furthermore, the OFT said in 2004 that “the retail on-trade market
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has become increasingly differentiated and subject to changing fashion.”” We are of the
view that public houses do form a distinct segment of the on-licence market in England
and Wales. Although it may be difficult to distinguish between many food-led pubs and
restaurants, in general we believe there is a distinction between pubs and other on-trade
outlets and the existence of such a distinction is well recognised by the consumer. For
example, the presentation of a pub both externally and internally, the range of services
provided in a pub and the prices, are, in the vast majority of cases, readily distinguishable
from restaurants, fast food outlets, social clubs etc. Public houses, in both urban and rural
locations, also perform an important social function strengthening local community
adhesion and the spirit of community as highlighted in the All Party Parliamentary Beer
Group inquiry on Community Pubs.?%

173. Surprisingly, the OFT’s submission to the 2004 inquiry did not include an analysis of
the geographical market — the territory within which competition operates with regard to
a particular product or service. In relation to public houses, the geographical market is
likely to be narrowly defined. Arguably the geographical market for substitutable pubs is
likely to be within a radius of, say, 10-15 miles representing the maximum distance which
a consumer is likely to travel to visit a pub for a drink. The All Party Parliamentary Save
the Pub Group suggested that a few companies should not be able to dominate all the pubs
in a particular region or town.*” The OFT told the Trade and Industry Committee that
they looked at data only on a local licensing authority basis.**®

Consumer detriment

174. OFT’s submission to the present inquiry states that its “mission is to make markets
work well for consumers”.*® We are both surprised and disappointed by the OFT’s
apparent reluctance to investigate whether the pub market is working well for the
consumer. The failure of the pubcos to pass on the benefit of their discounts to the lessees
prevents the lessees from passing on the benefit to the consumer in terms of reduced
prices. This has led to an ever increasing disparity between the on-licensed price of beer as
compared with the off-licence price of beer. This disparity has played a major role in
undermining the viability of pubs, as lessees are forced to increase retail prices, so
increasing the trend to home consumption. It is to the overall detriment of the consumer if
pubs are forced to close due to uncompetitive practices in the market.

Restrictive covenants

175. Some pubcos sell pubs on the proviso that they can no longer be used as pubs thus
restricting a consumer’s choice on where they wish to drink. Ted Tuppen, the Chief
Executive of Enterprise Inns, told us:
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We tend to put these covenants in if we have an area that is substantially ‘over-
pubbed’. I think there is agreement that there probably are too many pubs and the
current economic climate is probably making it less possible for the unviable to
survive. Were we to have a pub for sale in a village or a suburb where there were
already five or six pubs, it may be in the interests of our licensees and indeed all the
other licensees in the area for this to be sold not as a pub. This may well mean less
money for us. In normal circumstances, we will always be looking to get the best
price, but in some instances, and I would think it is probably about 70% of the pubs
that we sell, we will seek to put in a restrictive covenant because, genuinely, we think
these are pubs that have lived their life.?”

We have heard claims that changing social trends and economic factors lie behind the
spate of recent pub closures. We reach no conclusion about the validity of these claims, but
we acknowledge that pubs, like any other commercial institution, cannot be isolated from
such changes. However, the first observation we would make is that it is not for pubcos to
decide what degree of competition is appropriate to any geographical market. We have
already noted that prospective lessees may be attracted to particular premises rather than to
a tied pub. Restrictive covenants reduce their choice. Reducing the number of premises
available in a particular area, when a pubco wishes to sell a building, also reduces the
competition in the market.

176. We believe it is for the market to decide whether a pub is unviable and not for a
pubco to restrict a building’s use. We therefore recommend that the Government

makes the use of restrictive covenants to prevent the continued use of premises as a pub
illegal.

The Legal position

Article 81(1) EC Treaty and Chapter | Competition Act 1998

177. Article 81(1) EC Treaty prohibits agreements which prevent, restrict or distort
competition and give rise to an effect on trade between Member States. Chapter I of the
Competition Act 1998 (“the Chapter I Prohibition”) applies a substantially identical
prohibition in respect of such agreements where they give rise to effects limited to the UK
or a part of the UK.

178. The prohibitions under Article 81(1) and Chapter I are not absolute. Agreements
falling within either prohibition may nevertheless be exempted under Article 81(3) EC
Treaty or its equivalent under Section 9 Competition Act 1998 where it can be
demonstrated that notwithstanding the anti-competitive restrictions, the agreement gives
rise to improvements in distribution or technical progress, the restrictions are
indispensable to that objective and the consumers receive a fair share of that benefit.

179. Tied pub leases are generally considered to qualify for exemption from the prohibition
under EC Regulation 2790/99 (“the Vertical Restraints Exemption”) on the basis that the
tied pub lease model offers low cost entry to the business for lessees accepting the tie and
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that pubcos offer a wide range of brands within the tie so that there is little risk of market
foreclosure (i.e. restrictions on manufacturers of beer and other drinks accessing the retail
market).

180. Tied pub leases also benefit from the exclusion from the Chapter I Prohibition under
the Competition Act 1998 (Land Agreements Exclusion and Revocation) Order 2004 (“the
2004 Order”) under which restrictions such as a beer tie contained in a pub lease are
excluded from the Chapter I Prohibition altogether.

181. The OFT has taken the view that the exemption under the Vertical Restraints
Exemption and the exclusion under the 2004 Order justifies its refusal to investigate the
impact of the tie on competition grounds.

182. However, the exemption under the Vertical Restraints Exemption and the exclusion
under the 2004 Order may be withdrawn if the competition authority thinks it appropriate
to do so. Articles 6 and 7 of the Vertical Restraints Exemption provide as follows:

Article 6

The Commission may withdraw the benefit of this Regulation, pursuant to Article
7(1) of Regulation number 19/65/EEC, where it finds in any particular case that
vertical agreements to which this Regulation applies nevertheless have effects which
are incompatible with the conditions laid down in Article 81(3) of the Treaty and in
particular where access to the relevant market or competition therein is significantly
restricted by the cumulative effect of parallel networks of similar vertical restricts
implemented by competing supplies or buyers.””!

Article 7

Where in any particular case vertical agreements to which the exemption
provided for in Article 2 applies have effects compatible with the conditions laid
down in Article 81(3) of the Treaty in the territory of a Member State, or in a part
thereof, which has all the characteristics of a distinct geographical market, the
competent authority of that Member State may withdraw the benefit of application of
this Regulation in respect of that territory, under the same conditions as provided in
Article 6,27

183. The evidence before the Committee suggests that the benefit of low cost entry offered
to retailers through the pubco lease model should not be overstated. There is no evidence
demonstrating that a tied lessee receives benefits not available to free of tie tenants or
freeholders. Nor are we in a position to say with confidence that rents for tied pubs are
invariably lower than rents for equivalent free of tie premises. We have been given
examples where free of tie premises cost more to rent than tied ones and examples where
they cost less.

184. Furthermore, the evidence to the Committee shows that the wholesale prices offered
to tied lessees by their pubcos have increased at a much faster rate than wholesale prices to

271 Emphasis added
272 Emphasis added



70

the free trade or the off-licence sector with the result that lessees of tied pubs are at a
significant competitive disadvantage as compared to free of tie tenants and freeholders.
This could be a major factor in the failure rate of tied public houses in recent years.

Article 82 EC Treaty & Chapter Il Competition Act 1998

185. Article 82 EC Treaty prohibits any abuse “by one or more undertakings” of a dominant
position giving rise to an effect between EU Member States. Chapter II of the Competition
Act 1998 (“Chapter II”) contains a similar prohibition where the dominant position arises
only in the UK or a part of the UK. Dominance may arise where one or more
undertakings have a market share in excess of 40%.

186. An analysis of the application of Article 82/Chapter II will depend upon the definition
of the relevant market. Markets are defined primarily by reference to demand substitution,
(i.e. viewed from the perspective of the customer, what products/services are reasonably
substitutable). In relation to the on-licence drinks market, it seems to us that the public
house market is a discrete segment of the on-licence drinks market as a whole, i.e. the
market including pubs, clubs, restaurants, hotels and other on-licence premises.

187. It is difficult to calculate an exact breakdown of the pubco share of the market as we
have been presented with different ownership figures. No single pubco has 40% of the pub
market, but if the ALMR figures are used the combined market share of all the pubcos is
approximately 40%.”* Accordingly, it is arguable that the pubcos collectively may hold a
dominant position in the market. The OFT Guidelines on the abuse of a dominant position
define collective dominance in the following terms:

“4.23  Article 82 and the Chapter II Prohibition prohibit conduct on the part of
one or more undertakings which amounts to the abuse of a dominant position. A
dominant position need not be held by a single undertaking. Separate undertakings
may be found to hold a dominant position together where certain conditions are
met. Their conduct may then be dealt with together under Article 82 and/or the
Chapter II Prohibition.

4.24 A dominant position may be held collectively when two or more legally
independent undertakings are linked in such a way that they adopt a common policy
on the market. The European Court confirmed the principle of collective
dominance in the Italian Flat Glass case: “There is nothing, in principle, to prevent
two or more independent economic entities from being, on a specific market, united
by such economic links that, by virtue of the fact, together they hold a dominant
position vis a vis the other operators on the same market.**

4.25 The links may be structural or they may be such that the undertakings
adopt a common policy on the market.””” For example, the nature of the market may
be that undertakings might adopt the same pricing policy on the market without ever
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explicitly agreeing on price (see the competition law guideline Assessment of market
power, OFT415).”

The pubcos operate the same business model and apply a substantially identical policy on
the market which would seem to be sufficient to give rise to collective dominance.

<

188. The European Court has defined a dominant position as: “...a position of economic
strength enjoyed by an undertaking which enables it to prevent effective competition being
maintained on the relevant market by affording it to behave to an appreciable extent
independently of its competitors, customers and ultimately of its consumers”.*”

189. The evidence before the Committee suggests that Punch, Enterprise and the other
pubcos having a tied estate operate without any significant competitive constraint applied
by competitors, customers or the consumer. Various analysts have commented on the
possibility that a pubco’s financial difficulties might lead to over-renting”’ pubs and
increasing pressure on lessees. If that is the case, then significant numbers of pubs (and
customers) will suffer because of factors beyond the control of the individual business.

190. We believe that the supply ties operated by pubcos may well be anti-competitive
and may have a detrimental effect on the public house market. We are disappointed
that the OFT has failed to act on this matter in the past and has refused to acknowledge
the current problems in the market. Since the OFT is unwilling to initiate an
appropriate investigation, we recommend that the Secretary of State uses powers set
out in section 159 of the Enterprise Act 2002 to refer supply ties in the public house
industry to the Competition Commission for a market investigation. Given its clearly
stated position, we do not believe an OFT investigation would be satisfactory.

191. Our provisional view is that the tying of beers, other drinks and ancillary products
should be severely limited to ensure that competition in the retail market is restored.
However, we note that interventions can have unexpected consequences. The Beer
Orders led to the emergence of pubcos, simply replacing one group of powerful players
with another. Displacing pubcos without considering the market as a whole may put
too much power into the hands of brewers and wholesalers. The position of local
brewers operating a small tied estate also needs to be considered; we would not wish to
damage regional brewers. For these reasons we are calling for an urgent investigation
rather than making a policy recommendation.

276 Case 27/76 United Brands —v- Commission (1978) ECR207 (emphasis added)

277 Charging rent at a higher rate than the business will bear.



72

7 Conclusion

192. Not all the problems of the pub industry come from the tied pub model. It is clear
there are many pressures on any retail business, and pubs are challenged by changing
consumer preferences, changes in the regulatory framework and general economic
circumstances. However, as numerous groups and commentators have remarked, pubs are
valued as community centres. It is not Government’s job to protect failing industries, but it
does have a role in investigating failures and abuses in the market. Its duty to exercise that
role becomes more urgent if those failings and abuses have social as well as economic
impacts. As we have noted, during our inquiry we receive evidence from lessees of many
different pubcos. We were told of pubcos which failed to honour verbal agreements about
the status of leases, and pubcos which failed to make agreed repairs. There were recurring
stories of rent reviews which lessees could not dispute without excessive costs, and stories
of lessees not just working long hours for low pay, but supporting their pub from other
earnings. The consistency of these themes suggests that something is seriously amiss. This
is confirmed by our survey: over 60% of lessees in tied estates were dissatisfied with their
pubco.””® The Trade and Industry Committee recommended that if the industry could not
improve voluntarily, there should be a mandatory code of practice. We believe more
should be done.

193. This Report contains recommendations which will affect the way in which
businesses can treat one another. Some might argue that this can be left to the market.
Pubcos which not only benefit themselves but support their lessees are likely to stay in
business. If pubcos push too hard and are too greedy they will fail. But on the way bad
companies will inflict real damage on their direct customers, the lessees, and on their
indirect customers, ordinary drinkers. The potential for such damage may be increased
by current economic conditions producing a ready supply of inexperienced would-be
lessees eager to use their redundancy money to enter a new career.

194. It may be the industry’s problems can be solved by a framework ensuring fairness
and transparency in dealings between landlord and lessee. It may be necessary to ensure
that inequalities in bargaining power are recognised, even when business contracts are
involved. It may be that the beer tie should be prohibited. The OFT has failed to
examine this market properly; the Government should now assume responsibility, to
ensure both that competition issues are properly investigated and that the wider legal
framework is adequate.
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Conclusions and recommendations

Introduction

1.

Whatever the effect of the pubco model on competition, which we examine later in
this Report, the imbalance of bargaining power and information between pubcos and
their lessees has produced a system which is biased against lessees, and needs to be
examined in depth. Accordingly this Report examines the industry from first
principles rather than being, as we first expected, a simple check on the
implementation of the Trade and Industry Committee’s recommendations.
(Paragraph 12)

Pub closures

2.

It is clear that figures for pub closures do not adequately cover cases where individual
lessees go out of business without the pub itself actually closing. We cannot be
confident that pubco lessees are less likely to fail than other publicans. (Paragraph
35)

Rent assessment

3.

Lessees must appreciate that if a chartered surveyor is involved in their rent
negotiation he or she is acting on behalf of a client and that is a legitimate role.
However membership of a chartered institution is no longer considered an
automatic guarantee of integrity and certainly not of impartiality; RICS members
called on to act in arbitration should be aware of the sensitivity of their situation and
must be scrupulous in declaring their interests. (Paragraph 41)

Transparency

4.

Given the inherent subjectivity of the rental valuation method, it is very important
that there is transparency about the assumptions on which it has been calculated. We
note that there is disagreement between lessee representatives and pubcos over
whether the Trade and Industry Committee’s recommendation that “Pubcos should
provide their tenants with a comprehensive breakdown of how their rent was
calculated” has been implemented. The evidence that this recommendation has not
been fully implemented is confirmed by our survey results which show that 44% of
lessees had not been shown a breakdown of how their rent was calculated. This is
unacceptable. (Paragraph 45)

We note that, without transparency, rental calculations are open to manipulation by
the pubcos, in particular by systematically underestimating the costs for a lessee of
running their pub. We recommend that there should be industry guidelines on the
average costs of running a pub such as those in the ALMR benchmarking survey.
These can be used by lessees as comparators against the rental assessments put
forward by their pubco. (Paragraph 47)
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Trading history

6.

We accept that in many cases pubcos do not have access to their lessees’ books.
However, they have access to a substantial amount of information about the business
of a particular pub, and are likely to have extensive information if a business is in
difficulties. Pubcos entering a commercial relationship with a new lessee should be
required to share all their information on a pub’s trading history with them.
(Paragraph 54)

Comparables

7.

A system must be put in place to allow lessees to assess whether their rent is fair and
in line with similar businesses. Our predecessor’s recommendation to create a
register of rent reviews would have increased transparency. We note it has been
disregarded, and neither the pubcos nor RICS has taken any serious action to make
sure the rental system is not unfairly biased against the lessee. (Paragraph 58)

A new valuation method?

8.

The rental valuation method for pubs appears to be the product of history and
tradition. If it is to be fair, there must be far greater transparency about how rents
are calculated to ensure equality between the parties to the negotiations. If this is not
improved as a matter of urgency, there are compelling arguments for abandoning the
method entirely. (Paragraph 60)

Rent reviews

9.

10.

It is difficult to measure the extent to which trade has increased because of
improvements to the premises funded by the lessee. Nonetheless, we consider it is
manifestly unfair for pubcos to profit from increases in trade brought about by such
changes; here, too, transparency on how rent is calculated and access to figures for
comparable premises would properly strengthen the lessee’s negotiating position.
(Paragraph 70)

Our witnesses are divided over the merits of annual RPI rental adjustments. The
pubcos claim this prevents lessees having to deal with a large increase in the five
yearly rent review; lessees consider it a way of gradually increasing pubcos’ share of
the profits, and of reducing pubcos’ share of the risk. The evidence is finely balanced,
and we are not the appropriate body to resolve the question. Two things are clear;
firstly, pubcos’ greater bargaining power has enabled them in at least some cases to
insist that upward only rent reviews are replaced by annual rental adjustments in line
with RPI; secondly, if rental is linked to RPI it should be done in a way which enables
reductions when appropriate. (Paragraph 75)

The beer tie

11.

The effect of the beer tie on basic rent is that both pubco and lessee take a lower
income. However, while the decrease in the lessee’s income is absolute, the pubco has
£110 from that part of the discount on its barrelage it has not passed on to the lessee.
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The reduction in rent is accompanied by a reduction in the lessee’s profit but an
increase in the pubco’s overall revenue. (Paragraph 84)

12. If the interests of the pubcos operating a tied system and their lessees were truly
aligned, one would expect that pubcos would want a system in which the
combination of rental costs and beer costs enabled their lessees to supply beer at a
price which was competitive with other pubs. This does not seem to be the case.
(Paragraph 87)

Purchasing power

13.  We believe it is seriously misleading for any pubco to promote to potential lessees
that a pubco has benefits from ‘purchasing power’ when that benefit is not passed on
to lessees. (Paragraph 92)

Enforcing the tie

14. It is entirely legitimate for a company to seek to ensure that the other party to a
contract respects its terms. However, we believe that where a measurement device is
used to police this, it should be properly calibrated, and subject to external
verification. If necessary, the Weights and Measures Act 1985 should be amended to
ensure this. Furthermore, given the impossibility of distinguishing between beer
dispensed and sold, beer run off and disposed of preparatory to serving, and water
used to clean the lines, we believe pubcos should not be allowed to rely on data from
Brulines equipment to enforce claims against lessees accused of buying outside the
tie. (Paragraph 98)

AWP tie

15. In 2004 the Trade and Industry Committee concluded that “In our opinion, pubcos
do not add sufficient extra value from their deals to justify their claims to 50 percent
of the takings from AWP machines. We remain unconvinced that the benefits of the
AWP machine tie outweigh the income tenants forgo and we recommend that the
AWP machine tie be removed.” That conclusion remains valid. (Paragraph 103)

Insurance

16.  Pubcos have a right to require that each of their pubs is fully and properly insured. It
may well be that the insurance offered through pubcos is as good as or better than
any that lessees could arrange directly. Nonetheless, since lessees are frequently not
allowed sight of the policy, it is impossible to establish whether this is the case.
Moreover, it is also clear that some insurance policies require the lessees to pay for a
benefit to the pubco. We do not see why pubcos should not themselves take out
insurance against the risks they face directly. (Paragraph 108)

Benefits of the pubco tied model

17.  We conclude that pubcos may offer a lower cost route into the industry and the
opportunity for a lessee to create or maintain an asset in the assignment value of the
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18.

lease. However, this benefit is accompanied by uncertainty about the value of the
asset which a lessee is purchasing, and the extent to which that value can be
maintained. While those who purchase a freehold property may face higher initial
outgoings, they obtain a tangible asset. Purchasers of freehold leases have greater
commercial freedom. (Paragraph 114)

Moreover the attraction of low cost entry should not be overstated: a very significant
majority of those who responded to our survey said they were attracted by a
particular pub, not a particular business model. Lessees apparently often choose tied
pubs simply because they are what are available in their preferred location, or
because they are attracted to a particular pub. That would mean that pubcos were, by
virtue of their large estates, diminishing competition by forcing those who wish to
run pubs into their business model. (Paragraph 115)

Business support

19.

The Trade and Industry Committee found that “the performance of business
development managers (BDMs) varied across the industry from excellent to dire.”
That conclusion remains valid. The evidence we have received suggests that there are
still too many BDMs who offer lessees little or no support, and some who bully or
intimidate them. Moreover, some of our evidence suggests that this culture is not
limited to BDMs but can reach further up a company. (Paragraph 120)

Financial Assistance

20.

21.

22.

It is surprising that the link between financial assistance and the extension of the tie
was not made clear in oral evidence. Financial assistance which is offset by an
increase in rental or an extension of the tie is, in effect, ‘repayable’ and does not
confer the benefit claimed by the pubcos. (Paragraph 125)

We accept that pubcos are helping their lessees with financial assistance but there are
many lessees who appear to be eligible for aid but do not receive it. Pubcos need to
make their policies on the administration of financial help clear with a fair and open
application process for such assistance. Lessees need to know on what grounds they
are turned down. (Paragraph 128)

The Trade and Industry Committee found that, on the evidence presented to them,
the immediately quantifiable cost of the tie was usually balanced by the benefits
available to tenants. From the evidence we have received, we are not so convinced.
We are particularly struck by the results of our survey which found that 63% of
lessees did not think their pubco added any value. The pubcos offer little support
that cannot be found by normal market methods. (Paragraph 129)

A fair share of profits?

23.

Increasing a pub’s turnover will benefit the pubco as it increases the sale of tied
products. To our surprise it does not seem to benefit the lessee to nearly the same
extent. Over 50% of the lessees whose pubs had turnover of more than £500,000 a
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year earned less than £15,000. The pubcos may share the risks with their lessees but
they do not share the benefits equitably. (Paragraph 133)

Lessees’ attitude to the tie

24.

25.

The dispute over the tie could be ended easily: every lessee could be offered the
choice of being free or being tied. This would enable both sides to prove their
competing claims. We believe each and every existing lessee should, in a phased
programme, be offered this choice and the same choice should be offered to every
new lessee as he or she takes on the lease. To make the choice fair, the process of
agreeing revised rents must first be improved as we have previously recommended.
(Paragraph 138)

Although a voluntary agreement is preferable, we doubt that the pubcos would
respond effectively to such an approach. We therefore recommend that the
Department considers how best to achieve this end and that it opens an urgent
consultation into the principle and phasing of this proposal. The status quo is not an
option. (Paragraph 139)

Dispute resolution

26.

27.

The small number of cases pursued to independent arbitration should not be taken
as a sign that all is well. It could simply demonstrate that, even though they were
dissatisfied, lessees did not consider the dispute resolution system appropriate.
(Paragraph 142)

We agree that some form of low-cost independent procedure for dealing with
disputes over the rate of rent is needed and needed urgently. The BII's proposed
dispute resolution system in which fees will be known at the outset, and will be
related to rental value is, in principle, welcome. We would be more confident in the
prospects for the successful implementation of the BII's proposal if the Trade and
Industry Committee had not recommended precisely such a procedure over four
years ago. We are astounded that nothing has yet been done. (Paragraph 149)

Legal remedies

28.

29.

The BBPA’s Framework Code of Practice and the recommendations of the Trade
and Industry Committee have not solved the problems of inequality in bargaining
power and inadequate means to resolve disputes identified in 2004: we believe that
more is now needed. (Paragraph 156)

Our inquiry has inevitably attracted evidence from dissatisfied lessees. We have tried
to counter that by being as open as possible to the pubcos, and by commissioning
our own survey. We note that in our survey results some pubcos fared better than
others. It is clear from our evidence that some lessees act recklessly, or enter into
business without due diligence. That is not the pubcos’ failing. Nonetheless, the
pubco model should be based on a share of risk and reward. That may be the case in
some circumstances, but the two parties to the contract have vastly differing
bargaining power. The financial data from our survey suggests that for a great many
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30.

lessees, the risk remains with them while the lion’s share of the profit goes to the
pubco. We are not saying that all, or even any, pubcos abuse all lessees all the time,
but it is clear that not only is there potential for abuse, but also that abuse occurs.
(Paragraph 157)

Consumers are protected from unequal bargaining power by the unfair contract
terms legislation. The law assumes that both parties to a business contract have
equal resources and expertise. This is clearly not the case here — but if a pubco tried
to enforce its contract through legal proceedings, courts would be very reluctant to
determine whether those contract terms were fair because of the presumption that
commercial contracts are made between equals. We recommend that the
Department for Business and Enterprise urgently explore ways of ensuring that there
are safeguards to prevent inequalities of bargaining power in business contracts
being abused. (Paragraph 158)

Competition Issues

31.

32.

33.

We believe it is for the market to decide whether a pub is unviable and not for a
pubco to restrict a building’s use. We therefore recommend that the Government
makes the use of restrictive covenants to prevent the continued use of premises as a
pub illegal. (Paragraph 176)

We believe that the supply ties operated by pubcos may well be anti-competitive and
may have a detrimental effect on the public house market. We are disappointed that
the OFT has failed to act on this matter in the past and has refused to acknowledge
the current problems in the market. Since the OFT is unwilling to initiate an
appropriate investigation, we recommend that the Secretary of State uses powers set
out in section 159 of the Enterprise Act 2002 to refer supply ties in the public house
industry to the Competition Commission for a market investigation. Given its clearly
stated position, we do not believe an OFT investigation would be satisfactory.
(Paragraph 190)

Our provisional view is that the tying of beers, other drinks and ancillary products
should be severely limited to ensure that competition in the retail market is restored.
However, we note that interventions can have unexpected consequences. The Beer
Orders led to the emergence of pubcos, simply replacing one group of powerful
players with another. Displacing pubcos without considering the market as a whole
may put too much power into the hands of brewers and wholesalers. The position of
local brewers operating a small tied estate also needs to be considered; we would not
wish to damage regional brewers. For these reasons we are calling for an urgent
investigation rather than making a policy recommendation. (Paragraph 191)

Conclusion

34.

This Report contains recommendations which will affect the way in which
businesses can treat one another. Some might argue that this can be left to the
market. Pubcos which not only benefit themselves but support their lessees are likely
to stay in business. If pubcos push too hard and are too greedy they will fail. But on
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the way bad companies will inflict real damage on their direct customers, the lessees,
and on their indirect customers, ordinary drinkers. (Paragraph 193)

It may be the industry’s problems can be solved by a framework ensuring fairness
and transparency in dealings between landlord and lessee. It may be necessary to
ensure that inequalities in bargaining power are recognised, even when business
contracts are involved. It may be that the beer tie should be prohibited. The OFT has
failed to examine this market properly; the Government should now assume
responsibility, to ensure both that competition issues are properly investigated and
that the wider legal framework is adequate. (Paragraph 194)
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Resolved, That the Report be the Seventh Report of the Committee to the House.
Ordered, That the Chairman make the Report to the House.

Ordered, That embargoed copies of the Report be made available, in accordance with the
provisions of Standing Order No. 134.

Written evidence was ordered to be reported to the House for printing with the Report.

[Adjourned till Tuesday 12 May at 10.15am
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