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Introduction

Every corporate executive and board member should do a careful study of the undisclosed payments that flow in and out of their firm. Each year in the US alone hundreds of billions of dollars are exchanged among  thousands of manufacturers, distributors and retailers for just one purpose: to temp, persuade or force one firm to do the bidding of the other. These exchanges or “deals” are generally secret and coercive; no doubt some are illegal, many don’t work as planned and some cheat the public. They go by many names:  rebates, trade discounts, supplier funds, slotting fees, advertising allowances, dealer incentives, markdown money, bill backs, buy downs, off-invoice allowances, return privileges, lease incentives, charge backs, and scores of others.  At other times they are called kick-backs, push money, price protection, penalties, and pay-to-stay. The sums are large; for example, in 2007 PepsiCo reported net revenues of $39.5 billion – a record. In the fine print they also acknowledged that sales incentives and discounts (their terms) were $11.3 billion meaning that gross sales had been $50.8 billion.
 Coca-Cola reported vendor incentives at $4.1 billion on $24.8 billion of net sales. Why are PepsiCo’s sales incentives 29% of net sales and Coke only 16%? Why did Kellogg grant discounts of 29% and General Mills reported 28% when Heinz was 22%, Hershey 13% and Kimberley- Clark only 3%? Can business practices vary so much among direct competitors or are they not all reporting the same way? We know some firms are not reporting at all. 

The Research Study

Our research into vendor incentives reached three tentative conclusions:

· At a minimum, publicly traded firms should disclose both the accruals and the actual amounts of incentives paid or received together with the associated assets and/or liabilities, much as we now require for bad debt accounting. Current practice is open to fraud and better disclosure will be a deterrent.

· Board members and company leaders should know and understand the legal basis of their firm’s policies, practices and compliance when giving and receiving incentives. Our antitrust statues are clearly stated but the court’s interpretations of them make it difficult for a firm to know what’s legal and what’s not. There is evidence that some incentive arrangements fall afoul of the law.

· Board members and company leaders must also appreciate which of these practices are effective merchandising strategies and which are not. Vendor incentives can be powerful marketing tools. It has become clear to us that some firms have lost track of what works for them and what doesn’t.

The case for enhanced financial disclosures

Current accounting for vendor incentives is open to abuse because the firms granting incentives and the firms receiving incentives must “accrue” the expense or revenue, which requires estimates which can be manipulated.
 Estimates are common in accounting and company footnotes typically report such things as allowances for uncollectible accounts and reserves for inventory obsolescence. Estimates of vendor discounts incurred (by the manufacturer) or earned (by the retailer) can be many times larger and are generally not reported.  For example, in the case of PepsiCo which disclosed the $11.3 billion of incentives paid, their bad debt expense for the year was only $5 million. 

How legal are these deals?

Nobody knows! Richard Posner, Federal Appeals Court judge and one this country’s leading legal theorists wrote “Antitrust policy toward vertical restraints (his term for vendor incentives) is the biggest substantive issuing facing antitrust”.
 US antitrust statues are clearly stated but the court’s interpretations of them, taken as a whole, are not. 
If the legal status of all these incentive deals is so murky, what do retailers and distributors tell their purchasing executives that they can or cannot accept (or demand); what do the manufacturers and distributors tell their sales, marketing and business development people? Are all deal offers written up and pre-approved by counsel?  How does the general counsel decide what’s legal when the courts can’t make that determination? Manufacturers frequently have multiple deals running at the same time and new deals always under consideration. How does the chief compliance officer monitor what’s happening?  The data suggests they can’t and they don’t. 

Does this Marketing Strategy Actually Work?

In spite of the large sums involved it’s not clear that the firms granting these incentives or the firms accepting them are always benefitting from them. We interviewed executives at one prominent retailer who volunteered that they got so busy accepting and requesting these deals that they had sometimes lost control of their own merchandising strategy. From other companies we learned that the deals change so quickly and there are so many of them that the accounting systems often can’t assign the discounts down to specific products so they don’t know the real product costs or margins.
 Conspiracy of Silence

We have spoken with enough managers and executives, in a variety of industries, to sense that companies don’t want to tell what they’re doing. Even our personal friends who own or manage important firms don’t want to talk with us about this. Sometimes it’s just ignorance; we’ve been with management teams where each person had a different understanding of what they were doing. In February, 2008 Merck agreed to pay $650 million to settle lawsuits brought by 49 states and the District of Columbia alleging illegal use of discounting. At the time of the case the firm had 15 different discount programs running. There are legal concerns, the interpretation of what’s legal and what’s not is constantly changing. They don’t want the SEC after them; we know financial disclosure practices vary widely. And they don’t want their competitors to know although they probably do.

So help us

Tell us about your company and what you saw. We have a wiki which we’ll update from what you tell us or you can post to it directly protected by anonymity. We need to know the industry but we won’t mention company names, products, brands, etc. Ask your colleagues to help. 

� US income statements begin with “Net Revenue” or “Net Sales” which is total or gross sales less accruals for   returns, discounts for prompt payment, and other allowances, including vendor incentives.


� Generally Accepted Accounting Principles (GAAP) require that both the vendor and the reseller or retailer accrue these expenses or receivables during each quarterly accounting period.  Specifically, EITF Issue No. 01-9 states “…case consideration (including a sales incentive) given by a vendor to a customer…should be characterized as a reduction in revenue when recognized in the vendor’s income statement.” EIFT Issue No. 02-16 states “…cash consideration received by a customer from a vendor is…and should therefore, be characterized as a reduction of cost of sales when recognized in the customer’s income statement.” (Italics added.)


� Vertical Restraints and Antitrust Policy; Posner, Richard A.; University of Chicago Law Review, Winter, 2005.
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