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What went wrong at Tesco?
Ian Marcousé looks at the effects of 
Tesco’s objectives and strategy, and the 
impact on the company finances

Since Dave Lewis became boss of Tesco in autumn 
2014 the media have been hugely positive. He 
is seen as the man who turned things around 

at Tesco. In some ways this is true: he cut head office 
staffing costs (good) and focused on Tesco UK (even 
better). But he has done nothing yet to show that he 
can run the business profitably. Tesco is very much a 
work-in-progress, not a successful turnaround. Figure 
1 shows this clearly: Tesco’s market share was falling 
before Lewis joined, and has been unaffected by his 
arrival. Real success would mean putting a halt to the 
rise of Aldi and Lidl.

As for Tesco’s profitability, Figure 2 tells the story. 
Up until 2012, Tesco profits rose steadily, giving 
the impression of a business in control of its market 
situation. In 2010–11 the company’s share price was 
consistently above £4. By the end of 2015 the shares 
were barely above £1. Today they are more like £1.80. 
Restoring annual profits to the level of 2006 still looks 
a long way off, and there may never be a return to 
2012’s figure of £4 billion.

Objectives and strategy
So what went wrong? Tesco was responsible for failings 
through its objectives and strategy. Terry Leahy (boss 
from 1997 to 2011) set an objective of growth that took 
Tesco from a UK to a global retailer. Tesco UK went 
from a 20% to a 30% market share — and the moves 
into eastern Europe, Asia and the USA all seemed to 
be far-sighted. Tesco’s share price flourished due to 
the apparent growth in profit plus the stock market’s 
faith in economies of scale. An ever-bigger Tesco would 
surely mean ever-growing purchasing economies and 
therefore widening profit margins. 

Unfortunately not. Tesco’s senior management 
became over-stretched by the challenges of running 
businesses across the world. And each was very different. 
Tesco USA was localised, making it a different retailer 
from Tesco UK. Tesco China was also highly localised. 

Things fell apart when losses in the USA combined 
with market-share losses in the UK. Tesco UK failed 
to respond effectively to the rise of Lidl and Aldi. It 
emerged later that internal pressures to keep growing 
in sales and profits led to ever-more questionable 
accounting practices and equally questionable pressure 
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placed on suppliers. The Terry Leahy dash for growth 
collapsed when Dave Lewis was appointed.

If Tesco was an American company, lawsuits would 
have been fired in by unhappy shareholders. The 
impact on them is illustrated by Figure 3. A company’s 
reserves are the accumulated, retained profits built 
up over years of trading. Tesco began life in 1924. In 
the 88 years between 1924 and 2012 Tesco managed 
to make £12 billion of profits that were reinvested in 
the business. That figure represented the company’s 
accumulated wealth — all of which is the property of 
the shareholders.

As Figure 3 shows, the vast bulk of 88 years’ work was 
destroyed between 2012 and 2017, as Tesco’s reserves 
plunged to £933 million. This hits the total equity on 
the balance sheet and therefore pushes up the gearing 
ratio. In 2006 Tesco’s gearing level was 38.3%, at the 
end of the 2016/17 financial year it was 75.7%. 

The Tesco story is a classic example of a leadership 
that went from confidence to hubris, and then to 
nemesis and downfall. It won’t be the last.
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Practice exam questions 
50 marks, 60 minutes

1 Calculate which of the four retailers  
shown on Figure 1 lost the most market  
share to Aldi and Lidl. (4 marks)

2 Explain why Tesco’s share price is  
important to its shareholders. (4 marks)

3 Assess how the data in Figures 2 and 3  
may relate to each other. (10 marks)

4 Assess the internal and external influences  
on Tesco’s corporate objectives and  
decisions. (12 marks)

5 Dave Lewis wants to get Tesco involved in the 
fast-growing market for food-on-the-go (e.g. 
Greggs and Pret A Manger). But Tesco’s finance 
director wants the main priority to be reducing 
the gearing level. 

Evaluate these two strategies and  
recommend which one is best suited to  
the long-term strengths of Tesco plc. (20 marks)

SOURCE: KANTAR WORLDPANEL

Figure 1 UK grocery market shares 2010–17

Figure 2 Tesco’s annual net profit before tax Figure 3 Tesco’s balance sheet trashed
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Sample answers
1 Tesco is the biggest loser, having lost 2.5%. In 

comparison, Asda lost 1.8%, Sainsbury’s lost 0.5% and 
Morrisons lost 1.6%.

2 People buy shares for two reasons: to make an income 
from dividends, and to make a profit from a rise in 
the share price. For some people (such as pensioners), 
taking the profits may be important to cover a shortfall 
between income and lifestyle.

3 The obvious relationship is Figure 2 shows each 
year’s profit whereas Figure 3 shows reserves (the 
accumulation of profit over time). Although they are 
related, this relationship is indirect. Reserves are the 
accumulation of profit after tax and after dividend 
payouts. Figure 2 gives pre-tax profit, so the data are 
different. In 2017, Figure 2 shows a small profit, yet the 
reserves figure falls. This is probably because taxes and/
or dividend payouts exceeded the pre-tax profit.

The most important point is that the collapse in reserves 
(Figure 3) is attributable to the collapse in annual profits 
(especially the £6.3 billion loss made in 2015). So 
although the relationship is indirect, it’s powerful.

4 The text provides little in the way of external conditions 
other than the rise of Aldi and Lidl since 2010. It is 
interesting to see that the recession of 2009 hardly 
registers on the Figure 2 profit chart — Tesco proved to 
be almost recession-proof. One further external factor 
to consider is that the period 2000–12 saw globalisation 
become a fact of business life. This may have influenced 
the Tesco boardroom.

The key to the company’s objectives, though, appears 
to have been the personal influence of Terry Leahy (i.e. 
an internal factor). He had become such an iconic figure 
that few at Tesco would argue with him. He wanted 
to pursue global growth and that was that. The fact 
that this outstripped the company’s ability to manage 
successfully must also be attributed to Terry Leahy. It 
should have been clear that the localisation-of-trading 
strategy required an outstanding retailer to run each 
geographical division of the business..

5 One of the reasons why Dave Lewis wanted to buy 
Booker is that it is a major wholesale supplier to the 
catering industry. Dave sees food-on-the-go as a bigger 

growth prospect than conventional grocery retailing. So 
he might want to try one or more new Tesco operations 
that mimic Greggs or Pret A Manger. This might make 
sense, as the future of UK grocery retailing may be 
set to be dominated by Aldi/Lidl on the one hand and 
Amazon on the other. Greggs may be a tough, seasoned 
competitor, but it isn’t Amazon. Tesco’s awful profit 
performance since 2014 may suggest that it will not be 
able to restore a satisfactory profit margin in the future. 
If true, food-on-the-go may be a path to higher margins 
and therefore return on capital employed (ROCE).

However, with a 75% rate of gearing, the company’s 
finance director will almost certainly restrict Tesco’s 
ability to finance a substantial diversification such as 
this. The finance director will surely claim that the first 
priority is to get the gearing down to satisfactory levels

Gearing (as measured by the formula Long-term 
liabilities / Capital employed × 100) is said to become 
progressively more risky as it rises above the threshold 
figure of 50%. Therefore 75% can be regarded as a 
significant risk. The risk can hit in one of two ways: a 
Bank of England rise in interest rates could make Tesco’s 
existing debt level disturbingly expensive. Tesco’s finance 
costs in 2016/17 were £874 million — a sharp rise in 
interest rates could quickly double this figure, putting 
Tesco’s finances under huge stress.) The second risk is 
that if Tesco hit further operating problems (e.g. price 
war started by Asda/Walmart) its high gearing level 
would give it little breathing space. The business could 
move from ‘high risk’ to ‘too high risk’ quite quickly.

Accordingly, Tesco’s gearing ratio is likely to affect the 
company’s decision making in the coming years. A 
move such as the one mentioned (into food-on-the-go) 
might require a huge investment. This cannot happen 
while gearing is at 75%. Tesco’s first priority should be 
to get the gearing figure towards or below the 50% 
mark.
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