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O bj ectives 21/06/99

» The objectives of thisreport are:

— to identify the extent to which retail price differences exist across arange of
comparable goodsin the UK, France and USA

— to explain the underlying factors behind these differences and provide
examples
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2. Methodology
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Product Basket
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» Theaim of the audit was to compare prices for a small but comparable basket of
goods across different countries : USA (Chicago), UK (London), France (Paris)

Timberland Yellow Boot (mens)
Gap Khakis (mens)
Benetton (long sleeve cardigan)

Branded Clothing Fuel
Levi's 501 Fkans (mens) Shell Unleaded Petrol (Litre)
Polo Jansrelaxed (mens) Diesel (Litre)

Leisure Goods

Leisure Services

Paystation Game (Tomb Raider 111)
Chart CD Albums (Madonna)
Chart CD Album (Sar Wars)

CinemaTicket (Seat for 1)
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StoresVisited
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* |n carrying out the price audits, care has been taken to use identical or
comparabl e distribution channels.

Chicago

London

Hance

Branded Clothing

Marshdl Helds Gap

Bentals Jbhn Lewis

Gal. Lafayette Printemps

Ralph Lauren  Benetton |[Gap Benetton Benetton Gap
Leisure Goods Borders Game Fnac

EBX HMV Micromania
Cinema Odeon Cineplex W arner Multiplex UGC Cinema
Fuel Shell Shell Shell
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Executive summary 21/06/99

» Retail prices were found to be around 30% higher in Europe compared with
America

« Salestax plays asignificant role in accounting for higher pricesin Europe:
— VAT is20.6% in France and 17.5% in the UK
— Sales Tax in Chicago is only 8.8% and averages around 5% in the USA

* We haveidentified material differencesin the cost of doing business between
Europe and the US. Wages, store rental and distribution costs are much lower in
the US

 The USretail environment is also materially different from Europe. US retailing
Is characterised by bigger corporations operating bigger stores, with a stronger
price emphasis

 Themajor USretailers are significantly larger than their European counterparts
and benefit from huge economies of scale. This enables them to achieve very
favourable buying terms from suppliers as well as greater operational efficiencies
from larger stores with lower overheads
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» The combined effect of lower sales tax, lower operating costs and greater scale
economies has enabled US consumers to enjoy lower retail prices than their
British and European counterparts

» Finally, we have found no clear evidence of excessive profits being made by
either UK or by Continental European retailers.

* Infact, profit margins are remarkably similar across “best in class’ retailers
across Europe and America
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Do pricedifferences exist? 21/06/99

» Our price audit revealed a 25% - 30% difference between the USA and Europe
across most product sectors. The exception being fuel which is much more
expensive in Europe

Basket of Prices Indexed to USA (Inc. Sales T ax)

Inthe UK, 77.3% of the
Sector Chicago London Paris cost
of a litre of unleaded petrol
CD's, Computer Games 100 138 126 istax. In France the figure
iscurrently 82.8%.. This
Cinema 100 97 109 compares with Chicago,
[1linois wher e tax makes up
Branded Clothing 100 131 127 just 24% of a litre.
Fuel 100 265 226 Sources: Shell Petroleum
Website; L' Institut
Total 100 132 127 Francais du Petrole;
International Fuel Tax
Association
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Fudl costs
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300 T

250 +

200 +

150 +

100 +

50 +

100

Fuel - International Price Comparisons
USA =100

265

USA

226

FRANCE

An international price
comparison of Shell
petrol stations (see
opposite) indicates that
fuel costsare around 2.5
times higher in Europe

Cheap petrol and diesel
significantly reduces
distribution costs for
retailersin America

Heat, light & power is
also likely to be
significantly lower in the
us

Source: MHE Price Audit
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Sales tax
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« Salestaxes are much lower in the United States compared with Europe and
strongly influence the final price to the consumer

 In Chicago, sales taxes are comparatively high compared with a US average of

around 5%

25.0% T

20.0% T

15.0% T

10.0% T

5.0% T

0.0% -

20.6%

VAT / Sales Tax by Country

17.5%

8.8%

France

United Kingdom United States (Chicago)

Source : VAT receipts collected in London, Paris, Chicago
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Excluding sales tax
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21/06/99

» Stripping out local salestax and VAT, the differencein retail prices between

Europe and the United States in our survey narrowed to 15% - 20%

Basket of Prices Indexed to USA (Exc. Sales T ax)

Sector Chicago London Paris

CD's, Computer Games 100 127 114
Cinema 100 89 o8
Branded Clothing 100 121 115
Fuel 100 298 246
Total 100 122 115
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Why are pricesdifferent?
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 MHE has identified substantive reasons why comparable products tend to cost
more in Europe than in the United States:

— different operating cost structure (US retailers have lower operating costs)

— different retail environment (US retailers benefit from greater economies of
scale)

» Despite these differences we have evidence which suggests that European
retailers are not generating excessive profits. American retailers are in fact
generating remarkably similar profit margins
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Retailer costs compared
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» This section looks at retailer operating costs and whether they vary by country
» Three key areas have been investigated :

— basic wage costs

— storerental costs

— fuel / distribution costs

19



Wage coststo theretailer
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7.00 T

6.00 T

5.00 T

4.00 T

3.00 T

2.00 T

1.00 T

5.15

Minimum Wage
$ per Hour

5.76

United States

United Kingdom

The cost of a basic sales

assistant across different
6.70 countriesis strongly
influenced by the
minimum wage set for
each country

The chart opposite
shows that minimum
wage levelsin Europe
are higher than in the
us

France

Source: DTI; US Department of Labour; MHE
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Storerental costs
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Fashion Store Rental Comparisons - USA Vs. UK

Property Square Rent per | Rent per
Country Company Rentals Feet sq.ft. sq.ft.
(Mn) (000s)
UK Next £60 1,220 £49 $78
UK Arcadia £143 4,003 £36 $57
USA Gap $536 18,757 $29 $29
USA Limited $729 26,316 $28 $28
UK Average £101 2,611 £39 $62
USA Average $633 22,537 $28 $28

Source: Morgan Stanley Dean Witter Equity Research; Company Accounts

The table opposite
compares rental costs
between the leading
speciality fashion chains
in the UK and the USA.

The average rent per
square foot is shown to
be twice as high in the
UK compared with the
US (c.f. $62 vs. $28)
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Fudl costs
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300 T

250 +

200 +

150 +

100 +

50 +

100

Fuel - International Price Comparisons
USA =100

265

USA

An international price
comparison of Shell
petrol stations (see
opposite) indicates that
fuel costsare around 2.5
times higher in Europe

Cheap petrol and diesel
significantly reduces
distribution costs for
retailersin America

Heat, light & power is
therefore also likely to
be lower inthe US

FRANCE

Source: MHE Price Audit
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Retail environments compared
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» This section examines the retail environments in which US and European
businesses operate and the extent to which these environments may affect
consumer prices

» The key areas of focus are:
— business scale
— available retail space

— consumption patterns
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Business scale - department stores
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Combined Turnover of Top 5 Department Store

Retailers by Country ($m in 1997)
140,000 +
126,691

120,000 +
100,000 +
80,000 -+
60,000 —+
40,000 +

20,000 13,250

us France

Source: Chain Sore Age “ Top 100 Retailers Report 1998” ; Company

Accounts

B

A top 5 USdepartment
store chainistypically 12x
larger than its European
counterpart and as a
result will be ableto
secure significantly better
buying terms from
suppliers
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Business scale - category Killers
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60,000 -

50,000 -~

40,000 ~

30,000 ~

20,000 ~

10,000 -+

58,265

Combined Turnover of Top 5 Category Killer
Retailers by Country ($m in 1997)

8,817

us

7,274

-

France

UK

Source: Chain Sore Age “ Top 100 Retailers Report 1998” ; Company

Accounts

Atop 5 UScategory killer
Istypically 7x larger than
its European counterpart

(Examples of category killer
stores: (UK) B&Q, Currys,
Homebase ; (France)
Castorama, Decathlon,
Darty ; (USA) Home Depot,
Toys R Us, Best Buy
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Retail space 21/06/99
Shopping Centre Floorspace 1997 Thereis an over-capacity
Total Area (sq.ft.) per Capita of retail spacein America.
200 T 19.4
180 + Shoppersin the UShave
8x as much shopping
1601 centre space (per capita)
140 t as French or British
consumers
120 T
100 Tt This contributes to lower
g0 | property overheads for US
retailers -- which results
60 7T in lower retail pricesin
40 + USstores.
2.5 2.5
United France United
States Kingdom

Healey & Baker Research Services 1998
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Per capita consumption 21106199

Per Capita Consumption of Compact Discs (1997) Prices are not only

O usa cheaper in the US but
I consumers tend to buy a
B Fra lot more “ stuff” .

5 The implication of thisis
| that there is a trade-off
between higher volume
and lower pricesfor US
CONsuMers.

UK FRA

35

3.0

1.0

05

Consumer Electronics - Sales per '000 Inhabitants

160

O usa
B Uk
B rra

140

120

100

80

60

40

20

Colour TV's Video Recorders Personal Stereos

Source: Euromonitor
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Profit margins compared 21/06/99

» The following charts compare profit margins across leading American and Retail price equalisation

European retailers across the food retailing, department store and clothing between Europe and
sectors. America would simply
lead to bankruptcy for
» The charts demonstrate how the best performing retailers achieve remarkably many European retailers

similar profit margins regardless of the countries in which they operate

» One would perhaps expect that leading British or European retailers, if operating
in uncompetitive markets, would be able to command significantly higher profit
margins. This appears not to be the case

» Thefact that thereis so little difference suggests that there islittle scope for
price equalisation amongst these retailers without seriously impacting
profitability. For example, a 5% reduction in prices would decimate Tesco's
profitability; a 10% reduction would have a similar impact on Debenhams or
John Lewis
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Profit margins - Food Superstores
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8% T

7% T

6% T

5% T

4% T

3% T

2% T

1% T

0%

5.8%

High Performance Food Superstore Operators

Wal-Mart
(USA)

Safeway
(USA)

EBITDA* (%) in 1998

Asda
(UK)

7.2%

Tesco
(UK)

6.6%

Carrefour Average
(FRA)

Source : Company Accounts

Despite the differences in
prices, comparable
retailersin the USand
Europe achieve
remarkably similar profit
margins

For example, the best
superstoreretailersin
America, France and
Britain all achieve profit
margins of 6% or 7%

* EBITDA = Earnings before
Interest, Tax, Depreciation &
Amortisation

29



Comparétive Retail Costs

Profit margins- Department Stores 21/06/99
Best Practice Department Stores High performance _
EBITDA (%) in 1998 department storeretailers
14% — 13.8% in both America and the

United Kingdom achieve
profit margins of between
10.9% 10% and 14%

12% ~

10% -

8% +

6% -

4% -

2% +

0% -

Federated Nordstrom Debenhams John Lewis Average
(USA) (USA) (UK) (UK)
* EBITDA = Earnings before
Source : Company Accounts Interest, Tax, Depreciation &

Amortisation
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Profit margins - Speciality Clothing
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20% T

18% T

16% T

14% T

12% T

10% T

8% T

6% T

4% T

2% T

0%

High Performance Speciality Fashion Retailers

19.5%

EBITDA (%) in 1998

18.5%

0,
17.8% 17.7% 18.1% 18.3% 18.1%
I | I I
Gap Claire's Urban Next Gap H&M Zara Average
(USA) Boutique Oulffitters (UK) (UK) (SWE) (Spain)
(USA) (USA)

Source : Company
Accounts

The profit margins of
leading speciality fashion
operators are also
remarkably similar
regardless of country of
origin or prices charged

For example, Gapin
America achieves the
same profit margin as
Hennes & Mauritz
(Swveden) or Zara (Spain)

Gap pricesinthe UK are
much higher than in the
USbut the profit margins
of its UK subsidiary are
marginally lower

* EBITDA = Earnings before
Interest, Tax, Depreciation &
Amortisation
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» European retailers compete on a higher cost base than their American
counterparts. In particular, wages, store rental and distribution costs are
significantly higher in Europe

— American retailers benefit from lower basic wages than in Europe

— Rental costs are typically much lower in the US due to an over-capacity of
shopping centre space

— Finally, distribution costs (as well as heat, light & power) are kept lower
in the US by cheaper fuel costs

— All these factors combine to generate lower prices for the American
consumer
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Conclusions (cont’d) 21/06/99

 In examining the retail environments in which US and European businesses
operate we conclude that there are a number of significant differences::

— scale: major USretailers are several times bigger than their European
counterparts

— space : consumersin the US have 8x as much shopping centre space (per
capita) as French or British consumers

— consumption : prices may be cheaper in the US but consumers tend to
buy alot more “ stuff”

» USretailing is characterised by bigger companies, more and bigger stores and
higher levels of consumption

» This generates huge economies of scale, cut-throat pricing and consumers who
are prepared to buy in bulk quantities in exchange for lower prices
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Conclusions (cont’d)
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e Same destination...... different journey

DIFFERENT BUSINESS
MODEL

e SCALE
* ENVIRONMENT
* SHOPPING HABITS
Same

Profit

Margins

DIFFERENT
COST INPUTS
* WAGES

* RENT

* DISTRIBUTION
* TAXES

USand European retailers
operate in different
environments and have
different cost bases

Despite this their
respective shareholders
demand and get very
similar returns




Selected quotations
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“..be aware that the cost and margin structure for the sameretail sector
may vary across countries.

Rents are much higher in Europe, Australia and Japan than in the
United States.

Wages are much higher in Europe, Australia and Japan than in the
United States.”

Chain Store Age, May 1998

" Most USretailersfind that occupational costs are more expensivein the
UK than in the States. Rentsare higher here, there are rates to deal with,
and they don't take as much money pro rata"

John Faulkner (Healey & Baker)

“..thereismoreto it than straightforward price comparison.

You haveto look at rents, wages, and peopl€' s perceptions of what
constitutes a quality good.

All these need to be taken into account”

DTl Spokesman (Retail Week, May 1998)

It iswidely accepted in
North America that input
costs and margin
structures are different in
Europe.

These factors are
becoming better

under stood by European
Institutions

35



