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Since 2001, the spectacular growth of the UK’s online retail
channel has consistently exceeded analysts’ expectations.

If latest estimates prove correct, online product sales
(excluding eBay) will reach £14 billion in 2007, and over

£30 billion, approximately 10% of retail sales, by 2011. All the
indications point to double-digit growth in the years ahead.
Finally, the reality of online retail is catching up with the hype.

Retail is an industry in transformation. Based on proprietary
customer research and interviews with retail and Consumer
Products Groups (CPG) industry leaders, this report investigates
the online phenomenon, how changing patterns of consumer
behaviour are potentially dramatically altering the retail landscape
as we know it, and how retailers and consumer goods companies
should respond to the threats and opportunities presented.
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Figure 4. Washing machines
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Defining a strategy to profit from the opportunity

Online shopping is going to be an integral part of the
future. It is already affecting the way consumer-facing
businesses operate across the whole value chain. In
this new environment, both retailer and CPG companies
will have to adapt their business model to continue to
ensure long-term survival.

They will have to get their business model right in four
critical areas — product range, price, distribution and
customer interaction.

Product range
The online channel allows range breadth which is not
possible to achieve in-store.

High street retailers aspire to offer customers a
comprehensive range of products, but few have the
space or can afford to stock less popular items. So they
have to be selective. Online ranges on the other hand
can be practically limitless.

Online retailers benefit from the fabled long-tail
economics. They can build a business by selling
numerous items in small quantities, which, collectively,
add up to a significant market share. Amazon is a
prime example.

The approach doesn’t just apply for small ticket

items, like books and DVDs. The same goes for more
expensive products or categories. Take washing
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machines for example (see Figure 4): a leading electrical
retailer stocks 68 models priced between £190 and
£1,000 in its main store. Online, the same retailer offers
114 machines, including both cheaper and more
expensive models. A specialist online retailer features
171 different items and an even wider range of prices.

The retailer’s role is changing from being a selector to
being a promoter of choice. In this new environment,
traditional bricks and clicks retailers are also going to
have to get used to dealing with more returns.

CPG companies also have an opportunity. There

are many high-value, in many cases niche products

— nappies for premature babies being just one example

— where consumers are prepared to pay premium rates.
The demand has often been too geographically diffuse to
justify these items being stocked. However, online there
are no such constraints.

Pricing

The internet creates complex pricing issues, including
coordinating online and in-store pricing, running
promotions and maintaining lowest price promises.

Our research suggests that there is still a way to go to
achieve complete price convergence: significant online
price variations persist. Popular brands and bricks and
clicks retailers can command price premiums online.



This is most noticeable with the online arms of

familiar high street fascia. Whatever the reason — be it
loyalty, service or a sense of security — brand values
remain relevant online. This, combined with trust and
accumulated good experience, can allow some players
to establish a price premium.

At the other end of the spectrum, many specialist sites
and pureplay online retailers attract business by offering
discounts. Their cost base is considerably lower than
their bricks and clicks competitors. They usually price at
a slight discount, but could price far more aggressively
to build market share. It would be interesting to see what
happens if the specialists start to apply the pressure.

For the moment, price remains a valuable strategic lever.
However, as consumers become increasingly confident
about online buying, we believe that retailers’ ability to
control the price lever will decline.

Some online retailers are now using continuous, real-time
pricing to differentiate their offering. This has worked

very well in travel. Now the concept is taking hold in
other sectors, especially those - like electronics — which
depend on rapid turnover.
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Distribution

Many traditional retailers have developed logistics and
warehousing systems that maximise the efficiency of
store replenishment, but this is not an effective model for
online selling. Online retailers’ customers want individual
items. As the online business becomes more integrated
into overall sales, these retailers will need to invest in
single-pick warehousing systems. Many may also look to
outsource delivery. Without major new investment, costs
will inevitably rise. Correspondingly, pureplays, catalogue
retailers and even CPG companies may start out with a
competitive advantage.

But the key changes will happen at the customer end.
When people buy online, delivery is an integral part of
the retailer proposition. Retailers will have to devote more
attention to managing how goods are received. Reducing
the last-mile cost of distribution, but at the same time
improving the customer experience, are priorities in the
new world of online shopping.

Furthermore, alternative models such as ‘click and collect
from store’ are being successfully introduced. What is
critical is that the retailer or CPG supplier provides the
customer with the convenience to choose where to
receive the product, combined with an economic
trade-off for them to decide how to receive it.



Home delivery has historically often just transferred
some or all of the cost from the customer back to the
retailer. As online becomes mainstream, marginal costing
decisions will have to be reviewed and new last-mile
solutions found. This is one area where there is still a long
way to go.

Customer interaction

Changes in price, product and distribution are important,
but the most far-reaching challenges and opportunities
affect the way retailers and CPG companies interact with
their customers.

The internet has increased the complexity of handling
customer requirements enormously. Today, customers
use multiple channels, not just the stores, to research,
make and complete the shopping transaction. They
might read reviews from fellow customers, browse
online, check prices at eBay and on price comparison
websites; they may visit stores for sales advice and use
a store’s website to buy the item. They rely on courier
services for delivery and expect their retailer to support
sales with warranties and after-sales service.

The online / in-store relationship is becoming more
interlinked. As different channels converge, retailers are
refining their approaches to benefit from the specific
strengths of each.

As mentioned previously, ‘click and collect’ allows
customers to buy online and collect their goods at a
designated store. For several retailers, implementation
has been highly successful. It has allowed the retailer to
keep fewer stocks and a lighter range in store and reduce
store size requirements.
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Online retailers are building loyalty to their customers by
making their sites sticky. Online grocers, for instance,
stress the convenience of their offers and automated
grocery lists lock-in consumers.

More importantly though, the internet helps marketers to
find out what consumers really want. The more forward-
looking retailers and CPG companies are eliciting
customer feedback from forums, blogs and social
networking sites. P&G, for example, hosts an active
forum for parents with newly born babies on its Pampers
website. By following their discussions it gains valuable
insights into what matters most to its customers. It has
also enlisted 600,000 ‘connectors’ in the US to stimulate
online debate about its products. Unilever has launched
new products by talking to its consumers online — Ben

& Jerry’s ice cream flavour ‘Oh My Apple Pie’ is a direct
result of internet-based dialogue with consumers.

In this environment the role of the store is in flux.

Some stores are becoming more experiential: they are
reinventing themselves as performance spaces and
places where consumers can try out products in real-life
conditions. Other retailers are creating unavoidable
destinations; they offer monumental scale and are
reinventing the concept of ‘one-stop shop’. What is clear
is that the economics of a store five years from today
are going to be quite different to 2007. Either sales will
have to rise — e.g. through a service premium — or space
will need to be reduced, or costs will have to fall. The
operational gearing of most modern retailers will create
some tough future challenges to their store operations.
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. #  The physical store will have a
A different role depending on the
W category. | can envisage a trend
towards people increasingly doing
much of their regular shopping online and wanting to
be able to buy treat products in person.

For other non-food categories, customers will want to
be able to do both, so an example is clothes, where
you might want to research the product online, but
you might then want to be able to go and feel it, touch
it, try it on in a store.

Mark Newton Jones, Group Chief
Executive, Littlewoods Shop
., Direct Group
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The big name retailers will be those
that give their customer all the
(] M\\ different choices; a virtuous circle
— shop with us anywhere you want,
wherever you want, you can pick it up, you can order it,
you can collect it, you can return it to home, to the shop,
you know, the choice is yours.
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Amy Bastow, General Manager,
John Lewis Direct

We see ourselves very much as a
multi-channel retailer and there are
huge benefits to having a direct
channel as part of a store business.
John Lewis has a very well
established brand and one of the key attributes is
trust, which is very powerful in the direct channel.

What | would like to see in the stores of the future is
closer links between stores and direct channel, so
more terminals in store, more website points in stores,
click and collect.

Simon Clift, Chief Marketing
Officer, Unilever
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The internet has the ability to
involve consumers with your brand
in @ much richer way than so-called
conventional media.

We find that when we get the right ‘pull’ for
consumers into interacting with the brand, consumers
spend much more time and are much more involved
than they are when they’re watching a TV commercial
or reading a magazine.



What does the future hold for consumer-
facing businesses?

One thing is certain: the future of retail is set to be
radically different. Retailers and CPG companies need to
take radical action now to profit from that change.

Some might point out that, even if current projections are
right, e-commerce will still only account for around 10%
of sales and that it will be a secondary channel.

However, both for retailers and for manufacturers, the
margin is absolutely vital. Retail is a low margin, highly
operationally geared sector: even small changes in sales
— up or down — make a big difference to the bottom line.
For CPG companies, small changes in market share
make a big difference too. Furthermore, we don’t think
that 2011 will be the endgame.

We cannot say for certain what the picture will be five
years from now, but we’re confident that shopping
patterns will continue to evolve in line with technology,
innovation and changing customer behaviour. For now,
six years on from the dotcom crash, the following hold
true:

* Online is mainstream
Everyone shops online nowadays. We are all getting
comfortable with this way of doing business, but, in
terms of sales penetration, there is still a long way
to go.

* Consumers will drive the future
The internet is putting power back in the hands of
consumers. Retailers will not be able to shoehorn
consumers into particular channels. Consumer goods
businesses can tap into new ways of communicating.
The smartest retailers and consumer marketers are
responding to the lead given by consumers and how
they behave.
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Personal service is making a comeback

It is ‘back to the future’ as retailers and CPG
companies tailor their communication, products,
services and delivery methods to the needs of
individuals. The concept of 1-2-1 service is getting
closer to reality.

Traditional retail faces an economic challenge

The internet is becoming a key part of most retailers’
propositions and the role of the store is changing.
Customer expectations for service and retail theatre
are rising and sales densities are under pressure. The
internet channel creates lots of ways to increase costs
—theatre in store, wider product ranges, home delivery,
more price transparency. Retailers will need to develop
a consistent strategy, delivered seamlessly across

both the store and online channels and scrutinise

even more carefully how they make money from their
stores. Experience shows that there is a real first mover
advantage and that patterns of behaviour can be tough
to change once established.

Branded consumer product groups can connect
with customers

The change presents new ways branded consumer
businesses can use the internet to build direct
relationships and ongoing dialogue with their
consumers. They can interact with their customers in
more engaging ways. Some CPG companies might
even sidestep the retail sector by selling directly. This
may revert back the balance of power from retailers to
branded CPG companies.

This time the internet is for real. Retailers and CPG

companies will need to adapt their business models

to the new consumer that is emerging. Ultimately, the
businesses that do best will be the ones that work out
how to develop enduring relationships with customers in
the new multi-channel world.
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PricewaterhouseCoopers UK Retail & Consumer group has more than 1,000 people working with all types and sizes of retail and CPG

- multinationals, UK companies, privately-owned organisations, family businesses — as well as entrepreneurs and private individuals. The group
provides industry-focused assurance, tax and advisory services to over 75 of the top 100 retailers in the UK. We have specialist teams and
individuals within our service lines, working exclusively with retail organisations.

Our Transaction Services team helps companies to make acquisitions, divestitures and strategic alliances and access the global capital markets.
In each case we have the same overriding objective — to help our clients to maximise the return on their deal. We are uniquely positioned to focus
on the longer-term return from each deal as our services span the entire deal spectrum from strategy definition through deal evaluation to
post-acquisition integration. Within the retail and consumer sector, we have a dedicated team of specialists with strategic, financial and
operational skills, able to offer a multi-disciplinary strategy development and deals advisory service.
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