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Banking at the Checkout

The UK market has perhaps the longest track record of major
retailers providing mainstream retail banking services. It is now 10
years since the launch of Sainsbury’s Bank, 11 years since Tesco
started offering financial services and approximately 20 years since
Marks & Spencer used its store card as a platform for offering other
financial services. The analysis of the UK market focuses on
retailers’ track record in the mainstream retail banking market.

The report concludes with a series of overall observations on the
supply of financial services by retailers.

Note on report scope

In addition to providing financial services directly to consumers,
retailers are attracted to banking because they want to reduce the
cost of accepting payments and take greater control over the
process. Wal-Mart cited this as its reason for setting up Wal-Mart
Bank. Australian retailers have pioneered the self-acquisition of
card payments

This rationale for setting up a bank is different from supplying
financial services to personal customers. It is a business-to-
business rationale that involves retailers taking in-house a service
currently supplied to them by banks or specialist payments
processors.

The first version of Banking at the Checkout included coverage of
payments processing and self-acquiring by retailers. We have
decided to focus this updated version of Banking at the Checkout on
the supply by retailers of financial services to personal customers.
The analysis of the issues raised by payments processing and self-
acquiring will be pursued elsewhere.
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1. Examples of retailer banking ventures

Country /
Retailer

AFRICA

Details

South Africa: The Pick 'n Pay Group is one of Africa’s largest retailers of
food, clothing and general merchandise.

Pick 'n Pay Go Pick ‘'n Pay Go Banking is a joint venture with Old Mutual

Banking subsidiary Nedbank, one of South Africa’s big four banks.
There were 326 Nedbank branches in Pick ‘n Pay stores as
of 2006.

ASIA-PACIFIC

Japan: One of Asia's leading retail groups, with consolidated

operating revenues of 4.4 trillion yen (US$37.5 billion) in
/EON the year to February 20 2006.

Its subsidiary £ON Credit Service is one of the largest
credit card issuers and cash dispenser operators in Japan.
Its partnership cards include the A2ON Carrefour Card. In
the year ended February 2006, the number of cardholders
in Japan increased by approximately 800,000 to 13.7
million. AON Credit Service has expanded into other Asian
markets.

China: In February 2007 Banque Accord introduced a co-branded
Auchan/Shenzhen Development Bank/Accord card in the 16
Auchan supermarkets in China. The new card has both
Banque Accord China UnionPay and Visa acceptance marques, which

and Wal-Mart | means that it can be used widely both inside China and
internationally.

Use of the card will earn points redeemable at the Auchan
stores in China. Auchan and Banque Accord are the first
European companies to issue a banking card in China, the
‘Red Bird’ card, through their partner GE Money.

The first non-Chinese company to issue a banking card was
GE Money, which has had a co-branded card with Wal-Mart
in China since October 2006.
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1. Examples of retailer banking ventures

Coun_try / Details
Retailer
Australia: Ezybanking was launched in 1999 as joint venture between

the large Australian retailer Woolworths and the
Commonwealth Bank of Australia (CBA), one of Australia’s

Woolworths /|0 ¢ banks.

Ezybanking
The initial Ezybanking proposition was two card-based
products, one a Maestro/Cirrus debit card attached to a
savings account and the other a co-branded MasterCard
credit card. Further products were to be added, but were
never launched. Customer numbers were believed to have
peaked in 2002 at around 530,000 accounts, but the
Ezybanking venture was wound back in December 2005,
with the ending of CBA’s exclusive rights to market credit
cards to Woolworths customers from the end of 2006.

Woolworths are currently seeking other suppliers for a
range of financial services products to be marketed under
the Woolworths brand name.

EUROPE

Finland: The S Group is a major Finnish cooperative retail and
service group. It is made up of Suomen Osuuskauppojen
Keskuskunta (SOK) with its subsidiaries, regional and local
cooperative enterprises. The members, or customer-
owners, own the regional cooperative enterprises, which in
turn own the central organisation, SOK.

S Group

The S Group is one of the market leaders in the Finnish
grocery sector.

On February 16 2006, SOK’s Supervisory Board decided to
found S-Pankki Oy (S-Bank Ltd), which will carry on
deposit banking operations. On February 14, the Finnish
Financial Supervision Authority granted a credit institution
licence for the bank. S-Bank will begin operations by the
end of 2007.

12
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1. Examples of retailer banking ventures

Country /
Retailer

Details

Finland: Kesko (K Group) is a Finnish retail group and, along with S
Group, one of the two largest Finnish grocery retailers.
Kesko operates the K-Plussa customer loyalty system, with
around 3.5 million K-Plussa cardholders in nearly 1.8
million households in Finland.

K Group

In 2006, K-Group signed a long-term co-operation
agreement with OP-Pohjola Group (previously OP Bank
Group), one of Finland’s largest banking groups, focusing
on cards and insurance services offered by Pohjola, the
Group’s insurance business.

The cooperation began in May 2007, with the integration of
both Groups' cards. By the end of June, the number of
issued cards combining K-Group's Plussa with OP-Visa or
OP-Visa Electron cards totaled 137,000. OP Bank Group
also provides a credit facility for K-Plussa MasterCard cards
offered by K-Group to its customers.

France: Europe’s largest retailer has financial services partnerships
in many of the countries in which it operates.
Carrefour Its financial partner in many markets is Cetelem, the
specialist consumer finance subsidiary of BNP Paribas. As
of 2006, Cetelem reported Carrefour as a major partner in
France, Belgium, Spain, Brazil, Poland, Turkey and
Thailand.

However, Carrefour does not partner exclusively with
Cetelem for financial services. For example, in December
2006 its 50% owned Greek business Carrefour
Marinopoulos announced a joint venture consumer credit
company with Emporiki Credicom Bank. The new joint
venture will operate through the stores network of
Carrefour Marinopoulos in Greece. Emporiki Credicom
Bank is the consumer finance subsidiary of Emporiki Bank
(50%) and Sofinco (50%), both of which are subsidiaries of
French banking group Crédit Agricole.

Carrefour already has a joint venture in Italy with Agos,
the Italian consumer finance company owned by Sofinco
and Banca Intesa.
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1. Examples of retailer banking ventures

Coun_try / Details

Retailer

Spain: The Spanish department store group El Corte Inglés is one
of the largest retailers in Europe, with net sales of €15.9
billion in 2005. The El Corte Inglés store card has been
issued since May 1997 by its subsidiary Financiera El Corte
Inglés. It is believed to be one of the largest store card
programmes in Europe.

El Corte Inglés

Switzerland: In 2006, Switzerland’s two largest food retailers launched
competitively priced, co-branded MasterCard credit cards.
Migros / Coop The Coop SUPERCARDplus MasterCard is issued by
Swisscard/Credit Suisse and the Migros M-Budget
MasterCard issued by GE Money Bank.

NORTH

AMERICA

Canada: Loblaw describes itself as Canada’s largest food distributor
and a leading provider of general merchandise products,
drugstore and financial products and services. “President’s

LObI?W / , Choice” is one of its brands.

President’s

Choice President’s Choice Financial services offer core banking, a

Financial MasterCard, PC Financial auto, home, travel and pet

insurance, PC Mobile phone services as well as the
PC points loyalty program.

President's Choice Bank (a wholly owned subsidiary of the
Company) issues the President's Choice Financial
MasterCard, while banking services are provided by the
direct banking division of CIBC, one of the large Canadian
banks. Companies within the Aviva Canada group, the
Canadian subsidiary of the major international property
and casualty insurance provider, provide PC Financial home
and auto insurance products.
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1. Examples of retailer banking ventures

Coun_try / Details

Retailer

us: The Home Depot is the world’s largest home improvement
retailer.

Home Depot / In May 2006, Home Depot announced the acquisition from
EnerBank CMS Energy of EnerBank, a small state chartered industrial
bank based in Utah. EnerBank provides home
improvement loans via contractor referrals. The acquisition
is to support Home Depot’s business with contractor
customers. However, the acquisition has been left in limbo
following the FDIC's decision of January 31 2007 to
continue for one year a moratorium on applications for
deposit insurance and change in control notices for ILCs
that will be owned by commercial companies.

In August 2006, Home Depot announced the launch of its
first co-branded consumer and business rewards credit
cards issued by Citi Cards (Citigroup).

In addition to the co-branded cards, Home Depot offers an
own-label card and home improvement loans to consumers
and own-label revolving and monthly account cards to
businesses.
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1. Examples of retailer banking ventures

Countr -

"y / Details

Retailer

us: The leading US discount retailer is a major credit card
issuer, issuing its REDcard branded products.

T_arget_ For consumers, Target issues Target Visa, a general use

F|nar_IC|aI credit card, and Target Card, a proprietary card that can

Services only be used at Target and Target.com. Target also issues

a Target Business Card.

Target issues the cards through its own subsidiaries.
Target issues credit cards through Target National Bank, a
limited purpose bank, and commercial cards through
Target Bank, a Utah industrial loan corporation.

According to Target, it is now one of the ten largest issuers
of credit cards in the United States. Target’s credit card
receivables were $6.7 billion at end 2006. The contribution
of the credit card operations to earnings from continuing
operations before income taxes (EBT) was $693 million in
2006, a 53.3% increase from 2005.

In September 2007, Target announced plans to review
potential ownership alternatives for its credit card
receivables. The company expects to complete the review
by the end of December. However, regardless of whether
the review results in a receivables sale, Target said it
intends to maintain its core financial services operation.

Source: Companies, Authors’ research
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1. Basic money services:
the Wal-Mart approach

Given its sheer size, Wal-Mart’s plans for a new banking subsidiary
were bound to attract attention.

The Arkansas based retailer is the world’s largest. Net sales for the
fiscal year ended January 31 2007 were an astonishing $345.0
billion (€273.1 billion), more than three times those of its nearest
rivals (see Chart 1). Wal-Mart’s income from continuing operations
(after tax and minority interest) for the year to end January 2007
was $12.2 billion. Wal-Mart had a ‘store footprint’ of 4,103 stores
in the US as of September 1 2007, and an estimated 127 million
shoppers visit its US stores every week.

Wal-Mart’s attempts to establish a bank date back to 2005 when it
submitted applications for Wal-Mart Bank, a proposed Utah
industrial bank (see below).

The application generated intense controversy in the US. While
Wal-Mart maintained its plans for the bank were limited to the more
efficient processing of payments, critics feared that the retailer
harboured ambitions to offer full service banking through its stores.

In early 2007, after the Federal regulator extended a moratorium
on the establishment of new industrial banks, Wal-Mart withdrew its
application for a bank charter. However, despite the failure of its
application, Wal-Mart remains committed to developing its provision
of financial services. It is now focused on developing its services to
the many Wal-Mart customers outside the US banking system.

This opening section of the report analyses Wal-Mart’s approach to
financial services in light of its failed application for a bank charter
and subsequent emphasis on financial services for the “unbanked”.
It covers:

e The main features of the regulatory framework for banking in the
US, including Industrial Loan Companies (ILCs)

e Wal-Mart’s application for an ILC charter

e Wal-Mart’s stated plans for Wal-Mart Bank

17



Banking at the Checkout

e The current provision of retail banking and other financial
services in Wal-Mart stores

e Wal-Mart'’s plans, following the withdrawal of its ILC charter
application, to focus on financial services to the “unbanked” and
“underbanked”

e A discussion of Wal-Mart’s financial services strategy in light of
the banking charter application and subsequent announcements

18
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1. Wal-Mart in context — group net sales 2006 (€bn)

Sainsbury's 24.9;
Auchan _ 34?.9
Target _- 545.8
Kroger | 52.3
Tesco _ | 62.8
Home Depot _ | 71.9;
Carrefour __ 77.!€)
Wal-Mart _ | | | | | 2731
0 50 100 150 200 250 300
Notes:

1. Comparisons not completely consistent because of differences in definition of
sales/net sales (figures exclude VAT & sales taxes where clearly
distinguished), financial years and exchange rate effects.

2. Wal-Mart: Year to January 31 2007. Wal-Mart figures in US dollars ($345.0

billion) converted into euros at average exchange rate of $/€ 1.263 for period

(Source: ECB).

Carrefour: Year to December 31 2006.

Home Depot: 52 weeks ended January 28 2007. Home Depot figures in US

dollars ($90.8 billion) converted into euros at average exchange rate of $/€

1.263 for period (Source: ECB).

5. Tesco: Year to February 24 2007. Tesco figures in sterling (£42.6 billion)
converted into euros at average exchange rate of £/€ 0.679 for period
(Source: ECB).

6. Kroger: 53 weeks ended February 03 2007. Kroger figures in US dollars
($66.1 billion) converted into euros at average exchange rate of $/€ 1.263 for
period (Source: ECB).

7. Target: 53 weeks ended February 03 2007. Target figures in US dollars
($57.9 billion) converted into euros at average exchange rate of $/€ 1.263 for
period (Source: ECB).

8. Auchan: Year to December 31 2006.

9. Sainsbury’s: 52 weeks to March 24 2007. Sainsbury’s figures in sterling
(£16.9 billion) converted into euros at average exchange rate of £/€ 0.678 for
period (Source: ECB).

B w

Sources: Company annual reports and earnings statements
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1.1 US bank regulation and ILCs

1.1.1 US banking regulation

In examining Wal-Mart’s application for an Industrial Loan Company
(ILC) charter, it may be helpful to set out the basic features of US
banking regulation.

The regulatory environment for banks and other financial
institutions in the United States is complex, with various types of
financial institution, both state and nationally chartered institutions,
and both state and national (federal) regulators. What follows is
only a summary of the most basic features of the US regulatory
system (see for example Wal-Mart and the Separation of Banking
and Commerce, Arthur E Wilmarth Jr, Connecticut Law Review,
Volume 39, No. 4, May 2007, for a detailed history and exposition
of US banking regulation and its application to Wal-Mart).

However, ILCs, Wal-Mart’s application and the importance of the
FDIC in the application process need to be understood in the
context of the complex system.

National and state banks and their regulators

Both the federal government and individual states charter banks in
the US. Indeed, historically, the chartering of banks was a state
responsibility. State banks are chartered by the relevant state
banking department. National banks are chartered and regulated
by the Office of the Comptroller of the Currency (OCC), the relevant
federal agency in the United States.

All national banks and some state-chartered banks are members of
the Federal Reserve System. The Federal Reserve, the US central
bank, regulates state-chartered banks that are members of the
Federal Reserve System (state member banks) and their foreign
branches and subsidiaries.

The Federal Reserve also regulates all bank holding companies,
their nonbank subsidiaries (along with functional regulators - for
example for insurance or securities business), and their foreign
subsidiaries.

The Federal Deposit Insurance Corporation (FDIC), which insures
bank deposits, is also the primary federal regulator of state-
chartered banks that do not join the Federal Reserve System.

21
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2. US banking - the main regulators

US Federal e US central bank

Reserve e Regulates all bank holding companies, their nonbank
subsidiaries, and their foreign subsidiaries

e Also regulates state-chartered banks that are members
of the Federal Reserve System (state member banks)
and their foreign branches and subsidiaries

Office of the « Federal agency that charters, regulates, and supervises
Comptroller of all national banks

the Currency o It also supervises the federal branches and agencies of
(occ) foreign banks

State banking e Charter and supervise state banks

departments e Represented nationally by the Conference of State Bank

Supervisors

Federal Deposit |+ Insures deposits in banks and thrift institutions for at

Insurance least $100,000

Corporation o Is the primary federal regulator of state-chartered
(FDIC) banks that do not join the Federal Reserve System
Notes:

1. Both Federal Government and US states charter commercial banks.
2. All national banks and some state-chartered banks are members of the US Federal

Reserve System.

3. In addition to commercial banks, the US financial system comprises:

e Savings and Loans / Savings Banks (Thrifts): Joint-stock and mutually-
owned institutions specializing in housing finance. Both the Federal Government
and US states charter thrifts. The Office of Thrift Supervision (OTS) is the Federal
agency that is the primary regulator of all federally chartered and many state-
chartered thrift institutions.

e Credit Unions: Co-operative financial institutions whose membership is governed
by a common bond. Both the Federal Government and US states charter credit
unions. The National Credit Union Administration (NCUA) is the Federal agency
that charters and supervises federal credit unions and insures savings in federal
and most state-chartered credit unions through the National Credit Union Share
Insurance Fund (NCUSIF).

Sources: US regulatory agencies, Conference of State Bank Supervisors, Authors’
research

Regulatory developments
A second important feature of the US banking landscape during
recent years has been the extent of significant regulatory change.

The Riegle-Neal Act of 1994 removed many of the barriers to
interstate banking and branching.
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And the Gramm-Leach-Bliley Act (the GLB Act) of 1999 repealed
restrictions in the famous Glass-Steagall Act, so permitting banks,
securities firms, and insurance companies to affiliate within a new
financial holding company structure.

Significantly for Wal-Mart (see below), the GLB Act closed an
existing “loophole” on the commercial ownership of thrifts,
prohibiting commercial companies from owning or acquiring unitary
thrifts.

23
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1.1.2 Industrial loan companies

Industrial loan companies and industrial banks (collectively, ILCs)
are:

e State-chartered institutions that have banking powers, subject to
certain restrictions on lending and deposit taking

e Regulated by their state chartering authorities and, at the federal
level, by the FDIC, with the FDIC responsible for insuring ILC
deposits

e Whose controlling shareholder may (in certain US states) be a
nonfinancial corporation

The use of “industrial” in their name stems from their original

purpose of providing credit to industrial workers nearly 100 years

ago.

Commercial ownership

Though there is a policy in the US that dates back to 1787 of
keeping banking separate from commerce, the significance of ILCs
for retailers offering financial services is that they offer non-financial
companies a means of owning a financial institution.

The unique nature of the ILC charter has kept these institutions
outside the US Bank Holding Company Act (BHCA). Though the
Competitive Equality Banking Act (CEBA) of 1987 was designed to
close loopholes allowing the commercial ownership of financial
institutions, ILCs were left largely untouched by the legislation.
Much smaller in size than now, several US states were permitted to
grandfather existing ILCs and continue to charter new ILCs, whose
owners (financial or commercial) would not be subject to the BHCA
(for a very helpful overview, see: Industrial Loan Companies Come
Out of the Shadows, Michelle Clark Neely, Regional Economist,
Federal Reserve Bank of St Louis July 2007).

Further, the restrictions in the GLB Act of 1999 on the ownership of
thrifts by commercial firms (see above) have pushed commercial
firms towards ILCs.

As a result, the parent companies of ILCs include a diverse group of
financial and commercial firms. Among the operators of industrial
banks are Wal-Mart's retail competitor Target, which issues its
commercial credit cards through an ILC, and a range of car
companies.
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However, it is important to add that several US states have enacted
legislation prohibiting commercial firms from acquiring ILCs
chartered in the state. These include California, in response to Wal-
Mart’s attempted purchase of a small California industrial bank in
2002 (see below).

Powers of ILCs
A recent article from the FDIC Banking Review summarises the
commercial powers and freedoms available to ILCs as follows:

“Generally ILCs are authorized to engage in traditional financial
activities that are available to all charter types. They may make all
kinds of consumer and commercial loans and may accept federally
insured deposits, but not demand deposits if total assets exceed
$100 million. They may be original issuers of Visa or MasterCard
credit and debit cards and may fund their operations with Federal
Home Loan Bank borrowings. If an ILC is organized as a limited-
purpose or credit-card institution, its products and services are
limited to those specified by its charter.” (The Mixing of Banking
and Commerce: Current Policy Issues, Christine E. Blair, FDIC
Banking Review 2004, Volume 16, No. 4)

ILC facts & figures

As of January 30 2007, there were 58 insured industrial banks with
aggregate total assets of approximately $177 billion according to
the FDIC.

Though the 58 ILCs operate in seven states, Utah is home to the
great majority of the commercially owned ILCs. Of the 58 ILCs, 45
operated in Utah and California.

Though historically small institutions, ILCs have grown dramatically
in recent years. Between 1987 (when the CEBA was passed) and
2006 total assets held by industrial banks grew from $4.2 billion to
$177 billion according to the FDIC.

However, there is a wide range of ILCs by size. According to the
FDIC:

o Six industrial banks reported total assets of $10 billion or more

o Eleven other industrial banks reported total assets of $1 billion or
more

« The remaining 41 institutions, on average, reported total assets
of approximately $231.8 million.
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1.2 History of Wal-Mart’s application

Previous attempts to enter banking business

The saga of Wal-Mart’s application for an Industrial Loan Company
(ILC) charter lasted 20 months. It followed three previous attempts
by the retailer to enter the US banking business:

« In 1998/99, Wal-Mart attempted to acquire Federal BankCentre,
a small Oklahoma thrift. However, the acquisition was blocked
by the passing of the Gramm-Leach-Bliley Act of 1999 (see
above), which prohibited commercial companies from acquiring
unitary thrifts.

« In 2001, Wal-Mart announced plans to offer banking services
through a joint venture with TD Bank USA, a FDIC-insured thrift
of Toronto-Dominion Bank, one of the large Canadian banks.
However, the Office of Thrift Supervision, the federal regulator of
thrifts (See Table 2), blocked the plans, concerned that they
would violate the Gramm-Leach-Bliley Act prohibition on a
commercial firm becoming a savings and loan holding company
(and in particular concerns over Wal-Mart retail employees
performing banking transactions in its stores).

« In 2002, Wal-Mart sought permission acquire a small ILC in
California. However, the California legislature enacted a law
barring commercial firms from buying or chartering ILCs.

July 2005 - Wal-Mart application

In July 2005, Wal-Mart submitted applications to the Utah
Department of Financial Institutions and the US Federal Deposit
Insurance Corporation (FDIC) for Wal-Mart Bank, a proposed Utah
industrial bank. Wal-Mart Bank would have been located in Salt
Lake City, Utah. At the same time, Wal-Mart applied to the FDIC
for deposit insurance for the proposed ILC.

The application generated considerable controversy in the US and
was opposed by several bank trade groups, including the American
Bankers Association (ABA) and the Independent Community
Bankers of America (ICBA). However, the American Financial
Services Association (AFSA), the national trade association for the
consumer credit and finance industry, supported Wal-Mart’s
application.
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In 2006, the FDIC reports that it received more than 13,800
comment letters regarding the proposed Wal-Mart Bank’s 2005
deposit insurance application. According to the FDIC, most of these
comments expressed opposition to granting deposit insurance.

Given the level of public interest in the Wal-Mart application, the
FDIC held public hearings in April 2006.

July 2006 - FDIC moratorium

In late July 2006, the FDIC announced a six-month moratorium on
applications for deposit insurance by ILCs, as well as on notices of
change in bank control for existing ILCs.

The FDIC’s announcement did not explicitly mention Wal-Mart.
According to the FDIC:

“Recently, the growth of the ILC industry, the trend toward
commercial company ownership of ILCs and the nature of some ILC
business models have raised questions about the risks of ILCs to
the deposit insurance fund, and whether their commercial
relationships pose any safety and soundness risks.

“The FDIC put the moratorium in place to provide time to assess
developments in the ILC industry, to determine if any emerging
safety and soundness or policy issues exist involving ILCs, and to
evaluate whether statutory, regulatory or policy changes need to be
made in the oversight of these charters. The moratorium also allows
the agency time to further evaluate the various issues, facts and
arguments raised in connection with the ILC industry, and to assess
whether statutory or regulatory changes or revised standards and
procedures for ILC applications and supervision are needed to
protect the deposit insurance fund.”

Following the moratorium, the FDIC issued a “"Notice and Request
for Comment” on issues relating to the acquisition of ILCs by
commercial companies.

January 2007 -FDIC moratorium extended

On January 31 2007, the FDIC announced its Board of Directors had
voted to continue for one year a moratorium on applications for
deposit insurance and change in control notices for ILCs that will be
owned by commercial companies.

The moratorium does not apply to ILCs owned by financial
companies. However, the FDIC Board voted to issue for public
comment a proposed rule (Part 354) to strengthen the framework
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for consideration of applications or notices for industrial banks
owned by financial companies not subject to federal consolidated
bank supervision.

According to the FDIC, comments received during the original
moratorium demonstrated that “the growth of the ILC industry, the
trend toward commercial company ownership of ILCs and the
nature of some ILC business models raised significant questions
about the risks to the deposit insurance fund”.

"The growth in commercial ownership of ILCs raises public policy
concerns," said FDIC Chairman Sheila C. Bair. "The moratorium will
provide Congress with an opportunity to address the issue
legislatively while the FDIC considers how best to respond to any
safety and soundness issues surrounding commercial ownership
under existing law."

The regulation and commercial ownership of ILCs is currently under
discussion in Congress (for details, see: Industrial Loan Companies
Come Out of the Shadows, Michelle Clark Neely, Regional
Economist, Federal Reserve Bank of St Louis July 2007).

As at January 31 2007, the FDIC said eight ILC applications for
deposit insurance and one notice of change in control for an existing
ILC were pending before the FDIC. Four of these filings would be
subject to the continued moratorium, with the FDIC moving forward
on the remaining five, pending further determination.

March 2007 - withdrawal of Wal-Mart application

On March 16 2007, Wal-Mart announced it had notified the FDIC of
the withdrawal of the application made in July 2005 for an ILC
charter. Wal-Mart Financial Services President Jane Thompson said:
“This action follows January’s FDIC decision to extend the
moratorium on a humber of pending ILC applications.”

FDIC Chairman Sheila C. Bair commented in response to the
withdrawal of Wal-Mart's application to open an ILC: "Wal-Mart
made a wise choice. This decision will remove the controversy
surrounding their intentions. They don't need an ILC to play an
important role in expanding access to financial services, they can do
so by partnering with banks and others."
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3. Wal-Mart and banking - key developments

June 2007 Wal-Mart announces plans to open 1,000 in-store ‘Money
Centers’

March 2007 | wal-Mart withdraws application to open an ILC

Jan 2007 FDIC extends for one year moratorium on applications and
notices for ILCs that will be owned by commercial companies
(moratorium does not apply to ILCs owned by financial
companies)

July 2006 FDIC places six-month moratorium on ILC applications and
notices

April 2006 FDIC public hearings on the Wal-Mart application

July 2005 Wal-Mart submits applications to the Utah Department of
Financial Institutions and the FDIC for Wal-Mart Bank, a
proposed Utah industrial bank

Jan 2005 Wal-Mart Discover card announced

2002 Wal-Mart tries to purchase a small California ILC, but the
California legislature blocks the acquisition by passing a law
prohibiting commercial firms from owning California-chartered
ILCs

2001 Wal-Mart announces plans to offer banking services through a
joint venture with TD Bank USA, a FDIC-insured thrift owned
by Canada’s Toronto-Dominion Bank, but the plans are
stopped by the OTS on the grounds that they violate
regulations designed to keep banking and commerce separate
(and in particular concern over Wal-Mart retail employees
performing banking transactions in its stores)

1998/99 Wal-Mart tries to acquire an FDIC-insured thrift institution in
Oklahoma, but that acquisition is barred by Congressional
legislation (Gramm-Leach-Bliley Act of 1999)

Notes:

1. ILC = Industrial Loan Company.

2. FDIC = US Federal Deposit Insurance Corporation.
3. OTS = Office of Thrift Supervision.

Sources: Wal-Mart, FDIC, Independent Community Bankers of America
(Comments to FDIC of August 18 2005 regarding Wal-Mart’s application for an
ILC charter and FDIC insurance), Federal Reserve Bank of St Louis (Industrial
Loan Companies Come Out of the Shadows, Michelle Clark Neely, Regional
Economist, July 2007)

30



Banking at the Checkout

1.3 Wal-Mart and financial services

1.3.1 Proposed role of Wal-Mart Bank

Wal-Mart maintained that the principal business of Wal-Mart Bank
would be to serve as the depository institution sponsor for Wal-
Mart's access to the electronic payment systems in connection with
retail sales by Wal-Mart and its subsidiaries.

Specifically, Wal-Mart said the functions to be performed by the
proposed bank included the following:

e Serve as originating depository financial institution to provide
access to the Automatic Clearing House (ACH) network for the
purpose of presenting and settling electronically converted
checks

e Become a depository institution member of Visa and MasterCard
debit networks, and act as the sponsor within certain regional
and national processing networks to present and settle on-line
point-of-sale PIN (Personal Identification Number) authorized
debit card transactions, and

e Become a depository institution member of Visa and MasterCard
card associations, and serve as the sponsor within certain
regional and national processing networks to present and settle
point-of-sale credit card and signature debit card transactions.

To underline its intentions, Wal-Mart requested Wal-Mart Bank's
designation as a wholesale bank for US Community Reinvestment
Act (CRA) purposes. According to the CRA, a wholesale bank is
defined as "a bank that is not in the business of extending home
mortgage, small business, small farm, or consumer loans to retail
customers, and for which a designation as a wholesale bank is in
effect".

Wal-Mart emphasised that Wal-Mart Bank would have no retail
presence in Salt Lake City, Utah.
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1.3.2 Retail banking in-store

Wal-Mart stated during the ILC charter application process that its
“existing and long-term strategy for making banking services
available to its customers relies on in-store branches of community
and regional banks”. (Letter to FDIC of May 5 2006, available on
FDIC website)

Scale of in-store branching at Wal-Mart

According to this letter, Wal-Mart currently has independent banks
in over 1,150 store locations, with an additional 250 locations
opening between now and 2009. Wal-Mart Supercenters are
designed and built with dedicated space for an independent bank
tenant, and the retailer says its goal is an independent bank in
100% of its Supercenters.

The in-store bank branches are made available through lease
arrangements with community and regional banks. Since July
2003, Wal-Mart says it has more than doubled its lease agreement
and now has long-term arrangements with more than 1,400
depository institution tenants, some extending to 2024. It adds
that the option to renew lies with the lessees.

By June 2007, Wal-Mart was reporting more than 1,500 stores
across the country where a bank or a credit union occupies space,
with the retailer doing business with more than 300 financial
institutions.

National context

According to a recent conference presentation, there are over 7,500
in-store branches currently in operation in the USA (The State of In-
Store Banking, Dave Martin, NCBS, 2007 Payments Conference,
May 10-11 2007, Federal Reserve Bank of Chicago).

Leading US banks such as Wells Fargo (635 branches), RBS owned
Citizens / Charter One (527) and Bank of America (392) are among
those who seek to use this distribution channel to reach customers.
Those banks that use this channel are effectively paying rent for the
retail space, to access the retailer’s customer base.

Evidence cited from the same conference presentation at the
Federal Reserve Bank of Chicago in May 2007 highlights the appeal
of in-store branches to consumers:

e In dual head-of household families, the female is the primary
shopper 72% of the time.
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e 61% of these women work full or part-time away from home.

e Females have equal say in the financial decisions of 75% of all
households in the USA.

e 40% of U.S. households are managed entirely by women.

Such women in particular are likely to use in-store branches and
conduct banking business in-store on behalf of their household.
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1.3.3 Wal-Mart Financial Services

In addition to banks’ in-store branches, Wal-Mart already offers a
limited range of financial services in its own name.

Credit cards
The retailer offers two credit cards:

e The Wal-Mart Credit Card, which is a store card accepted at Wal-
Mart, SAM'S CLUB and Walmart.com.

e The Wal-Mart Discover card, which can be used on the US
Discover network.

Both cards are issued for Wal-Mart by GE Money Bank.

The Wal-Mart Discover card, announced in January 2005, followed
the original store card. The Discover card is significant in terms of
its structure.

“Wal-Mart will benefit from this arrangement because the
arrangement is structured in a way that enables the merchant to
avoid paying interchange fees on any transactions made on that
card on the merchant’s own premises. GE Consumer Finance, the
issuer for many large retailers’ private credit cards, will issue the
card—the first time that an entity other than Discover has issued
one of Discover’s cards.” (Overview of Recent Developments in the
Credit Card Industry, Douglas Akers, Jay Golter, Brian Lamm, and
Martha Solt, FDIC Banking Review 2005, Volume 17, No. 3)

With the card, Discover processes only the transactions that occur
outside Wal-Mart stores. GE continues to handle in-store
transactions in order to limit Wal-Mart's interchange payments
(effectively, the card functions as a store card when used in Wal-
Mart stores and a general credit card when used elsewhere).

The issuance of the Wal-Mart/GE Discover card followed the
extended litigation in the US that stopped Visa and MasterCard from
banning member banks from issuing cards on rival networks. The
case, which began in October 1998 with the US Department of
Justice, ended in October 2004 when the US Supreme Court refused
to hear an appeal of the case.

GE also issues a credit card for Wal-Mart’s UK subsidiary Asda (see
Section 2.2.2).
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Basic money services
Wal-Mart also provides a number of basic money services in its
stores:

Payroll and government check cashing (partner is Certegy)
Express bill payment (partner is MoneyGram International)
Money orders (partner is MoneyGram International)
Money transfers (partner is MoneyGram International)

According to Wal-Mart, most of the customers for these basic
money services are unbanked. Following the withdrawal of its bank
charter application, it is these services that are the focus of Wal-
Mart’s strategy for financial services along with its new prepaid Wal-
Mart Visa MoneyCard (see next section).

Other financial services
In addition, the retailer offers a small number of other financial
services.

Wal-Mart offers investment services under the brand “Wal-Mart
Easy Investing by ShareBuilder”. It offers both a money market
and a stock market option. The investment accounts are offered
exclusively through ShareBuilder Securities Corporation, a
registered broker-dealer and member of NASD/SIPC, with Wal-Mart
having no involvement with the investment accounts. With both
online investing options, customers specify the dollar amount they
want to invest and the funds are automatically deducted from their
checking or savings account or Wal-Mart MoneyCard.

Wal-Mart also offers credits reports and check printing.
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1.4 Wal-Mart’'s post-ILC strategy

1.4.1 Focusing on the “unbanked”

Wal-Mart’s withdrawal of its application for a bank charter has not
signalled a wider withdrawal from financial services - if anything
quite the contrary.

At the time that Wal-Mart withdrew its application for an ILC charter
(March 2007), their Financial Services President, Jane Thompson
said: “Since the approval process is now likely to take years rather
than months, we decided to withdraw our application to better focus
on other ways to serve customers. We fully intend to continue to
introduce new products and services that champion those who
deserve convenient, lower priced financial services.”

The core of Wal-Mart’s post-ILC strategy is to develop its offer of
basic money services. The target groups for these products are the
‘unbanked’ and ‘underserved’ customers who already visit Wal-Mart
stores for their basic money needs.

That process began in June 2007 when Wal-Mart released its plans
for 1,000 ‘Money Centers’, covering a quarter of its stores, to be
established by the end of 2008. By so doing it ironically echoed the
comment quoted earlier from FDIC Chairman Shelia C. Blair
regarding Wal-Mart’s announcement that it was withdrawing its
application to open an ILC.

In June 2007, Wal-Mart also began the roll out of some of these
low-cost financial services, with the launch of the Wal-Mart Money
Card, a reloadable prepaid Visa card. The card is being rolled out
nationwide with the collaboration of GE Money and Green Dot (see
below).

Wal-Mart’s competitors in these markets include major players such
as Western Union, the money transfer specialist spun-off from First
Data in September 2006, and ACE Cash Express, Inc., which
describes itself as the largest owner, operator and franchisor of
check cashing stores in the United States and is a leading provider
of check cashing, short-term consumer loans, bill payment and
prepaid debit card services. Another major player in the market is
CashWorks, acquired by GE Money, issuer of Wal-Mart’s credit
cards, in 2004. CashWorks provides an automated check-cashing
service and accompanying prepaid PIN debit card through

37



Banking at the Checkout

thousands of merchants across the United States. Funds from
approved check cashing transactions are loaded to the CashWorks
Prepaid Debit Card for use at ATMs and merchant locations that
accept PIN debit cards.

However, these are also markets with many small local players.
Western Union for example describes the consumer-to-consumer
money transfer industry as highly fragmented in its 2006 annual
report.

The unbanked and underbanked in the USA

A major reason for Wal-Mart’s focus on the provision of financial
services to those outside the mainstream banking system in the US
is the market’s surprisingly large size.

Unbanked consumers are those who lack access to mainstream
financial services. Wal-Mart estimates that there are 28 million
people in the USA who are unbanked, representing nearly 15 million
households or 10% of the US population.

4. Unbanked and underbanked in the US (millions)
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50 4...... 45 24 million househo_lds or 15%
of the USA population

40 ---c0
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204l Unbanked:

28 Nearly 15 million households
10 +------0 or 10% of the USA population

0 .
Note:

On December 28 2006, the US Census Bureau issued a release projecting the US
population would be 300.9 million as of January 1 2007.

Source: Wal-Mart Factsheet "Unbanked and Underbanked”, June 2007
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A further estimated 45 million people are what it describes as
“underbanked”, representing 24 million households or 15% of the
USA population. Underbanked consumers are those that may have
access to financial services, but do not use them regularly.

Wal-Mart believes that together, these 73 million people,
representing nearly 40 million households and 25% of the USA
population, are financially underserved.

The large size of the unbanked and underbanked segment reflects
various features of the US economy and society, notably the high

numbers of casual workers, the large immigrant population (many
undocumented), and the proportion of people than continue to be
paid in cash and by cheque.

Among the characteristics of this market highlighted by Wal-Mart:

« Non-white families are four times more likely to be unbanked
than white families

o 35% of all Latinos in the USA are unbanked

 The underbanked tend to be younger, have lower incomes and
have less education than the general population

Wal-Mart notes that consumers in impoverished areas lack access to
traditional bank services compared to higher income and higher
FICO (credit) score communities.

Compare the extent of the unbanked and underbanked in the US to
the UK where, according to the British Bankers’ Association (BBA),
over 95% of the population has a bank account. In the UK, there is
a strong policy emphasis on financial inclusion through the provision
of basic bank accounts and the electronic payment of benefits.
According to the BBA, banks have opened 2 million post office
accessible basic bank accounts since April 2003.

It is worth noting that the US figures apparently include many
households who have been banked in the past, but who for a
variety of reasons are no longer in a ‘relationship’ with a bank. One
reason put forward in explanation is that the households did not
relish being charged fees retrospectively for services or being
charged for going overdrawn without realising they had done so.
These now unbanked customers use non-banks to conduct their
financial transactions on a ‘pay-as-they-go’ basis, so avoiding any
unpleasant surprises with fees or charges.
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Though outside the mainstream banking system, the unbanked and
underbanked constitute a substantial market for financial services.
Each year, Americans spend at least US$13 billion on more than
340 million transactions at check-cashing centers, money-wiring
stores and payday loan outlets according to Wal-Mart.

Wal-Mart’s approach
According to Wal-Mart, most of the customers for its basic money
services are unbanked.

Many of these unbanked shop at Wal-Mart and its competitors such
as Target, attracted by their Every Day Low Prices (EDLP) approach
to retailing. Wal-Mart’s approach is to apply to financial services
the EDLP philosophy that underpins its core retailing business.
According to Wal-Mart, the retailer offers its customers substantial
savings for basic money services, citing the following price
comparison as of May 2007.

5. Cost of basic money services

Service Wal-Mart Competition
Money Orders $0.46 $0.75
Money Transfers $9.46 $15.00
Payroll Check Cashing $3.00 $6.00

Bill Payment $0.66 $1.00
Notes:

Price comparison as at May 2007.

Source: Wal-Mart Money Center Factsheet, June 2007

Wal-Mart estimates that in 2006, customers who used Wal-Mart’s
money services saved an average of $450 per year (or almost $40
per month).
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1.4.2 Mexico

Wal-Mart’s plans for developing its financial services in the US
overlap with its expansion into financial services in neighbouring
Mexico.

Mexico is Wal-Mart's largest foreign market by number of stores,
with 943 retail units as at the start of September 2007 out of 2,955
international units in total.

Unlike in the US, Wal-Mart in Mexico has succeeded in obtaining a
banking licence. Wal-Mart’s Mexican subsidiary Wal-Mart de Mexico
(Walmex) announced in November 2006 it had received
authorisation to start a bank. The bank will take the name of
“Banco Wal-Mart de México Adelante”.

The Mexican banking market is dominated by subsidiaries of some
of the largest international banking groups (HSBC, Citigroup, Banco
Santander and BBVA). However, estimates are that between 70
and 80% of Mexico’s population of 106 million does not have a bank
account. Wal-Mart aims to serve these through bank branches
located inside its already extensive network of supermarkets in
Mexico.

Walmex plans to start banking operations in the second half of
2007. The company says that it plans to open between 12 and 14
bank branches in-store this year and a further 40-60 in 2008. Wal-
Mart will offer basic products initially, such as savings accounts and
small-scale consumer credit products rather than mortgages or
personal loans.

Retailers are already present in the Mexican financial services
market. The best known is Banco Azteca, owned by Grupo Elektra,
which is one of Mexico’s leading retailers operating under the
Elektra and Salinas & Rocha brands. Grupo Elektra is a member
company of Grupo Salinas.

Banco Azteca was authorised in 2002. It has developed rapidly into
a major financial services provider in Mexico, and now operates in
several other Latin American countries. By end 2006, Banco Azteca
Mexico had a total of 6.9 million active credit accounts, a 41%
increase compared with the end of 2005. And in addition, Banco
Azteca Mexico had a total of 6.5 million active savings accounts at
end 2006 compared with 4.6 million a year earlier.
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1.4.3 The Wal-Mart Money Centers

To serve this market, Wal-Mart is opening a series of enhanced and
enlarged Money Centers in its high volume transaction stores.

Wal-Mart has been offering basic money services in its stores since
1999, typically at the customer service desk. The first named
‘Money Center’ opened in September 2004. Wal-Mart plans to have
450 Centers open by the end of 2007, with 1,000 planned
nationwide by the end of 2008 covering 25% of its stores.

The new ‘Money Centers’ have been designed to enhance the
customer experience, with an improved traffic flow to allow for more
privacy for customers when they conduct financial transactions.
Physically, they will have more visible sighage and will be wired for
the installation of Wal-Mart.com financial services according to Wal-
Mart. The ‘Money Centers’ will be located in 550-650 sq ft units at
the front of the stores and will be open from 7.00am until 9.00pm,
seven days a week.

Wal-Mart already in 2007 conducts more than two million money
service transactions each week. As noted above, it claims that in
2006 those customers who used Wal-Mart’s services saved on
average $450 per year. With the opening of more ‘Money Centers’
in 2007, Wal-Mart estimates that it will save its customers around
$320 million for the year.

Wal-Mart also has plans for Money Center Express (MCX), self-
service devices offering the following products and services:

o Cash dispensing
« Money orders

o Shopping card and phone card re-loads, and
o Wal-Mart credit card payments

As it develops its financial services offering, Wal-Mart says it intends
to pilot and test many different products and services.

Wal-Mart will however continue to lease space in its stores to
independent third party banks and credit unions. As of mid-2007,
more than 300 financial institutions were doing so, with a bank or
credit union occupying space in over 1,500 Wal-Mart stores across
the USA.
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1.4.4 The Wal-Mart MoneyCard

In June 2007, at the same time as the announcement about the
‘Money Centers’, Wal-Mart launched a branded prepaid payment
card, the Wal-Mart MoneyCard. The prepaid card is designed to
provide many of the functions of a checking (current) account,
targeting the estimated 73 million people who fall within the
“unbanked” and “underbanked” categories.

Issuer and partners

The Wal-Mart MoneyCard is a reloadable prepaid Visa card issued by
GE Money Bank (which already issues credit cards for Wal-Mart).
The card accepted anywhere that Visa is accepted.

Additional services are provided by Green Dot through its network
of more than 50,000 locations across the USA.

Green Dot Corporation is one of the leading US issuers of prepaid,
reloadable Visa and MasterCard cards. In addition, Green Dot
Corporation owns and operates the Green Dot Financial Network
(GDFN). According to Green Dot, GDFN is one of the largest US
cash-acceptance networks, offering prepaid card reloading and
other cash collection services to banks and financial services
companies.

Pricing and terms

The MoneyCard is priced at $8.94 (June 2007) compared with an
industry standard of $9.95 according to Wal-Mart. In addition,
there are no over-limit fees and the card is designed so that
customers can minimise or avoid usage fees.

The card includes a temporary (instant issue) Visa card that can be
used immediately after activation. A personalised card arrives in
the mail 7-10 days later.

In terms of usage, the card has the following pricing characteristics
(June 2007):

e Customers who load $1,000 or more within a calendar month are
not charged the monthly maintenance fee of $4.94 or any
operator-assisted customer service fees for the following month.

o The reload fee of $4.64 is waived if customers load funds from a
check cashing transaction at Wal-Mart directly onto a Wal-Mart
MoneyCard or have funds loaded via direct deposit.
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o Customers can also receive cash back from their card, at no
additional charge, when they make a purchase at many point of
sale terminals.

No credit check, bank account or other commitment is required in
order to obtain a card.

All funds loaded on to the card are FDIC-insured. If the card is lost
or stolen, the customer will not be held responsible for any charges
or cash withdrawals that may be made.

Positioning

It is no surprise that Wal-Mart has started to offer a prepaid card.
Such cards are seen as a means of making available financial
services to those without a bank account. They offer many of the
facilities of a current / checking account short of actually opening an
account (which the cardholder may not want to do, or may not be
eligible to do). With the card, customers can receive direct deposit
of wages, make purchases and cash withdrawals throughout the
Visa network.

Rollout

The Wal-Mart MoneyCard was rolled out to 1,300 Wal-Mart stores
by the end of June 2007 and to another 1,300 stores by the end of
July 2007. According to Wal-Mart, the card will be available in most
of its stores by the end of 2007.

Potential

Visa’s prepaid cards are already used by more than 30 states in the
US, including California, to pay child and unemployment benefits.
Wal-Mart is believed to be also interested in the potential of prepaid
cards for managing healthcare spending, as some people currently
use these cards to access tax-free health savings accounts.
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1.5 Analysis

The role of the ILC

Wal-Mart was adamant that its proposed bank would have a narrow
role, serving as the depository institution sponsor for Wal-Mart's
access to the electronic payment systems in connection with retail
sales by its core businesses.

Wal-Mart said that Wal-Mart Bank’s business plan “includes no in-
store branch banking - now or in the future”. (Letter to FDIC of May
5 2006, available on FDIC website)

Wal-Mart repeated the points in its statement of March 16 2007
announcing the withdrawal of its ILC charter application. Wal-Mart
Financial Services President Jane Thompson commented: “Unlike
dozens of prior ILC applications, Wal-Mart’s has been surrounded by
manufactured controversy since it was submitted nearly two years
ago. At no stage did we intend to use the ILC to establish branch
banking operations as critics have suggested -- we simply sought to
reduce credit and debit card transaction costs.”

Yet for the American Bankers Association, Wal-Mart's application to
charter a federally insured bank presented “an unprecedented
challenge to the nation's longstanding policy of keeping banking
separate from non-financial commerce”. (ABA press release of April
10 2006).

Wal-Mart maintained the purpose of the proposed bank would be to
sponsor credit card, debit card and electronic check transactions.

In effect, Wal-Mart planned to take the acquisition of payment
transactions in-house rather than use a third party bank.

By engaging in sponsorship activities, which requires a bank
charter, Wal-Mart argued it would capture the fees now paid to third
parties and provide more effective oversight of those activities.
While Wal-Mart Stores would continue to pay the bank sponsorship
fees that it pays currently, the fees would be received by Wal-Mart
Bank rather than a third party bank. (Written Testimony of Jane J.
Thompson, Wal-Mart Financial Services, Wal-Mart Bank FDIC
Application Public Hearing, April 10 2006, Washington, DC)

Wal-Mart added in its written testimony that by sponsoring the
highly predictable and low-risk payment transactions of Wal-Mart
Stores, Wal-Mart Bank would have “lower risk than other sponsor
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banks that serve thousands of retailers and businesses,
representing a broad range of risk, including high risk entities”.

Wal-Mart had already demonstrated its interest in card fees. It was
one of the US retailers that challenged the Visa and MasterCard
“Honor All Cards” rule because signhature debit cards had
significantly higher processing fees than PIN debit cards, and
merchants had no role in establishing these fees. Its Discover card
was structured to remove interchange fees on transactions in Wal-
Mart stores (see above).

However, the savings for Wal-Mart from in-house acquiring are
likely to have been modest given that interchange accounts for
most of large merchants’ card fees. This raised questions about
why Wal-Mart went to the trouble of attempting to charter its own
bank, and what were its longer-term objectives in the banking and
payments field.

Wal-Mart’s decision not to pursue branch banking operations
(excluding the leasing of in-store space to third-party banks and
credit unions) no doubt reflects a series of factors. These include
the historic division of banking and commerce in the US and the
continued importance of community and regional banks to the US
market. The level of likely opposition to Wal-Mart offering its own
branch banking operations — already evident in the suspicions over
its proposed bank - must also be a significant factor.

The irony is that the very fears US banks have of Wal-Mart offering
branch banking operations may have been instrumental in
preventing it happening.

More generally, Wal-Mart’s application for an ILC charter has
increased scrutiny in the US on the use of ILCs as a vehicle for the
provision of financial services by commercial companies. Itis
noteworthy that the FDIC's decision of January 31 2007 to continue
for a further year a moratorium on ILC applications applies to those
owned by commercial companies but not those owned by financial
companies.

The saga of Wal-Mart’s ILC application therefore appears to have
reinforced the distinction in the US between banking and non-
financial commerce (and sharpened the distinction between banking
and those financial services that fall within the ambit of commerce).

The focus of this report is on whether the offer of financial services
is a good commercial fit with mass-market retailing, not on the
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regulatory arguments for and against the separation of banking and
commerce. However, in a US context, retailers’ ambitions to
provide financial services are intimately bound up with the country’s
complex system of banking regulation.

Whatever Wal-Mart’s own ambitions for its proposed bank, the
outcome of its application for an ILC charter appears to limit the
scope for retailers generally to own and operate banks in the
world’s largest market. There seems little prospect of a US retailer
building a financial services business of the kind that Sears put
together during the late 1980s and early 1990s.

The post-ILC strategy

However, the withdrawal of Wal-Mart’s application for a bank
charter has not signalled its withdrawal from the provision of
financial services.

Indeed, whatever Wal-Mart’s real intentions for its planned ILC,
there can be little doubt now about its strategy in financial services.

Even if “pushed” in the direction of providing financial services to
the “unbanked” and “underbanked” by its failure to obtain a bank
charter, the strategy is attractive to Wal-Mart for a combination of
factors.

First, by way of context, the provision of financial services offers an
opportunity for domestic growth when set against slower growth in
Wal-Mart’s domestic retailing business.

Wal-Mart divides its business into three segments:

« Wal-Mart Stores, which covers the US retail business

e« Sam’s Club, which covers the US membership warehouse clubs,
and

o International

The Wal-Mart Stores segment is much the largest of the three,
accounting for 65.6% of the $345.0 billion of net sales in the year
to January 31 2007 (fiscal year 2007). However, the annual
increase in net sales in the segment slowed to 7.8% in fiscal year
2007 compared with 9.4% in fiscal year 2006 and 10.1% in fiscal
year 2005. Stripping out the effects of store expansion, the net
sales increase from comparable store sales was 1.9% in fiscal 2007
compared with 3.0% in fiscal 2006.
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Specifically, offering financial services to the “unbanked” and
“underbanked” is attractive to Wal-Mart for a number of reasons:

« The market is large — as noted earlier perhaps as high as 25% of
the US population

« This market overlaps significantly with Wal-Mart’s core retailing
customer base

o Though outside the mainstream banking system, the “unbanked”
still frequently need to undertake basic financial transactions -
while outside the banking system they need access to a basic
financial system

« The transactional, “pay-as-you-go” nature of the financial
services (cheque cashing, bill payment, remittances, etc) makes
then in many ways better suited to being “retailed” than more
sophisticated, account-based financial services (see Conclusions)

« The current market prices for these financial services in the US
presents Wal-Mart with an opportunity to offer highly competitive
products

« Emerging financial products, notably prepaid cards, lend
themselves to the delivery of financial services for the
“unbanked”

The irony perhaps of Wal-Mart’s ILC application saga is that it may
have limited the scope for US retailers to own and operate banks.
But at the same time it has pushed Wal-Mart further into a financial
services market rich in opportunities.
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Case study: Kroger Personal Finance

Of the large American retailers, Kroger has arguably pushed furthest
into mainstream financial services through a joint venture with RBS’s
US bank that in many ways mirrors the partnership between RBS and
Tesco in the UK.

1. Kroger overview

Kroger is the second largest US supermarket group behind Wal-Mart,
with sales in the 53 weeks to February 3 2007 of $66.1 billion (€52.3
billion).

According to Kroger, food stores account for approximately 95% of
total company sales. Its convenience and jewellery stores and
manufacturing facilities account for the balance.

As of May 26 2007, Kroger operated 2,458 grocery retail stores in 31
US states under nearly two-dozen banners. Kroger claims the No. 1 or
No. 2 position in 38 of its 44 major markets (a major market for Kroger
is one with 9 or more Kroger stores).

2. Financial services joint venture

Kroger has also introduced a range of financial services products in its
stores, based on the UK model of partnering with a *‘manufacturer’ of
such products who is prepared to supply these under the retailer’s
brand name.

Kroger has developed a joint venture with the Royal Bank of Scotland’s
(RBS) US subsidiary RBS National Bank (RBSNB). This is along the
same lines as Tesco’s relationship with RBS in the UK, which produced
Tesco Personal Finance (TPF). Indeed the joint venture in the US is
called Kroger Personal Finance and besides offering payment cards,
RBS ‘Lynk’ ATM’s are being installed in a number of Kroger
supermarkets.

RBS National Bank is headquartered in Bridgeport, Connecticut, and is
a nationally chartered limited purpose bank that provides both
consumer and commercial credit cards across the US. RBSNB is a joint
venture partner with the Kroger Company. It manages 1.6 million
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average UK credit card balances rose by 5% to US$13.7 billion
(HSBC reports in US dollars). According to HSBC, growth was
strongest in M&S branded cards, which represented 4 percentage
points of the increase, driven by “an increased sales focus which
included extensive media advertising”. In contrast, the accounts for
Marks & Spencer Financial Services include the comment that sales
of unsecured personal loans “performed poorly against target
reflecting the increasing level of price competition within this
market”.

12. M&S Financial Services - key statistics 2005 & 06 (£m)
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Notes:

1. Loans and advances to customers are after allowance for losses of £171
million at end 2006 and £151 million at end 2005.

2. Loans and advances to customers includes non-interest bearing loans of £569
million at end 2006 and £564 million at end 2005.

3. Chart shows balances on ISA deposits. Balances due from retail customers
also include credit balances on unsecured loans and advances of £8.3 million
at end 2006 and £7.9 million at end 2005.

4. Figures for end December.

Source: Marks & Spencer Financial Services annual report (HSBC)

In terms of deposits, Marks & Spencer Financial Services reported
ISA deposits of £1,348 million at the end of 2006, 0.5% higher than
at end 2005. Other than £8.3 million of credit balances on
unsecured loans and advances, the ISA deposits accounted for all of
Marks & Spencer Financial Services’ liabilities to customers. The
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effective interest rate payable on liabilities due to customers was
4.77% at end 2006.

Tesco Personal Finance

Comprehensive data on TPF is also not readily available. The
following overview draws on data from the report & accounts of
both Tesco Group and TPF, and information from the TPF website.

According to the TPF website, Tesco Personal Finance has:

Over 5 million customer accounts

Over 1.8 million credit cards in circulation
Over 1.3 million in-force Car Insurance policies
Over 400,000 Home Insurance customers
Over 330,000 Pet Insurance policies

13. Tesco Personal Finance - loans and deposits (£m
’ 3,147
3,200 -----2,892 e g e
2,800 - e e
2,400 1----- 2212 . ... 2281 . 2’326 ......
2,000 ----- [ - - ------- - J - - - - - - - - - - - [ - - - - -
1,600 +-----1  eeeeeeeee-l el
1,200 -----f  eeeeeeeeeei e
800 4 ... ... D ...
400 A4 ... .. ... ... .
0 I .
2003 2004 2005
Loans and advances to customers
Customer accounts
Notes:

1. Figures from the consolidated balance sheet of the bank holding company.

2. Figures for end December.

3. Figures for loans and advances after deducting the provision for bad and
doubtful debts.

Source: Tesco Personal Finance Group Ltd Annual Reports

Figures from Tesco Personal Finance’s own accounts at end 2005,
the most recent available at the time of writing, show loans and

101



Banking at the Checkout

advances to customers (net of impairment provisions) of just over
£3.4 billion and customer account balances of just over £2.3 billion.
Loans and advances rose by 8.3% during 2005. However, customer
deposits rose by only 2.0%.

It can safely be assumed that most of TPF’s loans and advances to
customers are personal loan, car loan and credit card balances. In
Tesco’s 2006/07 annual report, it comments that TPF’s lending is
predominantly to individuals through its credit card and unsecured
personal loan products. Though TPF has offered mortgages in the
past, at the time of writing it is not offering mortgage loans. Based
on the maturity profile of TPF’s loan book at end 2005, its mortgage
book is small. Of the £3,555 million gross loan book (ie before bad
debt provisions), only £120 million had a maturity of over five
years.

It is worth noting that though the UK continues to account for most
of the business, TPF also now operates in the Republic of Ireland,
Hungary and Poland.

Sainsbury’s Bank
Sainsbury’s Bank is smaller than M&S Money and TPF on most
measures.

Sainsbury’s reported that in 2005/06, customer accounts rose 8%
to 2.5 million.

Balance sheet data for Sainsbury’s Bank (published as part of the
Group interim earnings statement for 2005/06) show loans and
advances to customers of approximately £2.5 billion and customer
account balances of approximately £2.3 billion as at October 2005.
However, since Sainsbury’s Bank became a 50/50 joint venture with
HBOS, the assets and liabilities of the Bank are not consolidated in
the Sainsbury’s Group balance sheet.

Data from Sainsbury’s Bank’s own accounts for the year to March
31 2006 show loans and advances to customers (after impairment
losses) of £2,365 million. This is 7.5% lower than at the end of
March 2005 (see below).

The accounts also show customer deposits of £2,299 million at end
March 2006. This is 5.5% lower than at end March 2005.
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14. Sainsbury’s Bank - loans and deposits (£ million)
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Note:

Accounts for year to March 31 2006 are Sainsbury’ Bank's first accounts prepared
in accordance with International Financial Reporting Standards (IFRS) as adopted
by the European Union. Using the exemption available under IFRS 1 (First-time
adoption of International Financial Reporting Standards), IAS 32 and IAS 39 have
been applied from April 1 2005 and prior year comparatives for financial
instruments have not been restated.

Source: Sainsbury’s Bank accounts

Sainsbury’s Bank’s own accounts also include a breakdown of the
gross lending exposure (ie before impairment provisions) of £2,536
million at end March 2006 compared with £2,653 million at March
31 2005. The breakdown confirms that the great majority of
Sainsbury Bank’s loans and advances are in the form of unsecured
personal loans and credit card advances.

According to the breakdown, unsecured personal lending accounted
for £2,333 million (92%) of the gross loan book and home
mortgages the balance.

Gross home mortgage balances fell by 25.7% between end March
2005 and end March 2006, from £274 million to £203 million.

Gross unsecured personal lending balances fell by 2% to £2,333
million.
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15. Sainsbury’s Bank - loans by type (£ million
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Notes:
1. Gross lending exposure before deduction of impairment provisions.
2. As at March 31 2005 and March 31 2006.
Source: Sainsbury’s Bank accounts
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2.2.4 Financials

The financial performances of the three retailer banks are perhaps
even more difficult to compare and analyse.

M&S Money now forms part of HSBC. The following analysis
examines the data on M&S Money as reported in M&S Group’s
annual report in the years preceding the sale to HSBC. It then
looks at the 2006 results for M&S Money as part of HSBC.

TPF and Sainsbury’s Bank are joint venture companies with RBS and
HBOS respectively (as detailed in Section 2.1). Though accounts
for the banks are available, there are inherent difficulties in
unearthing the true financial picture of joint ventures and subsidiary
companies. The subsidiary is unlikely to be an economically self-
standing entity. The following analysis focuses on the performances
of TPF and Sainsbury’s Bank as reported in Tesco and Sainsbury’s
Group earnings releases and annual reports.

M&S Money

Looking at the reported figures, profits from M&S’s financial services
business peaked in 1999/00 (Chart 11). During the following years
they were affected by M&S’s decision to accept MasterCard and Visa
credit cards, which reduced earnings from its own store card. And
the business then bore the pilot and launch costs of its own ‘&more’
MasterCard credit and loyalty card.

According to the final set of figures reported by M&S before the sale
to HSBC, its financial services business made an operating profit of
£50.6 million in the year to April 2 2004. This was significantly
lower than in the previous financial year.

However, the figures are complicated to interpret. Operating profit
for Financial Services in 2003/04 included £9.3 million of merchant
fee income (2002/03: £14.1 million) arising on Marks & Spencer
Chargecard transactions. This fee was payable by M&S UK Retail.

Further, the financial services profit includes that of Marks &
Spencer Insurance, its Guernsey captive (2003/04: £19.7 million)
and the launch costs of the ‘&more’ card (2003/04: £58.6 million).
Deducting the profit of M&S Insurance and adding back the ‘&more’
card launch costs, M&S says underling profit of M&S Money was
£89.5 million in 2003/04 compared with £97.5 million in the
previous year.
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Acceptance of

generic credit cards
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Notes:

1. Figures to year ending April 3 2004 (slight variations in year end date for

previous years).

2. Reported operating profit of Marks & Spencer Financial Services includes that

of captive insurer.

3. Underlying retail profit from financial services excludes profit of captive
insurer and revenue costs of developing & launching ‘&more’ credit card.

Source: Marks & Spencer annual reports

At the time of the launch of the ‘&more’ card, M&S gave a revealing

breakdown of the profits of its financial services business. This

showed that ‘Chargecard’, its store card, and the lending business,

accounted for the great majority of profits.
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17. M&S Financial Services - trading profit (2002-03)
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Notes:

1. Trading profit (exc. MSIL) 2002/03.

2. Expressed as percentage of total trading profit for existing products excluding
earnings on capital.

Source: Marks & Spencer (M&S Money presentation, September 2003)

Marks & Spencer (M&S) completed the sale of Marks and Spencer
Retail Financial Services Holdings Limited, the holding company for
its financial services activities, to HSBC Holdings plc on November 9
2004. M&S Money has now been a part of HSBC for two full
financial years.

Marks and Spencer Financial Services PLC is the main operating
subsidiary of Marks and Spencer Retail Financial Services Holdings
Ltd, the holding company for the various M&S Money companies
(see Section 2.1).

Marks and Spencer Financial Services PLC reported a profit before
tax of £56.9 million for the year to December 31 2006, compared
with £28.1 million for 2005. After tax, profit attributable to
shareholders rose from £19.7 million to £39.8 million.

Following the end of the financial year, Marks and Spencer Financial
Services PLC declared a dividend of £21 million (February 23 2006:
£5 million). Overall, the subsidiary companies declared dividend
payments of £27 million to Marks and Spencer Retail Financial
Services Holdings Ltd (February 23 2006: £10 million), allowing the
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holding company to declare a dividend of £27 million. The
immediate parent of Marks and Spencer Retail Financial Services
Holdings Limited is HSBC Bank plc, with HSBC Holdings plc the
ultimate parent.

It is always difficult to comment on the performance of subsidiaries
given that they are rarely operated as stand-alone businesses and
often have significant related party transactions with other group
companies. For example, much of Marks and Spencer Financial
Services PLC’s lending is funded via HSBC Bank plc. At end 2006,
the amount payable to HSBC Bank plc was £1,369 million.

That said, it does appear that the operating performance of Marks
and Spencer Financial Services PLC improved during 2006, despite
higher loan impairment charges. According to the accompanying
business review, the company “achieved its key financial
performance measures for the year”.

18. M&S Financial Services - pre-tax profit 2005 & 2006

£ million 2005 Change 2006
Net interest income 162.2 10.1 172.3

!\Iet fee and commission 108.2 30.4 138.6

income

Other operating charges (23.8) (4.1) (27.8)
Loan impairment charges (74.9) (15.3) (90.3)
Operating expenses (143.6) 7.7 (135.9)
Profit before tax 28.1 28.7 56.9

Notes:

1. Year to end December.

2. Brackets () signify a cost, and in the change column an increase in costs or reduction
in income.

3. Change column shows difference in £ million between 2006 and 2005 for each P&L
item. It highlights how the change in each P&L item has affected the change in pre-
tax profit.

4. Loan impairment charges covers loan impairment charges and other credit risk
provisions.

Source: Marks and Spencer Financial Services PLC accounts

Higher net interest income, significantly higher net fee and
commission income, and lower operating expenses drove the
increase in profits. This was in the context of loan growth of 2%
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and balance sheet growth of less than 2% (the balance of Marks
and Spencer Financial Services PLC is effectively its loan book, with
loans and advances to customers accounting for almost 98% of
total assets at end 2006).

Tesco Personal Finance

Financially, TPF has been the most successful of the retailer banks
in recent years based on the absolute value of reported profits.
Earnings rose sharply year-on-year to 2004/05, and the business
has already started to pay dividends to joint-owners Tesco and RBS.

19. Tesco Personal Finance - profit (£m)
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Operating profit = Profit net of interest and tax

Notes:

1. Year to late February (slight variations in year end date between years).

2. TPF is jointly-owned by Tesco and RBS. Figures cover TPF’s total profit rather
than Tesco’s share.

3. Operating profit figures are on a pre-IFRS basis.

4. Net of interest and tax, and the other reporting changes required by IFRS,
Tesco said in its 2005/06 annual report that TPF’s profit reduced to £139
million in 2005/06 from £142 million in the previous year. Tesco again used
the measure ‘profit net of interest and tax’ in its 2006/07 annual report, with
Tesco reporting a fall in profit on this measure from £139 million to £130
million.

Source: Tesco annual reports and earnings releases
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But TPF’s operating profits on a pre-IFRS (International Financial
Reporting Standards) basis rose only slightly in 2005/06 after the
strong growth of previous financial years.

And in fact profits net of interest and tax (and other IFRS-related
adjustments) fell 1.4% to £139 million in 2005/06 (of which Tesco’s
share is £70 million) from £142 million in 2004/05. Tesco said this
was due to a change in provisioning policy for bad debts under IFRS
and the competitive nature of the motor insurance market.

For 2006/07, Tesco reported that TPF’s profit, net of interest and
tax, was £130 million compared with £139 million the previous
year. Tesco’s share was £65 million, based on its 50% holding in
the joint-venture. Tesco described TPF as having delivered “a
creditable performance in a difficult financial services market as a
consequence of making higher provisions for bad and doubtful
debt”.

Sainsbury’s Bank
Sainsbury’s Bank has been the least successful financially of the
three main UK retailer banks.

Sainsbury’s reported underlying operating profits for its bank in
2004/05 that were half those of the previous year (subsequently
restated from £13 million to £17 million - see Chart 20).
Sainsbury’s said this was due to a combination of lower than
forecast income growth, the high levels of asset growth and above
forecast provisioning for bad and doubtful debt.

More recently, Sainsbury’s reported an underlying operating loss for
its bank of £10 million for 2005/06. Sainsbury’s says this was
driven by provisions for bad and doubtful debts, which increased in
the year to £106 million (2004/05: £64 million) and reflected the
high volume of business written in 2003 and 2004.

The bank achieved its target of break even in 2006/07 making an
underlying operating profit of £2 million. According to Sainsbury’s,
the bank has made “good progress in stabilising its operations over
the year and a tight focus on cost control and tighter risk
management actions implemented over the past two years have
offset what has been a worsening environment for consumer
credit”.
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1996/97 1997/98 1998/99 1999/00 2000/01 2001/02 2002/03 2003/04 2004/05 2005/06 2006/07

Notes:

1. Year to late March. There are some slight differences in year end - for
example 2005/06 year end is March 25 2006 while 2004/05 year end is March
26 2005.

2. Figures may not be completely consistent because of prior year restatements,
accounting changes (particularly the introduction of IFRS), etc.

3. 2004/05 operating profit restated from £13 million to £17 million to reflect a
reclassification of interest expense from operating profit into interest payable
to ensure it is consistent with the treatment for the year ending March 25
2006.

Source: Sainsbury’s annual reports and earnings releases

We set the financial performance of the retailers’ financial services
ventures in a wider context in the following section of the report.

111



Banking at the Checkout

Page deliberately left blank

112



Banking at the Checkout

Case study:
David Jones and the store card migration

1. David Jones

David Jones is Australia’s oldest department store, tracing its origins
back to 1838 when Mr Jones, a Welsh-born immigrant opened “large
and commodious” premises in Sydney, with a mission to sell, “the best
and most exclusive goods”. It is the oldest department store in the
world still trading under its original name.

Today it is a national retail chain, operating nearly 40 stores across
Australia. Profits of A$71.1 million in the first half of 2007 were a
30.4% improvement on the first half of 2006.

2. Credit card business

The David Jones’ credit card business continued its strong performance
track record, reporting growth of 6.1% in Earnings Before Interest and
Tax (EBIT), to A$17.3 million in the first half of 2007. This provided
nearly 25% of David Jones’s profits and this has been a consistent
figure over the last decade. Financial Services are expected to form
one of the underpinnings of the company’s growth strategy.

1. David Jones - Financial Services EBIT (A$ millions)
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Note: EBIT = earnings before interest and tax.

Source: David Jones
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Indeed the David Jones credit card business has always been a strong
revenue generator and it has a track record of being less susceptible to
slowdowns in consumer spending, as shown by the chart above, which
displays the credit card’s EBIT for the first half of 2003, to the first half
of 2007. This is the contribution from the credit card business to
overall profit (post securitisation of credit card receivables).

The David Jones forecast is that the EBIT growth of the credit card
business will stabilise and deliver 5-10% EBIT growth per annum in
FY’s, 07 and 08. Results for the half-year to January 2007 would
seem to bear this out, with a 6.1 % increase in EBIT to A$17.3 million,
up from A$16.3 million in the half-year to January 2006 (see profit
summary below).

H106 H107 Change (%)
Department Stores EBIT 64.8 93.3 +44.1
Financial Services EBIT 16.3 17.3 +6.1
Total EBIT 81.1 110.6 +36.4
Profit after tax 54.5 71.1 +30.4
Note: For reference, the A$/€ rate averaged 1.667 in 2006 (Source: ECB).
Source: David Jones

David Jones is the only Australian retailer to own its credit card
business; its major competitor in the department store sector, Myer,
has had its store cards provided by GE Money since 1995 but there is
speculation that it too will begin to offer a co-branded general-purpose
credit card in the near future.

The David Jones store card, which predates World War II, has no
annual fee, offers up to 56 days of interest free credit and provides
complimentary gift wrapping, catalogues and invitations to special
events, exclusive shopping nights, etc. As of July 2007 the interest rate
charged on new purchases was 22.9%.

3. Credit card plans

The continued success of the store card has prompted David Jones to
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establish a management team to develop plans to expand their
personal finance offerings, possibly into ‘own brand’ products such as
insurance and home loans. Delivery of such products would be in
2008, but the David Jones experience with its store card product, does
provide a case study of how retailers can successfully adopt the
strategy of offering financial services ‘in house’, to support their core
retailing business, and that such a strategy can then offer a platform
for the move into a wider range of financial service products.

One scenario is that David Jones continues to run its financial services
‘in-house’ and to reap the benefits of the associated income streams.
This would require capital investment, management time and
consumer acceptance of any new products that might be brought to
market.

Another scenario is that David Jones has recognized that its store card
business will ‘stabilise’ over the next few years and that this is
therefore a good time to get out of the business, by selling their store
card book to a generic credit card issuer, at a price that would reflect
current earnings and therefore be at the top end of the market. The
money generated by such a sale could then be ploughed back into the
‘core’ business and the new card proposition marketed to existing card
holders as having more ‘functionality’, ie more opportunities to use it
when co-branded with either American Express, MasterCard or Visa.

A third option is to partner with a financial institution to convert its
store card into a general purpose credit card, as a humber of retailers
around the world have already done. Such a conversion could leave
David Jones with both a co-branded, widely accepted credit card and
for those of their customers who did not wish to take up that option, a
stand-alone store card.

In 2006 David Jones invited 11 banks and finance groups to pitch for
the conversion of its Store Card. These were reduced to a short list of
four in early 2007, although the option of ‘going it alone’ (as in the first
scenario) was then still being considered.

The final choice of the above options would be the one that provided
the greatest return to shareholders. David Jones chief executive is
guoted as saying “we are trying to determine whether one of the
financial institutions can provide us with the financial structure and
financial benefits equal to or better than going it alone. So if the
capability of an existing financial institution is greater than our
capability in a shareholder return sense, then we will partner with
someone”.
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It is anticipated that David Jones will consider the value of the initial
fee offered by the financial groups to secure access to its customer
base, in order to market the new card. Industry estimates claim that
the any interested party would have to offer as much as A$40 million
to secure the co-branding of a David Jones general purpose credit card,
plus continuing revenues and commissions. The key issue would be
whether David Jones actually wants to retain ownership of the
customer accounts and the information that is wrapped around it.

The attraction of the opportunity for bidders is that David Jones has
some of the best customers in Australia. These are a relatively
upmarket demographic that is somewhat insulated from economic
fluctuations and this makes the card base an attractive proposition for
those interested. Conversion of cardholders from a store card base to a
general-purpose credit card would be a challenge, but much could be
learnt from other retailers who have already trodden this path, such as
Marks & Spencer and the John Lewis Partnership in the UK.

In July 2007, the David Jones group announced that it had selected
Citigroup and American Express as the final two contenders for its
‘own-brand’ general-purpose credit card. An agreement with the
successful partner is expected by November 2007, with the new card
to be introduced in 2008. David Jones chief executive is quoted as
saying, “that while Australian banks had tendered for the business, the
international providers had more experience in managing store
branded credit cards”.

Furthermore, "both Citigroup and American Express recognise the
value of the David Jones brand and the value of our existing store card
business and they are prepared to invest heavily in both, given the
significant future growth prospects”.

David Jones’s research has established that its customers will readily
take up a David Jones general-purpose credit card, regardless of which
acceptance marque is on the card. The winner of the final bidding
process will also take over administrative responsibility for the existing
store credit card, as David Jones is keen to manage its relationships
with all its own card carrying customers, whichever card(s) they chose
to take up.

To incentivise its customers to apply for, activate and then use the new
card as their primary card, there will be a points based rewards
scheme for purchases both inside and outside the retailer’'s own stores
and these points could then be converted into David Jones gift cards.
The current store card base is around 800,000 cardholders, of whom
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some 400,000 are ‘active’ customers, considered to be in the middle to
high-income brackets and it is claimed that overseas experience
suggests a high uptake of the general purpose card is likely, from this
attractive customer demographic.

David Jones is currently undertaking due diligence with the two
finalists, as it determines which issuer to chose for its new card. If
Citigroup were to be successful, then David Jones will also want to
choose which acceptance marque, MasterCard or Visa, it would prefer.
Both of these are seen by David Jones as a potential marketing partner
and in typical retailer fashion, will be hoping to play one potential
partner off against the other, in the search for the maximum amount of
‘deal money’ that can be leveraged from the supplier, to assist in
launching and promoting the new card. This approach has already been
used by some of the UK retailers, such as Tesco, who have entered the
market for store branded credit cards.
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2.3 Analysis

In examining the performance of the UK retailers’ financial services
businesses, we start with the financials before going on to consider
the services provided and the market shares achieved.

In summary, the financials show a mixed performance with both
differences in profitability between the retailer banks and variations
in profitability over time. But what the financials do show is that
the banking businesses remain small compared with those of the
retail parent.

The analysis of the services provided by the retailer banks shows
that their limited product ranges partly explains their comparatively
small size.

But even in the product markets that the retailer banks have chosen
to enter - notably credit cards, unsecured lending and retails
savings - their market shares remain small.
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2.3.1 Financials

Profitability

Assessing the profitability of retailers’ financial services companies
involves relying on subsidiary accounts as well as those of the
parent companies. We reiterate that there are inherent difficulties
in unearthing the true financial picture of subsidiary companies.
That said, taking the available numbers at face value, the financial
performances of M&S Money and TPF has clearly been much
stronger than Sainsbury’s Bank.

In the case of M&S Money, its financial performance in the final
years before the sale were affected by M&S’s decision to accept
MasterCard and Visa credit cards (which reduced earnings from its
own store card) and the costs of launching its own ‘&more’
MasterCard credit card.

However, M&S was able to sell M&S Money to HSBC for a net profit
on disposal of £208.9 million (net sale proceeds less net assets).
Further, under the terms of the sale, Marks & Spencer entered into
an agreement with HSBC under which it receives ongoing income in
the form of fees representing an amount equivalent to costs
incurred, 50% of the profits of M&S Money (after a notional tax
charge and after deducting agreed operating and capital costs) plus
an amount relating to the growth in sales of financial services
products.

Subject to the profit-share arrangements, the earnings of M&S
Money now belong to HSBC. As noted in the previous section,
Marks & Spencer Financial Services PLC, the main operating
subsidiary of the M&S Money group of companies, delivered a
significantly improved performance according to its accounts for
2006. It reported a 102% year-on-year growth of profit before tax,
achieving its key financial performance measures for the year.

Given the integration of the M&S Money companies within the HSBC
Group, it is difficult and probably misleading to judge the
performance of Marks & Spencer Financial Services PLC in isolation
in terms of its of return on equity or total capital employed. With
its balance sheet assets largely comprising loans and advances to
customers, Marks & Spencer Financial Services PLC’s post-tax
return on average assets was 1.26% in 2006.

It is also worth noting that Marks & Spencer Financial Services PLC
delivered its improvement in profits in a much more difficult climate
for its main business of unsecured consumer lending. Most large
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banks and consumer finance companies reported lower profits on
their consumer lending in 2006. Barclaycard for example reported
a 28.3% fall in profit before tax to £458 million for 2006 due to
higher impairment charges and other credit risk provisions.

In the case of Tesco Personal Finance, it has made substantial
dividend payments to its shareholders.

Tesco reported that in 2004/05 £100 million of surplus capital,
representing 20% of the original investment in the joint venture,
was returned to Tesco and Royal Bank of Scotland through a cash
dividend. By 2005/06, Tesco was able to report that over the last
two years, a total of £86 million of surplus capital, representing
over 37% of the original investment, had been returned to Tesco
through to cash dividend payments. This reduced Tesco’s net
investment in TPF to £141 million.

Both M&S and Tesco, if not Sainsbury’s, can therefore argue that
the financial return on their banking ventures more than justifies
the original investment, though TPF’s profits declined marginally in
both 2005/06 and 2006/07 (see previous section).

In the case of Sainsbury’s, Sainsbury’s Bank reported losses in
2005/06 and only just broke even in 2006/07. After the recent
poor performance, the Bank is targeting profits of £40 million in the
year ending March 2010, of which half would be reported after tax.

Despite the recent poor performance, HBOS was prepared to pay
£21 million for a 5% stake in Sainsbury's Bank in February 2007,
taking its shareholding to 50%. This values Sainsbury's Bank at
£420m. Given that the Bank is targeting only £40m of profit (on
what appears to be a pre-tax basis) for 2009/10, HBOS is evidently
investing for the long-term.

Financial services in context

Putting these humbers into a broader context, there is no sense in
which the banking businesses have been transformational for the
wider group. In all three cases, they remain small relative to the
core retailing business.

In the case of Marks & Spencer, the operating profit from financial
services reached a high point of almost 25% of Group operating
profit in 1999/2000. M&S Financial Services had been a growing
contributor to Group earnings during the 1990s. Further, in the
years before 2000, allowance needs to be made for M&S’s refusal to
accept MasterCard and Visa credit cards and the savings in
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merchant service charges to the M&S Group from the in-house store
card operation.

However, the sharp rise in its share of contribution during 1998/99
and 1999/2000 followed the sharp decline in M&S'’s retailing profits
in the late 1990s. In the financial year before the sale, the
operating profit from financial services (before adjustments for
captive insurance and the ‘&more’ card) accounted for 6% of Group
operating profit (Chart 15).

21. M&S Financial Services - operating profit analysis
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Notes:

1. Figures to year ending April 3 2004 (slight variations in year end date for
previous years).

2. Reported operating profit of Marks & Spencer Financial Services includes that
of captive insurer.

3. Retailing - operating profit from continuing operations.

4. Various restatements of data from previous years in subsequent annual
reports. Chart should be treated as indicative only.

Source: Marks & Spencer annual reports

In the case of Tesco, TPF's earnings grew rapidly to 2004/05, and it
is now a substantial business. However, its earnings remain small
in the context of Tesco Group’s earnings (and even more so, RBS’s
Group earnings), and have declined relative to Tesco Group
following the fall in profit since 2004/05.
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TPF’s earnings in the context of those of the Tesco Group are shown
in Chart 22. For example, Tesco Group reported an operating profit
of over £2.6 billion in 2006/07 and profit after tax of £1.9 billion.
This compares with TPF’s profit net of interest and tax of £130
million in 2006/07.

22. Tesco Group — measures of profit (£m)
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Notes:

1. Most recent year to February 24 2007.

2. TPF is jointly-owned by Tesco and RBS. Contribution to Tesco Group earnings
captured in P&L item ‘Share of post-tax profits of Joint ventures and
Associates’, which is included in P&L after operating profit.

3. TPF profit figures net of interest and tax as shown in the chart are for TPF as a
whole rather than just Tesco’s share. Tesco’s share of TPF’s profit of £130
million in 2006/07 was £65 million (50%).

Source: Tesco annual reports

Sainsbury’s Bank represents an even smaller proportion of
Sainsbury Group’s earnings. Even in 2003/04, when Sainsbury’s
Bank reported its highest underlying operating profit to-date of £26
million, this accounted for only 3.5% of the Group’s underlying
operating profit of £735 million.
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2.3.2 Services offered

Selective range of services

An important reason why the retailer banks remain small relative to
their retail parents or partners is that they have competed only
selectively with the established banks and other financial services
providers.

As noted in the previous section of the report, no retailer bank
currently offers residential mortgages. Indeed, both TPF and
Sainsbury’s Bank have withdrawn from direct mortgage provision
(at the time of writing, TPF is currently offering its ‘mortgage finder
broking service and mortgages from First Active, part of the RBS
Group). And no retailer bank offers a full suite of personal banking
products based around current accounts.

4

Marks & Spencer concentrated initially on personal loans, building
on its in-house consumer credit expertise. In many ways, it
pioneered the direct provision of personal loans, using its efficient
in-house consumer credit platform to deliver loans at competitive
rates to its creditworthy customers.

Seeing a gap in the market, M&S also made a pioneering move into
mass-market unit trusts (mutual funds). Several of the funds
available through the M&S Money unit trust have performed very
well. Its High Income Fund managed by HBOS subsidiary Insight
Investment Management was in 2006 awarded the Lipper Fund
award for the top performing Global Fund over 3 years, as well as
the Standard & Poor’s award for the best UK Fund in the UK Fixed
Income Sector over 5 years.

However, though M&S Money continues to offer investment and
insurance products, the breakdown of its financial services profits
(Chart 17) showed that its card and lending products accounted for
the bulk of earnings.

The supermarket banks have also concentrated on cards, loans,
savings and insurance. As of end 2005/06, Sainsbury’s listed
Sainsbury’s Bank’s core products as personal loans, savings
accounts, credit cards, and general and life insurance. Credit cards
and motor insurance appear to be TPF’'s most important products.

We highlight in particular three aspects of the selective choice of
services:
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o The focus on consumer credit given both its importance to the
retailers banks and the recent deterioration in market conditions

o The lack of interest in current accounts

o Tesco Personal Finance’s recent launch of broking and
comparison services for mortgages and car insurance

The wider implications of the selective approach to services are
discussed in the conclusions.

Consumer credit

Consumer credit, in the form of both credit cards and personal
loans, has been particularly important for all three of the retailer
banks. They have been among the many riding the astonishing
growth in unsecured borrowing in the UK during recent years (Chart
23).

M&S Money only offers unsecured lending products. Looking at the
supermarket banks’ balance sheets, unsecured lending accounts for
the bulk of their loan portfolios.

23. UK consumer credit outstanding (£ billion)
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But despite the high interest margins, unsecured lending carries
significant risks. The rapid growth in lending led to a deterioration
in credit quality. As a result, credit losses have risen significantly
on both credit cards and other unsecured lending.

This decline in credit quality has affected all three of the retailer
banks.

When Sainsbury’s Bank reported an underlying operating loss of
£10 million for 2005/06, Sainsbury’s said this was due to additional
charges for bad debt. Sainsbury’s commented in its earnings
announcement: “The increase reflects the high volume of business
written in 2003 and 2004, which linked to a more indebted
economic environment and with weaker levels of consumer
confidence has required additional provisions to be made.”

Tesco reported than TPF made higher provisions for bad and
doubtful debt during 2006/07. Marks and Spencer Financial
Services increased its loan loss provisions during 2006 (see Table
18), despite the overall increase in profit.

24. Consumer lending regulatory issues

Development | Regulators |Status

Credit card default OFT Decision — April 2006,
charges Implementation

Payment Protection OFT, CC, Investigations ongoing
Insurance FSA

OFT, EC
New Consumer Credit Act DTI, OFT Implementation

New Consumer Credit EC, DTI Negotiations ongoing
Directive

Notes:
OFT = Office of Fair Trading, CC = Competition Commission, FSA = Financial

Services Authority, EC = European Commission.
Sources: Authors’ research

In addition to the rise in credit losses, the UK consumer lending
sector faces regulatory pressure on important revenue streams.
The UK Office of Fair Trading (OFT) continues to investigate
interchange on credit cards, alongside investigations at a European
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level. It has already forced through reductions in credit card default
charges (overlimit and late payment fees), effectively setting a £12
cap on such fees. The OFT has referred the market for payment
protection insurance (PPI), a valuable source of commission income
for consumer lenders, to the UK Competition Commission for more
detailed investigation. The Financial Services Authority is also
investigating sales practices in the PPI market.

Having made it a central part of their businesses and enjoyed the
years of easy growth, one of the strategic issues facing the UK
retailer banks is responding to an unsecured lending market now
characterised by negligible growth (actual decline in card humbers
and use in the credit card segment), lower credit quality and
various regulatory pressures.

Current accounts

Despite moving into personal banking, no UK retailer bank has
chosen to offer a current account. As a result, no customer can
currently choose to ‘bank’ with Tesco or Sainsbury rather than say
Barclays or HSBC in the sense of having their core banking
relationship with the retailer.

The problem for the UK retailer banks is that the additional costs
and complex pricing of current accounts make it difficult to enter
the market with a viable, competitive offer.

First, the infrastructure requirements are greater for current
accounts than for other retail financial services. Branches may not
be essential, but are clearly more important. Similarly, while
cheque use is in terminal decline in the UK, it remains for the
moment difficult to offer a current account without a cheque book.

Second, given the UK tradition of “free” current account banking
when in credit, the burden of generating revenues is largely borne
either:

o Indirectly by customers (through low or zero interest on credit
balances and slow crediting of deposits) or

o Directly by the minority who stray into unauthorised overdraft
or who need occasional services for which specific fees are
charged (for example, same day payments, international
transfers, international debit card use).

Further, these revenue streams are under regulatory pressure. The
Office of Fair Trading is pursuing a test case on authorised overdraft
charges. It has already put pressure on the banks to improve the
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clearing cycle. Originally scheduled for November 2007, the UK
banks’ faster payments service is due to be introduced at the end of
May 2008.

25. Infrastructure requirements by type of account

Internet | Phone | Branch | ATMs | Automated | Visa /
(2) payments | M'Card
(3) (4)

Deposit
account - ° o
transfers only

Deposit
account - ° ° °? °
direct access

Current 5

° ° 'Y ° ° °
account
Credit card ° ° ° °
Term loans ° °
Mortgages ) °
Notes:

1. Use of a'?’ in cases where the infrastructure requirement may be common
though now not essential.

2. ATMs may be inside branch, outside branch, or remotely located, with
functions varying across ATMs

3. Participation in the interbank arrangements necessary for direct debits and
credit transfers.

4. Membership of the card networks necessary to issue internationally usable
payment cards on current accounts and revolving credit accounts.

Source: Authors’ analysis

Third, many customers remain reluctant to switch current account
providers.

There have been various initiatives to facilitate switching in the UK
current account market. The UK Banking Code (a voluntary code
which sets standards of good banking practice for financial
institutions to follow when they are dealing with personal customers
in the UK) now includes demanding conditions for banks on the
movement of current accounts to competitors.
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26. Current account economics

Cash withdrawals (ATMs)
Account Card / cheque payments
balance Income/
i salar
positive y Credit transfers/
—_—> direct debits
Account
overdrawn
Account in Account activity Account
credit overdrawn
e |Low / zerocost | e Clearing cycle e Interest on
deposits e Fees for overdraft
Revenue secondary balances
services e Unauthorised
overdraft fees
e Account e Account e Account
maintenance maintenance maintenance
e Transaction (including any
Costs processing unauthorised
overdraft costs)
e Cost of funds
o Web / sweep e Changes to e OFT
Market / facilities clearing cycle investigation of
regulatory | ® Lower interest bank charges
pressures rates reduce
endowment
effect
Sources: Authors’ analysis

However, the perception remains that current account switching is
difficult, with a high risk that something may go wrong.
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As a result, the UK current account market has seen much less
competitive activity than for example the credit card or deposit
account markets. Like the supermarket banks, other new entrants
in the UK personal banking market during the last decade such as
ING Direct and Egg have chosen not to offer current accounts.

Ironically, Sainsbury’s Bank cited the high level of low-yielding
current account balances in a press release in July 2007 promoting
its Internet Saver deposit account. According to the research by
Sainsbury’s Bank, up to 19 million adults in the UK have £13.6
billion in current accounts earning interest of only 0.1%. However,
no supermarket bank has decided to take on the challenge directly
and offer its own current account.

Comparison services

Does the launch by Tesco in September 2007 of its car insurance
comparison site signal a change in direction to the retailer’s
approach to financial services?

TPF had already dropped the direct offer of mortgages in favour of
“Tesco Mortgage Finder”, a mortgage advice service. Tesco
Mortgage Finder is provided by London & Country Mortgages (L&C),
a mortgage broker. TPF has made arrangements with L&C to
promote the Tesco Mortgage Finder and introduce customers to L&C
for mortgage advice and arranging.

The difference between mortgages and car insurance is that Tesco
is @ much larger provider in the latter market (and has withdrawn
from direct provision in the former). Itis now the third-largest
issuer of car insurance policies in the UK according to RBS (see the
following section), its joint venture partner in TPF. And RBS is the
largest car insurance provider in the UK. At the time of writing,
both Tesco’s own-brand car insurance and RBS’s Churchill brand
were among the insurers covered by Tesco’s new comparison
service, though not RBS’s market-leading Direct Line.

In some respects, Tesco offering its own-brand car insurance
alongside those of other providers is comparable to the role of own-
brand in grocery retailing. Across many product categories,
supermarkets’ own-brand goods are offered alongside those of
leading manufacturers. Indeed, as noted earlier, own-brand goods
have been significant in enhancing supermarkets’ overall brand
strength, and the platform that provides for diversification into
other consumer sectors.

130



Banking at the Checkout

But there are also important differences. With grocery items, the
supermarket buys from manufacturers or distributors and then sells
on to the end consumers. With financial services, the broker or
comparison service is not simply “stocking” the policies or loans of
the various providers. It is helping the customer find the most
appropriate policy or mortgage (which emphasises the greater
complexity of selling financial services compared with retailed goods
- see the Conclusions for further discussion). And, unless the
customer pays fees for the financial advice, the adviser’s income is
generally through commission from the provider of the financial
service (as in the case of Tesco Compare).

This raises a number of questions:

o Is it possible to be both an insurance provider and offer a
comparison service? Even if Tesco Compare treats Tesco Car
Insurance in exactly the same way as the other car insurance
companies, it will always have to defend itself against any
accusation of favouring Tesco’s own policies.

« Even if Tesco Compare always acts in the best interest of its
customers, a service that makes money “by getting an
introducer's commission from the car insurance providers” will
have to defend itself against any suggestion of favouring the
best commission payers rather than the best policies for
customers.

More generally, the launch of Tesco Compare raises the question of
where in financial services the supermarket can best match the
service it provides as a retailer of food and other grocery items.

Until recently the focus has largely been on retailers offering
financial services in their own name. However, with the growth of
the internet, the financial services comparison market has grown
rapidly and several major players such as (the ironically named in
this context) “moneysupermarket.com” have emerged in the UK. If
Tesco Compare proves successful, will Tesco refocus TPF more
generally on comparison services rather than direct provision?
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2.3.3 Market shares

In those financial services markets in which the retailers have
chosen to compete, they have built substantial businesses. As
documented in the preceding section, each retailer bank has several
million customers and loan / deposit portfolios of several billion
pounds.

But even allowing for the large customer bases and loan / deposit
portfolios, the businesses need to be seen in context. In each
segment, the retailer businesses have not been transformational.
They remain small relative to the overall UK personal banking
market. This is evident from an assessment of market share in the
main market segments.

27. Retailer banks - presence by market

Current accounts e No presence

e Both TPF and Sainsbury’s Bank with portfolios of
Savings accounts >£2 billion
e But UK market of >£600 billion at end 2006

e Marginal presence, no meaningful market share

Mortgages e No retailer currently offering mortgages

credit cards and e Both M&S Money a_n(_j TPF have unsecured loan
portfolios of >£3 billion

consumer loans e But UK market of over £210 billion

Sources: Companies, Office for National Statistics, Bank of England, Authors’
analysis

Consumer credit

Looking at credit cards issued, M&S Money reported 2.1 million
customers with an ‘&more’ credit card account at end March 2004
following the launch of the MasterCard badged card. M&S
commented that it made the retailer a top ten credit card operator
from a standing start. Tesco reported that TPF had 1.8 million
credit cards accounts at the time of its February 2006 preliminary
results. These are large portfolios, but they need to be seen in the
context of 72 million personal credit and charge cards in issue in the
UK in 2006 with an average of 2.3 cards per holder according to
APACS, the UK interbank payments group.

The more important measure is the size of the unsecured loan
portfolio, encompassing credit cards, personal loans and car loans.
Based on the most recent numbers available, both M&S Money (end
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2006, Chart 12) and TPF (end 2005, Chart 13) have unsecured loan
portfolios of over £3 billion while the portfolio of Sainsbury’s Bank
(end March 2006, Charts 14 & 15) is approximately £2.3 billion.

Again, these are large numbers. But again, they need to be seen in
the context of the UK consumer credit market, which is much the
largest in Europe. Barclays for example reported average
outstanding balances on its UK credit cards of £9.4 billion in 2006
(with, allowing for interest-free credit card balances, average
extended credit balances of £8.0 billion) and average consumer
lending balances on UK loans of £11.9 billion. This implies a UK
consumer credit portfolio for Barclays (excluding home loans) of
over £20 billion in 2006, over six times larger than each of the
retailer banks.

28. Retailers’ loan balances in context (£ billion)

M&S Financial 3 15
Services ) ;
Sainsbury's Bank 24
Tesc? Personal 3.4
Finance '
Barclays 213
0 5 10 15 20 25

Notes:

1. Note - figures not completely like-for-like. See notes below for details on date
and coverage for each company.

2. Marks & Spencer Financial Services: Loans and advances to customers as

at year-end 2006.

Sainsbury’s Bank: Loans and advances to customers as at March 31 2006.

Tesco Personal Finance: Loans and advances to customers as at year-end

2005.

5. Egg: Egg UK unsecured lending (credit cards of £3.6 billion and personal loans
of £2.8 billion) balances as at September 30 2005.

6. Barclays: UK credit card average outstanding balances (£9.4 billion) and UK
loans average consumer lending balances (£11.9 billion) for 2006.

»w

Sources: Company annual reports and earnings statements
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Arguably, the comparison with Barclays is not a like-for-like given
that Barclays is a long-established provider of consumer credit, and
was the first UK bank to issue a credit card. But when measured by
size of its consumer loan book, it is noteworthy that Egg, the
internet-based bank launched by the Prudential insurance group in
1998 and acquired by Citigroup early in 2007, grew more quickly
than the supermarkets despite launching at a similar time.

Like the supermarkets, Egg focused on credit cards and personal
loans. As of the end of September 2005 (the quarter before
Prudential bought out Egg’s minority shareholders), Egg reported
UK credit card balances of just under £3.6 billion and personal loan
balances of just under £2.8 billion. Its unsecured loan portfolio of
just under £6.4 billion was almost twice that of TPF and more than
twice that of Sainsbury’s Bank, despite having launched just after
the supermarket banks.

Total UK consumer credit outstanding was £212.9 billion at end
2006 (see Chart 23). This implies that even in the UK unsecured
lending market, the combined market share of the three retailer
banks was probably no more than 5% at end 2006.

Retail deposits

Both TPF and Sainsbury’s Bank have retail deposit portfolios of
more than £2 billion while M&S Money had retail deposits on its
balance sheet of approximately £1.3 billion at end 2006. However,
this is in the context of total UK resident sterling bank deposits held
by individuals and individual trusts of more than £600 billion at end
2006 according to the Bank of England.

The market shares of the retailers may be higher in the particular
segments of the retail savings market that they focus on (for
example, instant access savings), though there is a lack of good
market data at the level of relevant segments to make definitive
judgments.

However, it is interesting to compare the savings balances of TPF
and Sainsbury’s Bank with those of other recent entrants to the UK
market.

As of the end of September 2005 (the quarter before Prudential
bought out Egg’s minority shareholders), Egg reported UK savings
balances of just over £5.7 billion, despite describing its retail
liabilities as “primarily an element within Egg’s overall funding
strategy rather than an acquisition product”.
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ING Direct launched in the UK as recently as May 2003, and without
any great brand recognition in the retail market. It focused initially
on retail savings with its ING Direct Savings Account, though now
also offers (as at late September 2007) a Guaranteed Investment
Account and a Cash ISA. ING Direct reported funds entrusted in the
UK of €36.3 billion (approximately £24.4 billion) at end 2006.

29. Retailers’ savings balances in context (£ billion)

M&S Financial 13
Services )
Sainsbury’'s Bank 23
Tesc? Personal 23 :
Finance :
ING Direct 24.4
0 5 10 15 20 25 30

Notes:

1. Note - figures not completely like-for-like. See notes below for details on date
and coverage for each company.

2. Marks & Spencer Financial Services: Retail customer deposits as at year-
end 2006 (excluding credit balances on unsecured loans and advances). All
are ISA deposits.

3. Sainsbury’s Bank: Customer accounts (sterling interest bearing deposits) as

at March 31 2006.

Tesco Personal Finance: Customer accounts as at year-end 2005.

Egg: Egg UK retail deposits as at September 30 2005.

ING Direct: UK funds entrusted as at year-end 2006 (reported figure of

€36.3 billion converted into sterling at year end £/€ rate of 0.6715 (Source:

ECB)).

Sources: Company annual reports and earnings statements

ouk

Insurance

It should be added that all three retailer banks are active in the
main personal insurance markets (Table 8). However, they do not
publish comprehensive data on premium income and policies in
force, making the calculation of market shares difficult.
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Tesco is the most forthcoming. According to data on the TPF
website (available as of September 2007):

o Over 1.3 million in-force car insurance policies - firmly
established in top 5 UK car insurers

e« Over 400,000 home insurance customers

o Over 330,000 pet insurance policies - 2nd largest in UK

o« Top 10 travel insurer

And according to RBS’s 2006 annual report, Tesco Personal Finance
is the third-largest issuer of car insurance policies in the UK.

Tesco has clearly built a substantial insurance business, particularly
in the motor segment. However, to the extent it can be estimated
from available data, the share of the overall general insurance
business held collectively by the retailers’ financial services
businesses appears to remain comparatively small.

The Association of British Insurers produces a helpful breakdown of
general insurance retail sales according to how the insurance is
sold. The breakdown covers all major types of general insurance,
including motor, property, health and PPI.

According to the ABI statistics, retailers along with affinity groups
and utility groups accounted for 8% of general insurance retail sales
in 2005. However, retail sales through companies such as Tesco
Personal Finance and Sainsbury's Bank are categorised according to
how they are sold according to the ABI, ie if they are sold in stores
they fall under the retail category and if sold directly they fall under
the direct category. This means that they come under both groups.

Nonetheless, the fact that independent intermediaries accounted for
over 50% of sales, and the importance of providers such as Direct
Line in the "Direct” category that accounted for 22% of sales,
indicate that sales by and through retailer insurance arms remain
small in a total market context.

136



Banking at the Checkout

30. General insurance retail sales

Retailers / Other
affinitygroups /| __——— 2%
utility groups
8%

Direct
22%
Independent

intermediaries

55%

Banks / building

societies

7%

Company
agents
6%

Notes:

1. Retail sales covers non-commercial (ie domestic) business.

2. The chart covers all major types of general insurance, including motor,
property, health and PPI.

3. The chart covers total net premiums for personal business.

4. Insurance subsidiaries of banking groups are treated as the product is sold;
therefore for example Direct Line comes under the “Direct” category.

5. Retail sales through companies such as Tesco Personal Finance and
Sainsbury's Bank are categorised according to how they are sold, ie if they are
sold in stores they fall under the “Retailers” category and if sold directly they
fall under the “Direct” category. This means that they come under both
groups.

Source: Association of British Insurers

Competition

Overall, the comparisons with the likes of Egg and ING Direct
suggest that the impact of the retailers on their target financial
services markets may have been blunted by competition from other
new entrants and users of direct channels.

In addition to Egg (both consumer lending and retail deposits) and
ING Direct (retail deposits), other major competitors active during
the last decade in the retailers’ target markets have included:

o Smaller UK banks such as Alliance & Leicester and the Co-
operative Bank

o« The US ‘monolines’ in the credit card market- notably MBNA
(now part of Bank of America) and Capital One which began
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issuing cards in the UK in 1993 and 1996 respectively and now
rank among the largest UK credit card issuers.

« The major, high profile competitors in the general insurance
markets

There is also a sense that the supermarkets have not always
translated their reputations for good value into banking and have
often ended up offering services just like any other bank or insurer.

Some of the supermarkets’ financial services score highly in the
‘best buy’ tables - for example at the time of writing, Sainsbury’s
Bank’s Internet Saver account and the M&S Money ‘&MORE? And
Tesco Bonus credit cards in the credit card reward schemes
segment.

However, overall, an analysis in November 2006 by Which?, the
leading UK consumer body, offered a mixed assessment of retailers
financial services. It concluded: “"Some supermarket financial
products are at best average and at worst distinctly bad value”.

4
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Case study: ICA Banken

The ICA Group is one of the Nordic region’s leading retail companies,
with just around 2,300 of its own and retailer-owned stores in Sweden,
Norway and the Baltic countries. In 2001, ICA established ICA Banken
for its Swedish customers. It is one of the most ambitious
supermarket banks, offering a full banking service in competition with
the main Swedish banks.

1. ICA Group

The history of ICA dates back to 1917 in Vésteras in central Sweden,
when Hakon Swenson formed a purchasing center known as
Hakonbolaget. The idea was to enable individual retailers to join forces
to make joint purchases, establish stores and share their marketing
costs.

Within the ICA Group, the two largest companies are ICA Sverige and
ICA Norge.

ICA Sverige is one of Sweden’s leading retail companies, with a focus
on food and consumables. It is the main supplier to ICA retailers, who
own and manage their stores independently. ICA Sverige’s
responsibilities include sales, operations and new store openings.

ICA Norge is one of Norway’s leading retail companies, with a focus on
food and consumables. The stores are operated by the company or as
franchises. ICA Norge’s responsibilities include sales, operations and
new store openings.

ICA AB is owned by Hakon Invest AB (40%) and the Netherlands-
based Royal Ahold NV (60%). Due to a shareholders' agreement
neither party has control of ICA AB, and both share equal voting
power.

Hakon Invest, which is listed on the Nordic Exchange, is an investment
company specialising in the Nordic retail sector. It is 67% owned by
ICA-handlarnas Foérbund, the member organization for Sweden’s ICA
retailers. The remaining 33% is owned by individual shareholders.

Royal Ahold is a Dutch holding company that conducts retail
operations, primarily in the US and Europe.
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The ICA Group’s net sales were SEK 67,395 million (€7,282 million) in
2006. Of this, ICA Sverige accounted for SEK 47,927 million (71%)
and ICA Norge 18,359 million (27%). The ICA Group’s operating
income (operating profit before financial items and tax) in 2006 was
SEK 2,297 million.

2. ICA Banken - background and development

ICA Banken is a 100% owned subsidiary of the ICA Group. The bank
was established in 2001.

The number of customers using ICA Banken’s banking services
increased during 2006 to 285,000.

The number of bank cards issued by the bank rose by 40,000 during

2006 to 213,000. This followed an increase in bank cards of 31,000
during 2005 to 173,000.

1. ICA Banken - key figures

2003 2004 2005 2006
Business volume (1) 6,288 9,672 12,316 13,480
Total assets (SEK m) 4,902 5,917 6,660 7,365
Deposits (SEK m) 4,451 5,220 5,930 6,394
Operating income (SEK m) -166 -123 -82 (2) 11
Number of employees 130 121 154 174

Notes:

ECB).

1. Business volume = deposits + lending, including mortgage loans (which are
carried in large part on the balance sheet of mortgage partner SBAB).

2. Operating income for 2005 is restated due to changes in accounting principles
for the accrual of card fees (previously reported as SEK -75 million).

3. SEK/ € rate averaged 9.2544 in 2006 and was 9.0404 at end 2006 (Source:

Source: ICA Group

In addition to providing services to personal customers, the bank has
responsibility for payments infrastructure within ICA. In 2005, ICA

Banken also took over responsibility for the payment terminal

technology in Swedish ICA stores. In 2006, its responsibility was

140




Banking at the Checkout

extended to payment terminals in Norwegian ICA and Rimi stores.

Financially, at end 2006 ICA Banken’s total assets were SEK 7,365
million (approximately €815 million), an increase of 10.6% compared
with 2005. Total assets rose by 50% between end 2003 and end
2006.

The bank met its goal of achieving profitability in 2006, with operating
income for the year of SEK 11 million after the operating loss of SEK
82 million in 2005. The financial performance continued to improve in
first half 2007. Operating income was SEK 34 million compared with
an operating loss of SEK 3 million in the first half of 2006.

3. Services offered

As with many retailers, ICA’s cardbase has provided an entry into the
wider provision of financial services. ICA Banken administers ICA’s 3.1
million card customers. Among active customers, ICA reports that 1.6
million pay with their cards when they shop at ICA, while the rest use
their cards to accumulate bonus points.

By 2005, the proportion of ICA supermarket sales in Sweden on ICA
cards had reached approximately 25%.

ICA currently offers four cards. With the basic ICA Kort, customers can
either use it as a bonus card or also use it as a payment card in ICA
and Statoil. The ICA Bankkort Online is Maestro-badged. The ICA
Bankkort and Bankort Plus, which offer the widest range of banking
services, are both MasterCard-badged.

ICA Banken has agreements with the other Swedish banks on ATM
access. In cooperation with ICA retailers (who in Sweden own and
manage their stores independently), the bank has also added ATMs in
select stores. As of 2006, ICA Banken had 69 ATMs. The bank also
has special agreements with Nordea and Swedbank allowing their
customers to withdraw up to SEK 2,000 at cash registers in ICA stores.
This offer is now being extended to customers of Lansforsakringar
Bank.

Unlike the UK supermarkets, ICA Banken’s products include current
accounts, enabling it to offer a full personal banking service. In
addition to various bank cards, ICA Banken’s other services include
deposits, unsecured loans and mortgage loans.
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Mortgages are offered in cooperation with SBAB, the state-owned
Swedish mortgage lender. SBAB is the fifth largest mortgage credit
institution in Sweden after the mortgage subsidiaries of the big four
Swedish banks. In 2005, ICA Banken launched second mortgages.

ICA Banken continues to extend the range of financial services offered.
During 2006, ICA Banken entered into a cooperative agreement with
Nordnet (which claims to be the leading internet broker in the Nordic
region) that allows customers to trade mutual funds, equities and
warrants, and to save for retirement through individual pension savings
schemes. These services will be launched in the second half 2007. ICA
Banken also launched family accident insurance during 2006.

ICA Banken is largely an in-house operation, with an award-winning
internet platform supporting the retail channel. With the exception of
mortgages, loans and deposits are on ICA Banken’s balance sheet.
However, the agreements with SBAB on mortgages and Nordnet on
investments shows the bank’s willingness to partner with others on
expanding its services offered.

4. Comments

ICA Banken’s approach to financial services is similar in many respects
to that of the UK supermarkets. There are perhaps two major
differences.

First, ICA Banken is a 100% owned subsidiary of the retailer rather
than a joint venture with a bank (though, as its agreements with SBAB
and Nordnet demonstrate, with partners in specific product areas).

Second, ICA Banken offers a full range of core banking services,
including current accounts and mortgages. Indeed, as a result of the
agreement with Nordnet, ICA Banken claims it will be able to provide a
complete range of banking services to retail customers.

In terms of achievements, ICA Banken can point to its continuing
growth and the move into operating profit during 2006. ICA Banken
also highlights that it has the most satisfied customers of any Swedish
bank, according to a survey of the industry by the Swedish Quality
Index. It comments that product range and quality were the most
important factors behind its top ranking.

However, despite the satisfied customers, ICA Banken like the UK
supermarkets remains a small player in the overall retail banking
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market.

Sweden has a concentrated banking sector, with the four major
Swedish banks - SEB, Handelsbanken, Swedbank and Nordea - two
thirds or more of the market depending on the measure.

2. The banking market in Sweden - end 2006

Number of zﬂmz'tsffonnf Lending to the
Bank (1) branches in g . public (SEK

Sweden (2) the public bn)

(SEK bn) (3)

Swedbank 477 274.6 226.7
Nordea Bank 257 254.4 171.5
Handelsbanken (4) 457 245.3 292.5
SEB 196 226.1 152.3
Danske Bank, branch (5) 61 61.7 176.5
SkandiaBanken 1 25.4 20.9
Lansforsdkringar Bank 96 22.3 9.3
Other banks (inc. ICA 185 194.0 2557
Banken)
Total 1,730 1,303.9 1,305.4
Share of the big four 80% 77% 65%
Notes:

1. Figures for deposits and lending - Includes banks on a solo basis, ie when the
bank is a part of a financial group only the figures of the mother bank are
included. Possible subsidiaries are not included in the figures.

2. A branch is defined as an autonomous bank branch. Many banks also provide

certain banking services through agents like i.e. Svensk Kassaservice, petrol

stations and retail stores.

Deposits and funding from the public is excluding repos.

Including the subsidiary Stadshypotek Bank.

Largest Danish banking group. The bank operates in Sweden through

different brand names, eg Ostgéta Enskilda Bank, Bohusbanken and

Upplandsbanken. Lending to the public increased strongly during 2005. The

increase in lending is mainly a result of the fact that the mortgage lending

business, earlier in a separate subsidiary, has been moved in to the bank.

6. SEK / € rate was 9.0404 at end 2006 (Source: ECB).

kAW

Sources: Swedish Bankers’ Association, Statistics Sweden.

ICA Banken maintains that it, along with other niche banks such
Skandia subsidiary SkandiaBanken and Lansférsakringar Bank,
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continue slowly to capture market share from the big four. But the fact
that the big four continue to hold such high market shares is evidence
of how hard it can be to dislodge the established players in retail
banking, even with a strong brand and competitive product range.
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3. Conclusions

What conclusions can be drawn from the preceding analyses of
retailers as providers of financial services?

In reaching any conclusions, it is important to emphasise at the
outset that that there are significant differences between the
strategies pursued by the major UK retailers (and indeed most
retailers in Europe and Australia profiled in the report) and that now
being pursued by Wal-Mart.

The former have focused on mainstream financial services
otherwise largely supplied by banks and insurance companies. In
contrast, Wal-Mart is focusing on providing services to those outside
the financial mainstream - the “unbanked” and “underbanked”.
These differences in strategy reflect differences in market structure
and regulation.

However, there are also important similarities that shed light on
where retailers can be most effective as providers of financial
services.

We start with retailers entering the markets for mainstream
financial services otherwise largely supplied by banks and insurance
companies. We conclude by incorporating observations based on
Wal-Mart’s plans into the analysis.
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3.1 The case for.........

The proposition that the provision of financial services makes
commercial sense for large, successful, mass-market retailers
remains superficially persuasive. Several arguments appear to
support the case.

Successful diversification
First, retailers have already expanded successfully into adjacent
sectors.

Marks & Spencer successfully moved from being a nonfood
(primarily clothing) retailer into providing food and other products
to its customers.

The supermarkets had already diversified to varying degrees into
petrol retailing, newspapers and magazines, health and beauty
goods, kitchenware, household appliances, CDs, DVDs and even
online music downloads. The concept of the “one-stop shop”
extends the parameters of lateral diversification from the retailing
of goods to the retailing of services. The offer of financial services
adds to the cluster of adjacent household goods and services
around the core grocery range.

Market position and infrastructure

Second, the offer of financial services builds on the retailers’
existing position in the market, their store networks and other
infrastructure.

At a general level, there are similarities. Both retailers and banks
serve personal customers (though banks also serve the corporate
market). Both have a physical presence in shopping locations. The
provision of credit is important to both banks and (some) retailers.

The retail stores are a valuable resource for promoting and
supporting the offer of financial services. In comparison with new
entrants having to use channels such as direct mail or advertising,
they offer a readily available and low-cost marketing channel for the
display of product leaflets and other literature.

Those retailers issuing store cards in-house already have-a platform
capable of supporting other financial services.
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Market opportunity

Third, financial services is an attractive market because of the
combination of banks’ high profitability (banks earning high returns
on equity from their retail operations) and their often poor
reputations among customers. Retailers’ stronger brands and
expertise in marketing and customer service appears to give them a
source of competitive advantage over the banks.
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3.2 The case against...........

If this, in outline, is the case for retailers diversifying into
mainstream financial services, what is the case against?

As a starting point, it is worth noting that while retailers have
moved into financial services, it is inconceivable that bankers would
move into food or general merchandise retailing. It would be
astonishing to hear Citigroup announce plans to open supermarkets
or Chase announce plans to move into department stores. Imagine
doing your weekly shop at Barclays or popping into NatWest to buy
some underwear - the scenarios are unimaginable.

So why do retailers see retail banking as an opportunity while banks
would not contemplate the reverse? Do retailers have a
comparative advantage over banks that justifies this asymmetry in
their perspective?

A more detailed comparison of retailing and retail banking suggests
that there are good reasons to doubt this, and that the commercial
rationale for retailers offering financial services is less compelling
that it first appears.

Core skills
First, the core skills remain very different in retailing compared with
retail banking.

Retailers’ core skills are sourcing products, buying well,
merchandising and fulfilment of the purchase by the consumer.

These skills may transfer readily to other retail sectors. For
example, supermarkets may use their superior buying power to
secure competitive advantage over specialists in health and beauty
retailing. But they transfer less easily to financial services. The
buying power of large retailers’ is a much less effective competitive
weapon when competing against the banks.

And a new set of core skills — for example risk, interest rate and
liquidity management, and regulatory compliance - are needed to
succeed in financial services (which is one of the main reasons why
many retailers outsource the funding and management of their
store card to specialist providers).
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Retailing financial services

Second, financial services are not merchandised in the same way as
tangible products sold in retail outlets. Only a limited humber of
financial services such as one-off travel insurance and foreign
currency are purchased through a single transaction at a set price
comparable to a retail transaction.

Core personal banking services such as current (checking) accounts
and mortgages involve the provision of an account on a long-term
basis for the customer. Customers have to go through an
application process, with the possibility of rejection.

The pricing of financial services is more complex, and often
expressed as a percentage of the loan or deposit balance. The
discounts, special offers and sales that are fundamental to retailing
work less well when applied to financial services.

Perhaps the nearest a retailer has come to literally retailing a
financial service is Tesco’s travel insurance, where its Clubcard
holders can pick up a pack in-store and take it to the checkout with
the rest of their shopping. As soon as the insurance pack is scanned
along with the Clubcard, the customer is insured. Auchan
subsidiary Banque Accord has also moved in this direction, selling
personal loans in “blister-packs” in Italy and France.

TPF’s delivery of travel insurance is probably as close as financial
services can get to grocery shopping. But there are very few
financial services that can be sold in this way. Indeed, whatever
retailers’ aspirations to cut through the complexity of financial
services, compliance requirements related to data protection,
identity confirmation and money laundering often push in the other
direction.

Stores vs branches

Third, despite the fact that they may be neighbours in the local
shopping centre, retail stores are very different from bank
branches.

Retail shops are outlets for the sale of goods. Customers come to
browse and/or purchase specific items. Retailing is more of a visual
business than banking. Factors such as the presentation of the store
and packaging and display of goods are central to business success.

Bank branches are sometimes described as a distribution channel.

150



Banking at the Checkout

But this is in many ways a misleading description. Banks are not in
the distribution business (other than perhaps for cash itself). You
will struggle to find a checkout or shopping trolley in a bank branch.

Bank branches are principally places for the management of bank
accounts. Customers may visit a branch to enquire about/apply for
a banking service. But most branch visits are for carrying out
transactions on existing accounts. These are mainly transactions
associated with current and deposit accounts:

o Paying-in cheques

o Paying-in / withdrawing cash

o Arranging more complex transactions that cannot be arranged
remotely, for example large value or foreign payments

o Carrying out transactions which require a signature

The differences in function apply across the other channels

- notably the telephone and internet - through which both retailers
and banks communicate with their customers. A retailer’s
ecommerce site is designed principally to enable customers to
purchase goods online. An e-banking site is designed principally to
enable customers to manage their bank accounts online.

Similarly, the offer of credit is important to the business of both
banks and retailers (or at least retailers in certain sectors). But
again, this should not disguise the fundamental differences. In
retailing, the offer of credit is used to support the core business. In
banking, it forms part of the core business of financial
intermediation - turning savings into loans (ie credit).

1. Retailing and retail banking — similarities and differences

Similarities Differences

Shared personal consumers Distribution of physical goods (retailing)
VS
Provision of intangible services (banking)

Shared retail presence Sale of physical goods (retail shops)
through shops and branches | vs
Management of accounts (bank branches)

Importance of retail Supports core business (retailing)
payments & credit to the VS
business Part of core business (banking)

Source: Authors’ analysis
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Retailers can buy in the necessary banking infrastructure and
expertise. As we have seen, Tesco and Sainsbury’s moved into
financial services through partnership with banks. In theory, the
banking expertise can then combined with the retailer's brand
strength and reputational advantage to winning effect.

But having to buy-in operational expertise from a bank may restrict
the scope for the retailer to do banking in a different way. Banking
partners may be reluctant to sanction financial services that are
critical (even implicitly) of their own services.

Credibility

Fourth, a retailer’s brand needs to be broad and flexible enough for
it to be credible with consumers as a supplier of financial services
not directly linked to the retail business. But this brand strength
and reputational advantage may not prove sustainable.

For example, in the case of Marks & Spencer and Sainsbury, their
credibility as providers of banking services was damaged by the
well-publicised decline in performance of the parent retailers during
the late 1990s.

This points to an inherent problem for retailer banks. The retailer’s
strength as a consumer brand has to be sustained over time if it is
to provide its banking business with ongoing support. Though a
strong consumer brand may take a retailer into markets several
steps removed from its core business, a healthy core business is
needed to sustain the platform provided by the brand in other
sectors.

When the core business is performing strongly, the retailer’s strong
reputation provides the incentive and functions as a platform for
investing in the supply of other consumer goods and services. But
when the core business performs poorly, senior management will
inevitably be under pressure from investors to focus on sorting out
its problems. The retailer’s senior management may conclude that
ventures such as financial services are too peripheral to the core
business and decide to withdraw.

In some respects for example, Marks & Spencer’s sale of M&S
Money represented a partial exit from financial services at a time
when the incumbent management were faced with the threat of
takeover. And, as it focused on fixing the core UK business, the
sale of M&S Money followed Marks & Spencer’s divestment of its
retailing businesses in Continental Europe and has been followed by
the sale of Kings Super Markets in the US.
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3.3 What works....

Even if a retailer’s brand is broad and flexible enough for it to be
credible with consumers as a supplier of financial services, success
is likely to depend on it being selective in the services offered.

Credit cards

As already noted, credit cards are in many respects a special case.
Retailers with no, or very limited further ambitions in financial
services (and/or who lack a sufficiently broad and flexible brand to
support the wider offer of financial services) may want to issue a
credit card because of the importance of credit as a support service
to the core retail business, and because of the value of the card as
a loyalty tool and source of data on customers.

It is worth noting that many companies in other sectors (from
airlines and hotel chains to football clubs) offer co-branded credit
cards for similar reasons without wider ambitions in personal
banking and insurance.

Prepaid cards

Though the market is in its infancy in the UK, it is worth adding that
prepaid cards may present comparable opportunities to UK retailers.
Prepaid cards do not offer access to credit, and their pricing
presents a challenge in a UK-context given the tradition of debit and
credit cards without a monthly or annual fee. Further, in
comparison with Wal-Mart's strategy with prepaid cards, the
“unbanked” and “underbanked” markets are much smaller in the UK
than in the US.

However, prepaid cards are easier to issue than credit cards, they
can be issued to all applicants without risk of rejection, and retailers
continue to benefit from their lower acquisition and distribution
costs compared to many other card issuers.

Prepaid cards can be positioned as either complimentary to, or
alternatives to, existing co-branded or private label credit cards. A
prepaid offer enables individuals who do not currently qualify for a
credit card - and would be rejected if they did apply - to have a
partner-branded card, with the associated benefits such as
discounts. It will also appeal to customers who want a partner-
branded card but, even if they qualify, are not interested in a credit
card. (See Partnering to make prepaid pay, Steve Round and Peter
Welch, European Card Review, Sept/Oct 2007)
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2. Product appeal to retailer banks

Service Appeal Comments
Credit card Special e May appeal to retailers with no wider
case ambitions in financial services because of
value to the core retailing business
Personal Strong e Suited to direct provision
loans e Easy to administer (repayments by direct
debit)

e Builds on any in-house credit card
platform (M&S)

e Strong growth in market (at least until
2004/05)

Insurance Strong e Already migrated to direct provision
(impact of Direct Line, etc)

e Simpler, “quote” based pricing rather
than complicated percentage rates (£x
per year to insure your car/pet/home....)

e Lower marketing & recruitment costs
compare with insurers reliant on TV,
radio & other forms of advertising

e Easy to administer (premium payments
by direct debit)

Savings Strong e Suited to direct provision (excluding
accounts branch based accounts)

Scope to compete on price

Easy to administer (scope to use stores -
see examples cited in text)

Mortgages Limited e More complex customer assessment
process

e Potentially long-term agreement

e Strong competition from existing

providers
Current Weak e Heavy infrastructure demands
accounts o Difficulty in competing on price in the

context of “free banking” in the UK
e Customers’ reluctance to switch accounts
e Regulatory pressures on key revenue
streams

Note: This table has been put together from a UK perspective and in part reflects
UK market structure and pricing. However, many of the points are likely to have
a wider application to retailers offering financial services.

Source: Authors’ analysis
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Beyond credit cards

Beyond credit cards, the challenge is to identify those financial
services that are closest to retailing — that can benefit most from
the application of the retailer’s core skills.

In summary, those financial services most attractive to retailers are
likely to be:

o Simpler, transactional services (as opposed to those requiring
complex, ongoing account management)

o Services already “disengaged” from traditional banking and
insurance models and delivery structures (such as many types of
insurance in the UK)

« While offering opportunities for growth and competitive pricing

The accompanying table is no more than a broad summary (in a UK
context) of the product appeal of mainstream financial services to
retailers. However, it highlights the variations in appeal between
different financial services depending on the detailed characteristics
of each service.

Use of the retail store

The retail stores are a valuable resource for promoting and
supporting the offer of financial services while the checkouts can be
used to a limited extent as proxy counters.

Retailers have been imaginative in using their stores to support the
financial services offered. For example, holders of Tesco’s instant
access savings account can use their Tesco savings card to:

For example, holders of Tesco’s instant access savings account can
use their Tesco savings card to:

o Pay in cash at any main store checkout (except Tesco Express
and petrol filling stations)

« Take out up to £100 a day at any main store checkout (except
Tesco Express and petrol filling stations) or £500 a day at the
customer service desk

o Pay in cheques at main store checkouts at over 500 stores.

Similarly, Sainsbury’s ‘SaveBack’ scheme allows Sainsbury's Bank
instant access saver customers to add to their savings at the
checkout of their local Sainsbury's store when paying for their
shopping with a debit card.
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Retailers, particularly supermarkets, had already successfully
combined retailing and financial services at the checkout through
offering cashback on debit card purchases. Cashback was
introduced in 1990 in the UK. It is in many ways the model

More generally on cash acquisition, ATMs can be located in, or
outside stores at no disruption to the retail business. However,
there are practical limits to the use of checkouts as proxy branch
tills. For large retailers, and particularly for supermarkets, it is
essential to maintain throughput at the checkout. Allowing what
may be time-consuming transactions at the checkout of the kind
often undertaken in bank branches would significantly disrupt the
core retail business. More generally, use of the store is always likely
to remain secondary to the core retail business, and be under
pressure to justify its occupancy of valuable selling space by the
core business.
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3.4 Strategic positioning

In conclusion, from a strategic perspective how is diversification into
financial services by retailers to be understood and positioned?

The provision of financial services takes retailers beyond the natural
boundaries of horizontal diversification based on sector expertise.
However, by moving into financial services, retailers are hardly
reinventing themselves as conglomerates comparable to GE or
private equity specialists such as KKR.

3. Strategic positioning of retailer banks

Type of company  Expansion strategy

Opportunities to improve
performance through the

1. Conglomerates / application of general
private equity operational & financial
manage ment sKkills
(eg GE, KKR)

Strong consumer brand
that is applied across
sectors to new
value opportunities
(eg Virgin, easyGroup)

Degree of
diversification

Horizontal diversification
based on sectoral expertise
(eg supermarkets diversifying
into other retail sectors)

3. Sector specialists

Source: Authors’ analysis
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In some respects, the move by retailers into financial services is
most comparable to the way in which disruptive value brands such
as Virgin and easyGroup move between structurally diverse
consumer sectors (air travel, music retailing, mobile telephony,
hotels). The 'value' brands enter a market where they see high
prices and consumer dissatisfaction, bringing a fresh, convention-
challenging approach.

However, it is worth noting that value brands are not always
successful in their ventures, and have (in the UK at least) made
only a limited impact on retail financial services.

The implication is that diversification into financial services can
leave retailers in a strategically ambiguous position. They are
unlikely to succeed as full-service competitors to banks and
insurance companies. The greatest opportunities lie in simpler,
transactional financial services that best fit their core skills and
competitive approach.

A selective approach to financial services may make good business
sense. Marks & Spencer built a highly profitable, if niche financial
business based largely on using its in-house store card platform to
expand into personal loans.

And a pragmatic willingness to launch and, if unsuccessful,
discontinue particular services applies in many ways traditional
grocery retailing behaviour to the financial services market. Food
and other grocery products are continually being launched, tested
and withdrawn by large supermarkets.

But at the same time, the gaps in their banking product ranges sit a
little uncomfortably with the supermarkets’ ‘one stop shop’
approach to core household shopping. Unlike with groceries, an
unwillingness to offer current accounts and mortgages leaves the
supermarkets unable to meet their customers’ core financial needs.

Ultimately, while it may make good business sense, a selective
approach limits the retailers to being niche players in financial
services.

Further, with all of the major UK retailer financial services ventures
now at least partly-owned by a major bank, they remain firmly
within the ambit of their notional competitors. The major banks are
clearly willing to partner the retailers; HSBC’s acquisition of M&S
Money leaves three of the big five UK banks with retailer
partnerships while HBOS demonstrated its commitment by buying a
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further 5% of Sainsbury’s Bank despite the joint-venture’s poor
financial performance to date. This suggests that the banks see the
retailers as less a direct competitive threat to their own core retail
banking businesses and more as useful additional channels for
business.
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3.5 The Wal-Mart approach

Where does Wal-Mart approach fit into these conclusions?

As noted at the outset, Wal-Mart approach is very different from
that of the UK retailers in two important respects:

o First, it has been shaped significantly by regulatory constraints.

e Second, these regulatory constraints have pushed Wal-Mart
towards financial services targeted at the “under-banked”. In
contrast, the UK retailers have focused on the “banked” market.

More generally, the UK retailers have used their national networks
and the strength of their brands as a platform for offering financial
services. In contrast, supermarkets have smaller market shares
and weaker brands in the US than in the UK and some other
European markets (see for example America’s time-warp
supermarkets, John Gapper, Financial Times, June 10 2007),
leaving them less well-positioned to “stretch” their brands into
financial services.

There is also a strong tradition of in-store branching by banks in the
US that does not exist in the UK. And this is in the context of a
retail banking market that remains much more fragmented than in
much of Europe. There remain thousands of regional and local
banks in the US, in contrast to the consolidation of banking markets
around a small number of national institutions that is now common
in many European countries.

Finally, as the furore over Wal-Mart’s application for an ILC charter
demonstrated, there is a strong cultural and legal tradition in the
US of keeping banking and commerce separate (see for example
Wal-Mart and the Separation of Banking and Commerce, Arthur E
Wilmarth Jr, Connecticut Law Review, Volume 39, No. 4, May
2007).

For these reasons, whatever Wal-Mart’s ultimate ambitions if its
application for an ILC charter had succeeded, the provision of
financial services by US retailers is developing in a different
direction. There is much less of a focus on the mainstream banking
and insurance markets targeted by UK retailers.

That said, there is one basic point on which the experiences of Wal-
Mart and the UK retailers overlap. The UK experience suggests that
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simpler, transactional financial services are those that best fit the
core skills and competitive approach of mass-market retailers.

The easy-to-issue prepaid cards and other basic money services
offered by Wal-Mart represent financial services at their most
transactional. Services such as check cashing, money orders and
money orders are one-off, transactional services. Though the
prepaid Wal-Mart MoneyCard is designed for ongoing use, they are
easier to issue than credit cards or other credit/account-based
financial services. No credit check, bank account or other
commitment is required in order to obtain one of the cards.

The “under-banked” and “unbanked” market (at which these
services are primarily targeted) is much larger in the US than in
most Western European countries — both in absolute numbers and
as a proportion of the adult population. Despite its failure to win a
banking charter, the size of the market may therefore present Wal-
Mart with a greater opportunity to develop its presence in financial
services than is available to many European retailers.
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