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SUSTAINABLE WORKPLACE PRACTICES CAN HELP
COMPETITIVE POSITIONING IN THE RETAIL SECTOR

Sector/Industry | Retailer

Company | ClearBridge Investments

Integration technique ‘ Operating costs

We evaluated a major US retailer whose unique model
allows the company to successfully balance shareholder
returns and customer value with employee and sustainability
responsibility. The retailer operates a membership model
whereby customers pay an annual fee in return for

big discounts on products. The company stocks fewer
product varieties than a typical retailer (around 3,700
items, compared to over 100,000 items at the largest US
retailer), and predominantly stocks large pack sizes. As well
as increased buying power allowing it to drive down the
prices paid to suppliers and charged to consumers, the bulk
purchase model benefits the company through:

= bulk packaging requiring less material — and using the
same packaging to ship merchandise as to display
it — which reduces costs while being environmentally
friendly;
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= bulk products being less labour-intensive to stock,
allowing for significantly higher revenue generation per
employee (orange column in figure 1).

We like the retailer as an investment due to:

= its high recurring stream of income from the annual
membership fee (about 70% of operating profits);

= |ower online disintermediation risk than other retailers
due to already industry-low margins;
= believing its profitability will be less at risk from wage

increases than its competitors due to its notable fair
treatment of staff.

Figure 1: Revenue per employee. Source: ClearBridge Investments, company reports

600 — 567

500 —

400 —

300 —

$000s

247

200 —

100 —

One of the largest costs for retailers is employees, and

the US is in an environment of an increasingly tight labour
supply and rising minimum wages. In Massachusetts, the
minimum wage has risen 38% over three years to US$11

per hour and cities including Los Angeles are moving the
minimum wage to US$15 per hour by 2020. State-mandated
minimum wage increases across the US are driving the
national wage closer to US$9 per hour even as the federal
mandate stays unchanged at US$7.25.
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As an example of this impact, the largest US retailer
announced it will raise its starting minimum wage to US$10
per hour nationally and overall average hourly wages will
reach around US$12.50. This will come at a run-rate pre-
tax cost of US$2.7 billion, which has effectively reduced
the company’s earnings power 11% (Retailer 2 in figure

3). Another major retailer announced a similar increase in
wages and will face an 8% drop in earnings (Retailer 3 in
figure 3).
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Figure 2: US federal minimum wage vs. state population weighted national minimum wage. Source: ClearBridge Investments, US Dept. of Labor
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The retailer we evaluated pays significantly more than
other retailers due in part to the high revenue generation
per employee resulting from its warehouse membership
model. The average SG&A expense per employee excluding
occupancy and advertising costs (a useful proxy for wages
and benefits), shows that this retailer pays its employees on
average 27% above its peers.

The company tells us this contributes to low employee
turnover, leading to better execution in stores (more
efficient stock management/less theft and damage to on-
sale items/store cleanliness), high revenue productivity and
high membership renewal rates. The retailer already paying
industry-leading compensation means that wage increases
have less impact on profitability: earlier this year, our thesis
was proven correct as the retailer announced changes to
its pay structure with an EPS impact of just 2% (retailer 1 in
figure 3).

Figure 3: EPS impact from wage pressure for three leading US
retailers. Source: ClearBridge Investments, Bloomberg, company

reports

Retailer A Retailer B Retailer C

EPS 2014 $5.02 $5.07 $3.16
Wage pressure -$0.08 -$0.54 -$0.25
Other factors $0.63 -$0.34 $0.58
EPS 2016 $5.56 $4.19 $3.49
Wage pressure % of ‘14 EPS 2% 1% 8%
2-Year chg. 13% -17% 10%
Wage pressure -$0.08 -$0.54 -$0.25
Potential impact on stock price* -$2.00 -$8.64 -$5.00
Potential market cap impact ($mn) -$883 -$28,011 -$3,480
% of stock price at announcement 1% -10% -8%
*Includes 2-yr fwd p/e

Definition: The run rate refers to the financial performance of a company based on using current financial information as a predictor of future performance. Selling,
general and administrative expenses (SG&A) are reported on the income statement as the sum of all direct and indirect selling expenses and all general and
administrative expenses of a company. Earnings per share (EPS) is the portion of a company's profit allocated to each outstanding share of common stock. The
forward price to earnings (P/E) ratio is used to compare a company's current P/E ratio with future projections. It can also be used to compare two different

companies with a forward-looking focus.

All investments involve risk, including loss of principal. Past performance is no guarantee of future results. Equity securities are subject to price fluctuation
and possible loss of principal. The views expressed are as of the date indicated and are subject to change. These opinions are not intended to be a forecast of future

events, a guarantee of future results, or investment advice.

©2016 Legg Mason Investor Services, LLC, member FINRA, SIPC. Legg Mason Investor Services, LLC and ClearBridge Investments, LLC are subsidiaries of Legg

Mason, Inc.





