
Food and Staples Retailing (30-10)
United States
Industry Type (9/20/06):                          Slow Grower
         

Key Indices:                                                      S5FDSR
Recommendation:
                                                  Hold


Description and Summary:

The Food and Staples Retailing (FDSR) industry is made up of several types of companies.   These companies most often fall in the categories of food retailers, wholesale clubs, and drugstores.  Food retailers are stores dedicated to at least 50% grocery items.  Under the food retail umbrella we find supermarkets, conventional supermarkets, superstores (each “super” distinction is made on the size of store), combination stores, and supercenters.   Combination stores are very large and hold many more items than conventional supermarkets and they usually have a pharmacy on site.  Supercenters mix a discount store and supermarket/drugstore combination, with additional services such as banking, restaurants, and dry cleaning.  Examples of supercenters include Wal-Mart Stores Inc. and Target Corp.  Wholesale clubs are a membership retail/wholesale hybrid with a limited variety of products offered in bulk within a warehouse atmosphere.  Drugstores are broken up into independent and traditional-chain types.  Independent drugstores are very small and 90% of revenues come from the pharmacy portion.  Chain drugstores are much larger and can attribute only 60% of revenues to pharmacy sales.  The FDSR industry is a hold because of the very competitive nature of the business.
International Competitive Structure:

The FDSR Industry is highly competitive with a highly-commoditized product.  Wal-Mart, of course, is the king of the FDSR Industry.  Because of its purchasing power, Wal-Mart demands the lowest prices from suppliers and passes those low prices on to consumers.  Additionally, Wal-Mart is planning on increasing its square footage by 8% in 2006.  Other firms differentiate by servicing a specific niche, such as Safeway.  Safeway has taken efforts to develop a brand which provides an upscale shopping experience.  Other companies compete head to head with Wal-Mart by cutting costs and ramping up scale by making acquisitions.  Drugstores are increasingly consolidating through acquisitions, creating opportunities to take advantage of scale.  Walgreens is the established leader, with close to 35% market share.  Because of the intense price competition which exists, operating profit margins are quite low for the FDSR industry.
Strengths:

1.  The FDSR industry sells staple products, and as such, the industry is considered non-cyclical.  This stability helps management teams to focus on initiatives to improve market share, brand position, and operating effectiveness.  Additionally, this stability reduces the downside risk to the FDSR industry as compared to cyclical companies which face significant risk in market declines. 
Weaknesses:

1. Because of the commoditized nature of the FDSR industry, margins have been on average lower than the S&P 500.  Because of the low margins, the FDSR industry must become increasingly efficient.  Technological advancement in systems is improving, but data must be better interpreted to lead to greater amounts of sales through various marketing, sales, and store organization efforts.
2.  In the FDSR Industry, controlling costs is crucial.  Product costs account for between 70 to 75% of sales.  Labor costs are the supermarket’s greatest operating expense.  Many supermarket chains are unionized, which leads to even higher labor costs.  These high costs lead to extremely low margins, and a mere 1% difference in net margins can differentiate strong and weak companies.
Opportunities/Trends:

1.  The drugstore portion of the FDSR industry has many positive trends in its favor.  These include the aging U.S. demographics, healthcare reforms, and growth in generic drugs sales.  Currently, the elderly represent 12% of the U.S. population, but they account for 33% of all prescriptions written.  In 2030, the elderly population is predicted to increase to at least 20% of the population. Additionally, the new Medicare laws passed in 2003 were fully implemented in January 2006.  These law changes allow more of the 42 million people in the U.S. who are eligible for Medicare to receive prescription drug coverage.  Finally, the trend of increased use of generic drugs instead of branded prescription drugs will increase drugstore margins and sales volumes.
2.  The increased use of private brands is helping to improve brand image, customer loyalty, and operating profit margins.  These positive changes can be made because the improving quality of private-label brands, which has helped them to gain more popularity.
3.  Niched FDSR players can continue to differentiate themselves from other food retailers through an enhanced product offering.  These products include an increase in healthier foods such as “organic” foods.  Additionally, other stores are offering a much higher quality of ethnic foods to service the growing diverse U.S. population.
Threats:

1.  Within the industry, players may continue to try to reduce prices, which will lead to perfect competition, a situation that will lead to little economic profits.  Differentiation is key to gaining economic profits.  
Key Valuation Ratios to Watch:

Along with the traditional valuation ratios PE, EVA, and PB, look for qualitative factors such as store locations, traffic, and other retailing trends.
Key Items to Watch: 

Key items to watch are inventory efficiency measures, debt levels, real GDP growth.
Performance versus the S&P 500 (in %):
                  02
03
04
05
06
 07YTD
S5FDSR
-18.6
-1.4
3.5
-4.1
    7.1
4.5

SPX
-22.0
28.4
    10.7
4.8
15.6
8.5

Excess
3.4
-29.8
-7.2
-8.9
-8.5
-4.0
GDP 
2.7
2.7
4.2
3.5
3.5
2.6
Sources:
Standard and Poor’s, and Bloomberg
Bus M 416, Fall 2007, Analyst:  Nathan Urry  Nathan.urry@gmail.com 


