
Food and Staples Retailing (30-10)
United States
Industry Type (9/21/08):                          Slow Grower
         

Key Indices:                                                      S5FDSR
Recommendation:
                                                  Hold
Top 5 Picks:               KR, GIS, HRL, DEG, & IMKTA
Description and Summary:

The Food and Staples Retailing (FDSR) industry consists of companies in such categories as food retailers, wholesale clubs, and drugstores.  Food retailers are identified as having 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 highly-commoditized products.  Wal-Mart dominates the global FDSR industry. Sam’s Club is Wal-Mart’s vehicle of choice for expansion. Carrefour (France), Ahold (Netherlands), Metro Group (Germany), and Tesco (U.K.) are the top 4 global leaders in the FDSR industry behind Wal-Mart. In the U.S. Wal-Mart, Kroger, Target, Costco, Albertson’s, Safeway, SuperValu, Publix, Food Lion, and C&S Wholesale are the top 10 leaders in the FDSR industry. 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 through acquisitions.  Drugstores are increasingly consolidating through acquisitions, creating opportunities to take advantage of scale.  Because of the intense price competition which exists, operating profit margins are quite low for the FDSR industry.
Strengths:

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

1. The FDSR industry has low margins. On average, FDSR industry margins have been lower than the S&P because of the commoditized nature of the FDSR industry. Low margins lead the FDSR industry to become increasingly efficient. 
2. Controlling costs is crucial.  Product costs account for between 70 to 75% of sales.  Labor costs are a supermarket’s largest operating expense.  Many supermarket chains are unionized, which contributes to higher labor costs.  High costs lead to low margins; a 1% difference in net margins can differentiate between strong and weak companies.
Opportunities/Trends:

1.  Increased use of generic drugs over prescription drugs will boost drugstore margins and sales volumes. The elderly represent 12% of the U.S. population, but account for 33% of prescriptions written. The elderly population is predicted to increase to at least 20% of the total population by 2030.  
2.  Private label brands improve brand image, customer loyalty, and operating profit margins. Private label, or store brands, will tend to do better than branded goods in times of economic weakness. Private label sales have grown 12% over the 52-week period ending April 2008. 
3.  Organic and ethnic foods are increasingly popular. Niched FDSR players can continue to differentiate themselves from other food retailers through an enhanced product offering such as organic and ethnic foods. 
4. Demand for healthy foods continues. Retail yogurt and granola snack sales have increased 8% and 7.7%, respectively, as of April 2008. Retailers are placing stronger focus on fresh entrees, salads, and ready-to-eat meals. Sales of cookies declined 1.9% and sales of carbonated soft drinks fell 1.1%.
Threats:

1.  Price competition provides little economic profit. As a result, major food retailers are relying more on service and added value, rather than relying on price competition alone.  
2. Consumers seek value during a recessionary economy. Discounters and wholesale clubs stand to benefit. Current economy conditions will require upscale retailers to sacrifice margins to maintain sales volume. 
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, and real GDP growth.
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