
Food and Staples Retailing (30-10)

United States
Industry Type (9/07/10):                          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. 

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. It is thought that a longer-term shift will continue in some large overseas economies toward a growing middle class, and improved nutrition and lifestyles, which we expect to boost the use of packaged foods.

Strengths:

1. The industry fights recessions fairly well. Consumer spending does not tend to be very cyclical, and that is an attractive defensive attribute for food retailers.  Americans spent $1.12 trillion on food products in 2008, up 2.7% from $1.09 trillion in 2007. When times get tough, consumers reduce or eliminate many expenditures, but food is one item that none of us can seem to do without.
2. Less dining out bodes well for food retailers. In 2008, 53.4% of food product spending in the US was for food prepared at home. This was up from 53.0% in 2007. As consumers prepare more meals in their own homes during hard economic times, they will depend more on food retailers for their ingredients. 
Weaknesses:
1. Firms have very little pricing flexibility. The US food and beverage marketplace is very mature, meaning thousands of firms and intense competition. Because of this, firms seeking to raise prices must make monumental efforts in the areas of customer loyalty and brand awareness.

2. Food companies remain challenged by volatile commodity prices. Their challenge is to find an optimal balance between their ingredient costs, the prices they charge for their products, and the volumes they sell. 
3. A stronger US dollar hurts international revenues. Many firms see more attractive margins in less developed economies, but overseas profits translate into fewer US dollars if the dollar rallies. 
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 purchases are growing fast. These are store brands that are generally less expensive and attract price-conscious consumers. Currently, private label purchases account for about 16% of US food spending. We do not expect this trend to fade very quickly (if at all) in the near future. 
3.  Organic and ethnic foods are increasingly popular. Niche 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. For example, refrigerated yogurt sales increased 7.6%, to $3.40 billion, in the 52 weeks ended April 19, 2009. Retailers are also 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% in 2008.
Threats:

1. Tough times hurt sales for premium products. This could mean that consumers are less likely to buy some healthier products that carry slightly higher price tags. 
2. Consumers may first work through their current food inventory. Following sizable declines in home and stock prices, as well as rising unemployment, we believe that consumers are feeling poorer. This could mean that they elect to use the food they have at home before making additional purchases. Smaller portions and skipping meals could also hurt food retailers. 
3. Increased competition could sap profit margins.  If sales momentum slows and companies have a hard time covering fixed costs, companies will seek to capture market share by undercutting each other.
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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