
Food, Beverage, and Tobacco (30-20)
United States

Industry Type (09/22/08):                       Slow Grower
         

Key Indices:                                                    S5FDBT                                                         Recommendation:                                                Hold
Description and Summary:

The Food, Beverage, & Tobacco industry (FDBT) consists of many different types of companies.  Food companies either are early to middle stage processors (agribusinesses) or food manufacturers and packagers.  Non-alcoholic beverage companies are broken up into franchise companies (brand owners) which own the trademarks and the formulas for the concentrate; and bottlers which manufacture, sell, and distribute the products under the brand names of the franchiser.  Alcoholic beverage companies are broken up into the beer, wine, and spirits sub-sectors.  The tobacco industry consists of farmers, dealers, and manufacturers.  The FDBT industry is a hold because of the unfavorable business, regulatory, and legal risks in some of the sub-sectors, especially tobacco. 
International Competitive Structure:
High barriers to entry have created a highly-concentrated structure in the FDBT industry.  Although the industry is highly concentrated, the industry remains very competitive.  The food industry is the most competitive of any of the sub-sectors because of the wide variety of niches available for production and the least regulation.   On the other end of the spectrum, the U.S. Tobacco industry has turned into an oligopoly primarily because of a highly mature domestic market, and the economies of scale needed to cover taxes levied by governments, lobbying costs, and litigation costs. These economies have created high barriers to entry in the tobacco sector.  The non-alcoholic beverage sector is highly concentrated, with 89% of U.S. sales attributed to beverage giants Coca-Cola Co., PepsiCo, and Cadbury Schweppes.  The key to profitability in the FDBT industry is a high degree of brand loyalty and brand name recognition, which leads to higher operating profit margins.
Strengths:

1.   Many companies in the FDBT industry have a high degree of brand recognition and loyalty.  Some of these companies include Coca-Cola Co., Anheuser-Busch, Kraft Foods, and Phillip Morris (part of Altria Group).  This type of brand equity enables opportunities for market share growth, product line extension, and penetration in new markets.
2.  FDBT industry in non-cyclical. Companies in the FDBT industry often make products which are staples of a consumers’ budget.  As such, FDBT companies are generally less sensitive to declines in the business cycle than companies in other industries.  During declines in the business cycle, consumers often shift FDBT consumption from high-priced brands to cheaper alternatives.
Weaknesses:

1. The FDBT industry is highly regulated.  Food and Beverage products are regulated by the FDA and the USDA.  Tobacco products are regulated through the Master Settlement Agreement.  This regulation increases production costs, making penetration by discount producers and entry by new companies very difficult to obtain.    
Opportunities/Trends:

1.  The U.S. is becoming an increasingly health-conscious. U.S. consumer’s search for healthy alternatives is evident in the growth of bottled water, yogurt, organic products, and light beer
2.  As developing countries become more and more affluent, the demand for consumer products will continue to increase.  Economies such as Asia, Eastern Europe, and Latin America have and will continue to be targets for increased market penetration of U.S. FDBT companies.  Many U.S. companies already have significant penetration in these markets through joint venture relationships and brand equity.  
3. Tobacco consumption is declining. Cigarette consumption declined approximately 1.9% from 1994-2003 and fell 4% in 2007. Declining social acceptability of smoking and state legislation will result in an acceleration in the historical consumption decline.

Threats:

1.  FDBT industry companies are involved in the production of final goods from raw materials. Commodity prices are a very important determining factor of profits. Costs for commodities - such as grains, packaging materials (e.g., glass and aluminum), energy, and fuel used for delivery - have been much higher, resulting in lower margins. Adding to the upward pressure on commodity prices is the increased use of biofuels as an alternative energy source. Additionally, uncontrollable environmental factors could negatively affect crop yields, resulting in rising input costs.
2.  Retailers (especially supermarkets and “big-box: retailers) of FDBT products are increasingly using private-label brands to increase their own profitability.  Consumers often purchase commodity-like grocery items based on price, which has resulted in increased consumption of private-label brands.  Private-label sales have increased steadily in the last ten years, now commanding a 17% market share worldwide.
Key Valuation Ratios to Watch:

Price ratios, margin comparisons, brand equity, product mix, geographic distribution, and innovation.  
Key Items to Watch: 

Commodity prices, disposable income, & interest rates
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