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FOREWORD

The Coca-Cola Retailing Research Group is studying
the influence of a number of factors on food retailing
during the 1980's. This report is one of a series of
three performed for the group.

The Coca-Cola Retailing Research Group wishes to
express its appreciation to Robert L. Grottke of
Arthur Andersen & Co. who authored this report.
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INTRODUCTION

Retail food store sales reached $199 billion in the U.S. in
1979--$93 billion in food chains, $96 billion in independent food stores,
and $10 billion in convenience stor‘es.1 Dollar sales increase over 1978
was 11%, somewhat less than the 13.3% annuai rate of inflation measured
by the Consumer Price Index. Such results have been reasonably
consistent throughout the decade of the 1970's--dollar sales increases
achieved through price gains with tonnage movement remaining
relatively flat.

Effects of inflation on the food distribution industry were widely
evident during the 1970's. Two decades of relative food price stability
following World War 1l had given the industry some insulation from
public criticism. This period of caim ended abruptiy with sharp price
increases, beginning in the late 1960's and continuing throughout the
1970's. A storm of criticism from a new breed of consumer activists
and government interventionists made the retail food store a focal point
for public complaints about the havoc inflation can wreak on family
budgets.

Meanwhile, a period of rapid growth and new store development
was giving way to industry caoncern for "overstoring" in many areas.
Competition grew even more intense. By the end of the decade of the
70's, bankruptcies and wholesale store closings had become aimost

commonplace. A new generation of low cost outlets began to win

1. Progressive Grocer, "47th Annual Report

of the Grocery Industry," April 1980.



adherents from operators intent on controlling escalating operating
expenses, even if that meant eliminating services and reducing the
product assortment to which a generation of shoppers had grown
accustomed. These warehouse and limited assortment stores had the
additional advantage of a lower capital investment.

From one point of view, however, the competitive turmoil was just
an undercurrent, as traditional supermarkets remained the most
successful store format during the 1970's. Many operators continued to
develop future plans around extra-large, multi-department supermarkets
known as super stores. And the fastest growing industry
segment--convenience stores--built success not on low cost but speedy
service and easy access.

Nevertheless, it is well recognized within the industry that
inflation has done much more than simply to deflate dollar sales gains.
It has affected operating expenses and capital needs as well. This
impact of inflation may be well-recognized, but careful review of the
industry operating and financial trends presented in the following
report can still be a sobering experience. The extent of distortion of
information about performance caused by inflation may not yet be fully
recognized or incorporated into future planning. The accounting
profession has taken the unprecedented step of prescribing a whole new
set of inflation-engendered rules. A question that might be asked at
the outset is: "Can the food distribution industry learn to live by
these new rules?"

This report analyzes historical operating and financial trends in

the food distribution industry during the 1970's, and extrapolates



potential trends of the future, basing projections upon information and

data generally availabie from public sources.



Objectives of Report

The overail objective of this report is to examine various
projections of future trends in the food distribution industry, based on
past results and other known factors. To accomplish this, the report
analyzes operating resuits of a major segment of the food distribution
industry for the past decade, and adjusts those results for inflation

using the most current accounting principles.

Specific objectives include the following:

1. To review the aggregate operating resuits of a representative

segment of companies operating or supplying food stores.

2. To adjust those results for the effects of inflation using
current accounting standards and relate the adjusted

operating results to productivity trends in the industry.

3. To project future operating trends ©based on past

performances and specific assumptions.

4. To analyze rates of return on equity and debt capital using

historicai and inflation-adjusted data.

S. To analyze general operating characteristics of various types
of stores, including key operating factors, and discuss their

potential for the industry.



STUDY APPROACH

To analyze historical trends of the food distribution industry,
published reports (both annual reports to shareholders and Form 10-K)
of a representative selection of large and medium-sized publicly held
food retailers and food wholesalers were examined. Annual data from
these companies were accumulated into aggregate data, which has been
used in the analysis. Some of the food retailers and food wholesalers
included in the anaiysis may be in businesses other than the food
distribution business; however, the total operations of these companies
have been included in the analysis. Companies that have continuously
operated or supplied food stores from 1970-1979 were the only ones
included in the analysis in order to achieve comparability.

While the data were not adjusted for differences in accounting
principles and procedures, except for the differences in valuing
inventories on FIFO or LIFQ, the accounting principles followed by the
companies are reasonably similar, so results should be comparable. A
significant change in the reporting of financial information occurred in
1977, when the Financial Accounting Standards Board (FASB) required
companies to include certain qualifying leases as an asset and a liability
on their balance sheets. Capitalized lease data have, however, been
segregated in the analysis in order to isolate their effects, and in some
cases restatements of earlier years were made to achieve reasonable

comparability.
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Adjustments for Inflation

Data reported by these companies were adjusted for inflation by
applying newly prescribed accounting rules of the Financial Accounting
Standards Board, known as Statement No. 33. These new rules
represent the first requirement by the accounting profession in the
U.S. to adjust financial statement data for the effects of inflation.
FASB's statement requires certain data to be adjusted for inflation and
reported on a supplemental basis for financial statements covering fiscal
years ending after December, 1979. The major accounting concepts of
the statement have been applied to the reported data included in this
report because (1) they are the current rules for adjusting for
inflation, and (2) they will afford comparability to future reports.

The new rules require that sales for a five year period be stated
in constant dollars, i.e., dollars with equivalent purchasing power.

The new rules also require an adjustment for inflation to
inventories and to depreciation. These adjustments are reflected in
supplemental profit and loss statements. They generally reduce
reported net income for the annual inflation in inventory and the
understatement of depreciation due to inflation. The new rules also
require a calculation of gain or loss on purchasing power applicable to
cash, receivables, payables, debt, etc., which is shown on a
memorandum basis separate from the inflation-adjusted net income.

Appendix 1 contains a detailed discussion of the effects of inflation
on food store operations, and an explanation of how the new rules
adjust for these effects. It also contains information on additional

aspects of the study.
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ANALYSIS OF OPERATING TRENDS--

PUBLICLY OWNED RETAILERS

In analyzing operating trends of the industry, the amounts shown
in company financial statements have been aggregated initially on a
historical basis as reported; that is, without any adjustment for
inflation. The figures have then been restated for the major inflation
adjustments as required by the newly prescribed accounting rules of
the FASB.

Exhibit 1 shows the aggregate comparative operating resuits of 20
large and medium-sized public food retailers for the period 1970 to
1979. Sales as reported increased from $27 billion to $64 billion.

Some companies made significant acquisitions during the decade.
in addition, those companies followed a generally consistent pattern of
modernizing to larger stores. Overall square footage of selling space
increased from approximately 237 billion square feet in 1970 to 283
billion square feet in 1979, despite significant reductions in selling
area, caused by extensive store closings by several companies inciuded

in the group.

Gross Margins

Gross margins as a percent to sales increased slightly from 1970 to
1971, then declined for two consecutive years before beginning a period
of steady increases through 1978. In 1979, they decreased slightly.
Operating expenses have increased from 1975 to 1978, then decreased
somewhat in 1979. The recent trend reflects the ever-increasing cost

of doing business, which pushes gross margins up to cover operating
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costs and provide a net profit. Interest expense as a percent of sales
has increased from a .32% level to .48% with a peak of .50% in 1977 and
1978, as total debt and interest rates have both increased. Since 1977,
interest on capital lease obligations has been included in interest
expense rather than operating expense, due to changes in capital lease
gccounthwg rules.

Gross margins as reported have also been reduced as more of the
companies included in the analysis adopted the LIFO methed of valuing
inventories. In 1970, only two companies in the analysis used LIFO,
whereas in 1979, all but four of the companies were on LIFO. |If the
gross margins were calculated on a strict FIFO basis, they would have

increased as follows:

Gross
Margin Gross Percent of Sales
as Margin Increase as as
Year Reported On FiFO (Decrease) Reported Adjusted
(in millions)

1970 $5,500 $5,492 $ (8) 20.36% 20.3%36%
1971 5,865 5,876 11 20.40 20.40
1972 6,178 6,181 3 19.82 19.82
1973 6,816 6,777 (39)* 19.62 19.50
1974 8,001 8,089 88 19.96 20.18
1975 8,986 9,026 40 20.17 20.26
1976 9,917 9,948 31 20.38 20.44
1977 11,271 11,337 66 21.47 21.59
1978 13,051 13,113 62 22.39 22.50
1979 13,963 14,154 191 21.80 22.10

“One major company switched
from LIFO to FIFO

Net Income
Net Income as a percent to sales was the highest in 1970 at 1.09%,

and decreased significantly during the middie of the decade. Net

14



income in 1974 was particularly low, because one company provided a
large store closing reserve. The last five years have been generally
increasing, ranging from .95% in 1975 to 1.08% in 1979. If the net
income were adjusted based on valuing inventories at FIFO, it would

have increased as follows:

Net Net |ncome

Income if all Percent of Sales

as Companies Increase as as
Year Reported On FIFO (Decrease) Reported Adjusted

(in millions)

1970 $293 $289 $ (&) 1.09% 1.09%
1971 293 298 5 1.02 1.02
1972 217 219 2 - .70 .70
1973 273 253 (20) .79 .73
1974 176 220 Ly Jbb .55
1975 423 443 20 .95 .79
1976 416 432 16 .85 .89
1977 495 518 33 .92 .99
1978 598 629 31 1.03 1.08
1979 692 787 95 1.08 1.23

On a FIFO basis, the profit percent in 1979 would be the highest
of the decade. However, these profits have not been adjusted for
inflation.

Exhibit 2 is a statement of sources and uses of funds (working
capital) for the same companies from 1970 to 1979. The major sources
of cash flow consist of net income and depreciation (a non-cash charge
which is added to net income to obtain cash funds from operations).
Dividends and property additions represent the major uses of funds.

The analysis shows a shortfall of funds provided from operations

over uses in all but three of the ten years. The aggregate shortfall

15



for the ten vyears was $450 million. During this same period, these
companies borrowed a net amocunt of $827 million in long-term debt, and
they issued $224 million in equity securities to cover the shortfall and
to increase working capital to support the increased investment in
inventories and other assets. In 1977 and later vyears, capital lease
additions and obligations show as uses and sources of funds because of

the change in accounting rules.

16
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Depreciation Shartfall

An excess of net property additions (gross additions, less
proceeds from sales and retirements) over depreciation caused most of
this cash flow shortfall. Depreciation during the period was $4.5
billion; however, net property additions were $6.6 billion, or $2.1
billion in excess of depreciation. Estimates indicate that $.6 billion of
this was probably expansion, and $1.5 billion can be attributed to
inflation.

Net income for the period was $3.9 billion, while dividends paid
were $1.7 billion, leaving $2.2 billion reinvested in the business to
cover part of the property additions in excess of depreciation and other
cash needs. Net income for the five-year period 1970-1974 was $1.3
billion and dividends paid were $.7 billion, for a payout ratio of 56%.
Income for the period 1975-1979 was $2.6 billion and dividends paid
were $1 billion, for a 38% payout ratio. Improvements in net income in
the 1975-1979 period have provided for both a higher dividend and a
larger amount of reinvested earnings.

Exhibit 3 is an aggregate balance sheet of these companies for 1969
and 1979. The inventory has been converted to FIFO for those
companies on LIFO for consistency and to evaluate the investment

required for inventories in current dollars.

18



COMPARATIVE BALANCE SHEETS--FOOD RETAILERS

EXHIBIT 3

Cash
Receivables
Inventory

Prepaids

Total current assets

Short-term debt and
current maturities

Accounts payable
Accruals
Other

Total current
liabilities

Net working capital

Fixed assets, net

Capital leases

Cther

Total long-term assets

Long-term debt

Deferred taxes

Capital lease obligations
Other

Total long-term
liabilities

Equity

#¥A11 but

Source:

(in millions)

As Reported 1979

Adjustment as Increase
1969 1979 to FIFO Adjusted (Decrease)

$ 400.1 3 865.3 3 - $' 8§65.3 $ 465.2
196.8 440.1 - 440.1 243,73
1,909.4% 4,873.2 492.9 5,366.1 3,456.7
1id. 4 398.1 - 398.1 253.7
$2,650.7 $6,576.7 $492.9 $7,069.6 $4,418.9
$ 116.8 $ 313.7 $ - $ 313.7 $ 196.9
1,141.2 3,131.4 - 3,131.4 1,990.2
280.5 1,105.7 - 1,105.7 825.2
61.3 185.6 - 185.6 124.3
$1,599.8 $4,736.4 8 - $4,736.4 $3,136.6
$1,050.9 $1,840.3 $492.9 $2,333.2 $1,282.3
$2,040.8 34,721.4 $ - $4,721 $2,680.6
- 1,828 - 1,828 1,828.5
170.4% 478 .7 - 478.7 308.3
$2,211.2 $7,028.6 3 - $7,028.6 $4,817.4
$ 579.4 $1,457.5 $ - $1,457.5 ¢ 878.1
100.9 210.5 246 .4 4£56.9 356.0

- 2,182.7 - 2,182.7 2,182.7

89.4 231.9 - 231.9 142.5

$ 769.7 $4,082.6 $246.4 $4,329.0 $3,559.3
$2,492.4 $4,786.3 $246.5 $5,032.8 $2,510.4

two companies on FIFOC

-19-
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Aggregate Balance Sheet

The increase in inventory of $3.5 billion represents increases due
to increased items in inventory and increased prices due to inflation.
By recalculating the inventory in 1979 on a constant dollar basis, the
increase of inventory values applicable to inflation can be estimated at
$2.1 billion. The balance of the increase of $1.4 billion is due to
increased units of inventory.

Of the total increase in inventory dollars, $2 billion was financed
by an increase in accounts payable. The following table shows the

annual ratio of payables to inventory during the period:

Accounts % of Payables

Inventory Pavable to Inventory
(FIFO Basis)
(in millions)
1970 $2,048 $1,317 64 .3%
1971 2,213 1,341 60.6
1972 2,455 1,486 60.5
1973 2,945 1,756 59.6
1974 3,431 1,821 53.1
1975 3,521 2,043 58.0
1976 3,936 2,218 56.3
1977 4,304 2,553 59.3
1978 4,773 2,845 59.5
1979 5,366 3,131 58.3

Source: Annual reports of 20 selected food chains

The greatest precentage of inventory financed during the period
was in 1970. It appears that increased needs for cash led vendors to
tighten terms, and somewhat reduced accounts payable as a source of

funding inventories.
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On a constant dollar basis, working capital has decreased $163 million,
rather than the nominal increase of $1.3 billion.

The increase in fixed assets represents the increased dollars
required for replacements and expansion and acquisition.

The amount shown for capital leases in 1979 was $1.8 billion versus
nothing in 1963. This is due to a change in accounting rules during
tl:ue period, requiring that certain qualifying leases be capitalized on the
balance sheet starting in 1977. There is also a liability for capitalized
leases of $2.2 billion in 1979. An estimate of what these amounts would

have been in 1970 is $1 billion for the asset value and $1.2 billien for

the liability amount.

Inflation Adjustments

The graph below shows the effect of converting sales for the
period to constant dollars using 1970 as the base year, the increase in

sales due to year to year inflation and historical data.

SALES OF FOOD RETAILERS

$70[
o} S
50}
40
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20}

3 1 1 1 { 1 1 1 )
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‘eesers Historical ====-Yearto year inflation —— Constant dollars
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The increase in constant 1970 dollars (adjusted for inflation) was
from $27 billion to $34.3 billion. Although the constant doilar increase
was much less than the reported increase, it is still very significant,
particularly compared to the industry as a whole, where constant dollar
sales for the decade showed very little growth.

The largest portion of the real sales growth was achievgd during
the period 1970-1974, when sales increased from $27 billion to $31.6
billion. From 1975-1979 the real sales increase was from $32.1 billion to
$34.3 billion, a 7% increase, or an average of just over 1% per year.
On a reversal of this trend, 1979 constant dollar sales decreased to
$34.3 billion from the $34.7 billion reported in 1978.

Exhibit 4 shows the results of the companies included in the
analysis on Exhibit 1, adjusted for inflation. The inflation adjustments
have been made in accordance with the recently issued accounting
rules, as previously discussed.

Two major inflation adjustments affecting inventories and
depreciation have been made. Inventory increases due to price inflation
were calculated using the CPl, and the amounts of these increases have
been charged to income as an additional cost of sales. The annual
expense for depreciation was increased to reflect inflation on each
asset, and the additional charge for depreciation is included in
operating expenses. In connection with this calculation, estimates of
the useful lives of assets were made.

inflation adjustments dropped aggregate net income from $3.9
biltion to $.26 billion, or a decrease of $3.6 billion. In other words,
inflation wiped out virtually all profits for the 1970-1979 period. With

inflation figured in, 1973 and 1974 turn from profit to loss years. As

22
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noted above, 1974 results were affected significantly by a large store
closing write-off by one company. The aggregate amount of inventory
inflation written off during this period was $2.1 billion and the
additional amount of depreciation charged was $1.5 billion.

These adjustments for inflation had the effect of decreasing gross
margins by about .4% of sales and increasing operating expenses about
.4% of sales. Net income as a percent of sales, which averaged .89% on
a historical basis, fell to an average of .09% of sales.

Exhibit 5 restates the source and uses of funds for the inflation
adjustments made to inventory and depreciation. This shows that the
real aggregate shortfall of funds provided by operations was $2.6 billion
rather than the $450 million shown in Exhibit 2. The difference
represents the gross increase in the value of inventory due to inflation.
Even after the sources of funds from debt and equity, there is a net

decrease in working capital of $1.1 billion.
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Purchasing Power Gains on Debt

An additional inflation adjustment to consider is the purchasing
power gain that results when the companies hold a net monetary
position of debt in excess of cash and receivables. The new accounting
rules require that this purchasing power gain (or loss) be reported
separately from inflation-adjusted net income. It is shown for these 20
companies on Exhibit 4 below net income.

Net monetary debt includes long-term debt and capital lease
obligations.  However, the companies hold a significant number of
operating leases which are not recorded on the balance sheet and on
which a purchasing power gain is also accruing.

As the companies have increased their debt to finance the
additional dollars needed for inventory and equipment replacement, the
purchasing power gain associated with holding the net liability position
increases as inflation continues. The larger the annual rate of
inflation, the bigger is the purchasing power gain.

The portion of the purchasing power gain that results from
long-term debt and capital lease obligations is viewed by some
accountants as an adjustment of the interest. One economic theory
states that the real interest on debt is about 1% to 3%, and any
additional amount is due to inflation. The following schedule relates
that portion of the calculated gain on purchasing power arising from

long-term debt and capital lease obligations to the interest expense.
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Analysis of Interest Expense
(in millions)

Purchasing

Historical Power

Interest Gain on Debt Net
1970 $ 90 $ (35) $ 55
1971 90 (24) 66
1972 110 (25) 85
1973 130 (74) - 56
1974 190 (123) 67
1975 200 (71) 129
1976 200 (52) 148
1977 260 (126) 134
1978 290 (291) 1
1979 310 (452) (142)

$1,870 $(1,273) $ 597

The schedule indicates that the gain on purchasing power
significantly reduces interest expense, particularly in 1978 and 1979.

This is an example of why interest rates have increased so
significantly this year. Lenders sometimes have to scramble to increase
rates quickly enough to catch up to inflation. The net gains of 1978
and 1979 were caused by high rates of inflation applicable to those
years. If inflation should decrease in future vyears, particularly
compared to higher current interest rates, purchasing power gains

would fall below historical interest expenses.

Inflation Effects on 'Retained Capital

Exhibit 6 shows a reconciliation of historical net income to
inflation-adjusted net income. Results may be adjusted to reflect the
impact of inflation on inventories and depreciation, but only the

adjustment made to inventories can be used to adjust income for tax
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purposes. Thus, the message from this analysis is that although
income can be restated for the inflation adjustments on inventory and
depreciation, taxes paid can be adjusted only to reflect inflation
adjustments to inventory (i.e., LIFO). The effective tax rate increases
from the 40% to 50% level to effective rates ranging from 63% to 568% and
averaging 93%. By adopting LIFO, these companies could have obtained
the approximate tax benefits applicable to the inflation adjustment for
inventory. However, during this period, not all the companies have
adopted LIFO and many did not adopt LIFO until late in the period as

shown by the following schedule:

Number of Companies Adopting LIFO

1970 2
1974 4
1975 3
1978 2
1979 5

16

Four companies still have not adopted LIFO, some because of the
overriding tax benefits from net operating loss carry-forwards.
Additional tax relief is needed, however, to mitigate the effect of
inflation on the additional dollars needed to replace property and
equipment in periods of inflation.

Exhibit 6 also shows that dividends were partially or completely
paid out of capital in every vyear. An excess of $1.4 billion of

dividends over income was paid during the period.
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Return on Invested Capital

There are several accepted methods which can be used to measure
return on invested capital. The effects of inflation should also be
considered when making these calculations in order to compare all
results in equal amounts of purchasing power.

Return on shareholders' equity is one of the most common measures
used to measure performance. The traditional method is to relate
historical net income to historical equity (i.e., book wvalue of common
stock). To account for the erosion of real returns caused by inflation,

however, these additional measurements should be considered:

- Inflation-adjusted net income as a return on historical equity

- Inflation-adjusted net income as a return on inflation-adjusted
equity

- Inflation-adjusted net income and purchasing power gain on debt

as a return on inflation-adjusted equity and purchasing power

gain.

inflation-adjusted net income used in these calculations is the same
as shown in earlier exhibits in this report. Inflation-adjusted equity
was calculated by adjusting retained ear'hings at the beginning of 1970
to the current dollar value of inventory and of property and equipment.
Each year this adjusted equity was increased by inflation-adjusted net
income and the annual increase in purchasing power gain and reduced
for dividends paid. Each year an additional adjustment was made to
increase inventory and property and equipment to current dollars. The

FIFO wvalue of inventory was assumed to represent current dollars.
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The following graph shows the relationship in the aggregate for
the companies of historical equity, inflation-adjusted equity and market

value.

| Billlons
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Inflation-adjusted equity and market value generally exceed
historical equity. Inflation-adjusted equity and market value were
approximately equal from 1973 through 1976. From 1977 to 1979,
inflation-adjusted equity exceeded market value. Significant purchasing
power gains on net debt caused this in 1978 and 197S.

| Market values are also affected by other factors such as net

income and divident payments.

Return on Common Shareholders' Equity

The following graph shows net income as a return on shareholders'

equity using the various concepts discussed above:
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As can be seen from the .above graph, the return on shareholders'
equity after adjustment for inflation, on whatever basis, is less than
the return as calculated on an historical basis. While there is always a
positive return when considering purchasing power gain, it would be
considered low by conventional standards. Because of large purchasing
power gains in 1978 and 1979, the return on a full inflation-adjusted

basis increased significantly.

Ratio of Stock Market Price to Earnings

The stock market investor has apparently also adjusted the net
reported earnings of these companies. As the following table shows,
even while the historical return on equity has been increasing, the

ratio of the stock market price to historical net income™ has been

decreasing.
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Ratio of Stock Market Price to

Inflation~-

adjusted

Net Income
Iinflation- and

Historical adjusted Purchasing

Net !ncome Net Income Power Gain
1970 14.4 36.0 23.6
1971 15.7 28.3% 22.6
1972 20.4 67.7 38.2
1973 13.4 loss 43.2
1974 23.7 loss 52.5
1975 10.1 52.6 15.3
1976 11.2 48.0 19.5
1977 9.3 70.8 14.2
1978 8.3 301.3 9.8
1979 7.4 loss 6.7

The figures on the left are also sometimes referred to as the
Price/Earnings (P/E) ratio. On an inflation-adjusted basis, the multiple

is much higher unless purchasing power gain is also considered. One

conclusion that could be drawn is that the stock market investor
recognizes that reported results are overstated because of inflation and
so buys stock only when mulitiples are lower. However, on an
inflation-adjusted basis excluding purchasing power gain, the multiple
appears high. This is probably because investors have not had good
information on the specifics of the effect of inflation and because they
are sometimes willing to buy these equities at higher multiples.

The column on the far right, which has the purchasing power gain
on debt in the adjusted figures, shows consistently high price/earnings
ratios except for the last two years, when the market place has dipped
significantly. This ratio has generally been much higher than the

historical P/E ratio, except in 1978 and 1979.
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The following table shows the dividend yield for these companies

for the period:

Dividend Yield to Stock Market Value

1970 3.43%
1971 3.20
1972 3.07
1973 3.41
1974 3.52
1975 3.59
1976 3.73
1977 4.28
1978 4.39
1979 5.1

No inflation adjustment is needed for this analysis since dividends
are paid in current dollars, and stock market prices are also in current
dollars. These numbers should adjust themselves to inflation.

The schedule shows that yields have been low, but have been
increasing in recent years. These companies have had to reinvest much
of their net income in the business to finance expansion and the effect

of inflation, so dividend yields have been low.

Debt/Equity Ratios

The ratio of debt to equity has been affected by many
circumstances during the ten-year period reviewed. Because of
inflation, the companies have had to incur much additional debt to
finance inventory and replace equipment. Equity capital markets have
not been attractive, because of low price/earnings ratios.

In 1977, changes in financial reporting rules required that capital
leases be recorded on the face of the balance sheet, thereby increasing

the recorded debt of these companies.
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while this accounting change did not change the economic facts, it
served to highlight, particularly to the nonsophisticated reader of
financial statements, the debt position of food distribution companies.
However, there remains a significant amount of lease debt not recorded
on the balance sheet which is classified as operating leases.

Since shareholders' equity on an historical basis is generally
understated in terms of current dollars, the ratio of debt to equity is
also adversely affected.

The following tables have been prepared to illustrate the effects of
changing capital ratios both on an historical basis and considering the

effects of inflation:

Historical Basis

Elements
of Capital 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

Long-term

debt 21% 20% 21% 23% 24L% 24% 23% 24% 26% 23%
Equity 79 80 79 77 76 76 77 76 74 77
Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

The above table is based on long-term debt and equity only; it
excludes deferred tax liabilities and capitalized, lease obligations because
capitalized leases have only been recorded since 1977. On an historical
basis, the debt-to-equity ratio changed slightly during the period after
a 26% debt high in 1978. There were some significant additional debt
issues in 1980, immediately after the prime rate dropped from its
historical 20% high. Therefore, the trend to a larger percentage of

debt capital may continue in the 1980's.
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The increase in equity is almost entirely from retained earnings.
There were few stock issues over this period except for stock
dividends, the exer‘ciée of stock options and stock issued for
acquisitions.

The foliowing table shows the relationship between debt and

inflation-adjusted equity:

Infiation-adjusted Basis

Elements
of Capital 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

Long-term

debt 20% 19% 20% 23% 22% 22% 20% 17% 18% 15%
Equity 80 81 80 77 78 78 80 83 82 85
Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Debt would not be adjusted for inflation because it is a fixed
obligation. Therefore, the significant purchasing power gains resulting
from holding a net monetary debt position during inflation transfer to
shareholders' equity and help the debt-to-equity ratio, adjusted for

inflation.

Debt/Equity Ratio Including Capital Leases

Since 1977, changes in reporting rules have required that certain
leases be recorded as debt on financial statements. While the way
supermarkets do business did not change (i.e., store facilities are
leased), financial reports now reflect more leverage. Prior to 1977, the
SEC required supplemental disciosure of the impact of leases under
different criteria, so no comparable data on capital lease obligations is

publicly available.
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The following table shows the effect of capitalized Ieases,
obligations and deferred taxes. Capitalized leases have been estimated

for 1970 to facilitate a reasonable comparison.

Historical Basis

1970 1977 1978 1979
Long-term debt 15.0% 17.0% 18.3% 17.0%
Capital lease obligations 25.8 26.4 25.5 25.3
Deferred taxes 2.1 2.8 2.8 2.4

Equity 57.1 53.8 53.4 55.3
100.0% 100.0% 100.0% 100.0%

This schedule. shows the impact of capital leases and deferred
taxes on the capital structure of the companies.

The following table shows the same data with equity adjusted for

inflation:
Inflation-Adjusted Ratio
Elements

of Capital 13970 1977 1978 1979
Long-term debt 14.6% 13.4% 14.1% 12.3%
Capital leases 25.2 20.8 19.6 18.4
Deferred taxes 2.0 2.2 2.1 1.7
Equity 58.2 63.6 4.2 67.6

100.0% 100.0% 100.0% 100.0%

37



This indicates that the ratio of debt to equity is better when the
full effects of inflation are considered. Debt and capitalized leases are
not adjusted for inflation because they are fixed obligations, and the

purchasing power gain on these debts accrues to sharehciders' equity.

Return on Total Capital

Another measure of performance is the relationship of earnings to
total capital--both debt and equity. In this calculation, the after-tax
cost of the interest on the debt capital is added to earnings. Ancther
way of looking at this calculation is that it represents the return on the
net assets invested. Net assets is defined as all assets less current
and long-term liabilities, but not formal debt capital.

The following table shows the return of historical net income and
inflation-adjusted net income to total capital invested. Both net incomes
have been increased by the net after-tax cost of interest on long-term

debt and capitalized leases.

Historical Basis Inflation Adjusted
Inflation- Net Income and
Historical adjusted Purchasing Power Gain/
Year Net Income Net Income inflation-Adjusted Equity
1870 7.2 2.5 6.5
1971 9.2 L. 4 7.0
1972 7.1 1.7 4.5
1973 8.0 loss 3.7
1974 6.3 loss 4.3
1975 11.0 1.7 g.0
1976 10.2 1.9 7.5
1977 8.4 .9 6.6
1978 9.2 .2 7.7
1979 9.9 loss 10.2
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The above schedule indicates what the companies are earning on
the net assets employed in the business or, locked at another way,
what they are earning on the total capital employed in the business,
including debt and equity capital. Debt capital inciudes long-term debt
and capital leases. The return on an historical basis and a full
inflation basis are the most representative. The middle column does
indicate, however, what the return is without the benefit of purchasing
power gains on holding net monetary liabilities. Without these gains,
the return has been minimal or even a loss. Considering these gains,
the return has been 2% to 4% below the return on a historical basis
except for 1979, when it slightly exceeded it, mainly because of a huge
purchasing power gain in 1979 due to high inflation and a large net

debt position of the companies.
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ANALYSIS OF OPERATING TRENDS--

MAJOR PUBLICLY OWNED WHOLESALERS

Exhibit 7 is a summary analysis of the comparative operating
results for 10 selected large public food wholesale éompanies. These
wholesalers had sales of $13.5 biflion in 1979. Assuming they supply
approximately half the needs of their food store customers and that
these wholesale transactions are marked up to retail, they probably
represent about $34 billion of retail sales in the independent market, or
about one-third. While these wholesalers do not operate a large number
of food stores, they are an important part of the retail food distribution
operating system through their impact on independent food store
operators, who are their customers.

Sales on an historical or reported basis have increased from $4.1
billion to $13.5 billion. This increase, like that for the 20 retailers
discussed above, is significant when compared to the total food
distribution industry's rather flat performance during the 1970's.
However, it should be noted that much of this growth has come from

acquisitions.
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Exhibit 7 shows that margin dollars have been increasing, but
gross margin percent to sales has decreased from 1974 to 1977 and then
increased drématically in 1978 and 1979. Operating expenses have
performed about the same--increased in dollars, decreased as a percent
to sales up to 1977 and then increased in 1978 and 1979. Net income
has been a rather consistent .8% to .9% of sales except in 1977 and
reached a high of .98% in 1979. Interest expense as a percent to sales
has increased significantly from .12% of sales in 1970 to .34% of sales in
1979. Notably, these companies performed well in the wage/price
control period of 1973-1974.

Gross margins as reported have also been reduced as more of the
companies included in the analysis adopted the LIFO method of valuing
inventories. In 1974, the first three wholesalers in the analysis
adopted LIFO, whereas in 1979, six of the ten companies were on LIFO.
If the gross margins were calculated on a strict FIFO basis, they would

have increased as follows:
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Gross

Margin Gross Percent of Sales
as Margin Increase as as
Year Reported On FIFO (Decrease) Reported Adjusted
(in millions)
1970 $ 373 $ 373 $ - 9.09% 9.09%
1971 413 413 - 9.07 9.07
1972 Loy Lok - 8.89 8.89
1973 540 540 - 8.72 8.72
1974 671 691 20 9.13 9.41
1975 749 746 (3) 8.78 8.75
1876 840 841 1 8.70 8.70
1977 915 920 5 7.74 7.79
1978 1,030 1,062 32 8.53 8.80
1979 1,156 1,173 17 8.54 8.67

Net income has been a rather consistent .8% to .9% of sales except
in 1977 and reached a high of .98% in" 1979. These companies also
performed well in the wage/price control period of 1973-1974. |If the
net income were adjusted based on valuing inventories at FIFQ, it would

have increased as following:

Net
Income
Net if all
lncome Com- Percent of Sales
as panies Increase as as
Year Reported On FIFO (Decrease) Reported Adjusted
(inmitlions)
1970 $ 35 $ 35 $ - .86% .86%
1971 41 41 - .91 .91
1972 45 45 - .86 .86
1973 54 54 - .86 .86
1974 68 78 10 .92 1.06
1975 72 71 ¢D) .84 .83
1976 - 87 87 - .90 .90
1977 76 79 3 .64 .66
1978 117 133 16 .97 1.10
1979 132 141 9 98 1.04
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An analysis of the cash flow statements of these companies
(Exhibit 8) shows that they have been able to generate some funds from
internal operations in all years except 1977 and 1979. The dividend
payout ratio of these 10 companies was 32%.

Property additions exceed depreciation provided by $347
mitlion--$801 million of additions wversus $454 million of depreciation
provided. Adjusting depreciation for inflation would provide an
additional $150 million, and the balance of the excess can be presumed
to be for expansion.

The aggregate balance sheet shown on Exhibit 9 indicates that
inventories increased $716 million, of which $445 million was financed by
an increase in accounts payable. Accounts receivable, which represents
a significant investment for a wholesaler, increased $217 million. Fixed
assets increased $432 million. These increases were financed by an

increase of $211 million in long-term debt and $559 million in equity.

Adjustments for Infiation

Sales in constant dollars have increased from 4.1 billion to 7.2
billion; however, they have showed a slight decline over the last three
years. The graph below shows the effect of converting sales for the
period to constant dollars using 1970 as the base year, the increase in

sales due to year-to-year inflation and historical sales.
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SALES OF FOOD WHOLESALERS

Billions

$15

12

1970 71 72 73 74 75 76 771 78 13

seseees Historical ——-—-Yearto year inflation === Constant dollars

Exhibit 10 recasts the historical results of operations for the
adjustments for inflation applicable to inventories and depreciation as
specified by the new accounting rules. This has the effect of reducing
gross margin percentage between .2% to .6% of sales. Expenses as

adjusted for inflation were increased about .2% of sales on average.
These adjustments had the effect of decreasing net income between .3%

and .9% of sales. Interestingly, net income for 1977 and 13979 drops

dramatically almost to break-even.
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EXHIBIT 9

COMPARATIVE BALANCE SHEETS--FOOD WHOLESALERS

(in millions)

1979
Adjustment as Increase
1969 1979 for LIFO Adjusted (Decrease)
Cash , $ 31.1 ¢ 106.1 3 - $ 106.1 3 75.0
Receivables 90.5 307.8 - 307.8 217.3
Inventory 203.4 847.1 72.3 919.4 716.0
Prepaids 13.5 36.5 - 36.5 23.0
Total current assets $338.5 $1,297.5 $72.3 $1,369.8 $1,031.3
Short-term debt and
current maturities $ 19.2 % 91.5 $ - 3 91.5 % 72.3
Accounts payable 125.6 570.1 - 570.1 b4 .5
Accruals 28.7" 73.3 - 73.3 VAV
Other 1.1 96.6 - 96.6 95.5
Total current
liabilities $174.6 § 831.5 $ - $ 831.5 § 656.9
Net working capital $163.9 $ 466.0 $72.3 $ 538.3 & 2374.4
Fixed assets, net $ 98.9 § 530.5 3 - 3 530.5 $ 431
Capital leases - 154.1 - 154.1 154,
Other 17.1 106.3 - 106.3 89.
Total long-term assets $116.0 $ 790.9 $ - $ 790.9 $ 674.9
Long-term debt $ 49.9 § 261.1 $ - $ 2061.1 $ 211.2
Deferred taxes 1.9 9.8 36.1 45.9 44 .0
Capital lease obligations - 181.5 - 181.5 181.5
Other 3.0 16.3 - 16.3 13.3
Total long-term
liabilities $ 54.8 § 4L68.7 $36.1 $ 504.8 $ 450.0
Equity $225.1 ¢ 788.2 $36.2 $ 824.4 $ 599.3
Source: Annual ~eports of 10 selected large food wholeszlers
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Exhibit 11 is a comparative funds statement prepared with the
inflation-adjusted net income. The effect is to reduce funds generated
internally from $84 million to a shortfall of $236 million. The long-term
borrowings of $211 million and capital stock sales of $34 million during

the period cover the $236 million funds shortfall.

Purchasing Power Gain on Debt

An additional inflation adjustment to be considered is the
purchasing power gain resulting from the companies' net monetary
position of debt in excess of cash and receivables. The new accounting
rules require that this purchasing power gain (or loss) be reported
separately from inflation-adjusted net income.

The purchasing power gain on the net monetary debt position of
these companies is shown on Exhibit 10 below net income.

Net monetary debt includes long-term debt and capital lease
obligations. However, these companies have a significant number of
operating leases which are not recorded on the balance sheet and on
which a purchasing power gain is accruing.

As the companies have increased their debt to finance the
additional dollars needed for inventory, receivables and equipment
replacement, the purchasing power gain associated with holding a net
liability position increases. Also, the larger the annual rate of

inflation, the bigger is the purchasing power gain.
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The portion of the purchasing power gain that results from
long-term debt and capital lease obligations is viewed by some
accountants as an adjustment of the interest. One economic theory
states that the real interest on debt is about 1% to 3%, and any
additional amount is due to inflation. The following schedule relates
that portion of the calculated gain on purchasing power arising from

long-term debt and capital lease obligations to the interest expense.

Analysis of Interest Expense

Net

Historical Gain on Holding Interest
Year Iinterest Net Liabilities Cost
1970 $ 5.0 $ (2.9 $ 2.1
1971 5.9 (2.3) 3.6
1972 7.4 (3.0) b b
1973 11.6 (8.6) 3.0
1974 16.3 (13.8) 2.5
1975 14.7 (8.9 5.8
1976 21.8 (6.5) 15.3
1977 33.2 (14.5) 18.7
1978 36.5 (31.6) 4.9
1979 45.7 (51.4%) (5.7
$198.1 $(143.5) $ 54.6

The schedule indicates that the gain on purchasing power actually
diminishes interest expense. Most of the excess came from purchasing

power gains that occurred in 1978 and 1979.
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Inflation Effects on

Retained Capital

Exhibit 12 is a reconciliation of reported net income to
inflation-adjusted net income. This exhibit shows that, on an
historical basis, the effective tax rate vastly exceeded the reported
range of 44.9% to 52.1%. Instead, the effective tax rate ranged from
59.0% to 90.7%. By adopting LIFO, these companies could have
obtained the approximate tax benefits applicable to the inflation
adjustment for inventory. However, during this period, not all
companies have adopted LIFO, and many have adopted it late in the

period as shown below:

1974 - 3
1978 - 2
979 - 1

Four companies have not adopted LIFO. Additional tax relief is
also needed to compensate for the effect of infiation on the additional
dollars required to replace property and equipment in periods of
inflation.

The dividend payout ratio after these inflation adjustments was an
effective average rate for the period of 90%, or a range of 52.1% to
342%, as compared to the 32% based on reported results. The 342% was

reported in 1979.
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Return on

Invested Capital

The same method used to calculate return on invested capital for
food retailers has been used for food wholesalers. The following
graph shows the relationship of historical equity, inflation-adjusted

equity and market value of equity shares.

FOOD WHOLESALERS
SHAREHOLDERS EQUITY
Millions
$1,200¢
1,000+ p
800+
600 |
400 |
M0
1970 71 72 73 74 15 18 77 78 19
e Historical Bagis ~ coeeeer Infiation === Market Vaive

Adjusted Basis

The above analysis indicates that the market value is generally above

both the inflation-adjusted equity and the historical equity for these

companies.
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Shareholders' Equity

The following table shows net income as a return on shareholders'

equity, using the various concepts discussed above:

FOOD WHOLESALER
RETURN ON EQUITY

Percent
Return
18 %1
15%|-
12%}
9% |- ‘_..-\ .\. ./.4 A
e . v B A \ \/
6%} A - A
NN AN \'.
7 >N \e, g \°e
3%} \ .
\s
1 | 1 { 1 1 1 1 i {
1970 71 72 73 74 15 16 77 78 19
. «ssesee]nflation Adjusted Basis
~— Historical Basis Excluding Gain on Debt
«-==|nflation Adjusted Income - = |nflation Adjusted Basis
to Historical Equity Including Gain on Debt
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The net income return on equity is highest on an historical basis.
However, returns on a complete inflation-adjusted basis do not decline
as much as might be expected because of the significance of
purchasing power gains on debt, particularly in recent years.

Ratio of

Stock Market Price

to Earnings

The stock market has reacted to the reported earnings of
wholesalers and market prices have adjusted, as shown by the

following table:

Ratio of Stock Market Price To

Inflation- inflation-adjusted

Historical adjusted net income and
Net Income net income purchasing power gain

1970 16.4 31.4 19.1

1971 14.9 25.5 20.1

1972 11.6 20.6 14.2

1973 8.3 30.9 14.5

1974 7.8 22.3 10.3

1975 8.3 31.3 16.2

1976 8.7 17.6 13.3

1977 11.2 52.9 20.7

1978 7.4 14.5 8.2

1979 7.5 90.1 10.6

The price/earnings ratio based on historical earnings has
decreased significantly since 1970, but has held steady at about an 8+
to 1 ratio, except for 1977. Based on the inflation-adjusted net

income, the multiple is much higher and somewhat more volatile in
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recent years, with a large jump in 1977 and 1979. The
inflation-adjusted amounts including purchasing power gains are
significantly in excess of historical earnings, mostly because of
significant purchasing power gains on debt held.

The following table shows the dividend yields to common stock
values for these companies:

Dividend Yield to Stock Market Value

1970 2.58%
1971 2.32
1972 2.70
1973 3.39
1974 3.66
1975 3.98
1976 3.67
1977 3.76
1978 4.10
1979 3.79

Yields were low early in the period and have increased steadily in
recent years with a slight dip in 1979. A large share of earnings
have been reinvested in the business to provide working capital and to
finance expansion.

Debt/Equity
Ratios

The ratio of debt to equity has been affected by many
circumstances during the ten-year period reviewed. Because of
inflation, much additional debt has been incurred by the companies to
finance inventory and receivables and to replace equipment. Equity
capital markets have not been attractive during the period because of

low price/earnings ratios.
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in 1977, changes in financial reporting rules required that capital
leases be recorded on the face of the balance sheet, thereby
increasing the recorded debt of these companies. While this
accounting change did not change the economic facts, it served to
highlight, particularly to the untrained reader of financial statements,
the debt position of these companies. However, there remains a
significant amount of lease debt not recorded on the balance sheet
which is classified as operating leases.

Since shareholders' equity on an historical basis is generally
understated in terms of current dollars, the ratio of debt to equity is
also adversely affected.

The following tables have been prepared to illustrate the effect of
changing capital ratios both on a historical basis and considering the
effects of inflation:

Historical Basis

Elements
of Capital 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

Long-term
debt 18% 23% 22% 23% 24% 21% 20% 21% 22% 25%
Equity 82 77 78 77 76 79 80 79 78 75
TOTAL 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

On a historical basis, the debt/equity ratio of these companies has
deteriorated from over 4 to 1 to 3 to 1. This is somewhat misleading
because it does not consider the effect of either inflation or capital
leases. However, these wholesalers have generally borrowed heavily to

finance expansion and working needs.
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Inflation-adjusted Basis

Elements
of Capital 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979
Long-term

debt 18% 23% 23% 25% 23% 22% 21% 21% 21% 23%
Equity 82 77 77 75 77 78 79 79 79 77

TOTAL 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%

Differences between the historical and the inflation-adjusted bases
are not significant except in the latter years, when the
inflation-adjusted basis is slightly better than the historical basis.
This occurs because debt -- a fixed obligation -- would not be
adjusted for inflation because it is a fixed obligation. During an
inflationary period, therefore, the significant purchasing power gains
resulting from holding a net monetary debt position transfer to
shareholders' equity and help the debt-to-equity ratio.

Debt/Equity Ratio

Including

Capital Leases

Since 1977, changes in reporting rules have required that certain
leases be recorded as debt on financial statements. Financial reports
now reflect more leverage. Prior to 1977, the SEC required
supplemental disclosure of the impact of leases under different criteria,

so no comparable data on capital lease obligations is publicly available.
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The following table shows the effect of capital lease, obligations
and deferred taxes. Capital leases have been estimated for 1970 to

facilitate a reasonable comparison.

Historical Basis

l__.l
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Long-term debt 12.9 17.1 18.1 21.0
Capital leases 28.0 18.6 17.5 14.6
Deferred taxes .6 .5 .3 .8
Equity 58.5 63.8 64 .1 63.5

Total 100.0 100.0 100.0 100.0

Long-term debt of these companies has been increasing as has
been discussed. Obligations under capital leases have been steadily
decreasing since 1977, when the companies were initially required to
record these transactions on the balance sheet. This is because
payments have exceeded additions under capital leases.

Inflation Adjusted Basis
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Long-term debt 13.9 16.9 17.2 19.9
Capital leases 22.6 18.4 16.6 13.8
Deferred taxes 6 .5 .3 .7
Equity 62.9 64.5 65.9 65.6

Total 100.0 100.0 100.0 100.0

The above table shows the effect of inflation on the full capital
structure of these companies. Generally, equity increases by severa
percentage points and debt decreases by a like amount because of the

purchasing power gain on debt.
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Return on

Total Capital

Another measure of performance is the relationship of earnings to
total capital -~ both debt and equity. In this calculation, the
after-tax cost of the interest on the debt capital is added to earnings.
Another way of looking at this calculation is that it represents the
return on the net assets invested. Net assets is defined as all assets
less current and long-term liabilities, but not formal debt capital.

The following table shows the return of historical net income and
inflation-adjusted net income to total capital invested. Both net
incomes have been increased by the net after-tax cost of interest on
long-term debt and capitalized leases

Historical Basis

Inflation- inflation-adjusted basi:

Historical adjusted and purchasing power gai

net Income net income inflation adjusted equi
1970 11.9 5.8 8.2
1971 11.8 6.4 8.5
1972 11.7 6.7 9.1
1973 12.3 3.0 8.6
1974 13.8 4.3 12.0
1975 12.3 2.9 8.2
1976 13.7 6.0 11.4
1977 9.5 1.6 6.6
1978 12.6 5.5 12.8
1979 12.6 .9 11.0

The above schedule indicates that the historical return is
reasonably consistent at about 12% except for 1977. The
inflation-adjusted return is much less when the purchasing power gain

is not considered. However, when that gain is considered (far column
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to the right), the return averages about 9%. The last two
years -- 1978 and 1979 -- are higher because of significant purchasing

power gains from holding large net debt positions.
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PRODUCTIVITY TRENDS IN THE INDUSTRY

As inflation and other factors push up operating costs and force
pressure on margins, one method of combating that problem would be
to increase productivity. An analysis of various indicators in the
industry, however, reveals that significant productivity increases have
not been achieved.

The table shown below of sales per square foot of selling space is
a good indicator of the productivity of the store facilities employed in
the marketplace.

Sales Per Square Foot

of Selling Space

$6.501

5.50

4.50 |-

P
3.50 : T~

L 1 1 ! ! ! 1 1 1 ! !
1969 7 7 72 73 74 715 76 717 78 19

Historical dollars
-~== Constant 1969 dollars

Source: The Food Marketing Industry Speaks
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As the table illustrates, on a historical or unadjusted basis, sales
per square foot have increased. However on an inflation-adjusted
basis, sales per square foot have been declining in the industry. Part
of this may be due to the stores carrying more general merchandise,
which is higher margin and slower moving. However, the effect is
still to require a greater investment to support a dollar of sales.

Inventory Required

for Each Sales Dollar

The next table shows an analysis of gross margin, inventory
turnover, and sales per dollar in inventory.

Gross Margin and Inventory Turnover

% Stock Sales Per Dollar of
To Sales Turns inventory lnvestment
1970 21.31% 12.42 15.78
1971 21.3%9 12.52 15.93
1972 21.53 12.51 15.94
1973 20.93 12.73 16.10
1974 10.90 12.74 16.11
1975 21.15 12.61 15.99
1976 21.22 _ 12.76 16.20
1977 21.35 12.59 16.01
1978 21.74 12.43 15.88
1979 21.93 13.47 17.25
Source: Cornel! University's "Operating Results of Food

Chains"
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Gross margins declined from 1970 and then increased steadily
since 1974. Stock turns and sales per dollar of inventory investment
were stable until 1979 when a significant increase occurred. Some of
the 1979 effect may be due to valuing inventories on LIFO. This
reduces the value of inventories because it adjusts for inflation;
however, cost of sales is higher because it is at current dollars.
Since turnover is calculated by dividing cost of sales by inventory,
the result would be to increase turnover results as companies value
inventory on LIFO.

Payroll Cost and

Labor Productivity

In the next analysis payroll data and information on labor
productivity are adjusted for inflation.

'Payron Data and Labor Productivity

Payrol! and

Fringe
Sales/Man-Hour Average Hourly Wage Benefits
Adjusted to Adjusted to Percent
Historical(l) 1969 Dollars Historical(l) 1969 Dollars to Sales(2)
1969 $34.39 $34.39 $2.77 $2.77 10.53%
1970 36.37 34.33 2.87 2.71 10.65
1971 38.66 34.99 3.15 2.85 11.09
1972 LO.24 35.26 3.29 2.88 11.38
1973 42.63% 35.17 3.43 2.83 11.57
1974 47.70 35.46 3.69 2.74 11.59
1975 54.06 36.82 4.25 2.89 11.71
1976 57 .40 36.96 L.53 2.92 11.68
1977 59.62 36.07 4.91 2.97 12.03
1978 65.71 36.92 5.36 3.01 12.34
1979 68.56 3L.63 5.92 2.99 12.23
10 Yr.
Average
Increase 8.9% 0.09% 10.6% 1.03% 1.5%
Sources:
(1)

(23 Food Marketing Institute
Cornell University's "Operating Results of Food Chains"
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While sales per man-hour have increased significantly on an
unadjusted basis, after adjusting for inflation the increase is only an
average of 0.09% per year, which is significantly less than the real
increase in wage rates (1.03%) and less than the increase of payroll
and fringe costs as a percent to sales (1.5%).

Payroll and fringe benefit costs as a percent to sales have
increased significantly. In fact, since wages have basically increased
with sales, most of the increase is in fringe benefits. This increase
reflects government-induced increases in payroll-related taxes and
employee-induced increases in pensions, vacations and other benefits.
Social Security tax per hour based on the above historical average
hourly wage has increased 156% over the ten years from $.138/hour in

1970 to $.354/hour in 1979.
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PROJECTIONS OF FUTURE TRENDS

BASED UPON RECENT HISTORICAL RESULTS

Projected future operating results for the industry can be made

from the analysis of the operating results and industry trends during

the decade of the 1970's. Following are projections for a five-year

period.

These are some of the trends on which projections are based:
Dollar sales increases will reflect inflation, rather than
tonnage increases.

Gross margins will continue to increase as a percentage of
sales.

Operating expenses will increase. Labor costs and utilities
have been increasing at a rate faster than inflation. Rents
and depreciation have also been increasing, but they have
lagged behind inflation because of the effect of long-term
leases and the depreciation of purchases of equipment over 8
to 12 vyears. Increases in other operating expenses have.
been approximately equal to inflation.

Productivity will remain flat or decrease.

The amount of capital required to replace equipment will
continue to increase. Since 80% of companies are now on
LIFO, less funds are needed to finance inventory growth
than if they had remained on FIFO. The projections take

this change into account.
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- interest expense will increase as the size of debt increases

and interest rates rise.

- net income after taxes is projected to remain at

approximately 1% of sales.

A basic set of projections has been prepared to reflect the trends
discussed above. Various "what if" questions or changes were then
made to r'e1;lect potential alternative results.

Following is a discussion of the details of the assumptions used to
prepare projections in accordance with these trends:

Inflation
Rate

An inflation rate of 10% has been used for the five-year
projection. The actual inflation rate in the CPl! for the period
1975-1979 is 41%, for an average of 8% per year. However, the rate
for 1978 and 1979 averaged 11.1%. The BLS food index for the same
period was 30%, for an average of 6% per year.

Sales

Sales of the food retailers included in the analysis were relatively
flat for the period 1975-1979. On a constant dollar basis, the increase
was $32.1 billion to $34.3 billion, a 6.8% increase, or an average of
just over 1% per year. In 1979, constant dollar sales decreased from
$34.7 billion to $34.3 billion. Based on these results, the five-year
projection allows for a 10% sales increase to reflect inflation pressure
only.

These projections include no aliowances for increases due to real

growth or growth of individual companies by acguisition.
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Gross Margin

Gross margins for the five-year projection were determined by
freezing net income after taxes at 1% of sales, and adding projected
operating expenses and interest expense. As a result gross margins
increased during the period, which is consistent with thé ten-year
historical trend.

Operating
Expenses
Operating expenses are projected to increase at the assumed rate
of inflation of 10%, except for the following:
- labor costs
- utility costs
- depreciation
- interest expense
Labor Costs

Fringe benefits associated with payroll costs include such
expenses as Social Security taxes, health and weifare contributions,
vacation and holiday pay. These costs have generally been increasing
faster than the general rate  of inflation, because  of
government-mandated rate increases and a trend toward more liberal
employee benefits. The food distribution business is labor intensive,

so these increases will significantly impact operating results.
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Scheduled increases in Social Security taxes for the next several
years would not appear to cause increases in fringe costs in excess of
a 10% inflation rate. However, since productivity in the industry has
been static, and since the data from the 1970's indicate that payroll
and fringes have taken an increasing percentage of sales, projections
are based upon annual increases in payroll and fringe costs of .15% of
sales above the inflation ratés.

Rental
Costs

Increases in rental costs generally lag behind other operating
expenses during an inflationary period because rental payments for
store facilities are fixed under long-term lease agreements. Because of
the difficulty of obtaining specific data on rental costs, these
projections assume that the increases in rental costs will be equal to
inflation.

Utility
Costs
Following is an analysis of utility costs for the period 1970~1979:

Utility cost

Utility cost Utility cost per square foot,
as a per adjusted for
% to sales square foot inflation
1970 71 $1.54 $1.45
1971 T4 1.75 1.58
1972 .78 1.76 1.54
1973 .79 1.93 1.59
1974 .82 2.17 1.61
1975 .94 2.61 1.78
1976 1.05 3.00 1.93
1977 1.02 3.08 1.86
1978 1.08 3.46 1.94
1979 1.04 3.51 1.77
Source: "Food Marketing !ndustry Speaks" and Cornell report data.
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In this analysis, utility costs increased at a pace in excess of
inflation. There has been a notable slowing of the pace of utility cost
increases during the past two years. Nevertheless, utility costs have
been projected to increase at a rate of 12.5% rather than 10%, the
projected inflation rate.

Depreciation

Depreciation has been projected based upon adding estimated
additions to the property base and calculating depreciation, which
means it will lag inflation. However, an inflation-adjusted income
statement has also been prepared which estimates the effects of
infiation on depreciation.

interest Expense

Interest expense has been increasing as a percent of sales
because borrowing has increased and rates have gone up. Increased
funds will be needed to replace existing equipment and finance
inventory inflation. it is also assumed that long-term debt being
repaid is at lesser rates than the refinancing being done at current
rates.

Operating Income

Projections

The five-year projection on Exhibit 13 for food retailers indicates
that to maintain profitability, gross margins would have to increase
approximately 1% of sales over the five-year period. If this could not
be accomplished, based on the anticipated costs of doing business, the
companies in the projection would not be able to maintain a profit of 1%
of sales. Operating expenses increase from 19.73% to 20.67% based on

the assumptions previously stated.
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Interest expenses continue to increase significantly from .49% of
sales to .57% of sales based on the need for additional debt at current
rates.

One of the problems with the assumption that income should be 1%
of sales and that the increases in costs should be covered by gross
margin, is that competition may not allow the operators of these food
stores to raise prices enough to obtain the g.r'oss margin necessary to
provide a net of 1% of sales. This point should be kept in mind by

readers of this report.
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EXHIBIT 13

COMPARATIVE PROJECTED OPERATING RESULTS--

FOOD RETAILERS

(in billions)

1980 1981 1982 1983 1984

Sales $70.4 $77.4 $85.2 $93.7 $103.1
Gross Margin $15.5 $17.2 $19.2 $21.4 $ 23.8

% of Sales 22.07% 22.31% 22.57% 22.83% 23.09%
Operating Expenses $13.8 $15.4 $17.2 $19.1 $ 21.3

% of Sales 19.73% 19.95% 20.19% 20.43% 20.67%
Interest Expense 3 .35 $ .39 $ .45 5 .51 3 .58

% of Sales .49% .51% .52% 54% .57%
Net Income $ .70 $ .78 $ .85 $ .94 $ 1.03

% of Sales 1.0% 1.0% 1.0% 1.0% 1.0%
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Inflation distorts historical operating results. Recognizing this
problem, the more sophisticated operators will adjust plans for inflation
and calculate the level of margin necessary to achieve their projected
return in real purchasing power dollars. However, other operators
may fail to account fully for the effects of inflation on their business,
or they may simply decide to plan for a lower rate of return.
Competition may then dictate that the projections here ;N“l be
impossible to achieve. If that happens, then operating results would
fall below those projected in this report.

The level of interest expense will also continue to increase as
inflation forces operators to borrow additional funds to finance the
same level of inventory and to maintain or replace equipment. As more
companies have converted to LIFO, the need to borrow to finance
inventories has eased considerably. In other words, as purchasing
power is eroded through inflation, additional dollars are required to
support capital investments. Since the equity market has not been a
generally satisfactory source of capital for these operators, additional
borrowings have been made, and the percentage of interest expense as
related to sales (and perhaps, more importantly, as related to pretax
income) has increased dramatically in the decade of the 1970's.
Moreover, it appears that if the same trends and conditions persist,
these increases will continue into the 1980's.

Exhibit 14 is a projected funds statement based on the historical
figures. It is significant to note that there is a deficiency of funds
provided over funds applied when considering funds provided from
operations less the property additions and cash dividends. However,
assumed increases in long-term debt including capital lease obligations
and some sales of capital stock are sufficient to cover the deficiency.
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Working capital has been assumed to remain constant because 80% of
the companies included in the projection are now on the LIFO
inventory valuation method. Therefore, the price inflation attributable
to the inventory will be treated as additional cost of sales and the only
increase in inventory would be due to increased units. Since the sales
have been assumed to increase only with inflation, inventory units
should not increase significantly. The inventory increase of those
companies remaining on FIFO has been assumed to be offset by

increases in pavyables.
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EXHIBIT 14

PROJECTED COMPARATIVE FUNDS STATEMENTS

(in millions) .

1980 1981 1982 1983 1984 Total

Funds provided from operations-

Net income $ 704 % 775 $ 852 $ 938 $1,031 $ 4,300
Depreciation 890 1,024 1,177 1,354 1,557 6,002
Deferred income taxes 30 30 30 30 30 150
Total funds provided from T T
operations $1,624 $1,829 $2,059 $2,322 $2,618 $10,452
Property additions, net of
assets sold $1,369 $1,575 $1,811 $2,083 $2,395 $ 9,233
Capital lease additions 275 303 333 366 403 1,680
Cash dividends 282 310 341 375 412 1,720
Other, net 20 20 20 20 20 100
Total funds required éi:;;é %5:56& éé:;é; éé:éll 55:556 %15:;55

Excess (deficiency) of funds
provided over funds applied $ (322)$% (379)$ (446)$ (522)% (612)%(2,281)

Increase in long-term debt, net 121 161 210 265 332 1,089
Increase in capital lease

obligations 171 188 206 227 250 1,042
Sale of stock 30 l30 30 30 30 150
Ineresse in working capital  § - 5 - 3 - $ - § - § -

76



Property additions of $9.2 billion and capital leases of $1.7 billion
exceed historical depreciation of $6.0 billion by $4.9 billion. This
causes a deficiency of funds from operations of $2.3 billion, which is
covered by $1.1 billion in additional debt, $1.0 billion in capital lease
obligations and $150 million in additional capital stock.

Exhibit 15 illustrates the balance sheet that would result from the
projections. Working capital does nc;t show an increase because of the
LIFO method of wvaluing inventories, as discussed. Significant
increases in fixed assets are financed by debt and equity in a ratio
approximately equal to the existing capital structure of the companies

in 1979 as shown below:

Debt/Equity Ratios

1979 1984
Long-term debt 17.8% 18.7%
Capital lease obligations 25.0 23.6
Deferred taxes 2.6 2.6
Equity 54.6 55.1
100.0% 00.0%
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PROJECTED BALANCE SHEET--

REPORTED AMOUNTS

1979

Net working capital $1,840 $ 1,840
Fixed assets, net 34,721 $ 7,952
Capital leases 1,829 3,509
Other 479 679

Total long-term assets $7,029 $12,140
Long-term debt $1,458 $ 2,547
Deferred taxes 210 360
Capital lease obligation 2,183 3,225
Other 232 332

Total $4,083 $ 6,464
Equity 34,786 $ 7,516
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QOperating Income Projections --

Adjusted for Inflation

Exhibit 16 represents the same projected operating results for the
five years 1980-1984; however, this exhibit has been adjusted for the
effects of inflation on inventory and depreciation. The result is that
instead of an economic profit as shown on the prior exhibit, net income
is reduced significantly. Inflation adjustments include charging to
expense the additional dollars required to support the same level of
inventories and the additional dollars required to adjust depreciation to
current dollars.

The additional cost associated with the higher investments
required for inventories during the five-year period is approximately
$500 million, representing the 20% of the companies still on FIFO, and
the additional cost associated with higher replacement costs s
approximately $3.7 billion. These adjustments have been calculated
using the CP| for urban consumers, which has been estimated to
increase at a 10% rate for the period 1980-1984.

Net income is significantly reduced in these projections and a
smail loss occurs in 1983 and 1984. Purchasing power gains on the net
monetary liability position of the companies provide a signifcant offset
when these gains are added to inflation-adjusted net income, in 1980
through 1982; however, returns are still significantly lower than

historical net income in 1983 and 1984.
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EXHIBIT 16

COMPARATIVE PROJECTED OPERATING RESULTS--

ADJUSTED FOR INFLATION--FOOD RETAILERS

(in billions)

1980 1981 1982 1983 1984
Sales $70.44 $77549 $85.24 $93.76 $103.14
Gross Margin $15.46 $17.20 $19.14 $21.29 $ 23.70
% of Sales 21.95% 22.20% 22.45% 22.71% 22.97%

Operating Expenses $14.27 $16.01 $17.91 $20.07 $ 22.45

% of Sales 20.27% 20.669% 21.01% 21.41% 21.76%
Interest Expense $ .35 $ .39 $ .45 5 .51 3 .58
72 of Sales L49% .51% .52% .54% .57%

Net Income (Loss) $ .24 $ .14 $ .05 $ (.09) $ (.21)

% of Sales .34% .18% .06% loss loss

Purchasing power
gain $ .65 $ .69 $ .76 $ .78 3 .87
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Exhibit 17 adjusts the funds statement for the effects of inflation,
and the deficiency of funds provided over funds used from operations
increases dramatically.

Depreciation as adjusted for inflation of $9.7 billion is much closer
to projected additions of $9.2 billion and capital leases of $1.7 billion.
The net decrease in working capital results from making inflation
adjustments to the inventory value of those companies still on FIFO.
Projection
Variations

in order to consider what other courses the future of the
industry might take, some alternative projections were made. These
are not presented in detail here; however, a summary discussion of
the results follows.

Since the largest single operating expense is payroll and related
fringe costs, any increases in productivity in this area would have a
significant impact on the operating results. For example, the industry
has not achieved the full potential productivity benefits projected for
front-end scanners, partially because of mandatory price-marking
regulations in some areas, and partly because of various other
reasons. However, the potential still exists for management to
re-appraise this area and obtain productivity improvements.

If a zero rate of inflation and no real sales growth were assumed,
margins and expenses would not increase from the base year.
However, equipment replacement cost lags inflation, and there would
still be a shortfall between replacement cost and depreciation until a

catch-up period was complete.
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COMPARATIVE PROJECTED FUNDS STATEMENTS--

EXHIBIT 17

ADJUSTED FOR INFLATION

Funds provided from operations-

Net income (loss)
Depreciation
Deferred income taxes

Total funds provided from
operations

Property additions, net of
assets sold

Capital lease additions
Cash dividends
Oiher, net

Total funds required

Excess (deficiency) of funds
provided over funds applied

Increase in long-term debt, net

Increase in capital lease
obligations

Sale of stock

Increase {decrease) in
working capital

(in millions)

1980 1981 1982 19

83 1984 Total

$ 240 % 140 % 50 3
1,270 1,570 1,872 2,
30 30 30

J L e e e k. Ty

$1,369 $1,575 $1,811 $2,
275 303 333
282 310 341

$ (4L06)% (468)3% (553)% (
121 161 210

171 188 206
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(90)% (210)8 130

269 2,685 9,666

083 $2,395 § 9,233

366 403 1,680
375 412 1,720
20 20 100

_—— am  dmem et e em e -

635)% (725)%$(2,787)

265 332 1,089
227 250 1,042
30 30 150



Store Facilities

As indicated earlier in this report, there are emerging trends in
the industry toward the development of limited assortment stores and
warehouse stores. The industry is also continuing to develop super
stores and combination stores. Significant future shifts from earlier
patterns in the types of stores operated would also impact the
operating results. The table below shows typical sizes of various
types of stores and their average investment costs:

Limited
Conventional Super Combination Warehouse Assortment

Average size in
square feet 24,000 31,000 37,000 37,000 7,000

AInvestment cost
(000 omitted)

Land and
building $ 875 $ 1,000 $ 1,450 $ 900 $ 350
Equipment 600 700 800 475 50

$1,475 $§ 1,700 $ 2,250 $1,375 $ 400

In many instances, warehouse stores have been operated in used
store facilities and, as such, benefit from lower occupancy costs.

In general, operating costs for warehouse and limited assortment
stores are lower than for conventional supermarkets because they
provide fewer services, offer a smaller product assortment, and use
less elaborate facilities. Many limited assortment stores have lower
equipment costs and related operating costs, because they provide only
a limited selection of perishables and frozen foods; others do not offer
perishables or frozen foods. Also, many limited assortment stores

keep shorter business hours than conventional supermarkets.
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Operating costs are expected to continue to increase, basically
because of inflation. The unknown seems to be what the inflation rate
will be in the future, not whether or not there will be inflation. The
higher the rate of inflation, the higher operating expenses will rise.

Limited assortment and warehouse stores may be attractive to
supermarket operators, because their investment requirements are
lower. Their lower operating margins could also attract customers if
inflation makes price a more important consideration than service, store
decor, or product variety.

Super stores and combination stores have higher initial investment
costs, and the operating goal is usually to achieve a significantly
higher volume, which can be spread over the fixed costs. Large
volume super or combination stores can result in higher sales per
square foot and lower per unit operating costs. These stores also
carry expanded lines of general merchandise or other specialty items
which can vyield the higher margins needed to cover costs without
increasing margins on basic food items.

During the 1970's, the companies in this analysis increased their
total square feet of selling space, even though there were a gignificant
number of store closings during the decade. Some of these closings
occurred as companies declared bankruptcy, and others when
companies closed divisions, generally because of heavy operating
losses. Many of the stores closed were smailer or outmoded facilities.

Some of the increased selling space of the companies may have
been for expanded departments to handle general merchandise, health
and beauty aids, or prescription drugs. To the extent that square

footage is dedicated to these lines of merchandise, higher margin
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dollars per square foot of selling space may resuit even when there is
a decline in constant dollar sales per square foot.

If the trend of the 1970's continues with regard to sales, and
increases in sales volume are due to inflation rather than real growth,
an improvement in constant dollar sales per square foot of selling
space can take place only if fewer square feet of selling space are
used to achieve the projected sales volume.

Store closings will probably continue to take place in the 1980's.
Much of the sales volume of the closed stores will be shifted to newer,
more modern facilities, and the total selling area of replacement space
could be less than the abandoned space, although that has not been
the trend of the past.

Capital
Costs

Capital costs continue as a significant cost to the industry. Most
of the capital added in the 1970's has been debt capital. Capital for
facilities has also been provided by leases. The cost of this capital
has been increasing as interest rates have been rising. Although
purchasing power gains are significant as both debt and inflation
continue to rise, these gains are noncash gains.

Lenders aiso are demanding higher rates, shorter lease terms,
variable mortgage rates, etc., to compensate for the effects of
inflation. These changes could significantly affect the industry's
ability to attract capital as well as its willingness to pay the higher
prices being demanded. This situation could affect future investment

considerations.

85



FINAL OBSERVATIONS

Results of the past decade show improved operating performance,
particularly toward the end of the decade. Sales held steady, and net
income (unadjusted for inflation) improved consistently from 1975
through 1979, even while most of the companies valued inventories by
LIFO. However, the industry should consider carefully the needs and
methods available to adjust operating results for inflation, and set
inflation-adjusted goals that, if achieved, will result in more adequate
returns on invested capital.

Increased

Capital Needs

The industry has had to take on significant additional debt
during the decade fo finance inventories, receivables (for
wholesalers), and equipment and facilities replacement. Common stock
prices have not been attractive enough to warrant large increases in
equity capital. However, by reinvesting a significant portion of
earnings, the companies have maintained a reasonably consistent
debt/dequity ratio.

Debt service requirements have been taking an increasing share
of the sales dollar when analyzed on a historical basis. However,
significant purchasing power gains on the net debt position have been
accruing to the shareholders of the companies as a sort of hedge
against inflation. If these gains are viewed as a reduction of the

interest cost on the debt, the borrowing costs were very small in the
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beginning of the decade and were more than offset in recent years.
Current trends toward higher interest rates, along with other changes
in borrowing terms, and future inflation rates will undoubtedly impact
this situation in the near future.

Income Tax

Considerations

Adoption of LIFO has given some relief from the excessive tax
burden that inflation causes in the industry. Those companies that
have adopted LIFO should be much better able to handle increasing
investment requirements caused by inflation in inventory values during
the 1980's. Many food distributors not included in the sample for this
report have also adopted LIFO in recent years.

This industry, as well as many others, would benefit from relief
from the effects of inflation on depreciation and the related effects of
heavy taxation. Inflation rates of 5% to 10% have a devastating effect
on the capital requirements associated with equipment, buildings, and
leasehold improvement replacement. Currently, companies are not
allowed to deduct r‘eplacement\cost depreciation for tax purposes. The
new accounting changes, which show the effects of replacement
depreciation as a suppliemental caiculation, are a step in the right
direction. Some tax relief equivalent to what LIFO can provide for
inventories is needed in the area of depreciation. Provision for
accelerated depreciation for tax purposes will help, but such action
does not address the problem directly. What is needed is some
adjustment of historical depreciation to recognize the inflation in the
currency (loss of purchasing power); in other words, depreciation

based upon replacement cost.
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Productivity

Productivity in the industry has been static. Thus, the industry
suffers the full burden of the effects of inflation. It cannot look for
offsets from productivity gains.

One of the biggest areas of potential for the industry is to
increase sales volume through existing store facilities. This s
commonly measured by weekly sales per square foot of selling space.
While total square footage of store space seems to be increasing, sales
(as adjusted for inflation) per square foot of selling space has been
decreasing. An appreciable increase in this real sales per square foot
would have the effect of reducing the cost of facilities, equipment and
the related interest cost of capital used to finance facilities. Other
productivity gains may also be experienced in labor and other
operating expenses.

Changes in the types of store facilities operated in the future and
the mix of those facilities operated (i.e., the number of super stores,
conventional stores, limited assortment stores, etc.) could also have an
impact on this important productivity factor.

Food distribution desperately needs labor productivity gains,
because the industry is so labor intensive. The full potential of
scanning at the checkout, automated warehouses, and other
labor-savings systems and operational improvements needs to be

realized if the industry is to accomplish this goal.
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APPENDICES

Study approach

CP! index used for inflation adjustments
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APPENDIX 1

STUDY APPROACH

Inflation has two major effects on most business operations. One
is the effect on cash required for investment in the business, and the
other is the effect on the purchasing power of the net assets or equity
invested in the business. Each of these factors has a different effect,
and the effect of each is significant.

The major effects on cash requirements manifest themselves in
inventory, fixed assets and depreciation. The effect on inventory will
be discussed first.

Assume a food store or supermarket has 200,000 individual items
in inventory at an average cost of 80 cents an item. The inventory
value is $160,000. The following analysis indicates the effect of
maintaining that inventory for a five-year period at assumed inflation
rates of 6% and 10%:

200,000 Item !nventory

6% Inflation 10% inflation
Average Average

Unit Cost Total Unit Cost Total
$ .800 $160,000 $ .800 $160,000
.848 169,600 .880 176,000
.899 179,800 .968 193,000
.953 190,000 1.065 213,000
1.010 202,000 1.171 234,200

The above table illustrates the added investment needed in an

inflationary period to maintain the same level of inventory.
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A portion of this added investment could be financed by increases in
accounts payable; the balance, however, must come from increased
working capital. This requires an additional investment on the part of
the store owner, which must originate from equity or debt capital.

LIFO/FIFO Inventory

Valuation Methods

In a period of inflation, the choice of method for wvaluing
inventory become important. -There are two basic alternative methods
for valuing inventory -- first-in, first-out (FIFO method and last-in,
first-out (LIFO) method. These methods are pricing or wvaluation
methods based on a theoretical assumption about the flow of goods.
FIFO wvaluation is based on the assumption that the first of oldest items
purchased are the first sold. Therefore, these items are charged
against sales as cost of goods sold. The latest or most recent
purchases are then assumed to be in inventory, and the applicable
purchase costs are used to value inventories.

The LIFO method of valuing inventory assumes just the opposite.
The most recent or last purchases are assumed to be the first sold and
charged as cost of sales, while the oldest or first goods received are.
assumed to remain in inventory.

In the example of the 200,000 units in inventory, at the end of
five years for the 6% assumed inflation rate, the inventory value would
be $202,000 using FIFO and $160,000 using LIFO assuming either
method was adopted and followed for the full five-year period. Of
significance, of course, is that under LIFO, the difference in
inventory valuation of $42,000 is treated as an additional cost of sales,
thereby reducing reported income and the related income taxes.

Assuming an effective income tax rate of 50%, the savings would be
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$21,000 over the five-year period. This would contribute significantly
toward the additional investment needed to finance the increased
inventory investment.

FAS #33 Treatment

of Inventory

Statement No. 33 of the Financial Accounting Standards Board
(FASB), requires that the increased dollar vaiue of inventory due to
inflation be treated as additional cost of sales. In order to obtain
consistency in the calculation of the adjustment, the Consumer Price
Index for urban consumers (CPI-U) must be used to calculate the
adjustment. Application of this index will usually result in a different
inventory value than if a company calculated its own index to convert
its inventory to a LIFO value.

A company normally valuing all or part of its inventory on LIFO
effectively readjusts the inventory to FIFO before applying the CPI-U
to calculate the infiation adjustment.

This approach recognizes what is sometimes called "the economic
income" theory. Under that theory, real or economic income is not
earned until a sale is made and the inventory used to make that sale is
replaced. Inventory is assumed to be a constant or relatively fixed
investment which is necessary to continue in business, particularly in
a distribution or consumer goods oriented business. Therefore, the
additional dollars needed to replace inventory are treated as additional
cost of sales.

While these techniques may be appropriate to measure income or
investment dollars, they are inconsistent when applied to inventory
valuation for purposes of determining financial position. Obviously,
the current dollars are more correct in determining current values of
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inventory. Financial statements prepared using the LIFO inventory
method disclose the FIFO inventory value in a footnote or supplemental
calculation.

Replacement of Equipment

and Similar Assets

The second major area where the effect of inflation causes
ever-increasing cash requirements is in the area of equipment and
other similar asset replacement costs.

Consider an item of equipment purchased ten years ago for
$10,000 and depreciated (charged to operations) over a ten-year period
(assuming no salvage value). Depreciation of $1,000 per year would
be charged to operations, representing the cost of the use of that
equipment over its estimated economic life. At the end of that period,
the equipment generally would have to be replaced, and, if inflation
had averaged 10% during the period, the replacement equipment would
cost approximately $26,000. Therefore, additional cash investment is
required to continue in business and replace the equipment. While
this is a simplified example, it is an accurate ilustration of the
problem caused by inflation, which is that annual depreciation charges
tend to be in dollars that no longer have the same values (purchasing
power) as the other items of income and expense in the current year
of operations. Therefore, profits are overstated on an economic basis,
similar to the problem with inventory.

Companies presently can accelerate, for tax purposes (and for
reporting purposes if desired), the write-off of the asset, but they
cannot claim depreciation in excess of its original cost. (Investment

credits should not be considered a subsidy for this situation, since
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they are intended to stimulate business investment and so represent a
government program with different stated objectives.)

Statement No. 33 requires that depreciation be restated in the
supplemental income statement by indexing the annual depreciation
charges for inflation using the CPI-U. In periods of inflation, this
will result in depreciation charges greater than those based upon
original cost.

While some relief from income taxes is available in the inventory
area to the companies claiming a LIFO wvaluation, no such relief is
available in the area of depreciation. Therefore, while additional
depreciation may be calcuiated to adjust for inflation, income taxes
paid on inflated incomes cannot be restated or adjusted. This results
in effective income tax rates much higher than statutory rates during
periods of high inflation.

Purchasing Power

Effect of inflation

Besides the cash effects of inflation, there is also an erosion of
purchasing power, or real economic value, of the equity invested in a
business. Likewise there can be a gain in purchasing power
associated with borrowed funds.

For example, if a business consisted of $10,000 invested in
savings and no other transactions during the year, the following would
result, assuming a 6% interest rate and a 6% inflation rate. Interest
income of $600 would be reported and equity would increase from
$10,000 to $10,600 exclusive of tax considerations. However, the
$10,600 at the end of the year would buy no more than $10,000 at the

beginning, so the real or economic income would be zero.
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If in that example inflation were 10%, a real or economic loss
would result. If in that example one-half of the capital were borrowed
funds at a 6% interest rate, then the economic effect to the
shareholders would only be one-haif of the result of the changes in
the $10,000 investment because the balance of the effect would be
shifted to the debt hoiders.

ltems such as cash, receivables, payables and debt are labeled as
monetary items under Statement No. 33 because they are convertible to
cash or money at a fixed rate. Each company is to determine its net
position with these monetary items and calculate a purchasing power
gain or loss.

A company with a net monetary position of cash and receivables
in excess of debts owed will suffer a loss in purchasing power
applicable to those assets. A company with a monetary position of
debt in excess of cash or receivables is in a net borrowed position
and, in an inflationary period, will experience a net gain in
purchasing power applicable to its net debt position.

One cohcept is to treat gain on purchasing power associated with
debt repayment as an adjustment of interest expense. The theory is
that real interest rates are generally low, i.e., 1% to 3%; the nominal
higher rates, then, are considered compensation of the lender for
inflation.

Statement No. 33 requires that the supplemental income statement
be adjusted for calculations to reflect inflation effects of inventory and
depreciation, which will generally require increased cash to maintain
inventory levels or to replace equipment. However, the gain or loss

in purchasing power applicable to a net monetary receivable or debt
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position is reflected on a memo basis only, perhaps because it is not
currently a cash gain.

Methods of Calculating

Inflation Adjustments

to” Reported Data

The infiation adjustments to the financial data as reported by
these public companies were made on an aggregate basis and, in many
cases, estimates had to be used. However, the results are beiieved to
be accurate.

Sales were adjusted to a constant dollar basis by converting all
years presented to 1970 dollars using the CPI.

For the inventory adjustment, all inventory was adjusted to a
first-in, first-out (FIFO) basis. Inventory was adjusted to the
average dollars of the current year by applying an appropriate price
index. The inventory change in constant dollars was compared to the
inventory change in current dollars, and the difference between the
current dollar change was determined to be the inventory inflation
adjustment and was added to or subtracted from cost of sales.
Calendar year Consumer Price Index information was used in this as
well as all other calculations. Since the companies have various
year-ends, this is a simplifying assumption which should not materially
affect the adjustments. Using the year-end price index as a divisor in
the calculation assumes the inventory will turn at least 12 times a
year, which is a reasonable assumption in this industry.

To adjust depreciation expense, the aggregate age of the
property was determined by dividing accumulated depreciation by

depreciation expense. Actual depreciation expense was multiplied by
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the current year average Consumer Price Index and divided by the
Consumer Price Index at the date the property was acquired.

To calculate the gain in purchasing power, all assets and
liabilities other than property and inventory were assumed to be
monetary. Beginning and ending net monetary liabilities were
converted to average vyear dollars using the current year average
Consumer Price indices. The purchasing power gain was determined
by deducting the increase in net monetary liabilities in constant doliars

from the increase in current dollars.

Productivity
Analysis

General industry data on productivity was obtained from Food
Marketing Institute's "The Food Marketing Industry Speaks" and
Cornell University's "Operating Results of Food Chains." This data
was used to develop certain productivity measures, such as sales per
square foot, sales per man-hour, and selected other costs per square
foot. Some of the data developed used a combination of information
from these two sources. Conversions to an inflation-adjusted basis
were developed using the Consumer Price Index for urban consumers,
as appropriate.

Projected Trends

and Analyses

Projections were made for the retailers studied for a five-year
period based upon the resuits of past operations, assumed rates of
inflation and other known factors. These projections were prepared in
the same format as the historical results analyzed.

Supplemental analyses were also prepared of various types of
store operations and the related capital investment required.
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APPENDIX 2

CONSUMER PRICE INDEX -- URBAN CONSUMERS

Year
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