





Battening Down the Hatches

Retailers Change Tack in the
Midst of Economic Storm

In last year’s version of this report, we noted that “sluggish

U.S. economic growth, a weak dollar, and declining consumer
confidence” was prevailing upon savvy retailers to devise a

“new formula” for success. One year later, while this new formula
is still a work in progress, it’s clear that retailers responded well in
2008 to conditions that few could have anticipated.

More a Tsunami than a Storm

Among the many “all-time lows” that have defined this
recession came a report in February 2009 that the Consumer
Confidence Index had hit its lowest mark since the Index
began, in 1967.% It’s hardly surprising that, as they have for
CPG manufacturers, 2008 shareholder returns and sales
growth for the retail industry have declined.

Yet, retailer median sales growth was still about 9% for 2008,
nearly the same level achieved in 2007 (Exhibit 23). Why?
Primarily because retailers responded to market conditions by
providing consumers with the value-oriented products they want,
and made appropriate price adjustments related to a mid-year
spike in commodity prices.

To gain a bit more understanding of how the retail industry
performed by segment, we broke out grocery retailers from the
rest of the CPG retailing universe of companies. While it’s clear
that grocery retailers fared worse than their CPG retailing peers—
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who registered nearly 10% growth—grocery retailers still
managed median sales growth of about 5% (Exhibit 24).

Several industry executives we spoke to for this report believe
that value-oriented products will remain critical to retailers’

and CPG companies’ shared success. International Flavors &
Fragrances (IFF) Chairman and CEO Robert Amen puts it this
way: “Affordability is important. But it’s not about cheapness—
it's about affordability. There needs to be improved functionality
and differentiation.”s

Wal-Mart Remains the Game-Changer

While many supermarket chains are experiencing declining
same-store sales, Wal-Mart is benefiting from the economic
slowdown as shoppers flock to big-box stores that offer lower
prices and one-stop shopping.

With more than 3,600 stores nationally,®> Wal-Mart Stores,

Inc.’s U.S. operations (excluding Sam’s Club) reported a same-
store sales increase of 2.8% for the period of November 2008

to January 2009% —a strong performance for a recessionary
period, especially considering the number of shopper trips

made per household was down 2.9% during that timeframe.3
Moreover, approximately half of Wal-Mart Stores, Inc.’s U.S.
sales (excluding Sam’s Club) are in categories where it competes
directly with food retailers,* a fact that makes conventional
supermarkets’ operating environment all the more challenging.

How exactly are supermarkets responding? The best are
certainly not sitting still and watching their market share
decline. Instead, they are undertaking several key initiatives
to drive improved performance.

Exhibit 23: Median Net Sales Growth,
Retailers vs. Manufacturers
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Exhibit 24: Median Net Sales Growth,
Grocery vs. Other Retailers
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Section 1: Rewarding Resilience

CPG Companies Can Help Retailers
Achieve Differentiation

In a recent PwC study, more than 75% of retailers acknowledged
that they have a long way to go in differentiating themselves.3®
Manufacturers can be a crucial partner in this endeavor.

CPG companies are working with retailers on stock-keeping

unit (SKU) rationalization, shelving priorities, and pricing

strategy formulation. In one specific example, manufacturers

can potentially leverage their market and shopper data to
provide retail customers with insights to improve category
business planning.

A factor in any conversation about CPG-retailer collaboration
is, of course, private label programs. While the private label
phenomenon has not been as explosive in North America as
in Europe —where approximately 45%% of retail sales go to
private brands—it’s still a dynamic that manufacturers must
consider as they work with retail partners.

For the average conventional supermarket chain, private label
now accounts for approximately 19% of total sales, up from
about 17% just a couple of years ago.® It is our expectation that
this rate will climb over the next few years as new consumers are
persuaded to try private label brands due to the low price points
and improved quality. It is very likely that the trend toward private
label products is a long-term one, as the category had slowly
been gaining traction even before the recession.

Although the growing success of private label will affect national
brands, both manufacturers and retailers should seize the
opportunity to collaborate and ensure that store shelves contain
excellent private label and national brand items in a time when
shoppers are looking for value. Earlier this year, Costco began
telling its suppliers that it will be eliminating national brands

in favor of its private label, if pricing relief is not offered.® As
PepsiCo’s Goodman puts it, “Manufacturers and retailers have
the shared interest of growing consumer volume.”°
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Revisiting Pricing Strategies

In a downturn, price often overtakes location as the key reason
for choosing a place to shop as consumers search for value.

If a retailer sets prices too low, it's leaving margin dollars on
the table. If it sets prices too high, it runs the risk of driving
consumers to seek more affordable options (see Exhibit 25).

This has been an even more complicated calculus since early
2008, when commodity prices entered a period of particular
volatility. For example, some manufacturers locked in long-term
supply contracts for commodities that have since declined in
price. On the other hand, various commodities have remained
quite high, as Bert Alfonso of Hershey pointed out when he
spoke to us for this report. “It’s true that commodity inflation
has leveled off —particularly in energy—but you still have to
look at individual commodities, many of which are still pretty
elevated,” Alfonso says.*! The bottom line is that commodity
price volatility can provide pricing headaches for both CPG
companies and retailers.

In one response, retailers are today seeing the wisdom of
deeper discounts on fewer items. Conventional retailer wisdom
holds that waves and waves of sales tags in a store create the
impression that bargains are everywhere, but retailers have
found that they are better off putting fewer items on sale and
discounting them deeper.

Exhibit 25: Median Gross Margin
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Exhibit 26: Median Inventory Turnover,
Retailers vs. Manufacturers
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Exhibit 27: Median Inventory Turnover,
Grocery vs. Other Retailers

Exhibit 28: Median Cash Conversion Cycle
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Optimizing Inventory Levels

With credit markets tightening, retailers are also trying to free
up cash. Unlike manufacturers, which have multiple sources

of cash to impact, retailers’ primary lever for moving short-
term cash is improving their inventory replenishment processes,
both in stores and in distribution centers. One grocer we
interviewed was able to eliminate its short-term debt by
automating ordering processes.*?

Better inventory management results in a stronger balance sheet,
not to mention customers happy to find that the products they
like are in stock. Exhibit 26 shows that, as one would expect,
retailers maintain a higher inventory turnover than manufacturers,
and thus a lower number of days inventory outstanding.

Refining this analysis for grocery retailers as compared to
other CPG retailers, we see both increasing inventory
turnover for 2008 (see Exhibit 27).

Retailers are clearly becoming more aware that inventory
management is one of the keys to better cash management,
and thus to a better and more profitable business. In fact, by
increasing inventory efficiency, extending payables, and
better managing receivables, retailers’ cash conversion cycle
went down significantly between 2007 and 2008 (Exhibit 28).

Cautious Optimism

Retailers have managed to grow amidst a deep recession by
responding to consumers’ demand for value, developing the
agility to better adjust inventory, and managing their balance
sheets. But when the economy bounces back, good “defense”
won’t be enough. Retailers and manufacturers need to work
together to forge solutions for a new foundation for growth.
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Financial Performance Metrics

Retailer Performance Data

This section contains charts illustrating the 2008 performance of
CPG retailers as a whole. Since the fourth quarter of 2008, the
main storyline concerning retailers in the financial and business
press has been the precipitous drop in U.S. consumer confidence,

which presumably drives retail sales.

And, sure enough, 2008 shareholder returns and sales growth for
CPG retailers declined year-over-year. But the retail sector’s ever-
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For example, median sales growth for CPG retailers was about
9% for 2008, just short of that achieved in 2007. As for grocery

retailers specifically, they registered median sales growth of
about 5%, lower than the overall CPG retailing sector but a
positive result nonetheless (see Exhibit 24, p. 19). By working
with manufacturers to quickly get value-oriented products on

shelves, as well as making judicious price adjustments related
to a mid-year spike in commodity prices, retailers were able to

in decades.

increasing agility has allowed it to avoid a worst-case scenario.

Exhibit 47: Retailers: Comparison to Manufacturers Data
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Company Choice

The companies analyzed in the Financial Performance Metrics
section were identified as companies that operate in the CPG
manufacturing or retail industries. This designation is generally
based on a company’s primary industry, identified using the North
American Industry Classification System (NAICS) as designated
by each company and reported in Reuters.

Manufacturers

A core group of NAICS codes was used to categorize companies
according to CPG industries, including food, beverage, and
household products manufacturing activities. After reviewing this
list, we excluded a handful of companies, either because they
predominantly do business outside the U.S. or because their
primary activities did not align with the CPG sector. Additional
food, beverage, and household products companies were
included in the analysis based on the nature of their products,
given diverse manufacturing activities.

Exhibit 52 lists the manufacturer NAICS codes and NAICS code
descriptions by sector used in the Financial Performance Metrics
section of this report.
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Retailers

A group of core NAICS codes that represent GMA retail activities
were identified, and used to generate a list of retail companies
for inclusion in the analysis. To gain more understanding of how
the retail industry performed by segment, we broke out grocery
retailers from the rest of the CPG retailing universe of companies
based primarily on the NAICS code designation for the retailer.

Exhibit 53 lists the retailer NAICS codes and NAICS code
descriptions by sector used in the Financial Performance Metrics
section of this report.

Exhibit 53: Distribution of Retailer NAICS Codes
by Sector

NAICS | NAICS Description

Supermarkets and Other Grocery

RE (except Convenience) Stores

445120 Convenience Stores

445299 All Other Specialty Food Stores

446110 Pharmacies and Drug Stores

446120 Cosmetics, Beauty Supplies, and Perfume Stores
446191 Food (Health) Supplement Stores

446199 All Other Health and Personal Care Stores
447110 Gasoline Stations with Convenience Stores
452910 Warehouse Clubs and Superstores

452990 All Other General Merchandise Stores
453910 Pet and Pet Supplies Stores
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Appendix A: Financial Performance Metrics Methodology

Data Preparation and
Metric Construction

The following data preparation steps were necessary before
calculating financial metrics.

Currency exchange rates were applied to financial data fields de-
nominated in non-U.S. currencies. Conversions were computed
based on the annual averaged exchange rate for each fiscal year
operating period.

Companies that changed their reported fiscal year starting and
ending dates for at least one of the reporting periods resulted

in duplicate data across fiscal years. The duplicate fiscal year
observation was removed by annualizing the reported financials
where necessary.

Data elements associated with companies that have reporting
periods markedly different from the standard length of a calendar
year (i.e., 12 months or 52 weeks) were either annualized

or dropped.

Data used to calculate metrics presented in this report was
compared with 10-K filings for selected firms to check
for inconsistencies.

The quartiles were determined based on the companies with
reported data for each financial metric. Definitions for each
metric can be found in Appendix C.

Data Reporting

Reported results utilize median figures in order to reduce the
effect of performance outliers on the overall metrics. When
the count of companies with reported data is large enough,
we also report quartile figures at the 25th and 75th percentile
observations.

Firms with more than US$10 billion in net sales in their most
recent reported fiscal year were included in the industry bench-
mark among the results for the large firms. They have also
been highlighted in a separate very large grouping.

Other size-based segmentations were defined using the bench-
marks noted in Exhibit 54.

Exhibit 54: Size Segmentations for Financial
Reporting Metrics

Very Large Manufacturers net sales > $10B

Large Manufacturers net sales > $4B

Medium Manufacturers $500M < net sales < = $4B

Small Manufacturers $50M < net sales < = $500M

Companies with net sales of less than $50 million for the most
recent reported fiscal year were excluded.

Counts for the number of manufacturers included in each size-
and industry-based segment are included in Exhibit 55.

Exhibit 55: Manufacturing Companies by Industry Size and Segment

Beverage

Medium

TOTAL
32

Large (Very Large)

Food 31

28 27 (17) 86

Household Products
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Appendix B: Manufacturer Company List

AgFeed Industries, Inc.

Agria Corporation (ADR)
Ajinomoto Co., Inc.
Alberto-Culver Company

Alcoa Inc.

Allied Domecq PLC (ADR)
American Dairy, Inc.

American ltalian Pasta Company
Anheuser-Busch Companies, Inc.
Archer Daniels Midland Company
Ascendia Brands, Inc.
Associated British Foods plc
Avon Products, Inc.

B&G Foods, Inc.

BASF SE (ADR)

Basic American Foods, Inc.
Birds Eye Foods, Inc.

Bridgford Foods Corporation
Brown-Forman Corporation
Bunge Limited

Bush Brothers & Company
Cadbury plc (ADR)

Cagle’s, Inc.

Campbell Soup Company

CCA Industries, Inc.

Chiquita Brands International, Inc.

CHS Inc.
Church & Dwight Co., Inc.
Coca-Cola Bottling Co.
Consolidated
Coca-Cola Enterprises Inc.
Coca-Cola FEMSA, S.A.B.
de C.V. (ADR)
Coca-Cola HBC S.A. (ADR)
Coffee Holding Co., Inc.
Colgate-Palmolive Company
ConAgra Foods, Inc.
Constellation Brands, Inc.
Cott Corporation (USA)
Craft Brewers Alliance, Inc.
Cruzan International, Inc.
Cuisine Solutions, Inc.
Dakota Growers Pasta Co., Inc.
Darling International Inc.
Dean Foods Company
Del Monte Foods Company
Del Monte Pacific Limited
Diageo plc (ADR)
Diamond Foods, Inc.
Doane Pet Care Company
Dole Food Company, Inc.
Dr Pepper Snapple Group Inc.
Dreyer’s Grand Ice Cream
Holdings Inc.
DSG International Limited
Ecolab Inc.
Elizabeth Arden, Inc.

Energizer Holdings, Inc.

Exide Technologies

Farmer Brothers Co.

Flowers Foods, Inc.

Fomento Economico Mexicano SAB (ADR)

Foster’s Group Limited

General Mills, Incorporated

Georgia-Pacific Corporation

Gold Kist Inc.

Golden Enterprises, Inc.

Gordon Biersch Brewery
Restaurant Group, Inc.

Greatbatch Inc.

Green Mountain Coffee
Roasters Inc.

Groupe Danone SA (ADR)

Gruma S.A.B. de C.V. (ADR)

Grupo Industrial Maseca SA de CV (ADR)

H.J. Heinz Company

Hanover Foods Corporation

Hansen Natural Corporation

Heineken N.V. (ADR)

Hormel Foods Corporation

Imperial Sugar Company

Inter Parfums, Inc.

International Multifoods
Corporation

Interstate Bakeries Corp.

Inventure Group Inc.

J&J Snack Foods Corp.

Jamba, Inc.

Jarden Corporation

John B. Sanfilippo & Son, Inc.

Johnson & Johnson

Kellogg Company

Kerry Group PLC

Kimberly-Clark Corporation

Kirin Holdings Company, Limited (ADR)

Kraft Foods Inc.

Lancaster Colony Corp.

Lance, Inc.

Land O’Lakes, Inc.

L’Oreal

Marine Harvest ASA

Maui Land & Pineapple Co.

McCormick & Company, Incorporated

Medifast, Inc.

Merisant Company

MGP Ingredients, Inc.

Molson Coors Brewing Company

Monterey Gourmet Foods, Inc.

National Beverage Corp.

Nestlé SA

Novartis AG (ADR)

Otis Spunkmeyer Holdings, Inc.

Overhill Farms, Inc.

Owens-lllinois, Inc.
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Parlux Fragrances, Inc.

Peet’s Coffee & Tea, Inc.
PepsiAmericas, Inc.

PepsiCo, Inc.

Physicians Formula Holdings, Inc.
Pilgrim’s Pride Corporation
Pinnacle Foods Finance LLC
Playtex Products, Inc.
Premium Standard Farms, Inc.
Provena Foods Inc.

Ralcorp Holdings, Inc.

Reckitt Benckiser Group Plc
Reddy Ice Holdings, Inc.
Revlon, Inc.

Rica Foods, Inc.

SABMiller plc

Sanderson Farms, Inc.

Sara Lee Corp.

Seaboard Corporation
Seneca Foods Corporation
Shiseido Co. LTD. (ADR)
Smart Balance, Inc.

Smithfield Foods, Inc.

Solo Cup Company

Synutra International, Inc.
Tasty Baking Company

Tate & Lyle PLC (ADR)

The Boston Beer Company, Inc.
The Clorox Company

The Coca-Cola Company

The Estee Lauder Companies Inc.
The Gillette Company

The Hain Celestial Group, Inc.
The Hershey Company

The J.M. Smucker Company
The Pepsi Bottling Group, Inc.
The Procter & Gamble Company
The Robert Mondavi Corp.
The Topps Company, Inc.
Tootsie Roll Industries, Inc.
TreeHouse Foods Inc.

Tyson Foods, Inc.

Ultralife Corp.

Unilever plc (ADR)

Vermont Pure Holdings, Ltd.
Vina Concha y Toro S.A. (ADR)
Wm. Wrigley Jr. Company
Wyeth

Zep, Inc.
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Appendix C: Definitions

Beverage manufacturers

Manufacturers of beverage products, including breweries,
distilleries, and wine producers.

Book capital
The sum of total debt and the book value of equity.

Cash conversion cycle

Sum of days sales outstanding and days inventory outstanding
minus days payable outstanding for the same fiscal year.

Cost of goods sold

The total cost of the inputs to producing products, including
excise tax payments.

CPG manufacturers (referred to in this report as
“manufacturers”)

Companies that manufacture food, beverage, and household and
personal care products.

CPG Market Weighted Index

This index is comprised of 101 CPG companies that were actively
traded on U.S. stock exchanges from January 1, 2006, through
December 31, 2008. A market-weighted methodology was
applied in computing the index. The value of the CPG Index at
the end of each month represents the aggregate total of market
capitalization of each of the companies present in the CPG Index.
For a given company, the market capitalization was computed

as the product of closing monthly price and the average of

the reported and previous fiscal year’s total common shares
outstanding. The one-year index through April 2009 included the
same group of companies, as available.

CPG retailers (referred to in this report as “retailers”)

Companies that sell manufactured food, beverage, and
household and personal care products.

Current ratio

Current assets for a reported fiscal year divided by the current
liabilities for that same year.
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Days sales outstanding

The average of the previous fiscal year’s and reported fiscal
year’s accounts receivable divided by the reported fiscal year’s
average daily net sales.

Debt-to-equity ratio

Total debt for a reported fiscal year divided by the total book
equity for that same year.

EBIT
Earnings from continuing operations, before interest and taxes.

EBITDA
Earnings before interest, taxes, depreciation, and amortization.

Economic profit

Economic profit spread is calculated by taking return on invested
capital (ROIC) and subtracting the weighted average cost of
capital (WACC).

Effective tax rate

Income tax divided by earnings before tax for the same
fiscal year.

Food manufacturers

Manufacturers of food products, including dry coffee and tea
producers; frozen fruit, juice, and vegetable producers; and dry,
condensed, and evaporated dairy product manufacturers.

Free cash flow as a percentage of sales

One-year, three-year, or five-year cumulative cash from operating
activities, less capital expenditures plus cash interest paid as a
percent of cumulative net sales, for the same time period.

Gross margin

Ratio of net sales minus cost of goods sold to net sales, for the
same fiscal year.

Household products manufacturers

Manufacturers of household and personal care products, includ-
ing primary battery producers and dog and cat food producers.



Interest coverage ratio

EBIT for a reported fiscal year divided by interest expense on
debt for that same year.

Inventory turnover

Cost of goods sold for a reported fiscal year divided by the
average of the previous fiscal year’s and reported fiscal year’s
total inventory.

Large companies

Companies with greater than $4 billion in net sales in their last
reported fiscal year.

Market capital
Sum of total debt and total market value of equity.

Medium companies

Companies with greater than $500 million and less than or equal
to $4 billion in net sales in their last reported fiscal year.

Net sales
Net revenue as reported by a company.

Return on average assets

EBIT for a reported fiscal year divided by the average of the
previous fiscal year’s and reported fiscal year’s total assets.

Return on invested capital

Net operating profit after taxes for a reported fiscal year divided
by the average of the previous fiscal year’s and reported fiscal
year’s book capital.

Return on market capital

EBITDA for a reported fiscal year, divided by the average of the
previous fiscal year’s and reported fiscal year’s market capital.

Return on sales

EBIT for a reported fiscal year divided by net sales for that
same year.
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Sales per employee

Net sales for a given year divided by the average of the previous
year’s and reported fiscal year’s total number of employees.

Selling, general, and administrative (SG&A) expense as a
percentage of sales

Ratio of selling, general, and administrative expense to net sales,
for the same fiscal year.

Shareholder return

Annualized percentage return from stock prices and reinvested
dividends for a fiscal year-end.

Short-term to long-term debt ratio

Short-term debt for a reported fiscal year divided by long-term
debt for that same year.

Small companies

Companies with greater than $50 million and less than or equal
to $500 million in net sales in their last reported fiscal year.

Total debt

Total debt outstanding including notes payable/short-term debt,
current portion of long-term debt/capital leases, and total long-
term debt.

Very large companies

Companies with greater than $10 billion in net sales in their last
reported fiscal year.
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