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Food Retailing Industry
Ominous Trends are Materializing;
2009 Sales Could Prove Dismal

 Grocery Industry Sales Growth Totaled 3.5%. Seasonally

adjusted November grocery retail sales growth decelerated to

3.5% from 4.1% and 5.4% in October and September,

respectively. Against the backdrop of the current and relatively

stable inflation rates, the sales performance is disappointing and

suggests meaningful volume pressure.

 Input Cost and Retail Inflation Remain Elevated. PPI -

Finished Foods held steady at 6.5% growth and CPI – Food at

Home moderated slightly to 7.1%. We continue to believe that

the reversal in the CPI - PPI spread (turning positive) merely

represents a categorical negative turning into a neutral factor.

Further we believe that prices can and will be more than offset

by promotional activity and pricing by the retailers. For example,

Costco recently indicated a significant step-up in food price cuts.

 Negative Real Sales Growth Persists and WORSENS to

negative 360bps. The combination of continued high inflation

but eroding sales growth has led to FIVE consecutive months of

negative real sales growth. Specifically, real growth has totaled

negative by over 200bps in the last three months totaling -220, -

330 and -360 basis points in September-November, respectively.

 Share Gain from Restaurants Continues But Moderates,

AGAIN. Grocery sales growth outpaced Food & Drinking

Establishment sales growth for the 13
th

consecutive month.

Specifically, grocery sales growth has surpassed restaurants by

1.5 percentage points on average over the last 12 months and

totaled 1.5 and 0.7 percentage points in October and November.

 Employment a Leading Indicator to Sales Pressure. We

continue to believe that changes in non-farm payroll are highly

correlated to industry sales. As a result, the declines in non-farm

payroll over the last several months, combined with decelerating

industry sales growth, give us confidence that the current cycle

will look very similar to the 2001/2003 period.

 We continue to believe cyclical pressures are mounting on

most industry participants and anticipate sales, margin and

earnings pressure going forward. In addition, disinflation

over the course of 2009 will likely prove particularly painful.
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rsummers@palicapital.com
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Sales and Retail Inflation

Inflation and Sales Trends
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Food-at-Home CPI (Adjusted) Retail Grocery Sales (Adjusted)

Retail sales have
decelerated
sequentially since
August, totaling 3.5%
in November depsite
the fact that CPI
Food at Home has
remained above 7%
since July.

Inflation continues at
problematic levels on
an absolute level and
it is not translating
into sales strength.

Source: Pali Research & Government Data

Input Cost and Retail Inflation

Year over Year Growth in CPI Food at Home and PPI Finished Foods

(January 1999 to November 2008)
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Inflation Spreads: Input versus Retail

CPI Food at Home/PPI Finished Foods Spread
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CPI-PPI Spread

After several

months running
negative, spread

between retail
and input cost

inflation improved
in October.

At the margin, this

this suggests that
some incremental

gross margin
pressure has

temmporarily
subsided.

Dramatic improvement in October

Source: Pali Research & Government Data

Real Sales Growth

Real Grocery Retail Sales Growth Increasingly Negative
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**Adjusted grocery sales growth minus CPI - Food at Home (adjusted)

Real sales
growth turned
increasingly
negative in
November and
represents the
5th consecutive
month of
NEGATIVE real
growth.

Source: Pali Research & Government Data
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Correlation of Non-farm Payroll and Industry Sales

Non-Farm Payroll Highly Correlated With Industry Sales Growth
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Retail Grocery Sales (Adjusted) Non-Farm Payroll (Unadjusted)

Given further
deterioration
in the labor
markets, we
anticipate

industry
sales trends
to continue
to
decelerate.

We believe
that current
cycle is
beginning to
look very
similar to
2001/2003.

Starting to Look Very Familiar
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Grocery Sales SA Non Farm Employment: Y-o-Y

Sales Pressure in 2002 and 2003

Followed Employment Downturn in

2001 and 2002

Rebound in Grocery Sales since 2004

has Followed Rebound in Employment

Rolls

Source: Pali Research & Government Data
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Grocery versus Food Service & Drinking Establishment Sales Growth

Six Month Rolling Average Growth - Grocery vs Food Service & Drinking
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Retail Grocery Sales (Adjusted) Food Service and Drinking Sales (Adjusted)

Grocery sales
growth now
outpaces the
proxy for
restaurant sales.
Likely reflects a
retrenching of
the consumer, in
our opinion, with
little tangilbe
benefit to
supermarket
operators.
Broader shift
may be occuring
into discount
formats.

Source: Pali Research & Government Data

Growth Spread: Grocery Sales Growth less Food Service

Grocery Sales Growth Less Food & Drinking Establishment Growth
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Feb 2001 to November 2001 Grocery

sales outpaced restaurants by 0.7%
Grocery has outpaced

restaurants by 1.5 percentage

points since November 2007

PACE OF RELATIVE SALES STRENGTH DROPPED IN NOVEMBER

Source: Pali Research & Government Data
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APPENDIX

IMPORTANT DISCLOSURES AND ANALYSTS’ CERTIFICATIONS

Analyst Certification

I, Robert Summers, hereby certify that the views expressed in this research report accurately reflect my personal
views about the subject companies and their securities. I also certify that I have not been, and will not be,
receiving direct or indirect compensation in exchange for expressing the specific recommendations in this report.

I, Alison Richards, hereby certify that the views expressed in this research report accurately reflect my personal
views about the subject companies and their securities. I also certify that I have not been, and will not be,
receiving direct or indirect compensation in exchange for expressing the specific recommendations in this report.

Analyst Stock Ratings

Pali Research’s ratings are defined as follows:

BUY – A stock that is expected at initiation to produce a positive total return of 15% or greater

over the 12 months following the initial recommendation. The BUY rating may be maintained

following initiation as long as it is deemed appropriate, notwithstanding price fluctuations that

would cause the target to fall outside of the 15% return.

SELL – A stock that is expected at initiation to produce a negative total return of 15% or greater

over the next 12 months following the initial recommendation. The SELL rating may be

maintained following initiation as long as it is deemed appropriate, notwithstanding price

fluctuations that would cause the target to fall outside of the 15% return.

NEUTRAL – A stock that is not expected to appreciate or depreciate meaningfully over the next

12 months.

Disclosure of Distribution of Ratings

Pali Research, the research arm of Pali Capital, Inc. must disclose in each research report the

percentage of all securities rated by the member to which the member would assign a “buy”,

“neutral” or “sell” rating. Below is the distribution of Pali Capital’s research recommendations as

of the end of the third quarter of 2008:

Rating Distribution

Buy Neutral Sell

Pali Research 49% 38% 13%

As of the end of the most recent calendar quarter (September 30, 2008), Pali Capital, Inc. had

investment ratings on 71 equity securities.

All required disclosures, including price charts, designating ratings and price targets on all Pali

Research rated stocks are available upon request by contacting dlenchus@palicapital.com.

mailto:dlenchus@palicapital.com
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Subject companies in each rating category for which Pali Capital has provided investment

banking services within the last 12 months is 0%.

General Risks of Equity Investing

Investors need to be aware that investments in equity securities may pose significant risks due to

the inherent uncertainty associated with relying on forecasts of various factors that can affect the

earnings, cash flow and overall valuation of a company. Any investment in equity securities

should be facilitated only within the context of diversification by asset class, industry, company,

as well as investment objectives and time horizon.

For additional information, please contact your Pali sales and trading representative at (212) 259-

2000.

Copyright 2008 Pali Research, the research arm of Pali Capital Inc. All rights reserved. Any unauthorized use or

disclosure prohibited.

Pali Capital, Inc. ("Pali") does not accept orders via email, please contact your Registered Representative for execution

assistance.

Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or sell any

securities or any options, futures or other derivatives related to such securities ("related investments"). This publication

was furnished on the condition that it will not form a primary basis for any investment decision. Each investor must make

its own determination of the appropriateness of an investment in any securities referred to herein based on the legal, tax,

and accounting considerations applicable to such investor and its own investment strategy.

Pali Capital Inc. does not have investment banking relationships with the firm(s) whose security is mentioned in this

report. Neither the analysts responsible for this report nor any related household members are officers, directors, or

advisory board members of any covered company. No one at a covered company is on the Board of Directors of Pali

Capital Inc. Neither Pali Capital Inc. nor any of its owners, officers or employees own shares equal to one percent or more

of the company in this report.


