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Executive Summary
Analyst Recommendation: Sell (Overvalued)
IMKTA-NYSE (11/1/2015)
52 week Range
$27.59
$57.68
Revenues
3.79B
Market Cap.
1.13B
Shares Outstanding
13.82M
As Stated
Restated
Book Value Per Share
20.53
N/A
Return on Equity
14.29%
N/A
Return on Assets
5.21%
N/A
Intrinsic Valuations
Cost of Capital
As Stated
Restated
Estimated Adj. R^2
Beta
Size Adj. Ke
DDM
$49.49
N/A
3 month
0.079
0.71
7.68%
Free Cash Flows
$42.28
N/A
1 year
0.080
0.71
7.68%
Residual Income
$58.17
N/A
2 year
0.079
0.71
7.71%
LR Residual Income
$39.37
N/A
7 year
0.081
0.71
7.71%
Financial Based Valuations
10 year
0.094
0.72
7.72%
As Stated
Restated
As Stated Restated
Trailing P/E
19.15
N/A
Back door Ke
6.29%
N/A
Forward P/E
16.59
N/A
WACC (BT)
5.33%
N/A
Dividend Yield
1.18
N/A
Beta
-0.03
PEG Ratio
27.78
N/A
LB
CV
UB
Price to Book
2.68
N/A
Ke
0.50%
1.54%
2.50%
Price to EBITDA
9.08
N/A
Size Adj. Ke
3.86%
7.72%
14.65%
EV/EBITDA
16.43
N/A
WACC (BT)
3.33%
5.33%
7.33%
Altman's Z-Scores
2010
2011
2012
2013
2014
Initial Scores
2.89
2.84
2.98
3.01
3.13
Revised Scores
N/A
N/A
N/A
N/A
N/A

Industry Analysis
Ingles Markets Inc. is a regional supermarket chain that operates in the
southeastern United States. In a very competitive industry Ingles Markets implements a
unique strategy in order to gain competitive advantages and market share. The main
competitors for Ingles Markets are The Kroger Co., Sprouts Farmers Market, and Whole
Foods Market. These companies were chosen based on their similar business activities
to Ingles Markets. Overall the supermarket industry is characterized by narrow profit
margins, which creates a very competitive environment. Companies must adapt quickly
to the developing trends in the industry. Though industry giants like Walmart are able
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to capture a large portion of the market, there is still opportunities for smaller well run
companies to experience great success. In order to gain an understanding of the
supermarket industry and the competitive strategy involved we conducted a five forces
model. Below is a brief summary of our five forces model analysis.
Rivalry amongst existing firms is high in the supermarket industry. This is mainly
due to the competitive environment that exists due to small profit margins and
differences in scale of operations. We found that the companies in this industry mainly
focus on cost leadership and benefit leadership. These strategies stuck out to us
because of the wide range in differences in the scale of the various supermarket chains.
The larger companies typically focus on reducing their costs while the smaller scale
companies have to focus on providing other benefits to separate themselves. The
benefit leadership strategies that seemed the most common were a focus on providing
healthier more organic grocery options and also providing a unique shopping experience
for customers. Ingles Markets differentiates itself by being more of a local one stop
shop with everything you need. They also continue to remodel their stores to create a
better shopping environment. These factors plus their commitment to providing the
best service has led to them building a good customer base that continues to come
back and shop at their stores. Ingles Markets has had steady increases in their
revenues which gives us the impression that they have developed the right benefit
leadership strategy. However, all of Ingles’ main competitors have experienced greater
growth in their revenues over the same period. We believe this is due the larger scale
operations and continued expansion.
Threat of new entrants in the supermarket industry is low mixed in regards to
competition in the industry. The already highly competitive environment makes it a very
risky industry to try to enter. Some of the other main factors that prevent new entrants
are distribution access and first mover advantage. Entering a region as a new
supermarket chain can be a very difficult process. In most cases, regions are typically
well occupied by existing supermarket chains that operate in the most strategic
locations. Also new entrants can find it difficult to access suppliers due to their existing
9

business with the other supermarkets in the area. These factors, and many others,
make for a low mixed threat of new entrants.
The threat of substitute products is low in regards to competition in the
supermarket industry. Supermarket chains tend to sell products with similar price and
performance. Grocery products can have better quality over others but not at the level
to act as a substitute. Ingles Markets focuses on their quality of product in order to
compete against the larger companies. This provides some advantage but not at the
level of a substitute product.
Bargaining power of buyers has a high-mixed influence on the level of
competition in the industry. The buyers hold most of the power over the quality, various
resources, delivery schedule, quantity, and even price. These forms of power are an
integral part of the way buyers are able to negotiate. Buyers have the ability to switch
suppliers if they aren’t able to get the products at their desired price. Ingles Markets
has created buyer power through owning their own warehouses. This creates additional
room for storing products and allows Ingles to purchase larger quantities at a time.
With larger quantity purchases, Ingles is able to negotiate lower prices. This forces the
supplier to absorb additional costs and in turn leads to higher margins for Ingles. We
found this to be an important strategy for Ingles that allowed them to gain an
advantage over their suppliers.
Bargaining power of suppliers is low-mixed in affecting competition in the
supermarket industry. Suppliers play an important role in supermarket operations but
hold little bargaining power over buyers. Any mistake in the negotiation process could
potentially lead to the loss of a buyer. However, buyers are ultimately driven to better
product quality and price, so suppliers do have the ability to influence buyers. If you are
able to offer better quality products then you will gain more buyers and have more
freedom in pricing. Ultimately, Buyers and suppliers are dependent upon each other and
typically negotiate a fair price that benefits both sides.

Accounting Analysis
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An important part of conducting an accurate analysis is to overview a company’s
accounting as a whole. This includes recognizing the accounting policies and practices
of Ingles Markets to better value the firm. When it comes to the GAAP, the degree of
flexibility when it comes to reporting or distorting information for that matter varies
from company to company. Different levels of disclosing information means that a
company can increase or decrease the value of their firm in order to present themselves
in a desirable way. A low level of disclosure mean that a company may not be disclosing
relevant information to the public and concealing some negative aspects that might not
be seen to the market and also make it hard to value . On the other hand, firms with
high level of disclosure promote themselves as transparent but in turn may also release
information that could be damaging to their business. It is up to management to
present the quality information to the market and investors, which some do not always
do. We evaluated Ingles Markets on their Type One and Type Two accounting policies
presented in their most recent 10k
Type one policies include product quality, low cost distribution, and efficient
production (Ingles Market’s key success factors). After analyzing the level of disclosure
regarding these key success factors, we have concluded that they are slightly above the
level of disclosure than other firms in the industry. It is worth noting in this instance
dealing with the supermarket industry, most companies have similar key success factors
that do not require much disclosure to the public. That being said Ingles Markets is still
more transparent in their efforts to inform the public about their positive factors than
most in the industry.
Type two accounting policies are less simple to evaluate than type one for they
are subject to be much more flexible and distorted than other items. These policies
cover goodwill, research and development, and leases. For Ingles Markets, they do not
report any goodwill, there is no R&D information on their balance sheet, and they
report very little lease expense due to the fact they own a majority of their own stores.
What does stand out as a little strange is the way they combine multiple expenses into
one account of Capital Expenditures. This item is reported on their 10k as is without
disclosing what goes into that account, which could be made to seem like they have
11

less expenses. Though the expenses should all add up either way, it is something to
note the way they report it.
Through our accounting analysis, we have concluded that Ingles Markets
provides sufficient information to their investors. Although, they do appear selective in
some areas of information they choose to present. That being said, we do not believe
the practices applied would affect the company’s valuation and if they provided high
quality information to their investors overall.
Financial Analysis
The next step in the analysis process is to evaluate the financials of a company.
We will be using financial ratios, which allow us to compare and contrast Ingles
Markets’ overall performance with other benchmark competitors in the industry. The
ratios will include state of liquidity, capital structure, and profitability of Ingles Markets
as well as the industry.
Liquidity Ratios
Ratio
Current Ratio
Quick Ratio
Days Sales Outstanding
Accounts Receivables Turnover
Days Supply Inventory
Inventory Turnover
Cash to Cash Cycle

Performance
Average
Underperforming
Average
Underperforming
Outperforming
Underperforming
Outperforming

Trend
Increasing
Decreasing
Stable
Stable
Stable
Stable
Stable

The liquidity ratios measure the ability of a firm to meet their short-term
obligations as well as how quickly assets can be turned into cash. Compared to the
industry Ingles Markets is in the middle of the industry with its ability to turn out cash.
While their performance was all over the place their mostly stable trends don’t sign any
negatives.
The next ratios we will discuss are the Profitability ratios. These ratios help to
measure the ability of a company to produce a profit and generate earnings, as well as
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overall performance. They include; gross profit margin, operating profit margin, net
profit margin, asset turnover, return on assets, and return on equity.
Profitability Ratios
Ratio

Performance

Trend

Gross Profit Margin

Underperforming

Stable

Operating Profit Margin

Underperforming

Stable

Net Profit Margin

Underperforming

Increasing

Asset Turnover

Underperforming

Increasing

Return on Assets

Underperforming

Increasing

Return on Equity

Underperforming

Increasing

Ingles Markets is underperforming and are less able to create profit compared to
its competitors and the industry. Encouraging signs are shown though since they have
been recently experiencing an upward sloping trend towards better profitability.
Next, we will evaluate the capital structure ratios for Ingles Markets and the
industry. These ratios help gauge firms operations in regards to its capital, debt, and
financing. They include debt to equity, times interest earned, and Altman’s Z-score.
Capital Structure Ratios
Ratio

Performance

Trend

Debt to Equity

Outperforming

Increasing

Times Interest Earned

Underperforming

Increasing

Altman's Z-score

Underperforming

Increasing

Again Ingles Markets underperforms compared to the industry while showing an
increasing trend.
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After the financial ratio analysis was completed, our analyst team forecasted the
financial statements for Ingles Markets using historical date over the next ten years.
Forecasting isn’t an exact amount, and the further it goes out the less reliable it
becomes, so the earlier years are more emphasized. We were able to use reasonable
estimates to forecast the balance sheet, income statement, liabilities, and the equity
sections. Due to the nature of the statement of cash flows being so unpredictable that
model is the least accurate.
The final step of our financial analysis was to calculate Ingles Markets cost of
capital. Through regression analysis, we were able to estimate a beta for Ingles Markets
at different points on the yield curve and at different points in time. We chose the beta
with the highest R^2 statistic (a measure of statistical relevance), which was the 10
year, 72 month regression. Using a beta of .72, we calculated Ingles Markets size
adjusted cost of equity to be 7.72% with lower and upper bound levels of 3.86% and
14.89%, respectively, with a 95% confidence level.
(Need cost of debt table)
Valuation Analysis
After conducting our industry analysis, accounting analysis, forecasts, and
financial analysis, we are now able to value Ingles Markets with various valuation
models. Our valuations will be relative to Ingles Markets November 1st, 2015 observed
price of $51.63. By comparing the values that we calculate, we are able to classify
Ingles Markets as undervalued, fairly valued, or overvalued.
We have used two different methods of valuations. First, we have forecasted
share prices using industry ratios, referred to as the Method of Comparables. The
simplistic nature of the ratio analysis causes this methods valuation tool to not carry as
much weight as our intrinsic valuation method. The intrinsic value methods used to
value Ingles Markets use the forecasted financials we have calculated and provide a
value of the company based on internal information, rather than industry standards.
The models we have used to value Ingles Markets are the discounted dividend model,
free cash flow model, residual income model, and the long run residual income model.
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Compared to the industry ratio analysis valuation method, intrinsic value models
are significantly more reliable. Our valuation places the most weight on discounted
dividend model, residual income model, and long run residual income model because of
the unreliable nature of forecasted cash flows. By using these models and allowing a
10% cushion of fair value, we are able to come to the conclusion that Ingles Markets is
overvalued.
Company Analysis
Business Description
Ingles Markets, Inc. is a leading supermarket chain located in the southeast
United States where it operates 202 supermarkets in the states of Georgia, North
Carolina, South Carolina, Tennessee, Virginia, and Alabama. Its founder Robert P. Ingle
incorporated the company in 1965 in the state of North Carolina; where they are still
headquartered in Asheville, NC. There are approximately 23,000 non-union employees
among all the stores, warehouses and distribution facilities. They offer products such as
food products and non-food products to its customers. Their food products include
grocery, meat and dairy, produce, frozen foods and non-perishables. While their nonfood products consist of fuel centers, pharmacies, health and beauty care products as
well as general merchandise. They also provide “products and services such as home
meal replacement items, delicatessens, bakeries, floral departments, greeting cards and
broad selections of organic, beverage and health-related items” (1).
Ingles Markets continues to implement new stores within the competitive regions
of the southeast, such as suburban areas, small towns and neighborhood shopping
centers. Ingles markets are strategically located within 280 miles of its warehouse and
distribution facilities, which totals to about 1.65 million square feet across all of their
storage facilities. The reason behind such large facilities is the amount of their products
that are derived from them. They are supplied with 55% of the goods the company
sells out of these warehouses and distribution facilities. Ingles Markets also owns and
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operates a milk processing and packaging plant that supplies them with 83% of the
milk products sold by the company. However, 71% of the products produced out of this
plant are sold to other food service distributors, grocery warehouses and other retailers.
(1)
Ingles Markets attains real estate ownership, owning 153 of its supermarkets in
either a free-standing store or as the anchor tenant in an owned shopping center,
approximately two-thirds ownership of their stores/property. They operate 96
pharmacies and 83 fuel stations as part of their “one-stop” experience. They are
constantly acquiring new properties and buildings to expand in their industry as well as
remodel the pre-existing stores to modernize each building to the appeal of the
consumers. They own 19 undeveloped sites generally in the same area as the
supermarkets. Along with these properties, Ingles owns and operates 167 tractors and
650 trailers among their warehouses and distribution facilities which continue to expand
each year. (1)
Ingles Markets operates 9 out of its 202 supermarket stores under the name of
“Sav-Mor Foods” which are located in the states of North Carolina, South Carolina,
Georgia, Tennessee, Virginia and Alabama. These stores “accommodate small shopping
areas and carry groceries, dairy, fresh meat and produce”. (1)
Ingles Markets began publicly trading in the year of 1987 which now consists of
two classes of common stock, Class A and Class B. The Class A common stock is traded
on the NASDAQ Global Select Market with the ticker symbol of IMKTA. The Class B
common stock is not publicly traded on any exchange; however, “owners of this class of
common stock are able to convert any portion of their shares into an equal number of
shares of Class A common stock”. (1)
The company’s stock price has also increased substantially since 2010 where on
September 24th it closed at $13.63 per share, and on September 8th, 2015 it closed at
$49.17 per share. Throughout this five-year span the stock price peaked at $55.90 per
share while its lowest point in that span was on December 1st, 2011 price of $13.04 per
share. Since April 6th, 2010 Ingles Markets have paid a steady monthly dividend of
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0.165 with exception of the two months of July 6th, 2010, which was 0.33, and
December 19th, 2012 which was 0.825. (1)
Competition
Ingles Markets main competitors in the supermarket industry consist of The
Kroger Co., Sprouts Farmers Market, and Whole Foods Market. We based competitors
off their similarity of business activities. According to Ingles Markets’ 10-K, “the
supermarket industry is highly competitive and characterized by narrow profit margins”.
An impactful role in the competition of this industry is based on locations of the stores
which include: the size of the community where each store is located, and its proximity
to other communities. “Supermarket chains generally compete on the basis of location,
quality of products, service, price, convenience, product variety and store condition”.
(1)
As a whole, the supermarket industry consists of products ranging from food and
non-food, to fuel centers and pharmacies. This industry is one that has been continually
growing due to the increase in size and innovation of Ingles Markets and their
competitors. In order to separate from their competitors Ingles Markets continually
features new and remodeled stores. With these remodels they enhance the customer
shopping experience by low pricing, providing high-level customer service, and
conveniently organized products. The company believes that they have a “competitive
advantage when it comes to its convenient locations, the quality of service it provides
its customers, competitive pricing, product variety and quality and a pleasant shopping
environment, which is enhanced by its ongoing modernization program”. (1)
Ingles Markets has strategically placed their stores in a small geographic region
so that they can closely watch over each store. With this strategic planning they are
able to monitor its markets and the needs of their customers in the region. To further
improve their competitive advantage and each store the company’s senior executives
live and work in their stores operating region. By doing this, they can quickly identify
changes in customer preferences to increase the customers satisfaction.
Industry Growth
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“The supermarket industry in the U.S. is mature, highly competitive and rapidly
consolidating”. (2) This high-turnover industry has many different components of
operation. Ingles Markets deals with purchasing various products through multiple
suppliers. However, they only need to worry about 45% of their products origin,
because the majority is grown and manufactured by them. (1) When they do decide on
a supplier, they need to identify the means of transportation to bring to the store.
Ingles has mastered this operation of the supermarket industry by reducing, “its overall
distribution costs by capitalizing on back-haul opportunities (contracting to transport
merchandise on trucks that would otherwise be empty) and providing freight services
for Milkco. and for independent third parties” (1). It allows for them to cut
transportation costs even more than they already do by the location of their
warehouses and distribution centers. This process also allows them to maintain the
freshness of their goods by reducing the time between the storage facilities and the
stores’ shelves.
Supermarkets, in general, are known to have long hours of store operation to
accommodate the consumers and cater towards their individual time schedules. Ingles
identified this section of the industry and has extended their hours of operation on
Sunday’s as well as opened their doors on some holidays (1). Ingles Markets made itself
more marketable due to their longer hours of operation, thus making themselves more
marketable to the consumer. The final step of operation within the supermarket
industry is completing the sale via checkout stations. At these stations, they provide
exceptional customer service in order to gain consumer confidence with their store.
Consumer confidence happens to be one of the economic indicators within the
supermarket industry. If the consumer is more familiar and trusting of a particular
brand, they are more likely to purchase that brand. Ingles Markets strives to gain
consumer confidence in their own private labeled products called “Laura Lynn” (1). This
trademark enables Ingles Markets to maintain a high retention rate amongst their
consumers.
Another economic indicator is population growth in the areas of operation. With
the majority of the stores being in Georgia (71) and North Carolina (71), the prime
18

focus is on these specific regions. North Carolina had a 16.7% growth rate in 2010,
which exceeded the overall growth rate of the U.S. (3) Georgia is the 9th most
populous state in the U.S. (3) Ingles strategically placed their store locations to satisfy
the on-going growth of these two states. Ingles continue to identify these economic
indicators in the industry and make appropriate changes to fit the needs of the
supermarket industry.
Market Capitalization
At the end of the fiscal year of 2014, the market capitalization of Ingles Markets,
Inc. was 978.75 million. (1) Its competitors The Kroger Co., Sprouts Farmers Market,
and Whole Foods Market who have listed their market capitalizations to be 33.42 billion,
3.26 billion, and 11.42 billion. (15) Ingles Markets falls in the lower half of their publicly
traded competitors with a market capitalization just out of the billions. The chart below
illustrates the market caps of the supermarket industry within these competitors.
Ingles Markets has been growing consistently since 2010 with net sales
increasing in each of the years prior to the next. (1) For Ingles Markets net sales in
2010 was 3.399 million, while in 2014 net sales had grown to 3.835 million. (1) Total
assets have also slightly increased since 2010 where they totaled 1.532 million
compared to in 2014 where they had risen to 1.657 million. (1) Below is a graph
illustrating Ingles Markets’ net sales and total assets over the past five years.
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Five Forces Model
To evaluate the company Ingles Markets and the supermarket industry as a
whole, we will be using the Five Forces model. This model allows us to evaluate the
industry using rivalry among existing firms, threats of new entrants, substitute
products, bargaining power of buyers, and bargaining power of suppliers. We expect
the model to provide positive and negatives of each company as well as the industry.
The driving forces of the model range in competition and are different for every
industry. In order to tell whether a company focuses on differentiation or cost
leadership, our team will value each force as high, mixed, or low level of competition.
Rivalry among Existing Firms
Rivalry is a major factor in every industry, regardless of what type. For some,
rivalries play a big part in determining the value created for companies. Even for
industries that have monopolies taking a large portion of the revenue, smaller
companies still have a great opportunity to make profit underneath them. Such is the
case for the supermarket industry. Where supply and demand is the main focus and
create great competition between giants like Wal-Mart and Target, the smaller scale
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companies also are forced to compete on factors such as location and distribution
efficiency, among many others.
In our evaluation of Ingles Markets, we need to compare this company with
others similar in scale in the supermarket industry. We chose to also evaluate Sprouts
Farmers Markets, Kroger, and Whole Foods. Naturally each company has variations to
their business as well as possible additional ventures. We will briefly cover these
benchmarks specifically in addition to the supermarket industry as a whole using the
Five Forces model. When considering rivalry among existing firms, we will cover
industry growth, concentration, differentiation, switching costs, scale economies, fixedvariable costs, excess capacity, and exit barriers which are some of the main factors in
the supermarket industry competition.
Industry Growth
Industry growth rate measures various features of an industry. Supermarkets
and Grocery stores are the largest food retail channel in the United States. Thanks to a
strengthening domestic economy, the supermarket and grocery store industry has
grown over the past five years (4), and with recent trends of health concerns
intensifying, all-natural and organic products are expected to keep the industry’s
revenues climbing at a steady rate. Stores are continually launching their “healthier
options” menu in order to attract a new type of consumer, which makes competition to
obtain consumer dollars tight. Food is not the only thing driving consumers to stores
though; supermarkets are increasingly attempting to become a one-stop shop buy for
customers. For instance, most Kroger and Ingles markets are equipped with gas fuel
stations, as well as pharmacies, home products, and more. “The supermarket industry
is highly competitive and continues to be characterized by intense price competition,
increasing fragmentation of retail formats, entry of non-traditional competitors, and
market consolidation”. Furthermore, “some of the industry’s competitors have greater
financial resources and could use these financial resources to take measures, such as
altering product mix or reducing prices, which could adversely affect companies in that
industry’s competitive position” (1). Below is a chart that lists Ingles Markets and its’
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competitors, as well as the industry as a whole, revenues over the past five years. Each
statistic can be found on the company’s 10k.
Revenue (In Thousands)

Year

Kroger

Ingles

Whole

Markets

Foods

Sprouts

Total
Industry
Revenue

2010

$76,538.00

$3,399.00

$9,006.00

$516.00

$89,459.00

2011

$81,967.00

$3,569.00

$10,108.00

$1,105.00

$96,749.00

2012

$90,269.00

$3,718.00

$11,699.00

$1,795.00

$107,482.00

2013

$96,619.00

$3,738.00

$12,917.00

$2,438.00

$115,712.00

2014

$98,375.00

$3,836.00

$14,194.00

$2,967.00

$1,119372.00

(15)
The chart above details the steady growth of the industry from 2010-2014.
Increases in revenue are shown from not only Ingles Markets, but also the industry as a
whole. Some factors of this increase as discussed earlier can be attributed a
concentration on health food options, as well as increased focus on customer service
and quality items. The industry incurred an annual percent change of 12% in this
specific time frame. (15) Kroger does a play a large role in being they had the most
revenue, but Ingles Markets specifically also experienced a 12.8% increase as well. (15)
While this growth is respectable, it is also the lowest percent increase of any of the
companies. According to each company’s 10k, from largest to smallest, Sprouts
experienced a 475% increase in revenue, Whole Food with a 58% rise, Kroger with a
29% increase, and finally Ingles with 12.8% increase. There are many factors that
could be attributed to the other competitor’s substantial growth compared to Ingles
Markets, but we believe it is due to the number of stores that each company has
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opened in this time frame. From each company’s 10k, we have found Ingles Markets
has only opened 5 new stores in the past 5 years, compared to 137, 78, and 68 by
Sprouts, Whole Foods, and Kroger respectively. Ingles Market does state in their 10k
that they are primarily focused primarily on developing owned stores, rather than
opening new ones, but in doing so their growth is small compared to the other
companies.
Concentration
“Concentration refers to a structural characteristic of the business sector. It is
the degree to which production in an industry—or in the economy as a whole—is
dominated by a few large firms” (9). The supermarket industry generally competes on
the basis of location, quality of products, service, price, convenience, product variety,
and store condition (1). Although there are many supermarket companies, the large
portion of the market share is dominated by monopolies but the industry isn’t as highly
concentrated as others. Companies such as Wal-Mart, Target, and Costco dominate the
majority of the market and they control much of the shares compared to Ingles Markets
and Sprout simply because they are on much larger scales, but that isn’t to say these
smaller companies don’t also get a share of the profit. In order for Ingles Markets and
the other smaller companies to make a profit, they tend to focus on smaller regions and
concentrated business segments because of the size difference compared to Wal-Mart
and Kroger. After evaluating the supermarket industry, we have decided that it is a
price takers industry as a whole because of its existing prices in the market as well as
high competition. To compare Ingles Markets concentration within the industry we will
compare how much market share each benchmark company has in the industry. Below
is a chart showing how much market share each company has in its industry (in
millions).
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Differentiation
Differentiation is a tactic company’s use within their own industry to attempt to
turn a profit by separating themselves from the competition. What it entails is the
availability to provide different goods and services that other competitors may not offer.
There are many different ways that companies in the supermarket industry can
differentiate themselves from their competitors. Many stores, like Sprouts and Whole
Foods, have been marketing themselves as a healthier, more eco-friendly grocery store
than others. Other stores implement cost leadership to attract customers with their low
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bargain prices. While it may be difficult to try and differentiate between the tens of
thousands all trying to do the same things, companies are still looking for that
competitive edge. Ingles Markets for example prides themselves as a one-stop shop,
with gas fuel stations at most locations as well as pharmacies, home products, and
general products. They also manage their own milk processing and packaging
subsidiaries, Milkco, that supplies them with their inventory of dairy. Mainly though,
Ingles Markets states in their 10k that the “company believes that the appearance and
design of its stores are integral components of its customers’ shopping experience and
aims to develop one of the most modern supermarket chains in the industry”. (1) While
Kroger and many other stores may offer the same attributes, Ingles Markets reiterates
how their goal to become recognized as a quality supermarket brand with the best
customer shopping experience sets them apart.
Switching Costs
Switching costs for the supermarket industry are relatively non-existent. Once a
company has established itself in this field and more times than not started chain
markets, there isn’t a suitable transition to another industry. This, along with the
amount of capital invested in a supermarket company would make even attempting a
transition to another industry very costly. As long as people need a place to get
necessities, no company would attempt to make this venture. The biggest risk for
companies in this specific industry is the dilution of available customers over the
increasing number of competitors and the ability of competitors to switch in a cost
conservative manner.
Learning Economies
Learning economies is an important factor to utilize in order to improve efficiency
and the ability to produce more quantity or save waste to cut costs and increase
margins. In the supermarket industry, specialized training for managers and employees
as well as improving management to help organize and balance the various levels of the
business help to speed up the productive process. Though there are no research and
development costs discussed in our benchmark company’s 10k’s, companies still find
ways of learning economies to ultimately improve their business. For Example, Kroger
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states in their 10k that through their sales and marketing activities, they collect and
store personal information that their customers provide to them. Kroger uses this
information to better supply products currently in demand and to better arrange desired
products where they can easily be seen. Ingles Markets on the other hand takes more
of an environmental approach in an attempt to improve the learning curve. “The
company offers reusable shopping bags to its customers and will pack groceries in bags
brought in by its customers. Ingles Markets also re-circulates water used in its car
washes, and implements energy efficient lighting and refrigeration” (1).
Scale Economies
Scale economies also play a major factor in the supermarket industry for a
variety of reasons. Mainly, larger amounts purchased entail lower average prices. In
this specific industry, the scale of how much is being purchased varies widely, but still
holds true whether it is a monopoly store or a more concentrated localized store. Ingles
Markets, though not huge in size, spent a total of $3.8 million dollars in 2014 on their
total grocery segment (1). Also in this industry, scale economies can also be
represented as the number of stores each benchmark company has opened recently
and the total amount of assets each company has. Since we have already discussed the
number of stores each company has opened, the focus will be on comparing each
company’s total assets.
Total Assets (in millions)

Year

Ingles

Sprouts

Markets

Whole

Kroger

Industry

Foods

2010

$1,533

$233

$3,987

$23,126

$28,879

2011

$1,618

$762

$4,292

$23,505

$30,177

2012

$1,648

$1,103

$5,294

$23,454

$31,499

2013

$1,669

$1,172

$5,538

$24,634

$33,013

2014

$1,656

$1,369

$5,744

$29,281

$38,050
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Based on the chart above, it’s evident to see that the scale of a company plays a
big part in the amount of assets each company possesses. While Sprouts and Whole
Foods are relatively in the same range as Ingles Markets, we can see that large
companies like Kroger and especially Wal-Mart and Target serve as the conglomerates
in the supermarket industry. The chart also shows that every company has increased in
assets from year 1 to year 5, in part due their strategic use of scale economies.
Fixed/Variable Costs
Fixed costs are costs that tend to remain the same regardless of production
output while on the other hand variable costs are costs that vary depending on a
company’s production volume (5`). Examples for fixed costs would include property,
plant, and equipment, as well as utilities. Variable costs can be represented by costs
related to direct supplies and direct labor.
For the supermarket industry, fixed to variable costs ratio can vary widely
depending on the scale of the company. One thing that does remain constant though is
that companies in this industry have higher variable costs compared to fixed costs as
well as lower overhead costs compared to other industries, due to the various amount
of segments most supermarkets have within their own stores. Most companies own
chains of their own stores all that require their own specific amount of goods needed to
fulfill their inventory. Fixed costs tend to remain steady unless companies increase in
the number of stores they open then in which property, plant and equipment would
increase.
Excess Capacity
Excess capacity is the amount of space that is not being utilized for profit. In
order to cut costs and improve efficiency as well as profit, they must cut the excess
capacity to their advantage. Companies in the supermarket industry tend to have large
businesses that contain many employees to help regulate and increase production
efficiency as well as improve customer service. Different industries use different
measurements to gage excess capacity. For example, the restaurant industries might
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measure revenue per sq. foot to scale where each benchmark company placed in order.
Since the supermarket industry is relatively self-service, as customers come in and
proceed to personally pick out their supplies, we took a look at revenue per employee
to see how much excess capacity, or how much over or under staffed companies are.
Statistics come from each company’s 10k.
Revenue per Employee as of 2014 (In Millions)
Sprouts

Ingles

Kroger

Markets

Whole
Foods

Revenue

$2,967

$3,836

$108,465

$14,194

Employees

17,000

23,000

400,000

58,100

Revenue/Employee

$175

$167

$271,162

$244

Kroger is clearly receiving the most revenue per employee due to its massive
scale, but what is interesting to see is that Ingles Markets come in last when it comes
to this category even though they have a higher revenue than Sprouts. We believe that
their goal of providing the best customer experience is actually causing them to
overstaff and therefore have a less than stellar excess capacity measurement.
Exit Barriers
Exit barriers can be a difficult obstacle to overcome if a company wants to leave
their industry. Besides costing the firm huge financial costs to leave, other barriers can
include government regulations as well as having assets that may be difficult to sell.
That being said, in the supermarket industry exit barriers are typically low since
the inventories carried in this industry are very liquid and sell off fast (6). One concern
for companies that own their own stores like Ingles Markets would be selling their
locations. Depending on the nature of the economy and real estate conditions, selling of
property could prove to be difficult enough to not make the exit worthwhile financially
in the long run.
Conclusion
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After considering all the factors in rivalry among existing firms we have
concluded that the supermarket industry is highly competitive and uniquely entail both
cost leadership and benefit leadership, the reason being the difference in scale of
supermarkets range widely. The large monopolies compete on cost mainly, but for our
benchmark companies they must also produce a benefit to differ themselves from their
competitors. Whether it’s offering organic and healthier foods like Whole Foods and
Sprouts or trying to portray themselves as a unique and friendly shopping experience
like Ingles Markets, companies must focus on these strategies along with cost. Ingles
especially must focus on both of these benefits and be very competitive due to their
centered location and portion of the market.
Threat of New Entrants
Before companies are able to look into entering an industry, they must first gage
the threat of new entrants. What this threat measures is how likely it is for a new
entrant or entrants to enter the competitive environment a company operates in (7).
The barriers that can halt a possible entrance into a specific industry include economies
of scale, first mover advantage, distribution access and relationships, and lastly legal
barriers. Only one of these threats, if strong enough, can be the deciding factor on
whether or not a new company joins an industry.
Scale Economies
The ability to purchase more of a product in order to proportionately save
money, this is called economies of scale. This factor plays a big role in industries like
the supermarket, where it is vital to have supplies and materials always in stock. Larger
companies have an advantage regarding this concept because they are able to
purchase larger quantities at a time compared to smaller competitors. New entrants
would have a difficult time fulfilling their supply needs due to existing companies
already under contract with suppliers and would be unable to compete with the
purchasing power of existing companies.
First Mover Advantage
Having an established brand in the supermarket industry is a huge advantage in
various ways. If people are already familiar and comfortable with the business, they are
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unlikely to switch to another store. In addition to this, companies can set their own trends
before others have the opportunity to affect their business. First mover advantage allows
company to set barriers making it difficult for others to enter the industry.
Kroger, one of the largest supermarket chains in the industry, continues to
dominate the southeast region giving them a big advantage over Ingles Markets and
others looking to enter. In order for a company to be successful in this industry, they
must be able to locate themselves in an area where a company has not already tapped
into the market, or somehow differentiate themselves from their competitors.

(11)
The map above shows the locations of every supermarket operating in the United
States. As you can see the eastern region is clearly the area where most of the companies
have established due to that region being the most heavily populated. For another
company to enter this part of the country would be very difficult in that there are so many
others already operating there.
Distribution Access and Relationships
Distribution access is the ability to efficiently and cost effectively acquire the
necessary goods and sell the finished product. In the supermarket industry, access to
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suppliers are key to generating revenue, especially due to the fact over the last few
years, competition for consumers’ food dollars has intensified due to the addition, or
increase in, food sections by many types of retailers and restaurants (1). As previously
included, the closer to a supplier a company can be the cheaper the expenses will be.
Relationships with those suppliers can also be almost as important as location. If strong
bonds are established with a company and its supplier, it makes it that much harder for
new entrants to form contracts with suppliers.

SN

Company

Fiscal

Stores Distribution

Estimated

% of Top

Sales

Top

2009

as at

Centers in

Distribution

75 Grocery

$ per

75

Sale

Jan.

U.S. and

Sq. Ft.

Distribution

DC

(Billions)

2010

Canada at

Center Sq.

Sq.

Jan. 2010

Ft.

Ft.

Rank

Totals

$891.17

49,890

533

280,508

100%

$3,177

1

Walmart Stores

$262.00

4,624

47

38,531

13.7%

$6,800

2

Kroger Co.

$76.00

3,634

34

20,125

7.2%

$3,776

22

Whole Foods

$8.00

286

12

1,200

0.4%

$6,667

40

Ingles Markets

#3.30

200

1

780

0.3%

$4,231

The chart above lists details of the top 75 supermarket companies in the Unites
States distribution infrastructure. (4) Kroger has the second largest number of
distributers in the industry behind Wal-Mart, while Whole Foods ranks 22nd and Ingles
Markets 40th (4). Sprouts did not make the top 75 list. A possible reason that Ingles
only represents 3% of the distribution centers is that Ingles self-distributes all of its
stores' merchandise, with the exception of direct store delivery product, from its
distribution center on the outskirts of Asheville, North Carolina, where its headquarters
is also located (8). For a company to enter this market they must either establish
connections with suppliers who are not under contract with competitors, which would
be difficult, or attempt to form a self-distribution model similar to Ingles Markets.
Legal Barriers
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Legal barriers are obstacles that make it difficult to enter a given market or
industry. Each industry has different types and levels of legal barriers than others due
to the way they might produce or the way they manufacture a product. For instance,
the special chemicals industry has many regulations on emissions enforced by the
Environmental Protection Agency. If these companies do not follow the Agency’s rules
and regulation then they can be subject to being shut down as well as legal trouble for
those in charge.
The companies in the food and supermarket industry are all subject to regulation
by a variety of governmental agencies, including, but not limited to U.S. Food and Drug
Administration, U.S. Department of Agriculture, and the Occupational Health and Safety
Administration. Also, companies’ stores are also subject to local laws regarding zoning,
land use, and the sale of alcoholic beverages (1). Companies take great length and
expense to comply with these various regulations, and this could serve as a deterrent
for new companies to enter this field.
Conclusion
There are many different factors that could prevent new entrants in this industry.
Regardless of the desired size a company may want to become, they will have to
overcome scale economies, first mover advantage, distribution access and relationships,
and legal barriers. That being said, it is not a task that cannot be done.
First mover advantage and distribution access would prove to be the most
difficult for new entrants. Establishing a supermarket in the prime region would not be
easy due to the staggering amount of stores currently located there. Along with this,
partnering with a supplier would also be hard to do considering the existing companies
ongoing business with distributers. Unless a company could find a way to become
independently vertically integrated in regards to suppliers then the cost-reward of
entering this industry would most likely be not worth it. We have concluded that the
threat of new entrants has a low-mixed level of competition for this industry.
Threat of Substitute Products
The threat that is associated with substitutes is related to the industries products
or services. A substitute product means that there is one or multiples of a product that
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are virtually the same thing. The supermarket industry faces a relatively low threat of
substitute products because the vast majority products sold in supermarkets is
commodities. The majority of the products found in a supermarket can be found in any
supermarket.
Relative Price and Performance
When considering the threat of substitute products companies in the
supermarket industry must compete not necessarily on the basis of new products
coming into the market that are better than the products they sell, but greatly
competes on the price for products. In comparison with the larger companies in the
industry, Ingles prices are considerably higher, so they must bring customers in the
door with other strategies. When customers are buying products that are in the
supermarket industry the main thing that drives a customer’s decision is price. Smaller
companies simply cannot price at the same point as some of its larger competitors, but
they can compete on performance and quality.
Ingles markets competes with these substitute products in a few ways that are
discussed in their 10K, however they believe the can hedge the risk associated with the
threat of substitutes by focusing on some key competitive factors. They share these key
factors in their 10K, “the Company’s “one-stop” shopping experience combines a high
level of customer service, convenience-oriented quality product offerings and low
overall pricing” (1). The Company’s modern stores provide products and services such
as home meal replacement items, delicatessens, bakeries, floral departments, greeting
cards and broad selections of organic, beverage and health-related items” (1). Ingles
markets also believe they can get an advantage on the competition by the company’s
strategy to locate its supermarkets primarily in suburban areas, small towns and rural
communities (1).
Buyers’ willingness to switch
A buyers’ willingness to switch is a measure of the customers’ willingness to
purchase one companies’ product versus another. In the supermarket industry the
customer has the power because of the low switching cost associated with buying one
company versus another. We concluded that the level of competition for buyers’
33

willingness to switch is low-mixed, primarily because consumers typically do not put
that much emphasis on where their goods come from, but mostly wherever they feel
comfortable with their business.
Differentiation
Differentiation is the measurement of how close one product is to another
product in the industry. In the supermarket industry there is a relatively low amount of
product differentiation due to the fact that every store sells virtually the same products
for the majority.
Due to the low product differentiation Ingles is forced to compete heavily on the
quality and convenience of their products. Ingles Markets sets themselves apart from
other competitors by their distribution method results in fresh products simply because
of the close proximity of the company’s purchasing and distribution operations its stores
facilitates and the timely distribution of consistently high quality perishable and nonperishable items (1).
Conclusion
There is a relatively low threat of substitute products due to the fact that there
is an extremely low product differentiation when considering the type of products that
are being sold in supermarkets.
Bargaining Power of Buyers
The supermarket industry produced over $638 billion in sales just last year (9).
The supermarkets and suppliers are constantly disputing over this profit share. An issue
arises on which of these has the bargaining power over the other. The supermarkets
and suppliers battle on multiple different areas of the industry, but one of them has the
final say in determining resources, quality, delivery schedules, quantity, packaging, and
price. These are key factors in developing and maintaining a healthy business
relationship.
There seems to be an advantage for buyers when it comes to bargaining power.
They, unlike the suppliers, have several manufacturers to choose from when
determining who to buy from for any particular product. If they do not like the cost,
they can move onto a supplier that provides what they are looking for. If they do not
34

have the quality, the buyer can simply look elsewhere. These factors play a significant
role in the negotiation process between buyers and suppliers.
Switching Costs
The buyer side of the supermarket industry seems to be the cost setter when
determining prices of goods to buy from suppliers. There are more suppliers than
supermarkets, thus creating a competition amongst the suppliers for the supermarkets’
business. As a result, the suppliers are limited on changing costs, because of the
scarcity of supermarkets to sell too.
Supermarkets, however, have the ability to switch costs in order to determine
their suppliers and manufacturers. For instance, they can force their suppliers to absorb
additional fees in order to stay in business with them. If those suppliers do not comply,
the supermarkets can simply find an alternative supplier who is willing to pick up the
additional fees in order to have long-term benefits from doing business with that
supermarket. “Retailers can also charge suppliers fees to ensure their products receive
prime shelf space or promotional efforts” (10). These additional fees create
differentiation within the buyers and suppliers market, which enables the supermarkets
to increase their sales by widening the profit margin of their products through these
suppliers extra spending to acquire their business.
Differentiation
This leads into the differentiation portion of the bargaining power. The majority
of supermarkets are not limited to one individual supplier; instead they have several
suppliers to choose from for any particular good. Therefore, the buyers are allowed to
determine who receives their business and at what rate.
The general supermarket industry has to shape its products to more of a growing
health conscience consumer base. In a report by foodandwaterwatch.org, they say
“…inner-city neighborhoods and rural communities with few or no full-service
supermarkets, making access to healthy foods severely limited” (10). The industry then
shifts to organic products to fulfill this ever-growing need of the consumer. As a result,
the importance of the product’s quality goes up and inevitably making the price
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increase as well. Ingles Market has made itself known in the organic food division and
continues to grow in this department.
Ingles Markets has the bargaining power, through the suppliers’ market, to ask
for cheaper produce and suppliers will meet that request. In a perfectly competitive
market, this request would simply be ignored, as the buyers would be competing for
the suppliers’ business just as much. But in a study by the USDA they found, “that
retailer market power enabled supermarkets to push the prices paid to produce
shippers for grapefruit, apples and lettuce below the prices they might receive in a
functioning competitive market” (10).
Importance of Product for Costs and Quality
By supplying 55% of its stores’ goods, Ingles can assure the quality and
freshness of their products as a whole, specifically their organic section (1). This
particular advantage allows them to determine costs as well, since they are supplying
their own land, equipment, etc. This element creates difficulty for suppliers to enter into
business with Ingles, because of the resources that they have already acquired.
Suppliers then have to negotiate on quality of the product, since their cost will most
likely never be lower than Ingles, who can grow and make over half of its goods inhouse.
Along with their organic products, Ingles Markets has developed their own
private label called “Laura Lynn” (1). This line of store specific products allow for a
higher retention rate amongst consumers. “Private brands enable retailers to move
faster, to stay relevant to the consumer” (11). By doing so, Ingles Markets does not
have to be so dependent on suppliers to fulfill consumers’ needs. Also, Ingles Markets
has a higher profit margin, which increases their overall income. “Supermarkets
acquired increasing presence in the minds of consumers and economic power in grocery
markets, they began to develop their own brands as a means of bolstering market
share and profits” (12).
Number of Buyers
The average consumer makes over one trip to the supermarket per week, so
Ingles is given the opportunity to have a returning customer within the same week for
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their private labeled goods and boosting overall sales (9). The suppliers would like to
take advantage of these constant visits to the supermarkets, but it comes at a cost.
Volume per Buyer
In order for suppliers to expose their products to the consumer, they must first
pay the supermarket for that exposure. The one who determines that price is the buyer.
If a supplier is unwilling to pay that particular price for shelf space then buyers can find
a supplier who will. These additional payments create a significant barrier to enter the
market for smaller distributors according to foodandwaterwatch.org, who states
“payments to access retail shelf space which can be a barrier to entry and may raise
consumer prices” (10). The more consumers require, the more volume of goods are
needed, which eventually trickles back down to the consumer having to pay more in
order for the supermarkets to increase profits.
Conclusion
Within the supermarket industry, the buyers hold the bargaining power in
regards to the resources, quality, delivery schedules, quantity, packaging, and price.
Ingles Markets has a unique advantage over their suppliers by providing over half of its
own by owning warehouses, it allows them to store more goods from suppliers,
therefore having the ability to purchase more goods at one time. As a result, “bigger
buying volumes command better buying prices” (11). In turn, the buyer can make the
supplier absorb additional costs in order for their own profits to increase without having
to raise prices to the consumer. By doing so, the buyer maintains the bargaining power
and continues to determine everything from the quality to the cost of the good. As a
result, Ingles has given themselves the advantage when it comes to bargaining power
within the supermarket industry.
Bargaining Power of Suppliers
Every industry has their suppliers who control the prices of shipping and
providing goods that the consumers ultimately end up paying for those goods. These
suppliers are able to control the industry by increasing or decreasing the competition
level. In order to get the prices they want the suppliers can manipulate their buyers by
threatening to lower the quality of their service or products, as well as simply just
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raising the prices on the products or goods. The bargaining power of an industry
depends on the number of suppliers in that particular industry. However, if a supplier
abuses its power the result of this will, in fact, cause problems with the consumers as
well. Due to the power of consumers, suppliers more often than not will come up with a
reasonable price to ensure that business will continue.
There are four major suppliers in each industry starting with manufacturers. A
manufacturer is one who provides a buyer either an entire product or parts of the
product that will later on be assembled or used. Distributors and wholesalers are
suppliers who purchase and store the products or goods for the buyer from a third
party company. Independent suppliers are a type of supplier who specializes in small
quantities of products or goods. In order to receive orders from an independent
supplier a purchaser would be provided with its products or good through either a
representative or a trade show. Importers are suppliers that purchase products from an
international company which they would then resell to a retailer.
In the supermarket industry the bargaining power of suppliers is relatively low
which means the companies are able to control the majority of the negotiations. The
supermarket industry is capable of utilizing all four of the major suppliers depending on
the size of the company or the style of products they wish to sell. The traditional
negotiations of this industry were based on the shelf space and the amount of product
fitting on these shelves. However, according to a Yale University study on grocery
stores, “Grocers are now moving away from the old practice of charging product
makers for shelf space and other promotions. This practice not only reduces costs (paid
to suppliers and internal accountants and staff dealing with the transactions), but also
gives the grocers more control over which products to purchase, how much of it, and
how it should be displayed. Though these fees are far from being entirely eliminated,
the move in this direction works well in conjunction with the plan to be more deliberate
in selecting products and consumers to target”. As you can see the supermarket
industry is attempting to innovate the ways of the industry to provide an easier way to
purchase and resell products to consumers. By doing so suppliers are able to gain some
of its bargaining power back from the companies.
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Switching Costs
Switching costs are one-time costs that companies incur when they are changing
suppliers or switching from one company’s products to another. Switching costs can
either be high or low depending on the circumstances of the transition of changing
products or suppliers. “When switching costs are low, firms are under considerable
pressure to satisfy customers who can easily switch competitors at any time… where
switching costs are high, the original producers tend to retain a strong position and can
even thwart newcomers with more attractive offerings and prices” (13).
In the supermarket industry switching costs can be determined by the
relationship that each company has with their supplier or the kind of pricing that the
suppliers are enforcing. The reason for this is because vendor allowances help
companies buy their products from suppliers in bulk for a cheaper cost. “These
incentives and allowances are primarily comprised of volume or purchase based
incentives, advertising allowances, slotting fees, and promotional discounts. The
purpose of these incentives and allowances is generally to help defray the costs
incurred by the company for stocking, advertising, promoting and selling vendor’s
products” (1). With these vendor allowances available each company tends to look for
the suppliers who will give them the best prices for these incentives in order to dilute
some of their other operating costs.
Differentiation
Differentiation in the supermarket industry is one of the major competition
drivers for companies because each one is attempting to appeal to consumers for
something that their competitor would not be able to provide. However, the
supermarket industry is one that many companies provide the same style of products to
their consumers. “When products or services are less differentiated, purchase decisions
are based on price and service considerations, resulting in greater competition” (13).
With this industry having limited suppliers, each company must find a supplier in which
it will provide them with the most reasonable price as well as the highest quality
possible.
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Suppliers can differentiate themselves by providing, as mentioned before,
reasonable prices but also by providing products or services that another supplier would
not offer. For instance, a supplier can provide organic products if the company
purchasing from the supplier is looking to appeal as an advocate for eating healthier.
Suppliers can also promote environmentally safe products, which in recent years have
become more of a necessity among businesses to appeal to customers. Above all, the
suppliers who differentiate themselves by providing unique qualities and services will
have bargaining power over suppliers who do not.
The Importance of Products for Costs and Quality
Companies in the supermarket industry compete on both quality and costs from
their suppliers. “While the potential for competition to have a significant effect on
product quality is recognized in theory, its empirical importance is much less clear” (14).
Supermarket suppliers create competition among the industry by providing products
that will attract companies with their quality and pricing. As mentioned before in order
to differentiate themselves they provide the highest quality possible in order to have the
bargaining power that others would not. Suppliers are capable of setting the costs in
which the companies of the industry will have to pay.
With quality come costs however, and by providing a top quality product the
costs associated with that product will increase. Organic and environmentally safe
products will typically cost more to everyone involved in the supermarket industry,
including the consumers. Compared to canned foods, that have a shelf life of a couple
of month if not years, organics will only last a few days at best. The supplier’s ability to
provide quality products at a reasonable price to their purchaser is the ultimate goal for
the supermarket industry solely because it allows for relationships to build. A good
standing relationship will allow for suppliers to maintain an even amount of bargaining
power with companies.
Number of Suppliers
The supermarket industry and its suppliers have an interesting relationship with
each other because they can both manipulate the other but by doing so they are risking
the chances of being replaced. Companies tend to find suppliers with the most
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reasonable prices as well as the highest possible quality all while being within a certain
radius of their operations. In essence the higher number of suppliers in an operating
region the more competition to provide quality products at low costs.
Ingles Markets relies mainly on their warehouse and distribution facilities which
accounts for 55% of how they receive their supplies. And according to Ingles Markets’
10-K, “the remaining 45% of the company’s inventory requirements, primarily
beverages, gasoline, bread and snack foods, are supplied directly to the company’s
supermarkets by local distributors and manufacturers” (1).
Volume per Supplier
In this industry, quality and cost both are the main driving forces among
suppliers. These suppliers must find a balance between having high quality as well as
keeping costs low to attract companies. Most suppliers allow discounts on their products
with either a payment in advance or with an order in bulk. By buying in bulk companies
retain the ability to bargain with the suppliers because of the amount of business that
they are giving the supplier. Also, if a supplier is within a close radius of an operating
company that supplier will have the bargaining power over the company but will still be
reasonable to secure business with them.
Conclusion
Supplier bargaining power in the supermarket industry may have a lot of
dynamics to it but with the pressure that companies put on suppliers, as well as the
pressure suppliers put on companies, they more often than not come to an equal
agreement where both parties are satisfied. Overall both parties look for the best prices
with the highest quality while being in a close proximity. When all of these conditions
are met the bargaining power of either party is equal enough to where they both are
benefitting from the negotiations.
Analysis of Key Success Factors
Companies involved in the supermarket industry utilize many success factors to
become a costing leader or to differentiate themselves from the competition. In order
to have cost leadership a company must lower their costs to gain competitive
advantage. For a company to differentiate themselves they must appeal to the
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customer base in a way that their competitors cannot. We will see that in the
supermarket industry, these firms use a mix of differentiation and cost leadership to
maximize sales and to separate themselves from their competitors.
Strategies for Creating Competitive Advantage
Cost Leadership
Achieving cost leadership means that firms are able to focus of cost controls in
such a way that the firms’ costs are consistently lower than the competitors. The
supermarket industry is a perfect example for describing cost leadership because,
although they try to differentiate themselves, companies appeal to consumers by
having the lowest prices possible of their products. By having the lowest prices the
company attracts more consumers and therefore is a costing leader.
Efficient Production
Efficient production in the supermarket industry is characterized by high asset
turnover and inventory control. Supermarkets experience high inventory costs and high
inventory turnover rates. In order to gain a competitive advantage and increase
margins some companies are looking to reduce their overall stock-keeping units.
“Reducing SKU’s helps expand sales of higher margin private-label goods, improve cost
controls, improve inventory control and aid in having a more streamlined product
presentation that can improve the shopping experience and boost the average basket
size”(2). Managing inventory is a key factor in creating value for companies in the
industry. Companies that are able to efficiently manage their inventories within the high
turnover environment typically obtain significant competitive advantages.
Low-Cost Distribution
In the supermarket industry companies are able to create value by implementing
strategic distribution systems that allow them to purchase large amounts from the
suppliers and get certain volume discounts. For supermarkets it can be difficult to
manage the purchasing and distribution of certain products such as produce and other
specialty perishable products. Certain companies can achieve high levels of competitor
advantage by building strong relationships with regional suppliers, and also having
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excellent ties with local markets. While other companies are able to operate their own
distribution facilities and easily negotiate prices, allowing them to enhance their
economies of scale and lower costs. Lately the demand for high quality organic foods
has increased which has led companies to finding more local suppliers, which doesn’t
always allow them to buy mass quantities with volume discounts. In these cases
companies look to buy fresh local products at reasonable prices and sell them for more
premium prices, thus increasing their margins.
Differentiation
There are several ways to differentiate oneself within the supermarket industry.
In order to have success within this market, a company must produce superior products
in order to gain a high retention rate amongst it’s’ consumers, but creating quality
goods is not enough within this industry. Supermarkets need to create the ideal
customer experience to build trust with their store. But consumers want more than
quality and excellent customer service, they desire variety as well. National brands are
no longer satisfactory. Consumers continue to put more trust into locally created
products, which initiates demand from the supermarkets to offer variety within their
stores.
Product Quality within the Industry
Product quality plays a vital role in contributing to the overall success of a store
within the supermarket industry. Due to this increasing need to produce premium
products, supermarkets are spending more in their warehousing and distribution
facilities to improve the quality of the product between the farm and the store’s shelves.
“Supermarkets are investing heavily in information technology to improve inventory
levels and enhance their warehouse and distribution capabilities” (2). The increase in
the quality of the storage facilities directly correlates with the quality of the product
based upon the freshness of the product being delivered to the store in a timely
manner. Also, the level at which the product is maintained and cared for between the
farm and the store itself.
During the recession, the economy suffered a significant loss and this included
the supermarket industry. According to the study Understanding the Grocery Industry,
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customers became much more price sensitive to the groceries that they were
purchasing. They then claimed that this price sensitivity had a direct impact on the
increase in sales of private label goods (2). The study claimed, “Private label brands
have boomed during the recession and have closed the gap on major label brands by
competing on price” (2). Because of this, consumers have gained trust in these private
label brands and their quality.
The spike in private label brands is not the only increase the supermarket
industry has seen in the past several years. Consumers, as a whole, have become more
health conscience as well. They demand more quality in their product, more so now,
than they do on the price of the product themselves. “American consumers are
demanding organic products due to shifting trends in health and nutrition” (2).
Suppliers and supermarkets have to adapt and provide quality organic products in order
to meet their consumers’ needs. Fortunately, these organic products become more
expensive, thus driving the overall supermarket industry up in revenue and sales, since
the consumer is willing to pay more for the quality of the product.
Customer Service
In order to provide the most efficient and enjoyable customer experience, the
supermarket industry needs to first address the needs and desires of the consumer.
Supermarkets have to become pro-active in searching out the keys to the best
customer experience within their stores. There needs to be a way for the industry to
connect with the consumer and find an advantage over the competition. This is where
collecting data on the consumer is essential within the supermarket industry.
“Consumer data analysis is becoming crucial as competition increases” (2). The issue
that develops is how the supermarkets collect such data. Supermarkets produce cards
that are only used for their particular store. By using these cards, consumers indirectly
give the supermarkets all the information they need in order to increase the overall
experience the consumer has within the store. These shopping cards personalize the
shoppers experience by giving them specific deals on the products they consistently buy
every time they shop there. The supermarkets, in turn, increase their retention rate of
their consumers and increase sales in the process.
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To increase visitations, supermarkets are continuously in the pursuit to innovate
their stores. The products themselves are not enough anymore. The supermarket
industry has to keep readjusting to stay relevant and help produce the best consumer
experience possible. To accomplish this goal, supermarkets across the country need to
remodel and modernize their layouts to appeal to their consumers. If the supermarket
has an old, outdated layout, the consumer would less likely revisit and shop at that
same particular store. Therefore, supermarkets need to innovate their layouts and
buildings to increase value to their companies.
Product Variety
Consumers demand options within the supermarket industry. They want the
ability to choose between organic and non-organic items. Supermarkets are then struck
with the task to accommodate their consumers by offering variety amongst particular
products. The organic products become more difficult to produce, as they are more
expensive to maintain and require much more attention when harvested and
transported. However, the variety comes with extra expense on the consumer’s side as
well. They are willing to pay more for the specialty good, which in turn, makes the
supermarkets rationalize the effort it takes to produce such goods.
Another demand comes into light in regards to variety; the local brand is
immerging as legitimate competition for the national sought brands. Supermarkets are
then challenged to come up with local brands in order to offer variety to the consumer.
Without locally created products, supermarkets struggle to stay relevant within the
supermarket industry. They then need to accumulate land, which then requires farmers,
and warehouses to store the products. All of these additional resources create a barrier
for certain supermarkets to stay competitive with other stores, especially regional or
local ones.
Supermarkets are unable to offer simply groceries to their consumers anymore.
They need to have multiple businesses within their stores, so consumers can shop at
one particular place for all their necessities. The industry starts to have mergers and
acquisitions of several different companies, some of which are fuel stations and
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pharmacies. These supermarkets begin to broaden their consumer base by acquiring
additional revenue outlets to the industry.
Conclusion
To conclude, the supermarket industry uses a mix of both cost leadership and
differentiation strategies. These companies will usually lean towards the side of cost
leadership because consumers tend to go to the stores who have the best prices in an
industry that sells a lot of the same products.
By being a cost leader these companies are able to reduce their costs by getting
rid of unnecessary costs that can take away from profits. These companies can then
provide products or services to differentiate themselves in the eyes of the consumers.
This includes a one-of-a-kind customer service, variety in products, or even the quality
of their products. In the supermarket industry it’s important to be both a cost leader
and to be different from your competitors because it will appeal to the consumers who
ultimately decide which company they want to be loyal to.
Competitive Advantage Analysis
Identifying companies’ competitive advantages over their competitors plays an
important role in analyzing a company. By understanding how the company operates
we are able to determine whether they compete on cost leadership, differentiation, or if
they compete with a mixture of both. According to Ingles Markets 10-K, “Supermarket
chains generally compete on the basis of location, quality of products, service, price,
convenience, product variety and store condition” (1). As stated before, the
supermarket industry is one where companies can compete in multiple areas appeal to
consumers.
The major competencies that these companies of the supermarket industry can
have a competitive advantage include economies of scale and scope, low distribution
costs, superior products and variety of products, and most importantly customer
service. Companies who are able to improve on these competencies tend to be
successful with consumers and the industry leaders.
Cost Leadership
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Ingles Markets takes advantage of Low-Cost Distribution and being Efficient with
Production. They are able to keep a low cost of distribution through the placement of
their stores compared to their distributors. By being within a certain range of their
distributors they keep the transportation and shipment costs low because the trucks
don’t have to drive across the country to deliver products. This also keeps the products
that they receive fresh for the consumers when the purchase the product. In the
supermarket industry having fresh products appeals to consumers because they don’t
want something that they can’t trust to be fresh enough to consume.
Vendor Allowances with these distributors also helps keep distribution costs low
because when they buy in bulk they receive a discount for doing so. According to their
10-K, “The purpose of these incentives and allowances is generally to help defray the
costs incurred by the company for stocking, advertising, promoting and selling the
vendor’s products”. Not only does Ingles limit their costs on the shipments of the
products but they also get a discount on those products by buying in bulk which helps
them maintain a cost leadership. In addition to vendor allowances Ingles Markets
purchases certain products ahead of time. “The Company engages in advance
purchasing on high-turnover inventory items to take advantage of special prices offered
by manufacturers for limited periods” (1). Ingles Markets reduces their distribution costs
in multiple ways which allows for increases in profit margins.
Ingles Markets is efficient with production by being vertically integrated, which
means the company owns a majority of their supply chain. By owning where they
receive their supplier they are able to keep these costs low as well. Within the
supermarket industry keeping costs low allows you to gain a competitive advantage.
Ingles Markets does an excellent job on managing their costs by being smart with their
production and by maintaining their suppliers.
Differentiation
Based on our team’s research, we believe that Ingles Markets focuses on
differentiation through their customer service. Stated multiple times in the 10-K of
Ingles Markets, “The company trains its employees to provide friendly service and to
actively address the needs of customers. These employees reinforce the company’s
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distinctive service-oriented image” (1). Training employees to provide customer service
in a way that will entice the customer to come back, Ingles Markets is differentiating
themselves from competitors by becoming known as the supermarket with the best
customer service.
To elaborate more on Ingles Markets’ customer service, “The Company’s senior
executives live and work in the company’s operating region, thereby allowing
management to quickly identify changes in needs and customer preference. Because of
the company’s size, store managers have direct access to receive quick decisions
regarding requested changes I operations. The company can then move quickly to
make adjustments in its business in response to changes in the market and customer
needs” (1). Ingles Markets provides the resources necessary to ensuring that their
customers shopping experience is parallel with customer needs. Differentiating
themselves with these strategies allows Ingles to provide quality customer service.
Ingles Markets has extended the hours of operation to include Sundays and
Holidays, in order to attract more customers and keep the ones they already have. They
are dedicated to convert all of their stores into a "one-stop shopping convenience," a
place where customers can buy groceries, load gas, and purchase their
pharmaceuticals. By becoming a "one stop shop" Ingles Markets saves their customers'
time and money. In addition, Ingles Markets continues with the implementation of “selfcheck-outs” (1). Most of the company’s stores now have self-check-outs.
Companies in the supermarket industry also differentiate themselves by the
quality of product and condition of the stores. Ingles Markets emphasizes the condition
of their stores be of the highest quality possible. They, as many others do, continuously
remodel stores to satisfy the needs of consumers. By having updated stores that are
remodeled for the modern era, supermarkets are able to appeal to the modern
consumer. The consumer is the driving force of the supermarket industry, and by
updating to their needs these companies can differentiate from competitors.
Overall, as stated by Milkco Inc.’s website, the company is dedicated to bringing
the healthiest and freshest products to their customers that the company packages
100% of its products in recyclable corrugated boxes. Using recyclable corrugated
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materials allow the products to keep additional temperature protection. In addition,
Milkco Inc., tests all of their products at several stages of production; taste, odor,
temperature, and antibiotics throughout several stages of production and prior to
loading. Milkco Inc. is aware that plastic packaging results in a lower spending of
capital, yet the company prefers to spend more money to better serve their customers
(1).
Freshness is one of Ingles Markets highest priorities, the company has
strategically located their distribution center at a point in which 200 of their retail stores
are within a 250 miles ratio from the distribution center. Moreover, the distribution
center is adjacent to Interstate 40 (which allows easy access to primary and secondary
highways throughout the states in which Ingles Markets operates). By being closer to
distribution centers it gives the company an advantage of saving on unnecessary costs
of delivery and transport (1).
Introduction to Accounting Analysis
After examination of the supermarket industry overview based off the five forces
model, our analyst team will continue with the accounting analysis. While evaluating the
accounting analysis we will look into key accounting policies, assess the degree of
potential accounting flexibility, evaluate actual accounting strategy, and identify
potential “red flags” for Ingles Markets. Using the information gathered from the
accounting analysis of Ingles Markets our analyst team will then undo any accounting
material, if necessary, that could be potentially distortive on the financial statements.
Key Accounting Policies
There are two type of accounting policies. Type one covers the presentation and
disclosure of information about the key success factors our team discussed earlier and
the industry as a whole. Type two covers the potentially distortive items on firm’s
financial statements. By analyzing these accounting policies our team will have a better
understanding of the financial standing of Ingles Markets and their competitors in the
supermarket industry.
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Every company is given the right to use their own methods as long as it follows
Generally Accepted Accounting Principles (GAAP). These rules make sure that every
company discloses the majority of the important information needed by investors, but
allows leeway in areas that can lead to favorable numbers for the company. Accounting
analysis allows us to see how well the company discloses its financials and undo any
biases.
Type One Accounting Policies
With the type one accounting policies we will look into the disclosure of the firms
in the supermarket industry regarding the key success factors. For Ingles Markets these
factors include superior product quality, low-cost distribution, and efficient production.
These success factors also apply to the competitors of Ingles Markets in the
supermarket industry.
Product Quality
In the supermarket industry having a high standard with product quality is a
necessity for the reason being that customers will buy products they trust. Customers
are the driving force of this industry, therefore if a firm is not up to the standards of
having high quality products in the eyes of the consumers then that firm will be out of
business almost immediately. Each company of the supermarket industry repeatedly
mentions product quality in their annual reports. According to Ingles Markets 10-K, “The
Company’s merchandising strategy is designed to create a comprehensive and
satisfying shopping experience that blends value and customer service with variety,
quality and convenience. Management believes that this strategy fosters a loyal
customer base by establishing a reputation for providing high quality products and a
variety of specialty departments”. By establishing a loyal customer base many firms are
capable of creating that competitive advantage over other firms in the industry.
There are multiple ways firms are able to create product quality. One being the
training of its employees, this is to ensure that the customer has the best experience
shopping. “The Company trains its employees to provide friendly customer service and
to actively address the needs of customers. These employees reinforce the Company’s
distinctive service-oriented image (10-K)”. With this customer service the firm is able to
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provide a high standard in product quality because the stores itself is a product of the
firm. Our team did have a problem with Ingles Markets mentioning that they contain a
“distinctive service-oriented image” because this is what supermarket industry is as a
whole, not just a single firm.
To conclude our analyst team determined that the firms in the supermarket
industry use high product quality to add value to their business. By having superior
product quality firms are able to charge premiums on their products for incurring more
costs to satisfy the customer. With these premiums the firms are increasing their
profitability.
Low-Cost Distribution
“Our revenues are earned and cash is generated as consumer products are sold
to customers in our stores. We earn income predominately by selling products at price
levels that produce revenues in excess of the costs we incur to make these products
available to our customers. Such costs include procurement and distribution costs,
facility occupancy and operational costs, and overhead expenses (Kroger)”. Firms in the
supermarket industry purchase products in high volume to take advantage of vendor
allowances which creates the price premium the firm is able to charge. With vendor
allowances come the relationships needed to ensure these discounts are available to
the firms. By taking advantage of vendor allowances firms are capable of maintaining
competitive advantage because of the price discounts.
“The Company recognizes all vendor allowances as a reduction in merchandise
costs when the related product is sold. When possible, vendor allowances are applied to
the related product cost by item and, therefore, reduce the carrying value of inventory
by item. When the items are sold, the vendor allowance is recognized. When it is not
possible, due to systems constraints, to allocate vendor allowances to the product by
item, vendor allowances are recognized as a reduction in merchandise costs based on
inventory turns and, therefore, recognized as the product is sold (Kroger)”. These
discounts provide the low-costs associated with distribution for firms with vendor
allowances. By having low-costs when distributed products, firms are again adding
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profitability their business because it allows them to have that excess revenue that
would be otherwise spent of distribution.
Efficient Production
Efficient production in the supermarket industry is vital to creating competitive
advantages because it allows companies to reduce costs and operate more effectively
this adding value in a highly competitive industry. Due to the high asset turnover in the
supermarket industry companies focus on inventory control, as we as building and
maintaining good relations with distributors. Ingles Markets owns and operates its main
warehouses and distribution facilities where it supplies 55% of the inventory needs to
its supermarket locations (1). This gives Ingles Markets the ability to reduce the cost of
merchandise, decrease overhead costs and better manage its inventory. The company
also takes advantage of advance purchasing and back-haul opportunities that decrease
costs and lead to competitive advantages. With Ingles Markets being a smaller scale
operation than some of the competitors in the industry, they are able to increase their
efficiency by vertically integrating parts of their operations.
The other companies that we identified as competitors use different approaches
to creating value through efficient production. “We believe our scale, together with this
decentralized purchasing structure and flexibility generates cost savings, which we then
pass on to our customers. Distributors and farmers recognize the volume of goods we
sell through our stores and our flexible purchasing and distribution model allows us to
opportunistically acquire produce at great value which we will also pass along to our
customer” (9). Larger scale operations are able to gain advantages through efficient
production by using economies of scale and building and maintaining relationships with
distributors. While Whole Foods is a larger scale operation, the company is still looking
to increase internal distribution and coordinated purchasing in order to operate more
efficiently.
Our analyst team has concluded that the scale of operations is a main
determinant in how companies in the industry achieve efficient production. Ingles
Markets provided us information on how they are able to improve production by using
internal distribution and better inventory control practices, which gives them decreased
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overhead costs and lower merchandise costs. Sprouts and Whole Foods disclosed some
information on how they increase efficiency through economies of scale. Kroger
Company disclosed little information at all on their strategies of achieving efficient
production.
Type Two Accounting Policies
Type two accounting policies entail items on a company’s financial statements
that can be reported with a much wider margin. Outcomes of this can result in skewed
results that may lead to overstated performance. Items such as Operating Leases,
Research and Developments, Pensions, and Goodwill have less strict accounting
standard which may lead to them being reported with some fabrications or not exact
results. Our analyst team will discuss these items throughout the rest of our valuation.
Assessing the Degree of Potential Accounting Flexibility
“Managers are well aware of the importance placed by analysts, investors, and
creditors on operating cash flow. Cash flow is the life-blood of any organization. A boost
in operating cash flow, even as total cash flow remains unchanged, communicates
enhanced financial performance (AFT)”. Within every industry accountants and
managers are pressured into reporting statements that reflect the firm is growing
financially. This pressure creates a problem with the flexibility of the GAAP policies
because it allows these managers and accountants to take advantage of the system. If
firms are given more flexibility in choosing their policies and estimates, then accounting
data provided can be used to mislead investors.
The supermarket industry is provided with a high amount of flexibility in
reporting their financials. According to Kroger’s 10-K, “Management believes adjusted
net earnings (and adjusted net earnings per diluted share) are useful metrics to
investors and analysts because they more accurately reflect our day-to-day business
operations than do the generally accepted accounting principle (“GAAP”) measures of
net earnings and net earnings per diluted share. Adjusted net earnings (and adjusted
net earnings per diluted share) are non-generally accepted accounting principle (“nonGAAP”) financial measures and should not be considered alternatives to net earnings
(and net earnings per diluted share) or any other GAAP measure of performance”. This
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statement can be found in each competitors 10-K, the way our analyst team perceives
this quote is that the companies are telling the investor that the company has made
some changes to their financials that GAAP normally does not accept.
Assessing the accounting flexibility of Ingles Markets our analyst team struggled
in finding items that provided the most flexibility. The reason for this issue is Ingles
Markets does not report the items Goodwill and Research and Development, which is a
part of the accounting flexibility. Ingles Markets does provide information of Operating
leases however, which are one of the more flexible accounting items companies can
misrepresent. If a company chooses to sign an operating lease then they are able to
record the transaction as an operating expense, which would decrease their cash flows
from operation.
Evaluation of Actual Accounting Strategy
The next step in our valuation process is to evaluate the actual accounting
strategies of Ingles Markets. This step provides an insight on how management is
taking advantage of their accounting flexibility. With this flexibility managers are able to
provide the firms actual economic behavior or they can disclose information in ways
that would hide negative performances. The evaluation of actual accounting strategies
involves analyzing levels of dis-aggregation, segment reports, extensive discussions,
and the disclosures within the financials related to value creating items to determine if
the firm is of high or low disclosure. After evaluating the firms’ disclosure techniques we
will then discuss if the firm practices a conservative or aggressive style of accounting
policies.
Goodwill
Although many of the competitors in the supermarket industry report goodwill on
their statements, Ingles Markets does not. For Ingles Markets to not provide
information on goodwill doesn’t necessarily make it seem that the firm is trying to hide
their performance. We have speculations that they choose not to report goodwill
because they do own most of their properties and assets. Which our analyst team
believes if goodwill were to be reported, it would make it look as if they are over
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valuing their properties and assets to make the company more valuable than what it
really is since they do own most of their real estate.
Capital Expenditures
Ingles Markets include multiple items in their capital expenditures and tend to
make an emphasis on this topic in their 10-K. “Capital expenditures also included
upgrading and replacing store equipment, technology investments, capital expenditures
related to the Company’s distribution operation and its milk processing plant, and
expenditures for stores to open in subsequent fiscal years (10-K)”. These items totaled
out to be $108.3 million for the fiscal year 2014, which draws attention for our
valuation.
“Ingles’ capital expenditure plans for fiscal 2015 include investments of
approximately $100 to $140 million. The majority of the Company’s fiscal 2015 capital
expenditures will be dedicated to continued improvement of its store base and will
include construction of two or more new/remodeled stores. Fiscal 2015 capital
expenditures will also include investments in stores expected to open in fiscal 2016 as
well as technology improvements, upgrading and replacing existing store equipment
and warehouse and transportation equipment and improvements to the Company’s milk
processing plant (10-K)”. The way Ingles Markets states their capital expenditures
sounds a lot like research and development is included without physically stating
research and development. Combining these expenditures can lead to aggressive
reporting, which would mean they are reporting higher earnings. Although these
expenditures are stated separately in the 10-K, if you were to look at the financial
statements you wouldn’t have a clue what was included in capital expenditures. These
practices catch our eye because by combining these expenditures Ingles Markets can
make it seem that they have fewer expenses. But this would also equal out if they
reported these expenditures all separately, so our team believes this is not a serious
enough issue to concern us.
Operating/Capital Leases
Leasing is an important activity because it allows companies to use assets while
reducing the risk that they would incur while owning the asset leased. “Many
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organizations lease assets such as real estate, airplanes, trucks, ships, and construction
and manufacturing equipment. Because of the prevalence of leasing, it is important for
users of financial statements to have a complete and understandable picture of an
organization’s leasing activities (FASB)”. The reporting of leases can become very
confusing due to the different ways of reporting companies can take advantage of. The
more simple way of reporting is for operating leases, which are reported on the income
statement as a variety of different expenses. While capital leases go more into depth on
how they are reported, “Capital leases are reported in the Statement of Financial
Position (balance sheet) as an asset under PP&E, and a liability, e.g., Capital Lease
Liability. The leased asset is recognized at its acquisition cost when there is agreement
between the lessee and the lessor. The amount recorded by the lessee as an asset and
an obligation under a capital lease is the present value of the minimum lease payments
during the lease term (FASB)”.
The restaurant industry has both operating and capital leasing involved with the
company’s operations. Ingles Markets however only reports their operating leases, we
believe this is because they prefer to own land that they will either lease out to others
or use the land for future benefits. “The shopping centers owned by the Company
contain an aggregate of 5.9 million square feet of leasable space, of which 2.9 million
square feet is used by the Company’s supermarkets. The remainder of the leasable
space in these shopping centers is leased or held for lease by the Company to third
party tenants (10-K)”. In the graph below we show the lease obligations of Ingles
Markets and their main competitors.
Lease Obligations (In Thousands)
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As you can see in the graph above the lease obligations of these competitors
vary in sizes dramatically. The reason being is the sizes of each of the companies;
Ingles Markets being one of the smaller supermarkets compared to Kroger.
In order to compare the industry and its competitors, our analyst team decided
to take the percentages of each competitor and their leasing obligations over their total
obligations. The following graph represents our findings of these percentages.
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While computing these percentages we did come across an issue with the
obligations reported on Whole Foods 10-K, having only provided the obligations for
their leases. However, we are able to compare the other three competitors which
allowed us to further analyze Ingles Markets compared to their relative industry. Ingles
Markets has a relatively small percentage of lease obligations because they do own
most of their properties and assets. While Sprouts has over 60% of its obligations just
for leasing purposes, which would signal some concerns.
Conclusion
In our evaluation of Ingles Markets accounting strategy we came to the
conclusion that they practice more of a conservative reporting style than an aggressive
style. Ingles Markets doesn’t seem to provide much information that would give the
wrong impression of them. By not recognizing goodwill in their statements they are not
reporting an asset which would increase the value of the company. Also, Ingles Markets
does provide most of the information needed in their 10-K for the purpose of the
readers. But by combining many of their expenses into single accounts, you still get an
impression that they are trying to have more appealing financial statements.
Evaluation of the Quality of Disclosure
Within the governing body of GAAP and their accounting rules/policies managers
and accountants are able to take advantage of multiple ways of disclosing information.
This can create issues when deciding on the quality of the firm’s disclosure because
firms can choose not to disclose certain information that would be harmful to their
appearance. Although many firms do choose to take advantage of the multiple items
that GAAP policy do not require disclosing, for Ingles Markets it is important to carefully
evaluate their accounting methods and procedures.
Qualitative Measures of Accounting Quality
Qualitative measures of accounting quality provides the investor with how well
the firm and managers disclose their information with the words of their 10-K. It is very
easy to mislead investors by highlighting certain areas of the business, while shying
away from other areas. In the next step of our evaluation we will analyze Ingles
Markets quality of disclosure to determine if they are attempting to mislead investors by
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providing limited amount of information or if they provide the necessary disclosures to
properly value the firm.
Contractual Obligations
Ingles Markets has limited qualitative information of their contractual obligations,
which include their operating leases, but they do provide the necessary information on
what these obligations are. “Financial obligations are considered to represent known
future cash payments that the Company is required to make under existing contractual
arrangements, such as debt and lease arrangements (10-K)”. Our analyst team
questioned why they didn’t go into more detail on what exactly these obligations are for
and to whom they are obligated. Ingles Markets a chart for their scheduled maturities
of these obligations to give the investor a quantitative aspect. But as for the qualitative
quality of disclosure for Ingles Markets contractual obligations, our team came to the
conclusion that Ingles provides limited information on their obligations. Although they
mention what these obligations could be, Ingles Markets could provide more in depth
information which would avoid the misleading look they are flirting with.
Research and Development
Ingles Markets does not provide any information on their research and
development. Our analyst team had to pick apart certain areas to determine that Ingles
may include their research and development within their capital expenditures. “Fiscal
2015 capital expenditures will also include investments in stores expected to open in
fiscal 2016 as well as technology improvements, upgrading and replacing existing store
equipment and warehouse and transportation equipment and improvements to the
Company’s milk processing plant (10-K)”. Our team found this to be very peculiar
because this causes assumptions that Ingles Markets R&D is a small part of their
expenses. This leads us to questioning how much research and development is
occurring. If very little, then this would lead to a stagnate growth of the business which
is harmful for future benefits. In conclusion, our team has proposed the idea that Ingles
Markets may be choosing not to disclose research and development because it’s either
not an important part of their expenses or they just chose not to disclose for their own
benefits.
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Goodwill
Ingles Markets does not recognize any goodwill nor do they acknowledge
goodwill in any qualitative manner. Goodwill is reported when the price paid exceeds
the fair market value, which then is adjusted for the impairments that soon follow.
Ingles Markets doesn’t report any acquisitions of any business, nor can our team see
them doing so in the supermarket industry. Since Ingles Markets does not report
goodwill, they do not need to adjust for impairments. “Goodwill of an entity (or a
reporting unit) shall be tested for impairment if an event occurs or circumstances
change that indicate that the fair value of the entity (or the reporting unit) may be
below its carrying amount (a triggering event) (FASB)”. Without any goodwill or
adjustments Ingles Markets provides a fair value that is not reported above what it
should be. Our analyst team came to the conclusion that not reporting goodwill does
not lead to any misleading reporting.
Conclusion
In conclusion of Ingles Markets qualitative quality of disclosure, our team
decided that Ingles provides sufficient information on certain aspects of their business.
By doing so Ingles Markets is being very selective with the information they present.
However, Ingles does go into depth for most of the information reported in their 10-K
which provides the investor with a high quality of information. With that being said,
there are areas as mentioned above that our team evaluated that proposed some
concerns with the quality of information Ingles reports.
Identifying Potential Red Flags
“Red Flags” are considered items that can cause concern when evaluating firms’
financial statements. For an investor to recognize red flags with the firm’s financials
they are able to determine if these red flags cause enough concern to alter their
decision on investing in the firm. For Ingles Markets our team will be looking further
into the operating leases, as we believe this is the area that would cause the most
concern for red flags considering Ingles Markets does not report goodwill.
Undo Accounting Distortions
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Ingles Markets differs from other retailers in the sense that the company is fully
committed to owning the real estate in which it operates. As of 2014 the company
operated 202 stores across 6 states; out of those 202 the company owns one-hundred
percent of real estate in 153 locations. In addition all warehouses and distribution
centers are also owned entirely by the company, (over 200 acres). Therefore Ingles
Markets owns over 85% of the total real estate in which their stores operate.
As stated on Ingles Markets 10-K SEC Fillings & under the company’s profile:
“The Company is focused primarily on developing owned stores.
Management believes that owning stores provides the Company with
flexible, lower all-in occupancy costs. The construction of new stores by
independent contractors is closely monitored and controlled by the
Company.”
“Early on, Ingles implemented a successful strategy of real estate
investment in the communities it served, often owning the real estate on
which its stores are located. Ingles Markets today owns two-thirds of the
real estate on which [their stores o
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Nevertheless, Ingles Markets does operate under leased properties, just about
less than 25% of their retail stores though (49 stores). Ingles Markets spent the
following amounts on operating leases, property taxes, utilities, insurance, repairs and
other expenses in the 3 previous years:

The dollar amounts above represent less than 5% of current liabilities & 1% total
liabilities.
Ingles Markets’ forecast for future leases expense for the following years:

Analysts from Ingles Markets and Managers are committed to lower the
operating lease expense for the foreseeable future. Total rental expense for the
following years on already signed up leases; ranging from the current year to 2045.
Moreover, most of the leases signed by the company have a buy-out clause. Meaning
Ingles Markets can at any point in time decide whether to acquire the property or
continue leasing it. Management believes that the long-term rent stability provided by
these leases is a valuable asset of the Company.
Common forms of write-offs include operating leases and research &
development, those are two of the biggest methods companies use to hide liabilities off
the balance sheet. Companies that depend upon rented facilities often times use this
accounting procedure to display a more liquid and clear image of the company.
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However, even though Ingles Markets operates in 202 different locations the company
does not show any big red flags due to the fact that 75.76% of their entire grocery
locations are fully owned by the company itself. In addition, the few operating leases
the company does have are long term leases, (up to 25 years.) Meaning the company
believes that signing up a lease for a longer period of time will result in a cheaper and
more efficient way to conduct operations. After conducting multiple ratios on sales and
expenses the company does not show any Red Flags. Ingles Markets full disclosure
policy is strong and efficient (3).
Ultimately, Ingles Markets does an excellent job reporting their finances, several
medium-size grocery competitors rely heavily on operating leases and therefore are
tempted to manipulate their balance sheets to display a cleaner picture of the company
to investors. Subsequently after conducting accounting methods of valuation we can
conclude that Ingles Markets operating leases will not affect the company’s liabilities
due to the small portion they take on. Therefore, there is no need to reconstruct
financial statements for the company. Thus, it can be said that Ingles Markets does not
show any potential red flags that might require a reevaluation for investors
Introduction to Financial Statement Analysis
It is necessary to perform a prospective analysis of any given firm to determine
the value of that firm. In this section our analyst team will utilize a ratio analysis,
forecast Ingles Markets, Inc. stated financials, and estimate the weighted average cost
of capital by calculating the cost of equity and debt for Ingles Markets. Ratio analysis
will be used to determine Ingles Markets ability to meet their short-term obligation,
their ability to convert revenue into profit, and how their operating and investing
activities are to be financed. Using the information from the ratio analysis our analyst
team will then forecast the future financial statements, which will be used in our
valuation models. These forecasts will also be used in calculating the cost of equity,
cost of debt, and the weighted average cost of capital.
Ratio Analysis
Liquidity Ratios
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Liquidity refers to the cash equivalence of assets and the firm's ability to
maintain sufficient near-cash resources to meet its obligations in a timely manner. In
the following sections our analyst team will provide comparable information on the
liquidity of Ingles Markets, Kroger, Sprouts, and Whole Foods. With each of the liquidity
ratios our team will break down what they mean, and how the competitors compare
with one another.
Current Ratio
The current ratio is calculated by dividing the firm’s current assets by their
current liabilities. This is a measure of the company’s ability to pay their short-term
obligations. The higher the number signals a greater ability of the firm to pay these
obligations. A current ratio of two, for instance, tells the investor that the company has
current assets which can cover twice the amount of current liabilities of the company.
Ingles Markets current ratios over the past five years hasn’t fluctuated much, but
in the following chart our team compares them to their competitors during this time
period which will help determine how the supermarket industry is doing as well.
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Ingles Markets recorded an increase of over 15% from 2012 to 2013 which
shows an increase of assets and an improving ability to pay liabilities. Each of the
competitors, with an exception of Kroger, has increased their current ratios over these
five years as well. As of 2014 Ingles Markets has the highest current ratio among its
competitors, but the liquidity of a firm is not solely based off one ratio. Although Ingles
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Markets has the ability to pay liabilities better than their competitors, as we discuss
more ratios we will see just how deceiving a firm can be.
Quick Ratio
The quick ratio measures practically the same thing as the current ratio does, but
the exclusion of inventories and other items is where the term quick comes from. This
ratio shows investor’s how quickly a firm is able to pay liabilities as they come due. By
excluding items the quick ratio is considered a better measure of the immediate liquidity
of the firm. Inventory is the least liquid current asset, so by removing it companies
eliminate the possibility of distortion with their liquidity if the inventory level of the
company is high.
The chart below shows that after the adjustments for the quick ratio, Ingles
Markets is no longer the most liquid out of their competitors.
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Ingles Markets maintains a lower than industry-average quick ratio; which
compared to their competitors Sprouts and Whole Foods, Ingles Markets is a less liquid
firm. This is a potentially bad sign for a firm because it is showing that after making the
adjustments for the items in which they can’t convert into cash quickly, they are not
able to come up with what’s necessary to pay liabilities as easily as some of their
competitors. Our team believes that Sprouts and Whole Foods maintain a higher quick
ratio because of the lack of variety in the items that they offer. Ingles Markets offers
private label products as well as fuel, both of which can affect the immediate liquidity.
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Inventory Turnover
The inventory turnover ratio is calculated by dividing the cost of goods sold by
inventory. What this ratio represents is the number of times a company’s inventory on
hand is sold during a period of time. Similar to the current ratio, the higher the number
of inventory turnover signals that the company converts its inventory to sales at a quick
rate.
In the chart below Ingles Markets is well behind their competitors when it comes
to moving their inventory.
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This chart is showing the number of turns in a year that each company has for
their inventory. By Ingles Markets having a 9.08 turnover, this means that nine times
out of the year their inventory is replaced. Whole Foods is able to turn their inventory at
a faster rate than the rest of the competitors due to their style of inventory, which is
mainly fresh produce. Ingles Markets offers a wider variety of products that would
potentially decrease the number of turns they have. However, only turning over
inventory nine times out of the year is a very bad sign because it shows that they are
not able to sell their inventory very quickly.
Accounts Receivable Turnover
The accounts receivable turnover ratio is calculated by dividing the company’s
total sales by their accounts receivable. The ratio measures how many times a company
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can collect its account receivables within a given year. The higher this ratio, the better
standing the company is considered to be in.
In the chart below Ingles Markets collects their receivables at a favorable rate
compared to their competitors. Kroger being the industry benchmark clearly does the
better job of collecting on their receivables though.
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With no change in their credit policy, Ingles Markets has been extremely
consistent with collecting on their accounts over the past five years. Both Whole Foods
and Sprouts dropped dramatically in these collections, which our team believes it is
because of the number of stores and variety of locations that Ingles Markets and Kroger
have. However, both Whole Foods and Sprouts have shown they were able to collect
receivables at a competitive rate so this drop could be from a change in the credit
policies they offer. This ratio is also an indicator of the credit quality of customers that
the companies have, if the customer’s credit is faulty then the ability of the company to
collect on their receivables reduces.
Day’s Supply Inventory
Day’s supply inventory is similar to the inventory turnover ratio in the terms that
it measures the firm’s ability to turn their inventory in a given period. What this ratio
shows is the actual number of days in a year that the company has inventory on their
67

shelfs. Companies prefer to have this ratio low because it shows that they are capable
of selling off their inventory, which leads to revenues.
In the chart below Ingles Markets is well behind their competition. Whole Foods
produces a low ratio mainly because they focus on fresh organic foods, which expire
quickly.
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The supermarket industry is known for its fast paced style of business simply
because of the fresh products being offered. The market segmentation between these
companies is caused by the variety of products offered by each of the companies.
Kroger and Sprouts do not offer fuel which would take longer to turn because you must
buy in vast amounts. That being said, our analyst team believes this is the main factor
in why Ingles Markets is well behind on replacing their inventory.
Day’s Sales Outstanding
The day’s sales outstanding ratio provides the number of days that the company
takes to collect the revenue from their sales. Having a high day’s sales outstanding is
not necessarily a good thing when talking about this ratio. The reason being that the
longer it takes to collect those revenues the less revenue you are receiving throughout
the year.
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In the chart below Ingles Markets is right in the mix with their competition when
it comes to collecting revenues off their sales, while Whole Foods has been slipping
behind in the last three years.
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Customers pay cash or use electronic payment (credit or debit cards) to acquire
their goods. Because these customers don’t sign an account payable and leave the
store with their groceries, it makes the supermarket industry one of the most liquid.
Again, Whole Foods could be struggling to collect revenues because of a change in their
credit policy or from the quality of the customer’s credit. This also explains why Ingles
Markets has been consistently at six for the past five years not having a credit policy
change.
Cash to Cash Cycle
The cash to cash cycle is a measure of how fast cash circulates within a specific
firm. This ratio is calculated by adding the day’s supply inventory with the day’s sales
outstanding. The cash to cash cycle refers to the number of days that it takes for the
firm to convert their resources into a cash flow.
In the chart below we can see that Ingles Markets is again falling behind
compared to their competitors with circulating their cash flows. While Whole Foods is
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leading the competition by having a cash to cash cycle more quickly which makes sense
considered the products they sell.
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Ingles Markets has a very slow cash to cash cycle, the company takes an
average of 47 days to convert their resources into cash. The supermarket industry
should maintain their focus on keeping a low cash to cash cycle. A cycle that takes the
amount of time to convert its resources into cash, as Ingles Markets does compared to
their competitors, can represent a threat to the company. Prevailing investments and
expansion with the competitiveness of the market, the cash to cash cycle should be a
concern for the company.
Conclusion
To conclude the liquidity ratios our analyst team has determined that Ingles
Markets is on the back end of the competition of being a liquid firm in the supermarket
industry. Kroger, Sprouts, and Whole Foods all seem to fluctuate on being the
benchmark for liquidity. These fluctuations signal that the industry is doesn’t have a
single firm who is a true leader in liquidity, which incentivizes a greater competition.
Ingles Markets has significant work to do in order to improve their liquidity and
efficiency as a whole. Being the least liquid company of their competitors should being
signaling red flags. Every firm needs to be as liquid as possible to compete against
market rivals.
70

Profitability Ratios
The profitability ratio measure is a major component of the firms operating
efficiency, which operating efficiency results are measured by relating expense items in
the income statement to sales on a percentage basis. The main objectives of a profitability analysis are to evaluate three critical factors related to profits: 1) Gross Profit
Margin; 2) Operating Profit Margin; and 3) Net Profit Margin.
Gross Profit Margin
The gross profit margin is calculated by taking gross profit and dividing it by
sales. This ratio shows what percent of revenues is available after the cost from sales
has been accounted for. A higher gross profit margin means that the company has
more cash flows to pay for expenses incurred during operations. The supermarket
industry is well known for being one of the more competitive industries in the markets.
It is also accountable for having one of the lowest returns on a company’s gross profits.
In the chart below we can see that Ingles Markets and Kroger are practically
identical, while Whole Foods is leading the way. Each firm has maintained a steady
gross profit margin over the past five years. The segmentation of this ratio may be
caused by the variety of products that each company sells compared to its competitors.
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Naturally organic foods have a significantly higher gross profit margin than the
regular everyday consumption products. This being the main reason Whole Foods has
maintained a 35% gross profit; on the other hand, Ingles Markets, Sprouts and Kroger
share a lower return on gross profits. The supermarket industry does not have a lot of
new entrants into their markets because it is too globalized. Because new products are
rare, companies maintain a stable gross profit margin over time. Ingles Markets falls
below the industry average and is just above the lowest competitor, Kroger. Both of
these companies do not generate substantive profits when comparing them to Whole
Foods and Sprouts.
Operating Profit Margin
The operating profit margin is similar to the gross profit margin except instead of
only taking cost of goods sold out we also take out the operating expenses, which leads
to operating income. To calculate the operating profit margin, you take the operating
income of the company and divide that by the sales. This ratio is a measure of the
operating efficiency of the specific company during a period of time.
In the chart below we can see that our subject industry competitors have
segmentation but each firm is identical to another. In the case of Ingles Markets they
perform just slightly better than Kroger in this category. Sprouts and Whole foods have
segmented themselves from Ingles Markets and Kroger.
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Operating Profit Margin takes into consideration the variable costs of production,
which refers to the profit left over from the expenses of cost of goods sold, wages, and
many more. Once again Ingles Markets and Kroger fall below the industry average of
5%, while Sprouts and Whole Foods have been improving their operating profit margin
considerably over the last five years. The result of this suggests that a benchmark
analysis may not always be the best comparable. For example our subject company,
Ingles Markets, and the benchmark company in the selected supermarket industry,
Kroger, have been falling behind in the profitability ratios.
Net Profit Margin
To calculate the net profit margin of a company you must take net income and
divide it by the net sales. By doing this you are able to calculate the amount of profits
the company maintained compared to the amount of sales they had. This ratio is an
important ratio when valuing a company because if you compare multiple years of net
profit margins then the investor is able to see the profit growth or added value.
In the chart below we can see that Whole Foods is doing the better job of profit
growth over the past five years. Sprouts however, has had the highest increase of profit
growth in the recent years. When it comes to Ingles Markets they have been fluctuating
with their profit growth, which our team believes this is because of the addition of new
properties and the loss of a few as well.
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The main objective of the net profit margin is to display the percentage of each
dollar earned created as profit. Ingles Markets has struggled to deep their gross and
operating profit margins high which translates into a poor net profit margin as well.
With this information an investor can outlay how efficient the business is at making a
profit out of their sales. Compared to their competitors, Ingles Markets struggles to
make strong returns after expenses have been accounted for. Although, the
competitors of the supermarket industry do not own real estate like Ingles Markets
does, so our team believes this could be a potential reason for the market segmentation
seen in the industry.
Asset Turnover
The asset turnover ratio represents the amount of dollars in revenue that is
produced by each dollar of assets on a company’s balance sheet from the year before.
By having a high asset turnover ratio, a company is showing that the assets they have
are producing a higher amount of sales which leads to a more efficient company. This is
obviously appealing to investors because it is showing that the company is capable of
running an efficient and productive business.
In the chart below we can see that in our subject industry the companies are all
relatively close to each other with an exception of Kroger. Kroger, being the benchmark
company of the supermarket industry, is showing that they are capable of turning over
there assets more often than their competitors. Although in the recent years Kroger is
declining in this efficiency while the other three competitors are slowly catching up.
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Ingles Markets has maintained the most stable asset turnover ratio compared to
their competitors, but the company does not seem to be finding new ways to make best
use with their assets. Being a very stable and consistent industry, the companies grow
at a slow rate and therefore the use of their assets to increase production is not very
high. Sprouts have had the competitive advantage on efficiency by turning over their
assets at a larger increasing rate than the other competitors.
Return on Assets
Profitability is affected by operating efficiency and asset productivity, which is a
measure of profitability that considers both profits and resources employed to earn
profits is the rate of return on assets. The rate of return on assets is computed as net
income divided by assets.
In the chart below, our benchmark company, Kroger, is running in the middle of
the pack with their return on assets fluctuating more than the other companies. Ingles
Markets hasn’t had much fluctuation until the past two years where they experienced a
drop in return on assets but quickly recovered with a higher percentage than the
previous five years. Our analysts believe the drop in the percentage for Ingles Markets
was sparked from opening of new stores as well as closing of a couple of existing
stores.
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All the competitors, with an exception of Whole Foods, fall below the industry
average for their return on assets. The efficiency of the supermarket industry can be
seen with the segmentation between each of the firms. While Ingles Markets has
maintained a relatively consistent ratio, the other three competitors have experienced a
major increase on returns from their assets. Our team believes the trend of eating
healthier plays an important role with this ratio; which explains why Whole Foods and
Sprouts, whose main focuses are on organic and natural products, have experienced
such increases of returns.
Return on Equity
The return on equity ratio determines the amount of net income produced by the
following year ending stockholder’s equity. To calculate this ratio we must take net
income and divide it by the beginning stockholder’s equity of the year. Return on equity
provides a measurement of how efficient the company is using their equity to produce
revenues that are value adding.
In the chart below we can observe that the selected company’s in the
supermarket industry have been relatively close in competition with respect to Kroger
being the leader.
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Return on Equity
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Ingles Markets

7.54%

9.04%

9.50%

5.06%

13.44%

Whole Foods

10.36%

11.45%

12.26%

14.21%

15.18%

Sprouts

7.66%

4.33%

5.04%

9.99%

15.71%

Kroger

1.40%

21.06%

15.18%

35.59%

28.21%

Industry Average

6.74%

11.47%

10.49%

16.21%

18.14%

Return on owners’ equity measures the profitability of the owners' interest in
total assets. Return on equity is influenced by profit margin, asset turnover and the
relationship between total debt and owners' equity. Each firm has increased their
return on equity over the past five years, even if they each have some up and down
years. Ingles Markets once again is on the lower end of the competition which makes
our team wonder how efficiently the company is being operated. Our analyst team
believes this is from an increase in the debt financing of the company which if a firm
increases its assets with debt financing, then the owners' equity would represent a
smaller percentage of total resources.
Conclusion
Ingles Markets, compared to their competitors, isn’t obtaining the competitive
advantage which they speak about having in their financial reports in terms of liquidity
and profitability. However, Ingles Markets is the only company to own and lease their
properties which would lead to the increase in expenses for the firm. Our analyst team
has determined that because of the owning and leasing of property their ratios are
lower than those from their competitors.
Capital Structure Ratios
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To begin our section of the capital structure ratios we first need to identify what
capital structure actually is. To describe capital structure we can say that it is the way a
company finances their assets utilizing both debt and equity. Financing assets using
debt is considered to be the better option but having too much debt can and will most
likely lead to bankruptcy. Investors prefer to have a company financed using equity
because then those investors are able to make a return in the form of dividends. So
companies must balance out their capital structure that will satisfy both their debt
holders and equity holders.
Debt to Equity
The debt to equity ratio is exactly how it sounds; it determines the relative
amount of debt and equity used to finance a company’s assets. To calculate this ratio
you must divide the firms’ total stockholder’s equity from their total liabilities. If a
company has more debt compared to their equity it is more risky to the investor
because in the case of a bankruptcy it is possible that the investor doesn’t get paid.
In the chart below we can see that there is market segmentation between each
of the firms in the supermarket industry. Ingles Markets and Kroger are companies who
are financing their assets with more debt than equity to continually grow, each of which
have increased this number over the span of 5 years. Sprouts and Whole Foods seem
to be leaning more towards financing using equity.

Debt to Equity
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2010
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2014

Ingles Markets

2.75

2.75

2.59

3.07

3.33

Whole Foods

0.68

0.44

0.39

0.43

0.51

Sprouts

1.68

1.55

1.85

1.28

1.00

Kroger

3.69

3.44

4.92

4.86

4.44

Industry Average

2.20

2.05

2.44

2.41

2.32

78

Ingles Markets focuses on owning real estate and therefore the company
engages the buying of properties in which their stores can be located. These locations
of Ingles Markets stores are prime real estate and thus are extremely expensive to
acquire and maintain. The companies who rely heavily on debt can experience
fluctuations with their debt to equity because of the liabilities that come due. In terms
of having the least of amount of debt compared to equity, Whole Foods is leading the
supermarket industry.
Times Interest Earned
The times interest earned ratio measures a company’s ability to pay their interest
expense using the firms operating income. By having a high times interest earned ratio
it implies that the company is capable of paying these interest expenses on time
without a problem. By being able to pay expenses on time it shows that the company is
in good standing which is attractive to an investor.
In the chart below we are able to determine how each competitor is performing
based on their ability to pay expenses as the come due:
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Ingles Markets

1.69

1.91

2.06

2.12

2.65

Whole Foods

0.00

0.00

0.00

0.00

0.00

Sprouts

4.06

2.93

1.99

3.75

7.97

Kroger

2.17

4.87

2.94

5.98

6.15

Industry Average

1.98

2.43

1.75

2.96

4.19

Whole Foods does not report or recognize any interest expense which is why
their numbers for times interest earned are zeros. Ingles Markets is once again on the
bottom half of the competition which is starting to look as if they aren’t much of a
competitor with how they operate their firm. Our analyst team believes the ability of
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owning real estate that Ingles Markets possesses is the reason behind the major
segmentation between them and their competitors.
Altman’s Z-Score
The Altman’s z-score is used to predict a firm’s chance of going bankrupt. To
calculate this ratio we need to combine five ratios together to compute the credit score
of the firm.
Z= 1.2(Net working capital/total assets) + 1.4(retained earnings/total assets) +
3.3(EBIT/total assets) + .6(MVE/BVL) + (sales/total assets)
In the chart below we can see some segmentation in the selected supermarket
industry. It’s no surprise that the benchmark company of the industry, Kroger, has the
highest z-score. But it is surprising to see that Whole Foods is just barely squeezing
ahead of Ingles Markets after Whole Foods lead the competition in almost every ratio
we computed and Ingles Markets was mainly on the back end.
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2.89

2.84

2.98

3.01

3.13

Whole Foods

3.32

3.93

3.88

3.16

4.01

Sprouts

2.77

3.10

2.43

1.89

1.94

Kroger

4.73

4.46

5.79

5.97

6.81

Industry Average

3.43

3.58

3.77

3.51

3.97

Conclusion
To conclude the ratio analysis our analyst team has decided that Ingles Markets
should be somewhat of a concern because compared to the competitors Ingles Markets
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is well behind in all three categories of liquidity, profitability, and capital structure. Even
though they have a possibility of being a concern, that doesn’t mean that in the future
they will continue at minimal growth. The same can be applied to the competitors as
well because every year can bring changes to a company good or bad.
Introduction to Forecasting
From the cross-sectional analysis, it shows Ingles competing on multiple
platforms with their competitors. They tend to not be growing the most rapidly, but
they are not scaling down either. Ingles have performed at a consistent rate over the
past 5 years, and have slowly grown over this time. By their fiscal year ending in
September, the first 3 quarters are accounted for, and the 4th quarter of 2015 is left to
be forecasted. The 9-month period allows for our analyst team to pick up on any trends
or changes within the operations of Ingles.
Generally, the first quarter for Ingles begins with a solid sales revenue due to the
holidays of Thanksgiving and Christmas taking place during this quarter. However, it
seems to slow down the second quarter as individuals start to cut back on spending,
since it is tax season. By third quarter, Ingles sees sales start to pick back up and
become comparable with first quarter’s sales. Our analyst team rationalizes this
increase by the season, in which Ingles’ third quarter is. The amount of travel during
the spring to summer time and holidays (Memorial Day, July 4th) sparks an increase in
overall revenue for Ingles. The 4th quarters usually out perform any of the previous
three, by having the highest earnings per share on average. Like the supermarkets
industry, Ingles financials are based upon seasons and seem to fluctuate accordingly.
Our analyst team will be forecasting Ingles’ Income Statement, Balance Sheet
and Cash Flow Operations through the year 2025. By doing so, it will give a better
perspective of where this company is heading financially.
Income Statement
Ingles seemed to have a relatively consistent income statement from year to
year leading up to 2015. There would be some fluctuation amongst the years due to
refinancing of bonds, addition of new stores, or other economic factors. However, for
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the most part, Ingles stayed the same with a slight growth from year to year. In order
to calculate this slight growth, our analyst broke down the beginning three quarters of
the 2015 fiscal year.
Sales Growth
Within this 9-month span, Ingles had closed one of its supermarkets to bring
their total store count to 201. The closing of this store is seen to have a direct impact
on the overall sales growth of the company. Our analyst team was able to look at the
previous quarters (2014) to compare on the progress of Ingles’ operations. When we
found the numbers declining, our team came to the logical conclusion that this had to
be a result of the closing of the store.
We calculated the overall sales growth (decline) by taking the current 9-month
period of 2015 divided by the 9-month period of 2014 then subtracted this number from
one in order to gather a percentage of growth or decline Ingles had through the first
three quarters of the current year. We found a -1.58% decline in overall sales.
Our initial thought was that one store would not make this large of an impact on
the sales of all Ingles’ supermarkets combined. The analyst team began to look at
economical factors that could have potentially played a part in the overall decline of
growth within Ingles. We found the cheaper gas prices did not give the same revenue it
had in the past regarding gas sales. After further research on the oil industry, our
analyst team realized that the oil industry would get worse before it got better. So, we
predict quarter 4 will decrease in sales as well based upon the decreasing value of gas,
which was continuously lowering sales for Ingles.
Assuming gas prices eventually go up, the forecasting of the sales growth
through 2025 came strictly from grocery sales. Our team decided to use a conservative
approach to forecasting the sales growth for the rest of the years leading up to 2025.
The reasoning was given during the cross-sectional analysis. Ingles doesn’t seem to be
highly competitive within the supermarket industry, and they are not making any effort
to gain any more market share then they already possess. Therefore, we put a
minimum and maximum sales growth percentage cap and allowed for the revenues to
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fluctuate from year to year as determined by the industry itself. Our range of sales
growth was 0.8% to 1.87% based upon Ingles proven complacency within the market.
Within the past 5 years, Ingles has the exact same percentage of cost of goods
sold every year. However, in 2015, cost of goods sold went down within the three
quarters of collected data. Our analyst team believes this decrease is due to the
deflated price of the barrel of oil, and will eventually rise back up to the norm
percentage of cost of goods sold of 78% annually. For this reason, our team corrected
the forecasting for 2015, but quickly changed the percentage back to its normal state
for the following years. Ingles seems to be satisfied with this percentage as well as their
constant percentage of gross profit margin of 22% (10K).
As mentioned above, gross profit had a slight increase in 2015 as a result of the
price of oil. Our analyst team believes as oil increases; Ingles’ gross profit margin will
settle back into its long-lasting margin that has been constant throughout the past 5
years.
Ingles is a family-run business, so the majority of the corporation leaders will
stay the same without any vital changes as to impact the administration expenses
section in any significant way. They supply the majority (55%) of their groceries; store
their own products in warehouses and transport with own workers and
trucks/trailers(10K).
By being vertically integrated, Ingles has no contracts that would have an impact
on their operating expenses.
The above information allows for our analyst team to conclude that operating
and administration expenses will remain relatively constant throughout the next 10
years. The fluctuation of the market determining the slight increase or decrease with
these expenses, but overall this section of the income statement is not likely to change
drastically in the coming years.
As discussed previously, Ingles has a similar operating income percentage from
year to year, sometimes almost identical. They seem to be content with their
performance up to this point, because there have been no changes implemented within
the company in order to drive larger profit margins. Ingles are on the lower end of
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operating income than its competitors, but still maintain a consistent performance each
year. For the previous analysis of Ingles’ operating profit margin, our team decided to
keep the percentage of operating income around the same amount due to no
implementation of new strategies or models to increase this particular margin.
The forecasting of expense was calculated by using the different interest rates
under line of credit and coming with an average of them that fell under the trend of the
previous 5 years. It gradually increases as certain bonds mature or the potential for
refinancing on particular loans. For example, Ingles has to pay out $4.5 million each
year to two financial institutions that bought their bonds, so Ingles could build a new
warehouse and distribution center (10K). By continually buying their assets through
debt financing, Ingles’ interest expense will continue to grow over the duration of the
forecasting period
Our team using income from operations minus interest expense calculated this
portion of the income statement. The amount will differ based upon the market, but
income before taxes will stay relatively constant overtime.
From 2013 to 2014, income tax increased from 20.8% to 35.5% for Ingles. As
shown on the income statement, the new tax rate has greatly affected net income. We
decided to incorporate this new standard tax rate as the measure for all future income
tax expense calculations. Our analyst team multiplied the percentage of income before
tax times 35.5%, to receive a percentage of income tax expense in comparison with net
sales (10K). Furthermore, we, then, multiplied this percentage by net sales in order to
forecast out Ingles’ potential tax expense.
Unlike gross profit margin, our team has found that net profit margin does
indeed fluctuate from year to year. There isn’t a particular set number, however, there
is a range of percentages that we followed in order to forecast out net income. On
average over the previous 5 years, net income was 1.02%. Our analyst team created an
upper and lower bound around 0.10% in either direction to keep the net income
roughly around the traditional 1% that it has been at for the past 5 years. They are
relatively low percentages compared to the rest of the industry as a direct result of the
low margins on operating income and gross profit. Ingles continues to follow this trend
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of meritocracy, and more often than not, falling below this trend and not keeping up
with the market’s averages.
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45,682,066

39,574,676

40,168,296

40,722,619

41,557,432

42,443,453

42,995,218

43,799,228
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Income
Statement
Forecasting

Balance Sheet
In previous years, the balance sheet for Ingles has been relatively consistent
from year to year. The three quarters of the 2015 fiscal year have been no exception.
Ingles continues to finance the majority of their assets through their liabilities, which as
previously mentioned, does not leave a favorable debt to equity ratio in the eyes of the
investor. The overlook of this particular financial statement is straight-forward in now
new assets are being bought that shake up the overall landscape of their business
operations. Besides refinancing in 2013, Ingles has had not disclosed any type of future
loan or refinance that they are in need of. They seem to be content with being bottom
tier within the industry, and maintain a steady balance sheet with not much change.
Ingles are competing within one of the most liquid industries in the market.
Customers purchase their groceries either through cash, or credit card. As a result,
Ingles is able to collect their revenue in a timely manner without complication or
unnecessary delay. In fact, Ingles collects on their receivables in less than a week on
average for the past 5 years. The overall liquid trend of the supermarket industry
combined with Ingles personal financial trend leads our analyst team to forecast Days
Sales Outstanding at 6 days for the entirety of the forecasting period.
We calculated future accounts receivable by taking net sales from that year and
divided it by (365days/Days Sales Outstanding). After seeing the results, our team
agrees that the next 10 years of accounts receivable follows the trend within the
supermarket industry and Ingles (10K).
Our calculation for the forecasting of future inventory is similar. We took the cost
of goods sold from that year and divided it by (365/Days Supply Inventory). After
running this equation through the forecasted 10 years, we made sure to implement
some declines in inventory due to the constant fluctuation of the supermarket industry.
Ingle emphasizes having a large supply of assets, especially long-term assets.
They create revenue from their real estate by building strip centers where they lease
out to other companies. It enables them to have a foothold within a certain market with
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no threat of a leasing contract expiring. This strategy limits the current assets Ingles
has to just about 25%. The percentage of current assets stays around the same as
Ingles continues to buy and sell long-term assets such as real estate. Therefore, our
team decided to keep the current assets a quarter of the overall assets, since Ingles
continues to invest in property, plant and equipment (which makes up over 98% of
non-current assets) (10K).
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Liabilites
Within Ingles, liabilities are a vital tool in acquiring assets, specifically land and
infrastructures. By adapting this strategy, Ingles incurs a significant amount of debt,
specifically long-term. Fortunately, their Z-score is over 3.0, which means they are not
likely to reach bankruptcy in the immediate future. However, if more assets are
obtained with limited growth in sales, there could be potential for negative balances. In
previous years, Ingles has managed its operations in a conservative manner as to only
improve on pre-existing stores (remodel) rather than purchase an entire new property
and build on top of it. With that being said, our team has configured liabilities to still be
a large portion of the liabilities and equity section of the balance sheet.
In the previous 5 years, there has been a long-term debt that has been steadily
paid off over time. Our analyst team did not think it should have been paid off fully
within the year of 2015, because of the unique drop in sales from closing a store and
gas prices. In 2016, we assumed it was paid off, but at this time a payment of $4.5
million started to action to help pay for a bond (10K).
There was a bond issued on December 29, 2010 for $99.7 million for a new
warehouse and distribution center. (10Q) Two financial institutions bought this bond,
which was supposed to mature on January 2, 2018. On January 1, 2014, Ingles would
begin to pay $4.5 million in redemption of the bond. However, during the past few
quarters, Ingles extended the maturity date to June 30, 2021. So, Ingles will have to
pay $4.5 million in redemption until the year 2021. After this payment, no other current
portion of long-term debt is stated within the most recent financials provided by Ingles.
Our analyst team notices an increase in accounts payable each year during the
previous 5 years of operation. We suggest that this trend continues as Ingles constantly
buys from third parties in order to fulfill the remaining 45% of their groceries. The
reason for such high accounts payable is explained by the debt service margin from the
previous section. Ingles are at the bottom with limited cash availability. Therefore,
Ingles has to put charges on accounts payable, because they simply do not have the
funds to purchase the goods or products outright. The margin has stayed constantly
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low, so our team assumes Ingles continues to buy their extra goods or products on
account rather than cash.
Current liabilities is only a fifth of the total liabilities with the remaining 80%
being non-current liabilities, which the majority of that so happens to be long-term
debt. For this reason, our team decided to focus on this particular area of liabilities.
Ingles keep searching for funding for their assets and to maintain those assets. So, in
2013, Ingles was granted a $700 million loan to pay off previous $575 million loan and
the rest for capital expenditures. The refinancing of this loan created more debt, but
extended their maturity date of its $175 million line of credit from December 29, 2015
to June 12, 2018 (10K).
We, as a team, continued to keep the percentage of long-term debt at around
90% to show how much Ingles relies on these loans in order to continue operations and
ownership of their assets. Without these loans, it would give a better perspective on
where Ingles was at financially and what they could afford on their own income rather
than constantly being bailed out with debt financing.
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Stock Holder’s Equity
From year to year, Ingles’ equity will never come close to their liabilities, because
of their current business model of seeking funding through debt financing. Their debt to
equity ratio is among the worst in the industry and isn’t on pace to change any time
soon. However, the majority of their equity goes into retained earnings (approximately
80%). They pay out a constant dividend of $0.66 (since the year 2000), so they can
keep their stockholders pleased, while investing in real estate and other assets (10K).
For this reason, our team kept the dividends the same, while continuing the trend of
placing around 80% of stockholders’ equity into retained earnings.

Cash Flow from Operations
As our team has seen by now, Ingles has a predictable business model in the
way they handle their day-to-day operations. We increased the depreciation and
amortization expense at a constant rate to show the continuous depreciation of their
assets over the next 10 years. These expenses will increase also from the acquisition of
new assets over this time. The depreciation and amortization expense account for over
60% of the company’s operating cash flows each year, so our team decided to use this
as a determinate of future cash flows based upon the direction these expenses were
going. Since we found a constant growth in these expenses, Ingles will likely have a
steady, yet gradual increase in cash flows due to these operating activities.
In order to calculate Cash Flows from Investing, our team first calculated the
property, plant and equipment turnover ratio to help determine CFFI. We took the net
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sales of the forecast year and divided it by the forecasted PPE of that same year. This
gave us a turnover that stayed just above 3.0 throughout the 10 years forecasted. From
there, we multiplied the PPE turnover ratio by the forecasted net income for that same
year in order to give an estimate of the cash flows under investing activities for that
particular year.
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Cost of Capital Estimation
In order to estimate Ingles Market’s cost of capital, we have calculated their
weighted average cost of capital (WACC). Essentially, this depicts the amount that a
company must spend in order to maintain a share price that will satisfy its investors
(Forbes). Every source of capital, including bonds, preferred stock, common stock, and
any other long term debt are a part of the WACC calculation. A firm’s WACC increases
as the beta and rate of return on equity increase, as an increase in WACC denotes a
decrease in valuation and an increase in risk (Investing Answers).
Cost of Debt
Simply, the cost of debt is the amount of interest they are paying on their net
costs of debts. This amount can be measure on a before or after tax basis, which is
most common due interest expense being a deductible. This is one part of the
company’s capital structure, which also will include cost of equity later on. Ingles
Markets includes a weighted average interest rate of 3.38% in their 10K that we will
used to calculate the financials.
Weight= LT debt or Capitalized/ total debt
Ingles Markets is unique in the market in that their long-term debt weighted
more than 98% of their total debt. Their leases were such a small part of their debt
that there was no need to restate their financials. Because of this, their cost of debt
remained the same due to their lack of components and restated interest rate. With
that information, it is concluded that their weighted average cost of capital was almost
exact to their stated weighted average cost of debt of 3.38%.
Cost of Equity
The cost of equity is measured by applying the capital asset pricing model, or
CAPM. The formula for CAPM is the risk free rate plus the systematic risk (beta) times
the market premium. In this situation, we also added a size premium to the end of the
equation, which is called the two-factor cost of equity. By adding this size premium to
96

the CAPM it helps measure the return that is attributable to firm size which cannot be
explained by other systematic factors (Forbes).
Ke= Rf+beta (MRP) + Sp
To begin with our analysis, we performed regressions from 3 months, 1 year, 2
years, 7 years, and 10 years. Each of these five points on the yield curve was also
broken down into 5 holding period horizons of 24, 36, 48, 60, and 72 months in order
to help better insight into the data.
There are various steps to calculate each of these variables. First, we found the
risk free rate based off Treasury bond’s yield for 3 months, 1 year, 2 years, 7 years,
and 10 years. The data collected for these results were found off of the St. Louis Fed
Reserve website. Once these rates were compiled, we then converted them into a
monthly rate to have a more in depth process. Next, we found the market rate premium
by subtracting the risk free rate by the S&P 500 returns for each month given. Once
calculated, we ran regression analysis using the monthly return as our dependent
variable (Y) and the market rate premium as our independent variable (X). When the
regression is completed, it will gives us the betas we will use in the CAPM formula, the
95% limits for the beta, and the adjusted R-squared, which is a statistic used to gauge
the amount of systematic and unsystematic risk involved in Ingles Markets. We have
found that Ingles Markets has a lot more unsystematic risk meaning their risk is mostly
firm specific.
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Market Value of
Largest Company

Size Decile
1-smallest

235.6
477.5
771.8
1212.3
1776
2509
3711
6793.9
15079.5
314622.6

2
3
4
5
6
7
8
9
10-largest

Percent of
Market
Represented by Avg Annual Stock
Decile
Return
Beta
Size Premium
1
21
1.41
6.4
1.3
17.2
1.35
2.9
1.7
16.5
1.3
2.7
2.2
15.4
1.24
1.9
2.6
15
1.19
1.8
3.5
14.8
1.16
1.8
4.3
13.9
1.12
1.2
7.4
13.6
1.1
1
13.6
12.9
1.03
0.8
62.3
10.9
0.91
-0.4

We have determined the size premium for Ingles Markets to be 1.9% based out
of the Business Evaluation textbook. This rate was selected because the firm is right
around the 4th decile. With this information, we can now calculate the cost of equity for
the different amounts for the specified years in the regression as well as the 2-factor
cost of equity.
Our evaluation team has decided to select the 72 months in the 10 year
regression because it has shown to present the highest adjusted R-squared. In doing
so, we will be able to value more systematic risk than the other regressions produced.
By choosing this sector we will use a beta of .72 with an upper bound of 1.24 and a
lower bound of .2 with a confidence level of 95%. Comparing our selected beta to the
one shown on Yahoo Finance can be a bit misleading. At the moment Yahoo is showing
Ingles Markets to have a beta of -.03. Reasons for this can be many but in the recent
month Ingles has reacted inversely to the flow of the market. While it is unusual for a
company to have a negative beta for the supermarket industry it is understandable for
they do not always follow market trends. That being said we do not believe this
negative beta is a good representation of the long run business cycle of Ingles.
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10 year TBILL
Months
72

Beta
0.72

Beta UB
1.24

Beta LB
0.2

R^2
0.094

MRP
8%

RF
2%

7.72%

1.9%

9.66%

5.5%

13.82%

60

0.59

1.26

-0.08

0.051

8%

2%

6.73%

1.9%

8.62%

3.26%

13.98%

48

0.43
0.12
0.79

1.28

-0.41

0.023

8%

2%

5.46%

1.9%

7.34%

.62%

14.14%

1.18

-1.42

0.001

8%

2%

1.05%

1.9%

2.94%

13.34%

0.97

-2.54

0.038

8%

2%

-4.29%

1.9%

-2.42%

-7.46%
16.42%

72

Beta
0.71

Beta UB
1.24

Beta LB
0.19

R^2
0.081

60

0.59

1.26

-0.08

0.034

8%

2%

48

0.43
0.12
0.79

1.27

-0.41

0.001

8%

2%

1.18

-1.42

-0.028

8%

2%

0.96

-2.54

-0.006

8%

2%

36
24
Months

36
24

Ke

7 Year TBILL
MRP RF Ke
8% 2%
7.71%

SP

SP

2 Factor

2 Factor

Ke LB

Ke LB

Ke UB

11.66%
Ke UB

1.9%

10.41%

6.18%

14.64%

6.71%

1.9%

9.41%

4.05%

14.78%

5.44%

1.9%

8.14%

1.41%

14.88%

1.04%

1.9%

3.74%

-6.65%

14.13%

-4.30%

1.0%

-1.60%

-15.6%

12.39%

2 Year TBIll
Months

Rf

72

Beta
0.71

Beta UB
1.24

Beta LB
0.18

R^2
0.079

MRP
8%

2%

7.65%

1.9%

10.35%

6.11%

14.59%

60

0.58

1.25

-0.09

0.033

8%

2%

6.64%

1.9%

9.34%

3.97%

14.71%

48

0.42
0.13
0.79

1.27

-0.42

0.001

8%

2%

5.39%

1.9%

8.09%

1.35%

14.83%

1.16

-1.43

-0.028

8%

2%

0.95%

1.9%

3.65%

-6.72%

14.01%

0.95

-2.53

-0.005

8%

2%

-4.34%

1.9%

-1.64%

-15.6%

12.29%

36
24
Months

1 Year TBILL
Rf Ke
R^2
MRP
0.08
8% 2%
7.68%

72

Beta
0.71

Beta UB
1.24

Beta LB
0.18

60

0.58

1.26

-0.09

0.033

48

0.43
0.13
0.79

1.27

-0.41

0.001

1.17

-1.43

-0.028

0.96

-2.53

-0.005

36
24
Months
72

Beta
0.71

Beta UB
1.24

Beta LB
0.18

R^2
0.079

60

0.58

1.26

-0.09

48

0.43
0.13
0.79

1.27

36
24

Ke

8%

2%

8%

2%

8%
8%

2%
2%

SP

SP

2 Factor

2 Factor

Ke LB

Ke LB

Ke UB

Ke UB

1.9%

10.38%

6.14%

14.62%

6.68%

1.9%

9.38%

4.00%

14.75%

5.42%

1.9%

8.12%

1.38%

14.87%

0.97%

1.9%

3.67%

-6.72%

14.07%

-4.31%

1.9%

-1.61%

-15.6%

12.35%

3 Month TBILL
Rf Ke
MRP

SP

2 Factor

Ke LB

Ke UB

8%

2%

7.68%

1.9%

10.38%

6.14%

14.62%

0.033

8%

2%

6.68%

1.9%

9.38%

4.00%

14.75%

-0.41

0.001

8%

2%

5.43%

1.9%

8.13%

1.38%

14.87%

1.17

-1.43

-0.028

8%

2%

0.97%

1.9%

3.67%

-6.72%

14.07%

0.96

-2.54

-0.005

8%

2%

-4.32%

1.9%

-1.62%

-15.6%

12.35%
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After calculating CAPM and adjusting for the size premium, we will use 9.56% for
the cost of equity. For investors, this means that they should buy if they think they will
earn 9.56%. Ingles Markets can expect at 95% level that the cost of equity will be
between 6.19% and 14.65%.
Back Door Cost of Equity
Back door cost of equity is just another way to find equity without using the
CAPM model. This formula unlike CAPM includes price to book, return on equity, and
the internal growth rate. To find both IGR and ROE we forecasted the average rate and
return over the next ten years. In doing so it allows us to calculate equity without using
the historical data of a firm.
Price/Book= 1 + ((ROE + Ke)/ (Ke-g)
For Ingles Markets, the equation can be rearranged to look like this:
[(1.51)*(Ke)] – [(1.51)*(.01)] = .1429 - Ke
The formula calculates the back door cost of equity to be 6.29%. Our team
found the P/B ratio, as well as the ROE, with the key statistics tab provided by Yahoo
Finance for Ingles Markets. We then subtracted the one by the P/B ratio to get the
1.51. Our team then did simple algebra to solve for cost of equity, which is how we
came to the conclusion of 6.29%, mentioned earlier. While this can be a useful way to
find cost of equity in some cases, we believe that the CAPM is a more reasonable
assumption of cost of equity due to the use of historical data, which gives a better
representation of the company going along.
Weighted Average Cost of Capital (WACC)
The weighted average cost of capital can be calculated as the rate in which
Ingles Markets finances their operations within the company by debt and equity. To
calculate WACC, we must multiply their individual costs by the proportion of debt or
equity. The result of this gives us what is called overall cost of capital.
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We first need to find the market value of equity. In order to do so we took total
fair value of assets subtracted by the total fair value of liabilities, which can be found on
the Ingles Market’s 10k. Once these markets values were calculated we correlated them
in regards to the company’s total value, which is computed by market value of liabilities
plus the market value of equity. The rates used were 3.38% and tax rate of 20.8%
derived from Ingles Market’s 10k and 9.56% from our calculations of cost of equity
from above. As mentioned before, Ingles Markets is an anomaly in the business world
for they did not require any restatements of their financials. With that being said, we
will only have the as stated amount of WACC to compute. The formula is shown below.
WACC= ((E/V * Re) + [((D/V * Rd)*(1-T)]
E= Market Value of company’s equity
D= Market Value of company’s debt
V= Total Market Value of the Company (E+D)
Re= Cost of Equity
Rd= Cost of Debt
T= Tax rate
((1093/2017 * 9.56%) + [((924/2017 * 3.38%) * (1-20.8%)= 5.33%
Finding the WACC is important because it gives a firm a way to gauge the
expenses of possible future projects. Companies want a lower WACC for it means they
can fund new projects for low costs.
Methods of Comparables
The Method of Comparables employs ratios as measure to compare the equity
valuation of the firm to their competitors, and to the industry itself. This particular
method of valuation is simplistic and very straightforward. Once the ratios for the
industry, the firm, and the competitors are computed analysts can directly compare the
data to determine the standing of the firm being valued. This method is relatively easy
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to compute and takes relatively a short amount of time. Nevertheless, the Method of
Comparables falls short to display information since it only goes back a year.
For Ingles Markets observed price, we used the closing date for November 1st,
which was $51.63 per share. With a 20% swing (10% in each direction,) we set the
lower limit of this price to be $46.47 per share and the upper limit to be $56.79 per
share. Anything below this limit means Ingles Markets, Inc. is overvalued; anything
above means they are undervalued.
Equity Valuations
Analyst and investors rely on multiple methods to estimate the equity value of a
firm. The valuation of a company can be calculated by using either the Method of
Comparables or the Intrinsic Valuation Method. Each method has many sub-methods that
can be used to calculating the equity value of a firm.
Method of Comparables


Trailing Price to Earnings



Forward Price to Earnings



Price to Book



Dividend Yield



Price Earnings Growth



Price to EBITDA



Enterprise Value to EBITDA



Price to Free Cash Flow

Intrinsic Valuation Method


Discounted Dividends



Discounted Free-Cash Flows



The Residual Income Method (accounting based)



Residual Income Perpetuity
*All of the valuations are on a per share basis (Method of Comparables only)*
The Method of Comparables employs ratios as measure to compare the equity

valuation of the firm to their competitors, and to the industry itself. This particular method
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of valuation is simplistic and very straightforward. Once the ratios for the industry, the
firm, and the competitors are computed analysts can directly compare the data to
determine the standing of the firm being valued. This method is relatively easy to
compute and takes relatively a short amount of time. Nevertheless, the Method of
Comparables falls short to display information since it only goes back a year.
On the other hand the Intrinsic Valuation Models are in nature more complex, require
more financial information, and therefore take a longer amount of time to calculate;
nonetheless, Intrinsic Valuation Models provide more in-depth information. Intrinsic
Valuation Models do not compare their outcomes to their competitors as the “Method of
Comparables” does.
Ingles Markets Inc.
Method of Comparables
Stock Price at moment of valuation = 56.09
Ratios

Share Price

Status

Trailing Price to Earnings

57.39

Fairly Valued

Forward Price to Earnings

68.47

Overvalued

Price to Book

58.87

Overvalued

Dividend Yield

65.06

Overvalued

Price Earnings Growth

44.65

Undervalued

Price to EBITDA

73.38

Overvalued

Enterprise Value to EBITDA

16.43

Overvalued

The table above illustrates Ingles Markets’ Method of Comparables on a per share
basis. Financial information from each company’s 10-K/10-Q was used to calculate each
financial ratio. Moreover, results were compared to those displayed on Yahoo Finance to
validate the accuracy of thereof. Based on the information above it is possible to observe
significant fluctuations on the per share price. Each financial ratio is discussed in detail
down below.
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Trailing Price to Earnings
Trailing Price to Earnings
PPS

EPS

Trailing P/E Ratio

Ingles Markets

56.09

2.93

19.15

Whole Foods

29.57

1.48

19.98

Sprouts

23.60

0.70

33.71

Kroger

37.25

1.94

19.20

Company

Industry Average

19.59

The trailing price to earnings method is calculated using the past 12 months of
earnings per share (EPS), and the current price of the stock (PPS). Analysts employ this
method because it yields more accurate information since the previous 12 months of
earnings have already been reported; therefore, analysts rely on strong-solid data. Ingles
Markets PPS is fairly valued as compared to the industry average and their competitors.
The Trailing P/E is calculated by dividing the PPS by the EPS. To generate an industry
average all Trailing P/E ratios must be calculated for both Ingles Markets and their
competitors, once calculated they are added up and divided by 2 (Sprouts ratios is not
taken into consideration due to their high Trailing P/E), and the outcome is the industry
average. The industry average is then multiply by Ingles Markets’ EPS to derive a PPS of
Forward Price to Earnings
Forward Price to Earnings
PPS

EPS

Forward P/E Ratio

Ingles Markets

56.09

3.38

16.59

Whole Foods

29.57

1.64

18.04

Sprouts

23.60

0.93

25.29

Kroger

37.25

2.14

17.44

Company

Industry Average

20.26

The forward price to earnings ratio is the same as the trailing P/E ratio but with
projected earnings instead of previous earnings. The Forward P/E estimates the future 4
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quarters (the financial year) of the company. The Forward P/E ratio is calculated with the
following formula:

The chart above shows the Forward ratio for both Ingles Markets, their
competitors, and the industry as a whole. Ingles Markets is overvalued according the
Forward P/E ratio. Earnings used to estimate the Forward P/E ratio are predictions of
what the earnings will be in the next financial year, and therefore are not as reliable as
earnings used to calculate the Trailing P/E ratio. To calculate the industry average the
method follows similar steps to those of the Trailing P/E ratio, the Forward P/E ratio for
all competitors must be calculated, add up, and then divided by the number of
competitors. The industry average is then multiply by Ingles Market’s EPS and the
outcome is $68.47 PPS.
Price to Book
Price to Book
PPS

BPS

Book to Market Ratio

Ingles Markets

56.09

13.23

4.24

Whole Foods

29.57

10.78

2.74

Sprouts

23.60

5.18

4.56

Kroger

37.25

6.14

6.07

Company

Industry Average

4.45

The Price to Book ratio functions as a comparison between the current price per
share to the company’s book value on a per share basis. The Price to Book ratio is
calculated by dividing the current closing price of a stock and dividing it by the book value
per share.
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The graph above contains the Book to Market ratios for Ingles Markets, their
competitors, and the industry average. In order to obtain the industry average, the PPS
is divided by BPS. The outcomes is then added up and divided by the number of
competitors taken into account. Once the industry average has been computed is then
multiply by Ingles Market’s BPS and the outcome is a $58.87 PPS, which is overvalued.
Dividend to Price
Dividend to Price
Company

DPS

PPS

D/P

Ingles Markets

0.66

56.09

1.18

Whole Foods

0.54

29.57

1.83

Sprouts

N/A

23.60

-

Kroger

0.42

37.25

1.13

Industry Average

1.16

The Price to Book ratios also known as Dividend Yield indicates what a company
pays in dividends each financial relative to the company’s share price. The Price to Book
ratio is calculated by dividing dividend per share by the stock price. This financial ratio
analyzes the relationship between the stock price and their dividend on a per share basis.

Ingles Markets’ dividend yield is overvalued as compared to their competitors and
the industry average. Moreover, Sprouts Company does not pay out dividend; therefore
it cannot be calculated. Whole Foods D/P ratio is too high, and Sprouts has no D/P ratio.
The industry average was calculated by using Ingles Markets and Kroger’s alone. The PPS
based on the Dividend to Price ratios is overvalued.
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Price Earnings Growth Ratio
Price Earnings Growth Ratio
Company

PPS

Trailing P/E

EPS

P.E.G.

Share Price

Ingles Markets

56.09

16.59

2.93

1.08

27.78

Whole Foods

29.57

18.04

1.48

2.51

15.26

Sprouts

23.60

25.29

0.77

1.75

11.13

Kroger

37.25

17.44

1.94

1.68

19.34

1.75

15.24

Industry
Average

The Price Earnings Growth ratio is calculated by dividing the Trailing P/E ratio by
the 5-year forecasted growth rate. Unlike the Trailing P/E ratio the P.E.G. does take
earnings growth into consideration. The higher the growth rate the lower the P.E.G. and
vice versa. A P.E.G. lower than 1 assumes the market is not valuing the future growth.
The industry average multiply by EPS generates a PPS of $44.65, which is undervalued.
Price to EBITDA
Price to EBITDA
Company

Market Cap

EBITDA

P/EBITDA

Ingles Markets

$1,147,163,800

$180,346

6.37

Whole Foods

$10,091,353,900

$878,000

11.49

Sprouts

$3,624,724,000

$54,571

67

Kroger

$36,260,267,500

$3,137,000

11.55

Industry Average

11.52

The Price to EBITDA ratio is calculated by multiplying the current stock price by
the number of shares, it is then divided by the EBITDA (earnings before interest, taxes,
depreciation and amortization).
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The industry average (11.52) is multiply by Ingles Markets’ P/EBITDA ratio, which
produces a PPS of $73.38 which is significantly above the current market price, and
therefore it is overvalued.
Enterprise Value to EBITDA
Enterprise Value to EBITDA
Enterprise Value

EBITDA

EV/EBITDA

Ingles Markets

$2,075,808,800

$126,346

16.43

Whole Foods

$9,792,353,900

$878,000

11.15

Sprouts

$3,901,266,000

$54,571

71.49

Kroger

$47,648,267,500

$3,137,000

15.19

Company

Industry Average

13.17

This ratio is calculated by taking the company’s enterprise value over their EBITDA
(market cap plus total liabilities minus cash and investments. The Enterprise Value to
EBITDA is extremely off based on the calculations of each company, and therefore it is
hard to know whether or not the company is fairly value, undervalued, or overvalued.
Intrinsic Valuation Models
The intrinsic valuation models are an accurate measure of the value of a firm
and are based off of forecasts produced by stock valuations. There are four intrinsic
valuation models that we will use to value Ingles Markets: the discounted dividends
model, the discounted free cash flows model, the residual income model, and the longrun residual income model.
We will use the dividend forecasts in the discounted dividends model to value the
firm based off only Ingles Markets payout of dividends per share. The free cash flows
model will use the operating and investing activities from the statement of cash flows to
ascertain the value of the price of the stock at 11/1/15. In order to do the residual
income model, we will have to use the forecasted net income, forecasted dividends
paid, and the stockholder’s equity from 2014 to value the firm’s stock at 11/1/15.

108

Discounted Dividends Model
The Discounted Dividends Valuation Model is one way to value a particular firm.
This model is used by taking a firm’s future dividends and then discounting them back
to the present time period. This particular valuation model can be considered more
precise than simply comparing ratios amongst firms. It, also, allows for the common
shareholder to see the value of the firm through their future dividends, which are
discounted back in order to determine the overall value of the firm. However, by using
this strategy, it eliminates certain risks and other economic factors that could take place
during these future dividend payouts. For instance, supermarkets could experience an
unfavorable amount of poor weather, which will in turn limit their output of produce.
Furthermore, it could cause a decline in sales or could potentially lead to bankruptcy.
These factors are not taken into consideration when using this valuation model;
therefore it is not the most reliable, but one of the simpler ones to use.
For Ingles, our analyst team discounted back their future dividends by
multiplying them by the present value factors of each year. After analyzing past
dividend payouts, our team found that Ingles has paid out $0.165 in dividends per
quarter since the year 2000. It calculates out to $0.66 per year. Besides a couple
quarters, the dividend payouts have been consistent for the past 15 years and Ingles
does not seem to be growing anytime soon to increase those dividend payouts.
However, we decided in 2024 that Ingles will payout $1.32 that year due to them
paying off their loan the previous year, which ends in 2023. Other than that, our team
decided to keep their annual dividends at $0.66 per share. This results in a 0% average
growth rate for their dividends.
After determining these factors, our team had to come up with each future year’s
present value factor. We will be using the previous cost of equity that our team
calculated earlier in order to determine the present value factor. We did this by using
the following formula:
Present Value Factor = 1 / (1+ Ke) ^ number of periods
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We calculated the present value of each dividend by multiplying each future dividend by
its present value factor. After these calculations were complete, our team took the sum
of all the present values of these future annual dividends. By doing so, we were able to
determine the present value of all the future dividends.
Our team, then calculated the terminal value of perpetuity by:
Terminal Value Perpetuity = year 10 Present Value Factor * [year 10
dividends/(Ke-Growth Rate)]
After calculating the terminal value perpetuity (TVP), we add the total present
value of future dividends to our TVP in order to arrive at our model price. We changed
our cost of equity to 1.54% to give our team more accurate numbers to analyze against
Ingles’ observed share price. If we left the cost of equity the same, the numbers would
have been skewed and the data would not be comparable. So for this reason, we
decided to calculate and change our cost of equity just for these certain valuation
models. Our team, then, took the model price and multiplied it by [1 + Initial Cost of
Equity], which we calculated previously, to the power of (9/12). In this case, it is
(9/12), because we ended the fiscal year in September. This gives us our Time
Consistent Model Price that we can compare to the observed price in order to determine
whether or not Ingles is under-valued, fairly valued, or over-valued based upon our
calculations.
Since dividend payouts do not seem to increase, our team decided to only raise
the growth rate at 0.10% to give the fairest valuation when using future dividends.
Therefore, we decided to only range out from our cost of equity of 1.54% by 0.50% on
each side. Then, we split the difference between the upper and lower bound with our
original cost of equity to get 1.29% and 1.79%.
Our team decided to take a 10% analytical approach in valuing Ingles. We took
the observed share price of $51.63 (Yahoo Finance), and multiplied this price by 0.90%
and 1.10% in order to get our lower and upper bounds. If the time consistent model
price fell below $46.47 (lower-bound), then Ingles would be considered over-valued. If
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the price went above $56.79 (upper-bound), then Ingles would be considered undervalued. If the price was within the range of the upper and lower bounds, then Ingles
would be fairly valued.
Cost of
Equity
1.04%

1.29%

1.54%

1.79%

2.04%

0.0%

64.56

52.25

43.93

37.43

33.41

0.1%

70.7

56.07

46.52

39.79

34.79

0.2%

78.29

60.59

49.49

41.87

36.32

0.3%

87.94

66.02

52.93

44.24

38.03

0.4%

100.61

72.67

56.99

46.94

39.95

Growth
Rate

Free Cash Flows Valuation Model
The Free Cash Flow Valuation Model is another model to calculate a firm’s equity.
This is done by taking future free cash flows and calculating the present value of them.
These cash flows provide the firm with funds in order to pay liabilities such as debt and
to pay shareholders with dividends.
In order to calculate free cash flow, our team took the forecasted Cash Flow
From Operations (CFFO) and Cash Flow From Investing (CFFI), then added them
together to get Ingles’ Free Cash Flow. Now, usually the CFFI is negative, so the
formula would look like the following:
Free Cash Flow = Cash Flow From Operations +/- Cash Flow From Investing
As done before in the Discounted Dividends Model, our team took the free cash
flows and discounted them back to their present value by multiplying the free cash
flows by their specific present value factor. To calculate their present value factor, we
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used the same formula that was used previously with Discounted Dividends, but we
replaced the Cost of Equity with WAAC(BT) to determine each year’s present value
factor. Our WACC(BT) of 5.33% was then carried out by 2% in each direction to give
us a 1% breakdown each way. The rationalization behind this is due to the conservative
nature of Ingles and their cash flows. For this reason, our team also raised the growth
rate by 0.5% annually to give a more realistic figure. After calculating their present
value factors, we multiplied the free cash flows by their present value factor to arrive at
the present value of all future cash flows, which was approximately $205 million total.
We, then, needed to find continuous terminal value perpetuity. Our team calculated this
by the following equation:
Continuous Terminal Value Perpetuity = FCFyr 11/(WACCbt – FCF Growth)
After placing our variables into this formula, we arrived at $969 million, which we
then needed to calculate into the present. We did this by multiplying $969 million by
our present value factor of .595 to arrive at our Present Value of Terminal Perpetuity of
$577 million. We were then able to add the PV of Terminal Perpetuity to the PV of Free
Cash flows to get Ingles’ Market Value of Assets, which is $782 million. From there, we
were able to subtract the Book Value Debt and Preferred Stock from the Market Value
of Assets to arrive at $562 million for our Market Value of Equity. Ingle’s Equity was
then divided by the number of outstanding shares of 13.82 million to deliver the a
variable of $40.66 to help configure the Time Consistent Price. To calculate the Time
Consistent Price, our team used the following formula:
Time Consistent Price = Price Per Share * [ (1 + WACCbt) ^ (9/12)]
As of the November 1st, 2015, Ingles’ share price was worth $42.28 at the
growth rate of 1% annually. At an observed share price of $51.63, this shows that
Ingles’ share price is overvalued.

112

WACC(BT)
3.33%

4.33%

5.33%

6.33%

7.33%

0%

67.75

47

34.13

25.4

19.09

0.5%

79.66

53.19

37.78

27.73

20.67

1%

96.68

61.24

42.28

30.5

22.5

1.5%

123

72.14

47.95

33.85

24.64

2%

169.12

87.71

55.32

37.96

27.18

Growth
Rate

This particular model, like Discounted Dividends Model, is relatively simple to
compute, but far from an accurate test of a firm’s equity. The forecasting of cash flows
has been the most difficult for our team to do as trends were difficult to identify in the
previous 5 years. For this reason, our team does not feel confident with the results of
this model in order to determine an accurate valuation of Ingles.
Residual Income Model
The residual income model is the third intrinsic valuation model and has the
highest explanatory power of these three models. This model has a higher explanatory
power than the other models mainly because of the fact that it is less sensitive to
estimation errors with discount rates and growth rates, which becomes important when
all the information you use is estimations based off of forecasted numbers. The
required inputs for this model are net income forecasted out for 10 years, dividends
forecasted out for 10 years, and stockholder’s equity in 2014. We forecasted out net
income by forecasting out the sales growth over the next 10 years based off of trends
from the past six years and then making adjustments to cost of goods sold and
operating expenses based off of their trends also.
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The model connects the balance sheet, income statement, and statement of cash
flows since it has net income, dividends paid, and stockholder’s equity, all together
giving this model a very strong explanatory power. To start this model we gather the
required values: net income, dividends, and stockholder’s equity at year 0, which we
use to estimate stockholder’s equity outward based on only net income and dividend
changes. After adding in net income and subtracting dividends from the year before
stockholder’s equity, we took that value and multiplied it by the cost of equity to get the
annual normal income or the benchmark income. Once the benchmark income was
calculated, our team took the net income and subtracted the benchmark income from it
to get your residual income, which represents value added by the firm.
Now that we have the residual income we just have to discount each year by the
cost of equity and add them up with the terminal value and the book value of equity at
year 0 in order to find the market value of the equity. The terminal value is used to
represent gains in the future past 10 years for an undetermined amount of time. All
that’s left to do after getting the market value of equity is to divide it by the number of
shares outstanding at the end of the year 0 or 2014 for our uses and then multiply that
number by the time consistency factor in order to get the stock value at 11/1/15.

Sensitivity Analysis
Growth
$
$
$
$
$

86.29
71.88
66.92
64.41
62.90

$
$
$
$
$

0.50%
UB

78.36
66.69
62.54
60.42
59.13
1.00%

$

56.79

$
$
$
$
$

70.81
51.56
58.17
56.41
55.34

$
$
$
$
$

1.54%
2.00%
10% Analyst boundaries

65.09
57.54
54.71
53.23
52.32

$
$
$
$
$

59.51
53.52
51.21
49.99
49.24

-10%
-20%
-30%
-40%
-50%

2.50%

LB

$

46.47

For our analyst team to perform a sensitivity analysis in which the prices reflect a
more accurate price we had to adjust our cost of equity to be 1.54%, which for the
supermarket industry is a more reasonable cost of equity given the style of industry. In
this sensitivity analysis our team took the position of a ten percent analyst, which
provides the upper and lower bound stock prices which reflect if the stock is fairly
valued or not. For Ingles Markets the lower bound stock price was computed by: (51.63
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x 0.9) = $46.47, while the upper bound was computed by: (51.63 x 1.1) = $56.79. The
bounds represent if the stock price is overvalued, anything below the lower bound, or
undervalued, anything above the upper bound.
Examining the results of the sensitivity analysis our team has decided that with
the residual income model the stock price of Ingles Markets is slightly undervalued if
not at a fair value. The green in the chart shows the expected stock prices that are
above the upper bound, which would signal to go ahead and buy. The yellow is the
chart shows the expected stock prices that are fairly valued, which are close with the
observed stock price at 11/1/15. Since there is no restatements of financial for this
company our team did not have to compute a restated residual income model and
sensitivity analysis.
Long Run Residual Income Model
The long run residual income model calculates the value of the firm by using
return on equity, cost of equity, and varying growth rates. This model is a little less
accurate than the residual income model, but has more explanatory power than the
free cash flows model. In order for the model to work the forecasts from the financial
analysis of the company’s income statement and balance sheet are required. For the
models information to be represented in a relevant manor our team will hold either the
return on equity, cost of equity, or a growth rate constant in three separate models.
All of the figures have been created by the forecasts from the financial analysis
and represent predictions of the possible trends and direction that the firm is
converging to. The return on equity used in this model is represented by the net income
of the current year divided by the stockholder’s equity of the year before and the cost
of equity has been estimated based off of the capital asset pricing model and multiple
regressions based off of past interest rates. In this model the growth rates will be
negative just like the residual income model in order to maintain the idea that the firm
would not outperform its cost of equity. Using multiple growth rates, costs of equity,
and returns on equity allows us to provide a sensitivity analysis for this model, while
showing possible outcomes for errors in estimations. The model is started off by taking
the amount of the stockholder’s equity at year 0, or 2014 for our purposes, and using a
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growth formula that compares the cost of equity, return on equity, and growth to figure
out the market value of the firm’s equity. The equation looks like this:
MVE= BVE [1 + ((ROE – Ke)/(Ke – g))]
In order to continue the model, the shares outstanding are gathered and used to
calculate the model price at the end of year 0 by taking the market value of equity and
dividing it by the shares outstanding. Since we are valuing the company at 11/1/15, a
time consistent factor is required in order to bring the price up to the correct date.
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55.88
59.02
60.74
63.17
42.96
44.64
45.56
46.86
38.23
39.37
40.01
40.89
35.78
36.65
37.13
37.80
34.27
34.98
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The three sensitivity analysis’s of this model show that with this range of cost of
equity rates, return on equity rates, and growth rates will cause Ingles Markets stock to
be overvalued in all instances. For each analysis, our team used an upper bound rate
(2%), lower bound rate (0.5%), estimated cost of equity (1.54%). Our team also held
the growth rate at -30%, held return on equity at 14.29%, and held cost of equity at
1.54%. The first analysis compares the return on equity to cost of equity, the second
compares growth to cost of equity, and the third compares growth to return on equity.
As shown by the results of this model, the stock for Ingles Markets is overvalued and is
not very similar to the original residual income model in the section before this one.
Although, this model does reflect some of the same characteristics showing some prices
to be fairly valued and undervalued. Using this model we can conclude that Ingles
Markets has a stock price that is overvalued.
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Appendix
Capital Structure Ratios

Debt to Equity
6
5
4
3
2
1
0

2010

2011

2012

2013

2014

Ingles Markets

2.75

2.75

2.59

3.07

3.33

Whole Foods

0.68

0.44

0.39

0.43

0.51

Sprouts

1.68

1.55

1.85

1.28

1.00

Kroger

3.69

3.44

4.92

4.86

4.44

Industry Average

2.20

2.05

2.44

2.41

2.32

Times Interest Earned
9
8
7
6
5
4
3
2
1
0

2010

2011

2012

2013

2014

Ingles Markets

1.69

1.91

2.06

2.12

2.65

Whole Foods

0.00

0.00

0.00

0.00

0.00

Sprouts

4.06

2.93

1.99

3.75

7.97

Kroger

2.17

4.87

2.94

5.98

6.15

Industry Average

1.98

2.43

1.75

2.96

4.19

Debt Service Margin
1.20
1.00
0.80
0.60
0.40
0.20
0.00

2010

2011

2012

2013

2014

Ingles Markets

0.17

0.12

0.11

0.12

0.17

Whole Foods

0.08

0.11

0.14

0.24

0.19

Sprouts

0.28

0.18

0.10

0.22

0.37

Kroger

0.74

0.55

0.7

0.83

0.97

Industry Average

0.32

0.24

0.26

0.35

0.42
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Altman's Z-Score
8.00
7.00
6.00
5.00
4.00
3.00
2.00
1.00
0.00

2010

2011

2012

2013

2014

Ingles Markets

2.89

2.84

2.98

3.01

3.13

Whole Foods

3.32

3.93

3.88

3.16

4.01

Sprouts

2.77

3.10

2.43

1.89

1.94

Kroger

4.73

4.46

5.79

5.97

6.81

Industry Average

3.43

3.58

3.77

3.51

3.97

Profitability Ratios

Gross Profit Margin
40%
35%
30%
25%
20%
15%
10%
5%
0%

2010

2011

2012

2013

2014

Ingles Markets

23%

22%

22%

22%

22%

Whole Foods

35%

35%

36%

36%

36%

Sprouts

31%

31%

30%

30%

30%

Kroger

23%

22%

21%

21%

21%

Industry Average

28%

28%

27%

27%

27%

Operating Profit Margin
8.00%
7.00%
6.00%
5.00%
4.00%
3.00%
2.00%
1.00%
0.00%

2010

2011

2012

2013

2014

Ingles Markets

3.23%

3.33%

3.33%

3.36%

3.22%

Whole Foods

4.86%

5.42%

6.36%

6.84%

6.58%

Sprouts

5.16%

4.23%

3.94%

5.72%

6.73%

Kroger

1.42%

2.66%

1.41%

2.86%

2.77%

Industry Average 3.67%

3.91%

3.76%

4.69%

4.83%
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Net Profit Margin
4.50%
4.00%
3.50%
3.00%
2.50%
2.00%
1.50%
1.00%
0.50%
0.00%

2010

2011

2012

2013

2014

Ingles Markets

0.91% 1.10% 1.17% 0.55% 1.34%

Whole Foods

2.73% 3.39% 3.98% 4.27% 4.08%

Sprouts

2.29% 1.37% 1.09% 2.11% 3.63%

Kroger

0.09% 1.40% 0.67% 1.55% 1.54%

Industry Average 1.51% 1.82% 1.73% 2.12% 2.65%

Asset Turnover
4.5
4
3.5
3
2.5
2
1.5
1
0.5
0

2010

2011

2012

2013

2014

Ingles Markets

2.21

2.20

2.26

2.24

2.32

Whole Foods

2.26

2.35

2.21

2.33

2.47

Sprouts

1.43

1.48

1.63

2.08

2.17

Kroger

3.32

3.49

3.85

3.92

3.36

Industry Average

2.31

2.38

2.49

2.64

2.58

Return on Assets
12.00%
10.00%
8.00%
6.00%
4.00%
2.00%
0.00%

2010

2011

2012

2013

2014

Ingles Markets 2.01%

2.42%

2.64%

1.23%

3.10%

Whole Foods

6.17%

7.97%

8.80%

9.95%

10.08%

Sprouts

2.30%

1.24%

1.77%

4.38%

7.87%

Kroger

0.30%

4.89%

2.58%

6.08%

5.17%
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Return on Equity
40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%

2010

2011

2012

2013

2014

Ingles Markets

7.54% 9.04% 9.50% 5.06% 13.44%

Whole Foods

10.36% 11.45% 12.26% 14.21% 15.18%

Sprouts

7.66% 4.33% 5.04% 9.99% 15.71%

Kroger

1.40% 21.06% 15.18% 35.59% 28.21%

Industry Average 6.74% 11.47% 10.49% 16.21% 18.14%

Liquidity Ratios

Current Ratio
2.5
2
1.5
1
0.5
0

2010

2011

2012

2013

2014

Ingles Markets

1.33

1.34

1.39

1.73

1.65

Whole Foods

1.55

1.65

2.15

1.82

1.40

Sprouts

1.22

1.37

1.48

1.32

1.51

Kroger

0.97

0.94

0.80

0.72

0.78

Industry Average

1.27

1.33

1.46

1.40

1.33

Quick Ratio
0.9
0.8
0.7
0.6
0.5
0.4
0.3
0.2
0.1
0

2010

2011

2012

2013

2014

Ingles Markets

0.35

0.24

0.22

0.31

0.28

Whole Foods

0.35

0.44

0.53

0.68

0.53

Sprouts

0.46

0.65

0.73

0.60

0.82

Kroger

0.17

0.22

0.16

0.12

0.14

Industry Average

0.33

0.39

0.41

0.43

0.44
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Inventory Turnover

Days

35
30
25
20
15
10
5
0

2010

2011

2012

2013

2014

Ingles Markets

9.17

9.13

8.79

8.83

9.08

Whole Foods

18.14

19.51

31.28

31.20

32.19

Sprouts

13.31

13.95

12.85

14.48

14.58

Kroger

10.33

11.01

11.61

14.91

13.83

Industry Average 12.74

13.40

16.13

17.36

17.42

Accounts Receivable Turnover
Number of Turns

120
100
80
60
40
20
0

2010

2011

2012

2013

2014

Ingles Markets

63.87

62.63

60.44

62.38

62.89

Whole Foods

67.54

57.66

35.56

38.10

38.78

Sprouts

73.88

61.64

54.38

88.11

59.74

Kroger

90.81

97.1

95.23

91.93

88.15

Industry Average

74.03

69.76

61.40

70.13

62.39

Days Supply Inventory
50
40

Ingles Markets

30

Whole Foods

20

Sprouts

10

Kroger

0

Industry Average
2010 2011 2012 2013 2014
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Days Sales Outstanding
12
10
8
6
4
2
0

Ingles Markets
Whole Foods
Sprouts
Kroger
Industry Average
2010 2011 2012 2013 2014

Cash to Cash Cycle
50
40
30
20
10
0

2010

2011

2012

2013

2014

Ingles Markets

46

46

48

47

46

Whole Foods

26

25

22

21

21

Sprouts

39

33

35

29

31

Kroger

39

37

35

28

31

Industry Average

37

35

35

32

32

Cost of Equity Models
Regressions
Method of Comparables
Enterprise Value to EBITDA
Enterprise Value

EBITDA

EV/EBITDA

Ingles Markets

$2,075,808,800

$126,346

16.43

Whole Foods

$9,792,353,900

$878,000

11.15

Sprouts

$3,901,266,000

$54,571

71.49

Kroger

$47,648,267,500

$3,137,000

15.19

Company

Industry Average

13.17

126

Price to EBITDA
Company

Market Cap

EBITDA

P/EBITDA

Ingles Markets

$1,147,163,800

$180,346

6.37

Whole Foods

$10,091,353,900

$878,000

11.49

Sprouts

$3,624,724,000

$54,571

67

Kroger

$36,260,267,500

$3,137,000

11.55

Industry Average

11.52

Price Earnings Growth Ratio
Company

PPS

Trailing P/E

EPS

P.E.G.

Share Price

Ingles Markets

56.09

16.59

2.93

1.08

27.78

Whole Foods

29.57

18.04

1.48

2.51

15.26

Sprouts

23.60

25.29

0.77

1.75

11.13

Kroger

37.25

17.44

1.94

1.68

19.34

1.75

15.24

Industry
Average

Dividend to Price
Company

DPS

PPS

D/P

Ingles Markets

0.66

56.09

1.18

Whole Foods

0.54

29.57

1.83

Sprouts

N/A

23.60

-

Kroger

0.42

37.25

1.13

Industry Average

1.16
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Price to Book
PPS

BPS

Book to Market Ratio

Ingles Markets

56.09

13.23

4.24

Whole Foods

29.57

10.78

2.74

Sprouts

23.60

5.18

4.56

Kroger

37.25

6.14

6.07

Company

Industry Average

4.45
Forward Price to Earnings
PPS

EPS

Forward P/E Ratio

Ingles Markets

56.09

3.38

16.59

Whole Foods

29.57

1.64

18.04

Sprouts

23.60

0.93

25.29

Kroger

37.25

2.14

17.44

Company

Industry Average

20.26
Trailing Price to Earnings
PPS

EPS

Trailing P/E Ratio

Ingles Markets

56.09

2.93

19.15

Whole Foods

29.57

1.48

19.98

Sprouts

23.60

0.70

33.71

Kroger

37.25

1.94

19.20

Company

Industry Average

19.59
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Ingles Markets Inc.
Method of Comparables
Stock Price at moment of valuation = 56.09
Ratios

Share Price

Status

Trailing Price to Earnings

57.39

Fairly Valued

Forward Price to Earnings

68.47

Overvalued

Price to Book

58.87

Overvalued

Dividend Yield

65.06

Overvalued

Price Earnings Growth

44.65

Undervalued

Price to EBITDA

73.38

Overvalued

Enterprise Value to EBITDA

16.43

Overvalued

Intrinsic Valuation Model
Discounted Dividend Model
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Free Cash Flow Model

130

Residual Income Model

Long-run Residual Income Model
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