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Albertsons-Kroger Deal Offers a Potential Premium

Price $18.46 Dividend Buy September 12, 2024

2.7% Yield.

e Kroger agreed to purchase Albertsons for $24.6 billion in October 2022.

o If approved, Albertsons shareholders will receive $27.25 per share, a 48.3%
premium to the current stock price.

e Albertsons holds 6.4% of total grocery market share in 2023, while Kroger
holds 10.1%.

e $600 million claw back provision to be paid to Albertsons if the merger does

not go through, recouping its costs.

Investment Thesis

Albertsons (ACI) is a US grocery chain that operates 2,269 stores across 20 banner
brands including Safeway, Albertsons, Acme, and Shaw’s, and 3 private label brands
that earn more than $1 billion each.

SAFEWAYEY) &\ Albertsons  VONS ACME

shaws  TomThumb United U= United Randatts

supermarkets

LN Market PAVILIONS ~ star

Q"‘ ﬂ ‘ t #:yg&.—\p—
Y STR E ET HORTEWEST LS

CARRS|() Zndibmicos ....0... VAmigos (lucky) /Awersons
Same store sales increased by 1.4% year over year in the quarter ended June 2024,
with a minor expansion of gross margins to 28.42%. According to Numerator, Albertsons
holds 6.4% of total grocery spending in 2023.

In October 2022 Kroger, who holds 10.1% of grocery spending, agreed to purchase
Albertsons for $24.6 billion adding to Kroger’s 35 state 2,750 store footprint. Various
state governments and the FTC have come out against the merger, stating that it
creates an unfair monopoly on grocery pricing. The status of the case remains up in the
air.

We feel that there is still a chance that the merger will go through, despite Albertsons
trading at a substantial discount. If the merger does go through, Albertsons
shareholders can expect $27.25 in the all-cash deal, a substantial premium of 48.3% to
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the current stock price. If the merger does not go through, we feel that there is little
downside given the short-term prospects for Albertsons are still solid, with a 2.7%

dividend yield, a $600 million breakup fee to be collected, and resilient consumer-staples
earnings profile.

Estimated Fair Value
EFV (Estimated Fair Value) = EFY25 EPS (Earnings Per Share) times P/E (Price/EPS)

EFV = E25 EPS X P/E = $2.60 X 10.5 = $27.30

Merger Price: $27.25 all-cash to Albertsons shareholders

Price-to-Sales

Price-to-Earnings
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The Merger
Market Share by Grocery Spend (2023)

Others (<3% market
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Source: Numerator. Grocers by Dollar Share. Walmart includes Sam’s Club. Amazon includes Whole Foods.

In accordance with the plan, Albertsons would sell off 413 of its stores (18.2% of them),
8 distribution centers (36% of them), and 2 offices across 17 states. Kroger, for its part,
would divest 163 stores. All these divestitures are concentrated in areas like Oregon, in
which Albertsons and Kroger’s combined entity would make up more than 50% of
estimated local market share. According to ABC news, the combined entity would have a
market share of around 13%. This is still a reach to Walmart’s top spot, but a
substantial move in the right direction.

In our view, this combination would move the needle to allow the combined entity to
compete more broadly with Walmart and Costco on price. On “day one” of the merger
being approved, the new combined entity would cut prices by a promised $1 billion. In
our view this gap will largely come from price equalizing actions, Albertsons grocery
prices are 10-12% higher than Kroger.
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https://abcnews.go.com/GMA/Food/kroger-ceo-vows-1b-price-cut-groceries-albertsons/story?id=113412717
https://abcnews.go.com/GMA/Food/kroger-ceo-vows-1b-price-cut-groceries-albertsons/story?id=113412717
https://abcnews.go.com/GMA/Food/kroger-ceo-vows-1b-price-cut-groceries-albertsons/story?id=113412717#:~:text=On%20Wednesday%2C%20McMullen%20said%20Albertsons,new%20strategy%20to%20retain%20customers.
https://abcnews.go.com/GMA/Food/kroger-ceo-vows-1b-price-cut-groceries-albertsons/story?id=113412717#:~:text=On%20Wednesday%2C%20McMullen%20said%20Albertsons,new%20strategy%20to%20retain%20customers.

However, we also believe that this price cutting strategy could begin to close the grocery
spend gap between the new entity and Walmart or Costco. Grocer margins are not high,
with the average grocery store earning between 1-3% net income margin.

The first problem is grocery pure players, like Kroger or Albertsons, are generally price
takers due to the low-margin and commoditized nature of the business. While there is
some room for price movement due to food being price inelastic, the actual scope of
higher prices to enhance margins outside of extraordinary events is incredibly limited for

grocers.
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Kroger Investor Relations

The next is that Walmart, Amazon, Costco, and others have a distinct ability to eat
losses on groceries during high-price periods and continue to offer steep discounting
long-after it would be uneconomical for a pure-player. A more diverse revenue stream
often carries higher margins as companies can make up for incredibly limited grocery
margins by selling other things. The only way for Albertsons and Kroger to compete is
through scale, which would be accomplished by merging the two entities, or through a
large expansion of private-label offerings which both are pursuing independent of the
merger.

Antitrust Case

The FTC's case hinges on the idea that there would be unfair competition among
supermarkets within the United States. While the FTC does acknowledge that Walmart,
Costco, and Amazon compete in the grocery marketplace, they should not be classified
as competitors. According to the FTC, under the “"Brown Shoe” test supermarkets are
considered supermarkets because of their wide selection of groceries, household items,
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https://www.eposnow.com/ca/resources/what-are-the-average-grocery-store-profit-margins/
https://www.npr.org/2024/09/09/nx-s1-5103935/grocery-prices-inflation-corporate-greedflation
https://www.npr.org/2024/09/09/nx-s1-5103935/grocery-prices-inflation-corporate-greedflation
https://www.ftc.gov/system/files/ftc_gov/pdf/611336_-_complaint_counsels_pretrial_brief_-_public.pdf
https://www.ftc.gov/system/files/ftc_gov/pdf/611336_-_complaint_counsels_pretrial_brief_-_public.pdf
https://www.ftc.gov/system/files/ftc_gov/pdf/611336_-_complaint_counsels_pretrial_brief_-_public.pdf

and include services like deli counters, bakeries, and pharmacies which are ‘distinctly
different’ to the models of Costco, Amazon, and Walmart. Thus, the combination of
Albertsons and Kroger would lead to unfair pricing power. As previously mentioned,
grocers are generally price takers, and the combined entity would cut prices to price
equalize between the two brands.

Walmart earns just shy of 60% of its revenue from groceries and has 28.3% of the
American grocery spend. Both Costco and Walmart operate a pharmacy, deli counter,
and bakery in most of their stores. Though we do feel that the FTC can be met in the
middle by Kroger and Albertsons, perhaps growing the number of markets it chooses to
divest stores in or choosing another divestiture partner, more favorable_than C&S which
the FTC believes is not capable of managing the massive 500+ store divestiture.

Risk

The last major merger involving Albertsons, the acquisition of Safeway in 2015, was rife
with controversy. In a similar agreement, Albertsons spun out several stores in low-
competition markets to a separate chain which went bankrupt within 8 months allowing
Albertsons to reacquire them for a discount and maintain its concentration. This left a
bad taste in the mouth of the FTC, and state-level regulators.

The opportunity costs of the merger are high. Over the last 2 years Albertsons has spent
$329.4 million in costs. If the merger fails, Alberton’s will claw this back with a $600
million cancellation clause. However, Albertsons did state in court proceedings with the
FTC that it would be able to continue to operate as normal for 2-4 years but would have
to shift its cost structure, which may include exiting markets. While this may have been
played up for court, Alberton’s has high leverage compared to peers, with 485.5% debt
to equity and a coverage ratio of just 4.4x.

Conclusion

Despite the ongoing anti-trust case, we feel that there is still a strong case for the
merger to go through, which would provide a substantial premium to investors. In the
event it doesn’t go through, there is very little downside to owning Albertsons given its
2.7% vyield and strong consumer staples earnings profile in our opinion.
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https://www.supermarketnews.com/mergers-acquisitions/albertsons-exec-c-s-wholesale-grocers-will-be-ready-to-compete-with-kroger-albertsons
https://www.supermarketnews.com/mergers-acquisitions/albertsons-exec-c-s-wholesale-grocers-will-be-ready-to-compete-with-kroger-albertsons
https://www.dallasnews.com/business/retail/2024/08/14/kroger-and-albertsons-spending-more-than-800-million-on-merger-fees/#:~:text=Kroger%20has%20spent%20about%20%24535,fees%20to%20about%20%24864%20million.
https://www.dallasnews.com/business/retail/2024/08/14/kroger-and-albertsons-spending-more-than-800-million-on-merger-fees/#:~:text=Kroger%20has%20spent%20about%20%24535,fees%20to%20about%20%24864%20million.
https://www.bnnbloomberg.ca/business/2024/08/13/kroger-and-albertsons-spend-more-than-800-million-on-merger-fees/
https://www.bnnbloomberg.ca/business/2024/08/13/kroger-and-albertsons-spend-more-than-800-million-on-merger-fees/
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Albertsons (ACI)

$40.00

$35.00

$30.00

$25.00

$20.00

$15.00

$10.00

$5.00

$0.00

pe-bny
$Z-InC
pz-ung
pz-AelW
pz-ddy
pz-1el
¥Z-924
pz-uer
£z-22Q
£2-AON
£2-P0
gg-das
€z-bny
€g-Int
gz-unt
gz-Aew
£z-1dy
£z-1en
£7-924
€z-uer
Zz-22q
ZT-AON
ZZ-P0
zz-das
zz-bny
zz-Ing
Zz-ung
zz-Aew
Zz-1dy
zz-1el
2z-924
zz-uer
12-22Q
Te-AON
1Z-10
Tg-des
Te-Bny
TZ-Ine
TZ-ung
Te-Aep
Te-1dy
TZ-4el
T¢-924
TZ-uer
0z-22q
0Z-AON
0Z-10
0z-das
0z-bny
oz-Inc
0z-ung

TRADITIONMENT.COM

Z
s
=
2
z
T _




Disclaimer and Related Information

This article or video features Benjamin C. Halliburton, CFA or an investment idea(s) that
Mr. Halliburton or Tradition Investment Management, LLC (Tradition) may invest in. Mr.
Halliburton is the founder and owner of Tradition Investment Management, LLC, a
registered investment adviser. Tradition is doing business as (DBA) Building Benjamins
in the publishing, email, and website space. All material on the website should be
considered paid advertising by Tradition. This article is a financial publication and is
provided for educational purposes only. It is not an investment recommendation nor
investment advice. It does not take into account your personal circumstances and
whether this investment is appropriate for you, your objectives, or your risk tolerance.
Under no circumstance is Building Benjamins or Tradition Investment Management LLC
responsible for any actions that you may take after reading this educational information.
Nothing from Building Benjamins should be considered personal investment advice.
Building Benjamins and Tradition Investment Management LLC, the website, emails,
interviews, social media pages, and other materials are published by Building Benjamins
and do not necessarily match the opinions of the individuals or companies published or
quoted herein. Investing, particularly stock or ETF investing, is risky and may result in
losses and sometimes loss of your entire investment. Stock investing has company-
specific operational risks like demand, competition, legal and regulatory, and broader
financial market risks like liquidity, Economic cycle, and government policy. You may
lose money in any stock investment or other investments and are solely responsible for
those decisions.

Mr. Halliburton, Tradition Investment Management LLC, and/or the authors on this site
may or may not have positions in the securities discussed in this educational report.
Neither the author(s) nor Tradition Investment Management, LLC will knowingly trade
ahead of any customer buy or sell resulting from this information. The information
herein is shared as an educational endeavor. Mr. Halliburton, Tradition Investment
Management LLC, and/or the authors on this site may transact in the security discussed
at a later date, prior to, or without notification in this format. This is not investment
advice but only a discussion of select investments for educational purposes. Building
Benjamins is an investment website, blog, or newsletter, and the information contained
cannot be reproduced, copied, or redistributed without the prior written authorization of
Building Benjamins or Tradition Investment Management LLC. US copyright laws apply.
We rely on information from sources we believe reliable, including the companies
themselves, but cannot guarantee the accuracy of the information we provide. You rely
on this information at your own risk and are responsible for the verification of the data.
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