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The Hourglass Economy: Will the Winner Take All?
An Application of Financial Statement Analysis to
Department Store Retailing

Steven C. Isberg, Ph.D.

Abstract

Recent trends in the department store retailing
industry indicate that the colossus Wal-Mart may
become the champion in a “winner-take-all”
contest in the middle/mass market of department
store retailing. At the same time, upscale
retailers such as I. W. Nordstrom and Neiman

| Marcus are showing their best performance in
the past decade, if not ever. This is happening
“while the traditional upper middle-market
“regional department store chains are engaged in
“furious merger and acquisition activity in an
Leffort to stave off economic collapse. What
_explains these events?
~ The answer, at least in part, is a phenomenon
referred to as “the hourglass economy. “This
~term refers to changes taking place in the
“distribution of income amongst different classes
within the U.S. economy. It is characterized by a
| widening of disparities between the lower and
higher income classes, as well as a “shrinking” of
| the traditional middle class of consumers.
Combined with the fact that many economic
markets are moving toward “winner-take-all”
outcomes, the result has been a dramatic and
maybe permanent change in the face of
department store retailing.

This paper will continue by first examining the
nature of the changes in income distribution over
the past thirty years. It will then employ

| financial statement analysis to demonstrate the

| effects of these changes on department store
retailing. Finally, it will discuss the concept of
“winner-take-all” markets and what the
outcomes may mean for business credit over the
next decade.

The Hourglass Economy

Much has been written about the widening
disparity between the lower and higher income
classes in the United States over the past twenty-
O

five years. Evidence of this shift is visible in
Exhibit 1, which displays the percentage change in
the value of income distributed in each income
class quintile from 1980 to 1998. As can be seen,
the share of income earned in the lower income
quintiles has decreased by as much as 11.6%, while
the share of income earned by the top 5% of
earners has grown by 17.7% over the same time
period.!

.. continue on page 12
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Chairman’s Message
The Thrill of Being a Mentor

Dave Erickson, CCE, Chair 2005-2006

In a recent issue of
CREDITWORTHY, David
Balovich, CCC, a certified
credit consultant and author
on credit management,
encouraged credit
professionals to arrive early to the event— that
event being your work day, an education event
or a meeting. The beginning of the work day,
arriving with energy and the ability to interact
with others puts you in the lead. If you are
making an effort to make an impression on the
supervisor, being punctual and consistent is the
right step. An opportunity to stay late and work
~until 6 or 7 p.m. may go unnoticed as everyone
“else is gone. An early arrival gives you a head
wstart and perhaps a step ahead of being behind in
tasks or deadline crunches.
_ There are few times in life when it is okay to be
“gracious and the last one to arrive for an event.
= buffet dinner or the line at the refreshment bar
~are two occasions that are not okay. April 1 will
_be one of those events. It’s a party and it’s no
~ April Fool’s, it is an evening event so don’t be
late to the NACM Foundation Mardi Gras. It
promises to be a great gathering of friends and
colleagues of the credit industry. You will have
many chances to support our education
scholarship program, enjoy a great dinner, and
least of all, be the last one to bid on the auction
items. The only reason to be late for this would
be to place the closing and winning bid on a trip,
gift, or whatever the auctioneer is setting the
gavel on!

See you at Mardi Gras!

Mardi Gras
April 1, 2006

Don’t miss this fun-filled
evening in the traditional
Mardi Gras style!

This annual event will be
held Saturday,

April 1, 2006, at the
Multnomah Athletic Club
in Portland.

Join us for a memorable
dining experience and support
the NACM Oregon Foundation
Scholarship Fund.

The evening will include great entertainment,
dinner, exceptional auction items, and a truly
enjoyable New Orleans style experience. Donated
items for the silent and oral auctions include great
trips, weekend getaways, tickets to sporting activities
(including the Blazers, the Mariners, and the
Seahawks), original artwork, theme gift baskets,
Trail Blazer items, collectibles, apparel, and unique
items.

The Foundation’s primary activities in carrying
out its mission are: (1) managing the Phylliss Clark
Memorial Fund to provide scholarships and (2)
managing the NACM Oregon Foundation
Scholarship Fund that supports career development
opportunities for persons associated with credit
management. Established in 1997, the Foundation
has awarded more than $100,000 in scholarships.

Reserve your copy of the The Manual of Credit
and Commercial Laws 97th Edition . This
manual is a convenient, reliable
legal reference that no credit
professional should be without.
Start the year off right by adding
an indispensable tool to your
credit department. Contact
Barbara Salazar at
071.230.1182, or
800.622.6985 ext. 182. Or
email to bsalazar@nacmoregon.org to order
your copy today. The books are scheduled for
release in late January.
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NACM Credit Manager’s Index

For Immediate Release

NACM'’s CMI for February 2006 Makes a Strong Comeback

Columbia, MD: March 1, 2006—The Credit Manager’s Index (CMI) continues to mirror developments in the overall U.S. economy, rapid
changes from month to month, comments Dan North, Chief Economist with credit insurer Euler Hermes

ACI. The February CMI showed a strong snap back from January’s weakness, led by sharp gains in sales, new credit applications, and amount
of credit extended—all favorable items oriented towards the top line. Gains were solid in both the service and manufacturing sectors, with
the latter benefiting the most. It was the first increase in the manufacturing

sales component in five months, and only the second in eight months. “The recent volatility of the CMI is confirmed by the GDP data, which
was much weaker than expected in 4Qo05, but looks to be very strong in 1Q06, partially because the consumer held off purchases until the
new year,” says North. “Other data also indicates that while the economy is strong now, it is likely to weaken after the first quarter as the
Fed’s tightening takes hold. It takes about a year for Fed actions to work through the economy, so the effects of the tightening, which are
reflected in the inverted yield curve, are only beginning to be felt. Similarly, a recent survey indicates widespread optimism for 2006
among CEOs, but at the same time earnings growth for the S&P 500 companies is likely to fall in 2006 to an estimated 6%-7% from 14% in
2005.”

The manufacturing sector saw modest growth in February 2006. Sparked by an increase in three of the four favorable factors, the overall
CMI increased 180 basis points from 52.4 to 54.2 percent. Amount of credit extended displayed the highest level of growth—increasing 650
basis points; followed by new sales, which jumped from 52.9 to 58.8—a 590-point increase.

| The service sector displayed growth in the same three favorable factors as the manufacturing sector: new credit applications, which
jumped 530 points; new sales, which posted a 290 point gain; and credit extended, up 250-points.

The February 2006 CMI is down 30 points from one year ago; a drop reflected in the overall favorable and unfavorable factors. From a
sector standpoint, more variation is displayed among the favorable factors: for

‘example, the favorable factors for the February 2006 service sector showed increases in 75 percent of the factors—while a decrease in 75
percent of the favorable factors was true for the manufacturing sector.

The CMI, a monthly survey of the business economy from the standpoint of commercial credit and collections, was launched in January
2003 to provide financial analysts with another strong economic indicator. The CMI survey asks credit managers to rate favorable and
unfavorable factors in their monthly business cycle. Favorable factors include sales, new credit applications, dollar collections and
amount of credit extended.

“Unfavorable factors include rejections of credit applications, accounts placed for collections, dollar amounts of receivables beyond terms
'aan_ filings for bankruptcies. A complete index including results from the manufacturing and service sectors, along with the methodology,
1S attached. A complete view of the index can be viewed online at http://www.nacm.org/resource/press_release/CMI_current.shtml.

"

Combined Manufacturing & Service Sectors

Mar Jan

‘o5 Apr May Jun Jul Aug Sep Oct Nov Dec ‘06 Feb
Sales 70.6 71.6 66.7 68.5 64.3 61.4 71.7 70.1 63.2 60.0 56.1 60.5
New credit applications 65.7 64.5 60.8 62.4 60.3 61.1 63.0 59.2 55.5 52.1 56.0 60.7
Dollar collections 63.6 70.2 64.8 63.9 62.2 58.5 61.1 63.5 66.7 58.6 56.8 56.5
Amount of credit extended 71.4 71.3 69.7 68.3 64.6 65.6 68.7 70.0 65.7 63.3 58.3 62.8
Index of favorable factors 67.8 69.4 65.5 65.8 62.8 61.6 66.4 65.7 62.7 58.5 56.8 60.1
Rejection of credit applications 49.3 50.0 51.7 50.8 52.3 50.7 52.2 53.4 54.7 53.2 51.8 52.1
Accounts placed for collections 50.9 50.5 53.2 52.5 51.8 49.7 51.5 52.9 53.8 53.0 51.9 51.3
Disputes 48.8 50.5 49.2 49.9 47.8 48.6 48.7 49.0 53.4 48.3 49.6 47.6
Dollar amount beyond terms 55.1 59.0 55.8 53.7 53.7 48.7 51.0 52.2 56.6 49.3 48.1 51.0
Dollar amount of customer deductions 50.0 49.9 49.3 51.5 51.7 48.7 48.0 50.0 50.2 50.2 49.8 49.9
Filings for bankruptcies 58.5 56.0 52.2 57.1 58.9 54.2 50.5 46.0 54.9 61.5 58.7 61.3
Index of unfavorable factors 52.1 '52.6 51.9 15265205 ONIEESUREESON6N53.9 52.5 51.6-85282
NACM Combined CMI 58.4 59.3 57.3 '5¢7.83 '56.7 S4ARSGEGEESGE657.4 54.9 53.7 55.3
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International Corner

By Alice Knight

Terms? Oh, the customer wants something called
DDP Angara, Turkey,but they are paying by Letter
of Credit so everything is fine!

Most companies have standard domestic sales
terms that everyone understands, or at least think
they understand. International sales terms add a
whole new layer of concerns and potential costs.

Sales normally have two kinds of terms: sales terms
and payment terms. Both are important but they are
quite different. Sales terms pertain to the carriage
of the goods from the seller to the buyer, the
responsibility for export and import clearance and
the division of costs and risk between the seller and
buyer. Payment terms tell how and when the seller

L will be paid.

Incoterms or International Commercial terms
2000 version is the authority for import/export sales
wterms. If you are importing or exporting be sure that
~someone has the current Incoterms 2000 and
~understands the responsibilities and costs involved.
_ICC Guide to Incoterms 2000 Understanding and

actical Use by Professor Jan Ramberg lives by my
“desk and is frequently used. Incoterms are normally
-—updated every ten years so be sure that you have the
2000 version. Information is available on the web at
“icebooks.com.

The DDP terms mentioned above stands for
“delivered, duty paid, Angara, Turkey.” This means
that you, as seller, are responsible for all the freight

costs to get the goods to Angara, Turkey, to provide
export clearance and license, if necessary, import
clearance including payment of duties, and license if
necessary, and all documentation needed for the
buyer to take delivery at Angara, Turkey. These
requirements and costs can be a nasty surprise if
they have not been costed in the pricing and a part of
your current operations and logistics.

Payment terms say how and when the seller will be
paid. When you will be paid can be just as important
as how you will get paid. N30 is a common domestic
payment term but what does it really mean? It is
used for open account or credit terms but when is
N30? Is it 30 days from invoice date? Thirty days
from shipment date? Thirty days from receipt of
goods? Payment terms need to be very specific as to
when the clock starts ticking to measure when you
will be paid.

A sight Letter of Credit starts ticking when the
documents are received and examined. Within a
reasonable amount of time the Bank is required to
pay the beneficiary as long as all the requirements in
the Letter of Credit are met.

A Letter of Credit that
specifies payment at 30
days Bill of Lading date
would be paid, if there
are no discrepancies, 30
days from the Bill of
Lading date. What
about a Letter of Credit
that says 30 days sight? It sounds very similar but
you have just lost 3-15 days. The clock in this case
doesn’t start ticking until the documents are received
and examined at the bank. It generally takes several
days to prepare all the documents required and
physically get them to the bank. The bank then has a
reasonable amount of time to examine the documents
before the clock starts.

Sometimes sales terms and payment terms are
contradictory. For example your sales terms are CFR
(Cost and Freight to port of destination). You have no
obligation to insure the goods. Your payment terms
are Sight Letter of Credit and one of the required
documents is an insurance certificate for 110% of the
face value of the invoice. The cost of insurance was not
priced in the selling price but you can’t get paid
without providing insurance.

In another example your sales terms are FOB ( Free
on Board at port of shipment) your Letter of Credit
shows CFR ( Cost and Freight to port of destination)
and requires an Ocean Bill of Lading showing freight
prepaid. You now have a large additional cost not
anticipated in the pricing.

Letters of Credit can be amended, pricing can be
renegotiated, and other changes can be made. The key
is to recognize potential problems before the goods are
shipped. Sales terms and payment terms must be in
sync if you are to be paid in the manner and
timeframe anticipated.

Alice Knight is Vice President of Finance & Administration for
Paper Products Marketing (USA) Inc., an international paper
trading company headquartered in Portland, Oregon. Ms. Knight
has over 35 years of experience in International Finance and is
an active member of FCIB and NACM. She has served as Co-
Chair, Panel Member and Presenter at Annual Global
Conferences, served as President of FCIB Forest Products Group,
and participated in FCIB Conferences in Mexico, Puerto Rico,
Munich, and Brussels. She is currently a member of FCIB Board
of Directors and the FCIB Hotline Committee.
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The Legal Corner

Taking Legal Action to Collect a
Debt: Factors to Consider

To date, we have discussed how to best

position yourself in case a customer’s account
becomes delinquent in the future. Unfortunately,
even with good planning, some customers are
unable (or unwilling) to pay for the goods and/or
services they have received from you. What is the
next step? In most cases, the options are to walk
away or initiate legal action against the obligors
(e.g. customer and guarantor) to collect the
amounts owed.

There are several issues to consider prior to
undertaking legal action. Perhaps, the most
important one is whether the persons responsible

- for the debt have any assets to satisfy any
~judgment that may be entered against them. A
~judgment is simply a piece of paper that allows
“you the right to attempt to collect money from
wsomeone via various legal processes. It does not
~guaranty payment. Thus, it is important to
_remember the old saying that you can’t get blood
“from a turnip.

So, how do you find out what assets the obligors
may have? Many credit applications allow you to
pull a credit report on the customer and/or the
guarantor. If you have such an agreement, a
credit report is an excellent tool to determine
whether any assets exist. In order to pull a credit
report on someone, you must have a written
agreement from them allowing you to do so.

Without such an agreement, the information
you can obtain about the obligors is somewhat
limited. One available tool is to search the public
records for any real property owned by the
obligors. This is important because a judgment
becomes a lien against any real property owned
by a judgment debtor. Another tool is a public
records search for licensed vehicles or watercraft
owned by the obligors. It is possible that some of
these items may be sold by the sheriff to satisfy
the judgment debt. Finally, you should perform a
UCC lien search on the Oregon Secretary of State’s
web site to determine if other parties have a
secured interest in any of the assets owned by the
obligors (i.e. “first dibs” to the asset).

Assuming the obligors have assets, the next

question is whether it makes economic sense to
file the lawsuit. Some considerations in this area
are: the amount of the debt; the relationship with
the obligor/customer; and whether you have the
right to recover attorney fees if you prevail. In
cases involving small amounts, the attorney fees
become the tail that wags the dog.

Even if the obligors have little to no assets, you
may decide to file suit “out of principle.” This is
usually not a good idea. A business should only
undertake legal action to accomplish a business
purpose. However, a legitimate business purpose
may be to establish a certain “reputation” with
your customer base. This purpose looks beyond
the suit at hand and is a long- term business
investment.

One last consideration is the location of the
obligors. It is more expensive to take legal action
against someone who is not located in the same
geographic area as you. It is also more costly to
collect from a judgment debtor who is located in
a state other than the one in which the judgment
is entered.

Assuming that, after carefully considering all
your options, you decide to move forward, the
next step is choosing what type of legal
undertaking you should pursue to collect the
delinquent account from the obligors. We will
talk about that next month.

William F. Fig is an attorney with Sussman Shank,
LLP. His practice focuses on business litigation,
construction law, environmental litigation, and
consumer debtor/creditor matters. Bill represents
creditors, general contractors, subcontractors, and
small to mid-sized businesses. He holds a specialty
certificate in environ-mental law with a focus on
hazardous wastes. Mr. Fig has been active as a
speaker and presenter at various NACM Oregon

seminars. His email is billf@sussmanshank.com.
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Internet Sites For Credit Manager

Lynnette R. Warman, Esq., Jenkens & Gilchrist

The following are some general information web sites that you might find useful.

Canadian Bankruptcy; General Statistics http://www.cbsc.org/english
Canadian Stock Market Reporter http://www.canstock.com
Canadian Yellow Pages http://www.yellowpages.ca
CANOE (Canadian Online Explorer) http://www.canoe.ca

CCN Matthews (Canadian Corporate News) http://www.cdn-news.com
CEO Express http://www.ceoexpress.com
CNN http://www.cnn.com
Commerce Net’s Jumpstation http://www.infospace.com/comm/index.html
Commercial Law League of America http://www.clla.org

Corporate Financials Online http://www.cfonews.com/
Credit and Sales Information http://www.creditandsales.com

Credit Institute of Canada http://www.creditedu.org

Credit Management Information & Support (CMi&S) http://www.creditworthy.com
Eedit Manager List of Forms http://www.socrates.com

Credit Professionals International http://www.creditprofessionals.org
Credit Technologies Inc. http://www.credit-tech.com
“CreditRisk Monitor http://www.creditriskmonitor.com
DataStar http://www.surveystar.com
2i_alog http://www.dialog.com

Directory of Better Business Bureaus http://www.bbb.org/bureaus/index.html
-.Biscount Stores News Magazine http://www.stores.org/

Dogpile http://www.dogpile.com

Dow Jones Business http://www.dowjones.com/
Duhaime Law (Canadian Bankruptcy Law) http://www.duhaime.org

Dun & Bradstreet http://www.dnb.com

L we'll publish the A-Z series over the next few issues. If you have sites you would like to share, please email
i them to bsalazar@nacmoregon.org.

Darrell Robinson, E C Company, has provided the following sites:

For reverse telephone number lookups: http://www.anywho.com/rl.html

This one has lots of news links in agri-business: http://www.agriseek.com/news/A13020/
farm_equipment/headlines-8-farm_equipment.php

Searching for attorneys: http://www.martindale.com/
Free business forms: http://www.freebusinessforms.com/
Newspapers are a great source of local information: http://www.refdesk.com/paper.html

I use this site as a starting point for all city, county,
and state government sites: http://www.statelocalgov.net/index.cfm

Local & regional weather is available here: http://www.wrh.noaa.gov/pqr/forecasts2.php
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The Hourglass Economy: Will the Winner Take All?

...continued from cover

Exhibit 1

Percent Change in the Share of Income by Class: 1980-98

Percent Change

| Lowest Se cond Third Fourth Highest Top 5%
MChange | -118 87 |65 | 28 1.3 7T
Income  Quin tile

SERAEN

~ While the median incomes have increased in each of those categories over the same time period, the relative

wincrease has been much greater at the top level of income earners. This has resulted in a widening of the gap
between the median and the average income nationally. This is also, in part, responsible for the recent run-up
in housing values, especially at the high end of the real estate market. Combined with lower interest rates,
increased earning power at the high end leads to increased borrowing power and rising prices for housing.

The increase in borrowing, and therefore purchasing power, at the high end has pushed housing prices in
general. It has also led to a change in the composition of the housing stock in most major real estate markets.
In most places, there have developed significant gaps in the middle level of the housing market. Housing stock
is plentiful at the low end (townhouses, multi-family units) and at the high end (large, single family homes),
but getting thinner in the segment where consumers formerly sought and found smaller, single-family, or
“starter” homes. This has forced many families to make significant economic sacrifices to move into a home
large enough to accommodate their needs.

The increase in housing prices has also eroded the consumer goods purchasing power in the middle-income
categories. Many consumers have even borrowed against rising housing prices to fund purchases, leading to
an increased debt burden on the average family.

The net effect of these changes has been to create an “hourglass” effect in the distribution of purchasing
power. An increasingly large group of consumers, with a high concentration of income resides within the top
levels. At the same time, that group of consumers with declining purchasing power has also gotten larger,
leaving fewer in the middle. The shifts have caused many of the changes observed in the retail department
store industry over the past 25 years.

Trends in Retailing

The retail department store industry was once led by a group of strong, regional department store chains
such as Macy’s and Marshall Fields. As the middle class grew and income disparities narrowed in the
industrial period between 1947 and 1980, these stores took advantage of their relative size to create buying
power and provide a wide variety of consumer goods and clothing to middle class consumers. At the same

...continue on page 13

ﬂ‘ urce: U.S. Census Bureau: The Changing Shape of the Nation’s Income Distribution: 1947-1998, June 2000.
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Hourglass

...continued from 12

time, Sears Roebuck transformed
itself from a catalog seller to a
major participant by developing
physical retail space. By the mid-
1970’s, construction of shopping
malls anchored by major
department stores had all but
eliminated many downtown-
shopping districts populated by
small retailers and specialty
stores.

Along with the restructuring of
the American economy that began
in the 1980’s, there appeared the
relatively new concept of
warehouse retailing. Originally
consisting of dry goods and
grocery retailers, the concept
expanded into the home
improvement, electronics, and
others. The expansion led to the
‘ereation of the “Big Box” segment
“of the retail industry, now
pulated by companies like Home
ot, Best Buy, Men’s Wearhouse,
d Barnes and Noble Booksellers.
he impact of this growth also
lerated the demise of smaller
cal retail operations and began
to put competitive pressure on the
aditional regional department
stores.

In the environment of falling
relative purchasing power, an
increasing number of shoppers
turned to the “Big Box” providers,
who use their size and national
buying power to provide a wide
variety of high quality products at
prices that are discounted in
comparison to the department
stores. The lower prices put
pressure on the regional
department stores to follow suit.
The absence of the major buying
power combined with the lack of
focus on more focused product
lines put the department stores in
a disadvantaged competitive
position. To remain competitive,
department stores would often
pack large amounts of inventory
into the retail space. To counter
the downward pressure on
margins, customer service was
cut, and policies such as charging
‘restock fees” for returns were
implemented by many

department stores.

As far back as the 1980’s, regional
department stores began to merge
together, leading to the creation of
conglomerates such as the
Federated and May department
store chains. This consolidation was
concentrated even further in early
2005 with the merger of Federated
and May themselves, forming the
largest conglomerate of regional
department store chains in the
nation.

Meanwhile, at the upper end of
the retail department store
industry, business is booming.
Retailers such as Nordstrom and
Neiman Marcus have experienced
rising volume and margins as the
number of high-end consumers has
actually increased with the rising
concentration of income at the
higher end. These stores offer
personalized customer assistance to
shoppers who are both willing and
able to pay the higher prices
charged for the quality of
merchandise on the shelves and
racks.

Enter Wal-Mart

While the shopping malls were
squeezing out the local shopping
districts in the suburbs, Wal-Mart
began to do the same in the rural
areas of the country. Playing on the
concept of “Everyday Low Prices”
enabled by an aggressive national
and international buying presence,
Wal-Mart came to dominate the
retail markets in many of the rural
sections of the country, where the
regional department stores would
typically not locate. This
eventually increased opportunities
to enter the suburban markets
where they could successfully
compete with other chains such as
K-Mart and Caldor. Many of these
competitors eventually folded or
merged into other entities (e.g.,
Sears/K-Mart). With almost $300
MMM in sales in FY 2005, Wal-Mart
has established itself as the leading
retailer, mass-market or otherwise,
in the world.

The Wal-Mart concept matches
very well to an environment in
which the concentration of income
is shifting from the middle to the
lower end of consumer groups.
These consumers demand low-

priced merchandise and are
willing to shop in a store where
personal customer assistance and
environmental pleasantries are
limited. Stores such as Target,
who have made attempts to
“upscale” their image to attract
more middle-income consumers,
are experiencing difficulty
implementing these strategies in
the face of the Wal-Mart
onslaught.

Financial Analysis: Wal-Mart
and Target

A financial analysis of firms
shows how these changes continue
to impact trends in the retailing
industry today. Exhibit 2 (page
16) provides a time-series and
cross-section analysis of key
performance measures for Wal-
Mart and Target. A comparison of
the two firms shows differences
both in strategy and performance.

Wal-Mart continues to pursue an
aggressive strategy of growth.
This is shown by the trend in sales,
which have grown by a
compounded annual rate of 10.5%
over the past four years, led by a
compounded annual growth of
investment in plant, property and
equipment (PP&E) of 14.15% per
year. Target’s growth, has
actually fallen in terms of both
sales and gross investment. What
is more interesting is that it
appears that the two are pursuing
different strategies.

The main difference in strategy
is evident in a comparison of the
gross profit margins. The average
for Target is about 32.5% and for
Wal-Mart, about 24.5%. Target
appears to have engaged in a
strategy designed to have more
broad appeal to the suburban
consumer. Their target market
appears to be somewhat upscale
from the average national
consumer. Target stores would be
differentiated by higher quality
inventory and retail
environment.

It appears, however, that the
upscale mass-market strategy is
not succeeding. All of Target’s
measures of turnover are
declining as of the end of FY2005.

..continue on page 14
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Hourglass

. continued from page 13

One of the more important, but often overlooked measures, fixed asset turnover, shows that Target is
generating fewer dollars of sales with its retail space. This suggests a decline in customer traffic. Meanwhile,
Wal-Mart’s turnovers are holding steady or increasing, implying that Wal-Mart’s customer traffic continues
to be robust as it expands.

This is not surprising given the evidence that the middle income class of consumers is narrowing while the
lower income class of consumers is rising in number. The overall return on equity for Wal-Mart has remained
in the low 20% range, while Target’s has declined from 19.11% down to 15.65%. More consumers appear to be
favoring the format of lower prices with few or no frills when it comes to middle/mass market department
stores. There may not be sufficient numbers of middle-income customers to fulfill Target’s strategy of being a
slightly upscale alternative to Wal-Mart.

Exhibit 2
Wal-Mart
Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
Sales ($MM) $286,103 $257,157 $245,308 $218,529 $192,003
Annual Sales Growth 11.26% 4.83% 12.25% 13.82%
Gross Plant, Property & Equipment ($MM) $89,042 $75,887 $67,051 $58,618 $52,433
“Investment Growth Rate 17.33% 13.18% 14.39% 11.80%
Gross Profitability 24.68% 24.07% 23.06% 22.73% 22.99%
Operating Profitability 5.31% 5.25% 5.07% 4.94% 5.31%
. Net Profitability 3.59% 3.45% 3.28% 3.05% 3.28%
“Inventory Turnover 7.688 7.582 7.946 7.666
~ Net PP&E Turnover 4.502 4.657 5.024 5.042
- Net Fixed Asset Turnover 3.759 3.818 4.109 4.093
~ Total Asset Turnover 2.542 2.577 2.754 2.705
-
uity Multiplier 2.420 2.406 2.393 2432
turn on Equity 22.08% 21.36% 21.60% 20.08%
—
'—nget
e Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
- Sales ($MM) $46,839 $48,163 $43,91.7 $39,888 $36,903
~ Annual Sales Growth -2.75% 9.67% 10.10% 8.09%
Toss Plant, Property & Equipment ($MM)  $22,272 $23,147 $20,936 $1.8,442 $15,759
Investment Growth Rate -3.78% 10.56% 13.52% 17.03%
Gross Profitability 32.87% 33.99% 33.37% 31.69% 31.46%
Operating Profitability 7.69% 7.31% 7.43% 6.89% 6.71%
~ Net Profitability 4.02% 3.82% 3.77% 3.44% 3.43%
Inventory Turnover 5.863 6.293 6.355 6.266
Net PP&E Turnover 2.769 2.984 3.046 3.197
Net Fixed Asset Turnover 2.543 2.742 2.818 2.989
Total Asset Turnover 1.471 1.606 1.665 1.828
Equity Multiplier 2.643 2.925 3.049 3.035
Return on Equity 15.65% 17.95% 19.12% 19.11%

Financial Analysis: Nordstrom, Federated and Best Buy

A clear impact of the hourglass economy is visible in an examination of the financial performance of J.W.
Nordstrom and the Federated chain of department stores. Nordstrom’s strategy is designed to appeal to the
higher income customer base seeking quality merchandise and personalized customer service. Its focus is on
clothing, accessories, shoes, cosmetics and other personal goods. As can be seen in Exhibit 3, it’s sales growth
has consistently increased over the past five years. The higher quality of its inventory is evident in the gross
margins, which range around 40-42%. As expected, inventory turnover is not as high as it would be in the
mass-market end of the retailing industry. Even so, Nordstrom’s inventory turnover in FY2005 rivals that of
Target, and is substantially higher than Federated. In the past four years, Nordstrom has been able to reduce
its leverage and more than double its ROE from 9.8% to its current 23%.

..continue on page 15

Business Credit Journal, March 2006 Page 14

7931 NE Halsey, Suite 200, Portland, Oregon 97213
503.257.0802 = 800.622.6985 = 503.257.0247
WWW.hacmoregon.org



Hourglass

. continued from page 14

Exhibit 3
Nordstrom
Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
Sales $7,304.33 $6,646.76 $6,116.05 $5,768.02 $5,659.14
Sales Growth Rate 9.89% 8.68% 6.03% 1.92%
Gross Plant, Property & Equipment  $4,090.97 $3,833.21 $3,644.52 $3,424.49 $3,154.02
Investment Growth Rate 6.72% 5.18% 6.43% 8.58%
Gross Profitability 41.20% 40.37% 38.89% 38.49% 39.12%
Operating Profitability 9.92% 7.36% 5.66% 4.88% 5.05%
Net Profitability 5.39% 3.65% 1.69% 2.16% 1.80%
Inventory Turnover 4.722 4.274 4.060 3.870
Net PP&E Turnover 4.168 3.814 3.472 3.432
Net Fixed Asset Turnover 3.613 3.295 3.044 3.044
Total Asset Turnover 1.610 1.553 1.502 1.507
Equity Multiplier 2.650 2.848 3.032 3.010
Return on Equity 22.99% 16.16% 7.71% 9.80%
Federated
Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
i ISales $15,630.00 $15,615.00 $15,788.00 $16,012.00 $18,756.00
Sales Growth Rate 0.10% -1.10% -1.40% -14.63%
Gross Plant, Property & Equipment  $9,798.00 $9,642.00 $9,519.00 $9,371.00 $9,448.00
Investment Growth Rate 1.62% 1.29% 1.58% -0.81%
“Gross Profitability 40.52% 41.73% 41.38% 40.48% 42.03%
rating Profitability 8.96% 8.59% 8.51% 8.24% 8.06%
“Net Profitability 4.41% 4.44% 4.04% 3.24% -0.98%
~Inventory Turnover 2.935 2.768 2.748 2.652
“Net PP&E Turnover 2.564 2.488 2.451 2.401
Fixed Asset Turnover 2.160 2171 2.098 1.992
al Asset Turnover 1.062 1.077 1.071 0.999
—
~ Equity Multiplier 2.431 2.477 2.603 2.815
11.38% 11.84% 11.27% 9.10%

“Return on Equity
—
—

~ Federated is composed of a conglomeration of former regional
department store chains. The conglomeration has resulted from the
shakeout in the industry due in part to widening income disparity and
the growth of “Big Box” retailers who have successfully competed in
“areas such as appliance and elect’onic sales. As can be seen, Federated
sales have steadily fallen over the past five years as it has consolidated
operations and closed down redundant retail facilities. Based on the gross
margins, which match those of Nordstrom, it would appear that
Federated is still attempting to appeal to the more upscale consumer.
Turnover ratios suggest, however, that this strategy is not succeeding.
Measures of inventory, P,P&E, and net fixed asset turnover for
Federated are the lowest in comparison to Wal-Mart, Target, and even
Nordstrom. While one might expect them to be lower than Wal-Mart and
Target, the fact that they are lower than Nordstrom’s indicates that
Federated is losing the upscale customer and not attracting customers
from smaller upper middle income groups. The small increase in ROE for
Federated over the past four years can be attributed to an increase in net
profitability, which is still 100 basis points below that of Nordstrom.
Evidence of the growing popularity and market power of the Big Box
retailers is easy to see in an analysis of the financial performance of Best
Buy. As evident in Exhibit 4, sales have almost doubled in the past five
years. In that time they have surpassed Federated as a measure of size. A
clear advantage in the Big Box strategy is visible in an analysis of Best
Buy’s turnover measures. Inventory turnover matches that of Wal-
Mart, but more importantly, Net P,P & E turnover is exceedingly high,
indicating that Best Buy utilizes its physical retail space very efficiently
to generate sales.? Best Buy’s gains have come at the expense of many of
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Meeting Room
Rental

NACM Oregon has meeting
rooms available for your
organization’s use.

The larger room, approxi-
imately 700 square feet, will
comfortably accommodate 24
people classroom-style or 35
people theater-style. This room
has whiteboards on two walls,
and all contemporary
technology is available.

Meeting Room Rental Fee:
$190 per day/$70 per hour
(two-hour minimum).
NACM Oregon Members/
Building Tenants receive a
50% discount on these fees.

NACM Oregon also has a
Boardroom that comfortably
accommodates ten people. This
room includes a whiteboard
and appropriate technology.

Boardroom Rental Fee:
$150 per day/$50 per hour
(two-hour minimum).
NACM Oregon Members/
Building Tenants receive a
50% discount on these fees.

The Banfield Plaza, an NACM
Oregon property, is centrally
located at the I-205/1-84
junction in Portland. NACM
Oregon offices are on the
second floor.

For more information please
contact Lisa Rogstad, Building
Manager, at 971.230.1160 or
email
Irogstad@nacmoregon.org.
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the department stores, which have lost market share in areas of
electronics and appliance sales to the Big Box retailers.

Exhibit 4
Best Buy

Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
Sales $27,433.00 $24,547.00 $20,946.00  $19,597.00 $15,326.55
Sales Growth Rate 11.76% 17.19% 6.88% 27.86%
Gross Plant, Property & Equipment $4,192.00 $3,574.00 $3,089.00 $2,720.00 $1,987.39
Investment Growth Rate 17.29% 15.70% 13.57% 36.86%
Gross Profitability 25.35% 26.81% 26.48% 24.18% 21.05%
Operating Profitability 5.26% 5.31% 4.82% 4.78% 4.04%
Net Profitability 3.40% 3.26% 2.97% 2.91% 2.58%
Inventory Turnover 7.504 7.722 7.156 7.383
Net PP&E Turnover 11.654 11.401 10.581 11.731
Net Fixed Asset Turnover 8.683 8.577 7.535 8.384
Total Asset Turnover 2.896 3.009 2.786 3.209
Equity Multiplier 2.407 2.652 2.864 2.813
Return on Equity 23.73% 26.01% 23.69% 26.25%

The Extreme Value Niche: Financial Analysis of Dollar General

The national shift in income disparity has actually enabled a retailing
niche known as the “extreme value” end of the business. Populated by
stores such as “Sav-A-Lot” in the grocery industry and The Dollar Store,
Family Dollar, and Dollar General in the area of general merchandising,
‘many these firms have demonstrated excellent performance in the past
e years. An example is a financial analysis of Dollar General, as shown
Exhibit 5.

llar General
Feb-05 Feb-04 Feb-03 Feb-02 Feb-01
$7,660.93 $6,871.99 $6,100.40 $5,322.90 $4,550.57
ales Growth Rate 11.48% 12.65% 14.61% 16.97%
Gross Plant, Property & Equipment $1,940.34 $1,709.72 $1,577.82 $1,473.69 $1,339.55
Investment Growth Rate 13.49% 8.36% 7.07% 10.01%
Gross Profitability 31.67% 31.53% 30.48% 30.65% 30.40%
“Operating Profitability 7.27% 7.59% 7.12% 7.55% 7.50%
Net Profitability 4.49% 4.38% 4.34% 3.90%

Sales and investment have grown substantially for Dollar General over
the past four years, standing at an annual average of 14% and 10%
respectively. At almost 32%, the gross margin is comparable to the
more upscale mass/middle-market retailers such as Target. While its
inventory turnover is somewhat low, Dollar General is evidently
generating substantial customer traffic, as evident in their higher
turnover rates of Net P,P &E, and net fixed assets. It’'s ROE is consistently
in the 21 to 22% range, equal to those of Wal-Mart, Best Buy, and
Nordstrom, and topping both Target and Federated.

...continue next column

2One reason for Wal-Mart’s P,P &E turnover being lower in comparison to Best Buy is that the value of the inventory
per square foot for Best Buy is higher due to the nature of the products it sells.

...continued

Meaning for the Future:
Impact on Business and Credit
Management

It appears that the standard
business model for success in
retailing is shifting toward
national chains. These companies
use buying power and market
saturation techniques to
outperform competitors, increase,
and then secure market share.
Increasing disparity in the income
distribution between lower and
higher earning groups have
played a role in enabling the
success of retailers such as Wal-
Mart and Best Buy. This has
contributed to the demise of
regional department stores that
are now forming into national
chains such as that represented by
the merger of Federated with May
earlier this year. At the low end of
the market, extreme value stores
such as Dollar General are picking
up substantial market share from
customers with shrinking
financial resources.
If “winner-take-all” plays out,
retailers will continue to
consolidate into smaller numbers
of larger entities. Credit managers
will be confronted with the
problem of dealing with their size.
Experience has shown that large,
key customers will be more active
in dictating terms, taking
deductions, and paying on their
own schedules. The logical
consequence of this may be that
we will eventually see similar
consolidation in the markets for
firms that supply retailers with
their merchandise, some of which
changes have already been
initiated.

Dr. Steven Isberg is currently Associate Professor of
Finance at the Merrick School of Business, University
of Baltimore as well as a Research Fellow at the
Credit Research Foundation in Columbia, Maryland.
Dr. Isberg’s professional activities include teaching
and research in the areas of corporate financial
analysis, valuation, entrepreneurship, strategic
business development, and risk management. He has
published over 20 articles in both of academic and
practitioner journals and is frequently quoted in the
media regarding issues in corporate finance and
business ethics. He also teaches a variety of
professional development and staff training courses,
and has been engaged as a consultant by a number
of Fortune 500 and SME firms.
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Board of Directors

Chairman

David Erickson, CCE
Allports Forwarding, Inc.
david@allports.com

Vice Chair

Cheryl Wahlberg, CCE

Food Services of America
cheryl_wahlberg@fsafood.com

Secretary

Pat Jones

Consolidated Supply Co.
jonpat@consolidatedsupply.com

Treasurer

Glenn Brooks
PacificCorp/Scottish Power
glenn.brooks@pacificorp.com

Counselor
“Rick Weisman, CCE
“Graybar Electric Co.
~rick.weisman@gbe.com

“Directors

_Barbara Davis, CCE

skiberty Northwest Insurance
E D)l NG
'..barbara.davis@libertynorthwest.com

FSteven Fancy, CCE/CICP
“Pope & Talbot, Inc.
steven_fancy@poptal.com

Doug Jacobson, CCE
XPEDX
douglas.jacobson@ipaper.com

Lori Kimball, CBA
Norpac Foods, Inc.
kimball@norpac.com

Darrell L. Robinson
E C Company
darrellr@e-c-co.com

Yvonne Prinslow, CCE
Pope & Talbot, Inc.
yvonne_prinslow@poptal.com

Ann Wineland
awineland@comecast.net

Rod Wheeland, CCE
President

NACM Oregon
rwheeland@nacmoregon.org

Contacts

Customer Service/Credit Reporting
971.230.1220
services@nacmoregon.org

Education
Claudia Sarinana
071.230.1184
csarinana@nacmoregon.org

Industry Groups
Kathy Gibson
971.230.1176

kgibson@nacmoregon.org

Claudia Sarinana
071.230.1184
csarinana@nacmoregon.org

Collection Services
Denise Redding
071.230.1178
dredding@nacmoregon.org

Credentia Staffing Resources
Karen Mowrey
071.230.1118

kmowrey@credentiastaffing.com

Billing
Barb Smidt
071.230.1146
bsmidt@nacmoregon.org

Meeting Room Rental
Lisa Rogstad
971.230.1160

Irogstad@nacmoregon.org
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