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Key Stock Statistics

52-Week Price Range $32-69-17.19
Market Capitalization (B) $8.05B
Shares Outstanding (M) 428.9M
Institutional Ownership 89.50%
60-Month Beta 0.9
Dividend Yield 1.7%
Price/Earnings (ttm) 4.48
Price/Book 1.16
Price/Sales 0.18
ROA (ttm) 6.75%
ROE(ttm) 14.31%
Projected 5-Year Growth 9.25%

EPS ($)

Year 2006 2007 2008 2009E 2010E 2011E
EPS 1.94 1.99 2.21 2.13 2.22 2.30

All earnings represent earnings from operations and have been filtered from net
nonrecurring gains.

Valuation Models

Discounted Cash Flow $39.82
Relative Multiple Analysis $34.43
PEG $33.87
Average $36.10

INVESTMENT THESIS

VAt the current price of $18.91 per share, Safeway is trading

lower than its intrinsic value of $36.10, and therefore offers a
good investment opportunity. The overall recession is one of
the key reasons for current weakness in the share price,
which is expected to correct as the economy improves.

The food retail industry is traditionally recession-resistant
because consumers continue to buy groceries regardless of
change in disposable income. In 2008, while the S&P 500
declined by 38.2%, the S&P Food Retail index showed some
resistance and only declined by 30.6%.

Raw material costs are a major portion of Safeway input
costs. The commodity prices have declined substantially in
2008—USDA commodity price index shrinking from 173 in
June’08 to 157 in Jan’09. The reduction in commodity prices
will benefit Safeway. However, volatility in commodity
prices, as witnessed in 2008, can impact profitability.

Safeway will also benefit from increased customer traffic, as
consumers looking to reduce spending will trade down from
expensive restaurant food to at home eating. The
comparable-store sales growth is expected to be low single
digits in 2009. However, increased price competition in a
struggling economic environment will negatively impact
Safeway’s margins.

Conversion of stores to a lifestyle format and the addition of
fuel stations will contribute to Safeway’s sales growth. The
company plans to have 82% and 88% of its stores converted
to the lifestyle format by 2009 and 2010, respectively, which
will further boosting per-store sales.

Safeway is highly leveraged, with total debt in excess of $5
billion. If the current turmoil in the credit market impacts
Safeway’s ability to refinance maturing debt, it can impact
the liquidity of the firm as well as force the company to
borrow at higher rates of interest, thus reducing profitability.

A significant majority of Safeway employees are unionized.
If the company decides to shut down stores or trim its labor
force to improve bottom-line in this sluggish economy,
unionization may curtail Safeway’s ability to do so.

Safeway has a strong management. As per Institutional
Shareholder Services rating system!*, Safeway management
is better than 91.5% of S&P companies and 97.7% of Food
and Staples Retailing peer group .

Important disclosures appear on the last page of this report.
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EXECUTIVE SUMMARY

Safeway is one of the US largest food and drug retailers,
operating stores mainly in California, Oregon, Washington,
Alaska, Colorado, Arizona, Texas, Chicago, and a few
locations in Canada. In support of its stores, Safeway has an
extensive network of distribution, manufacturing, and food
processing facilities. Safeway provides value to customers by
maintaining high in-store standards and a wide selection of

high-quality produce and meat at competitive prices.

Safeway store foot-print in USA

* Dark color shows Safeway locations
Source: Safeway annual report 2007%!

Safeway is undergoing an aggressive remodeling and
expansion strategy that was initiated in 2003. Remodeling of
stores to “Lifestyle Stores” has been instrumental in
increasing per store sales, and will offer growth opportunities
as the number of remodeled stores increases™.

We think that the major challenges faced by Safeway in 2009
include decline in sales due to economic recession, inability
to turnaround because of unionized labor, increased price
competition in a sluggish economy, and potential inability to
raise new debt. All these factors can substantially impact
Safeway’s bottom line.

Safeway has been a time-tested company that has weathered
many economic crises. The management team, lead by Steve
Burd for more than 15 years, has been rated for corporate
governance in the 92" percentile among all S&P companies
and in the 98" percentile among food retailing companies™!.

Although the current economic recession will impact all
industries, food retailers like Safeway are protected from
recession to some extent, as consumers will continue to eat
food. The reduction in revenue due to reduced consumer
spending and drop down in brand preferences may impact
Safeway revenues, however, this may be offset by increased
traffic of consumers who will try to save money by trading
down from restaurants and food service providers.

COMPANY DESCRIPTION

Safeway operates as a food and drug retailer in North
America. Safeway was founded in 1915 and is based in
Pleasanton, California.

Safeway has 1,739 stores largely concentrated in the west
coast and Canada. Safeway stores are located in the states of
California, Oregon, Washington, Alaska, Colorado, Arizona,
Texas, the Chicago metropolitan area, and the Mid-Atlantic
region. SWY’s Canadian operations include stores in British
Columbia, Alberta, and Manitoba/Saskatchewan.

Safeway stores sell grocery items, general merchandise, and
food, and have specialty departments, such as bakery,
pharmacy, coffee shops, delicatessen, floral and fuel centers.
It also offers a line of products called Select, which includes
whole bean coffees, cookies, frozen pizzas, salsas, bagged
salads, fresh and frozen pastas, and ice creams. Other popular
brand at SWY are hors d’oeuvres; the O ORGANICS line-
comprising of milk, chicken, salads, juices, and entrees; the
Eating Right line of healthy products; and the home care
products line called the Bright Green"".

Percentage of stores with specialty departments & fuel stations:

Deli 97%
Bakery 95%
Floral 96%
Pharmacy 76%
Fuel Stations 21%

Source: Safeway 2008 10-K fillings "'’

The following table presents sales revenue by type of similar
product (dollars in millions):

2008 2007
Amount % of total Amount % of total
Non-perishables 19,826 45.0 19,178 45 .4
Perishables 16,514 37.4 15,833 37.4
Fuel 3,885 8.8 3,487 8.2
Pharmacy 3,878 8.8 3,785 9.0
Total revenue 44,104 100.0 42,286 100.0

Source: Safeway 2008 10-K fillings "'’

Safeway has an extensive network of distribution,
manufacturing, and food processing facilities. As of January
1, 2009, Safeway operated the following facilities:

U.S. Canada

Milk plants 6 3
Bakery plants 6 2
Ice cream plants 2 2
Cheese and meat packing plants - 2
Soft drink bottling plants 4

Fruit and vegetable processing plants 1 3
Cake commissary 1

Total 20 12

Source: Safeway Inc 2008 10-K fillings ]

Rebranding/remodeling strategy

In April 2005, Safeway launched a major brand re-
positioning strategy that stressed its new Lifestyle store
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format. Lifestyle format stores feature subdued lighting that
highlights what the company views as high-quality fresh
products and unique offerings, including a large selection of
natural and organic foods, full-service meat counters, full-
service bakeries and floral design centers as well as sushi and
olive bars. The rebranding has been successful in increasing
footfall as well as per-store sales at Safeway .

At the end of 2008, Safeway converted 74% of its store base
to the new Lifestyle by spending $1.7 billion to open 20
additional new Lifestyle stores while remodeling about 253
stores. By Dec. 2008, 74% of Safeway stores were in the
Lifestyle format. The company targets 82% and 88%
conversion for 2009 and 2010, respectively. The table below
details changes in the Company’s store base and presents the
cash capital expenditures ($ millions):

2008 2007
Total stores at beginning of year 1,743 1,761
New 8 13
Replacement 12 7
Stores opened: 20 20
Stores closed 24 38
Total stores at year end 1,739 1,743
Remodels completed 253 268
Number of fuel stations at year end 382 361
Total retail square footage (in mln) 80 80
Cash capital expenditures 1,595 1,768
Cash capital expenditures as a
percentage of sales and other revenue 3.6 4.2

Another important feature of Safeway stores is the higher per
store footage. The average size of Safeway stores is 46,000
square feet. This is much higher than the industry average of
33,000 square feet per store. The company also boasts
relatively higher sales per square foot ($527 per square foot)
compared to the supermarket average of $460 square foot in
2007.

Average Size of Store
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Safeway has completed remodeling of almost 74% of its
stores to the new format. All the new stores are being
constructed as per the “Lifestyle store” model. As the
company is approaching the completion of remodeling all its
stores, the number of stores being remodeled every year is
declining. Therefore, the capital expenditure needed for
remodeling has been reduced. It is worth noting that the
remodeling process will end by 2011 - 2012, thus reducing
expense commitment required for capital expenditure.

Cash Expenditure and Store
Remodels
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The key drivers of value for Safeway are its differentiated
image because of its “Lifestyle store” format, cost saving,
and value generation due to backward integration through
manufacturing of products, very high management controls
and corporate governance, higher square footage per store
and higher sales per square foot, and an exceptional shopping
experience for the customer. Shopping at Safeway is
considered much more than just grocery shopping.

Safeway’s ability to attract customers in future is dependent,
in large part, upon a combination of factors, including
location, quality, price, condition of assets, marketing and
promotional strategies, service, and consumer loyalty to other
brands and stores. In each of these areas, traditional and non-
traditional competitors compete with Safeway and may
successfully attract its customers to their stores by
aggressively matching or exceeding what Safeway can offer.

Often, many of Safeway’s competitors increase their
presence in markets where Safeway operates. Safeway’s
responses to competitive pressure, such as additional
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promotions and increased advertising, could adversely affect
its profitability.

REGENT DEVELOPMENTS

The economy’s entering into recession has impacted Safeway
share price as well. While the consumer staple sector in
general, and food retail specifically, is considered resilient to
recession, the Safeway share price has taken a beating. In
2008, the S&P 500 was down by 38%; Safeway declined
from $34.33 to $23.99—a decline of 32%, over the same
period.
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Safeway has recently announced that it will reduce retail
prices to attract cost-conscious customers. With the economic
recession deepening, consumer spending has taken a dive. To
counter the effect of reduced consumer spending, Safeway
will cut costs as well as selling prices in 2009. Safeway said
it would make an aggressive effort to cut costs and forecast
cash capital expenditures of about $1.2 billion in 2009, down
from $1.6 billion in 2008

According to Reuters estimates, in 2009, analysts on average
expect Safeway to earn $2.37 per share. Safeway expects to
earn $2.34 to $2.44 per share in fiscal 2009'",

Diversification Plans: Real Estate Development

The Company has also announced that they have entered into
the real estate development business in the last three to four
months'"”. While the 2008 10-K filling is silent about the real
estate foray, if the business is successful, it may offer a new
revenue stream for Safeway and improve the bottom line in
the future. Management feels that the opportunities in real
estate development are "pretty extraordinary." Safeway
already has some 36 projects underway, with very little
capital investment, and could take on a partner on some
plans!).

Third-Party Gift Cards: Blackhawk

In 2005, Safeway launched a subsidiary, Blackhawk, which
forayed into third-party gift cards, prepaid cards, telecom
cards, and sports and entertainment cards, to be sold to other
retailers for sales to customers in North America. Blackhawk
also has gift card businesses in the United Kingdom, France,
and Australia. The sluggishness in the economy is hitting
retail sales and gift cards sales, and Safeway’s management

feels that the impact of Blackhawk should not be noticeable
on Safeway’s overall performance!'” "%,

Declining Number of Stores

Safeway’s remodeling exercise to convert all its stores to
“Lifestyle stores” has been underway since 2005. By 2008,
the company completed remodeling 74% of its existing
stores, and anticipates completing remodeling 82% and 88%
of its stores by 2009 and 2010, respectively. The company
also has been aggressively involved in closing less profitable
stores, especially the retail outlets operating under the brand
name Dominick’s. This has favorably impacted the per-store
revenues and profitability.

However, there is a limit to which existing stores can be
exploited. Closing some existing stores has led to a marginal
net decline in the number of operational stores over the last
three years. If the company has to grow and compete in the
future, it has to strengthen its geographical presence and
increase its product offerings.
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Unionized Labor Force

At the end of 2008, Safeway had more than 197,000
employees, 80% of which were unionized. Safeway is party
to approximately 430 collective bargaining agreements with
the union, of which 123 are scheduled to expire in 2009. If,
upon expiration, management is unable to negotiate
acceptable contracts with the labor union, affected workers
could strike and significantly disrupt the operations.
Moreover, the softened economy may force Safeway to
consider shutting down less profitable stores or laying off
employees in 2009. The union’s strong presence may force
Safeway to not initiate such cost -saving measures.

INDUSTRY TRENDS

The biggest challenge facing the food retail industry in 2009
is the increasing price competition to get a share of the
consumer’s wallet in a weakened economic environment,
which will negatively affect margins. As consumers become
more price conscious, food retailers are likely to be more
price-competitive in an effort to protect market share''.

Margins may be negatively affected as retailers choose to
absorb rising costs rather than pass them on to customers.
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However, food retailers have been able to withstand some of
the cost pressures so far due to strategies focused on
differentiating stores through products and services rather
than low prices. As a result, traditional grocery chains are
expected to maintain positive comparable-store growth rate
in 2009. The comparable store growth rate is expected to be
in the low single digits in 2009,

Consolidation in the food retailing industry may help to ease
competitive pricing pressures on some markets, as well as
improve operating profitability by further leveraging the
overhead expenses over a greater number of stores and
bringing economies of scale and scope.

The food retail industry may also benefit from increased
consumer traffic as customers looking to save money may
trade down from food service providers. Retailers may
witness further boosts to sales at the cost of restaurants.

In 2008, the S&P Food Retail Index decreased 30.6%,
compared to a 38.2% decline in the S&P 500. This
outperformance may reflect the retailer’s position in the
consumer staples sector, with its less volatile fundamental
performance compared to other sectors.

MARKETS AND COMPETITION

In general, 2007 and 2008 have not been among the best
years for consumers. The Consumer Price Index, which is
released monthly by the Bureau of Labor Statistics and
measures changes in the prices of commodities in the United
States, indicates that in the past five years, the CPI reached
its highest point in February 2009, The reduction in
consumer spending has forced all players in the food retail
segment to take measures that help them enhance their
market share.
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The US grocery industry recorded a business of $964 billion
in 2007, according to Progressive Grocer. Supermarkets
contributed $535 billion or 56% of total grocery industry
sales, followed by convenience stores ($307 billion, 32%)
and warehouse clubs ($102 billion, 12%). When
supermarkets are broken down by format, conventional
supermarkets have the largest market share, holding 67%
($357 billion in sales) of the supermarket category. However,
supercenters are quickly gaining the market share and

captured 26% of the market share in 2007 ($142 billion in
sales).

With $42.3 billion in sales in 2007, Safeway held about an
8% market share within the supermarket category and 4.4%
of total grocery sales.

The average size of Safeway stores is about 46,000 square
feet, which exceeds the industry average of 33,300 square
feet. Additionally, the company’s sales per square foot ($527
per square foot) are much higher than the supermarket
industry average of $460 per square foot.

Safeway faces intense competition from traditional grocery
retailers, non-traditional competitors such as supercenters and
club stores, and specialty supermarkets, drug stores, dollar
stores, convenience stores, and restaurants. Increased
competition has an adverse effect on Safeway’s profitability
in the form of lower sales, lower gross profits, and/or greater
operating costs.

The biggest competitors to Safeway in the food retailing
industry are Wal-Mart, Kroger, Costco, Supervalu, and
Whole Foods Market. We anticipate that we may see further
consolidation in the retailing arena. The only players that will
survive are those who not only offer best value for
customers’ money but also understand their customer buying
behavior and are quick to change according to customers’
demands.

Company M-cap P/B P/S P':‘:ftit Gross

Name ($b) P/E Value Ratio Margin  Margin ROA
Wal-Mart 196.5 15 3.02 0.48 3.39 23.7 8.4
Safeway Inc 8.8 9.3 13 0.2 2.19 28.3 5.5
Kroger Co 13.5 10.9 2.6 0.18 1.64 229 5.5
SUPERVALU 3.1 0.97 0.07 -5.66 22.7 -12.5
Whole Foods 2.6 25.1 1.71 0.33 1.35 33.9 3.2
Costco 19.9 16.9 2.18 0.27 1.64 12.4 5.8
Average 15.44 1.96 0.26 0.76 24.0 2.65

Source: moneycentral.msn.com

As depicted by the table above, SWY has one of the highest
gross profit and net profit margins amongst its peers. SWY
also has a ROA much higher than the industry average. A
high net profit and ROA indicate operating efficiency and
utilization of assets, which is of critical importance in
retailing industry.

In the current economic meltdown, Wal-Mart, Supervalu and
Costco are better placed in the industry. These three retailers
offer less expensive products for ‘“value-for-money”
customers.

Since there is intense competition in the food retailing
industry, Safeway needs to anticipate and respond to
changing consumer demands more effectively than its
competitors. Safeway should be able achieve and maintain
favorable recognition of its unique private-label brands,
effectively market its products to consumers, competitively
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price products, and maintain and enhance a perception of
value for consumers.

In addition, the company needs to source and market
merchandise efficiently and creatively. Failure to accomplish
these objectives could impair its ability to compete
successfully and adversely affect growth and profitability.

ECONOMIC OUTLOOK

Although the current condition is gloomy for the entire
economy, the consumer staples sector generally, and food
retailing specifically, has been less adversely impacted.
Traditionally, the sector has been recession-resistant. This is
because even in the economic slowdown, consumers will not
stop eating food. In fact, consumers may sacrifice other
products, including basic and luxury products, but food
retailing is usually among the last sectors to be adversely
impacted.

However, the food retailing sector is not completely
recession-proof. If the overall economy is impacted by
recession and inflation is very high, even the consumer
staples sector will be severely affected. The safety net for
food retailers like Safeway is that in a recession, consumers
will move their food spending to less expensive and generic
brands. Most retailers, including Safeway, own and sell their
private label. On the one hand, the revenue will become
adversely affected due to reduced spending on expensive
brands; however, it will be compensated by increased
spending on less expensive private brands. Moreover, in
challenging times, consumers increase “at-home” spending at
the cost of dining out, which will favorably impact food
retailers.

In addition, inflation in the economy can further increase
problems for the consumers. As per US Department of Labor
data, in the year 2008, retail food prices increased by 5.8%.
The producer price index for food-finished goods declined by
150bps, whereas the producer price index for the entire
economy was up by 20 bps. Producer prices in the food and
beverage industry is expected to decline in 2009, which will
provide growth opportunities in the sector.

Producer Price Index

Table A. Monthly and annual percent changes in sclected stage-of-processing price indexes,
seasonally adjusted

Finished goods
Change in 1

Except - Intermediate | Crude
Monih Total | Foods | Energy | foods and f'f,:;\:jr:e; 'ﬁg?‘ﬁfs goods goods

energy ago (unadj.)
-0.5 13 35 01 6.2 02 1.8
12 1.7 22 06 7.4 12 29
03 -0.6 1.0 04 6.5 09 39
0.9 1.4 25 0.1 6.7 2.4 6.7
0.3 0.0 0.1 0.5 6.4 1.0 4.7
1.4 0.6 5.3 0.2 7.3 27 6.1
17 1.5 5.6 02 9.1 22 28
1.2 0.3 3.4 086 9.9 27 4.0
0.9 0.3 4.8 05 9.7 1.5 -12.3
0.4 0.2 -3.0 0.4 8.7 0.9 -6.0
2.8 -0.2 12.8 0.4 5.2 3.9 -18.6
2.2 0.0 1.2 0.1 0.4 4.3 -12.5
1.9 -1.5 9.3 0.2 -0.9 4.2 -5.3

Source: US Department of Commerce statistics Source "

Falling commodity prices

Another economic reason for optimism in the consumer
staples sector is the reduced commodity prices. The “all
crops index of prices received” by the US Department of
Commerce (above) shows that commodity prices were
extremely volatile in 2008, jumping from 158 points in
Jan’08 to peaking at 183 in June ’08 and then declining to
157 points in Jan ’09. Volatility, especially when prices are
falling, can be a problem for large food manufacturers who
lock in purchase price ahead of time. However, in the long
run, reducing crop prices will boost profitability.

Currency exchange rate fluctuation

The strengthening of the dollar has posed another challenge
for all industries that have heavy international exposure.
Most large food retailers, including Safeway, have
international presence. Strengthening of the dollar in
comparison to other global currencies translates to lower in-
dollar revenues from international operations. As we notice
from the following chart, from a peak of 1.6 dollars to a euro
in Feb ’08, the current prices are 1.31 euros to a dollar. Yen
to dollar rates are no exception, and have moved from 110
yen/dollar in Jan. ’08, to 88 yen/dollar in Jan. *09.
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Consumer confidence

Consumer confidence has significant impact on consumer
spending. If consumers are not confident about the future,
they will prefer saving to spending. Although food retailers
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are protected against consumer spending behavior, if the
situation persists and consumer confidence witnesses massive
breakdowns, even the resilient sectors like consumer staples
will be affected.

The Consumer Confidence Index has reached an all-time low
of 25 points (1985=100) in February 2009'"". The index was
at 105 in January 2007. The decline, driven by a deteriorating
business environment and worsening job market, suggests
that overall economic conditions have weakened even
further. Looking ahead, increasing concerns about business
conditions, employment and earnings, and inflation
expectations, will further sap confidence and drive
expectations to their new lowest level.

Consumer Confidence Index™

65

50

39

20

JJASONDUJF

Source: Consumer Confidence Index - The Conference Board!”!

CATALYSTS FOR GROWTH

Safeway has been quick in the past to consider changing
market dynamics and shifting consumer preferences. The
company has focused its strength in 2007 and 2008 on
launching an array of new products in the areas of consumer
demand like healthy food and organic food. Safeway also
launched a major rebranding/remodeling strategy in 2005 that
is still underway. The new model of “Lifestyle stores” has
been instrumental in generating higher per store sales for
Safeway.

Going ahead, Safeway will see growth in sales as they
convert all stores to Lifestyle stores. With a size of 55,000
square feet, Lifestyle stores will be much bigger stores than
average supermarket stores of 33,000 square feet.

Launching third-party cards through the subsidiary
Blackhawk was a positive initiative, which has yet to show
signs of value addition. Adding fuel stations to more stores is
another change that has increased Safeway’s value. The
company needs to continue such “related diversification” in
the future.

Another big concern that Safeway may want to tackle in the
future is its unionized labor force. Food retailing is an
extremely labor-intensive industry, and with 80% of labor
covered under collective bargaining agreements, the union
could cause trouble for the company. Safeway will have to be
very careful in union negotiations and eventually may have to
reduce its exposure to unionization.

Safeway should be able to sustain increased competition
from existing players as well as new entrants through cost
cutting, efficient utilization of resources, shutting down less
profitable stores and product lines, vertical integration across
food retailing value chains, increased product lines, and
enhanced customer services. Safeway may want to increase
the customer offerings in the future by adding some non-food
products to its stores that might add value to customers’ visits
to the stores.

INVESTMENT POSITIVES

r Safeway is trading at a significant discount to its intrinsic
value. The overall economic recession has impacted the
share performance of Safeway; however the underlying
value is still much higher.

r Safeway is located primarily on the coasts in the US. It
has good growth opportunities by expanding business to
other US regions, and further strengthening in Canada.

r SWY has a time-tested, robust business model. The
company has strong brand value and loyal customer-base.
The company also has a well-established distribution
network and benefits through backward integration. We
do not see any strong factor that can strongly change this
equilibrium in future, and SWY will continue to generate
sustained revenues.

» Under the leadership of current chairman and CEO Steve
Burd, Safeway is rated to be among the best corporate
governance companies in the US. Management has a
corporate governance quotient higher than 91% of S&P
500 companies and 97.7% of all food retailing companies.
A good and stable management team, with a long-term
vision, should be able to lead SWY through this
recession.

r Remodeling: with a long-term growth vision, Safeway
undertook remodeling of all its stores to “Lifestyle
stores.” The new, energetic, and bigger stores will
generate higher sales in the future.

r Safeway has been gradually expanding by launching into
related products and services. It added Blackhawk
products to its basket of offerings. Product line expansion
and diversification should offer higher revenues.

r Safeway has also been increasing number of fuel-stations,
which will offer low margin but sustained revenue
growth.

» The proposed foray into real estate development can add a
powerful revenue stream in future.
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r By 2010, 90% of all stores will be remodeled into the
“Lifestyle store,” thus freeing lot of capital expenditure
that in the past was committed to remodeling.

INVESTMENT NEGATIVES

r The food retailing sector is extremely price-competitive.
If Safeway loses its price edge, it may lose its customers
to other larger players in the industry.

» If the economic recession continues for some time, there
may come a day when only companies with deep pocket
will survive. Safeway does not enough size and strength
to withstand the economic meltdown for long.

r “Lifestyle stores” are expensive to maintain. The current
economic slowdown may force customers to change
buying behaviors and accept less expensive products. In
such a price war, Safeway may lose out to cheaper
alternatives.

» Operating in a unionized environment and union exposure
as high as 80% of employees, Safeway is vulnerable to
inflexibility and financial and operational inefficiencies.
The participation of 80% of employees in the union
makes Safeway susceptible to strikes and union demands.

VALUATION

We considered Safeway’s valuation keeping in mind the
strengths and weaknesses of the Company’s fundamentals as
well as opportunities and threats presented by the current
economic scenario and competition in the sector.

We have considered a two-phase growth rate of 4.5% growth
in the next 5 years and the terminal growth rate of 2.5%
which is the industry average of sales growth rate. The risk-
free rate is taken to be 3.83%, which is the prevailing 30-year
Treasury rate, with a market risk premium of 5%. The beta
we have considered is at 0.93 as of March 5, 2009.

On the basis of these assumptions, we calculated the WACC
to be 6.57%. We have considered the marginal tax rate of
36.7%. This may change with the new government and the
changing political environment.

Based on these assumptions, we found the intrinsic value to
be $36.04 per share, which is the average of the three
valuation models, namely DCF, Relative multiple and PEG.

We undertook a sensitivity analysis on the WACC and the 5-
year growth rate and realized a realistic price range of $21.61
to $51.57 per share.

Based on these analyses, we are recommending a Buy
decision for Safeway. Our recommendation may further
improve if economic conditions improve in the near future,
the company decides to diversify into a related products
category or enter new regions of the country, or if the real
estate development business shows signs of profitability.

The factors that may force us to downgrade Safeway’s
investment prospects include the following: friction with the
labor union, inability to get favorable new collective

bargaining agreements, inability to replace maturing debt at
competitive prices, change in the current management, and
further decline in the economy leading to a decline in same
store sales.
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Monty Piyush Gupta
Valuation of Safeway Inc
Assumptions

Effective Tax rate 36.70%
Growth Rate 4.50%
Terminal growth rate 2.50%
Risk Free Rate 3.83% 30-year Treasury rate as of 03/03/09
Market Risk Premium 5.00%
Share price S 17.84 Closing price on 03/05/09
Beta 0.91 Beta as on 03/04/09
Bond rating from bond center from finance.yahoo.com,
Bond rating BBB as on 03/04/09
Valuations
Discounted Cash Flow S 39.82
Relative Multiple Analysis S 34.43
PEG S 33.87
Average S 36.04




Safeway Inc- Value Drivers

2006 2007 2008 2009E 2010E 2011E 2012E 2013E cv
NOPLAT
Income before income taxes 1,240,000 1,403,600 1,504,600 1,692,922 1,811,045 1,943,488 2,055,029 2,169,473 2,287,127
Interest expense 396,100 388,900 358,700 267,500 236,500 195,100 178,700 163,679 149,920
EBITA 1,636,100 1,792,500 1,863,300 1,960,422 2,047,545 2,138,588 2,233,729 2,333,151 2,437,047
(-) Taxes on EBITA
Marginal Tax Rate 36.70% 36.70% 36.70% 36.70% 36.70% 36.70% 36.70% 36.70% 36.70%
Income Tax Provision 369,400 515,200 539,300 621,302 664,653 713,260 754,196 796,196 839,376
(+) Tax Shield on Interest Expense 145,369 142,726 131,643 98,173 86,796 71,602 65,583 60,070 55,021
Taxes on EBITA 514,769 657,926 670,943 719,475 751,449 784,862 819,779 856,267 894,396
(+) Change in Deferred Taxes -105,700 137,300 -5,100 57,839 13,835 14,457 15,108 15,788 16,498
NOPLAT 1,015,631 1,271,874 1,187,257 1,298,786 1,309,931 1,368,184 1,429,059 1,492,673 1,559,149
INVESTED CAPITAL
Operating Working Capital:
(+) Normal Cash 216,600 277,800 382,800 328,158 342,925 358,356 374,482 391,334 408,944
(+) Receivables 461,200 577,900 515,100 508,439 531,319 555,229 580,214 606,324 633,608
(+) Inventory (net of LIFO reserve) 2,642,500 2,797,800 2,591,400 2,708,013 2,861,997 2,990,787 3,125,373 3,266,014 3,412,985
(+) Prepaid Expenses and other current assets 245,400 354,000 486,900 358,809 374,955 391,828 409,460 427,886 447,141
(-) Accounts Payable 2,464,400 2,825,400 2,448,500 2,514,012 2,627,142 2,745,364 2,868,905 2,998,006 3,132,916
(-) Accrued Salaries and wages 485,800 506,700 450,300 462,834 475,717 488,959 502,569 516,558 530,937
(-) Income Taxes Payable 100,600 88,000 107,200 161,709 172,993 185,644 196,298 207,230 218,468
(-) other accrued liabilities 719,100 718,900 694,200 722,667 722,667 722,667 722,667 722,667 722,667
Net Operating Working Capital -204,200  -131,500 276,000 42,197 112,678 153,567 199,090 247,097 297,690
Net Property, Plant and Equipment 9,773,300 10,622,000 10,643,100 10,918,401 11,195,388 11,473,318 11,751,357 12,028,568 12,303,903
Other Operating Assets 184,400 326,000 268,100 215,867 215,867 215,867 215,867 215,867 215,867
Operating leases 0 0 0 469,300 438,400 397,000 365,600 327,800 2,383,400
NET INVESTED CAPITAL 9,753,500 10,816,500 11,187,200 11,645,764 11,962,332 12,239,752 12,531,914 12,819,332 15,200,860
ROIC (NOPLAT/Invested Capital)
NOPLAT 1,015,631 1,271,874 1,187,257 1,298,786 1,309,931 1,368,184 1,429,059 1,492,673 1,559,149
Invested Capital (Beginning) 9,462,700 9,753,500 10,816,500 11,187,200 11,645,764 11,962,332 12,239,752 12,531,914 12,819,332
ROIC (NOPLAT/Invested Capital) 10.73% 13.04% 10.98% 10.03% 10.19% 10.99% 11.05% 10.65% 10.58%
FREE CASH FLOW
NOPLAT 1,015,631 1,271,874 1,187,257 1,298,786 1,309,931 1,368,184 1,429,059 1,492,673 1,559,149
Net Investment (change in invested capital) 290,800 1,063,000 370,700 458,564 316,567 277,420 292,162 287,418 2,381,528
Free Cash Flow (NOPLAT - Net Investment) 724,831 208,874 816,557 840,222 993,363 1,090,764 1,136,896 1,205,254 -822,378
ECONOMIC PROFIT
Invested Capital (Beginning) 9,462,700 9,753,500 10,816,500 11,187,200 11,645,764 11,962,332 12,239,752 12,531,914 12,819,332
ROIC 10.73% 13.04% 10.98% 10.03% 10.19% 10.99% 11.05% 10.65% 10.58%
WACC 6.57% 6.57% 6.57% 6.57% 6.57% 6.57% 6.57% 6.57% 6.57%
Economic Profit (=Invested Capital*(ROIC-WACC)) 393,466 630,589 476,081 386,194 421,181 528,579 547,217 510,291 513,547




Safeway Inc - WACC calculation

Common Shares Outstanding 433,800
Current Price 18
Market Value of Equity 7,738,992 | 60.3%
Market Value of Debt (estimated by company in notes to financial
Market Value of Debt 5,100,000 | 39.7%| statements)
Value of Capital (D + E + PFD) 12,838,992 | 100.0%
Risk Free Rate 3.83%
Market Premium 5.00%
Beta 0.93| Beta as of 03/05/09
Cost of Equity 8.48%
Current yield to maturity on a 5-year bond by Safeway, maturing on
Cost of Debt 5.82%| 03/15/2009
WACC 6.57%




Safeway Inc - DCF/EP model

Discounted Cash Flow Model

WACC 6.57%
Growth Rate 4.50%
Terminal growth rate 2.50%
CV ROIC 10.58%
Cost of Equity 8.48%
DCF Model 2009E 2010E 2011E 2012E 2013E cv
No of periods ahead 1 2 3 4 5 5
FCF 840,222 993,363 1,090,764 1,136,896 1,205,254 29,221,754
PV(FCF) 788,386 874,577 901,085 881,253 876,604 21,253,535
PV(FCF) $ 25,575,441
+ PV(Non-Oper) S 207,100
- PV(Debt) $ 5,100,000
- PV(Operating leases)) S 3,409,585
PV(Equity) S 17,272,955
Shares Outst. 433,800
Target Price $ 39.82
Economic Profit Model
ROIC 10.03% 10.19% 10.99% 11.05% 10.65% 10.58%
EP 386,194 421,181 528,579 547,217 510,291 18,628,145
PV(EP) 362,369 370,817 436,661 424,170 371,144 13,548,603
PV(EP) 14,471,623
Invested Capital 11,187,200
PV(Operations) 25,658,823
+ PV(Non-Oper) S 207,100
- PV(Debt) $ 5,100,000
- PV(Operating leases) S 3,409,585
PV(Equity) $ 17,356,338
Shares Outst. 433,800
Target Price $ 39.82




Fundamental P/E Valuation

2009E 2010E 2011E 2012E 2013E (9

EPS $ 247 $ 264 $ 284 $ 300 $ 317 $ 3.34
Key Assumptions

WACC 6.57%

CV ROE 17.12%

CV Growth Rate 2.50%

Cost of Equity 8.48%
Future Cash Flows

P/E Multiple 14.28

EPS(next period) $ 334

Stock Price $ 47.66

Dividends Per Share $ 0223 $ 0265 S 0317 $ 0319 S 0.341

Future Cash Flows $ 0223 $ 0265 $ 0317 $ 0.319 $ 48.000

Discounted Cash Flows S 0206 $§ 0.225 S 0.248 S 0.230 $ 31.952
Fundamental P/E Target $ 32.86 As of End of Last FY (12/31/2008)




Safeway Inc- Relative Multiple Model

Company Name Current Price Price 2009E EPS 2009E P/E 2009E EPS Growth5 Yr PEGO9E
Wal-Mart Stores Inc S 50.20 S 59.94 S 3,55 S 16.88 10.80% 1.56
Kroger Co S 2071 S 26.74 S 2.04 § 13.11 9.00% 1.46
SUPERVALU INC S 1476 S 17.70 S 278 S 6.37 6.30% 1.01
Whole Foods Market Inc S 18.48 S 1454 S 070 $ 20.77 16.20% 1.28
Costco Wholesale Corp S 4577 S 4693 S 251 S 1870 12.10% 1.55
Average 15.17 10.88% 1.37
Safeway Inc 20.6 21.77 2.27 12

PE S 34.43

PEG share price S 33.87




