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Twenty Years of Structure, Cost and Performance
Changes in U.S. Food Chains

From modest beginnings a century ago, today's food distribution
industry, and particularly food wholesaling and retailing, makes the largest
relative contribution to Gross National Product and total employment among
the major sectors comprising today's food system (Manchester 1984). This
paper reports on the changes in three critical components of food chain
retailing over the past two decades: structure, costs and financial
performance.

Although numercus sources were used in developing this analysis, the
principal point of reference for the main body of cost and performance
changes is Cornell University's Operating Results of Food Chains. This
annual report, initiated by the food industry itself over 20 years ado,
documents virtually all major cost and financial performance indicators
for a large national sample of food chains. The report has only been
possible through the full support and generosity of the food retailing
industry. To assure its uninterrupted success, as well as to allow for
further improvements in the report, the contimued cooperation of food
industry members is vital.

CHANGES IN THE STRUCIURE OF RETATLING

Since the emergence of the first real food chains in the early 1930s
the structure of the food retailing industry has undergone dramatic change.
During the 1940s and early 1950s, for example, many of the small, relatively
dispersed Mom and Pop stores converted to supermarkets or were absorbed by
chain stores. By the 1960s, growth in food retailing had slowed markedly,
since the most wvilnerable independent stores had already exited the industry
and the need for new supermarkets had largely besn met. By 1963, although
independent supermarkets still accounted for over 90 percent of all grocery
stores, they only represented 59 percent of total industry sales (Table 1}).
Perhaps more significant, however, is that independents' share of total
sales had been eroded to 44.2 percent by 1982 as a result of aggressive
chain store procurement and merchandising strategies coupled with the advent
of convenience stores. By 1982 food chain sales accounted for approximately
50 percent of all grocery store sales.

Table 1
Relative Importance of Chains Versus Independent
Grocery and Convenience Stores, 1963-1382

% Total Grocery Stores % Total Grocery Store Sales
Year Chain Ind. Corw. Chain Ind. Conv.
1963 g.1 20.9 o 41.1 58.9 —
1267 12.2 87.8 e 41.7 58.3 e
1972 19.3 80.7 - 48.9 hl.1 —
1977 11.9 71.0 17.1 46.8 48.6 4.5
1982 11,3 64.8 23.9 49.8 44.2 6.0

Source: Progressive Grocer (various years)




Table 2 reveals several key dimensions in the structural evolution of
the U.S. food retailing industry. In the two decades between 1963 and 1982
the rumber of U.S. grocery stores with payroll has remained nearly stable,
declining only approximately 2.6 percent over the entire period. Sales
growth, however, has been far more dynamic. Real U.S. grocery store sales
(in 1967 dollars) grew by approximately 52 percent between 1963 ard 1982,
from $53.3 billion to $81.1 billien. Thus, real sales per store during this
pericd increased by approximately the same percentage as overall sales
growth, 56 percent; and the gradually expanding population base of the
1960s and 1970s resulted in an increase in nurber of consumers per store by
slightly more than 26 percent.,

: Table 2
Number of U.S. Grocery Store Estabishments! Real Sales,
and Real Sales Per Establishment 1963~1982,

1963 1957 15872 1977 1982
Establishmernts 132,129 128,675 128,115 126,635 128,494
Total Real Sales 53,290 61,771 74,667 75,637 81,154 |
{$000,000)
Population Per
Establishment 1,426.6 1,534.2 1,633.7 1,735.7 1,80l.6
Sales Per Estabe 403 480 583 597 632

lishment ($000)

Source: U.S. Dept. of Comerce, various years

1 Establishments with payroll

One significant "structural® change over the last two decades has been
in physical structure -- average store size has dramatically increased since
1962 and, of course, it is no longer urusual for some new formats to fall in
the 60,000, sg. £t. to 100,000 sg. ft. range. Regional differences are note-
worthy, however. By 1983, for example, Northeastern food chains and
supermarkets were, on average, smaller than their counterparts in other
regions of the U.S. {Table 3). This trend has persisted over time and
continues to hold for new stores constructed in 1985. Higher relative real
estate, equipment and construction costs provide the major part of the
rationale for smaller chains and supermarkets in the Northeast (Table 4).
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Table 3
Average Size of Food Stores, 1983
_ Supermarkets
Region Chainstores! All Stores2 New Stores

- Sguare Feet Per Store =

Northeast 18,079 17,889 34,127
Midwest 22,850 - 27,690 37,722
South 20,724 32,851 41,206
West 22,244 21,491 42,471
Sources:
lcornell University (1984)
2tncludes both chains and independents; FML (1984a)
3ncludes both chains and independents; FMT (1984b)
Table 4
Selected New Store Expenses by Region, 1983
Store Equipment

' Fixtures & Total Total
Region Building Decorations Construction Rent

- Average Costs Per Square Foot -
Northeast £37.61 $33.83 $70.88 $5.19
Midwest 28.11 24.78 . 54.48 3.45
South 31.94 30.17 62.38 5.01
West 28.22 23.12 57.26 4,66
U.S. averagel 31.47 27.98 61.25 4,58

Source: FMI, 1983 Facts about New Store Development.

lyrweighted average.




Grocery retailing has been and continues to be labor intensive. on
average, in 1984 payroll constituted over half of total U.S. food chain
operating expenses (Table 5). For remaining =Xpense categories, payroll is
followed in importance by property rentals (real estate and physical
property only), services purchased (eg, hired hauling, laundry service, and

Table 5
Major Food Chain Operating Expenses as g Percent of Sales
and as a Percent of Total Operating Expenses, 1983-84.

Ttem % of Sales % of Fxpenges
Pavroll 13.11 56.3
Property Rentals 1.43 6.1
Services Purchased 1.34 . 5.8
Utilities 1.33 5.7
Unclassified 1.28 5.5
Insurance L.08 4.6
Taxes & Licenses 1.06 4.6
All Cthert 2.67 12.4

Total Expenses 23.28 100.0

Source: Cornell University, Operating Results of Food Chaing,
1983-84,

Lrncludes: supplies, coamunications, travel, promoticnal activi- .
ties, professional services, denations, equipment rentals,
depreciation and amcrtization, repairs, net interest ang credits
and allowances,

pest control), utilities, and unclassified (items not Specifically assigned
to other natural divisions of ©pense). The contribution for each of these
latter items ranges from approximately 5.5 percent to 6.1 percent of total
Operating expenses (Table 5). '

Total operating expenses for all food chains have risen 10 percent
since their 1965-66 two-year average of 20.865 percent of sales to 22.79
percent of sales in the 1983-84 two~year average (Table 6). By far, the
expense category most responsible for this increase is Payroll; it has
steadily increased from 10.41 percent of sales in 1%64~65 to 13.12 percent
in 1983~84, a 2,71 percentage point rise.



Tahle &
Operatirg Expanses of Food Chains as a Percent of Sales, U.S. Average, 1965-1984.

Charge ‘65 to 184
1965-66 ’ 1983~64 Percentage Percvent

Iten _ Averagqa 1970 1975 1980 Average Point _ Change
Payroil 10.41 10.54 11.71 12.39 13.12 2.71 26%
Supplies .98 W91 1.12 1.06 .98 .02 2
Urilities .80 .70 94 1.04 1.28 .48 &0
communications .07 07 .09 .07 .08 .01 14
Travel .10 .10 .09 .09 .08 - .02 ~20
Services Purchased 1.27 1.35 1.21 1.20 1.34 .97 [
Pramotional activities 1.54 1.42 .51 .35 .39 =-1.15 -5
Professional Services .05 .05 .08 .07 09 04 80
Donations .03 02 .01 .01 W0l - .02 =67
Tnsurarce A4 54 .70 .BS 1.00 .56 127
Taxes & Licenses . .86 .92 292 .93 1.04 .18 21
Property Remtals 1.83 1.50 1.37 1.18 1.43 ~ .40 -22
Equipment Rentals .09 .10 17 14 .19 .10 111
Depr. & Amort. .97 .81 .75 .79 .92 - .05 -5
Repajra .53 .51 .64 59 .66 .13 25
tnclassified 66 .63 .92 1.02 1.16 A0 [:38
Credits & Allow. _— _ ~-.70 =1,00 =1.15 — _
Net Interest .08 .10 .22 .15 .21 13 163
Total Expenses 20.65 20.28 20.75 20.99 22.79 2.14 10

Source; Cornell University, Operabing

d_Chains, 1965-1884.

Between the periods 1964-65 and 1983-84, payroll increased 26 percent
in the U.S. Substantial though this payroll increase may be, however, it
underestimates the actual magnitude of total retail labor costs since the

+

major portion of “employee benefits," an important sub-component of total
1abor costs, is included not in "payroll® but in other expense categories.
When payroll and employee benefit costs are considered in concert, however,
several additional facts are revealed. First, employee benefits expenses
have risen many times the rate of payroll alone. Between the 1964-65 and
the 1983-84 two-year averages employee benefits expenses rose 113 percent in
the U.S. (versus 26 percent for the payroll category) (Table 7). Second,
when payroll ard employee benefits are taken together as a reflection of
real total labor costs the U.S. average has risen 34 percent since 1965.
Therefore an accurate representation of retailers' total labor bill is 15.25
percent of sales, for the most recent 1983-84 two year average, Or 67
percent of total operating expenses. ‘
Table 7
Food Chain Total Iakor Costs, 1965~1984

Total _
Payroll Enplovee Benefits Iaboyr Cost

1964-65 (ave.) 10.4%1 1.00 11.41
1970 _ 10.54 1.13 11.67
1975 11.71 1.66 13.37
1980 12.39 ' 1.86 ' _ 14.25
1983-84 (ave.} 13.12 2.13 15.25
Percentage
Point Change 2.71 1.13 3.84
Percent change 26.0 113.0 34.0

Source: Cornmell University, Operating Results of Food Chains, 19656-1984.




127 percent from .44 to 1.00 percent of sales in 1983-84 (Table 6). Given
the above discussion of indirect labor costs, it is interesting to note here
that approximately 80 percent of all food chain insurance costs are some
form of employee benefit insurance. Similarly, the large ang relatively
steady rise in "unclassifieg® expenses (from .66 percent in 1964-65 to 1.16

In the 1983-84 two year average, taxes and licenses eéxpense amounted to
1.04 percent of sales in U.S. focd chains, a 21 percent rise from the .g¢
percent level two decades earlier, The majority of this natural expense
item covers state mandated and controlled property taxes and license fees.

Although gradually falling over the past 20 years, "property rentalsh
expense has rebounded since 1980 + reflecting the recent intensification in
new store development activity typical of many food companies. For exanple,
from 1965 to 1980 the "depreciation and amortization® category was declining
to relatively stable. Beginning in 1ego, however, depreciation ang amorti-
zation expense has risen over 16 percent for the adverage U.S. food chain due
to new capitalization of leases and an upsurge in food store capital
construction. This increase is impressive when considered in light of the
record inflation during the early 1980s, that artificially boosted the sales
portion of this ratio. In order therefore for the overall ratio to
increase, the depreciation and amortization portion, - determined by prior
levels of investment -- mst have had substantial new infusions of capital,

When weighted by the real sales per store in each region, regional
variations in depreciation, reflecting differential levels of fixed invest-
ment, become more dramatic (Table 8). First, all regions show a marked

times that of any other region. Thig provides strong support for the
suggestion that Northeastern retailers, perhaps starting with a relatively
older physical inventory and capital stock, have recently begun to make
substantial investments in upgrading their physical plants and equipment as
well as the book value of leasehold improvements,

Table 8
Real Amortization and bepreciation Per Store (1967 = 100} by Reglon, 1965-84 Averages

Charge Between Change Between
196%=56 1983~84 1964/65~-1983/84 1980-1983/84
M-—.m&_ 1970 1980 - Average  Dollar Percentage Dollar Percentage
Northeast 12.8 15.8 14.7 27.86 14.8 116 12,9 88
Bauth 14,3 15,2 30.1 35.9 22.8 158 6.8 23
Midwest 14.9 12.8 19.8 25.3 10.4 70 5.5 28

West 17.5 22.2 25.8 32.9 15.4 8g 7.1 28

Saurce: Calculated from Cornel] Undversity, t. te of Chains.




Another considerable change (116 percent increase in 20 years) in
operating costs is "net interest" expense (Table 6). The gradual rise in
this category is simply explained by two factors: the recent record high
costs of capital confronting all agricultural and food industries coupled
with the greater capital resources required to support accelerated building

and to keep abreast of ever more costly technological advances.
Finally, "promotional activities¥ expense merits attention if only because
it was formerly one of the largest single expense categories for all food
chains. This was due, of course, primarily to the high costs assoclated
with once popular trading stamps and contimiity promotions. Wnen changing
consumer attitudes and mounting inflationary pressures caused most retailers
to discontinue such programs in favor of lower prices this expense category
fell, by 1983-84, to less than 20 percent of its 196465 average (.39
percent of sales in 1983-84 versus 1.54 percent in 1964~65) .

Firm Size and Ccst Chandge

The proposition that large firms exercise "market power" and thus are
more likely to charge higher prices and cbtain higher earnings than their
smaller counterparts has generated an enormous amount of acadewic and
policy-oriented research (see Benston for a vecent theoretical review of the
validity of these profits-structure studies). Several analysts have
attempted to examine the relationship between firm size and profitability in
the food retailing industry, althouch with mixed results. Duft and Deloach,
for example, found that between 1953-63 the ten largest food chains as a
group had wmore favorable earnings than groups containing firms mmbered
11-20 and 21-30. O'Rourke, however, demonstrated that for a latter period,
between 1963-1977 the situation had rew . Specifically, he found that
the firms cortained in the group from the 21-30 largest consistently outper-
formed firms in the larger two groups in terms of overall profit/sales ratio
and in profit per store.

The Cornell data summarize operating results for all U.S. food chains
disaggregated into three broad sales classifications, small, medium and
large. Definitions of these cales classifications have changed since 1965
(see footnotes for Table 9) ; nevertheless these data provide useful insights
into several of the key so-called structure-performance issues for the food
retailing industry. :

With respect to total expenses, Table O makes two points inescapably
clear: first, a tendency exists for increases in total expenses to accom-
pany increases in company-wide sales volume and; secord, over the past two
decades each of the three sales volume categories demcnstrated an increase
in total expenses as a percent of sales relative to each preceding time
period. The increases in both of these expense trends are largely explained
by observing the wstore operations® (largely payroll)} and "employee
benefits® cost centers. In general costs increase in each of these two
categories both over time and as sales volume increase. For exanple, among
the three sales volume designations, large chains exhibited the highest
percentage of sales devoted to covering store operation expenses in each of
the time periods examined. The same reiationship holds for large chains and
the employee benefits category. In fact, the combined difference for
1983-84 between small and large companies for these two responsibility
centers, store operations and employee benefits, explains over 80 percent of
the difference in total expenses reported for these two sales velume




Table 9
U.8. Food Chain Cperating Results for Selected Responsibility centers
by Sales Volume?, Selected Yearly Averages, 1965-1984

965~ Ve 1975 1984-84 Two-Yesr Average

Y —1984-84 Two—Vear Average

Category 1 e Smajl Ium e
Gross Margin 19.24 19.60 22.67 15.71

20.68 21.42 21,89 22.63 23.57

Operations:

Store 8.52 B.36 2.90 .13 9.43 9.83 10.45 10.34 11.25 °

Warehouse & trans-

partation 44 L0l 1.74 1.01 1.66 .82 .12 1.51 1.55
Misce] lapsousl 4,25 3.85 4.06 2.90 2.73 2.53 3,85 3.11 2.18
Employea benefits .99 L.26 1.58 1.82 2.19 2.68 2.37 2.79 3.40
Qocupancy 3.85 J.83 4.54 3.62 4.06 3.86 4.53 4.40 4.59
Total

before interest 1B.04 18.28 20,79 18,02 20,04 20.88 20,72 21.46 22.80
Interest .18 .16 .07 .16 .20 .23 .06 .32 .20
Total Expenses i8.20 18.44 20,86 18.18 20.24 21.11 207.78 21.78 23.00
Net cparating profit 1,04 1.16 1.81 1.51 .42 .31 11z .84 .56
Other income .82 .32 ST +51 .78 C .91 .50 67 .89
Net earnings

batore .taxes l.8¢ 1,98 2.58 2.03 1.19 l.22 1.72 1.51 1.45

Source: Cornell University, Pperating Results of Food Chaing, 1965-1984,

LIncludes: Merchandising amd buying, advertisirg and sales promotion, accounting and office services, general
i tion, and field supervisien.
2Company anmual sales volumes are defined as followa:

. 1965-71 1972-81 1982-84
small: below $20 million below $100 millien below $150 million
mediim: between $20-$100 million between $100-$500 million between $150-$500 million
large: over $100 million over $500 million over $500 million

categories.. Since, increasingly, large retailers are seeking to differenti-
ate themselves from their competitors through the addition of distinctive,
albeit often labor-intensive, perishables merchandising programs, it is
not surprising that these additional services are increasing labor costs
relatively faster for larger firms. 1In fact, however, it should be recog-
nized that the addition of Such programs and departments is one of the key
driving forces responsible for increasingly larger stores and firms,

Expenses for warehouse and transportation operations, although rela-
tively stable within volume categories over time, demonstrate a distinct
pattern of increasing with firm size., In most cases, this is to be
expected. The explanation for this phenomenon is likely to lie in the
additional warehouse functions and transportation fleets undertaken

In general, gross margins follow the pattern observed for total
expenses: that is, they have generally risen both with sales volume and,
over' time, within a given sales category (eg, "large'). Gross margin
comparisons between small ang large firms must proceed with several words of
caution, however. Filrst, a basic economic postulate is that gross margin



reminding that a food chain in 1984 is not performing the same functions in
the same way it may have in 1964. Thus gross Wargin variations must be
interpreted with this qualification in mind., Second, since scme of the
firms in the Y=mall" category are likely not to include integrated ware-
houses, the gross margin reported nay effectively be considered strictly
a retail margin.

Table 9 shows that gross wargin for large food chains has generally
rigen over time and has uniformly been the largest of any of the three
volume croups. However, in recent years it has not increased at a suffi-
cient pace to stay as far ahead of exwpenses as it had in earlier periods.
This is especially true when compared to the growth in the same indicators
for smaller companies. Although large food chaing enjoyved the largest net
operating profit of any sales group in the early and mid-1960s (consistent
with Duff and Deloachis yesults mentioned earlier), they have in fact had
the lowest net operating profit as a percent of sales of any of the three
sales groups 12 of the last 13 years. T addition to intensified price
competition, this evidence also suggests that lavge retailers may have S0
aggressively added labor and spscialty service departments (dells, fish
chops, salad bars, etc.) o thwart competitive countermoves that additional
revenues generated were inadeguate to sustain historical levels of profit-
ability.

once “other income® is included with net operating profit, however, a
modified profit picture emerges fov lavger firms, In 11 of the last 14
yeare large firms have reported greater “other income than small and medium
sized companies. This generally is a result of greater coupon income and
larger cash discounts for larger rvetailers From food manufacturers. Thus,
examination of "net earnings before paxes" (net operating profits plus other
income) for the same wost vecent 13 years as above veveals that large firms
moved up from the lowest position (where they ranked when net operating
profit was considered alone) in 6 out of the 13 instances as a result of
larger relative contributions of other income.

PERFORMBNCE TRENDS

Both eccnomists and financial analysts alike argue over what
constitutes "good" performance in particular industries. Precise economic
criteria are generally relied upon. When analysts restrict themselves to
rigid measurable etandards, however, they often miss much of the drama and
dynamics of a given industry. To thus allow no room for incorporation
of cualitative {nformation and esperienced management opinion, =0 eritical
to the success of an industry 1ike food retailing, is to provide an inade-
quate assessment of imdustry performance. In fact, overall performance is a
cet of often vague and sometimes conflicting goals where results carnot
always be summarized by a corvenient ratio but instead must be examined
along a continucus spectrum, and generally with considerable infusions of
gubjective judgement. However, that qualification in mind, industry
performance can and must be measured. Several key financial dimensions,
useful in shedding light on the recent. performence of the food retailing
industry, are discussed below.

Generally speaking, because mich more is enconpassed conceptually,
profitability is preferred to simple price levels as an indicator of overall
industry performance. However, recause the latter is highly visible and
pecause food prices have been controversial in recent years it is useful to
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examine the pricing performance of food retailers. Food prices, at least
ds measured by the market basket of representative food items contained in
the Consumer Price Index (CPI), have on average lagged behind increases in
the All Items CPT since 1974; and have had a smaller anmial increase than

supermarket industry is concerned, since 1972 price increases have been more
mederate than in the general econcmy,

Table 10
Consumer Price Index (CPI) and Food Prices, 1974-1984

All Ttewms - CPT ‘ Food~at-Home - CPI
Level Anmual Chande Igvel Anmual Change
% %

1974 147.7 ii.l 162.4 14.9
1976 170.5 5.8 179.5 2.1
1978 195,4 7.7 210,2 10.5
12380 246.8 13.5 251.58 8.0
1981 272, 4 10.4 269,9 7.3
1982 289.1 6.1 279.2 3.4
1983 298.4 3.2 282.2 1.1
1984 311.1 4,3 292.6 3.7
Percent Change
1974~-1984 110.6% 80.2%

Source: PBureau of Labor Statistics, 1974-1934.

pPrevented food retailers from attaining the levels of return on investment
and profitability commen +o wany higsher growth industries. These latter
industries typically are characterized by greater financial retirms to
accompary their greater levels of risk.

Return on investment (ROI), defined here a8 net income after taxes as a
percentage of net worth, measures the productivity with which funds invested
by share owners have been employed in the business. Over the past twenty
years, average ROI has plummeted 18 bercent for all firms sampled in
Cornell's anmual "Food Chains® study (Table 11). Although since 1975 ROT
has increased by 3 percent it has yet to return %o the levels attained
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in the wmid 1960s. In fact, further examination of Table 11 reveals that the
same general pattern is repeated for all of the financial indices reported.
That is, the ratios deteriorate until 1975, then gradually begin to rebound;
put in no cases do they attain the levels of profitability achieved in the
growth years of the 1960s.

Table 11
Selected Measures of Food Chain Fimancial Ferformance, 18651584

Average Averace Percentage Parcentage
1965~66 1970 1975 1980 1903-84 Point Chapge Change |

Grogs Margin
as & Fercent of Sales 22.4 21.3 21.2 21.7 23.4 1.0 5.0

Net Operating Profit
as a Percent of Sales 1.8 1.0 & W7 6 «l.k -65.0

Het Earnings After
Taxes as a Parcent
cof Sales 1.4 .9 T .8 .9 - .5 =34.0

Net Earnings After
Taxes as a Percent '
of Net Worth 12.0 9.4 9.6 11.6 3.9 —2.1 -18.0

Net Earnings After
Taxea as a Percent .
of Total Assets 6.9 5.3 4.2 §.8 4.4 -2.5 -36.0

Source: Comell University, Operating Results of Food Chaing, 1965-1984.

The relative irnvestment attractiveness of retail food chains seems to
have diminished since the 1960°s. The principal explanation is fundamental.
While economy-wide interest rates soared in the late 70's and early 80°'s,
ROI for retail food chains did not respond as vigorously. All firms average
ROI for food chains was 11.66 percent in 1981 when the prime rate was over
20 percent, and the rate on treasury-bills was over 14 percent. Even money
market accounts were earning over 16 percent for the entire year. Simply
put, investment opportunities in other sectors offered greater rewards than
in food retalling.

The relatively low industry-wide earnings power of food retailers has
serious long run jmplications. Basic to the much needed drive for continued
productivity increases in food retailing, for example, is adoption of new,
sophisticated technologies. Yes these technologles are expensive, in
material as well as in employee training costs. Not all operators will be
able to afford them. What will become of avaller, less well capitalized
firms?

Moreover, as retailers attempt to ease from the climate of excessive
labor costs toward greater capital intensiveness, ability to cbtain capital
will be even more critical than in the past. Yet the industry has earnings
ratios about one-third lower than the average of all industries combined,
making entry into most capital markets difficult. Individual companies
whose above-average returns on irvestment permit them to enter capital
markets or those which are able to turm toward internal capital generation
will have considerable market advantage in the future.
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limitations preclude a fair treatment of a host of other valid, albeit
perhaps  less corwventional, performance elements. Employment levels, nutri-
tional and labeling adequacy, food product safet ¢ Progressiveness and many
other dimensions critical to the total effective performance of the food
retailing industry are not addressed. Yet, indeed, they must be considered
carefully in order to arrive at a fair assessment of the overall performance
of food retailing -- the largest single component in the total food distri-
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