I.J T‘. '1 {}‘1_ [\ Il

6 May 2015

Sainsbury’s (SBRY): 267p
FY results: 52wks to 14 March 2015:
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*Normalised, Source:
** Not including one-off charge of £753m

FY Trading Update: 52w to 14 March 2015:

Sainsbury’s has this morning released its full year results for the 52 weeks to 14 March 2015.
Although underlying profits of £681m are slightly better than forecast, a £753m charge ensured a
statutory loss of £52m — Sainsbury’s worst result in a decade. Our comments are set out below:

Summary:
e LfL sales ex. fuel fell 1.9% for the year with total sales down 0.7% to £23,775m.

e Underlying profit before tax was down 14.7% to £681m and underlying earnings per share
declined by 19.5% to 26.4p.

e A One-off charge of £753m relating to pension payments, impairments and onerous contracts
makes for a statutory loss of £52m for the year and a basic loss per share of 8.7p.

e The value of its property has been reduced by some £0.9bn to £11.1bn, mainly due to a
reduction in market rental values.

e Full year dividend has been reduced by 23.7% to 13.2p, in keeping with its 2x interest cover
strategy.

e There are early indications of volume recovery in core price-invested products. Programmes
are in place to reduce ranges and invest in the quality of its own brand offering, which
currently accounts for 49% of sales.

e Sales in its general merchandise (+7%) and clothing (+12%) divisions have grown, while
Sainsbury’s Bank operating profit has risen 17% to £62m.

Trading:
e SBRY continues to invest in lowering prices on products that generate customer baskets. This
investment was ramped up in H2 with competition here set to get more intense. It will
continue to invest in the quality of its own brand offering.



e Sainsbury's Bank operating profit has risen 17% to £62m, although total capital costs
associated with its transition plan ‘are expected to increase by between £80m and £120m.

e SBRY continues to open one to two convenience stores per week and opened 98 over the
past year. The group continues to lead the pack here with a 16% growth in sales for the
division.

e The group has restructured its store support centres to ‘improve efficiencies’, meaning job
cuts to the tune of 500, with another 800 job losses anticipated as part of its store
restructuring.

¢ Netto continues to provide optionality, a low cost hedge against discount market share
growing to more than forecast.

Balance Sheet & Other:

¢ SBRY has taken steps to strengthen its balance sheet and cash position to deal with future
market developments, making a cash saving for the year of £140m. The group has targeted
some £500m of cost savings over the next three years.

e Core retail capex stood at £947m for 2014/2015. This is set to be reduced to between £500m
and £550m pa for each of the next three years. Management believes this level of capex
should be enough to deal with rivals and protect market share going forward.

e The value of its property has been reduced by some £0.9bn to £11.1bn, mainly due to a
reduction in market rental values.

e Working capital has been improved by more than £300m thanks to ‘operational efficiencies’.
Management expects a further, smaller reduction next year.

Company Comment & Outlook:

¢ Re the trading outlook, SBRY says the deflationary food price environment is set to continue
for “at least nine months’ and could continue into next year.

e Competition will remain strong as well, making for a hostile operating environment. However
SBRY says there has been a slight slowdown in discounter expansion and expects its share
of the market to plateau at about 15%. They stress that they cannot be certain about this
however.

e Chairman David Tyler said the group will grow shareholder value through its multichannel
offering, ‘and by growing businesses across financial services, convenience, online, clothing
and general merchandise.’

e The group will also continue to cut costs, improve working capital and reduce capex in order
to protect its balance sheet and allow SBRY to react to changing market conditions.

Langton View: What a difference a year makes — it is worth noting that Sainsbury’s initially positioned
itself as being above the price-cutting tactics of its rivals. The idea of Sainsbury’s as a quality brand
has not been enough to retain savvy customers, who are either trading up to Waitrose and M&S or
being lured away by cheaper prices of discounters.

The grocer has belatedly joined in with the price cuts but has only set aside £200m to invest across
1,100 products over the next year. By comparison, ASDA and Morrisons are committing roughly



double that amount each. In fact SBRY has committed to some £500m of cost savings over the next
three years. This may boost short-term figures but may prove restrictive in the long run.

Although its performance in online and convenience continue to impress, and its store portfolio
consists of smaller average stores less prone to large writedowns, Sainsbury’s has only recently
begun to act like its business model is in danger. New CEO Mike Coupe has to make some drastic
calls if the grocer is to remain relevant in a rapidly changing industry.

We noted last year when Morrisons announced its first round of price cuts that its big four peers would
have to follow suit in order to protect market share. It is hard to see how Sainsbury’s can grow its
market share while being undercut by the discounters, outgunned by its peers and arguably
outclassed by Waitrose and M&S Food.

The gap between Sainsbury’s perception of itself as a strong brand and the reality of changing
consumer trends and competition is narrowing. For supermarket exposure, Morrisons is substantially
further ahead in terms of implementing the painful but necessary measures required to remain
competitive. It also boasts a stronger balance sheet and a more substantial core business.



