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RESEARCH REPORTS

Food Processing Profits During Economic Stagnation

by

Anthony E. Gallo
USDA/ERS

Processed food sales are presumably less
affected by an economic slowdown than is the rest
of the economy because food is a noncyclical
commodity. But how well does the U.S. food
manufacturing sector do during economic stagna-
tion? How vulnerable are profits during a time of
economic slowdown? These questions are impor-
tant because the food manufacturing industries,
despite slow volume growth, were profitable
during the prosperous 1980s, both in terms of
profit levels and returns on stockholders’ equity,
assets, and sales. The year 1991 is an excellent
period to measure this profit performance in a
recession because the recession was in effect the
entire year. This research examines two basic
questions: (1) how did food processors’ profit-
ability compare to other industries in 1991, and
(2) how did food processing profitability compare
to the 1987-1990 period--a time of economic
growth?

Background

The economy in 1991 came to a grinding
halt. Real GDP declined. Total employment fell
by more than a million. The unemployment rate
rose to 6.6 percent. Personal consumption expen-
ditures adjusted for price increase, decreased for
most items, including food. Food manufacturing
product shipments, which rose 5'% percent in
1990, barely rose by 1 percent in 1991 so that
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volume growth in food was slowed by the reces-
sion.

From the supply side, however, the eco-
nomic slowdown was very beneficial to the food
manufacturing industries.  Profitability of food
manufacturing is affected by price and wages, for-
eign exchange rates, and interest rates because the
U.S. food manufacturing system is global, highly
leveraged, and labor intensive. Wage and price
stability held down costs. The PPI for intermedi-
ate food and feeds dropped 2.2 percent compared
to a 4.6 percent increase in 1990. Both interest
rates and the value of the U.S. dollar declined.
Wage rates rose 2.4 percent, and average weekly
hours dropped slightly from 1991.

Profitability Performance

Within this scenario, food manufacturing
was very profitable in 1991. By all profit mea-
sures, food' manufacturers did better than any
other industry in the American economy, except
drugs, in 1991. Food manufacturing’s profitabil-
ity was spectacular as measured by after-tax
returns on owners’ equity, assets, and sales.
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After tax profits as a percent of

stockholders equity, 1991
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Return on Stockholders’ Equity

This measure shows how well the industry
performed on its profit return to its owners.

Whereas all manufacturers averaged a 6.4
percent return on equity in 1991, food
manufacturers had a return of 17.6 cents on
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each dollar of owners capital. Nondurable
manufacturers return was nearly 11 percent,
while durable industries return was 2.3 per-
cent. A higher level of leverage, contrib-
uted to food’s return. Drug companies had
a 26 percent return on stockholders’ equity.
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Fig. 2

After tax profits as a percent of

of sales, 1991
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Return on Sales

Foods return on sales was above all man-
ufacturers, nondurables and durable (Figure
2). The food manufacturing industries
earned about 5 cents on each dollar of
sales. Durable manufacturers were hit
especially hard, earning less than 1 cent on
each dollar of sales. Only drugs outper-
formed food with more than 15 cents
earned on each sales dollar was bettered
solely by drugs.
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Fig. 3
Sales/Asset Ratio, 1991
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* Food manufacturing has traditionally had
the highest rate of sales revenue generated
by assets, and this relationship continued
through the recession.

¢ Every dollar in assets generated 1.28 in
sales for food processors, overwhelming the
highest in all manufacturing. Drug compa-
nies generated .80 in sales for each dollar
of assets. All manufacturers generated
$1.02, while durable goods manufacturers
generated $1.04.
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Fig. 4

After tax profits as a percent of

Assets, 1991
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®  As aresult, food processors had 6.1 percent
return on assets. All manufacturers had a
2.6 percent return on assets, while durable
manufacturers return was below 1 percent.
Drug companies averaged a 13 percent
return.

Income

Despite slow sales, income from domestic
operations, the core of food processors’ business,
remained unchanged at $34 billion between 1990
and 1991. This measure of profitability excludes
all nonoperating income such as rents, dividends,
interest, royalties, and foreign operations, and
nonoperating expense such as interest. All manu-
facturing experienced a drop of 24 percent, non-
durables a drop of 10 percent, and durables 50
percent (Table 1).
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Table 1

Income from operations, 1990-91

Percent
Industry 1991 1990 Change
Billion $
All Manufacturers 131 173 -24
Nondurable 99 110 -10
Durable 37 62 -40
Food 34 34 0
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For food firms with assets greater than $25
million, income from domestic operations was
$32.3 billion while nonoperating income, was
$4.2 billion. Income from foreign operations was
$8.7 billion. All were essentially unchanged from
1990.

Table 2

U.S. Food Processors Source and
Use of Earnings, 1991*

Source Amount Percent
Billion $

Income from domestic operations 32.3 71.5

Nonoperating domestic income® 8.7 19.2

Income from foreign operations 4.2 9.3
Total 45.2 100.0

Use

Interest 17.6 38.9

Dividends 7.6 6.8

Taxes 9.3 20.6

Retained 10.7 3.7
Total 45.2 100.0

! Excludes firms with assets less than $25 million.

2 Dividends, interest, rent, royalties.

Because of the heavy increase in debt dur-
ing the late 1980s to finance leveraged buyouts,
interest payments now constitute the major use of
earnings. In 1991, interest expense was down
from $20 billion to 17.6 billion, because of lower
interest rates but still constituted 39 percent of the
use of earnings. Taxes used up about a fifth
(Table 1) of operational earnings. About $7.6
billion was allocated to dividends and nearly $11
billion was re-invested in the industry.

Comparison to 1987-90 Period
Compared to other industries, food pro-

cessing profits were not as much affected by the
economic slowdown (Table 3). Compared to the
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1987-90 period, food processors’ return on stock-
holders equity and assets was only slightly lower
in 1991. After-tax profits as a percent of stock-
holders equity fell from 17.9 percent to 17.6
percent; all manufacturing fell from 13.4 percent
to 6.4 percent. The return on sales for all manu-
facturing fell from 5.0 to 2.5 percent; for food
manufacturing, the rate rose from 4.6 to 4.9
percent.

Conclusions

¢ In 1991, a recession year, food manufactu-
ring’s aggregate profitability when mea-
sured as a return on assets, stockholders
equity, and sales was among the highest in
all manufacturing, Only drug companies
did better than the food manufacturing.

¢ Compared to 1987-90, food manufac-
turing’s profitability dropped only slightly.
The return for nonfood manufacturing
dropped sharply.

¢ FEarnings from core operations remained
unchanged for food processors, but fell

sharply for nearly all the rest of the manu-
facturing sector.

Endnote
Uncludes tobacco.
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Table 3

After Tax Profit Measures: Selected Periods

Manufacturing Profits as a Profits as a Profits as a
Industry percent of stock- percent of percent of
holders’ equity assets sales
1987-90 1991 198790 1991 1987-90 1991
Food 17.9 17.6 6.3 6.1 4.6 4.9
All 13.4 6.4 5.6 2.6 5.0 2.5
Nondurable 15.4 10.9 6.4 43 5.7 42
Durable 11.3 23 4.9 0.9 4.2 1.0
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