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Company Review

Fred’s Inc. is headquartered in Memphis, TN.  They have 410 stores and 209 pharmacies in 13 states throughout the Southeast.  During Fiscal year 2001 (ended January 31, 2002) net sales were $911 million.  

Fred’s caters more towards customers with modest incomes in southeastern states, primarily in small towns.  They carry brand name, off-brand, and private-label products.

They are building a new distribution center in Dublin, GA, which will give them the capacity to expand to 750 stores in the next few years.  They are still focusing primarily in the southeastern states.  

Current Developments:

Fred’s net sales for Q2 2002 increased 22% from last years Q2 2001 numbers.  Part of the increase is attributable to a 12.2% increase in Comps.  Expenses decreased .1% primarily by leveraging the higher sales to improved productivity and the control of labor cost.   

Proxy Information:

Fred’s directors serve one-year terms or until someone else is elected.  They have 5 directors.  

Business Outlook

Negative Influences on the Company:

The Company is exposed to financial market risks, including changes in interest rates.  

The Business is subject to seasonal influences.  

The impact of inflation on labor and occupancy costs can significantly affect Fred’s.  

Positive Influences on the Company

Fred's stores generally serve low, middle and fixed income families located in small to medium sized towns  (approximately 65% of Fred's stores are in markets with populations of 15,000 or fewer people).
Fred’s offers a wider variety of quality merchandise and a more attractive price-to-value relationship than either drug stores or smaller variety/dollar stores and a shopper-friendly format which is more convenient than larger sized discount merchandise stores.

Future Drivers of Growth

Fred’s plans to open 55 to 60 new stores in 2002.  Their expansion will occur mainly within its present geographic area and will be focused in small to medium sized towns. 

Fred’s also has 13 Xpress stores, which sell pharmaceuticals and other health and beauty products.  Half of these stores were/will be converted into full size stores.  Fred’s plans on opening another 3-5 Xpress stores in 2002. It is the Company’s intent to expand these locations into a full size Fred's location as market conditions dictate. 

Fred’s also plans on adding at least 30 more pharmacies during 2002.  Pharmaceuticals accounted for 34.4% of sales for 2001.  This is a huge potential growth area.

SSG Judgements for Fred’s

For years 6-10, Fred’s had some problems.  That is the reason why I took those out of the SSG.  I think they were skewing the results negatively.  It made their averages look mediocre, when they have been good the past 5 years.  Value Line, Zacks, and Quicken all said Fred’s earnings estimates were between 18-23%.  I chose 15%, which is a little conservative.  

I used the 10 year average for the High and Low P/E.  I used the projected P/E of $1.05 instead of the 2002 EPS of $.91.    This gave me a low price of  $11.20 and a high price of $41.50.  

Results and Recommendation

On October 4, 2002, Fred’s stock price was $26.00.  The stock had a relative value of 141%, with an upside ratio of 1:1, with a buy below price of $21.30.  At this price, the return would be between 5.4% and 12.4%, on P.A.R. and Total Return.  

In order to get a 3:1 ratio and a 155 return, we would have to buy the stock at or below $18.78.  I think this stock is worthy of a closer look.  

