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	Date:
	February 8, 2001

	To:
	Bernard Marcus, Chairman and CEO
The Home Depot, Inc.

	From:
	Jeff Dasovich
Mark Guinney
Anil Sama
Carolyn Vavrek

	Subject:
	Challenges, Opportunities and Recommendations 


As you requested, the following memo summarizes our position on the challenges, opportunities and recommendations for action for the coming fiscal year.  Home Depot’s business strategy of low margin/  high volume sales combined with excellent customer service has made Home Depot a market leader in the $80 billion home improvement industry.  Home Depot’s financial ratios (Attachment 1) reflect this strategy through a general approach of high asset turnover and low profit margins, especially when compared to its closest competitor, Hechinger’s (e.g., profit margin and asset turnover for 1985 for Home Depot was 6.07% and 2.44, while Hechinger’s numbers were 9.04% and 1.72).  

There are three areas of concern highlighted in the financial ratios for 1984, 1985 and 1986:  

(1) profit margins and gross profit margins are falling steadily without a corollary increase in asset turnover, indicating that there is potential trouble with the cost of operating activities, 

(2) gross profit margins are higher than Hechinger’s, implying that Home Depot is not fully implementing its strategy of low margin/high volume and 

(3) SG&A as a percentage of sales has been steadily increasing indicating that the cost of ongoing operations may not be profitable in the long-term.  

These ratios raise the question: “Is the cost of providing a high level of customer service with a low margin/high volume business sustainable in the long-term?”  Because it does not seem that Home Depot has fully implemented its low margin strategy, nor worked out all the cost issues with delivering a high level of customer service, we believe it is too soon to answer this question.  We would not abandon this business strategy immediately, but would recommend scaling back expansion efforts until Home Depot has controlled the cost of operations.  Although continued growth at this point might seem reasonable given the number of new entrants in the home improvement market and Hechinger’s planned expansion of 10 – 14 stores a year, we recommend that Home Depot only open 2 –3 new stores in 1986 (either those that are furthest along in construction or most likely to have the highest ROI).  Home Depot should instead focus on improving operational efficiency through cutting gross margins, reducing SG&A expenses and increasing inventory, asset and receivables turnover.  Improved operational efficiency should enable Home Depot, a relatively mature firm, to generate more cash from operations to support aggressive expansion.  

Nonetheless, even with this shift in strategy, Home Depot will require some form of financing to continue operations in 1986.  By our calculations, Home Depot needs $25.8 million.  Our recommendation is that this funding be raised through issuing long-term debt until the stock price improves since Home Depot does have some room to increase long-term debt (e.g., current ratio for 1986 is 2.26).  Once the stock price lifts to reflect improved operational results, Home Depot can contemplate a new equity offering to raise capital for aggressive expansion efforts.  

Attachment 1:  Financial Ratios

	 
	Home Depot
	 

	
	w/adj
	 
	 
	 
	 

	 
	2-Feb-86
	2-Feb-86
	3-Feb-85
	29-Jan-84
	30-Jan-83

	PROFIT MARGIN:  Profit before Taxes/Sales
	1.47%
	1.66%
	6.07%
	7.41%
	8.39%

	ASSET TURNOVER:  x Sales/Avg. Assets
	2.35
	2.23
	2.44
	3.71
	0.68

	(ROA)
	3.45%
	3.69%
	14.81%
	27.47%
	5.69%

	x Avg. Assets/Avg Equity
	3.53
	3.72
	2.44
	1.65
	2.14

	x (1-Avg. Tax Rate)
	70.70%
	70.70%
	53.79%
	54.05%
	53.85%

	ROE
	8.60%
	9.70%
	19.41%
	24.54%
	6.54%

	x (1-Div. Payout Ratio)
	1
	1
	1
	1
	1

	= Sustainable Growth Rate
	8.60%
	9.70%
	19.41%
	24.54%
	6.54%

	 
	 
	 
	 
	 
	 

	Gross Profit/Sales
	 
	25.90%
	26.42%
	27.33%
	 

	SGA/Sales
	 
	19.17%
	17.20%
	16.99%
	 

	Interest Expenses/Sales
	 
	-1.46%
	-0.95%
	-0.04%
	 

	Interest Income/Sales
	 
	0.21%
	1.21%
	0.95%
	 

	Inventory Turnover
	 
	3.40
	3.79
	 
	 

	Average Collection Period (Days)
	 
	11.20 
	7.90 
	 
	 

	Average Accounts Payable Period (Days)
	 
	37.87 
	37.08 
	 
	 


	 
	Hechinger's

	
	 
	 
	 

	 
	1-Feb-86
	2-Feb-85
	29-Jan-84

	PROFIT MARGIN:  Profit before Taxes/Sales
	7.80%
	9.40%
	9.80%

	ASSET TURNOVER:  x Sales/Avg. Assets
	1.48
	1.72
	2.02

	(ROA)
	11.54%
	16.17%
	19.80%

	x Avg. Assets/Avg Equity
	2.21
	2.12
	1.79

	x (1-Avg. Tax Rate)
	0.62
	0.55
	0.54

	ROE
	15.80%
	18.90%
	19.10%

	x (1-Div. Payout Ratio)
	0.93
	0.95
	0.95

	= Sustainable Growth Rate
	14.69%
	17.96%
	18.15%

	 
	 
	 
	 

	Gross Profit/Sales
	29.30%
	30.10%
	32.10%

	SGA/Sales
	21.60%
	21.10%
	22.90%

	Interest Expenses/Sales
	2.10%
	1.30%
	0.70%

	Interest Income/Sales
	2.20%
	1.70%
	1.30%

	Inventory Turnover
	4.50
	4.50
	4.40

	Average Collection Period (Days)
	32.00 
	33.00 
	35.00

	Average Accounts Payable Period (Days)
	58.00 
	61.00 
	63.00


