Date:	February 8, 2001
To:	Bernard Marcus, Chairman and CEO, Home Depot, Inc.
From:	Jeff Dasovich, Mark Guinney, Anil Sama, Carolyn Vavrek
Re:	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 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 in 1985 for Home Depot was 6.07% and 2.44, while Hechinger’s numbers were 9.04% and 1.72).  Both Home Depot and Hechinger’s have planned significant new store growth in calendar year 1986.
Our major area of concern is that Home Depot will not be able to finance its immediate growth plans without running up against a major liquidity crunch.  Similar to other firms in a high growth phase, Home Depot is at risk of becoming a victim of its own success as plans for expansion exceed sources of cash.  We agree that in order to sustain the dominant market position, Home Depot will need to leverage up and borrow to fund new store openings.  We just want to make sure that Home Depot is operating efficiently enough to sustain growth while covering debt payments.
Our concerns are highlighted in the following financial results for 1984, 1985 and 1986:  
(1) The cash flow statement for 1986 and proforma cash flow statement for 1987 show major negative cash flows from both operations and investments.
(2) Asset turnover has been falling steadily from 1984 to 1986 (by 34% from 1984 to 1985 and 9% from 1985 to 1986). 
(3) ROE has also been falling steadily from 1984 to 1986 (by 21% from 1984 to 1985 and 50% from 1985 to 1986), leading to a declining sustainable growth rate.
These data points raise the question: “Is Home Depot’s business strategy sustainable in the long run?”  Because Home Depot has not been able to generate sufficient cash from operations, one might suspect they have a flawed business model.  However, we believe it is too soon in the lifecycle of this high growth business to reach that conclusion.  Our recommendation, albeit conservative, is for Home Depot to scale back expansion efforts until it has resolved its operational inefficiencies.  Specifically, (1) move forward only with those new stores that will not require considerable additional capital expenditure (2) consider close unprofitable stores and (3) improve profit margins and asset turnover until operations generates positive cash flow.  
Nonetheless, even with this revised strategy, Home Depot will require some form of financing to continue operations.  If Home Depot continues with its planned 9 new store openings, it will need $73.8 million in financing.  Even if Home Depot halts all further store growth, it will still need $25.8 million in financing.  Our recommendation is that any further financing needs be met through debt until the stock price improves.  Home Depot has some room in its current debt covenants to incur additional debt (current net worth of $189.342 million is greater than required $165 million; current ratio of 2.26 is greater than required 1.5; current interest coverage ratio of 2.14 to 1 is greater than required 2 to 1).    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.  
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Financial Ratios

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

Hechinger's
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CASH FLOW STATEMENT

Cash Provided from Operations

1-Feb-86

Net earnings

$8,219

Depreciation

$4,376

Deferred income taxes

$3,612

Amortization

$637

Other

($1,548)

Accounts Receivable

($15,799)

Inventories

($68,654)

Prepaid Expenses

($587)

Accounts Payable

$21,525

Accrued Salaries

$1,578

Other accrued expenses

$3,736

Income tax payable

($626)

($43,531)

Cash Provided from Investments

Proceeds from sale of PPE inc. Gain

$8,152

Additions to PPE

($99,767)

($91,615)

Cash Provided from Financing

Proceeds from LT Debt

$92,400

Proceeds from sale of stock

$659

Current Installment of LT Debt

($304)

$92,755

Change in Cash

($42,391)


image3.wmf
Growth Assumption:

30%

ProForma Cash Flow Statement

Feb-87

EBIT

$15,104.70

Depreciation & Amortization

$10,157

Deferred income taxes

$0

Other

$0

Accounts Receivable

($6,451.50)

Inventories

($45,810)

Prepaid Expenses

$758

Accounts Payable

$16,164

Accrued Salaries

$1,619

Other accrued expenses

$4,185

Income tax payable

$0

Interest Expense

($10,206)

Income Taxes Paid

($4,420)

Cash Flow from Operations

($18,900)

Upkeep on depreciated assets

($5,689)

New store acquisitions (9)

($31,706)

Leasehold improvements

($7,124)

Cash flow from Investments

($44,519)

Maturation of LT debt

($10,382)

Need for further financing

$73,801

Cash flow from Financing

$63,419

Cash as of Feb 1986

$9,671

Cash as of Feb 1987

$9,671
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Financial Ratios

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

Home Depot


