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12. Strategic Factors Analysis Summary (SFAS)

The SFAS Matrix, including Home Depot’s most important external and internal factors, condenses the strengths, weaknesses, opportunities, and threats of Home Depot into nine strategic factors.  In summary, these factors will provide the foundation to Home Depot’s formulation of its long-term strategy (Hunger and Wheeler).  

First, Home Depot improved its logistic operations with its investment in Service Performance Improvement (SPI), which was introduced to every Home Depot store by fall of 2001.  With an SPI initiative, Home Depot stores receive and restock new inventory at night, which allows associates to spend more time assisting the customers by day.   SPI practices have enhanced the customers’ shopping experience.  Therefore, this strength of improved logistic operations is weighted and rated as one of the highest factors, as well as of long duration (Home Depot). 

Process oriented research and development, another strength for Home Depot, receives considerable attention from the Board of Directors and management and is rated accordingly.  With triple investment in 2002, Home Depot has improved its research and development abilities for the long-term.  The company has been able to proactively identify the slow-moving merchandise and create the forward-looking innovative products for new market demands (Annual Report-HD).  

In addition, Home Depot has tripled its investment in technological advancements.  The primary objectives are to build better systems and simplify operations, as well as improve connectivity between all the Home Depot stores (Annual Report-HD).  In 2002, Home Depot introduced the first self-checkout registers, which became a trend for supermarkets and department stores across the country (Yahoo!Finance).  The long-term duration benefits of giving the customer more control and enjoyment with the shopping experience certainly outweighed the cost of investment (Home Depot).

The SFAS Matrix presents two important weaknesses, which have not received much attention by management in 2002.  At a competitive advantage with increased earnings and steady growth compared to competitors, Home Depot’s stock price still declined in 2002.  This was primarily due to the recession in the United States economy.  Although CEO, Robert L. Nardelli, admits to his shareholders his disappointment in Home Depot’s “poor performance,” he maintains his confidence that this decline is only short-term and will improve in 2003 (Annual Report-H).  

The CEO and Board have also neglected a factor in the after-effect of store clustering.  This overabundance of Home Depot stores has been proved to create a competitive advantage and barrier to entry (popular in the 1990’s) in the home improvement retailer market (Hunger and Wheeler).  However, this strategy reduced crowding in the existing stores and eventually reduced individual store earnings.  Under populated areas received attention with Home Depot stores, but lost attention and growth with too many Home Depot stores in close proximity (Home Depot). 

Understanding the dynamic business environment, Home Depot continues to expand globally, which is a high-rated and long duration strength for the company.  Having become the largest home improvement retailer in Mexico with 12 stores, and having opened its 89th store in Canada, Home Depot’s management and Board intend on expanding further in years to come (Annual Report) (Home Depot).

In reference to the opportunity of an Interest Rate decline, there has been record strength in the housing market in 2002 (Yahoo! Finance).  Interest rates and mortgage rates are expected to remain near lows in upcoming years (1-3 years), which will keep housing and building affordable and in high demand (Annual Report).

Although considered of long-term duration, the competition threat between Home Depot and Lowe’s receives little attention by Home Depot management (Home Depot).  This is due to Home Depot’s aggressive expansion plans, which have taken sales away from Lowe’s stores (Inside Home Depot).  Opportunities are plentiful for both of these companies.  However, it would be in Home Depot’s Board and management’s best interest to focus more extensively on a long-term strategy to domestically compete on customer quality as opposed to expansion and growth.

The economic issues resulting from 9/11 caused a downturn of the overall United States economy (Yahoo! Finance).  Home Depot has slowly but aggressively recovered in 2002.  Only considered of short-term concern, this threat is an external factor beyond the control of Home Depot and will improve with the overall economy (Annual Report).

In summary, Home Depot’s total weighted score is high at 3.6, reflecting this company’s focus on its internal environment as well as its awareness of its external environment.                        

13. Revisiting Home Depot’s Values and Vision
As Bernard Marcus stated in 1997, “A value means something only when you live it” (Inside Home Depot).  Revisiting Home Depot’s Values and Vision, in light of all that has been examined in this Case Study, is vital in formulating this company’s long-term strategy (Hunger and Wheelen).  Each of the eight components in Home Depot’s Value System is recognized below with a corresponding effort by the company in 2002.

1. Taking care of our people:

Home Depots is focused on empowering its associates.  In 2002, the company invested more than 19 million hours to the learning and development forums designed for management and associate staff (Annual Report).  Tuition reimbursement programs, a Success Sharing (Profit Sharing) Program, and enhanced pay and benefits have provided the staff with incentives for individual growth and development.  The introduction of a new E-learning Product Knowledge Model in every store has resulted in stronger commitment to Home Depot and its strategies for success (Annual Report).

2.  Giving back to our communities:

Home Depot considers social responsibility as an integral part of its business, and the company is dedicated to the general welfare of the surrounding communities.  This company shares its values and supports surrounding areas with several programs and disaster plans.  With its partnership with Habitat for Humanity International, Home Depot associates are assisting communities as a whole, and families individually, for building and repairing their homes.  In addition, with support of building a better environment for troubled communities is the Team Depot Program, where volunteers assisted families affected financially and emotionally by the crisis of September 11, 2001. 

Home Depot is dedicated to preserving natural resources by conserving energy with its energy-efficient T-5 lighting.  Having also implemented a wood purchasing program, Home Depot will only buy certain ecosystem-friendly wood.  The company takes responsibility to protect endangered forests (Annual Report).

As the largest employer of Olympic hopefuls, Home Depot employs athletes country-wide while they are in training for the Olympic Games.  The company plans on employing 204 athletes for the 2004 Olympics, which reflects its pride in the United States of America (Home Depot).      

3. Doing the right thing:

Home Depot wishes to encourage imagination and creativity with its workshops for children and adults alike.  The company provides “how to” advice for projects from building birdhouses to hanging wallpaper (Annual Report).  This factor enhances Home Depot’s relationship with its customers, while instilling confidence and a sense of accomplishment for the adult and child consumer (Home Depot).  

4. Excellent customer service:

Home Depot pledges to provide quality service and products, “second to none” (Annual Report).  With Home Depot’s practice of everyday low prices, there exists a distinctive competence in action (Home Depot) (Hunger and Wheelen).  Home Depot uses a “customer-back” initiative in decision-making, and in 2002 implemented several programs to improve the customer experience.  With its SPI initiative, Home Depot associates handle inventory activities at night, which leaves associates available for the “by day” customer visits (Annual Report).  This has been beneficial for relationship-building (Home Depot).

5. Creating shareholder value:

This value in Home Depot’s Value System was not fulfilled in 2002.  Due to external economical factors beyond its control, Home Depot’s stock price performed poorly and was a weakness for the company (Annual Report).  However, Home Depot is committed to providing its shareholders with substantial returns and promising earnings (Home Depot).  

6. Building strong relationships:

A strong aspect of Home Depot is the company’s ability to reach out to the customers’ needs through workshops and demonstrations; to the community through welfare and volunteer programs; and to the associates through tuition reimbursement and incentive support (Annual Report).  

7. Entrepreneurial spirit:

By encouraging employees to share new ideas and individual goals, Home Depot fosters an environment for growth and development.  Home Depot wants its associates to be confident and well informed to perform to the best of their ability.  Promoting management from within with extensive training programs, Home Depot has achieved not only a strong team, but also high morale overall (Home Depot) (Annual Report).

8. Respect for all people:

With the preceding Value System scan, this value factor goes without explanation.  Under CEO, Robert L. Nardelli, Home Depot is dedicated to its associates and managerial staff.  As Mr. Nardelli states about the staff in the 2002 Annual Report’s Chairman’s Letter, “I have immense respect for their (staff) talent, dedication, and commitment to winning in the marketplace.  The orange-blooded culture is alive” (Annual Report).     
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Internal Factors

(IFAS)

       New IT        Declining stock price

       Improved logistic operations        Slow in recruitment and

       Process oriented R & D         training

External Factors

       Employee efficiency        Clustering of stores leading

(EFAS)

       Store diversity         to reduced earnings

       Low interest rates = building boom        Increase proportion of high end        Use new venture approaches

       Overseas, e.g. China         products to increase revenues         to make recruitment more

       Charitable impact on community         and use increased revenues for          attractive and bolster HD's

       Demographics favor focus on          aggressive marketing at high end.         stock price.

        quality        Work with R&D and employees to         Experiment with diversifying

       Uncertain economy favors DIY         improve store opening approach.         stores where clustered.

       Competition from Lowe's and         Increase product lines where         Develop online sales effort

        others         Lowe's and others are weak.           with a global thrust.

       Loss of employees to Iraq        Work with employees to develop        Provide ample training for 

       Consumer lacks confidence (9/11)         ways to compensate for loss of         call center staff to be versed 

       Union demands         experienced staff.          in other cultures and languages.

Strengths (S) Weaknesses (W)

Opportunities (O)

Threats (T)

SO Strategies WO Strategies

ST Strategies WT Strategies


15. Competitive Strategy
Home Depot is in a position to sell their goods at lower prices than its competitors because of the quantity of the products they buy and having financial backing.  Home Depot’s goal is to reach out to as many people as possible to market their goods at low prices.  

Home Depot tries to take a competitive Cost Leadership approach.  Cost Leadership is a low-cost competitive strategy that aims at the broad market.  Home Depot continually pursues cost reductions.  This comes from cutting costs in areas like research and development, service and sales force, and advertising.  These lower costs help add to the company’s quality management standpoint.  Lowering costs which will ultimately help lower the prices of their goods and increase customer satisfaction.  Increasing customer satisfaction is the primary company focus for most companies.  

Lower costs also allow Home Depot to earn higher profits when they are faced with competition.  Lowe’s is Home Depot’s major competition, and they are really the driving competitor that forces Home Depot to keeping cutting costs to lower prices.  In this industry there are very few competitive firms which allows Home Depot to focus their comparative prices at Lowe’s.  Low prices also serves as a barrier to entry for new competing firms, which is one of the reasons Home Depot takes this competitive strategy.  Home Depot really does not have risks with using this strategy.  They have created such a name for themselves and maintain such a great portion of the market share for their industry that they should continue to do very well in the years to come.  

16. Home Depot’s Industry
Concerns Maturity, Consolidation, and Trends

Home Depot and this industry has really hit their maturity level.  This industry now has its major players (Home Depot and Lowe’s), which makes it very hard for new competitors to enter.  These two giants, which are both still expanding, have taken control of almost all of the market share on the national level.  Each of these two competitive giants, are still both trying to come up with creative ways to gain more market share.  Home Depot is developing items like self check out stations to help improve customer quality(Home Textiles Today.) 

Both of these companies have moved into looking across borders and overseas to gain more market share.  Home Depot has moved into Mexico, Canada, China, and has vigorously looked at the European Market(Home Depot, Walmart Drawn to China).  These are great ways to gain market share and capital.  Lowe’s, the smaller of the two competitors, has not ventured into the foreign market like Home Depot has recently.  

Also as companies in an industry mature, they tend to look at different possible investments to lower costs.  Home Depot has gone as far to buy trucking companies, strip malls, and other investment to make a profit and lower costs(Obermark).  By lowering costs of shipping, realty, and marketing, companies like Home Depot can lower the prices of their products.  Since these companies are in the maturing stage and already have their line of products and features, they tend to shift their focus more onto quality, cost, and service.  

Another trend which has taken place are companies moving more and more towards e-commerce.  People now have the option to by pretty much anything online.  Most of the big companies are putting there products online to give customers an opportunity to shop from their home.  E-commerce also gives customers an idea of the product line the company sells.  Home Depot has even partnered up with a Candian Grocery store to sell their products online (Home Channel News Newsfax ).   
Major Changes 

There really have not been any major changes in the industry except for moving into the foreign market.  This is a very mature market that will continue to do very well.  The realty market is still really strong because of lowered interest rates. Home Depot has even entered into the realty market because of the potential profit .  The only other change that is going on is the smaller companies going out of business.  As Home Depot and Lowes enter areas that have other hardware stores, they push these other stores out of business.

17. Corporate Strategy
Home Depot is doing a great job with their corporate activities.  They have a majority of the market share for their industry, they sell the most diversified line of products, and they sell their products at the lowest prices compared to their competitors.  Home Depot is operating in a very stable predictable industry.  There will always be a realty market and at one time or another properties will need repair.  They great thing about this market, is that in a time of recession individuals do not want to pay for people to fix their house for them so they become Do It Yourselfers.  

These are the reasons why we chose Home Depot to take a stability No Change strategy.  As of right now, Home Depot is in a comfort zone as to the industry they are in.  Home Depot’s closest competitor Lowes is still way of the pace they are setting.  Of course they will always continue to do little things like reduce prices but that is already a process they are doing.  If companies do take this approach, they need to be wary of their industry at all times to make sure they are still adjusting with the competition.
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Cash Cows

1. The Home Depot:  These are Home Depot’s main stores.  There are over a 1000 of these which bring in the majority of Home Depot’s profits.

2. Expo Centers:  There are 52 Expo Center Stores.  They are positioned in key markets and create great profits.

3. Expanding Markets:  Home Depot has opened stores in many countries.  The Mexican stores have received great praise and are generating high revenue.

Stars

4. Maintenance Warehouse:  Right now these stores are leading the industry in supplying building repair and replacement prices to owners and managers of multi-housing, lodging, and commercial properties in the United States.  This is an area where it is possible for a new competitive entrant.

Question Marks

5. Landscape Supply:  Home Depot introduced three of these companies in 2002.  They expect this store to have great potential.

6. HD Builders Solution Group:  In 2002 Home Depot bought 3 of the top 10 turnkey providers of installing hardwood and residential construction.  It is too early to see if this acquisition paid off.

7. Your Other Warehouse:  This is in between question marks and stars.  This is a leader on the national scene for plumbing distribution.  It is still unclear to see its full potential.

8. HD Supply:  There are only 5 of these stores and the potential could be great but this is unknown

Dogs

Home Depot has yet to have a business unit that has produced really good numbers.  They have made strong Investments which have all made a substantial contribution to their overall yearly profit.

18. Industry Scenario
1.  Societal Variables:  The future of Home Depot, Inc. looks very promising.  Since no major variables are foreseeable in the near future, the company should remain at the top of the industry with the best competitive advantage.

2.  Uncertainties of the Task Environment:  

· Potential Entrants:  No potential entrants exist at this time.
· Competitors:  Home Depot, Inc. must pay close attention to Lowe’s as it is the only major threat to the corporation.
· Likely Substitutes:  There are no uncertainties regarding the possibility of substitute products.
· Buyers:  The buyers of Home Depot, Inc. look to remain constant in future years.  It may be beneficial to reach out to professional contractors to control the whole market of DIY consumers.
· Suppliers:  More and more companies are buying supplies overseas.  Even though many of Home Depot’s suppliers are located overseas, it may be beneficial to look to China for more suppliers.
3.  Assumptions of Future Trends:  While the future is always uncertain, Home Depot will remain at the top of its industry because no other competitor can operate as efficiently as this corporation.  Also, no other competitor is even close to being a threat because Home Depot buys directly from suppliers, while other competitors use distributors.  If this trend continues, there is no reason why Home Depot will not remain at the top.

4.  Possible Scenario:  Due to future trends, it would seem wise to implement a stability strategy by making no changes to the company’s current activity level.

5.  Sources of Competitive Advantage:  One of the main sources of competitive advantage, as stated earlier, is the ability of Home Depot to cut costs.  The company is able to do this via direct purchase from suppliers in comparison to dealing with a distributor.  Another source is the strategic location and number of stores in the United States.  To date, Home Depot has more than twice the number of stores as its nearest competitor, Lowe’s.

6.  Competitors Behavior:  The only competitor Home Depot must worry about is Lowe’s.  Lowe’s will probably try to mimic the actions of its rival but will not prevail due to Home Depot’s majority control of the market (Annual Report).  Home Depot has already established its marketing niche and therefore Lowe’s shouldn’t be a major threat to the corporation.

7.  Scenario for Strategy Formulation:  Home Depot should implement the no change strategy as this will be sufficient to stay ahead of all DIY competitors.  
19. Common-Size Financial Statements

To provide further insight into Home Depot’s positive financial results from the previous description (Requirement 2), common-size financial statements are presented below.  

A. Common-Size Income Statement for Home Depot

                                                                                                        2002                 2002

                                                                                                   (In billions) Common-size

	NET SALES
	 
	
	
	
	
	$58,247 
	100%

	Cost of merchandise Sold
	 
	 
	 
	 
	$40,139 
	68.91%

	     
	GROSS PROFIT
	
	
	
	
	$18,108 
	31.09%

	
	
	
	
	
	
	
	
	

	Operating Expenses
	
	
	
	
	
	
	

	
	Selling and Store Opening
	
	
	
	$11,180 
	19.19%

	
	Pre-Opening
	
	
	
	
	$96 
	0.16%

	
	General and Administrative
	
	
	
	$1,002 
	1.72%

	 
	 
	Total Operating Expenses
	 
	 
	$12,278 
	21.08%

	
	OPERATING INCOME
	
	
	
	$5,830 
	10.01%

	Interest Income (Expense):
	
	
	
	
	
	

	
	Interest and Investment Income
	
	
	
	$79 
	0.14%

	
	Interest Expense
	
	
	
	
	($37)
	-0.06%

	 
	 
	Interest, net
	 
	 
	 
	$42 
	0.07%

	
	EARNINGS BEFORE PROVISION FOR INCOME TAXES
	$5,872 
	10.08%

	
	
	
	
	
	
	
	
	

	Provision for Income taxes
	
	
	
	
	$2,208 
	3.79%

	 
	NET EARNINGS
	 
	 
	 
	 
	$3,664 
	6.29%


Income Statement Key Financial Metrics (from Requirement 2 analysis)

· Revenue with a 9% growth from 2001; $58.2 billion 

· Gross margin with a 94 basis point improvement; 31%

· Net earnings at $3.7 billion

· Earnings Per Share with a 21% improvement at $1.56

(Home Depot) (Annual Report)

B. Common-Size Balance Sheet for Home Depot                        2002                 2002

                                                                                                 (In billions)  Common-size

	ASSETS
	 
	 
	 
	 
	 
	 
	 

	Current Assets:
	
	
	
	
	
	

	
	Cash and Cash Equivalents
	
	
	$2,188.00
	7.29%

	
	Short-Term Investments
	
	
	$65.00
	0.22%

	
	Receivables, net
	
	
	
	$1,072.00
	3.57%

	
	Merchandise Inventories
	
	
	$8,338.00
	27.78%

	
	Other Current 
	
	
	
	$254.00
	0.85%

	 
	 
	Total Current 
	 
	 
	$11,917.00
	39.71%

	Property and Equipment, at cost:
	
	
	
	

	
	Land
	
	
	
	
	$5,560.00
	18.53%

	
	Buildings
	
	
	
	
	$9,197.00
	30.65%

	
	Furniture, Fixtures, and Equipment
	
	$4,074.00
	13.58%

	
	Leasehold Improvements
	
	
	$872.00
	2.91%

	
	Construction in Progress
	
	
	$724.00
	2.41%

	
	Capital Leases
	
	
	
	$306.00
	1.02%

	
	
	Total
	
	
	
	$20,733.00
	69.08%

	 
	Less Accumulated Depreciation and Amortization
	$3,565.00
	11.88%

	 
	 
	Net Property and Equipment
	 
	$17,168.00
	57.21%

	
	Notes Receivable
	
	
	
	$107.00
	0.36%

	
	Cost in Excess of the Fair Value of  Assets Acquired
	$575.00
	1.92%

	 
	Other Assets
	 
	 
	 
	$244.00
	0.81%

	Total assets
	
	
	
	
	$30,011.00
	100%

	LIABILITIES AND STOCKHOLDERS' EQUITY
	
	
	

	Current Liabilities:
	
	
	
	
	
	

	
	Accounts Payable
	
	
	
	$4,560.00
	15.19%

	
	Accrued Salaries and Related Expenses
	
	$809.00
	2.70%

	
	Sales Taxes Payable
	
	
	
	$307.00
	1.02%

	
	Deferred Revenue
	
	
	
	$998.00
	3.33%

	
	Income Taxes Payable
	
	
	$227.00
	0.76%

	
	Other Accrued Expenses
	
	
	$1,134.00
	3.78%

	 
	 
	Total Current Liabilities
	 
	$8,035.00
	26.77%

	Long-term Debt
	
	
	
	
	$1,321.00
	4.40%

	Other Long-Term Liabilities
	
	
	
	$491.00
	1.64%

	Deferred Income Taxes
	
	
	
	$362.00
	1.21%

	Stockholders' Equity
	
	
	
	
	

	
	Common Stock, par value $0.05; 
	
	
	

	
	    10,000 shares issued and outstanding
	
	$118.00
	0.39%

	
	Pain-In Capital
	
	
	
	$5,858.00
	19.52%

	
	Retained Earnings
	
	
	
	$15,971.00
	53.22%

	
	Accumulated Other Comprehensive Loss
	
	-$82.00
	-0.27%

	
	Unearned Compensation
	
	
	-$63.00
	-0.21%

	
	Treasury Stock, at cost, 69 shares repurchased 2002
	-$2,000.00
	-6.66%

	 
	 
	Total Stockholders' Equity
	 
	$19,802.00
	65.98%

	Total Liabilities and Stockholders' Equity
	
	$30,011.00
	100%


Balance Sheet Key Financial Metrics (from Requirement 2 analysis)

· Return on Invested capital with a 50 basis point improvement at 18.8%

· Inventory Turnover with a decrease from 2001 at 5.3X

· Debt to Asset Ratio consistent with 2001 at 34%

· Debt to Equity at a well leveraged 52%

(Home Depot) (Annual Report)

C. Cross-Sectional Analysis

Through its methodical pursuit of growth, Home Depot serves as a benchmark in the home improvement retailer industry.  Under the direction of Bernard Marcus, Arthur Blank, and Kenneth Langone, Home Depot developed the concept of the “all-in-one home improvement superstore” (Inside Home Depot).  Home Depot’s primary competitor, Lowe’s, followed Home Depot’s lead, restructured its stores, and provides its customers with a complete line of home improvement products and equipment (Lowe’s).  

These two companies are essentially the same with strategies of expanding into new markets, forging new alliances, and building relationships with the customers (Annual Report-Home Depot) (Annual Report-Lowe’s).  A Cross-Sectional Analysis between the home improvement industry’s #1, Home Depot, and #2, Lowe’s, will provide an overview of the comparisons and contrasts between these two successful companies.  

Income Statement Comparison

	
	
	Home Depot
	Lowe's

	Net Sales
	100%
	100%

	Cost of merchandise Sold
	68.91%
	69.70%

	Gross Profit
	31.09%
	30.30%

	Selling and Store Opening (HD)
	19.19%
	

	Selling, General and Administrative (LOW)
	
	17.80%

	General and Administrative (Home Depot)
	1.72%
	

	Pre-Opening
	0.16%
	0.50%

	Total Operating Expenses
	21.08%
	21.40%

	Interest and Investment Income (HD)
	0.14%
	

	Interest Expense (HD)
	-0.06%
	

	Interest Expense (LOW)
	
	0.70%

	Interest, net (HD)
	0.07%
	

	Pre-Tax Earnings
	10.08%
	8.90%

	Provision for Income taxes
	3.79%
	3.30%

	Net Earnings
	6.29%
	5.60%


  Earnings Per Share                                      1.57                  1.89  

(Annual Report-Home Depot) (Annual Report-Lowe’s)

Although the items are expressed in proportion to Net Sales, Home Depot’s net sales in 2002 were more than double than that of Lowe’s.  Comparable results in the common-size ratios reflect the similar practices of these competitors.  However, Lowe’s Pre-opening Expenses were considerably larger than that of Home Depot.  The higher pre-opening ratio is due to Lowe’s recording the relevant expenses as incurred, as well as Lowe’s inappropriate timing of store openings and asset impairments (Annual Report-HD) (Annual Report-LOW).  Having opened 203 stores in 2002, compared to Lowe’s opening of 123 stores, reveals Home Depot’s competitive advantage and ability to reinforce the barriers to entry into the market (Home Depot) (Lowe’s).

In addition, Home Depot has limited its use of borrowed funds for financing, which is apparent in its Interest Expense of -.06%.  On the other hand, Lowe’s Interest Expense ratio is at .7%, due to higher debt levels and lower capitalized interest.  Also, Lowe’s commercial paper programs and long-term/short-term obligations has been the pattern since 1999 and it is expected to continue (Annual Report-HD) (Annual Report-LOW).

Balance Sheet Comparison

	
	
	Home Depot
	Lowe's

	ASSETS
	
	
	

	Cash and Cash Equivalents
	7.29%
	5.30%

	Short-Term Investments
	0.22%
	1.70%

	Receivables, net
	3.57%
	1.10%

	Merchandise Inventories
	27.78%
	24.60%

	Other Current Assets
	0.85%
	1.50%

	Total Current Assets
	39.71%
	34.60%

	Net Property and Equipment
	57.21%
	64.30%

	Notes Receivable
	0.36%
	0.20%

	Other Assets
	0.81%
	0.90%

	Total Assets
	100%
	100%

	LIABILITIES AND STOCKHOLDERS' EQUITY
	
	

	Accounts Payable
	15.19%
	12.10%

	Accrued Salaries and Related Expenses
	2.70%
	1.90%

	Total Current Liabilities
	26.77%
	0.20%

	Long-term Debt
	4.40%
	23.20%

	Other Long-Term Liabilities
	1.64%
	0.10%

	Deferred Income Taxes
	1.21%
	0.40%

	Total Liabilities        
	34.02%
	48.50%

	Common Stock, par value $0.05; 
	
	

	    10,000 shares issued and outstanding
	0.39%
	2.40%

	Pain-In Capital
	19.52%
	12.60%

	Retained Earnings
	53.22%
	36.50%

	Accumulated Other Comprehensive Loss
	-0.27%
	0.00%

	Total Stockholders' Equity
	65.98%
	51.50%

	Total Liabilities and Stockholder's Equity        
	100%
	100%


(Annual Report-Home Depot) (Annual Report-Lowe’s)

The common-size ratios from the Balance Sheets of Home Depot and Lowe’s present several contrasts, which require explanation.  First, at Home Depot’s sales levels, cash on hand decreased by 17% (Requirement 2).  However, Home Depot’s Cash and Cash Equivalents Account is superior to Lowe’s (Annual Report-HD).  This discrepancy is correlated to Lowe’s higher interest expenses and pre-opening expenses, as well as its increasing store salaries for associates and managerial staffs in 2002 (Annual Report-LOW).  This would imply inadequate liquidity for Lowe’s, yet, Lowe’s 2002 Current Ratio was at 1.56:1, which is higher to Home Depot’s Current Ratio of 1.48:1 (Annual Report-HD) (Annual Report-LOW)

Although Lowe’s Current Assets as a whole are lower, its Long-Term Investments, Fixed Assets, and Property, Plant, and Equipment are higher in comparison to Home Depot.  Lowe’s higher investment practices are due to its store expansion program and increased distribution capacity (Annual Report-LOW).

Looking at Liabilities and Stockholder’s Equity Ratios reveals the contrasting financial leverage and capitalization practices of these companies.  Home Depot has consistently limited the use of borrowed funds, whether short-term or long-term, and is amply leveraged with funds from creditors and owners (Annual Report-HD).  Quite the opposite, Lowe’s is reliant on long-term debt for financing its expansionary activities.  In addition, the Long-Term Debt to Equity Ratio for Lowe’s was 31.2% in 2002, whereas Home Depot’s ratio calculated at 6.7% (Annual Report-HD) (Annual Report-LOW).     

12. Pro Forma Financial Statement
[image: image4.emf]Scenario Box for Home Depot

5 Year

Factor

Last Year Historical 

Average

Trend 

Analysis

O P ML O P ML O P ML O P ML O P ML

GDP 1% 1.40% 5.60%

3.00% 1.00% 2.00% 3.50% 1.25% 1.50% 3.25% 1.00% 1.20% 3.00% 1.50% 1.30% 3.25% 1.25% 1.40%

Sales - Dollars $58,247 $38,420 34%

14.00% 8.00% 10.00% 14.00% 9.00% 11.00% 13.00% 7.00% 9.00% 14.50% 8.50% 10.50% 15.00% 7.50% 11.00%

COGS $40,139 $34,732 13%

7.00% 11.00% 9.00% 8.00% 12.00% 10.00% 7.50% 11.50% 9.50% 7.50% 11.00% 9.00% 8.00% 12.00% 9.00%

Pre-opening cost-% 

of sales

20% 28% 8%

17.00% 22.00% 19.00% 18.00% 23.00% 20.00% 16.50% 24.00% 19.00% 18.00% 22.50% 19.50% 17.50% 23.00% 20.00%

Interest Expense 37 24.5 34%

35.00% 45.00% 40.00% 36.00% 46.00% 41.00% 34.50% 45.50% 40.50% 36.00% 44.00% 41.00% 35.50% 46.00% 41.00%

Dividends 0.06 0.05 1% 0.10% 0.40% 0.20% 0.15% 0.41% 0.25% 0.13% 0.40% 0.26% 0.12% 0.45% 0.25% 0.15% 0.45% 0.25%

Net Earnings 3,664 2,144 41%

10.00% 6.00% 8.00% 11.00% 7.00% 9.00% 10.50% 6.50% 8.50% 11.00% 7.00% 9.00% 15.00% 7.00% 10.00%

Gross margin 31.1 29.28 6%

2.00% 0.50% 1.00% 2.50% 0.60% 1.50% 2.25% 0.55% 1.25% 3.00% 0.75% 1.50% 3.00% 0.80% 1.50%

EPS $1.57 $1.25 20%

16.00% 10.00% 13.00% 17.00% 10.00% 12.00% 15.00% 11.00% 13.00% 17.00% 11.00% 14.00% 16.50% 11.00% 14.00%

Return on Invested 

Capital

18.80% 19.16% 0.36%

0.03% 0.10% 0.07% 0.04% 0.13% 0.09% 0.03% 0.10% 0.08% 0.04% 0.15% 0.08% 0.04% 0.15% 0.07%

Merchandise 

Inventory

8,338 5,333 36%

5.00% 9.00% 7.00% 7.00% 11.00% 8.00% 6.00% 10.00% 7.50% 6.00% 10.00% 8.00% 6.00% 9.00% 7.00%

Inventory Turnover 5.3 Days 5.34 Days 2%

0.60% 0.20% 0.40% 0.65% 0.25% 0.45% 0.70% 0.20% 0.50% 0.65% 0.25% 0.45% 0.65% 0.25% 0.50%

Debt to assets 34% 32% 2%

0.10% 0.50% 0.35% 0.15% 0.55% 0.40% 0.20% 0.60% 0.45% 0.15% 0.55% 0.40% 0.10% 0.60% 0.45%

Debt to Equity 52% 46% 6%

1.00% 1.50% 1.20% 1.50% 1.55% 1.25% 160.00% 1.60% 1.30% 1.30% 1.75% 1.20% 1.50% 1.75% 1.25%

Long-term Debt to 

Equity

6.70% 11.92% 5.22%

0.90% 1.30% 1.05% 0.95% 1.35% 1.10% 1.00% 1.40% 1.15% 0.95% 1.35% 1.15% 1.00% 1.40% 1.10%

Number of Stores 1,532 956 38% 12.00% 8.00% 10.00% 11.00% 8.00% 9.00% 13.00% 9.00% 9.50% 13.00% 7.00% 11.00% 12.50% 7.50% 10.50%

Since this scenario calls for a no change strategy, the percents remain  

somewhat static from year to year.  The increases/decreases in percentages

will be enough to keep Home Depot above its leading competitors.

Projections %

2003 2004 2005 2006 2007


21. & 22. Strategy for Top Management
Since a stability, no change strategy should be implemented, no one in top management should be removed from Home Depot.  Instead, management may want to change their outlook on the future.  Chairman of Home Depot, Bob Nardelli, wants to reinvigorate product assortments and departments within stores (Home Depot).  While his view of expansion is optimistic, he may want to consider a static growth strategy instead of such a dynamic plan.  This will ensure a constant growth from year to year and prevent the company from trying to expand beyond its capabilities.

Everyone in top management needs to collaborate to keep the competitive advantage.  This means implementing only the best technology and services in each store.  One way to achieve this goal would be for Bob Nardellia and Richard H. Brown, member of the Board of Directors Committee, to brainstorm on new technological advances (Home Depot).  Because each has a background in electronic data systems, they should be able to keep the leading edge with the best technology.

While the stability strategy calls for no major changes, top management may want to continue the steady growth by also providing better customer service.  Top management needs to work with employees to develop ways in which to compensate for loss of experienced staff.  To increase customer service, Home Depot may need more training and orientation for new and existing employees.  If Home Depot can master customer service, the corporation will eventually be untouchable by competitors.

A stability strategy implemented by top management is the best direction for Home Depot to steer.  Because the corporation is already so successful, there is no need to change the strategy.  Simply put, “Don’t fix it if it’s not broke.”  Through stability, the well-being and growth of the company will thrive for years to come.
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