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MBA SPRING 2020 
FUNDAMENTAL ANALYSIS| B8010 

 
 

 

“Fundamental Analysis for Investors, Managers and Entrepreneurs” 
B8010 

 
Class meetings:  MONDAYS - Full Term, 9.00 AM to 12.15 PM, ROOM: URIS 331 

 
Shiva Rajgopal, 610 Uris, tel # 206 724 6056, sr3269@gsb.columbia.edu  

 
Course Description and Objectives  
 
Most of the decisions of analysts, consultants, entrepreneurs, investors and managers 
require us to look ahead and assess an uncertain future. In this class, you will learn a 
unique approach to decision making that will help you consider the fundamentals of 
enterprises and how to link these fundamentals to underlying measures, which in turn will 
help you make better investment or management decisions. Students who have taken this 
course often comment on how it has transformed their thinking and understanding of 
companies. It also serves as a useful “capstone” to the MBA program as we draw on what 
was taught in most core courses.  
 
In developing this line of reasoning and performing the analysis, we consider how to think 
about a new business as well as a publicly traded company. Having considered the basic 
building blocks, we next examine how the business resources and activities are translated 
into financial statements (whether for an early stage or public company) and consider what 
we learn from financial statements. We consider the extensive information increasingly 
available from outside sources, including various websites as well as Bloomberg and 
CapIQ. We also consider how certain accounting measures and practices impact the 
measures of the key elements of the business.  
 
IMPORTANT: While you will be able to use the approach to analyze a public company for 
your assignments and final project, you can (and students in the past have) also used 
private companies ranging from startups to family businesses, or use internal data of public 
companies or their subsidiaries if you have access to this information.  
 
Focusing on the future, we take a different approach to many topics/concepts that are 
covered in various ways in other financial statement analysis, earnings quality, and security 
analysis and valuation classes. Many students take this course as well as other seemingly 
similar courses, and we have never received any feedback that the coverage in this course 
is redundant, irrespective of the other courses taken by students.  
 
We will focus on understanding how entities create or destroy value for various 
stakeholders and what it would take to change this, how to consider uncertainty more 
explicitly in plans, and whether this fundamental value is reflected in the price or not (for 
entities that it applies to).  
 

mailto:sr3269@gsb.columbia.edu
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We will also take some time each week to address any topics that are in the financial press 
that bear on the subjects and the approach.  
 
Graded Learning  
 
The only way you will internalize the information in the course is by actually preparing a 
forecast (plan) of the business that allows you to see the impact of different potential 
outcomes.  
 
In the assignments, you will be asked to analyze some of the key aspects (e.g., revenue, 
labor, etc.) of ANY company of your choosing (following the framework provided in the 
class) on an individual basis.  For each topic area of the assignments, you will also do a 
base forecast for a minimum of two years into the future.  However, feel free to talk with 
each other or with others to help you maximize your learning.  
 
At the end of the class, the deliverable is a final project for your chosen company.  
However, for the final project, you will make sure all the elements of your semester’s work 
are linked appropriately in your model, and add the extra topics not covered in the 
assignments (e.g., taxes) plus your own individual perspective on the original forecasts (as 
explained in text).  
 
Ideally the entity you choose to analyze will be one that you are interested in understanding 
deeply, e.g. the company (or a company in the industry) you work for/cover (or a customer, 
client or competitor), your family business, or perhaps a startup that you are developing.  
 
The grades will be based on your engagement in the class, the assignments, and the final 
deliverable but we have no exams.  
 
What you will get out of this  
 
Every student who puts in effort should walk away with an approach and concepts that 
you can use in almost any business or position in which you find yourself. It is usually a fun 
and stimulating journey for students. At the same time, I want to emphasize that a “30,000” 
foot perspective does not work in this class.  This is a detail-heavy intense experience.   
 
Is financial expertise critical?  
 
The course presumes that you have a solid understanding of the subject matter covered in 
B6013 and other core courses. We have had many students who have no additional 
financial accounting or finance backgrounds, and by investing in their learning, they end up 
with H or even H+ grades. So, while financial analysis expertise may be helpful it is not 
necessary at all.  
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High quality investment decisions in the real world are grounded in a lot of detail about the 
sustainability of the business model.  Without careful analysis, we cannot hope to ferret out 
price moving information that the market has overlooked.  Following that objective, this is a 
detail-heavy class that gets deep into financial and non-financial data to assess the 
business.   
 
Moreover, forecasting, by definition, is difficult and requires the analyst to (i) be creative and 
open to various traditional and new data sources, especially with the vast amount of 
detailed data likely to be available via big data; (ii) be comfortable with uncertainty as the 
best we can do is come up with a range of forecasted earnings, not an exact number or a 
“right” answer. 
 
You may want to take the class only if (i) you feel that you can devote enough time to the 
class assignments and the final project; (ii) you have an appetite for detailed data; and (iii) 
you believe you will be comfortable with the uncertainty inherent in forecasting. 
 
 
Required Text and Readings  
 

1. Weekly handouts/posts on Canvas substitute for a course packet  
 

2. There is no required text. Business Planning, Financial Statement Analysis and 
Valuation texts can be helpful but in certain topics each of them will argue for 
approaches that are sometimes at odds with what I am teaching.  
 

3. Some of you usually ask for texts you can refer to (note these don't deal with 
forecasting, so these are references for students who need the comfort of looking 
back at a text for more the basic/intermediate level concepts): 
 

Basic book Financial and Managerial Accounting for MBAs Hardcover – 2014 
by Peter D. Easton, Robert F. Halsey, Mary Lea McAnally, Al L. Hartgraves, and 
Wayne J. Morse.  An older edition is fine. 
 
Intermediate book:  Financial Reporting and Analysis, 5th Edition 5th Edition by 
Lawrence Revsine, Daniel W. Collins, W. Bruce Johnson and H. Fred 
Mittelstaedt.  An older edition works just fine. 

 
4. There will also be additional references provided for those students who want to get 

more background and a deeper understanding of some of the technical accounting 
aspects of any topic, but this is not required.  I am more interested in the 
willingness to learn and less in prior technical accounting backgrounds. Some of my 
best students in the past have surprisingly have had nothing more than introductory 
accounting.  But they probably worked the hardest they ever had on this course. 

 
Grading  
 
You have three sets of deliverables with different grading components as follows: 
 

1. In class 1, I would like you to submit your forecast of Home Depot’s financial 
statements for the year ended January 31, 2020 (see detailed assignment 
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enclosed).  We will follow Home Depot throughout the class.  Hence, it is useful to 
start thinking about the company at the beginning.  This assignment is mandatory 
and counts for 10% of your final grade. 

 
2. There will be approximately seven other written assignments during the semester.  

All these assignments relate to the understanding and forecasting of the specific line 
items on the income statement and balance sheet for an actual company of your 
choosing. These assignments will be done by you using the Type B assignment 
scheme (see below) and cover 50% of the grade. 
 

3. The remaining 40% of your grade will be based on short in-class quizzes based on 
the material covered in previous classes, your attendance at class in general and my 
perception of your preparation and understanding of the class.  
 

How are the seven weekly assignments graded? 
 
TAs grade each assignment looking for whether or not the team has satisfactorily covered 
the checklist we assign for evaluating every important line item on the financial statements: 
revenue, capacity, labor costs, supply chain and other operating expenses, funding and 
capital structure and taxation.  Note that the taxation assignment is voluntary.  I review the 
TA’s grading process and add my own comments. 
 
How is the project related to the company of your own choosing graded? 
 
We get assignments from diverse industries.  So the grading scheme for the project is 
based on individual components of the project.  Last year, we graded students’ projects on 
the following 11 categories.   
 

Component 
 
Revenue 
Capacity 
Labor 
Material 
Other operating expenses 
Funding 
Taxes 
Linkage of these 
components 
Write up 
Valuation 
Scenario: bull/bear/base 
 
Total 

 
 
A few qualitative comments: 
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·        We look for supporting spreadsheets for any of the above modules.  Please don’t turn 
in just a text based report.  We were looking for p*q*FX times model for revenue and a 
decomposition of costs into fixed and variable, as will be discussed in class. 
 
·     Under the component based grading scheme, excellence in one component cannot 
completely offset weaknesses in the other components. 
 
·        Some of you will take management guidance as a given and that’s fine but we want to 
see what kind of p*q*FX analyses can support that guidance.  Failing that, it is hard to know 
what the management is assuming while giving us the guidance. 
 
·        In capacity analysis, we definitely want to see, at a minimum, a discussion of (i) what 
is the level of PPE the firm expects to need to meet its revenue projections; (ii) operating 
leases, if any, the capitalization thereof and what that does to capacity and debt; (iii) an 
aging of PPE, assumptions about age and how depreciation schedules might reflect the 
aging of PPE (as will be discussed in class). 
 
·        In the labor analysis, we look for a p*q analysis relating labor at various levels to their 
wage rates from Glassdoor or other sources. 
 
·        Absent a spreadsheet, it is somewhat hard for us to verify how each of these 
components articulate with one another into a comprehensive whole.  We look for 
forecasted income statements for two years at a very minimum. 
 
·       We like to see a bull/bear/base scenario in the underlying p*q*FX and the 
fixed/variable cost decomposition to understand how sensitive the valuation is to changes in 
assumptions. 
 
Company selection 
 
I STRONGLY suggest you pick a relatively simple company that you can handle the 
analysis for.  Unless you have a strong interest in a complex company and have some 
expertise in how the business is managed, I’d suggest that you stick with a single segment 
company without a massive international footprint. 
 
Seeking Alpha 
 
In the past, students with outstanding project reports have had their case for shorting or 
longing a stock accepted for publication at the website “Seeking Alpha” 
http://seekingalpha.com/.   I encourage you to shoot for such a publication at the end of the 
class.  Well written and well analyzed articles get thousands of page views in Seeking Alpha 
and might represent a credible way to get noticed in the analysis world. 
 
Audits 
 
I do not encourage auditing/observing the class.  The only way you learn the material is by 
actually working through the assignments and quizzes. 
 
TA  
 

http://seekingalpha.com/
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The TAs are Venkat Peddireddy (email address is VPeddireddy19@gsb.columbia.edu) and 
Quinn Wang (KWang21@gsb.columbia.edu). 
 
You can communicate with Venkat/Quinn via email to discuss the course and assignments. 
You should also copy me on all correspondence.  
 
Office Hours: By appointment  
 
Relation to the Core:  
 
This course incorporates elements of every core class.  
 
This course adheres to the Columbia Core Culture. Students are expected to be: 
 
Present: 
● On time and present for every session 
● Attendance tracked 
 
Prepared: 
● Complete pre-work needed, expect cold calls 
● Bring nameplates and clickers 
 
Participating: 
● Constructive participation expected and part of grade 
● No electronic devices unless explicitly called for by the instructor (look under 
“tablets/computers” below) 
 
Code of Conduct: aka our Contract  
 
The value of the course will depend on how much effort you are willing to put in, and on 
attendance and participation in the lectures and assignments.  
 
You are expected to treat the class as you would your job, i.e., as a business professional, 
demonstrating mutual respect for each other, and performing as if it is an important 
business assignment. This means you need to be prepared, be on time, and be attentive 
during the class.  
 
Tablets/Computers: I am open to letting you use these for access to the class materials or 
to take notes. BUT if this is abused for personal activities and distracts other students I will 
change the policy.  
 
Cellphones: All classes in this course have a ‘no cellphone’ policy. In respect to your fellow 
classmates and myself, please have your phone’s volume and vibration turned off during 
class and keep your phone in your bag/pocket. We will have one break (10 to 15 minutes) 
when you can catch up on calls, emails, etc.  
 
If you need to be reachable immediately during class (e.g. your wife is going into labor any 
minute), please let me know ahead of time.  
 
My commitment to you:  

mailto:VPeddireddy19@gsb.columbia.edu
mailto:KWang21@gsb.columbia.edu
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I will give you as much personal attention as feasible to maximize the benefit from your 
work. A sign-up sheet with tentative meeting times will be put out on the first day of class.  
You are expected to meet with me at least once during the semester to talk about your final 
project. As people come in with different expertise, we can (partially) tailor the output to your 
strengths and expertise. I appreciate constructive feedback during the course to help 
optimize your learning, but I have to consider the class as a whole, so individual needs are 
best dealt with by me or Venkat/Quinn one-on-one. 
 
 
Type  Designation  Discussion of  

Concepts  
Preparation of  
Submission  

Grade  

 
B  

 
Group/Individual  

 
Permitted with 
designated 
group*  

 
Individually  
(No sharing of 
any portion of 
the 
submission.)  

 
Individual  

     

*The designated group is a self-selected study group to be used for the duration of the course. 
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B 8010: Preliminary Course Outline  
 
Date Class #  Subject matter  Specific Topics  
Jan 27 1  Overview - 

Approach to 
Fundamental 
Analysis of any 
Business  
 
HD FORECAST 
ASSIGNMENT 
DUE 
 
IDENTIFY 
COMPANY YOU 
WANT TO WORK 
ON 

 A general framework for 
understanding and then 
forecasting a business and its 
potential value in an uncertain 
environment  

 The “Cycle of Life” of a 
business  

 Relating this to financial 
statements, other information 
and intrinsic value  

 A critical review of what we see 
in practice by companies (early 
stage and established) and 
analysts  

 
Feb 3 
and 
Feb 10  

2 and 3  Understanding 
Revenue  
 
FEB 3: OP FIN 
CUT and OP 
CYCLE DUE 

 Understanding the product or 
service  

 To whom, how and where is it 
being sold  

 Pricing  
 What are the market size and 

the competitive situation?  
 How is the revenue 

recognized?  
 How and when are customers 

paying?  
 

Feb 17 
and 24 

4 and 5  Understanding 
Productive 
Capacity, R&D and 
Intangibles.  
 
FEB 17: 
REVENUE 
ANALYSIS DUE 

 What property and equipment 
(including technology) do they 
need to sustain the revenue 
and/or grow (match to the 
revenue expectations)?  

 How much does this cost and 
how will it be financed?  

 Where and How are(/should) 
the physical and financing 
needs (be) reflected in the 
financial statements?  

 Considering IP and patents, 
what R&D or other intangibles 
are needed, how are they 
“acquired” and paid for, and 
how are/should they be 
reported?  

 How do these all compare to 
competitors?  
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Mar 2 
and 
Mar 23 

6 and 7  Understanding 
Human Resources 
and Labor Costs  
 
MAR 2: CAPACITY 
ANALYSIS DUE 
 
 

 What type of talent do you 
need to sustain and/or grow 
the business, how many and 
where are they located?  

 What are(/should) they (be) 
paid?  

 How are(/should) they (be) 
compensated Cash vs Benefits 
(pensions and health/opeb) vs 
share-based compensation 
(shares vs employee stock 
options)?  

 Where and How is the cost 
reflected in financial 
statements?  

 
 

MARCH 9-13: EXAM PERIOD, NO CLASSES SCHEDULED 
MARCH 16-20: SPRING BREAK, CLASSES RESTART MAR 23 AT CBS 

Mar 30  8  Understanding 
Material and other 
costs  
 
LABOR ANALYSIS 
DUE 

 What are primary 
materials/components 
needed?  

 How are they sourced (supply 
chain) and what do they cost?  

 What are key sales and 
marketing approaches and 
costs?  

 Where and how are these 
reflected in financial 
statements?  

 
Apr 6 8-9  Funding, Capital 

Structure  
 
MATERIALS AND 
OTHER EXP DUE 

 Funding choices (equity vs 
debt) for different types of 
entity (early stage, high growth 
and steady state; small vs 
large)  

 How much and when is funding 
needed?  

 How are these reflected in 
financial statements and 
performance measures?  

 
Apr 13 10  Funding: Financial 

Investments, 
Strategic and M&A 
and Intangibles 
from Acquisition  
 

 Considering liquidity and 
financial investments and how 
they are reflected in financial 
statements  

 Impacts of strategic 
investments, mergers and 
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CAP STRUCTURE 
DUE 

acquisitions, and minority 
stakes.  

 How do we interpret the related 
growth and acquisition related 
assets?  

 
Apr 20 11 The Impact and 

Understanding of 
Taxation  

 Tax considerations: what is 
taxed, where is it taxed, when 
is it taxed and at what rate?  

 How is tax reflected in the 
financial statements and what 
can we learn from this?  

 
Apr 20 11  Understanding the 

Basics of Currency 
Impacts  

 Transactions vs translation and 
impact on margins, cash flow, 
ratios and capital  

 
Apr 27 12  Catch up, valuation 

and putting it all 
together  
 
Apr 27: 
VOLUNTARY TAX 
ASSIGNMENT 
DUE 
 
MAY 4: FINAL 
PROJECT DUE 

 Bringing all the pieces together 
and relating them to forecasts 
and valuation analysis  

 Considering the trade-offs of 
various valuation approaches 
for managers and different 
investors.  
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Assignment 
# 

Topic 
 
 

Due Date 

1 Forecast for Home Depot First 
class on 
Jan 27 

   
2 Drawing-describing the “Operating and 

Funding Cycles of a Business” (small, but 
investing time in this step will pay off)  
 

 

Feb 3 

3 Revenue analysis and 2-year forecast (large)  
 

Feb 17 
4 Capacity analysis and 2-year forecast (large)  

 
Mar 2 

5 Labor analysis and 2-year forecast (large)  
 

Mar 30 

6 Materials and Other Costs and 2 –year 
forecast (small)  
 

Apr 6 

7 Capital structure analysis and 2-year forecast 
(small)  
 

Apr 13 

7A Taxation analysis and 2-year forecast 
(voluntary)  

April 27 

8 Write-up and Valuation  May 4 
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FAIME: Materials and Other Operating Costs
2019

Prof. Shiva Rajgopal

@Harris and Rajgopal 2

Outline

• Considering the type and source of materials/components bought or manufactured, 
and the processing to get these to the final product or service

• Relating materials and other operating expenses to the overall profitability of a 
company

• Questions to address when analyzing expenses in general and inventory/materials 
suppliers in particular

• Supply chain considerations 

• Selling and marketing expenses

• Other expenses
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@Harris and Rajgopal

Which Operating Costs and Related Categories have we not covered?

Restaurant

Hardware
Services
Software

3

@Harris and Rajgopal

Purchases, Supplies and Marketing are Key Costs 

4
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@Harris and Rajgopal

Details Matter

5

@Harris and Rajgopal

Component Costs Translate into Aggregate Costs over Various Periods

6

Would we expect these to be 
constant over time?

Would we expect these to be 
constant over time or a constant 

% of sales?

Would we expect these to be 
constant over time or a constant 

% of sales?
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@Harris and Rajgopal

Input Prices Have and are Expected to Vary

7Source: Ibisworld.com

How would this 
impact your plan?

@Harris and Rajgopal

A Restaurant Analyst’s Approach to Monitoring Food Costs

8Source: John Glass Morgan Stanley November 4, 2014
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@Harris and Rajgopal

Understanding How Material/Supply Costs and Revenue Interact and the Impact 
on Margins

9

Proportion of Sales
Product 1 0.6
Product 2 0.4

Change 
Analysis

% impact of 
VOLUME

% impact of 
MIX

% impact of 
PRICE (Cost)

% impact of 
FX

Total % 
change

Product 1 SALES 5.0% 0.0% 2.0% 0.0% 7.1%
Product 2 SALES 3.0% 0.0% 4.5% 0.0% 7.6%
Total SALES 4.2% 0.0% 3.0% 0.0% 7.3%

Supplies 
% impact of 

VOLUME
% impact of 

Input MIX
% impact of 

PRICE (Cost)
% impact of 

FX
Total % 
change

Product 1 COST 5.0% 1.5% 3.5% 0.0% 10.3%
Product 2 COST 3.0% -1.2% 2.0% 0.0% 3.8%
Total COST 4.2% 0.4% 2.9% 0.0% 7.7%

Takeaway: Even with “variable” costs we expect changes to occur that are 
different to the underlying sales themselves which will impact gross 
and operating margins (“Fixed” Costs Have a Greater Impact)

[(1+A)*(1+B)*(1+C)*(1+D)]-1A B C D

@Harris and Rajgopal

Note startup costs that require cash and may 
be expensed

10

EX

EX

EX
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@Harris and Rajgopal

Other Non-Supply Costs

11

Would we expect these to be a 
constant % of sales over time?

@Harris and Rajgopal

Typical Components of General and Administrative Expenses

12

Would we expect EACH of these 
to be constant over time or a 

constant % of sales?
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@Harris and Rajgopal

The costs of Occupancy and Sundry Costs are the Last Items to Get to Income

13

Would we expect these to be 
constant over time or a constant 

% of sales?

@Harris and Rajgopal

What is Wrong with this Multi-Year Projection?

14
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@Harris and Rajgopal

When do the Items get Paid for?

15

@Harris and Rajgopal

Basic Questions to Answer on Materials/Supplies and Other Operating Costs

16

Issue
Previous 
(optional) Current 

What has changed 
and Why?

What is likely  to 
change and Why?

Future 
Expectations

What are the primary types of materials/components/parts the company uses in its products or services, and 
how are they sourced?
How scarce are these materials/parts and are there any key suppliers or key regions that provide the 
materials/parts? Who has pricing power (supplier or your company?)

What is the portion of total cost of products that is represented by materials/parts? 

What are the “commodities” that are significant components of the cost of product/service? How sensitive is 
the company to price changes in the commodity(ies)? 

What are the cost trends in the key components/supplies etc.?

Are there changes in productivity or mix that have or might change the proportion of 
components/materials/supplies

When does the company pay for its supplies? How does this compare when the product is sold and paid 
for? (One thing to do is to consider the days payable outstanding to the days inventory on hand)

What is the portion of selling and marketing costs and what drives them?

Are there other major costs categories (e.g. warranties) and what drives them?
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@Harris and Rajgopal 17

Issue
What are the primary types of materials/components/parts the company uses in its products or services, and 
how are they sourced?
How scarce are these materials/parts and are there any key suppliers or key regions that provide the 
materials/parts? Who has pricing power (supplier or your company?)

What is the portion of total cost of products that is represented by materials/parts? 

What are the “commodities” that are significant components of the cost of product/service? How sensitive is 
the company to price changes in the commodity(ies)? 

What are the cost trends in the key components/supplies etc.?

Are there changes in productivity or mix that have or might change the proportion of 
components/materials/supplies

When does the company pay for its supplies? How does this compare when the product is sold and paid 
for? (One thing to do is to consider the days payable outstanding to the days inventory on hand)

What is the portion of selling and marketing costs and what drives them?

Are there other major costs categories (e.g. warranties) and what drives them?

Basic Questions to Answer on Materials/Supplies and Other Operating Costs

@Harris and Rajgopal

Home Depot’s Basic Operating Cycle : Materials and other costs

Stores

Distribution 
Center

Suppliers

Customers

Marketing

Professionals Do It for Me 
(DIFM)

Do It Yourself
(DIY)

Credit Financing

Phone order
Phone

Internet

In Store

People/
Associates
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@Harris and Rajgopal

Where materials show up in the financial statements – The Home Depot

19

@Harris and Rajgopal

Recall from Revenue we considered - What: Product Descriptions Are Available

20

Source: Home Depot 10-K and CapitalIQ

Our Products. Our product portfolio strategy is aimed 
at delivering innovation, assortment and value. A 
typical The Home Depot store stocks approximately 
30,000 to 40,000 products during the year, including 
both national brand name and proprietary items. We 
also offer over 600,000 products through our Home 
Depot and Home Decorators Collection websites.
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What Can You Learn From the Historical Breakdown of Product Net Sales?

Source: The Home Depot 10-K FYR 2016

@Harris and Rajgopal 22

Home Depot Q3 Transcript of Investor Call & 3Q10-Q

Recall from Revenue: Product Categories and Customers Drive the Business

!!

!!

!!

!!
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@Harris and Rajgopal

Who Provides the Products: Lists of Suppliers from CapitalIQ – Home Depot

23

Guide to the Related Products

@Harris and Rajgopal

Who supplies the products or services (SPLC)?

24
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@Harris and Rajgopal

Understanding the impact of and on key Suppliers -

25

Source: Masco 10-K FY 2017

@Harris and Rajgopal

The link to commodity costs and who has pricing power

26

Source: Masco 10-K FY 2017
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@Harris and Rajgopal

The Sensitivity to Suppliers: Financial Condition -

27

Source: Masco 10-K FY 2017What can we infer from this?

@Harris and Rajgopal

Do companies really understand their supply chain?

28

Source: Masco 10-K FY 2017
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@Harris and Rajgopal 29

How would this impact the fundamental value of the company?
How would/might this affect the prices of the company?

@Harris and Rajgopal 30

How would this impact the fundamental value of the company?
How would/might this affect the prices of the company?
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31

@Harris and Rajgopal 32

When should/could we have known the impact of the Thai Floods?
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@Harris and Rajgopal

Additional Information on Suppliers to HD

33

What is striking about these suppliers

@Harris and Rajgopal

Lowes’ Key Suppliers – What is Different to HD here?

34
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@Harris and Rajgopal

What the Company Says About Supply Chain 1 of 2 - HD 

35

Source: Home Depot 10-K FY 2016

@Harris and Rajgopal

What the Company Says About Supply Chain 2of 2 - HD 

36

Source: Home Depot 10-K FY 2016
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@Harris and Rajgopal

What the Company Says About Supply Chain re: E-commerce - HD 

37

Source: Home Depot 10-K FY 2016

@Harris and Rajgopal

Given their supply chain initiatives what does it suggest for Profitability

38Source: Home Depot 10-K FY 2017
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@Harris and Rajgopal

Relating Cost of Products to the Profitability Map for Home Depot

39

How does cost of products and the efficiency initiative impact the profitability map?

2008

2009

2010

2011

2012

2013

2014
2015

2016

2008

2009
2010

2011
2012

2013

2014

2015

2016

3.5%

4.0%

4.5%

5.0%

5.5%

6.0%

6.5%

7.0%

7.5%

8.0%

8.5%

9.0%

9.5%

 2.00  2.25  2.50  2.75  3.00  3.25  3.50  3.75  4.00

O
pe

ra
tin

g 
M

ar
gi

n

Operating Asset Turnover 

Profitability Map, 2008-2016

  Home Depot   Lowes

@Harris and Rajgopal

Detailed Data Available from BI – Industry Measures for Benchmarking

40
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@Harris and Rajgopal

Detailed Data Available from BI – Company Measures by Stores

41

@Harris and Rajgopal

Key Inventory Data for Home Improvement Companies 

42

What do these tell 
us about the 

business and its 
profitability?



22

@Harris and Rajgopal

Adjustments to Costs and Advertising Costs

43

How would you project advertising costs?  Why the bump in advertising?
Source: Home Depot 10-K FY 2017

@Harris and Rajgopal 44

Cisco Splits the expenses more 
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@Harris and Rajgopal

Where is PP&E Located: - Company Details on Stores

45
Source: Home Depot  10-K February  2016

During fiscal 2015, we opened four new The Home Depot 
stores in Mexico. We also opened one new store in Canada.

Of our 2,274 stores operating at the end of fiscal 2015, 
approximately 90% were owned (including those owned 
subject to a ground lease), consisting of approximately 212.5 
million square feet, and approximately 10% of such stores 
were leased, consisting of approximately 24.8 million square 
feet.

At the end of fiscal 2015, we operated 263 warehouses and 
distribution centers located in 43 states or provinces, 
consisting of approximately 52.5 million square feet, of which 
approximately 1.5 million is owned and approximately 51.0 
million is leased. 

How can we use this for our 
forecast of Materials and 

Marketing?

@Harris and Rajgopal

Additional Statistics About Inventory 

46

What do these tell us 
about the business 
and its profitability?

What more do you need to make a forecast?
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@Harris and Rajgopal

Inventory Turnover and Days Payable Outstanding 

47

The Home Depot
Fiscal year end 1/31/2010 1/30/2011 1/29/2012 2/3/2013 2/2/2014
Cost of Sales               43,764               44,693               46,133               48,912        51,422 
Merchandise Inventory 10,188              10,625              10,325              10,710              11,057        
Inventory Turnover AVG 4.20                 4.29                 4.40                 4.65                 4.72           
Days Inventory on Hand (DIH) AVG 86.99               84.99               82.88               78.49               77.25          

Trade Accounts Payable 4,863               4,717               4,856               5,376               5,797          
Days Payable Outstanding (DPO) AVG 40.39               39.12               37.87               38.18               39.65          

Ratio of DIH to DPO AVG 2.15                 2.17                 2.19                 2.06                 1.95           

Why are these distorted?

@Harris and Rajgopal

CFO guidance for inventory levels in 2018

48Source: Carol Tome presentation 2015 
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@Harris and Rajgopal

Did they achieve 5.7X last year?

49

@Harris and Rajgopal

Inventory in the Channel?

50

Source: Home Depot 10-K FY 2017

What do purchase obligations mean for a forecast?
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@Harris and Rajgopal

Inventory management improvements 

51Source: Marc Powers presentation 
2015 

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?

@Harris and Rajgopal

Inventory management improvements 

52Source: Marc Powers presentation 
2015 

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?
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@Harris and Rajgopal

Inventory management improvements 

53Source: Marc Powers presentation 
2015 

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?

@Harris and Rajgopal

Evolving Customer Fulfilment

54

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?

We continue to target a best-in-class supply 
chain at The Home Depot. Our intent is to be 
the best in-stock, the most productive on 
inventory, the low cost provider and to provide 
our customers whether in-store or online with 
the best service possible 
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@Harris and Rajgopal

Supply Chain Nodes

55

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?

@Harris and Rajgopal

Improving Inventory Turnover

56

What do these mean for 
your forecast?
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@Harris and Rajgopal

Supply Chain and Internal Productivity 

57

What would these imply for:
• Balance Sheet items
• Income Statement Items
• Profitability measures?

@Harris and Rajgopal 58

Issue
What are the primary types of materials/components/parts the company uses in its products or services, and 
how are they sourced?
How scarce are these materials/parts and are there any key suppliers or key regions that provide the 
materials/parts? Who has pricing power (supplier or your company?)

What is the portion of total cost of products that is represented by materials/parts? 

What are the “commodities” that are significant components of the cost of product/service? How sensitive is 
the company to price changes in the commodity(ies)? 

What are the cost trends in the key components/supplies etc.?

Are there changes in productivity or mix that have or might change the proportion of 
components/materials/supplies

When does the company pay for its supplies? How does this compare when the product is sold and paid 
for? (One thing to do is to consider the days payable outstanding to the days inventory on hand)

What is the portion of selling and marketing costs and what drives them?

Are there other major costs categories (e.g. warranties) and what drives them?

Basic Questions to Answer on Materials/Supplies and Other Operating Costs
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@Harris and Rajgopal 59

General Motors Operating Cycle
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Source: Stephen Girsky 2009–as adapted
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The Components of A Chevrolet Camaro

60

Source: Automotive News
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@Harris and Rajgopal

The Details of Inventory in a Manufacturing Company

Note 7. Inventories
The following table summarizes the components of inventory:

61

How does the activity and accounting flow really work?
As managers of the business, what costs do you want to include?
How would you approach measuring/incorporating these costs?

GM 2008 10K __Note 7

The Basics: Beg Inventory + Purchases – Ending Inventory = Cost of Good Sold

@Harris and Rajgopal 62

Example of Manufacturing Cost Flows
To clarify the practical nature of cost flows, consider the following example (for simplicity, assume all costs paid in cash):
Raw Materials Inventory
Beginning balance  $100 
Ending balance  $120
Work in Process Inventory
Beginning balance  $230
Ending balance  $440
Finished Goods Inventory
Beginning balance  $400
Ending balance  $670
Other events during current year:
1. Raw material purchases  $2,200. 
2. Labor costs attributable to the products  $1,800
3. Other direct costs were  $2,900, 

($1,600 relates to the use of equipment (depreciation)).
4. Sales were 640 units at $15 each.

What were the cost flows relating to inventory during the year?
What was the average cost per unit of goods sold?
What was the income for the year?
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@Harris and Rajgopal

Transaction Summary for Cost Flow Analysis
Inventory Retained Earnings

Description Cash
Raw 
Materials

Work in 
Process

Finished 
Goods

PP&E
Accum. 
Deprec

Sales
Cost of Goods 
Sold

Beginning Balance XX 100 230 400

Purchases/Supplies (2,200) 2,200

Labor costs (1,800) 1,800

Other direct costs (1,300) 1,300

Depreciation 1,600 (1,600)

RM to WIP (2,180) 2,180

WIP to FG (6,670) 6,670

Sales 9,600 9,600

Cost of goods sold (6,400) (6,400)

Ending Balance XX 120 440 670

is a derived figure

@Harris and Rajgopal

Details on Inventory and Cost of Sales
Inventories
Inventories decreased by $1.9 billion (or 12.8%) to $13.0 billion at December 31, 2008 from $14.9 billion at 
December 31, 2007. This decrease is due to closing facilities, down-time and inventory reduction efforts at GMNA 
of $1.3 billion and at GME of $0.3 billion, offset by increases of $0.5 billion at GMAP and $0.3 billion at GMLAAM.
Foreign Currency Translation contributed to the decrease by $0.8 billion at GMAP, $0.6 billion at GME and $0.3 billion at 
GMLAAM. ………
Automotive Cost of Sales (N America Only similar analysis for other regions)
In the year ended 2008, Automotive cost of sales decreased $14.7 billion (or 13.8%) primarily due to: (1) decreased 
costs related to lower production volumes of $14.0 billion; (2) net curtailment gain of $3.8 billion related to the 
Settlement Agreement; (3) manufacturing savings of $1.4 billion from lower manufacturing costs and hourly headcount 
levels resulting from attrition programs and productivity improvements; (4) favorable Foreign Currency Translation
gains of $1.4 billion due primarily to the appreciation of the U.S. Dollar against the Canadian Dollar; (5) pension prior 
service costs of $1.3 billion recorded in 2007; and (6) a favorable adjustment of $0.9 billion related to the fair value of 
commodity, foreign exchange and currency derivatives. These decreases were partially offset by: (1) charges related 
to restructuring and other costs associated with our special attrition programs, certain Canadian facility idlings and 
finalization of our negotiations with the CAW of $5.8 billion; (2) expenses of $1.2 billion related to the salaried post-65 
healthcare settlement; (3) unfavorable commodity derivative fair value adjustments of $0.8 billion; (4) increased 
Delphi related charges of $0.6 billion related to certain cost subsidies reimbursed during the year; and (5) 
increased warranty expenses of $0.5 billion.
What does this all mean about past decisions and going forward?

64GM 2008 10K __Business
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@Harris and Rajgopal

Description of the Business: Using the Information they Provide
Raw Materials, Services and Supplies
We purchase a wide variety of raw materials, parts, supplies, energy, freight, transportation and other 
services from numerous suppliers for use in the manufacture of our products.
The raw materials primarily consist of steel, aluminum, resins, copper, lead and platinum group metals.
What does this suggest about your analysis?

We have not experienced any significant shortages of raw materials and normally do not carry substantial 
inventories of such raw materials in excess of levels reasonably required to meet our production 
requirements. Over most of the past three years the global automotive industry has experienced 
increases in commodity costs, most notably for raw materials such as steel, aluminum, copper, lead and 
platinum group metals. These price increases have been driven by increased global demand largely 
reflecting strong demand in emerging markets, higher energy prices and a weaker U.S. Dollar. During the 
second half of 2008, the prices of these commodities decreased significantly reflecting the drop in global 
demand brought about by the tightening of the credit markets, recession in the U.S. and Western Europe and 
volatile oil prices. 
We manage our commodity price risk by using derivatives to economically hedge a portion of raw 
material purchases.??????

65GM 2008 10K __Business

@Harris and Rajgopal

Auto Manufacturing: Cost of Inputs

66
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67Source: Transcript Sanofi Aventis CFO discussion at Morgan Stanley Healthcare Conference 9-15-2009

@Harris and Rajgopal

Warranty Related Provisions – The policy and basic accounting

Policy and Warranty

Provisions for estimated expenses related to policy and product warranties are made at the time 
products are sold. These estimates are established using historical information on the nature, 
frequency, and average cost of claims. Revision to the reserves for estimated policy and product 
warranties is made when necessary, based on changes in these factors. We actively study trends 
of claims and take action to improve vehicle quality and minimize claims.
Recall Campaigns

Provisions for estimated expenses related to product recalls based on a formal campaign soliciting 
return of that product are made when they are deemed to be probable and can be reasonably 
estimated.

How does the accounting work?

What is the related cash flow? 

Which is a better reflection of economic reality?

68
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@Harris and Rajgopal

Other Costs: Warranty Obligations

69GM 2008 10K __Business

@Harris and Rajgopal

Current Expenses Can Go Down But Can Current Spending?

70

What does this pattern tell you about Revenue? 
How would you forecast future Costs and Cash flows?
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