The financial statements of both Sears Roebuck & Company and Target Co. are an important indication of the financial position of each company.  These statements help both internal and external decision makers make sound and informed decisions regarding day-to-day operations, cash inflows and outflows, and give them the ability to access the companies’ capability to pay back principal and interest over time.  Key factors in the retail industries (both discount and department) include receivable turnover (in lieu of the fact that credit sales play such an important role in the business) their product strategies and inventory turnover, debt-to-equity and the driver analysis (which illustrates profitability, efficiency, and debt).  Compiled below is an analysis of the pertinent key ratios for Sears and Target:

Quality of income and receivable turnover for Sears is discouraging, especially in the retail industry where credit sales play a substantial role in total revenues.  Sears is reporting an incredibly low number for their quality of income in 2002 (-0.367), primarily due to the excessive number of uncollected receivables.  Sears’ average collection days for 2002 are an appalling 406 days (up 142% from the previous year).  The company is also experiencing poor short-term liquidity and operating efficiency (money lost from inability to invest); yet their disappointing credit issues are partially attributed to the poor status of the economy and unanticipated problems that developed with their Sears Gold Master Card portfolios.  In lieu of their poor receivables, Sears has securitized $23.8 billion on December 29, 2001 and $16.1 billion on December 28, 2002 as part of a “funding” strategy to accumulate some cash flow.  Sears has also been methodically attempting to remove all of their unproductive assets while focusing on brand-driven higher quality appliances such as Kenmore and Craftsman, and on growing their on-line store.  Target’s 2002 quality of income ratio is .960, down from 1.470 in 2001, a drop of nearly 35%.  During the fiscal year 2002, Target’s net accounts receivable jumped from $3.8 billion to $5.5 billion.  The majority of this increase can be attributed to the release of the new Target Visa card, whose receivables alone have jumped from $1.5 billion to $3.7 billion.  The rise in credit card receivables impacted Target’s receivable turnover ratio, which dropped almost 34% from 14.093 to 9.348.  A decrease in receivable turnover caused an increase in average collection period from 25.9 to 39.0 days.  Target needs to be wary of these numbers because the probability of not collecting receivables increases over time, causing the percentage of bad debt to increase, and in turn, affecting their bottom line.
Inventory turnover for the discount retail segment is approximately 5.0 for 2002 while Sears’ overall inventory turnover is 5.12 for the same year.  Sears is managing its inventory very close to the industry norm and the supply of inventory is about 71 days on average.  Inventory, like receivables, is a key player in the retail industry as it reflects how well a company is operating as well as its liquidity.  Target’s inventory turnover is 6.36 for 2002, having increased from 6.24 in 2001.  Target is continually seeking to improve the management of their inventory and is maintaining their ratio at a level above the industry norm.  Companies realize profits when inventory is sold, therefore, low turnover levels portray signs of inefficiency since inventory usually has a rate of return of zero.  Inventory turnover is crucial for companies, such as Sears and Target, since inappropriate levels of inventory could be hazardous in the retail industry where discounting has become such a big issue.  

Sears’ debt-to-equity ratio is 6.46 in 2002, and judging by this debt ratio, Sears has significantly more debt than most of its industry peers whose average is 1.1.   In simple terms, this means that for every $1.00 of equity that Sears has, they have $6.46 in liabilities.  This is a huge disparity from the norm; if Sears can service its debt and play “catch-up,” it may still survive, however, taking their liquidity issues into consideration, this is something that will need further scrutiny.  For Sears, the slight increase from 2001 is partially attributed to the purchase of Land’s End in 2001.   In March 2003, Sears announced plans to evaluate strategic alternatives for its credit segment, including the possible sale of all or part of the business.  The company expected to conclude its review and to take any related actions in the second half of 2003.
  Interestingly, on October 8, 2003, Sears’ board of directors announced that Sears, Roebuck and Co. was authorized $3.0 billion in order to buy back the company’s common shares to implement its plan to return a segment of the earnings from the sale of its credit and financial products back to its shareholders.
  Target’s business acumen revolves around utilizing lower levels of debt to perform and conduct its business operations.  Target’s debt-to-equity ratio is 2.03 for the 2002 fiscal year, down from 2.07 the previous year.   Target has remained consistent with these lower levels of debt for a substantial period of time and reflects a more intelligent management of debt when compared to Sears.
Return on Equity (the final result of the DuPont analysis) for Sears is 21.3% during the 2002 fiscal year, which, when weighed against the industry average of 11.15%, is a comparatively respectable figure.
  This illustrates Sears’ ability to reinvest their earnings to generate additional income (also reflected in their poor operating efficiency).  Sears’ net profit margin is a 3.3% as compared to the industry average of 2.74%.  Sears is focusing on expense controls (such as the disposal of their unprofitable products) as their strategy to keep this ratio at reasonable levels.   Sears is also making an effort to increase asset turnover (.873 and 1.01 for 2002 and 2001 respectively) by attempting to increase their sales volumes (a major issue with any retail firm) and they can increase financial leverage through additional borrowings (which is not recommended considering their debt-to-equity ratio) or by decreasing their stocks outstanding.
  Target is also reflecting decent ROE figures when compared to the industry average (20.62%).  The ROE for 2002 fiscal year for Target is 19.79%, a jump of .79% from 2001.  Their strategy for these years has been a focus on store expansion coupled with a deviation from deep discounting to more of a name brand recognition, which is working advantageously for being a “discount” retailer.
Sears is in an industry with a relatively small number of competitors, and based solely on overall sales, it remains one of the largest players.   Although both Target and Sears are in related industries, they are separated by a “brand” factor, and in the state of the current economy, Target hits the nail on the head.   The retail industry has had some volatility over the past few years, due partially to the unsteady 2001-2002 economy, and this has been forcing consumers and businesses to pay closer attention to their bottom lines.  The most recent recession has changed where and how customers shop; shoppers now head to discount chains while designers and department stores rework their strategy to go where shoppers are spending more money.  Sears’ growth initiative revolves around value and brands during a time when people are more concerned with cost and discounts.  Department stores seem to be de-emphasizing brand names and some designers are setting their sights a little lower to find new markets (as evident with Target’s Mossimo brand).  Sales at Target climbed almost 9% while Sears saw little changes in its sales in lieu of its tightening the scope of its private-label portfolio by dumping several of its under-performing in-house brands and replacing them with a single line.  Based on the analysis of relevant financial information Target’s stocks should be considered a “buy.”  As for Sears, it would seem that it is best to wait and see how their ratios, such as receivables turnover, fare next year to gauge the success of Sears’ turnaround strategy which involves focusing on managing their receivables.
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� Industry averages are based on figures derived from: � HYPERLINK "http://premium.hoovers.com/subscribe/co/fin/landscape.xhtml?COID=11338&Menu=Competitors" ��http://premium.hoovers.com/subscribe/co/fin/landscape.xhtml?COID=11338&Menu=Competitors� and are based on most current financial figure (most recent 2003 quarter).
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