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Summary	
  
• Home	
  Depot	
  offers	
  exposure	
  to	
  a	
  superior	
  customer	
  mix.
• Better	
  valuation	
  and	
  dividend	
  yield.
• Avoid	
  Lowe's.

Big	
  city	
  residents	
  probably	
  think	
  of	
  Home	
  Depot	
  and	
  Lowe's	
  as	
  interchangeable	
  
stores	
  with	
  few	
  differences	
  other	
  than	
  their	
  color	
  scheme.	
  As	
  the	
  suburban	
  and	
  
rural	
  readers	
  are	
  well	
  aware,	
  nothing	
  could	
  be	
  further	
  from	
  the	
  truth.	
  While	
  
there	
  is	
  some	
  level	
  of	
  overlap	
  in	
  terms	
  of	
  departments	
  and	
  product	
  selection,	
  
very	
  little	
  merchandise	
  is	
  available	
  at	
  both	
  locations.	
  The	
  customer	
  service	
  
model	
  is	
  very	
  different	
  and	
  as	
  this	
  article	
  will	
  layout,	
  so	
  is	
  the	
  expected	
  return	
  for	
  
shareholders.	
  

Basic	
  of	
  the	
  business	
  
Both	
  companies	
  define	
  themselves	
  as	
  home	
  improvement	
  retailers.	
  Both	
  operate	
  
primarily	
  in	
  the	
  US.	
  Home	
  Depot	
  had	
  2,269	
  stores	
  as	
  of	
  December	
  2014	
  -­‐	
  87%	
  in	
  
the	
  US,	
  the	
  remainder	
  in	
  Canada	
  and	
  Mexico.	
  By	
  comparison,	
  Lowe's	
  operates	
  
about	
  1,840	
  locations	
  -­‐	
  97%	
  of	
  which	
  are	
  located	
  in	
  the	
  US.	
  
As	
  you	
  dig	
  deeper	
  into	
  the	
  businesses	
  you	
  start	
  to	
  see	
  their	
  profiles	
  diverge.	
  For	
  
starters,	
  breaking	
  down	
  revenue	
  into	
  major	
  categories	
  you	
  can	
  see	
  that	
  Lowe's	
  is	
  
more	
  exposed	
  to	
  volatility	
  around	
  large	
  purchases	
  (kitchens	
  at	
  14%	
  of	
  revenue)	
  
and	
  discretionary	
  construction	
  (lumber	
  at	
  12%).	
  



	
  
Source:	
  Lowe's	
  2014	
  Annual	
  Report	
  
	
  
Compared	
  to	
  Home	
  Depot,	
  where	
  no	
  category	
  is	
  more	
  than	
  10%	
  (more	
  
diversified,	
  less	
  risk)	
  and	
  where	
  smaller	
  purchase	
  categories	
  make	
  up	
  a	
  larger	
  
component	
  of	
  sales	
  (indoor	
  garden	
  at	
  9%	
  of	
  sales).	
  

	
  
Source:	
  Home	
  Depot	
  2014	
  Annual	
  Report	
  
	
  



Continuing	
  to	
  dig	
  deeper,	
  looking	
  at	
  sales	
  productivity,	
  you	
  can	
  see	
  that	
  Home	
  
Depot	
  has	
  a	
  clear	
  advantage,	
  wringing	
  more	
  revenue	
  out	
  of	
  every	
  square	
  foot	
  of	
  
store	
  space.	
  While	
  difficult	
  to	
  quantify,	
  some	
  of	
  this	
  benefit	
  is	
  probably	
  from	
  a	
  
better	
  website	
  but	
  also	
  better	
  store	
  management	
  and	
  simply	
  improving	
  
inventory	
  turns.	
  
	
  
The	
  chart	
  below	
  shows	
  sales	
  per	
  square	
  foot	
  for	
  Lowe's	
  on	
  the	
  left	
  and	
  Home	
  
Depot	
  on	
  the	
  right.	
  
	
  
Sales	
  per	
  Square	
  Foot	
  ($)	
  

	
  
Source:	
  Lowe's	
  and	
  HD	
  Annual	
  Reports	
  
	
  
Some	
  of	
  this	
  outperformance	
  is	
  also	
  attributable	
  to	
  customer	
  preference.	
  Kanter	
  
Retail	
  did	
  a	
  study	
  in	
  2011	
  comparing	
  shoppers'	
  preference	
  for	
  Home	
  Depot	
  or	
  
Lowe's.	
  The	
  results,	
  presented	
  below	
  show	
  that	
  53%	
  of	
  customers	
  who	
  shop	
  at	
  
both	
  retailers	
  had	
  a	
  strong	
  preference	
  for	
  Home	
  Depot	
  vs.	
  only	
  11%	
  saying	
  the	
  
same	
  thing	
  about	
  Lowe's.	
  



	
  
Source:	
  Babson.edu	
  
	
  
Financial	
  Statements	
  
Not	
  surprisingly,	
  this	
  momentum	
  carries	
  over	
  into	
  the	
  financial	
  statements.	
  
While	
  Home	
  Depot	
  is	
  leading	
  in	
  customer	
  preference,	
  sales	
  and	
  traffic,	
  they	
  also	
  
have	
  a	
  handy	
  lead	
  in	
  profitability.	
  While	
  gross	
  margins	
  are	
  very	
  similar	
  between	
  
the	
  two	
  companies	
  -­‐	
  operating	
  margins	
  are	
  very	
  different.	
  



	
  

	
  
Source:	
  Lowe's	
  and	
  HD	
  Annual	
  Reports	
  
	
  
Again,	
  this	
  difference	
  is	
  most	
  likely	
  related	
  to	
  online	
  sales	
  and	
  inventory	
  turns.	
  
It's	
  unlikely	
  that	
  scale	
  can	
  solve	
  for	
  this	
  problem.	
  Typically,	
  scale	
  would	
  help	
  
with	
  gross	
  margins	
  as	
  the	
  larger	
  purchaser	
  would	
  receive	
  some	
  form	
  of	
  bulk	
  
discount.	
  
	
  
The	
  Stocks	
  
At	
  this	
  point	
  you're	
  probably	
  convinced	
  that	
  Home	
  Depot	
  is	
  the	
  better	
  company	
  -­‐	
  
they're	
  larger,	
  they	
  drive	
  better	
  sales	
  per	
  square	
  foot,	
  they	
  are	
  more	
  profitable,	
  
they	
  are	
  preferred	
  by	
  the	
  customers.	
  It	
  would	
  be	
  logical	
  to	
  assume	
  that	
  Home	
  
Depot	
  would	
  trade	
  at	
  a	
  premium.	
  
(click	
  to	
  enlarge)	
  



Source:	
  Ycharts.com	
  

As	
  depicted	
  in	
  the	
  charts	
  above,	
  Home	
  Depot	
  currently	
  trades	
  at	
  a	
  9%	
  discount	
  
based	
  on	
  a	
  price	
  to	
  earnings	
  ratio.	
  

Looking	
  at	
  dividend	
  yields,	
  again,	
  Home	
  Depot	
  is	
  the	
  winner	
  with	
  a	
  current	
  yield	
  
of	
  2.1%	
  vs.	
  Lowe's	
  at	
  1.6%.	
  And	
  I	
  know	
  some	
  of	
  you	
  don't	
  care	
  about	
  dividend	
  
yields	
  but	
  prefer	
  dividend	
  growth,	
  well	
  Home	
  Depot	
  wins	
  there	
  again.	
  They	
  
raised	
  their	
  dividend	
  26%	
  at	
  the	
  beginning	
  of	
  the	
  year	
  vs.	
  Lowe's	
  just	
  announced	
  
dividend	
  increase	
  of	
  22%.	
  

In	
  this	
  bake	
  off	
  Home	
  Depot	
  is	
  the	
  clear	
  winner.	
  If	
  you're	
  considering	
  adding	
  one	
  
of	
  these	
  stocks	
  to	
  your	
  portfolio,	
  Home	
  Depot	
  is	
  the	
  lower	
  risk	
  and	
  better	
  
positioned	
  company.	
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