An Investment Analysis Case Study: Lowe’s Furniture Stores
This case is a group project that is due on March 30 before 10.30 am
Stating the obvious: Each group will turn in one report (sounds obvious, but might as
well make it explicit) electronically (as a pdf file). While you should include your cash
flows tables in your report, you don’t have to attach any excel spreadsheets.
Cover page: Each report should have a cover page that contains the following – the
names of the group members in alphabetical order and the following summary
information on the analysis:
1. Decision on Investment: Invest or Do not invest
2. Cost of capital: % value
3. Return on capital: % value
4. NPV – 15-year life: $ value
5. NPV- Longer life: $ value
Report format: Please try to keep your report brief. In the report, be clear about:
a. Any assumptions you made to get to your conclusion
b. Your final recommendation
Exhibits: Please make sure that you include the following in your exhibits
a. The table of earnings/cash flows by year, with line item details.
b. Your computation of cost of equity/capital/discount rate
Time: To keep time straight, you can assume the following:
Next year: Year 1
Most recent year: Just ended
Right now: Time 0. Any “up front” expenditure is incurred immediately.
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Lowe’s Furniture
Lowe’s has had a good run, with its stock price almost tripling over the last five
years, though there has been a pull back in the most recent six months:

As a company that is almost entirely in the building supplies retail business in the United
States, it faces a saturated market, and future growth is expected to slow significantly.
Exhibit 1A summarizes Lowe’s income statement for the most recent financial years, and
Exhibit 1B summarizes its balance sheets for the last year and Exhibit 1C summarizes when
the debt comes due (with a weighted average maturity).
Lowe’s is considering expanding into the furniture business (Lowe’s Furniture),
manufacturing and selling high-end furniture to homeowners and plans to open stores
globally. You have been asked to collect the data to make the assessment and have come
back with the following information:
1. Starting Investment: To get established in the furniture business, Lowe’s will spend $
1 billion immediately to acquire interests in a number of furniture manufacturers in
North Carolina. This investment will be depreciated over ten years, using straight line
depreciation, starting in year 3.
2. Close, revamp & reopen – The Recycled stores: The first Lowe’s Furniture stores are
expected to be operational at the beginning of year 3. To accommodate this schedule,
Lowe’s will spend $ 500 million over the next two years - $ 250 million at the end of
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each year - converting 50 existing US Lowe’s store sites into Lowe’s Furniture Stores.
This investment will be capitalized and depreciated over ten years, using straight-line
depreciation as well, starting in year 3. Lowe’s stores chosen for conversion have been
poorly performing stores; they have a current book value of $ 250 million (depreciable
over 5 years using straight line depreciation), and are expected to each generate, on
average, $ 2 million in after-tax operating income each year for the next 10 years if
they remain as traditional Lowe’s stores.
3. New Stores: Starting in year 4, Lowe’s plans to open ten new furniture stores at the
beginning of each year for ten years (Years 4-13). The cost of opening a store is
expected to be $ 15 million in year 4, and grow at the inflation rate beyond that. Like
the other capital investments, these expenses will be depreciated using straight-line
depreciation over ten years, starting the year of each investment. Lowe’s is planning to
open 40% of these new stores in the United States, but the remaining 60% will be in
other countries, with the following mix for the 100 new stores that will be opened
between years 4-13.
Region

Number of new stores

United States

40

Western Europe

20

Asia

30

Latin America

10

Total

100

For the rest of the case, the revenues and expenses at non-US stores will be converted
into and presented in US dollar terms.
4. Market Testing: You have employed a major market-testing organization to do a
market study. Their initial study, which has already been completed, cost $ 250 million
and has provided you with a sense of the magnitude of this market, and Lowe’s
potential in the market. This market testing cost has already been expensed.
5. Store Economics: Each of the stores in the first year of operations (year 3) is expected
to generate $ 40 million in revenues, and these per-store revenues are expected to grow
at the inflation rate (which is 1.5%). Starting in year 4, the new stores (see item 3) will
match the existing stores in per-store revenues. (There will be 50 stores generating $
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40 million in revenues each in year 3 (Total revenue = $ 2 billion), 60 stores generating
$ 40.6 million in revenues each in year 4 (Total revenues = $2.436 billion), 70 stores
generating $ 41.21 million each in year 5….) After year 13, the growth in revenues per
store will continue to track the inflation rate.
6. Profit Margins: The pre-tax gross profit margins (prior to depreciation, advertising
expenses and allocations of corporate costs) are expected to be 30% of revenues.
7. Allocated costs: Lowe’s will allocate 5% of its existing G&A costs to the new division,
starting in year 3. These G&A costs now total $6 billion for the entire firm and are
expected to grow 5% a year in the long term. Directly as a consequence of this project,
it is expected that Lowe’s will see an increase of $ 75 million in general and
administrative costs in year 3 when the new division starts generating revenues, and
that this amount will grow with the new division’s revenues after that.
8. Infrastructure Needs: While the new business will need distributional support, it is
anticipated that Lowe’s can use excess capacity in its existing distribution network. The
existing building supplies business is currently using 55% of the distribution capacity,
and revenues from the business are growing 5% a year (it will use 57.75% next year,
60.64% the year after and so on.). The furniture business will use 20% of the capacity
in year 3 (which is the first year of revenue generation) and its usage will track revenue
growth beyond that point. When Lowe’s runs out of distribution capacity, it will have
to pay for an expansion of the distribution network. This is a major endeavor and will
cost a substantial amount. (The current estimate of the cost of expansion is $ 500
million, but this cost will grow at the inflation rate. You can assume that investment in
distribution capacity is also depreciated straight line over 10 years)
9. Advertising: Lowe’s spent $ 1 billion in advertising expenses in the most recent year
and expects these expenses to grow 2% a year for the next 15 years, if the furniture
division is not created. If the furniture division is added to the company, the total
advertising costs will be 15% higher than they would have been without the furniture
division each year from year 3 (the first year of sales for the division) for as long as the
furniture division is in operation.1
For instance, if you have $1.2 billion in year 3 and $1.25 billion in advertising expenses
in year 4 without the furniture division, the advertising expenses will be $1.38 billion in
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10. Working Capital: The furniture division will create working capital needs, which you
have estimated as follows:
•

The sale of furniture on credit to customers will create accounts receivable
amounting to 10% of revenues each year.

•

Inventory (of furniture) will be approximately 10% of the cost of goods sold
(not including depreciation, allocations or advertising expenses).

•

The credit offered by suppliers will be 5% of the cost of goods sold (not
including depreciation, allocations or advertising expenses).

These working capital investments will have to be made at the beginning of each year in
which goods are sold. Thus, the working capital investment for the third year will have
to be made at the beginning of the third year.
11. Side Benefits: If Lowe’s opens the furniture stores, there is the potential for spill over
benefits with its building supply US stores, increasing sales at these stores. If the
furniture stores are opened, Lowe’s expects to generate about $200 million in additional
revenues at its building supply stores in the US in year 3, growing at the inflation rate
for as long as the furniture stores continue in operation. Lowe’s expects to generate the
same pre-tax operating margin on these revenues as it did on all of its revenues in the
fiscal year ended February 2022 (in Exhibit IA).
12. Risk Measures: The adjusted beta for Lowe’s is 1.35, calculated using weekly returns
over the last 2 years and against the S&P 500 Index; you can assume that this is an
adequate measure of Lowe’s’s current operating and financial risk exposure. The
details of the beta calculation are included in Exhibit 2A and the top holders of shares
in Lowe’s are listed in Exhibit 2B. Lowe’s currently is rated BBB+, and BBB+ rated
bonds trade at a default spread of 1.5% over the long-term treasury bond rate. The firm
also has operating lease and other contractual commitments that are summarized in the
table below (next year is year 1, two years from now is year 2, etc.)

Most recent year

Lease
Commitment
$2,112.00

1 (next year)

$1,660.00

Year

year 3 (15% higher than $1.2 billion) and $143.75 billion (15% higher than $1.25 billion)
in year 4 if you take the furniture project.
5

2

$1,575.00

3

$1,304.00

4

$1,296.00

5

$2,112.00

Beyond year 5

$18,081

You can assume that the lump-sum commitment after year 5 is spread out evenly over
ten years (years 6-15). The current stock price for the firm is $225.00 and there are 695
million shares outstanding. Lowe’s expects to finance the furniture division using the
same mix of debt (with operating leases & contractual commitments considered as
debt) and equity (in market value terms) as it is using currently in the rest of its business.
13. Taxes: Lowe’s’s average effective tax rate over the last five years has been 18% but
the marginal tax rate is 25%.
14. Macro Data on Rates and ERP: The current 3 month T.Bill rate is 0.2%, the 10-year
US treasury bond rate is 2%, and the expected inflation rate in US dollars is 1.5%. The
equity risk premium for the US is 4.75% but you are provided with a breakdown of
regional equity risk premiums in the table below:
Region
Africa
Asia
Australia & New Zealand
Central and South America
Eastern Europe & Russia
Middle East
North America
Western Europe

ERP
10.00%
5.79%
4.75%
8.54%
6.86%
6.35%
4.75%
5.58%

CRP
5.25%
1.04%
0.00%
3.79%
2.11%
1.60%
0.00%
0.83%

15. Peer group: You have collected information on other furniture retailers in Exhibit 3.
The data includes the betas of these companies, their market values for debt (including
operating leases) and equity, annual revenues and operating income.
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Questions on the Project
1. Accounting Return Analysis
•

Estimate the operating income from the proposed investment to Lowe’s over
the next 15 years.

•

Estimate the after-tax return on capital for the operating portion of this period
(Years 3-15)

•

Based upon the after-tax return on capital, would you accept or reject this
project?

This will require you to make some assumptions about allocation and expensing.
Make your assumptions as consistent as you can and estimate the return on capital.
2. Cash Flow Analysis
•

Estimate the after-tax incremental cash flows from the proposed investment to
Lowe’s over the next 15 years.

•

If the project is terminated at the end of the 15th year, and both working
capital and investment in other assets can be sold for book value at the end of
that year, estimate the net present value of this project to Lowe’s. Develop a
net present value profile and estimate the internal rate of return for this
project.

•

If the furniture division is expected to have a life much longer than 15 years,
estimate the net present value of this project, making reasonable and
consistent assumptions about investments and cash flows after year 15.
Develop a net present value profile and estimate the internal rate of return for
this project.

3. The Decision
Based on your analysis, would you would accept this project or reject it?
Remember that this does not just have to be about the numbers, but explain
your decision (briefly).
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Exhibit 1A: Income Statements for Lowe’s: Recent Past (in $ millions)
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Exhibit 1B: Balance Sheet – Lowe’s – Last year
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Exhibit 1C: Debt Maturity

Debt Maturity
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Exhibit 2: Beta Calculation for Lowe’s

Exhibit 3: Holdings Analysis

11

Exhibit 4: Comparable Company Data

Company Name
Mohawk Industries, Inc.

Regression
Beta
1.18

Total Debt
(including
lease debt)
$2,511.50

Market Cap
$16,690.90

Cash
$121.70

Revenues
$8,959.10

Operating
Income
$1,279.90

Leggett & Platt, Incorporated

1.10

$959.80

$6,552.10

$281.90

$3,749.90

$482.50

Tempur Sealy International, Inc.

1.39

$1,888.10

$2,529.10

$65.70

$3,127.30

$404.30

La-Z-Boy Incorporated

1.34

$0.59

$1,386.40

$126.00

$1,524.40

$122.60

Ethan Allen Interiors Inc.

1.28

$40.30

$797.50

$57.10

$784.20

$77.20

Flexsteel Industries, Inc.

1.82

$0.00

$412.70

$40.80

$478.70

$34.10

Hooker Furniture Corporation

0.86

$49.00

$383.60

$43.10

$463.90

$31.00

Bassett Furniture Industries, Inc.

1.23

$7.11

$293.80

$58.30

$432.00

$28.20

The Dixie Group, Inc.

1.18

$122.10

$54.10

$0.09

$402.60

$3.71

Nova Lifestyle, Inc.

0.99

$8.03

$48.20

$5.84

$114.80

$1.06

Live Ventures Incorporated

1.49

$75.50

$33.10

$1.59

$91.00

$5.30

Stanley Furniture Company, Inc

1.32

$0.00

$11.90

$4.21

$44.60

-$5.57
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