TEACHING NOTES FOR SEARS AT THE TURN OF THE MILLENIUM

Case Overview

Sears Roebuck and Co. is a retailer with 867 full-line department stores and 1,318 specialty stores located throughout the United States. Through its subsidiary Sears Canada, the company also has merchandising operations in Canada. Sears is one of the best-known retailers in the US, having been in existence for more than 100 years. For much of the 20th century, Sears was the largest retailer in the country, but it lost market share to discounters and specialty retailers. In 1990, Wal-Mart passed Sears and became the largest retailer. By 2001, Wal-Mart’s sales were six times those of Sears.

For the last 20 years, Sears managers have believed that their segment of retailing will, at best, grow slowly. The company has looked for a new venture that could support more rapid growth. In the early 1980’s Sears expanded into financial services and began development of some specialty retailing chains. Beginning in 1992, Sears divested its financial services enterprises to become more nearly a pure-play retailer. It continues to explore specialty retailing, but several of its attempts at specialty retailing have proven unsuccessful. During much of the 1990’s, Sears’s soft lines, including apparel, performed poorly. Increasing percentages of profit from retailing operations came from hard lines. For the company as a whole, increasing percentages of profit came from the company’s credit operations.

Alan Lacy became CEO and President of Sears in 2000. Lacy seemed to accept that Sears would not experience fast revenue growth and that the company must reduce its operating costs if it is to increase profits. Under his leadership, the company expanded its credit card operations, looking for increased profits in that segment of its business.

The case looks at Sears’s operations in the United States and concentrates on the condition and future of the full-line stores.

Objectives

The objectives of the case are:

1. To describe the difficulty of competing as a mid-tier retailer

2. To consider what the product mix should be for Sears’s full-line stores

3. To evaluate Sears’s opportunities for growth and maintaining relevance in today’s society

Suggestions for Using the Case

The case is well suited for use early in the course. Most students will be familiar with the company and the nature of its operations. The case focuses on Sears’s operations in the United States, tracing in detail its changes in strategy from 1980 to 2002.

Information provided in the case supports SWOT analysis and preparation of a strategic group map. Students certainly could do a detailed financial analysis based on the information in the case and readily-available information from other sources. 

Assignment Questions

1. What strategy or strategies has Sears followed, and with what degree of success?

2. Lacy became Sears’s CEO in 2000. Describe his background. Then describe how his knowledge and expertise are reflected in the strategy changes Sears has made since 2000.

3. Since 2000, Sears has made sweeping changes in its full-line stores. Describe these changes. Indicate the changes that were borrowed from discounters, and those changes that make Sears less like a discounter.

4. Do you think that the changes in full-line stores since 2000 will lead to increased profits and revenues?

5. Describe the merchandising mix at Sears and the problems the company has had with its soft lines.

6. What could Sears do that would allow the company to grow by increasing its sales?

7. What did Sears hope to gain from its acquisition of Lands’ End? What were the potential risks?

8. Describe the evolution of The Great Indoors to date. What would you predict to be the future of The Great Indoors?

9. What can be learned from financial analysis of Sears?

1. What strategy or strategies has Sears followed, and with what degree of success?

While Sears seeks to control its costs, it is not following a cost leadership strategy; its operating costs are substantially higher than those of the discounters it competes against. For the full line stores, the strategy appears to be differentiation: the company offers a wide range of products and services, more than other department stores. For differentiation to be successful, customers must value the features on which a company differentiates itself. Customers today seem to prefer to shop for different products at different locations; they do not appear to value the range of products and services that Sears offers. General merchandising is at best a slow growth industry, as indicated by the performance of Sears and Penney and the recent closing of Montgomery Ward. 

In the 1980’s Sears followed a strategy of diversification, acquiring and expanding into various financial services. The financial services supermarket was initially perceived as unsuccessful. However, when the company divested or spun off the financial services in the 1990’s, Sears stockholders received substantial value and benefit. Sears has also diversified into specialty retailing with the acquisition of Western Auto and establishment of Homelife furniture stores, hardware stores, and The Great Indoors. Western Auto and Homelife were unsuccessful and have been sold. The ultimate success of the hardware stores and The Great Indoors cannot yet be judged. 

Since 2000, Sears has been engaged in a turnaround strategy. It seeks to increase profits by controlling costs. It also is trying to position itself as differentiated from both discounters and department stores. The company has experienced some increase in profits, but revenues have decreased slightly, in part because the company has exited some lines of business. The company is expanding its credit card operations to reduce its direct reliance on retailing. In October 2002, the company experienced increased bad debt losses, causing analysts to question how well the turnaround is going.

2.  Lacy became Sears’s CEO in 2000. Describe his background. Then describe how his knowledge and expertise are reflected in the strategy changes Sears has made since 2000.

Lacy came to Sears with high-level managerial experience at Kraft and Phillip Morris. His expertise is in finance, credit, and cost control. At Sears, he had managed the online business and Sears’s credit operations, and he had been chief financial officer. He had little merchandising experience. As CEO, Lacy has sought to control costs. He set a goal of increasing operating profits by $1 billion by 2004, and he expects cost reductions to provide much of the increase in profits.  Since the mid-1990’s, a large share of Sears’s profits have come from its credit card operations. Under Lacy’s leadership, Sears has expanded the credit card operations by issuing Sears Gold MasterCards and arranging for the Sears private-label cards to be accepted by some other companies. In short, the strategy followed by Sears since Lacy became CEO is consistent with his expertise and experience: control costs and expand credit operations. 

3. Since 2000, Sears has made sweeping changes in its full-line stores. Describe these changes. Indicate the changes that were borrowed from discounters, and those changes that make Sears less like a discounter.

Since 2000, Sears has added shopping carts and centralized checkouts to its full-line stores and made most departments self service. These changes were borrowed from discounters such as Wal-Mart or Kmart. When Sears added shopping carts to some of its stores, it found that sales increased. Sears believes that customers prefer self service in most areas and centralized checkouts. Both of these changes help the company to reduce its staff and cut costs. 

Sears seeks to offer better merchandise and better service than discount stores do. Sears does retain sales personnel in departments where customers are likely to need help – electronics and appliances, for example. Since 2000, Sears has upgraded its soft goods. It has reduced the number of brands in apparel, in the process eliminating brands that are also sold by discount stores. It is trying to find a niche (and level of quality and price) between discounters and department stores. Sears’s acquisition of Lands’ End clearly moves it away from discounters. Lands’ End merchandise began to be available in Sears stores by Fall 2002.

4. Do you think that the changes in full-line stores since 2000 will lead to increased profits and revenues and to a long-term competitive advantage?

Since 2000, Sears has eliminated some product lines (cosmetics and flooring, for example) from its full-line stores. It has eliminated many brands and labels in apparel. It added a new mega brand in apparel (Covington). It has revamped its stores to improve their appearance and add centralized checkouts. The changes in the stores are intended to make them easier to shop and also to lower labor costs. The changes have resulted in lower costs and, at times, higher operating profits. However, elimination of some product lines has caused sales to decrease.

Sears struggles to maintain its relevance in retailing today. The changes it has made since 2000 do give the impression that the company has a new sense of its own identity. Some of the changes appear to have been borrowed from more successful retailers, such as Kohl’s and Wal-Mart. Whether the company will be able to sustain its renewed momentum is difficult to assess.

5. Describe the merchandising mix at Sears and the problems the company has had with its soft lines.

Sears’s primary retailing strength lies in hard lines: lawn and garden, tools, automotive, and appliances. In each of these areas, Sears is one of the strongest companies in the US. Its hard line brands include Craftsman, Kenmore, and DieHard. Each of these brands is nationally known and commands substantial market share. 

In the mid-1990’s, Arthur Martinez launched the Softer Side strategy. Sears identified women as its target customers, and it sought to increase sales of apparel and other soft lines. Martinez thought that these areas could provide growth in revenues and profits. The Softer Side strategy did succeed for a couple of years, but then sales in apparel again decreased. In 2000, as Martinez was preparing to retire, he began scaling back Sears’s apparel operations, to make more space for hard lines. Sears’s apparel has generally been perceived as unfashionable, unattractive, and too expensive. In apparel, Sears has not competed successfully against specialty retailers. From time to time, Sears has considered phasing out apparel, but it simply makes up too big a chunk of the stores’ sales volume.

Since Lacy became CEO, Sears has eliminated some departments and product lines, such as flooring and cosmetics. It has eliminated hundreds of apparel labels and brands, including brands also sold by discounters. It is trying to upgrade the quality and presentation of its apparel. In women’s apparel, it plans to carry primarily casual apparel with a classic appeal, reducing the amount of dress-up clothing that it carries.

6. What could Sears do that would allow the company to grow by increasing its sales?

Sears’s strengths lie in hard lines. The company appears to do well in those areas that combine merchandise, credit and services. The sale of big-ticket, long-lived items benefits the company through the sale itself, interest generated from credit operations, and the opportunity to provide service. A large percentage of the company’s profits comes from its credit operations. The company needs to recognize and emphasize these traditional areas of strength. However, hard lines are unlikely to support rapid growth of the company. Sears’s market share is high enough in some hard lines that it might have trouble gaining additional market share or even retaining the share it already has. Increased emphasis on hard lines may be a holding action, allowing Sears to maintain but perhaps not increase its income and sales volume. Hard lines are cyclical in nature. If Sears increases its reliance on hard lines, it must expect lowered sales and profits during recessions.

Sears may be able to find a growth engine in specialty retailing. The Great Indoors, for example, has shown some promise, and the company is committed to growing this chain. However, in 2002, Sears had put a hold on further expansion of The Great Indoors chain. Operating costs had been too high for The Great Indoors, and Sears wanted to find a way for The Great Indoors to appeal to a broader segment of the market. Only 20 of the units were due to be open by the end of 2002, and the company planned to revamp the store before opening any more. 

Sears’s acquisition of Lands’ End may provide some growth in apparel and other soft lines. However, Lands’ End itself had been experiencing slow growth. The changes that Sears has made in its soft lines may provide modest growth.

The student may conclude that there is little likelihood of Sears finding a way to grow. The mid-tier in retailing is not a good place to be, and Sears’s efforts to find growth in other areas have not been particularly successful. 

7. What did Sears hope to gain from its acquisition of Lands’ End? What were the potential risks?

Sears acquired Lands’ End in the summer of 2002. At that time, the company was trying to upgrade its soft lines, especially apparel, to move away from competing head to head with discounters such as Wal-Mart. After the acquisition, Sears planned for Lands’ End to continue operating much as it had. Sears wanted Lands’ End to maintain its reputation for quality, and it intended for the catalog and Internet operations to continue. From the acquisition, Sears hoped to gain increased revenues and profits; an exclusive, high-profile apparel brand that it could carry in its stores; and new expertise in catalog and Internet sales. The risks were that Sears customers might not respond favorably to Lands’ End merchandise and that the image and reputation of Sears might harm Lands’ End.

8. Describe the evolution of The Great Indoors to date. What would you predict to be the future of The Great Indoors?

The Great Indoors is a chain of home decorating and remodeling stores. The Great Indoors was developed by Sears, with the first store opening in 1998. However, Sears has been careful to keep its name and reputation separate from those of The Great Indoors. 

The Great Indoors stores compete with EXPO Design Centers, which Home Depot began opening several years earlier. The roll out of The Great Indoors has been slow. After opening the first store, it tinkered with the store format before expanding further. By the end of 2002, 20 of the units were open. However, Sears had postponed further expansion of the chain, until it could revise the format again. Sears has been concerned about the high costs of operating the stores. 

Students could argue that The Great Indoors stores will have great appeal for baby boomers and that they will provide an avenue for growth. They could also argue that Sears probably will not be able to compete successfully against Home Depot in this area.

9. What can be learned from financial analysis of Sears?

Financial statement analysis:







2001
2000
1999
1998


Liquidity

Current ratio
2.32

1.83

2.10

2.07

Quick ratio
2.00

1.47

1.72

1.73

Net working capital (millions)
$20,521
$12,998
$14,966
$15,162

Inventory to net working capital
0.24

0.43

0.34

0.32

Profitability

Gross profit margin
0.27

0.26

0.27

0.27

Operating profit margin
0.029

0.053
0.061

0.046

Net profit margin
0.018

0.033
0.037

0.026

Return on total assets
0.017

0.036
0.039

0.028

Return on stockholders’ equity
0.12

0.20

0.21

0.17

Earnings per share
$2.24

$3.88
$3.81

$2.68

Leverage



Debt to assets
0.86

0.82

0.81

0.84

Debt to equity
6.24

4.45

4.40

5.21

Long-term debt to equity
3.70

2.12

2.40

2.88

Times interest earned
1.85

2.78

2.91

2.32

Activity

Inventory turnover
7.30

6.51

6.93

7.34

Fixed asset turnover
5.25

5.49

5.44

5.53

Total asset turnover
0.81

0.99

0.95

0.94

Accounts receivable turnover
1.27

2.11

1.95

1.97

Average collection period
287 days
173 days
187 days
185 days

Growth (decline), revenues
0.3%
3.7%
(1.2)%
(3.3)%


Growth (decline), operating income
(46.1)%
(9.4)%
30.1%
(7.0)%

Growth (decline), net income
(45.3)%
(7.6)%
38.6%
(11.8)%



Discussion
Sears’s liquidity decreased from 1998 to 2000 and increased from 2000 to 2001. Its liquidity looks very good. Most measures of profitability decreased from 2000 to 2001. Increase in the provision for uncollectible accounts and in special charges and impairments reduced profits in 2001. Debt to assets ratio has been stable since 1998. Long-term debt to equity decreased from 1998 to 2000 but increased sharply in 2001. The company’s financial leverage is rather high, given a debt-to-assets ratio of 0.86 in 2001. The most interesting of the activity ratios is accounts receivable turnover, which was been about two from 1998 through 2000, but sharply lower in 2001. Students may suggest that Sears needs to increase its accounts receivable turnover. However, Sears earns interest on its receivables, and credit has provided more than half of the company’s operating income for the last three years. Therefore, the long collection period is acceptable for this company. The decrease in accounts receivable turnover in 2001 is at least partly due to a change in accounting. 

Analysis

SWOT Analysis

Sears’s Strengths

1. Market share in hard lines – appliances, automotive, lawn and garden, tires and batteries, tools, home electronics

2. Service departments

3. Number of full-line stores – Sears truly has a national presence

4. The Great Indoors 

5. Sears Online; the success of Sears’s website

6. Reputation for dependability

7. Real estate – number of stores owned or under long-term leases

8. Lands’ End acquisition; incorporating Lands’ End merchandise into the stores

9. Strategy changes since Lacy became CEO

Sears’s Weaknesses

1. Soft lines, especially apparel

2. Blending of hard and soft lines

3. Trying to do too many things, to be all things to all people

4. Sears’s various failures in specialty retailing

5. Stodgy image; lack of appeal to young people

6. High administrative costs

7. Number of stores located in malls

8. Tendency to hire top managers from within (although the company has been more willing to look outside the company in recent years)

Opportunities

1. Brick-and-click retailing

2. Specialty retailing 

3. Prosperity of baby boomers

Threats

1. Growth of discounters in retailing

2. Growth of specialty retailers in many product lines

3. Excess capacity in retailing industry

4. Decreased relevance of mid-tier retailers

5. Growth of Kohl’s

6. Recession, with potential for increase in bad debt losses as well as sales decreases

7. Growth of Home Depot and Lowe’s

Discussion

Sears, Roebuck & Co. is one of the largest retailers in the United States, operating in all fifty states and Puerto Rico. The company’s only international operations are in Canada. Total revenues in 2001 were $41 billion, with 87 percent of the revenue coming from sales of goods and services. A majority of Sears’s operating income (58 percent), however, came from its credit operations.

Sears is a mid-tier retailer, selling goods that, in price and quality, fall between those of discount stores and full-service department stores. As a whole, the mid-tier is struggling, unable to sustain rapid or consistent growth in revenues and profits. Montgomery Ward, Sears’s long-time mid-tier rival, declared bankruptcy and began liquidation in 2000. 

Sears was the dominant retailer in the US for most of the 20th century, and it seeks a return to its former glory. Sears is a general retailer: its full-line stores offer a wide variety of hard and soft lines. Today’s customers do not seem to value general retailing, preferring instead to shop at different stores for different kinds of items. 

The company has floundered for the last 20 years, trying first one approach and then another, looking for sustainable growth and momentum and an improved image. In the 1980’s, Sears diversified into financial services and specialty retailing. It has since divested its financial services operations and some of its specialty retailing stores. The company has restructured several times in an effort to cut its costs. None of the strategic changes has been maintained long term, and none has shown the ability to provide much growth in revenues or profits. The company’s most recent venture into specialty retailing is The Great Indoors, a home decorating and remodeling store. Since 2000, Sears has been engaged in a turnaround strategy. Under the leadership of Lacy, Sears has cut costs and revised its approach to soft lines, seeking to avoid direct competition with discounters. To date, the strategy has shown some promise. Sears’s efforts over the last 20 years show how difficult strategy changes can be in such a large company. 

