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Subject: Proposal for increased profit margin rates and increased solvency

The purpose of this document is in response to Best Buy’s low solvency and slim profit margin and to propose a solution to this problem. In 1999 and 1998 Best Buy’s debt to total assets ratio, or solvency, was significantly higher then the industry average. The profit margin ratio these past two years was also significantly lower then the national industry average for the retail sector. If Best Buy continues this trend of decreasing profit margins and solvency, it could run into serious financial trouble and stock devaluation.

Best Buy can raise its profit margin and its solvency by introducing the use of budget cuts. The intent of these cuts would be to decrease excess spending thereby increasing profit margin and solvency. This reformation of our budget could best be implemented by:

· Eliminating unessential managerial positions

· Introducing job-sharing

· Improving job enrichment

Justification

Best Buy’s profit margin in 1998 was 1.1% and 2.2% in 1999. This means that in 1998 Best Buy gained only 1.1 cent per dollar of sales, and in 1999 netted 2.2 cents for every dollar of sales. In 1998 the profit margin was lower then Circuit City’s and less then the national industry average for the retail sector. In 1999 the profit margin of Best Buy exceeded that of Circuit City; however, it only equaled the national industry average. Such a small profit margin ratio does not suggest exceptional profitability. This is reflected by the declining price per share of Best Buy from a two year high of $90 to the current price of $55.08 per share.

The debt to total assets ratio of Best Buy Co Inc is appreciably above the national industry average for the retail sector. In 1998 the ratio of total liabilities over total assets was 58% as opposed to the sector’s average of 52%. This means that $.58 of every dollar invested in assets by Best Buy has been provided by outside creditors. This ratio is higher then the industry average of 52%. Compared to Circuit City’s debt to assets ratio of 45%, long-term investors would feel that Best Buy Co Inc is less desirable then its other competitors. In 1999 the total asset ratio was 73%, this is radically higher then the industry average of 53% and even more so compared to Circuit City’s 46%. 

By decreasing excessive spending within the company Best Buy can have a higher profit margin, diminished costs, and reduced need for outside investor’s money. This would considerably lower Best Buy’s debt to assets ratio, raising solvency and increasing desire for long-term shareholders.

Procedures

History has shown that while massive layoffs may be a good long-term strategy to lessen spending, they are generally only used in emergency situations. Substantial low-level layoffs immediately draw shareholder’s attention, and tend to quickly make stock prices dramatically fall. Smaller degree middle and lower managerial layoffs tend to go mostly unnoticed by shareholders, and stock prices are usually unaffected. These minor degree cutbacks are often more efficient at cutting losses than large sale low-level layoffs, because of the higher salaries and often less work output. 

Utilizing the managerial cutbacks might open Best Buy Co Inc to the possibility of being understaffed. With the introduction of job sharing and job enrichment to management positions, Best Buy will considerably lower its need for more employees. There are many positions within the company that can meet the expense of added responsibility or job enrichment. Positions such as production floor manager could easily include the responsibilities of head cashier, eliminating this situation entirely. Job sharing is another easily implemented way to conserve liabilities while retaining necessary positions. Hiring two or more part-time employees is very often much more beneficial then retaining one full-time worker. Part-time employees do not require a benefits package and can work up to 35 hours per week, which is only 5 hours less then the average full-time employee spends during the work week.

· Analyze budget to obtain significantly lower cost and liabilities

· Determine the number of unnecessary managerial job positions and their salaries

· Use small managerial layoffs to cut spending and reduce unnecessary cost

· Hire part-time help to offset employee losses while still retaining savings

· Introduce job enrichment to increase employee workload and lower spending

Schedule

Budget analysis to locate target debt to asset ratio and profit margin

· October 25 to October 26

Calculate number of unessential management positions and their yearly salaries

· October 26 to October 29

Utilize small, middle management layoffs

· October 29 to November 9

Hire and train part-time help to offset employee losses

· November 1 to November 16

Introduce job enrichment and increased workload responsibilities

· October 25

(Please refer to Figure I for a more detailed time schedule)

Budget

To initiate a full study and to implement the changes described in this proposal, I charge a one-time consulting fee of $1,500. This covers the cost of my research and calculations, as well as covering the costs of time invested in hiring and training part-time help.

It is estimated that this fee will be paid for by the savings from reduced spending on employee benefits packages alone within the first month after the changes take place. This estimate does not take into account actual the salaries of the unnecessary management positions, since they are as yet undetermined.

Conclusion

I am confident that the changes described in this proposal can considerably lower Best Buy Co Inc’s costs, raise profit margins, decrease the debt to assets ratio, and increase solvency. These changes should result in higher share prices, as well as higher net year-end gains. I am eagerly waiting for your approval, so that we may discuss a more precise plan and implementation.

Sincerely,

Robert C. Hudson

Financial Consultant

