
 
 DILIGENCE PAYS 2/12/15 

 

Page 1 of 4 
 

Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Who Wins and Who Loses in Staples’ Acquisition of Office 
Depota 

This week, the nation’s No. 1 office supplies retailer Staples (SPLS) announced that it plans to buy second-place 
rival Office Depot (ODP) for $6.3 billion. This announcement is part of a larger trend of consolidation and comes 
on the heels of Office Depot’s merger with OfficeMax in 2013. When it was a much healthier business in 1996, 
Staples tried to merge with Office Depot, but the Federal Trade Commission blocked the proposed merger over 
antitrust concerns. 

The two businesses are hoping that the competitive pressure of online retail will give it some leverage to enact 
the same merger almost 10 years later. This is certainly possible, but shareholders shouldn’t fall prey to the 
merger hype. A critical analysis reveals that this merger is hardly in shareholders’ best interests. 

Just How Much Trouble is Staples In? 

Staples had a good run from 2003 to 2009 when it grew after-tax operating profit (NOPAT) by 15% compounded 
annually. However, since 2009, Staples’ NOPAT has fallen by an alarming 11% compounded annually. Over that 
timeframe, the company’s after-tax margins fell from 6% to under 3%. Staples also has $4.1 billion in total debt 
at the moment, most of which is comprised of $3 billion in off-balance sheet debt in operating leases. 

The biggest problem here is the company’s plummeting margins. This trend reflects the commoditized nature of 
the office supply business, as well as the increased pricing pressure from online giant Amazon (AMZN) and 
brick-and-mortar behemoth Walmart (WMT). 

Office Depot is in a similar situation. From 1998 to 2006, Office Depot grew NOPAT by 10% annualized. Then 
from 2006 to 2013, the company saw its NOPAT drop by 13% annualized. Over that timeframe, NOPAT margins 
fell from 5% to under 4%. Without the impact of the OfficeMax acquisition in late 2013, Office Depot’s sales fell 
2% year over year in the first nine months of 2014. 

Is the Purchase a Good Idea? 

Office Depot shareholders will get $7.25 in cash and 0.2188 of a share in Staples stock after the deal closes. 
The offer represents a premium of 44% over ODP’s price on Feb. 2, before news of the talks was reported. 

Office Depot soared 22% after news of the merger was announced while Staples gained 11 percent. Only one 
day removed from the news, Office Depot rose 2% while Staples fell 12%. This drop in Staples could be a signal 
that shareholders weren’t pleased with the final deal. 

Is the Purchase a Good Idea? 

Including debt and cash on hand, Staples is paying $9.2 billion for Office Depot. Based on the return that Office 
Depot generated in the last 12 months — a NOPAT of $546 million — and the $9.2 billion in invested capital for 
the acquisition, Staples will be earning a return on invested capital (ROIC) of 6% from this acquisition, equal to 
its current ROIC. 

Staples may not be destroying any value with this acquisition, but it’s not creating any either. The company 
promises cost synergies of $1 billion, which can certainly be added to the list of positives from the deal. 
However, this figure is coming from Staples management, which is trying to sell shareholders on the acquisition, 
so $1 billion is almost certainly on the high side. 

Unfortunately, there are more aspects that should weigh on investors minds.  

The first is the fact that Staples’ core business issues still remain. The decline in the company’s margins over the 
past several years is primarily due to a combination of strong top line growth in lower margin categories like 
tablets and a decline in sales higher margin categories such as office supplies, as well as pressure in core 
categories such as paper and ink and toner. Similarly declining margins at Office Depot won’t help this issue 
either. 

The second issue here is that while the acquisition will create a larger office supplies retailer, scale only goes so 
far. Staples wasn’t facing price competition from Office Depot — its margins were under attack by Amazon and 

https://www.newconstructs.com/net-operating-profit-after-tax-nopat/
https://www.newconstructs.com/adjusted-total-debt/
https://www.newconstructs.com/off-balance-sheet-debt/
https://www.newconstructs.com/invested-capital/
https://www.newconstructs.com/return-on-invested-capital-roic/
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Walmart, both of which can undercut Staples on commodities like office supplies and distribute them more 
efficiently. A combined SPLS and ODP would have around $38 billion in annual revenue, compared to $484 
billion for Walmart and $89 billion for Amazon. Even fellow brick-and-mortar competitor Target (TGT) has $74 
billion in annual revenue. A merger here might produce some economies of scale, but it wouldn’t put Staples and 
Office Depot at any less of a disadvantage to their bigger competition. 

So Who Wins in this Acquisition? 

 Starboard Value: This is the hedge fund that pushed Staples to undertake the acquisition. It last 
reported a 5% stake in Staples and a nearly 10% stake in Office Depot. SPLS is up roughly 14% and 
ODP 42% since the fund announced its stake. It’s hard to lose when you’re on both sides of the 
proposed deal. 

 Staples Executives: Staples execs receive bonuses based on meeting earnings per share (EPS) and 
sales targets, as well as return on net assets. In addition, performance-based awards can be adjusted 
based on SPLS’s return for shareholders being in the top or bottom third of the S&P 500. The effect of 
performance-based pay can be significant — 76% of the CEO’s 2013 compensation was performance-
based. In addition, no portion of any bonus is payable in the event the company fails to achieve the 
minimum EPS. After this happened in the past, the Staples board proposed an "extra award cycle" to 
remedy lower bonus payouts, despite the original cash-award program that was designed to punish 
underperformance. This acquisition will likely keep the company’s management from missing their 
bonuses this year. 

And Who Loses?: 

 Shareholders: Staples reported that it secured a $3 billion credit facility and $2.8 billion six-year term 
loan financing to fund the deal. It will also suspend its share buyback program. While the acquisition isn’t 
value-destroying on its face, we feel that there are likely other places for Staples to invest its capital, 
such as revamping its online platform to be more competitive. In addition, interest payments on this new 
debt will be skimming cash off the top of Staples already slim margins — cash that could have otherwise 
been reinvested or distributed to shareholders. 

Takeaway: This Don’t Bet on This Acquisition 

Staples execs incentives are tied to those of the company’s shareholders, but we think that this expensive 
merger emphasizes short-term gain over long-term business goals. It’s likely a last-resort quick cash grab by 
executives with no other real plan for the business. 

While the up and down movements of SPLS and ODP might look tempting to bet on, we hope that you don’t 
speculate. Instead, we encourage you to build your strategy around strong businesses with reliable metrics like 
strong free cash flow and ROIC — in other words, businesses unlike Staples and Office Depot. 
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New Constructs® – Profile 

How New Constructs Creates Value for Clients 

1. Superior Recommendations – Our stock picks consistently outperform. See our track record 
in our stock-picking accolades and Proof Is In Performance reports. 

2. More Accurate Research – Our patented Research Platform for reversing accounting 
distortions and discounted cash flow analysis leverages better data to deliver smarter research. 

3. Time Savings – We check the fine print in thousands of corporate filings so you don't have to. 
As reported by Barron’s, our expertise in analyzing SEC filings delivers Hidden Gems and Red 
Flags that drive long-term stock-picking success. 

4. Transparency – We are proud to share the results of our analysis of over 50,000 10Ks. See 
the Corporate Disclosure Transgressions report we provided the SEC. Our reports detail all 
data and assumptions. Company Models enable users to change them. 

5. Objectivity – New Constructs is an independent research firm, not tied to Wall Street or 
investment banking services. Our models are driven by comprehensive high-quality data not 
stories. See our presentation to the Senate Banking Committee, the SEC and many others in 
DC. 

 
Our Philosophy About Research 

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be 
translated into economic earnings to understand the profitability and valuation relevant to equity 
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly 
emphasized that accounting results should not be used to value stocks. Economic earnings are what 
matter because they are: 
 
1. Based on the complete set of financial information available. 
2. Standard for all companies. 
3. A more accurate representation of the true underlying cash flows of the business. 
 

Additional Information 

Incorporated in July 2002, New Constructs is an independent publisher of investment research that 
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic 
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate 
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and 
WACC, to create economic earnings models, which are necessary to understand the true profitability 
and valuation of companies. Visit the Free Archive to download samples of our research. New 
Constructs is a BBB accredited business and a member of the Investorside Research Association. 

http://blog.newconstructs.com/category/stock-picks-and-pans/
http://blog.newconstructs.com/2010/07/19/stock-picking-accolades/
http://www.newconstructs.com/nc/research/report/proof-is-in-performance-reports.htm
http://www.newconstructs.com/nc/about/researchPlatform.htm
http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/
http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/
http://www.newconstructs.com/nc/help/methodology.htm#dynamicDcfWorks
http://www.newconstructs.com/nc/news/display.htm?task=view&newsItemId=402880a92363d652012371580b6c79e4
http://blog.newconstructs.com/category/red-flags-and-hidden-gems-special-reports/
http://blog.newconstructs.com/category/red-flags-and-hidden-gems-special-reports/
http://www.newconstructs.com/nc/research/research.htm?task=download&reportItemId=402880a927f9f4560127fd4fa06f142c
http://blog.newconstructs.com/wp-content/uploads/2010/10/NewConstructs_in_DC.pdf
http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/http:/blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/
http://blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/http:/blog.newconstructs.com/2010/08/05/economic-versus-accounting-earnings/
http://www.newconstructs.com/nc/help/glossary.htm#epDef
http://www.newconstructs.com/
http://www.newconstructs.com/nc/help/glossary.htm#nopat
http://www.newconstructs.com/nc/help/glossary.htm#investedCapital
http://www.newconstructs.com/nc/help/glossary.htm#helpWacc
http://www.newconstructs.com/nc/help/methodology.htm#gaapOpinion
http://www.newconstructs.com/nc/research/report/free-archive-reports.htm
http://www.bbb.org/nashville/business-reviews/financial-services/new-constructs-in-brentwood-tn-37048565?&language=1
http://www.investorside.org/imain?p=6
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no 
management ties to the companies it covers.  None of the members of New Constructs’ management team or the management team of any 
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers.  New Constructs does not 
perform any investment or merchant banking functions and does not operate a trading desk.   
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any 
trading whereby an employee may exploit inside information regarding our stock research.  In addition, employees and managers of the 
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was 
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New 
Constructs issues a report on that security. 
New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New 
Constructs’ research recommendations may not coincide with the hedge fund’s holdings.  However, in no event will the hedge fund receive 
any research information or recommendations in advance of the information that New Constructs provides to its other clients. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this 
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any 
such investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to 
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or 
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information 
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change 
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different 
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of 
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of 
any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to 
making any investment decision or for any necessary explanation of its contents.   
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report.  Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered 
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All 
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New 
Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 

 

 

 


