7.1 INTRODUCTION

CHAPTER

SEVEN

Structured Forecasting

Forecasting the future financial statements represents the ultimate goal of
all the analysis we have discussed thus far. You may go on to be an All-Star
analyst on Wall Street, or you may g0 on to manage your uncle’s convenience
>|0n:. but regardless of where in the business world you work, at some point
you will need to forecast the future income, the future assets necessary to pro-
duce the forecasted income, and the future mix of debt and equity necessary
to fund the assets. In short, while we focus on equity valuation in this text, ev-
eryone in business needs to forecast future financial statements at some time.
The next two chapters are aimed at teaching you how to go about this task.

From a theoretical perspective, equity valuation requires forecasts of the
future cash distributions to equity holders. From a practical perspective,
however, most analysts focus on forecasting net income. We begin this chap-
ter by reconciling these two perspectives. We lay out a forecasting framework
that builds forecasts of the complete set of financial statements in a system-
atic manner. This framework highlights the joint role of income statement
and balance sheet forecasts in generating forecasts of cash distributions to
equity holders.

We next discuss broad issues that arise in constructing forecasts for the
purpose of valuing equity securities. Should we forecast quarterly financial
statements or annual statements? How many years into the future do we need
to forecast? What are reasonable assumptions for forecasts that are in the dis-
tant future? What balance sheet item should we use as the “plug” that equates
assets to liabilities and equity? We close the chapter by showing you how eVal
guides you through the forecasting process. With these preliminaries covered,
Chapter 8 provides more detailed advice about forecasting each of the line
items in the financial statements.

@ 7.2 A SYSTEMATIC FORECASTING FRAMEWORK )

The cash distributions a firm pays to its equity holders are the result of @
complex and interrelated set of operating, investing, and financing activities.
The only sound way to proceed is to first forecast each of these underlying
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process for two reasons. First, recall that the \'z)l]L‘\"ll'(!n\;}fllon |\‘l!|c lriggcr for
the recognition of value creation under GAAP. \\‘c forecast operating income
by first forecasting sales and then forecasting u]lpl the operating expenses nec-
essary to generate the sales. Second. the sales forecast is our basic statement
about how rapidly the firm will grow. This in turn drives our forecasts of the
required levels of net operating assets to generate the sales growth and the
required amounts of capital to finance the acquisition of the ope ating assets.

This two-pronged forecasting sequence is 11Iu>lr.«ml in Figure 7.1. On
the left side of the figure we move from the sales forecasi to the operating
expense forecast by making assumptions .:houl_ operating margins. On the
right side of the figure we move from the sales forecast to the net operating
asset forecast by making assumptions about turnover T"(m\ And the right
side of the figure should pay attention to what the left side is saying! For
example, growth in cost of goods sold typically requires growth in inventory.
More generally, you should see that the forecasting process is like app.lymg
the Dupont ratio analysis in reverse. Instead of starting with the md?wdual
line items in the financial statements and then expressing them as ratios, we
forecast the ratios directly and then back into what this implies for the indi-
vidual line items in the forecast financial statements

Armed with forecasts of operating expenses, and net operating assets (i.c.,
operating assets less operating liabilities). the next task is to forecast the net
financial obligations. Our forecast of net operating asscts indicates the total
amount of invested capital that is required to support the future business ac-
tivities. But we still need to forecast the mix of equity and non-equity financ-
ing that the firm will use to finance the forecasted level of invested capital.
That is, we need to forecast the firm's future leverage. By applying lever-
age assumptions to the net operating assets, we obtain the required amount
of non-equity forms of financing, such as short-term debt, long-term debt,
minority interest, and preferred stock. At this point, you may be tempted to
forecast common equity and thus complete the balance sheet. However, we
have run out of degrees of freedom. We have forecast every item on the bal-
ance sheet except for common equity. Since the balance sheet must balance,
we have already made an implicit forecast for common equity. Common eq-
uity is the plug that is found by subtracting the liabilities from the assets. This
is an important point and one to which we return later in the chapter.

We have now forecasted all the line items on the balance sheet. We refer
to this forecasted balance sheet as a pro forma balance sheet to distinguish
it from the actual balance sheets that the firm reported in the past. We still
have more work to do on the pro forma income statement. The three items
we have omitted are depreciation expense, interest expense, and tax expense.
We could not forecast depreciation earlier because it clearly depends on the
amount of assets on the balance sheet, so we needed to forecast the asset bal-
ance first. Similarly, we couldn’t forecast interest or taxes, because interest
expense clearly depends on the amount of debt financing and tax expense
clearly depends on the magnitude of the interest expense tax deduction. We
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l';“::;‘i Z‘:{;;‘]t:‘lcﬁoi?ccrctlfochL“u's( of debt before we could construct these
the amcuniiar forccw(d‘:i‘\d .) -lpr‘)])lng our forecast of the interest rate to
Forecait, By deducm; ed debt financing, we generate an interest expense
* g our interest expense from our forecast of operating
F:::c‘?ﬁx \\cvgcncmlc a fom‘c.m of earnings before taxes. Applying a tax rate
Ast o carnings before taxes gives our tax expense forecast
At this point, we are pretty much done forecasting the income statement
You may note that there are still a number of income statement components
that we hnvcn'l mentioned: items such as gains and losses in other income,
extraordinary items, and discontinued operations. By their very nature, these
1tems are nonrecurring and difficult to forecast. Therefore, ignoring them (i.c.,
assuming that they are zero) is often the best that we can do. One final item
to consider for your income statement forecasts is preferred dividends. If pre-
ferred stock is one of the non-common-cquity sources of financing represented
on the balance sheet, then there will typically be a stated dividend on this stock
that should be incorporated in your income statement forecasts. Recall that we
are trying to value the common equity, so we must deduct cash distributions to
preferred stock holders in order to derive the net cash distributions to common
stock holders. The same holds true for minority interest, it typically comes with
“minority interest in carnings” as shown on the income statement
We now have both our pro forma balance sheet and our pro forma in-
come statement. Armed with these two statements, the preparation of our
pro forma statement of cash flows is a mechanical task. You should remem-
ber from your introductory accounting class that a statement of cash flows
can be prepared using the information in the income statement and the begin-
ning and ending balance sheets, so there is nothing left to forecast (if this is
news to you, go back to Chapter 6). And, by referring to the financing section
of the statement of cash flows, we can see how our pro forma income state-
ments and balance sheets determine the cash distributions to common equity
holders. It is worth emphasizing that we need information from both the pro
forma income statement and the pro forma balance sheet to extract our fore-
casts of distributions to common equity holders. We can see this by recalling
the clean surplus relation that we first introduced in Chapter 4:

Distributions to Equity = Net Income — Increase in Equity

We get the net income forecast from the pro forma income statement, but this
alone isn’t sufficient for our valuation model. To solve for cash distributions
to common equity holders, we also have to deduct the increase in common
equity, which is extracted from the beginning and ending balance sheets. This
latter adjustment takes account of additional capital that is required to fund
the net operating assets of the business. Wall Street analysts often miss this
subtlety, focusing almost exclusively on net income. But the clean surplus
relation makes it clear that we should be concerned with both how much
income is generated and how much additional capital has to be invested to

generate this income.
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7.3 FORECASTING QUARTERLY VERSUS YEARLY FINANCIALS )

Exchange-listed firms in most countries are required (0 prepare financial
statements on a quarterly basis. However, for the purpose of building fi-
nancial forecasts for input into a valuation model, quarterly l'orcc.lsling is
overkill. The value of a firm is determined by its results over the next 10 or
20 years, not the next few quarters And in addition to providing unneces ary
detail, quarterly forecasting requires careful consideration of scasonal effects
in financial data. For example, retailers’ sales and profits are usually greatest
in the fourth quarter, which covers the end-of-year holiday period. A quar-
terly forecasting interval requires us to build these seasonal patterns into our
forccasts. But given that our value estimate will be determined by many years
of forecasts, detailed knowledge of the quarterly numbers has little impact on
the final answer. As a consequence, most valuation models, including eVal,
use an annual interval for building financial statement forecasts. For simplic-
ity, this annual interval typically corresponds with the fiscal year that the
company uses for financial reporting purposes

Despite the use of an annual measurement intervai in most valuation
models, the quarterly financial statements are still useful. The most recent
quarterly financial statements provide the most current information on a
firm's performance and financial position. If we arc currently in a firm’s
fourth fiscal quarter and we are attempting to forecast the income state-
ment for the full fiscal year, then we should obviously use the financial
statements from the first three quarters as a starting point. Butitis very im-
portant to be aware of any seasonal effects in the data before extrapolating
financial statement data from earlier quarters to later quarters. There are
two useful techniques for incorporating seasonal patterns in income state-
ment forecasting. The first is to sum together the most recent four quarters
of financial statements. By doing so, you will have abstracted from any
seasonal effects. The cumulative results for the four most recent fiscal quar-
ters are often referred to as the trailing twelve months (TTM) or last twelve
months (LTM) results. The second technique is to perform year-over-year
(YOY) comparisons for the most recent quarters. This involves compar-
ing the most recent quarters in the current fiscal year to the corresponding
quarters in the previous fiscal year. For example, we compare the third
fiscal quarter of the current year to the third fiscal quarter for the previous
year. By doing so, we control for any scasonal patterns in the firm's per-
formance. Similar considerations apply to forecasting the balance sheet for
the end of the current fiscal year. While the most recent quarterly balance
sheet is the timeliest, it may also reflect seasonal patterns in net operating
asset balan. For example, most retailers build up inventory during the
third fiscal quarter and run it down during the fourth fiscal quarter. If you
simply extrapolate the third quarter inventory balances into the future you
will overstate the inventory ne y to sustain the annual sales. YOY
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cump;lri%ons of quarterly inventory chang
trolling for such seasonal patterns,

are the best technique for con-

Another ru[c_fnr quarterly financial statements in valuation is in assessing
the ongoing performance of the company relative to your previous forecasts.
Youmay not “""".m wait until the end of the year to find out whether or not
d company is meeting your forecasts. Indeed, quarterly earnings announce-
ments are one of the most important catalysts for a stock price revision,
suggesting that market participants use information in the quarterly finan-
cial statements to update their forecasting models. For this reason, it is very
1‘;5‘-'“]”\‘“ prepare explicit quarterly forecasts through the end of the current

scal year.

7.4 FORECASTING HORIZON )

Tl1€\)rcl|c.llly speaking, the valuation of an equity security requires us to es-
timate and discount all the future cash distributions for the infinite future.
But, practically speaking. this would require way too many columns on our
.s-prcudshcc(. Instead, we select a finite horizon over which to prepare explicit
forecasts for each year and then we assume that after this point the financial
statement line items settle down to a constant growth rate. In this way, we
describe an infinite series of future cash distributions without having to ex-
plicitly derive an infinite number of pro forma financial statements. Oddly
enough, the period at the end of the finite forecasting horizon is known as
the “Terminal Period™ even though the business itself is not expected 1o ter-
minate. In later chapters, we will discuss how valuation formulas deal with
the infinite series of future cash distributions. What we need to concern our-
selves with in this chapter is the selection of an appropriate finite forecasting
horizon.

The forecasting horizon should begin with the fiscal year that we are cur-
rently in and extend out to the point where we can no longer make a better
forecast than to simply assume that all the financial statement line items
will grow at the same rate as sales. To be more precise, the terminal period
should begin when our forecasts meet the following four conditions. First,
sales must settle down to a constant growth rate. Second, margins must re-
main constant. This condition, combined with the constant sales growth
rate, ensures that operating expenses on the income statement grow at the
same constant rate as sales. Third, turnover ratios must remain constant.
This condition, combined with the constant sales growth rate, ensures that
the net operating assets on the balance sheet grow at the same constant rate
as sales. Fourth, financial leverage ratios must remain constant. This condi-
tion, combined with the constant sales growth rate, ensures that the financial
obligations on the balance sheet grow at the same constant rate as sales.
Together, these four conditions ensure that all the items in the income state-
ment and balance sheet will grow at the same constant rates as sales. As a
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result, cash distributions to equity holders will also grow at this same cop.

stant rate. ot C these o 1 .
N Ty s impariant o mofe that we do not expect all of these conditions (o liter-

ally hold beyond the forecasting horizon. In ftfnllli\‘ | les :urov\\vlh lrulc . mar.
gins, turnover and leverage ratios are all Lm?ﬂ‘dm _\I ¢ ‘.-"\\Lm;mu.\\.c eXpect
them to continue to change beyond thc_forc_ul»\lmg horizon. But what is cry.
cial is that we don't expect them to dc\.mlc from this constant grm.\'(h rate in
a systematic way. In other words, our forecasts i the terminal period shoylg
be unbiased estimates of where we expect l!xufc ratios to be in ll\c‘long run,

How far out do we need to build explicit financial statement forecasts be.
fore it is reasonable to assume that things will settle “ln\\n to vlhIS constant
long-run equilibrium? It all depends on the nature of !lxc business and the
amount of information that is available to build the forecasts. Al one ex-
treme, we could be looking at a company in a mature industry with a well
established product, stable demand, a stable l‘H‘L]llClAUI{ lcdmolo;y. and
stable input prices. Moreover, assume that the company offered no Ior}v:\rd-
looking information about expansion plans, there were no discernable indus-
try lrc;]ds. and you generally had every reason to believe that “more of the
same” is the best description of the future. In such an extreme case it is rea-
sonable to assume that the sales growth rate, margins, turnover and leverage
ratios will remain constant at their recent levels. In this simple case, the finite
forecasting period is non-existent and the first year in the forecast period is
the terminal period. We generate the forecasted financial statements by na-
ively extrapolating the past sales growth rate, margins, turnover and leverage
mu;).\ into the infinite future. This process is called “straight lining™ because
if sales growth, margins, turnover and leverage ratios did all stay constant at
their current levels they would plot against time as a straight line. Straight lin-
ing is the default forecasting assumption built into eVal. We make this choice
because, in the absence of additional information, it is the best that we can
do. We'll take a closer look at eVal's default forecasting assumptions at the
end of this chapter.

In most circumstances, however, straight lining is a very naive forecasting
technique. Instead, we should use what we have learned from our analysis of
the past to build more sophisticated forecasts of the future. The length of the
forecast horizon depends on how far into the future we can reasonably pre-
dict variation in the sales growth rate, margins, turnover and leverage ratios
before they settle down to their long-run expected steady-state values. Sales
growth won't settle to a steady growth rate until industrywide sales stabilizes
and the firm’s market share in the industry stabilizes. Thus, firms in start-up
industries or firms that are gaining market share from competitors are likely
to require longer forecasting horizons. Margins are a function of a firm’s
competitive advantage in the marketplace. Because it is very hard to sus-
tain a competitive advantage for a long period of time, our forecast horizon
should be long enough to capture the erosion of any competitive advantage,
assuming this is what you believe will happen. Margins are also subject to

al
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[iv(;ls“,::t-n‘\i::?:::ﬁ:‘:\mllnl“\m(} For c\;,mplc_ a growing company in an
e othe Imlncduué e ‘: L:'I rln l,:\\c Ils margins temporarily depressed
long enough 1o allos, ‘m[x[ ‘sml_\ Of R&D. Your forecast horizon needs to be
Turnover atibg (cn‘d A ;r?lg«?mry accounting distortions to play out.
by the prOducuoﬁ lcchn‘l Ly dl{l_\ >1;|blc over time, being dictated prxmfml)
often enjoy econamies 0,‘0 m.l\ olv the firm. Hn\\c. rapidly growing firms
e \‘uu - ~m“?«,.lv L‘(htll lead to Increasing turnover ratios as they
verge ratios e mc“"\x'xp.ut \\‘hcn lht‘s‘L‘ economics \\x!l be exhausted. Le-
ally le|.l|)cc5 T ;f;] 11‘("“ stable. A !1rn1 s target capital structure gener-
I)c;1c[ils s /mJ o i fmnbl_\pcx of capital, l;\klr?g into account the tax
a ¢ risk of financial distress. Various factors can cause
the actual capital structure to deviate from the target capital structure in the
short mn.‘hu( 1Lis typically quite straightforward for a firm to get back toits
target capital structure within a few years
The above analysis points to two Key determinants of the forecast horizon.
First, it must be long enough for sales growth to settle down to its steady-
state level. Second, it must be long enough for any anticipated erosion of any
abnormal profits resulting from competitive advantage in the marketplace. In
other words, the forecast horizon must be long enough for any abnormal sales
growth and abnormal profits to dissipate. For this reason, (’hc forecast hori-
zon 1s sometimes referred to as the competitive advantage period. ¢Val gives
you 10 years of finite-horizon forecasting columns before the terminal period.
You can start the terminal period earlier simply by straight lining your fore-
casts earlier. Why no more than 10 years? We have found that both students
;!nd practicing security analysts are biased toward overestimating how long
firms can sustain their competitive advantage. Typically, when a firm has a
new product or new service innovation that enables it to generate abnormally
high profits, analysts get excited and extrapolate the abnormally high prof-
its far into the future, not realizing that other firms will be quick to imitate
the innovation and compete away the abnormal profits. There are some rare
exceptions to this rule, such as Microsoft, Coca-Cola, and McDonald’s, but
these are very unusual cases. In these exceptional cases, the firm has usually
created a key proprietary asset that gives it some degree of monopoly power.
I this is truly the case then it is reasonable to assume that the firm will sustain
its abnormal profits indefinitely, and we can incorporate the abnormal profit-
ability into the terminal value computation. We caution. however, that cas
of indefinitely sustainable competitive advantage are rare.

es

7.5 TERMINAL PERIOD ASSUMPTIONS )

Now that we are finished with the forecast horizon, we are ready to talk
about the terminal period forecasting assumptions. Recall from the discus-
sion above that the terminal period is the period in which we expect sales
growth, margins, turnover and leverage ratios to settle down to their constant




steady state levels. The assumptions that we make about the levels of these
uum!’ﬂrx will drive the terminal value computation and can have a great i,
pact on our overall valuation results. Itis therefore important that We chogge
plausible values for these terminal assumptions This section provides some
guidelines for plausible assumptions or, failing that, describes what assump.
tions might be considered ridiculous

The 1;1\1. most important, terminal value assumption is the terming] il

erowth rate. We can offer you some pretty tight guic

nes for this one, Ifa

company were to grow faster than the rest of the economy forever, thep it
would gradually become a larger and larger proportion of the total €conomy

Past some point, it would basically take over the whole economy, and then
the world, and then the universe! It therefore stands to reason that the termi.
nal growth rate cannot be greater than the long-run expected economywide
growth rate. Conversely, if’ a company were o grow more slowly than the
economy forever, then it would gradually become a s rand smaller pro.
portion of the whole economy and eventually disappear. If your company

produces a product that you think will eventually becc bsolete, then such
an assumption is reasonable. This is effectively the same as assuming the com-

pany is a finite-lived project. The most common terminal assumption is that

the company will grow at the long-run expected econcraywide

growth rate

This way, the company will maintain its size relative to the overall economy

indefinitely
Historically, the annual growth rate in the U.S. econ
the nominal GDP growth rate, has averaged around 6

ny. as measured by

creent, composed
of roughly 4 percent real growth and 2 percent price inflation. However, the
financial crisis of 2007-2008 sent both real growth and inflation plummet-
ing into negative territory, albeit briefly. The long-term forecasts from the
Congressional Budget Office and the Federal Reserve at the end of 2010 put
real growth at 2-3 percent and inflation at 1-2 percent. So, in most cases, a
terminal sales growth rate forecast should fall between 3 and S percent. If
you want to think of the firm as a finite-lived project (or you are evaluating
some specific finite-lived project), you can set the terminal growth rate to
=100 percent in eVal and this will kill the firm (or project) in the terminal
year. We use 3 percent as the default terminal value for Sales Growth in eVal.
Finally, for reasons to be discussed in Chapter 9, your terminal Sales Growth
et

assumption cannot exceed your cost of equity capital; if it does, you wil
error messages

Next, we must consider the terminal assumptions for margins, turnover
and leverage ratios. Unfortunately, it is not possible to give tight guidelines
for each of these assumptions. Recall from Chapter 5 that a company can
trade off these performance drivers in an infinite number of ways. For ex-
ample, more outsourcing will lead to h :

gher turnover and lower margins,
while greater product differentiation will lead to lower turnover and higher
margins. This makes g

; encralized guidelines impossible. Fortunately, we can
offer more

precise guidelines on the overall combination of assumptions that
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you choose. As de; 3
ke w,“hmfldk“mn\lmmd in Chapter 5, margin, turnover, and leverage
ot lL (;-glw return on equity (ROE). ROE is an accounting mea-
e rate of retyr 3
bl ¢ ol return on investment, and competition tends to force rates
return toward the cost of capit.
are satisfied, then the termin,
capital

al. In fact, if the following two conditions
al ROE should be identical to the cost of equity

1. The e
¢ firm is operating in a long-run competitive equilibrium, and

2. The accounting ROE provides

a good measure of the economic rate of
return on investment

Under these conditions, the terminal mar

gin, turnover and leverage assump-
tions must combine

to give an ROE that is equal to the cost of capital

Whatare plausible levels for ROE when we relax these assumptions? Le’s
relax the first assumption and consider a firm that has a source of competitive
advantage that is sustainable indefinitely. In this case, the terminal ROE will
l\j greater than the cost of capital. How much greater depends on how much
of a competitive advantage the company is able to sustain. Here again, we
caution that it is very difficult to sustain competitive advantage indefinitely
Make sure that you have a very good case for such a scenario before incor-
porating it into your valuation model Finally, you should remember that a
terminal rate of return that is more than about 10 percent above the cost of
equity capital is simply unrealistic (we refer you back to Figure 5.4 to see just
how unrealistic). Even if competition fails to drive away the abnormal return,
the Federal Trade Commission and Department of Justice will prevent the
abnormal return from becoming too large (as Microsoft found out)

Now let’s relax the assumption that accounting ROE provides a good
measure of the economic rate of return. As discussed in Chapter 4, there are
many reasons why accounting rates of return can provide distorted mea-
sures of the economic rate of return. In Chapter 4, we classified these distor-
tions according to whether they were temporary or permanent. Temporary

accounting distortions reverse, and we simply need to extend the forecast
horizon until these distortions have reversed. For example, if a firm is de-
preciating equipment too slowly, we simply need to forecast out as far as the
equipment is retired, and then use more appropriate accounting assumptions
for any new equipment. Permanent accounting distortions, in contrast, do
not rever:
statements in book value. Recall that permanently conservative accounting
is quite common. GAAP require many investments that generate cash in-
flows over multiple future periods to be expensed in the period that they
are incurred. The most common examples of such expenditures are R&D,
marketing and administrative expenditures. Note that while the impact of
immediate expensing washes out of the income number in steady state, it

. Even in steady state, these distortions lead to systematic mis-

still causes book value of equity to understate invested capital. That is, the
numerator of ROE is unbiased in steady state, but the denominator is sys-

tematically understated
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face of such accounting distortions, the best way to ﬁsurc ot
a casonable is to do a pro forma capitalizatiop
of all expenditures that generate future benefits but ur‘c ”ijtdl‘dlcl) expensed
under GAAP. This requires you to identify all such %\pgndllurc\. determine
the period over which they are expected to generate future benefits, :m‘d then
capitalize and amortize them over this period. Once you have done this, yoy
should check that the resulting pro forma ROE is within a plausible range
of the cost of capital, given any sustainable compclm\c-.ldmnlugc_ An ex-
ample helps illustrate the importance of making the pro forma adjustments,
Pharmaceutical companies have historically generated ROEs that average
about 30 percent, whereas the cost of capital in this industry h:xs only l?cen
in the range of 10-15 percent. Is this evidence of monopoly prfw(ns’! Possibly,
but first we need to consider that plmrmnccuum! companies’ annual R&D
expenditures have averaged around 25 percent of the book value of equity.
Now let’s assume that these R&D expenditures generate bcncfus evenly over
the next 12 years, so at any given point there is an average of 6 years worth
of R&D investment missing from book value. This means we have omitted
from book value capitalized R&D equal to about 150 percent ?f book value
(25 percent per year times an average of 6 years). Hence, if ROE based on as-
reported numbers is

In the
whether your terminal ROEisr

_ NI 0
ROE = 3y 30%,

then pro forma ROE (ROE') is equal to
TN e
ROE'= gRyi +13) ~ 2

which is in line with the cost of equity capital. No monopoly profits here!

Forecast Horizon and Terminal Value Assumptions for Kohl's

As discussed in Chapter 3, Kohl's long record of strong growth ended abruptly
in 2008 and is expected to be more anemic moving forward. In Kohl’s 2009 10-K
filing they estimated sales growth of 4-6 percent for the next few years. In the next
chapter we develop a detailed forecast for Kohl's that results in near-term sales
growth of 5.1 percent and a terminal growth rate of 4.5 percent after 10 years. The
detailed forecasts also have Kohl's increasing their ROE steadily from 13.6 per-
cent to 18.7 percent, largely due to increased leverage, over a 10-year period. This
is considerably higher than the 10 percent estimate of Kohl's cost of equity capital
given in Chapter 9. Can the difference be justified by a sustainable competitive
advantage or a continuing accounting distortion? We don’t sec a long-term ac-
counting distortion for Kohl’s, but we do see some competitive advantage. The
retail market in the United States is being taken over by “big box™ formats such as
Kohl's, and smaller chains are being driven out of business. This implies a certain
amount of monopoly power in the future to the surviving large companies. Con-
sequently, we believe that Kohl's will be able to hang onto its operating margin.

B B .

6 THE BALANCE SHEET PLUG

When we build a forecast of the balance sheet that contains 20 line items, we
hé\‘e only 19 degrees of freedom. In other words, since the balance sheet must
l:;].;‘ngc. the forecasts for the first 19 line items determine the forecast for the
20th line item. Generally, regardless of the number of line items on the bal-
ance sheet, the forecast of one line item will always have to be set to make
sure that the balance sheet balances. We call this line item the balance sheet
plug. B_ut which line item should we select for the balance sheet plug? The net
operauing assets are determined by the level and nature of the firm’s business
activities a_nd should therefore definitely require explicit forecasts, making
them unsuitable as a plug. This leaves line items relating to financing activi-
ties. These line items are more suitable as a plug, because management can
gcn_cral]y adapt them as circumstances require. In other words, management
typically decides on their desired level of operating and investing activities
and then picks a set of financing activities that provide sufficient capital to
fund the operating and investing activities.

While most analysts would agree that the net operating assets should be
_forecz\su:d directly, there is less agreement on which particular financing line
item should be used as a plug. Some analysts use cash as the plug (with a nega-
tive cash balance representing a bank overdraft). This has two shortcomings:

1. It assumes that management will make no attempt to establish a financ-
ing policy that keeps their cash balance at the minimum level necessary to
sustain their operating activities. This is a somewhat naive financing policy
(but then again, it seems to be the one that Apple is using).

In the case of a bank overdraft, it presupposes that management would be
able to secure an overdraft. In the case of a financially distressed firm, this
may not be a reasonable supposition.

)

The other common choice is to plug to common equity. The appeal of
this choice is that the common stockholders are the residual claimants of the
firm and are thus the natural group to soak up any surpluses or deficits in the
firm’s financing activities. But this approach also has two shortcomings:

. In the case of a financing surplus, plugging to common equity assumes
that management will pay a big dividend or make a big stock repurchase.
But many managers instead choose to either keep surplus cash or to rein-
vest 1t in new pYOJCClS.

o

In the case of a financing deficit, plugging to common equity assumes that
the firm will issue new equity. As with a bank overdraft, this presupposes that
management would be able to access capital markets on acceptable terms.

There is no perfect answer to this problem. ¢Val plugs to common eg-
uity, but we warn you not to take the results of this assumption blindly. You
should look at the plug amount and ask yourself whether the implied amount
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ased really represents what you think managemen
d to iterate back through the other line itemg in
your forecasting model until you get a complete \C‘[ of \VIIIII;“IL]:II()T)/ forecasys,
For instance, if you really believe t!ml management will build a large cash
balance rather than make distributions to investors (like Apple has), thep
until the plug to common equity implics no cagh

of stock issued or repurch
will do. If not, then you nec

turn up the forecasted cash
distributions to investors.

7.7 FORECASTING WITH eVal

FIGURE 7.2
Forecasting Assump-
tions Sheet in ¢Val

Now let's take a look at how ¢Val guides you through the forecasting proccss,
Start ¢ Val and open the Forecasting Assumptions worksheet as slmv»:n in Fig-
ure 7.2. Reading across the columns of this worksheet you will see five years
of historical data on cach of the forecasting assumptions and 11 years of
forccast data shaded in yellow. Your job is to fill in these yellow cells,

We will give you lots of detailed advice on filling in the yc%low (.)cng in
the next chapter; for now we just want you to become familiar with the
overall way that ¢Val organizes your forecasting mputs. Reading down the
rows of this worksheet, you will sce each of the forecasting assumptions laid
out following the forecasting framework outlined in I 1gure 7.1. We begin
with the sales growth rate assumption. If you look at the default forecasting
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assumptions for sales growth,
over the forecast horizon fro
aterminal year rate of 3 per:
the first year of the forecast
new growth rate
most line items i

you will sec that it makes a smooth progression
m its value in the most recent historical year to
cent. If you change the sales growth forecast for
period, ¢ Val automatically smoothes between this
unf.I the terminal growth rate. The default ¢Val formula for
period and (e v;:lrplla}:. smngxhing between ¥he value in the first forecast
to quickly cnlcrlin ’C(lrl,'l lrc terminal forecast period. Therefore, one approach
e e Vi"l ,c dorfcuslmg assumptions is to forecast lh_c first year
ot can cmcr'm‘ r;m let the formulas smooth out everything in between.
from the las o ¢ first few years of forecasts and let the formulas ,s_moqlh
Bityoutl .Smym r )l'o: cn}crcd m'your terminal year l‘urcqnsl (play with it a
vear, you S‘houldg'l:) t E hang of it!). Because ¢ Val starts with the most recent

’ S ¢ particularly wary of unusual changes in this year—go
back and read the MD&A again!

The g Income assumr forecast the operating mar-
gins. The d‘cfuult assumption for most of the income statement items is to
Mmpl}’v straight line their values from the most recent historical year. The
exceptions to this rule are Other Income/Sales and Extraordinary Items and
I?lsconunucd Operations/Sales. These line items typically contain nonrecur-
ring amounts, so a better default forecasting assumption is that they will be
zero in all future periods. Of course, you should always take a close look at
the exact nature of the items that have appeared here in the recent past and
make your own assessment about the likelihood that they will recur in the
future.

The balance sheet assumptions are listed further down the sheet and are
presented in four groups. The working capital assumptions are basically fore-
casts of the turnover ratios, except that we put the balance sheet item in the
numerator and divide by the corresponding flow variable (sales or cost of
goods sold). This is basically the reciprocal of the turnover ratio. We have
found that it is much more intuitive to put the balance sheet item in the nu-
merator when we are trying to forecast the balance sheet item. Note also
that we are forccasting the ending balance of the item rather than an average
over the period (unlike the turnover ratios in ¢ Val's Ratio Analysis sheet that
are based on average balance sheet amounts). While algebraically possible,
forecasting the average balance and then backing into the implied ending bal-
ance can cause the forecasted ratios to oscillate in very disconcerting ways.
Consistent with the way in which we compute turnover ratios, we express
inventory and payables as a percentage of cost of goods sold and all of the
other working capital accounts as a percentage of sales.

The next two groups of balance sheet forecasting assumptions are the non-
current operating asset and noncurrent operating liability assumptions. As
with the working capital assumptions, we forecast the ending balance of each
of these line items as a percentage of sales. These assumptions fill out the
asset side of the balance sheet and the operating portion of the liabilities (i.e
the net operating assets). All that is left on the balance sheet are the financial
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are determined by your financing assumptions,
The debt, minority interest and preferred stock assumptions are statemengs
about the firm’s leverage, expressed as a proportion of total assets. Having
forecasted the assets, the liabilities, and the preferred stock, the common eg-
uity balance is determined; it is the plug that we discussed carlier.

'Noucc that you are allowed to forecast the dividend payout ratio. You
may wonder how the ending balance in common equity can be determined
if you are free to forecast any dividend you like. Doesn’t a dividend reduce
the common equity balance? Technically, yes, but since the common equity
balance is already determined by your other assumplions, el u{ 2?dJUS|S the
implied stock issuances or rcpurclmsc.s to exactly offset any dividend that
vou forecast. That is, your forecasted dividends reduce retained earnings, byt
Ll’ulmcrcuscx the balance in paid in capital by exactly the same amount s as
unaffected. Play with it a bit and you will see what

obligations and equity, which

to leave common equity
we mean. .

eVal provides you with a few diagnostics to help judge !he plausibility
of your forecasting assumptions. First, up at the top of the ['grccasting As-
sumptions worksheet you will find the Implied Return on Equity. Recall
from section 7.5 that while it is difficult to provide plausible bounds for
each of the individual balance sheet and income statement assumptions,
they should all combine to give a return on equity figure that is within a
plausible distance of the cost of capital. Second, by ¢ licking on the Ratio
Analysis and Cash Flow Analysis tabs, you can see the complete ratio and
cash flow analyses implied by your assumptions. Do these forecasted ratios
jibe with your views about the firm’s future? One particularly important
item to look at in the cash flow analysis is Net Issuance of Common Stock.
As we discussed earlier, this is the amount computed by ¢Val in order to
balance your balance sheet. A positive amount indicates the amount that
will have to be raised through issuance of new stock; a negative amount
indicates the amount that will be used to repurchase stock. You should ask
yourself if the market conditions are conducive to raising new stock? Does
management intend to use excess cash for stock repurchases? If not, then
you need to iterate back through your forecasting assumptions until you
have a more plausible scenario.

Suppose management told you that they expected the balance in PP&E
to be $100 million next year. To hit this amount on your forecasted balance
sheet might be a bit tough—you would have to keep changing the PP&E/
Sales forecast until you hit exactly $100 million on the financial statements. It
might be tempting at this point to simply toggle over to the Financial State-
ments sheet and type in $100 million. While possible, we caution against this
approach. By forecasting a balance directly, you overwrite all the checks and
balances built into eVal. Further, even if you are sufficiently careful to keep
your balance sheet balancing, it is very easy to enter individual line items
that don’t appear unreasonable, but together imply crazy financial statement
ratios (see the Amazon case at the end of the book for an example). As one

7.8 FORECASTING EPS
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small che /e , P
ck, eVal will generate an error message if your balance sheet no lon-

ger balances, which is what w. ifally i et
$100 milliop, at would happen if all you did was change PP&E to

.l'hc forecasts discussed so far are all firm-level forecasts. However, investors
in pllb‘llc corporations rarely buy the entire firm. Instead, they buy shares rep-
resenting fractional interests in the firm. For this reason, it is common prac-
tice to express certain key forecasts on a per-share basis. Expressing forecasts
on a per-share basis allows for direct comparisons with stock prices, which
are also expressed on a per-share basis. Not surprisingly, the most common
component of the financial statements to be expressed on a per-share basis
Is carnings. Earnings is the key accounting summary measure of firm perfor-
mance and so it is useful to know just how much earnings a company is gen-
crating per share of outstanding common stock. Earnings-per-share (EPS) is
the most commonly published forecast by security analysts. Moreover, the
extent to which reported quarterly EPS differs from the consensus analyst
forcgast Oof EPS is probably the single most important determinant of firm-
spcm_ﬁc movements in stock price.

Given the prevalence of EPS forecasts in practice, it is useful to construct
the forecasts of EPS implied by your forecast financial statements. By doing
50, you can quickly evaluate whether your forecasts are more optimistic or
pessimistic than the forecasts of other analysts following the firm. In theory,
the computation of EPS forecasts is quite simple. We simply divide forecast
earnings by the forecast weighted-average number of shares outstanding for
the period. In practice, however, the forecasting of the weighted average num-
ber of shares outstanding is troublesome. There are two distinct problems:

- Forecasting the number of shares that will be issued and/or repurchased
between now and the end of each future forecasting period.

Forecasting the number of common stock equivalents that will be out-
standing at the end of future forecasting periods.

%)

The first problem arises because we do not know the future prices at which
any stock issuances and repurchases will take place. Our forecasted financial
statements tell us how many dollars of common equity we expect the firm to
issue or repurchase in each future forecasting period. But in order to com-
pute the associated number of shares, we need to know the prices at which
these transactions will take place. This introduces a strange circularity into
our computations. Remember that one of the main goals of financial state-
ment forecasting is to figure out the value of a share of stock. But in order
to forecast EPS, we first need to forecast the future price of a share of stock.
If we already knew the latter, we probably wouldn’t bother with the former!
Fortunately, there is a prag and internally consi solution to this




circularity problem. eVal simply assumes that yﬂ\er‘(\H». asts pf the future
financial statements of the firm are correct u‘nd appr opriately incorporateq
in the firm's stock price. The future stock price 1s {hcn mmpx{(cd b_y taking
generated by your forecasted financial state.

the current intrinsic stock price :
al, and subtracting any cash

ments, compounding it at the cost of equity capit !
dividends paid. The computations are mundu‘nc ;m-d automated in eVal, 5o
we won’t bother with a more detailed description of lhun? here.

The above solution is fine if the current murkcl price of the stock is close to
the intrinsic price generated by your ﬁ_»_r-cm\‘ln]g model. But w hul. if the cur-
rent market price of the stock is very different from the price implied by your
model? In this case, either your forecasting model is wrong, or the market
price is wrong. If you conclude that the former is t‘hc case, then you should
20 back to the drawing board and build a better forecasting model. If yoy
Z-oncludc that the latter is the case, then you have identified a n\xspriccd stock.
But before computing EPS forecasts, you need to consider the possibility that
the firm could issue or repurchase shares of common stock in the future at a
market price that differs from intrinsic value. Firms with nnspriccq stock can
influence their own EPS (and intrinsic share price) by engaging in strategic
transactions in their own stock. Firms with overpriced stock can increase
EPS (and intrinsic share price) by issuing stock, while firms with underpriced
stock can increase EPS (and intrinsic share price) by repurchasing stock. This
is a complicated topic, and we defer a more complete discussion to Chap-
ter 12. At this point, you should simply be aware that the procedure used by
eVal to compute EPS does not consider such effects.

The second problem in computing EPS concerns the fact that analysts
and investors most commonly forecast diluted EPS. If you are an account-
ing geek, you will remember that EPS comes in two varieties—basic and
diluted. Basic EPS simply involves dividing earnings by a time-weighted
average of shares outstanding. Diluted EPS involves dividing earnings by a
time-weighted average shares outstanding plus common stock equivalents
related to potentially dilutive securities, such as employee stock options and
convertible bonds. These potentially dilutive securities represent contingent
claims on common equity, and incorporating them helps in figuring out what
is likely to be left for the existing common stockholders. Unfortunately, the
forecasting of future common stock equivalents is very complicated and dif-
ficult to do with much accuracy. We therefore focus on forecasting basic EPS.
We can, however, offer you some simple practical advice if you want to fore-
cast diluted EPS. Take a look at the firm’s most recent financial statements.
The income statement should report both basic and diluted EPS. If these two
numbers are very similar, then potentially dilutive securities are probably not
that big of a deal, and so ignoring them is reasonable. If these two numbers
differ by 5 percent or more, then common stock equivalents are important
and should be considered. A good base case forecasting assumption is that
the number of common stock equivalents related to potentially dilutive se-
curities remains constant in the future. But if you are looking at a firm that

e S 5o
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_p]ans to restructure its employee stock option plan or refinance its convert-
ible dcb_t. you need to pull out your intermediate accounting text and burn
some midnight oil.

To make the above discussion more concrete, let’s take a look at the EPS
forecasts for Kohl's using the default forecasting assumptions in eVal. The
EPS forecasts and associated computations are contained in the EPS Fore-
caster worksheet. This worksheet is reproduced in Figure 7.3 using a valua-
tion date of January 31, 2010 and the default forecasting assumptions, with
the result _or an intrinsic value estimate of $39.79/share. The key financial
statement inputs to this sheet are the number of common shares outstanding
at the most recent balance sheet date, the forecasted price of the company
(based on eVal's current forecasting assumptions), the forecast of net income
_for each future year, and the amount of common equity that is forecast to be
issued (repurchased) in each future year. You can follow the formulas in the
respective cells to trace each of these inputs back to their source worksheets.

The first computation in the EPS Forecaster worksheet is the forecast of
the price at the end of each future year. The price is computed by taking
the price at the end of the previous year, multiplying by one plus the cost of
capital to reflect the expected return for the year, and subtracting the fore-
cast dividend-per-share for the year. For our example, this works out to be
$39.79 X (1+.10) — 0 = $43.77/share. The assumption is that this is the fu-
ture price that shares will be issued or repurchased at. Armed with the fore-
casted price-per-share, the computation of EPS is straightforward. We first
divide common equity issued (repurchased) for the year by forecast price for
the year to obtain the number of new shares issued (repurchased) for the
year. Next, we compute shares outstanding at the end of each year by add-
ing (subtracting) shares issued (repurchased) for the year to the outstanding
balance from the previous year. Finally, we divide net income by the aver-
age number of shares outstanding for the year to arrive at our EPS forecast.
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he implied $681,779 thousand stock repurchase traps.
reducing the shares outstanding from
d. The forecasted income of $1 046,887
nd ending shares outstanding resulg

In our example, t
lates into 15,576 shares repurchased<
307,000 thousand to 291,424 lho_usavn
divided by the average of the beginning a
in an EPS forecast of $3.50. _

If all this work seems (00 pedantic just to get the denominator to your Epg
calculation, then you can simply type the forecast number of shares directly
into the EPS Forecaster worksheet (using. for example, the number of shares
outstanding). The EPS Forecaster sheet stands alone, so changes here wij|
not flow back to other parts of your eVal model.

One of the most important functions of the EPS Forecaster worksheet jg
to allow you to compare your EPS forecasts with the consensus analyst fore.
cast. We provide a link at the bottom ol"l_hc EPS Forecaster ?vmkshecl that
takes you directly to the consensus earnings estimates provided at Yahoo
_com. Whenever possible you should compare your forccasts to the consensug
analyst EPS forecasts for each of the next two years, and for the five-year

growth rate in EPS.

|
. 7.9 SUMMARY AND CONCLUSION )

|

|

Forecasting is where the rubber meets the road in equity valuation. A valua-
tion is only as good as the forecasts that support it. And ;;oodl forecasts only
come from a careful synthesis of the findings from your business, account-
ing, and financial analyses. It is important that you forecast the complete fi-
nancial statements and that you use a systematic forecasting framework that
maintains internal consistency in the resulting statements It is also important
that your forecasting assumptions lead to economically plausible statements
about the future.

So far we have talked about forecasting from the 30,000-foot level. The
next chapter gets down to the nitty-gritty of forecasting the individual line
items on the financial statements.

7.10 CASES, LINKS, AND REFERENCES

|

Cases, links, and references relating to material in this chapter are presented
at the end of Chapter 8 and should be reviewed after reading Chapter 8.

CHA

8.1 INTRODUCTION

PTER EIGHT

Forecasting Details

The last chfxplcr described our general framework for forecasting a firm’s fu-
ture financial performance. In this chapter we give more specific guidance
;lbolfl how to come up with a reasonable forecast for each specific line item.
Obvncu_sly. we can't tell you what to forecast in every circumstance; rather, we
try to give you a list of things to think about.

_ As you proceed through the income statement and balance sheet assump-
tions, you may be plagued by the following two thoughts. The first is that
there is always more you could do to develop a better forecast of each item.
Thcnte is an endless amount of data available—maybe a little more hunting
will xdc_nufy the perfect indicator of the future for the particular variable you
are try_mg to forecast. The second doubt is that, even after all your hard work,
you sll}l_fccl uncertain about the resulting forecast. Both of these feelings
are leglpmale, but there is nothing we can do about them; the world is an
uncertain place. We offer you a framework to guide you through the forecast-
ing process and we offer you some guid about what bl
might be, but we don't have the crystal ball that perfectly predicts the future.

This chapter will walk you through the individual income statement and
balance sheet assumptions that eVal uses to construct the forecast financial
statements. For some of the forecasts it may help to build a more detailed
model and then plug the forecasting assumptions implied by the detailed
model into the appropriate income statement or balance sheet assumption in
eVal. The casiest way to do this is to build your more detailed model further
down the Forecasting sheet, or add a new sheet to ¢Val, and then link the
result back to the appropriate yellow-celled forecasting assumption.

@ 8.2 FORECASTING SALES GROWTH )

If God offers to fill in one row of your spreadsheet, this is the one to ask for.
Sales growth, or the lack of it, is a huge driver of value. You should bring
everything you can to bear on this forecast. ¢ Val shows the firm’s past history
of sales growth but this is only a starting point. Extreme levels of sales growth
tend to mean-revert very quickly. Recall from Figure 5.1 that firms in the top
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) . he same firms only averape,
quintile of sales growth averaged 55 percent, hm‘lf o LI‘ '\ ) Iy averageq FIGURE 8.1 past future
24 percent sales growth the next year. So just because sales growth has beey Estimating Industry macroeconomic
i - at sales growth will be high in the f i Jaoet series
hat sales gre ¢ hig ¢ future, and Firm Sales from predictable series based on past data

high in the past doesn’t mean t growth » i o i

Obviously we can't give you & recipe for forecasting sales that will apply to
all companies in all situations. What Io\h?\\\ is a basic approach along with
a list of things that you should consider for most LVI\IIIP:IHIL'\ One approach
is to start b\' forecasting industry sales growth. With this as a I)cnchmzlrk,
0 ask if the firm is likely to increase or decrease its share of jp.
dustry sales. This exercise starts with macrocconomic data and works down
toa lirm»spcclﬁc forecast. As we will see, such an approach \\ltlkx‘\ 1l when
the firm is a large player in the industry. Alternatively, if the hrm‘s industry
is ill-defined. or the firm is a very small part of the industry, then it might be
better to start at the firm level and only look to other companies for a few key

you can then

comparisons.

Forecasting Industry Sales Growth

ales growth, go back to Chapter 2 and look

To build a forecast of industry
over the list of available macroeconomic data. What are the key drivers of

sales in your industry? More importantly, what are the key indicators of
future sales? For example, the aging of the baby boomers is a very predict-
able phenomenon that has huge implications for the health care sector. You
could study past trends in personal expenditures on health care as a function
of the median age of the population. As another example, suppose you are
studying a house-building company in the south. The demand for houses is
a function of many things, including age demographics, migration patterns
across geographic regions, and interest rates. Governments around the world
collect detailed statistics on all of these variables. You could estimate the rela-
tion between these variables and past housing demand in the south and then
extrapolate this model to estimate the demand for future housing.

Building a model of industry sales that predicts the [uture is no casy task.
And, even if you find a set of variables that predicts industry sales very well,
your particular firm may buck the trend. Nevertheless, we encourage you to
spend some time on this tz n if your work doesn’t result in a great pre-
dictor of industry sales, the exercise will help you identify the key drivers of
sales and this should help to keep your long-term sales forecasts reasonable.
Also keep in mind that your goal is to predict future sales, not explain past
sales. A macroeconomic variable that moves concurrently with industry sales
will make for a beautiful graph, but unless you can generate decent forecasts
of the variable, it won’t be much help in forecasting future sales. For example,
it turns out that the return on the S&P 500 is a great concurrent predictor of
demand for cruise vacations; apparently, when the market is up, the cruising
segment of the population splurges on a great vacation. While this observa-
tion makes for a great graph, it is completely useless for predicting future de-
mand for cruise vacations, unless you think you can predict future movements
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unpredictable series based on past data
but predictable using relationships above

in the S&P 500. And if you can reliably predict future movements in the S&P
500 then you really don’t need this book!

Figure 8.1 illustrates how you might think about linking macroeconomic
data to industry sales and firm-specific sales. For this to be a useful exercise,
you need two key relationships to be very strong. You need the macroeco-
nomic data to be predictable in the future and you need the links between the
macroeconomic data, the industry sales, and the firm sales to be strong. If
both of these conditions are true then you can build a sales forecast by first
predicting the macroeconomic series, then forecasting industry sales from the
macro prediction, and then forecasting firm sales from the industry predic-
tion. Demographic trends, for example, are very predictable macroeconomic
phenomena. It would be foolish to ignore these trends if your firm’s custom-
ers come from a particular slice of the demographic pie. In addition, a num-
ber of macroeconomic trends are linked to GDP growth. While GDP growth
isn’t a simple series to predict, economists put so much effort into forecasting
it that you can get decent forecasts from the web (check out the Congressional
Budget Office or the Conference Board links at the end of the chapter). As an
example, personal consumption expenditures on durable goods ( washing
machines) tend to grow rapidly as the economy comes out of a recession, If
the GDP forecasts indicate a recession is ending, then this is a powerful indi-
cator of a large increase in sales of durable goods in the immediate future. On
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the other hand, business investment in fixed p.nml\ takes much longer 10 starg
growing after a recession, 50 your prediction for an equipment supplier mighg
be much more subdued

Once you have a forecast of industry siles growth, the next task is to pre-
dict how this will relate to your particular firm’s sales growth. At this step
intensity of competition from alternative sources
rvices, Who are the firm's competitors and how
? The link between industry sales and firm sales
akes up a significant fraction of the indus-

you need to consider the
for the same products or s¢
intensely are they competing’
is obyiously stronger if the firm m
try. The link is weakest when the firm is small or when the industry is growing
rapidly

As an example, the growth in grocery store sales in the United States is
remarkably stable, ranging between one and four percentin the last decade,
No matter how much advertising stores put in the local newspapers, people
can only eat so much. Grocery store sales would probubly mirror population
growth perfectly except that grocery stores have expanded their product lines
to include pharmacies and home poods. Further, the past decade saw larger
grocery store chains swallow up many smaller ones. The resultis that Kroger,
the largest grocer in the United States, grew sales at an average rate of about
6 percent in the past decade, roughly double the industry rate. Over the same
period Whole Foods grew more than twice as fust as Kroger, as Americans
discovered *whole" food, Kroger, which accounts for more than 13 percent
of total grocery sules in the United States, can only deviate from the industry
rate by so much because it is such a large purt of the industry. Whole Foods,
on the other hand, accounts for only about one percent ol grocery sales, and
50 is far less governed by the overall industry growth rate,

The firm-specific facts that we discuss in the next section are typically the
main drivers of sales for small and growing firms. In addition, firms with win-
ning strategies may generate unusually large sales growth in the short run by
stealing market share from other firms. But in the long run even these compa-
't escape the economic forees of the industry

nies ¢

Firm-Specific Influences on Sales Growth

There are many useful predictors of future sales that come from the firm it
selt. One significant indicator of future sales is the firm’s current and future
investments in operating capacity, especinlly in new sales locations or new
products. Firms make investments to generate future income so, assuming the
firm isn't making bad bets, these investments will be harbingers of' future sales.
As an example, you can divide retail sales growth into growth from opening
new stores and growth from increased sales at existing outlets (with the lat-
ter known as same-store or comparable-store sales growth). California Pizza
Kitchen can grow rapidly by opening up new restaurants all over the coun-
try, but the very nature of a restaurant puts severe limits on the amount of
siles growth that can be generated from the existing locations, Only so many

i
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pcnplc.cun squeeze into one booth. Retail companies frequently disclose their
pl:fn\ for new store openings over the next few years and you should use this
information to estimate the contribution that new stores will make to total
sales growth. You can then combine this with an estimate of the more modest
contribution that same-store sales growth will make to arrive at the total sales
growth rate.

This same logic extends well beyond forecasting in the retail sales busi-
ness. Most investments are made to generate a sequence of future sales. When
newly invested capital starts producing output, there should be a big burst of
new sales, followed by a reasonably steady stream of future sales from that in-
vestment. Itis therefore useful to distinguish between the large bursts of
growth that come from newly invested capital and the much lower growth in
sales, if any, that comes from the continued operation of previously invested
capital

Yo‘u can frequently gain some useful information from the segment disclo-

sure footnote in the financial statements. This footnote describes sales, profits,
and investments by major product lines and geographic regions. This infor-
r.nmmn an help focus your attention on the largest sources of sales for the
firm and help to identify where they are investing for the future. The firm’s
MD&A (capital resources section) is also a good source of information about
the firm’s future growth prospects.
) isting future sales is very important but very difficult. Take this part
\?I the forecasting task seriously, but also be mindful that some fraction of
future sales is inherently unknowable. Floods, pestilence, technological inno-
vation, and the inherent fickleness of the consumer all combine to make sales
a truly random variable. Use all of your collected wisdom to make educated
guesses, and to put reasonable bounds on your estimates, but then move on.

Finally, we would like to repeat the warning from the previous chapter.
Do NOT make the terminal year forecast of sales growth very large—7 per-
cent might be a maximum. Think about what it would mean to forecast a
large growth rate into perpetuity; as the company grows faster than the world
cconomy it would slowly but surely take over the entire planct. So unless you
mean to forecast this type of world domination, don’t use a big sales growth
forecast in the terminal period.

A Sales Forecast for Kohl's

We will illustrate our approach to forecasting sales using Kohl's. Since
Kohl's is only a small part of a huge industry, the macro approach to fore-
casting sales might not be very fruitful, at least for the next few years. In
the short run, we should fores ales based on estimates of their new
store growth. However, in the long run Kohl's will be subject to the undeni-
able fact that the clothing and accessories industry is a relatively stable and
slowly growing industry. We will start by looking for the drivers of industry
sales growth to guide our terminal period forecast but then develop our
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FIGURE 8.2
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more immediate sales forecasts for Kohl's based primarily on company-

specific data.

Figure 8.2 illustrates how sales growth in the cl )
dustry is related to growth in the gross domestic product and particularly
to growth in personal consumption expenditures. While growth in clothing
;m[l accessories sales is more volatile than growth in person il consumption
expenditures or GDP, all three series basically move together and average
to about the same amounts over time. In addition, consumer expenditure
survey data from the Burcau of Labor Statistics shows that the percent of
personal consumption expenditures on apparel has remained hc(\\_’ccn 38
and 4.1 percent over the past few years. Forecasted growth in GDP is there-
fore likely to be a good predictor of growth in the clothing and accessories

othing and accessories in-

industry. )
The Congressional Budget office estimated that nominal GDP growth

(real GDP growth plus price inflation) was 3.8 percent in 2010 and would
fall to 3.7 in 2011 and then increase to about 4.5 percent in 2012 and remain
there. Given the correspondence between GDP growth and growth in the
clothing and accessories industry, we can use this as our industry forecast.
Although Kohl's may grow faster or slower than the industry in the short run,
we will assume that it eventually will be governed by these industry growth
forecasts.

Turning to company-specific information, we learn from Kohl’s 10-K
that they currently have 1,058 stores spread across the United States, having
opened about 58 stores per year since their initial public offering in 1992.
They also state that they opened 54 stores in 2009, expect to open 30 new
stores in 2010, and plan to continue opening stores at this more modest rate
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into the future. So one estimate for Kohl's is that they will grow their stores
by 2.8 percent for the next few years (30/1,058). Another approach might be
to estimate how many stores a fully built-out system would contain. We note
that in the Nll}]\\cﬁl. Kohl's most developed region, they are averaging 5.1
stores per mllll_on people. Extrapolating to the United States population of
305 million, this suggests a mature system of about 1,555 stores (as a point
of comparison, Target has 1,740 stores). This would imply about 4 percent
growth in stores over the next 10 years.

New stores certainly contribute to growth in sales, but in the retail envi-
ronment an equally important statistic is the growth in sales from stores that
iun‘c bCL:fl open at least a year, known as comparable store sales, or simply

comps.” In their 2009 MD&A Kohl's discloses that their comps were 0.4 per-
cent, the result of a 1.4 percent improvement due to the closure of their com-
petitor Di]lurd_‘\‘ and a 1.0 percent reduction due to cannibalized sales from
their own existing stores by newly opened stores. The net result of 0.4 percent
comp growth is the result of a simple calculation, but the two underlying
causes cannot be verified. How could they possibly know that a new customer
walked through their door because her favorite Dillard’s closed, or a former
Kohl's customer didn't walk through the door because a new Kohl's opened
ch.)\’cr to her home? Nonetheless, il we believe that Kohl's management has
this type of insight, then we might want to use the fact that they forecast in
the MD&A that 2010 comp growth will be 1-3 percent, and total sales growth
will be 4-6 percent.

There are many ways to weave the new store growth estimate and the com-
p;_lrz_lb]c store growth estimate together into a forecast of future sales, If we are
willing to assume that old stores and new stores generate sales at the same rate
then a valid approach is to simply compound the two growth rates together.
That is

Total Sales Growth = (1 + growth rate in stores)
(1 + growth rate in comps) — 1

Figure 8.3 shows the estimated and corresponding actual sales growth rates
at Kohl's for the past four years, where the cstimate is made by inserting the
actual store growth and comp growth statistics into the formula above. Notice
that the actual sales growth is a bit less than the estimated growth in cach year,
suggesting that perhaps the new stores do not reach maturity instantly, as the
model above assumes. However, given that Kohl's is planning on slowing their
new store growth considerably, the complication of estimating separate sales
for new versus old stores is unlikely to yield a significant improvement.

Putting all this together, we forecast that new store growth will be 3 percent
per year for the next 10 years, and comp growth will be 2 percent per
for the next 10 years, for a compounded growth rate for sales of 5.06 per-
cent. We will round up to 5.1 percent in eVal. After 10 years we forecast that
the terminal growth rate in sales will equal the estimated growth in GDP of
4.5 percent.
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FIGURE 8.3 P e
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forecasts, now it is time to think about how ex-
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Forecast
120131

Fiscal Year End Date

Implied Return on Equity 0.192 0185 0138 0.136

0128

income Statement Assumptions

Sales Growth 160% 0%
(Cost of Cocds Sold/Sales | 636%
R&D/Soles | 00%
5GaA/Sales 22%
DepBAmort/Avge PPAE and Intang 758%
INot Intorost Exponsa/Avgo Not Dabt 87%
INon-Oporating Income/Salas 02%
Effoctive Tax Rato 375%
Minorily InterestAfter Tax hicome 00%
Other Income/Sales 00%
Ex. Items & Disc. Ops /Sajes 00%
Pref. Dividends/Avge Pref. Stock 00%
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of t:;‘::éz::;?ml(hc account balances rather than sales levels are the drivers
Betiween the' Dot Cmﬂ}:l u?ms. For example, there is a very strong relation
coiie statement 7[2!3‘11 e balance sheet and the Interest Expense on the in-
eens Y Solor ¢ debt balance times the interest rate equals the interest
fiome -Sl . qcrcﬂ} expense and some other items, the forecast of the
i alement item is based on its relation to a specific balance sheet item.
i (hcen fyrjcnsn?g a r!rm's expense ratios you should always compare them
Irindustry peers. You can often find these statistics at Yahoo! Finance.

Cost of Goods Sold

The ratio of Cost of Goods Sold (COGS) to sales describes how much of
every sales dollar is spent directly on providing the product or delivering the
service. thq forecasting this item think about how the firm’s produc}s or
services are viewed in the product market. Can they charge a price premium
over their competitors? Is this premium sustainable in the long run? The ef-
fects of competition are first seen in this line item: As a firm is forced to lower
1ts prices in response to competitors’ price reductions, this ratio will increase.
Are there manufacturing efficiencies to be gained that will lower production
f:osts’.’ As the firm grows, do you anticipate it getting sufficiently large that
it can demand lower prices from its suppliers (as Walmart docs‘)!’ MIICh of
the ratio analysis of profitability that we discussed in Chapter 5 is designed
to help you forecast this item. In addition, you may find some guidance for
this forecast by reading the firm's MD&A and earnings announcements. Note
that lhc discussion in the MD&A may be pitched in terms of the Gross Profit
Margin, defined as

Gross Profit Margin = 1 — (COGS/Sales)

Finally, remember that a pure price increase, with no other changes, will in-
crease the gross profit margin, which reduces the COGS/Sales ratio.

Alon_g w 1l_h the firm’s own past, the COGS/Sales ratio of a few close
competitors is a good place to start when forecasting this ratio. If the firm
has a low COGS/Sales ratio relative to its peers then you need to think
about whether or not it can sustain this advantage. If you are analyzing a
young firm with no clear cost structure exhibited in the data, then u\'in;z a
more mature firm’s COGS/Sales ratio in your forecasts is a good idea. If
the firm has exhibited some economies to scale that have caused the COGS/
Sales ratio to decline in recent years then ask yourself how much longer
you expect this trend to continue. If you believe that economies of scale are
a significant factor for your firm, then you should refer to the discussion
about estimating them in the section on Selling, General and Administrative
expenses below.

Research and Development Expenses

While there is no necessary relation between Research and Development
(R&D) expenses and sales, many firms budget their R&D expenditures in
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exactly this way. For instance, Gillette has @ sl:llc;l{ik;;l‘o[ g]r?“lmg R&D ex.
pcndn[urcs at the same rate as sales, sO the ratio of D \‘)‘\.x u'\ lﬂl.xld. remain
constant for Gillette. Be particularly L;Ogﬂ”-lvl“ of the ~ld‘u‘!ln|‘d u:m s 1"?Cyclc
when forecasting this item. Start-up firms will invest | .n‘\un 1v ﬁ;gu‘- rrllClIOE] of
their sales in R&D with the intent of hnnglpg (}ns Duunl..q_lg d nfwn over time,
Also, there may be a relation between the 11r1}\ s R&D ‘\pgfh [ng and the Price
premium implied in your COGS forecast. A firm whose \lllixlgg‘){ is 1o continy.
ally develop new products and sell them at a premium \\I]V have a Iughﬂ R&D
{0 sales ratio and a lower COGS to sales ratio than a firm who copies other
firms’ products and sells them ata discount. For example, a hallmark of IBM
is its research and development activity—it has produced the largest "l‘lmbcr
of patents granted per year for any firm in the \\l\fld for ihg lz\syl 17 year’s run-
ning. This strategy is reflected in its ratios: IBM’s ratio of R&P Expense to
sales has been w ithin a tenth of 6 percent every year for the pd‘il five years, and
its gross margin hangs around 45 percent. In contrast, Dell Computer invests
onlj\ 1 percent of its revenue in R&D but its gross margin is only 17 percent—

clearly a different strategy than at IBM

You should be aware of opportunistic
development costs can be capitalized as an asset once the prod-

ware. Software I
uct is “technologically feasible”—whatever that means, so these expenditures
p jiately. Given the of this

will not show up in R&D expense a
definition, companies have considerable flexibility when choosing whether to

allocate software expenditures to R&D, in which case they are expensed im-
mediately, or to software development, in which ¢ are classified as an
asset and then amortized to expense over a number of years.

Selling, General and Administrative Expenses
Selling, General and Administrative (SG&A) expenses have some compo-
nents that move directly with sales, such as commissions paid to the sales
force, and other components that are only weakly related to sales, such as
{he clerical stafl salaries. Over short horizons, many costs in this category are
almost completely fixed, like rent on facilities, property taxes, or utility bills
for the administrative headquarters. The fixed components will give this ratio
economies of scale, so it may decline as a percentage of sales as sales grow.
Working against this effect, however, is the fact that many of these expendi-
tures are highly discretionary. For example, when sales are high the firm may
invest in management training programs but when sales are low they may cut
back on these types of discretionary expenditures. Examine how this ratio
has changed in the past in response to changes in the sales growth rate for
evidence of economies of scale. In addition, the MD&A discussion might
give you some clues about future movements in this ratio. In particular, cost-
cutting initiatives are frequently aimed at this line item.

If you believe there are significant economies of scale in SG&A or any
other line item, you may want to quantify the effect more precisely. To do this,
start by plotting the percentage change in SG&A on the percentage change in

accounting related to R&D on soft-

ase th

FIGURE 8.5
Economies of Scale
and “Sticky Costs™ in
U.S. Economy from
19791998 (adapted
from Anderson,
Banker, and Jana-
kiraman (Journal of
Accounting Research
2003). Both scales are
in percentage changes.

e
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Slope = 0.55

Intercept = 0.05

Sales decreasing | Sales increasing

Slope =0.55-0.19 = 0.36

‘;u]cs gach year and then examine the chart for two patterns. Assuming there
is a discernable upward pattern, is the slope significantly less than one? If so,
then your company is exhibiting economies of scale in SG&A. Next, does it
appear Fhut the slope of the line is flatter when the percentage change in sales
is negative? If so, then SG&A is exhibiting “sticky” costs. It is often harder to
cut costs in bad times than it is to increase costs in good times. Consequently,
\‘\h,:n sales are declining, economies of scale cause costs to hang around and
“sticky” costs hang around even more. Both effects are illustrated in Fig-
ure 8.5. The figure shows the result of the following estimation: )

% change in SG&A = a + b X Y%change in Sales + ¢ X Indicator if Sales
declined X %change in Sales + error

If b= _I then there are no economies of scale and costs increase in direct
proportion to sales. More commonly b < 1, meaning that the firm enjoys
economies of scale. If ¢ < 0 then the slope of the line is even lower for sales
decreases, capturing the “sticky™ cost phenomenon.

We tend to think of economies of scale as a good thing—when sales in-
crease costs do not increase as rapidly. However, when sales decline the sword
cuts the other way—costs do not decline as rapidly. And the “sticky cost”
phenomenon shown in Figure 8.5 makes matters even worse. As the figure
lustrates, a 10 percent reduction in sales is estimated to result in onlya 3.6 per-
cent reduction in SG&A. It is this effect that often brings on bankruptcy,
as illustrated in the “Tale of Two Movie Theaters” case at the end of the
textbook.

Depreciation and A
The ratio of Depreciation and Amortization to Average (Net) Property, Plant
and Equipment (PP&E) and Intangibles is forecasted based on the relation be-
tween the balance sheet amounts and the income statement amounts. For firms
using straight-line depreciation and replacing assets at roughly the same rate
as they depreciate them, this ratio is approximately constant and equal to one
over half the average useful life of the assets. Why half? Because in steady state,
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halfway through their useful life, so ngl PP&E i§ roughly
Jber that this rule only applies for stable firms, For
because the existing assets are less than hajy
ful life, and hence less than half dcprccm‘(cdv But you
the firm’s growth rate slow \l. );m trend this forccu\(ing
, average useful life of the assets.

Numm;:,-n o ;;;Zr(v:‘lcl:‘l’:(:lr/cz::lcz:!n|y ;:Pn\c\ when forecasting Depreciation ang
Al’l:\(:(()l‘l(l‘;:hr:(h that the linc item 1S not shown on lhc.mu;ymc tx.'vucmcm and
so is coded as zero by the standardized data pml\ {dm ; m,“fm?p‘c' Intel
doesn’t list dcprcuuunn/umm(wlmn expensc on { )‘ur |n)u>\m|c ’s:l‘l‘ljr‘ncm and
consequently you get a ratio of 0 percent for ”"“]ﬂv'“ “, IM‘" [ﬂ.u ,u into eVl
(from the Case Data sheet). If you get the actual financial stal |u.n;r,“s you can
typically find the depreciation and amortization amounts mlx t he § mlemcnl.nr
Cash Flows but this is of only limited value, because }A>‘II-( m.n k”f’W 'hf in2
come statement line item that the company lul_nm_d‘(hcw expenses into. They
could be included as part of COGS, as part of SG&A or, most ||k(€])’< divided
between these two line items. If you know which line item contains the de-
preciation and amortization expense then you can correct the f}"ilnclfn] state-
ments in ¢Val by moving the balance to (.hc "duprucx:llm'n and dl'nor[ﬂa(v](‘,n“
line item. Otherwise. all you can do is skip this item and pick it up implicitly
in your forecasts of COGS and SG&A. o

To forecast the Depreciation and /\lnur(l/.mm! expense ratio, you need to
think about the type of assets that the firm must deploy to generate
how long these assets are expected to last I'lw‘f(v(mmu: that dcec‘ bes the
firm’s accounting policies typically gives the useful lives of their major types
of assets. If the firm primarily uses just onc type of asset, then this dlsclosgrc
is a great guide for your forecast (¢.g.. lf the asset has a 10-year useful life
and is in steady state, then you should forecast 20 percent), hu_l more com-
monly all you learn is that buildings have a 20 %f) year life, cquipment hk?sa
5-10 year life, and computers have a 2-4 year life. In addition, the intangible
asset goodwill is not amortized at all. Instead Il‘IS' treated asa .r')crmuvncnl”assc(
(like land) and cach year the accountants u_sk if it has been 1mpu1rcd: The
consequence of this accounting treatment is that it is virtually llnpOSSIb]c o
forecast when the consumption of goodwill will show up as an expense in the
financial statements. Practically speaking, all you can do i1s try and match the
forecast impairment of the goodwill to its expected future life.

the assets are roughly
half gross PP&E. But remem
a growing firm, the ratio 1 smaller,
way through their usc
should make sure that as

Interest Expense

The ratio of Interest Expense to Average Debt is the firm’s average interest
rate on all of its debt. The past rate at which the firm has borrowed is a good
indicator of their future borrowing rate, unless you forecast a large change in
either the firm’s default risk or macro level interest rates. You may also want
1o read the debt footnote and sec what rate the firm has borrowed at most
recently. As a reminder, we warned you in Chapter 5 to beware of interest
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income that is netted

! against the company’s interest expense. This will make
the past interest expe

Sl nse look extremely low when computed as a percent of
iheome i A is is the case, then you should find the amount of interest
e 2 move it into the nonoperating income line item on the financial
statements. Another complication arises if a firm has convertible debt. Con-
\‘_cruhlc flcbl carries a lower interest rate because of the value of the conver-
sion Oph_on. T‘hc‘ casiest method of dealing with this problem is to assume
!hal the firm will issue straight debt in future years at the going market rate of
interest (see Chapter 12 for more detail on this issue).

Nonoperating Income

Non‘opcrmi‘ng Income includes such things as dividends or interest income
received on investments, the write-down of assets, and other miscellancous in-
come. Because this item represents a mix of many things, none of which have
obvious drivers, we ask you to forecast it as a percent of sales with the idea
that the amounts for these items vary roughly with the firm’s size. If the past
amounts of. nonoperating income are significant then you should go back to
the actual financial statements and figure out what is in this item.

If the nonoperating income is interest or dividends from a financial asset
you nc_cd to think about whether that assct will exist in the future. For exam-
plc._u firm might have an unusually large cash balance if it has recently raised
Fapnul but not yet spent it, and this cash balance will generate some interest
income, !f you believe that the cash will soon be invested in operating assets,
then the interest income will soon disappear. Alternatively, the asset might be
an investment in another company that was made for strategic reasons and is
not cxpcclcd to change in the near future. In this case, the dividend income
or equity method income is likely to continue into the future, but will bear no
relation to lhc_ level of company sales. In this case you will want to forecast
the nor}opcrulmg income as a dollar amount and then express this amount as
a fraction of .su!cs. The general point is that income rarely falls from the sky,
ceven nonoperating income; rather, it takes assets to produce it. Make sure that
you know where these assets are on the balance sheet they may be in Cash
and _Murkcluhlc Securities, they may be in Investments or they may be lumped
in with something clse—and keep track of the relation between the balance of
these assets and your forecast of nonoperating income.

Olhcr’ items that frequently show up as part of nonoperating income are
assct write-downs, impairment charges, and restructuring charges (note that
expenses are entered as negative numbers in ¢ Val). While all of these charges
sound like one-time events, it is actually quite common for companics to re-
cord expenses like these year after year. If you see a string of impairment and
restructuring expenses in a firm’s past financial statements, then itis very likely
that they will continue in the future. In effect, the company is moving normal
operating charges into this line item, hoping you will ignore them. If this is the
case, then your forecasts should treat them as recurring expenses, In addition,
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if you anticipate a significant asset write-down in the future, possibly bcc;]u”
\o’u believe the company’s accounting is currently too aggressive, then you
;lmuld work out more precisely how the write-down will affect this ratio,

Effective Tax Rate

A firm's Effective Tax Rate is the ratio of the tax expense to earnings before
income taxes (EBT). As a ballpark figure, the statutory federal tax rate for
most firms in the United States is 35 percent (The lowest corporate tax rate
among the G7 nations is in Canada at 15 percent.) To this, you add a fey
pcmr}mgc points for state and local taxes and possibly chucl a few percent-
age points for the tax advantages that come from having foreign operations,
if your company should be so lucky. The firm’s L\\‘Immmlc contains a great
table that explains why the effective tax rate differs from the statutory rate. [
age, the items appearing in this table are called “permaneny
differences” to distinguish them from the “timing differences” that create de-
ferred taxes, as discussed later. You should look through this table with ap
change in the future. For example, if a company is
ations from California, with a flat corporate tax rate
income tax, it will save

he ocean view)

accounting langu:

eye for things that might
planning to move its opera
of 8.84 percent, to Wyoming, with no state corporate
8.84 percent on its effective tax rate (but it will give t

If the firm is losing money (pre-tax), then its currer
be a very poor indicator of its future tax rate Suppose, for T‘\.ﬂﬂp]c. that you
at has yet to show a profit. The company’s
1n be used to reduce taxes

clicctive tax rate may

are examining a young company th
losses create net operating loss carry forwards that c:
in the future if and when it becomes profitable, but can nly be booked as as-
sets in the year of the loss under strict conditions. So our young company will
probably I;u\c an effective tax rate close to zero. But 1f you lorccasl that the
company will become profitable, then you need to trend the effective tax rate
toward the statutory tax rate. We hate to send you the:<, but the only place
all this stuff is in the tax footnote. Grab your flashlight

you can learn about
and carry a stick

Minerity Interest

Minority Interest, also called Non-Controlling Interest, represents the claim
on the income of the consolidated firm of minority sharcholders in subsidiar-
ies. For most firms this is zero because they own 100 percent of their subsid-
iaries. so there are no minority shareholders to make a claim, and you can
skip to the next item. However, ignoring this line item for firms that actually
have a minority interest can lead to big mistakes, so we include a line for it on
eVal's Forecasting Assumptions sheet. For an example, load Verizon into eVal
from the Case Data sheet and note that minority interest is almost 49 per-
cent of after-tax income. Verizon owns 55 percent of Verizon Wireless, while
Vodafone owns the other 45 percent minority portion of the joint venture.
Consequently, the consolidated Verizon after-tax income includes 100 percent
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of Verizon Wireless, but because they don't actually own all of Verizon Wire-
less, they need to show the minority interest c‘pen’,\‘c We ask you to forecast
the ml_nonl) interest amount as a percent of after-tax mcomé But since the
size of the minority interest claim varies with the subsidiaries income and not
the purcn! company’s income, there is no necessary reason that this line item
will remain constant. It is generally very dxmcu[f to get much information
about the subsidiaries income, however, so this scaling variable is the best we
can do.‘ If the subsidiary’s income moves roughly with the parent’s income,
then this percentage will be fairly constant. ) )

Other Income

Other Income is a bit of a catchall line item. This item differs from nonoper-
ating income ‘bccau,sc it is after tax. You might find the after-tax effects of
investment gains/losses or equity method investments here. If this item is non-
zero then you really need to read the actual financial statements to figure out
what the company or standardized data providers have put here and whether
you believe it will continue in the future. As with nonoperating income, we ask
you to forecast this as a percent of sales simply to capture the idea that these
items tend to increase with the size of the firm, not because sales is really the
driver of these costs. This line item is also a good place to tuck any major
adjustments that you might make to the financial statements. For instance, if
you want to forecast a large write-off, possibly because you think the compa-
ny's accounting practices are aggressive, then you can enter the after-tax effect
on this line item and keep it nicely separated from the rest of your forecasts.

Preferred Dividends

The ratio of Preferred Dividends to Average Preferred Stock is quite similar
to the ratio of Interest Expense to Debt discussed earlier. This ratio gives
the preferred dividend payout percentage, which can usually be found in the
ﬁn;mcla} statement footnotes, or can be inferred from the statement of share-
holders’ equity. For some firms you may notice that their balance sheet shows
Prcf:rrcd stock outstanding yet shows 0 percent for this ratio in the past data.
This occurs because some standardized data providers do not give the pre-
ferred slvock dividend in their database, so our default entry is zero. If you see
a historical ‘baluncc of preferred stock, then you should get the firm’s com-
P|L‘le financial statements to look up the historical dividend percentage and
input the preferred dividends manually on the Financial Statements sheet in
eVal. Note that the dividend on preferred stock is distinct from the dividend
on common stock, which we will discuss shortly.

Some Final Thoughts about Forecasting the Income Statement

Thg results of your income statement assumptions are forecasts of the firm’s
entire sequence of future income statements. For each line item, you should
think once again about the transition from the firm’s most recent historical
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rformance in the next few years, and then its trang;.
year forecasts. As a rough guide, you might think of
the near-term performance as being dnfucn by ﬁ_““-\pt‘c activities, such g
a rapid expansion plan or a cost-cutting initiative, while the long-term per-
formance as being driven by industrywide and economyw ide forces, such as
the GDP growth rate. Do your forecasts paint a rcuwnubl? picture of hoy
the firm might evolve? You will undoubtedly feel more confident about yoyr
near-term f;recas(s than your long-term forecasts; this is simply the reality of
forecasting in an uncertain world.

You ur}n‘l completely done with your income statement assumptions,
These assumptions combine with your balance sheet assumptions to generate
implied financial ratios and cash flow forecasts, and these forccails might be
implausible. If this is the case, as 1t often is after just the first pass, then yoy
need to revisit your income statement assumptions once again

performance to its pe
tion to your terminal

Expense Forecasts for Kohl's

As an example, we will develop a
ing these forecasts, you may want
in Chapter 5.

As noted in Chapter 5, Kohl's has shown a steady improvement in its
gross margin over the past few years. They attribute the most recent mar-
gin improvement to a shift in sales mix to more private labels anf] exclusive
brands that command higher margins. While Kohl’s expects this trend to
continue, we note that they are probably getting to the top of their poten-
tial margin given that Nordstrom has a gross margin of 41.8 percent, and is
clearly higher on the fashion food chain than Kohl’s. In the MD&A, Kohl’s
management forecasts that the gross margin will improve 20 to 30 basis
points, so we forecast that the COGS/Sales ratio will drop from 62.2 percent
in fiscal 2009 to 62 percent in fiscal 2010 and then remain constant thereafter.
Margins significantly higher than this would surely invite entry and imitation
from competitors.

In contrast to the steadily improving gross margin's, Kohl's SG&A/Sales
ratio has gotten worse each year. This, combined with generally increasing
sales, shows that Kohl's has not been enjoying any economies of scale in
SG&A. In fact, the past data exhibit dis-economies to scale! Further, as we
noted in Chapter 5, the most recent increase in SG&A/Sales was attributed to
increased compensation expense. It is unlikely that this was a one-time event,
so we forecast that Kohl's will maintain their SG&A/Sales ratio at the 2009
rate of 24.4 percent. It would be nice to forecast some improvement in this
item, but Kohl's is coming out of a recessionary period where it is likely that
any costs that could be cut already have been cut. In the 2009 MD&A, Kohl’s
says that they expect SG&A to increase 4-5 percent and Sales to increase 4-6
percent. Together this might suggest a slight improvement in the SG&A/Sales

set of expense forecasts for Kohl’s. In fram-
to refer back to the ratio analysis of Kohl’s
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rﬂll({. But given the complete lack of economies of scale in the past data, we
aren’t bnf}'mg 1t; we forecast 24.4 percent to the terminal period.

Kohl's ratio of Depreciation and Amortization to the average balance of
net PP&E and Intangibles is 8.2 percent in the most recent year and has fluc-
lua(cf‘l between 7.3 percent and 8.2 percent over the past five years. Although
!(ohl s has added significantly to assets in the past few years, it expects to slow
its gvm\‘\'\h considerably in the future. As they mature, the accumulated de-
preciation should approach the 50 percent level of a stable company (i.e., the
assets are, on average, half way through their useful lives). From the financial
statement footnotes we learn that the ratio of depreciation and amortization
expense to average gross PP&E is about .06, implying that the assets have on
average e_:bou[ a 17-year useful life. Given that the bulk of the PP&E is build-
ings, which have a relatively long life, this seems like a reasonable estimate.
When thl's is in steady state and its asset mix is approximately halfway
through its useful life at all times, the ratio of Depreciation and Amortiza-
tion to net PP&E will be one over half of the useful life, or approximately
12 percent. We forecast that this ratio will increase smoothly from its current
le\_/el of 8.2 percent to a terminal value of 12 percent. Note that you can enter
this quickly by putting 12 percent in the terminal column and letting eVal do
the smoothing in between.

Kohl'§ most recent Interest Expense as a percentage of the average Debt

balance is 6.5 percent and has fluctuated in the narrow range of 6.3 percent
and 6.§ percent in the past few years. Their debt footnote shows that almost
all \hc_u? borrowing is plain vanilla senior debt with no call provisions or con-
vertibility provisions that might complicate the picture, and with a weighted
average interest rate of 6.55 percent. Kohl’s stated in their MD&A that they
can fund their planned store growth with existing cash flows, and therefore
have no intentions of borrowing more in the immediate future. Consequently,
it seems very likely that their effective interest rate will remain right around
6.5 percent.
v The $10 million of nonoperating income for Kohl's in fiscal 2009 is due to
interest income on their cash and cash-equivalents, and on their long-term in-
vestment in auction-rate securities (backed by your student loans!). Although
eVal shows this amount as a percent of sales on the forecasting assumplio;ls
sheet, sales are clearly not the driving force behind interest revenue. We fore-
cast that this amount will go to zero and remain there in the future. It has
never been more that .2 percent of sales, and as Kohl's settles into a mature
slow-growth phase they can manage their cash balance to a lower level with
the result that interest revenue will disappear. As discussed later, the auction-
rate securities became illiquid in the aftermath of the financial crisis, but the
interest continues to be paid by the United States government. Kohl's inten-
tion is to slowly liquidate these securities or hold them to maturity when they
can be redeemed at par.

Finally, Kohl’s effective tax rate is 37.6 percent and has never deviated from
this amount by more the a few tenths of a percent. From a tax perspective,
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Kohl's is a simple business. They have no foreign n.pc;:fuorv)s. their mix of
stores across different states (and state tax rates) isn I cl hfn{n‘ng much in the
future, and they don’t make the kind of investments that gL‘nu‘nc large Invest-
ment tax credits (like R&D) C(\nSL‘qI:lL‘nll}. we see no reason \.\hy this rate
should change in the future. The tax footnote reveals details of an ongoing
game hcl\\cv;n Kohl's and the taxing nulh(\rnlv\' Every year they are auditeq
and every year some adjustment is made. '[I\|s is common for any large cor.
poration. But, at the end of the day. any adjustment that might be required js
insignificant to Kohl's effective tax rate.

|
‘ 8.4 BALANCE SHEET FORECASTS

b

|

The next set of assumptions construct the balance sheet forecasts. They are
organized into assumptions about the net operating assets, consisting of
\\c;rkmg capital, other operating assets and other operating liabilities; and as-
sumptions about financial obligations lec nfliopcmung “lwcls/urc forecasted
as a percent of sales (or as a percent of COGS) bc\:vuwc these assets generate
the sales. In contrast, the financial obligations are forecasted as a percent of
total assets. As a guide to the balance sheet assumptions, Figure 8.6 shows the
forecasting assumptions sheet in eVal.

FIGUREB.6 Balance Sheet Assumptions for Kohl's

Balance Sheat Assumptions
[Working Capital Assumptions

8.5 WORKING CAPTIAL ASSUMPTIONS
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Worklng capital requirements are driven largely by the operating cycle of the
firm. Consequently, all the forecast assumptions in this section are linked to
either sales or COGS. A firm’s past working capital requirements, and your
forecasts of its future requirements, are a statement about the firm’s operating
cfficiency. An Improvement in operating efficiency means the firm can gener-
ate the same level of sales with fewer net assets tied up in working capital.

Operating Cash

Every firm requires some amount of operating cash. A typical amount might
be 3 percent of Sales, but firms vary widely in their holdings of cash and cash
equivalents. If your firm has tradi ionally held a large amount of cash relative
to their peers, then they probably don't need all this cash for daily operations;
rather, part of the balance is really an investment in financial assets. As we
discussed in Chapter 5, if the past operating cash balance appears larger than
you think necessary for operations, you need to get the actual financial state-
ments and make an estimate as to how much of the line item is really operat-
ing cash and how much is an investment in financial assets. Once you have an
estimate of the amount of true operating cash and the amount of financial
assets, you have a few choices about how to proceed. Assuming you think the
firm is going to hang onto the financial assets, you can continue to forecast a
high ratio of operating cash to sales and then include the interest income from
the financial assets in nonoperating income. Alternatively, you can reclassify
the financial assets into the ‘Investments’ line item and forecast its balance
separately. (Recall that, despite the title, e Val classifies nonoperating income

. B as operating and not financing.)

Encing Operating CastvSales gg: 3;:’2 1;203 e A bolder alternative for dealing with excess cash is to effect a pro forma
E:::g mm:%%aé? P % 274 liquidation of it in the 1“lrsl forecast period. For example, assume that a firm
Ending Other Current Assets/Seles 2% 1.‘3: 1: Z: has been rcccnl!y running its cash balance at 10 percent of sales, but only
Ending Accounts Payabe/COGS 8.0% 8:; % reasonably requires cash equal to 3 percent of sales in order to run its opera-
Ending Taxes Payable/Sales 33; 20',': 58% tions smoothly. Within eVal you can simply choose to set the operating cash/
g‘:;ﬁ;‘:‘:‘g:::;:ﬁi‘u“ . sales assumption to 3 percent for all future years. Because equity is the plug
Ending Not PPAE/Sales 39.5% 426% 40.9%) 409% on the balance sheet, this will effectively force a large cash distribution to
Ending Investments/Sales 0.0% 20% : Z;’ :: :'“ cquity holders in the first year of the forecast period, either in the form of a
Endng Intanginios/Salos g’g_t :);Z: 0.8% [ 08N 0%, stock repurchase or a cash dividend (the latter requiring you to also change
Snmd:ruo(;:ims:yshumwom the dividend payout assumption). On the surface this might seem absurd since
Other Liahiliies/Sales 23% 25% 2.8%| 28% 2.8%| itis probably unlikely that the firm will distribute the cash next period. But,
Deferred Texes/Sales - 1.6% 20% 2.2%| 22% from a valuation perspective, so long as the firm is generating a competitive
m"dgc :J—f;;;“i‘;ﬂﬂ: B oI 04% 0.1% % return on its excess cash balance, the present value of a future stream of inter-
Lc:;:"err:mnwmas:sem 19.4% 181% 15.6% 156% est income should be equivalent to the liquidation value of the cash, and so
Minority Interesy/Total Assets 0.0% 00% 0.0% 0.0% either approach should yield a similar valuation. From a pedagogical perspec-
Preferred Stock/Total Assets - gg';- B gg: gg:"__._% tive, liquidating the excess cash immediately has the advantage of getting it
Dividend Payout Ratio .0% 0% .0% L

out of the picture so that we can focus on forecasting the operating variables.
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For this reason, the liquidation alternative is a common cl\mcg‘ ina (Tudmon;"
discounted cash flow valuation. We nevertheless caution that if the firm is not
expected to generate & competitive return on its cash balance, or if itis Instead
expected to waste the cash buying other assets that yield a poor return (cor.

porate jet anyone?), then the liquidation alternative will overvalue the excesg

sh balance.

Receivables

The ratio of Receivables to
policy and its customers’ ability to pay. A )
the average receivable was outstanding for one quarter of a year, or about
90 days. This is approximate because s les and collections ﬂuu:lu;uc through
the year, but you get the idea. Insofar as receivable credit is eflectively gran;.
ing the cu.\lo;m‘r an interest-free loan, this is an important strategic decision
the firm makes, and one you should think carefully about when forecasting, 1f
ast values of this ratio are constant then this reflects a consistent
in the near future. However, if the

Sales depends directly on the company’s crediy
A ratio of 0.25, for instance, meang

the firm's p
collections policy thatis unlikely to change !
anging significantly or differs drastically from competitors” ratios,
then you \\1ﬁ ncgd‘lo investigate further. Ask yourself, “What is the firm’s
relative bargaining power with its customers?” A small firm that supplies a
large firm might see a favorable Receivables to Sales ratio disappear quickly
when economic times get tight

A good example of this phenomenon is the “Can Salton Swing?" case at
the end of the chapter. Salton used to be the sole maker of the famous George
Foreman Grill (“it’s a lean, mean grillin® machine!™). They sold the bulk of
w large retail chains, like Kmart and Walmart, who are not
aenerally known for the gencrous terms they prov ide their suppliers. Indeed,
as the George Foreman Grill became a small appliance hit between 1998 and
2001, S.I]l\\;\ saw the average time it took to collect its receivables go from
41 days to 73 days and its inventory holding period go from 113 days to 143
days as these big customers slowly put on the squeeze.

ratio is ch

their grills to a fe

Inventories

The ratio of Inventories to COGS is very similar to the Receivables ratio,
except that both the numerator and the denominator are computed using his-
{orical costs rather than selling prices. The other principle difference is that
the company can acquire inventories without selling them, which would in-
crease the numerator without the commensurate increase in the denomina-
tor. For that reason an increasing Inventory to COGS ratio is traditionally
considered to be a warning sign that the company is having trouble selling its
goods. Of course, the common retort is that they are stocking up for a new
product release that will send sales skyrocketing. When forecasting this ratio
think about why it might differ from its historical past. Do you anticipate
the company implementing a just-in-time inventory handling system and thus
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lowering !hc required amount of inventory? Alternatively, do you anticipate
that lhg hrm's customers or suppliers have so much bu;g‘nm;m power that
|h.c) will force the firm to hold the inventory for increasingly l:mg periods?
Was there some unusual event in the most recent fiscal year that caused the
ratio Iu‘dlﬂ'cr significantly from its normal level? ‘

As discussed in Chapter 4, a firm attempting to manipulate its income up-
ward may delay the recognition of expenses by failing to write off obsolete
inventory. Effectively they hold this expense in inventory for too long, with
the result that the inventory turnover ratio falls. Later, when they write the
inventory off, the ratio instantly improves. If you see evidence of this behavior
in the inventory turnover ratio, you might want to investigate the firm's inven-
tory accounting a bit further. :

Other Current Assets

Other Current Assets include tax refunds, prepaid expenses, and other miscel-
laneous items. We ask you to forecast this item as a percent of sales because it
tends to increase with the size of the firm, so this ratio should be fairly stable.
l.lo\\c\‘l.‘r. il this is a large amount you really need to look at the published
financial statements and see what is included in this line item and decide if it
does indeed move with sales.

Accounts Payable

The ratio of Accounts Payable to COGS is the mirror image of the Receiv-
ables ratio for the firm’s suppliers (with respect to their accounts with the
company). It reveals how quickly the firm is paying for the inventory it pur-
cha.lscd and sold. Since this is an interest-free loan to the firm, the higher this
ratio, the more free credit the company is receiving. You may forecast that the
ratio will increase if you believe that the firm has sufficient p’n\\cr over its sup-
pliers that it can delay paying its bills. When times get tight in the automotive
industry, for example, the Big 3 automakers don’t renegotiate the contract
terms with their suppliers—they simply delay paying their suppliers for long
periods. )

Taxes Payable and Other Current Liabilities

'!'u\cs Payable frequently shows up as a current liability simply because the
firm owes taxes as of the end of the fiscal quarter but they don't have to pay
them until a later date. Other Current Liabilities includes dividends declared
but not yet paid, customer deposits, unearned revenue and other miscella-
neous liabilities that will be paid within a year. We ask you to forecast these
items as a percent of sales because they tend to increase with the size of the
firm, so this ratio should be fairly stable. But, as with Other Current Assets, if
the amounts in these categories are significant, you should read the financial
statements to see precisely what they are and decide if you think the past ra-
tios are good predictors of the future,
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' 8.6 OTHER OPERATING ASSETS AND UIABILITIES

|

The key issue for this st of assumptions is dclcrlmrnlmv‘fhc size o[ ?hc firm’s
future investment in long-lived assets necessary 0 pmd.nu fhc forecasted sales,
Consequently, these items are fomcuslcd..h a percent of sales. ?mxr forecasts of
these ratios :]rc a statement about the firm’s expected production lccl\nq]ogy_
If the firm outsources much of its production, its mvestment in assets \v‘xll be
significantly smaller than the investment that is necessary Ii\: a "“_“C \cmcz.xlly
integrated operation. Of course, ince outsourcing captures a w‘m.lllcr‘ portion
of the value chain, the firm should earn correspondingly smaller margins.

PP&E

To forecast the ratio of PP&E to Sales you should consider the firm’s C.‘(I‘Slil'?g
capacity relative to your forecast of sales growth. ]-n’{ns l)L'fN‘ to u»d&l capacity in
large lumps, 5o as you analyze the firm’s past ratio of PP&E to Sales, be aware
of whether the past ratio amounts were gcncrqu_J h)‘ assets operating at full or
partial capacity. A good source of information for forecasting this item is the
discussion of liquidity and capital resources in the MD&A; in fact, h.rms often
give estimates of future capital expenditures here. And capital-intensive indus-
tries, such as steel or automaking or airlines, often give capacity unh/uuqn sta-
tistics included in their Selected Data Schedule (Item 6 on the III—K)_ Fxfmlly,
you can get industry-level statistics on growth rates in investments in different
classes of assets from the Bureau of Economic Analysis Fixed Asset tables.

It is common for PP&E to rise rapidly during a company’s early years and
then remain relatively constant thereafter. But note that this pattern does not
imply that the ratio of PP&E to Sales will rise and then ﬂuucn_nm. If the
company’s sales are also rising rapidly in the curl)v)cur.x. this ratio cou!d re-
main constant throughout the growth and maturity phases of a flrm s life
cycle. What you really need to think about is whether there are sxgmﬁctunt
economies to scale that the firm will enjoy as it grows. As (‘u!lrorma P|ga
Kitchen expands across the country its investment in PP&E will ncccssan‘]y
grow at the same rate as sales because there are very few scale economies in
a restaurant chain (i.c., hav ing a restaurant in Nebraska has little effect on
the investment required to open a restaurant in Oregon). Alternatively, after
Iridium put the necessary satellites in place for its global pl1pnc system, sales
grew significantly without significant additional investment in PP&E

Suppose you are lucky enough to have the firm tell you their plur?ncd fu-
ture capital expenditures (and you believe them). Given the beginning bal-
ance of PP&E, your forecasted amount of depreciation, and the company’s
estimate of its capital expenditures, the ending PP&E amount is determined
(equivalently, your forecast of ending PP&E determines capital expendi-
tures). The easiest way to get this information into e Val is to play around with
your PP&E/Sales forecast until the capital expenditures line on the Cash Flow
Analysis sheet corresponds with the company’s estimate.
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Investments

Investments are primarily ma
companies. If this amount is
nancial statements and figure
forecast this item as a percent
for the size of the Investment
About 10 percent of Coca-Col
panies, primarily bottlers of
bottling companies would ris
a percent of consolidated sal
Computer holds over $25 billi
of fiscal 2010, which is about
that these investments are roi
corporate securities,
These investments d

dg up of equity holdings by the firm in other
significant for your company, then read the fi-
out exactly what this investment represents. We
of sales but there may be no structural reason

la’s total assets are investments in other com-
Coke. We would expect that the scale of the
¢ and fall with sales of Coke, so forec: ting as
es is probably a good idea. In contrast, Apple
on in long-term marketable securities at the end
athird of their total assets. The footnotes reveal
ughly half in government securities and half in
With a combined average interest rate of 3.44 percent.
e 0 not play a role in supporting Apple’s sales and so their
ratio to sales could vary substantially over time.

Intangibles

lr‘uanglb[es are all those assets that can’t be physically touched. To be recog-
nized in th.c accounting system, the intangible must usually have been acquired
In an arm’s length transaction by the firm. So purchased patents, copyrights,
licenses, and trademarks would be included, but internally developed versions
of lhe same things are not. What you really need to forecast is purchased in-
tangibles but, unfortunately, companies that purchase lots of intangible assets
gt_tneral]y develop lots of them internally as well. To make matters worse, the
biggest purchased intangible is “goodwill,” defined to be the excess of the
purchase price in a corporate acquisition over the fair market value of the
identifiable assets (tangible and intangible) received. Because it is only cre-
ated by an acquisition, goodwill tends to arrive in large and unpredictable
lumps. Goodwill, plus the rather arbitrary distinction between purchased and
internally developed intangible assets, makes forecasting intangibles very dif-
ficult. As with investments, there is no particular reason why this item should
remain a constant percent of sales; we use this ratio only because larger firms
tend to have more intangibles than smaller firms.

Intangible assets without specific lives, like goodwill, are not amortized.
Rather, the firm performs periodic impairment tests to see if the fair value
is less than the book value. How the firm decides when an intangible has be-
come impaired is rather arbitrary. Basically, if the future cash flows related to
the intangible look bleak, then an expense is recorded to write the asset down.
These large expenses often get recorded only after everyone knows something
bad has happened. For example, Quaker Oats bought Snapple at the end of
1994 for approximately S1.7 billion, and Snapple was on the Quaker Oats
books for $1.7 billion at the end of 1996. Although management repeatedly
mentioned the poor performance of the Snapple brand in the 1996 10-K
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10t believe a write-down was necessary 5

oy did T
at they Q110" mtil 1997 when they sold the Snappje

filing, they concluded th
Sime. The loss was not recogniz

that time.
300 million

brand for a mere

Other Assets and Other Liabilities l
y items; some examples
Y i atores and pension assets. Other Liabilitcs in.
| other miscellaneous n lities, Seo

your firm has a significan

are long-term receivables
Other Asscts includes man: »
expenses for retd

Siideipen oncurrent i
clude pension liabilitics and sl
the financial statement footnotes for spec

amount for these items

Deferred Taxes

To forecast deferr
ences. You may |
rate, we considered permanent ¢

of 35 percent, but didn
arise because the taxing authority's

about the firm’s tax timing differ-

c s you need to think
g 1 the firm’s efTective tax

have noticed that when we forecastec
j fifferences that caused the rate to differ from the
t ot take into consideration the tim-
federal statutory rate
ing of the tax payments
rules for when a deduction can be t 3
ense is recognized
rules for when an expense is rece g o
\ted tax deductions because of an investment in a certain type \ |h In this
ated t ctio 4 1 type of :
1. not only does the firm get to deduct the cost of the investment, but they
case, not only
also get to deduct most of it in the f
he net effect of these tim

accelerated
The firm'’s specific deferred tax items

Timing differences
aken differ from the financial accounting

For example, a firm might have acceler-

irst few years of the asset’s useful life. Ac-

{ ing differences in the balance of de-
pture I
:”“m[llm\w “n:nml because deductions today mean higher taxes
erred taxes, 50 N eci
tomorrow when the deductions run out
cribe tes to the finan
are described in the footno e kel
deferred tax liabilities is the timing difference between depreciation on PP&E
c ax lia - ’
\x deductions for these investments. E arly in the life of an asset this
" esenting the nerease in tax pay-
will result in deferred tax liabilities (representin Hu)t:nuu incr in " || 1y
ments when the accelerated tax deductions for the PP&E are exhausted); later
Jiability will shrink back to zero. But as long as
bility will remain. If the firm maintains its

cial statements. A common source for

and the t

this effect will reverse and the
the firm is replacing its assets, this lia
assets at a fixed level then the durcumll
)f total assets; the ratio will increasc shg ,
‘\«H:‘\i»:‘ull:{ that the firm will shrink its asset basc, this ratio will fall dramati-
without new acquisitions of assets, new tax deductions
s to increase and the liability to fall

taxes will remain a constant percentage
htly if the asset base is growing. Butif

cally, This is because,
are not generated, causing tax paymen

Some Final Thoughts about Forecasting the Net Operating Assets
and other

The key statistic coming out of the working capital, other asse
Net Operating Asset Turnover ratio (defined as

liability assumptions is the
) which is given on the Ratio Analysis sheet

Sales over Net Operating Assets),

in ¢Val. This statistic summarizes your forecasts of the net operating assets

that a firm will need to put in place in order to create the sales that you

g
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forecasted. Be 3
Because a firm's asset turnover is largely determined by its pro-

duction tec| ),
. technology, this ratio does not usually change radically over short
periods. Therefore, if your

£0 back and make sure th,
you have made.

forecasts show this ratio changing dramatically
at you have good reasons for the specific forecasts

Forecasting Net Operating Assets for Kohl's
Recall from Chapter 5 that Kohl
and Ross Stores larg
The question in this
the oth

s delivered a lower RNOA than Nordstrom
cly because of their slower net operating asset turnover
chapter is whether we expect Kohl's to close the
er two companies. We begin with li
ating assets

p with

ne-by-line forecasts for Kohl's oper-

and then consider what this implies for their future net operating
asset turnover ratio

Kohl's investments in new stores
Kohl’s has been hoarding the resultin,
from a constant 4 percent of sales in
end of fiscal 2009,

have been slowing in recent years, and
g free cash flow. The cash balance grew
2005-2008 to 13.2 percent of sales at the
They certainly don't need this much cash to operate the
business, so we bring the level back to 4 percent in our forecasts. This is also
at Nordstrom and Ross Stores prior to the recession

a management forecast of next year’s cash from opera-
tions that we can use later to valid

consistent with the levels
In addition, we have

ate our cash balance forecast

account is inventory. Kohl's talks exten-
gement policy in the 2009 10-K. Manage-
at their new distribution centers, plus some diligent work
art, will help improve their inventory management. Working
inst this optimism is the observation from ('Im}am 5 that their days in-
ventory have increased from 89 days to about 100 d. y
The net result is that we |

Kohl’s biggest working capital
sively about its inventory mana
ment believes th:
on their own p:

aga

ays in the past few years,
do not forecast any drastic change in this ratio
going forward. Assuming that 2009 was anomalous because of the dras-
tic decline in store sales, we forecast the ending inventory/COGS ratio to
equal 266 percent, the average of 2005-2008 levels. This implies a 97-day
inventory holding period

The second biggest working capital item is accounts payable. The ratio of
accounts payable to COGS has increased significantly in 2009 to 11.1 percent
The probable cause is that Kohl's could successfully squeeze their suppliers
during economic hard times by extending the time they took to pay. We fore-
cast that this trend will continue. Both Ross Stores and Nordstrom have aver-
aged about 12 percent in the past, so we forecast 12 percent for Kohl's going

forward

The next biggest working capital item is “Other Current Liabilitics,” which
are mostly gift cards that Kohl's has sold but have not yet been redeemed. This
liability should have a constant relation with sales, and it has been relatively
stable in the past, so we see no reason to change it going forward. Similarly,
we leave the remaining working capital accounts at the same level as 2009
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Bl:ance asset that caused Kohl's (o repory

pter 5, this was the
at was significantly lower than Nord-

The b
you may recall from Cha
: 1sset turnover ratio the
thought that Kohl's stores was still Mmaturing,
n improvement in this ratio. U nfortunately,
ablishment to hit steady state. Further, 3

a net operating @ 1
strom and Ross Stores. If we
then we might be able to forecast ar
it doesn't take long for a retail est i
large part of the recent increase in PP& g ‘ ‘
W I;||c these are necessary investments, and will hopefully improve the inven-

er ratio in the
t:’:)divu|:|«‘»‘(“!:\[r:s\u any significant improvement in the PP&E/Sales ratio going
forward. We have one juicy detail that we can use to m ike a very accurate
PP&E/Sales forecast: Kohl's discloses in the MD&A that they expect capital
expenditures to total about $900 million in 2010. This, combined with (»u{
ast of $627.431 million depreciation and a beginning |\‘.|‘i|||cc of
$7.018 million, we can solve for an ending balance of !jl)&.l of §7,290.569 mil-
lion. Dividing this ending balance by the forecast of $18,054.087 million for
i\lm of 40.4 percent, which is very close to the 40.9 percent ratio

3 was due to new distribution centers,

future, they do not generate sales. As a consequence,

carlier fore

sales gives a r:
from the previous year.'

At this point we also get a nice reality check on our hnvm
closes that they expect that cash from operations less capital expenditures will
total approximately $900 million in 2010, so cash from operations should be
about $1.800 million. If we toggle to the cash flow analysis shee in eVal, we
see that our forecasts imply cash from operations of just over 51,850 million.
This means our working capital forecasts, including our ending cash balance

Kohl’s dis-

forecast, look reasonable.

The remaining operating assets and liabilities are not particu larly conse-
quential. Kohl's 10-K shows that the investments line item S € ymposed of
auction rate securities, and their discussion of this item reveals that they in-
tend to slowly liquidate these investments as the market becomes more liquid
or as they mature, We therefore forecast that the balance of Investments/Sales
will decrease to zero over 10 years. The 10-K also shows that the intangibles
ese arrived on the balance

line item is composed of favorable lease rights. Thi
sheet as Kohl's bought out the lease rights on other stores that they later re-
modelled and opened under their own name. Because the major growth phase
of Kohl's appears to be over, we do not expect any new investments in these
assets. Consequently, we also reduce this line item to zero over 10 years. We
leave the remaining operating assets and liabilities at the same ratio to sales as
in 2009 v

The net results of the operating asset forecasts is a net operating asset turn-
over ratio of approximately two in the next year and very small improvements
thereafter. This is an improvement over 2009 but is still not as good as the
ratio at Nordstrom or Ross Stores.

| Seek to make the Capital Expenditures cell on the cash flows
asting Assumptions sheet

Excel geeks can find this quickly by

sing G
heet equal $900,000 thousand by changing the Ending PP&E/Sales cell on the Forecz
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NANCING ASSUMIPTIONS )

The main consideration for this set of assumptions is the firm’s Ic
structure. What mix of debt and equity will the
x_xl ncl} Operating assets that you have forecasted? The optimal capital structure
fora firm takes into account the risk that debt financing brings with it, as well its
tax advantages. Volumes have been written in mrpnm; finance textbooks about
t}plu}ml capital structure. When forec sting this item you should examine the
firm’s capital structure in the recent past, and the c.mmi structure of other firms
in the same industry. In the liquidity section of the MD&A, firms will sometimes
discuss their target capital structure: if so. you should consider this in your fore-
casts. Each of the items in this section is forecasted as a percent of umil assets.

Current Debt and Long-Term Debt

Current debt is short-term borrowing plus the current portion of long-term
debt that is due within a year. Long-term debt, combined with the current
debt above, is the firm’s total debt financing. These liabilities, unlike the other
noncurrent liabilities above, are represented by contractual interest-bearing
claims to debt capital providers. As such, they are financing liabilities rather
l‘ILm operating liabilities. Details of a firm’s debt contracts are given in the
footnotes to the financial statements, Particularly noteworthy are the discus-
sion of short-term borrowing, the allocation of total debt to current and non-
current portions, and the schedule of future maturities of existing debt

g-term capital
firm employ to support the level

Minority Interest

Minority interest, also

alled non-controlling interest, represents the claim of
shareholders in the firm’s partially owned subsidiaries. There is no immedi-
ate reason why this amount should remain a constant percentage of Total
Assets other than larger firms tend to have larger minority interests, if they
have them at all. You could make a more informed estimate of this amount
if’ you knew that the firm intended to acquire a less-than-100 percent interest
in another company, or if you knew the firm would not be making any more
acquisitions of less than 100 percent, so that this amount might decline as
a fraction of total assets. But, in all honestly, it is hard enough to forecast a
firm’s future acquisition activity without having to also estimate the percent-
age of ownership they will acquire when they acquire less than 100 percent

Preferred Stock

Preferred stock is more like long-term debt than equity when it comes to fore-
casting the value of the firm's common equity. Details of the preferred stock
holdings can be found in the financial statement footnotes. You may want to
forecast that this item remains a constant dollar value, rather than a constant
percentage of total assets, unless the firm specifically says that it intends to
continue issuing preferred stock
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Some Final Thoughts on For ting the Fi Ram?s

The end result of this set of forecasts will bc a leverage r:‘n.xo. d'c’hn‘c\d cither as
total capital to equity or debt to equity. Alec the net 0]’)&1‘.!}“"5 l\m;: v\urnmcr
ratio, these ratios tend to be very stable for a firm 0\c‘r ‘\lynll.: [’f“ bal 3.t‘}‘callsc
the optimal capital structure of a firm is driven by fairly .smblyg Lf.f‘nl"'m\.»luclgr&
Do not fall into the trap of believing (;\‘nd forc‘c‘lslmg) lhf\l‘uv‘(um‘\\xll increase
its return on equity simply by borrowing to increase its lu\‘ur.\gg‘ Rcmcmbcr
that more debt begets more interest expense; increasing leverage only increases
ROE if the return the firm earns on the new capital exceeds l!w after-tax cost
of debt. Note that the Forecasting Assumptions sheet in ¢Val automatically
es this into account—you forecast the imcrc;l rate in the income statement
sumptions and this amountis applied to the forecasted dc§1 balance.

You have now constructed the forecasted balance sheets for your company,
assumptions determine the net operating assets and the fi-
obligations. The common equity

The turnover ratio 0
nancing assumptions determine the financial " i
is therefore determined: common equity = net operating assets — financial

obligations.

Dividend Payout Ratio

The dividend payout ratio shown historically is the percent of net income that
is paid out as cash dividends. But note that your preceding forecasts com-
pletely determine future net income and future total common equity. Hence,
your forecasting assumptions already imply the net amount of flows to or
from common equity holders. The dividend payout ratio assumption deter-
mines what retained earnings will be, but with a compensating adjustment to
paid in capital that sets common equity to the level implied by your previous
forecasting assumptions. That is, since the future equity bll]AnCL‘S‘LlI'C u]rchy
determined, this assumption can only change the composition of the equity.
Nonetheless, it is a useful item to forecast, because later, when performing a
cash flow analysis, you will be asked to think about the rea: n ableness of |hc
firm’s implied stock issuance activity, and the more that a firm pays out in
dividends, the more it needs to issue in new equity to finance future growth.

F ing Kohl's Financial Oblig
As noted in Chapter 5, Kohl's currently has a relatively low debt to cquity ratio,
less than 0.3. Our comparison firms do not help much with this statistic: Ross
Stores has a debt/equity ratio of less than 0.2 while Nordstrom has a ratio of
1.67 (recall that it was this leverage that helped Nordstrom deliver an ROE of
over 30 percent). Kohl’s management might be tempted to raise their ROE by
increasing their leverage, given that they have a positive spread between RNOA
and the net borrowing cost. But a significant increase in leverage would likely
cause their future borrowing rate to increase as well. There is no discussion in
Kohl's MD&A about changes in leverage, and it has been relatively constant for
the past few years. In fact, they disclose that they have no plans for additional

PRO FORMA ANALYSIS OF FORECASTS
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::::Tg:]% :; ;731”1) :_"d plan to pay off 5409 million in debt using cash from
ity ‘or this reqson, we have little choice but to make our fore-
d“ 5 N at there is no change in the dollar amount of total debt in 2010 and it
O;"E?b Yy 54;)0 millionin 2011. For convenience, we zero out the current portion

debt and run our forecasts through the long-term portion. This results in
ratios qf 17.3 percent and 13.3 percent in 2010 and 2011, respectively. Beyond
lh‘lS point, we believe that as Kohl's reaches a mature stage of slow growth, it
W‘"FIOWI)' raise its leverage ratio to enjoy some benefits of financial leverage.
We increase the ratio of debt to total assets to 30 percent over 10 years, a level
that approaches Nordstrom’s current leverage ratio.

Wait! You aren’t done yet! Once you get to the bottom of eVal's Forecasting
Assumptions sheet you have completed your first pass at forecasting a com-
plete set of financial statements. However, you now need to do some ratio and
cash flow analysis on these future financial statements to see how reasonable
Fhey really are. Go back to the Ratio Analysis and Cash Flow Analysis sheets
in ¢Val and look at what your forecasts imply for the future ratios and cash
ﬂowg? Is (his_whal you meant to forecast? Are the implied ROEs and margins
consistent with industry norms? If the turnover or leverage ratios are chang-
ing significantly, make sure that this is what you really mean, because typically
these ratios are relatively stable over time.

Pro Forma Analysis of Kohl's Forecasts

If you have been busy inputting the Kohl’s forecasts that we have made in
the previous sections then you can now examine the implications of those
forecasts by returning to the Ratio Analysis and Cash Flow Analysis sheets.
From the Cash Flow Analysis sheet we already noted that our forecasted cash
from operations is approximately equal to the amount given by Kohl’s in their
MD&A discussion. Beyond that, the big thing that jumps out from the Cash
Flow Analysis sheet is the $2,500 million stock repurchase that our forecasts
imply. Basically, the forecasts imply more than $900 million in excess cash
flow after the capital expenditures. In addition, we forecast an approximately
$1.600 million reduction in the cash balance. Is this reasonable? It might scem
excessive, but we note from the 10-K that Kohl’s board of directors autho-
rized a $2,500 million stock repurchase plan in 2008, of which only $261 mil-
lion has been used. If the board believes the stock is undervalued, they might
well undertake a large stock repurchase. Another way to get to the same point
would be if Kohl’s initiates a regular cash dividend. If you still feel this im-
plied cash distribution to the equity holders is unreasonable then you might
want to adjust the forecasts. The next most reasonable alternative would be to
forecast an early retirement of long-term debt, which Kohl's also discusses as
a possible use of excess cash.




