EQUITY VALUATION

AND

ANALYSIS

AT WOV VL WR VR B W WY '
BIR A N B L Wl L B AR\ SR

/,
\
\ N

-

B

=
-« .

it

y g o . : \,f.;\
. P e b 3 . B 7
= s ceu, e 7
—_— & (. - s ?
2
4

e >
e
; %
Ay Va2 3

. _
et ecrciiridl . 7
— N y,
; ,

& v edd /

RICHARD SLOAN

RUSSELL LUNDHOLM

SECOND EDITION






AV

- University of Michigan

~ Richard Sloan
- University of Michigan




The McGraw-Hill Companies

Me McGraw-Hill
xiim Irwin

EQUITY VALUATION AND ANALYSIS WITH eVAL

Published by McGraw-Hill, a business unit of The McGraw-H-ilI Companies, lf;;:.(.:IZZI Aycm;c

of the Americas, New York, NY, 10020. Copyright © 2007 by The Mc(.}ra».v-Hld . ompa;ncs, ne.
All rights reserved. No part of this publication may be rcprqduccd or dlgtnbutg in any ::rzfor

by any means, or stored in a database or retrieval syslcm, \fvuhout 'lhe prior written con;‘sc : :
The McGraw-Hill Companies, Inc., including, but not limited to, in any network or other electronic
storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers
outside the United States.

This book is printed on acid-free paper.
234567890DOC/DOC09876

ISBN-13: 978-0-07-310026-5
ISBN-10: 0-07-310026-9

Editorial director: Stewart Mattson
Editorial assistant: Megan McFarlane

Executive marketing manager: Rhonda Seelinger
Media producer: Greg Bates

Project manager: Marlena Pechan

Manager, New book production: Heather D. Burbridge
Coordinator freelance design: Artemio Ortiz Jr.

Media project manager: Matthew Perry

Cover design: Chris Bowyer

Typeface: 10/12 Times New Roman

Compositor: Interactive Composition Corporation
Printer: R. R. Donnelley

Library of Congress Cataloging-in-Publication Data
Lundholm, Russell James.

Equity valuation and analysis with eVal/Russell Lundholm, Richard Sloan.—2nd ed.
p. cm.

Includes index.

ISBN-13: 978-0-07-310026-5 (alk. paper)

ISBN-10: 0-07-310026-9 (alk. paper)

1. Corporations—Valuation. 2. Business enterprises—Valuation. 3. Stock price forecasting.
4. Investment analysis. 5. eVal (Electronic resource) 1. Sloan, Richard G. II. Title.
HG4028.V3L796 2007

332.63'221028553—dc22

2006014698

www.mhhe.com



5 About the Authors)

Russell J. Lundholm

Russell J. Lundholm is the chairman of the Accounting Department at the Uni-
versity of Michigan’s Ross School of Business. He holds a PhD in Business
Administration and a Master of Science in Statistics from the University of lowa.
He has taught at the University of Michigan since 1993 and at Stanford University
from 1987 to 1993.

Professor Lundholm’s research interests lie at the intersection of accounting,
finance, and economics, and his findings have been published in the Journal of Ac-
counting Research, Accounting Review, Journal of Finance, Review of Financial
Studies, Journal of Political Economy, and Econometrica. His research also has
been the subject of articles in BusinessWeek, Fortune, The New York Times, and
The Wall Street Journal. He teaches graduate-level financial statement analysis,
with a particular emphasis on stock valuation, and graduate-level financial eco-
nomics. He speaks regularly at hedge funds and mutual funds on various topics
concerning stock valuation and market inefficiency, and he serves as a consultant
to numerous professionals in the investment industry.

Richard G. Sloan

Richard G. Sloan is the Victor L. Bernard PricewaterhouseCoopers Collegiate
Professor of Accounting, Professor of Finance, and Director of the Tozzi Elec-
tronic Finance Center at the University of Michigan’s Ross School of Business.
He received his PhD at the University of Rochester and previously served on the
faculty of the Wharton School at the University of Pennsylvania.

Professor Sloan’s research focuses on the role of accounting information in in-
vestment decisions. His research is widely published in journals including the
Accounting Review, Journal of Accounting and Economics, Journal of Accounting
Research, Journal of Finance, Journal of Financial Economics, and Review of
Accounting Studies. His research is regularly featured by the business press
and has received numerous awards, including the 2001 American Accounting
Association Notable Contributions to the Accounting Literature Award and the
2003 Q-Group Roger E Murray First Prize.

Professor Sloan currently teaches financial statement analysis, security valuation
and investment management in BBA, MAcc, MBA, PhD, and executive courses at
the University of Michigan’s Ross School of Business. He is an editor of the Review
of Accounting Studies, an associate editor of the Journal of Accounting and Eco-
nomics, and a member of the editorial boards of the Accounting Review, Accounting
and Finance, and Journal of Financial Economics. He also serves as a speaker and
consultant for various organizations in the investment management industry.




Brief Contents )

Preface xiii

PART ONE
Text 1
1 Introduction 2
2 Information Collection 18
3 Understanding the Business 38
4 Accounting Analysis 49
5 Financial Ratio Analysis 83
6 Cash Flow Analysis 117
7 Structured Forecasting 143
8 Forecasting Details 163
9 The Cost of Capital 193
10 Valuation 205
11 Valuation Ratios 232
12 Some Complications 243
PART TWO
Cases 255
1 The AOL Time Warner Merger 256
2 The Valuation of Amazon.com in
June 2001 258
3 Turnaround at Bally Total
Fitness? 261
4 Boston Chicken, Inc. 264
5 Four Valuation Models—One
Value 266
6 EnCom Corporation 274

vi

7 GAAP versus the Street: Thrge Cases
of Conflicting Quarterly Earnings
Announcements 277
The Home Depot, Inc. 280
Evaluating Intel’s Earnings
Torpedo 282

10 Interpreting Margin and Turnover
Ratios 285

11 Netflix, Inc. 287

12 Overstock.com 290

13 Pre-Paid Legal Services 297

14 Determinants of Valuation Ratios:
The Restaurant Industry in 2003 301

15 Forecasting for the Love Boat:
Royal Caribbean Cruises in
1998 304

16 Can Salton Swing? 314

17 A Tale of Two Movie Theaters 317

APPENDIXES

A Getting Started with eVal 321

B Hemscott Data Industry and Sector
Group Codes 323

C Standardized Financial Statement
Data Definitions 327

D Importing Data from a Saved
File 332

INDEX 335



Contents

Preface xiii

PART ONE
TEXT 1

Chapter 1
Introduction 2

1.1
12

13
14
15

16
1.7

Getting Started 2

Overview of Business Activities 3
Operating Activities 3
Investing Activities 3

Financing Activities 4

Overview of Equity Valuation Theory 4

I'he Role of Financial Statements 6

Three Steps to Equity Analysis 7
Understanding the Past 8
Forecasting the Future 10
Valuation 12

The Role of eVal 13

Closing Comments 16

Chapter 2
Information Collection 18

2.1
22

23

24
25
26
2.7

Introduction 18
Company Data 18

SEC Filings 19

Company Web Site 24

Financial Press 25

Analyst Research Reports 25
Macroeconomic and Industry Data 26

The Global and Domestic

Economy 27

Sectors and Industries 29
Inputting Historical Data into eVal 31
Using eVal’s Data Center 32
Importing eVal Case Data 32
Importing Data from a Saved File 33

28 Inputting Data Manually 33

29 Cases, Links, and References 35
Cases 35
Links to Company-Specific
Information 35
Link to Global Macroeconomic

Information 36

Links to U.S. Domestic Macroeconomic
Information 36

Links to Gross Domestic Product Estimates
and Announcements 36

Links to Industry Information 37

Chapter 3
Understanding the Business 38

3.1 Introduction 38
3.2 Macroeconomic Factors 39
Gross Domestic Product 39
Interest Rates 39
Inflation 40
Foreign Exchange Rates 40
Oil Prices and Other Key Commodity
Prices 41
Hedging 41
The Business Cycle 42
A Realistic Goal for Macroeconomic
Analysis 42
3.3 Industry Factors 42
Sensitivity to Macroeconomic Factors 42
Industry Operation and Key Industry Ratios
and Statistics 43
Competition Structure of Industry 44
34 The Firm’s Strategy 45
Synergy Analysis 46
3.5 Conclusion 47
3.6 Cases, Links, and References 47
Cases 47
References 47

vii



viii  Contents

Chapter 4
Accounting Analysis 49

41 Introduction 49
42 The Underpinnings of Accounting 50
Assets 51
Liabilities 52
Changes in Equity 52
Revenues 53
Expenses 55
Operating Profit 55
Gains 56
Losses 56
Other Items 56
43 Accounting Information and
Valuation 57
Accounting Information and Value 59
44 Limitations of Accounting Information 60
45 Common Sources of Accounting
Measurement Error 71
Measurement Error Caused by GAAP 71
Measurement Error Caused by Lack of Perfect
Foresight 74
Measurement Error Caused by Managerial
Manipulation 75
46 Conclusion 82
4.7 Cases, Links, and References 82
Cases 82

Chapter 5
Financial Ratio Analysis 83

5.1 Introduction 83
5.2 Time-Series and Cross-Sections 83
Ratios Tend to Mean-Revert 84
53 Some Caveats 85
There Is No “Correct” Way to Compute
Many Ratios 85
Ratios Do Not Provide Answers; They Just
Tell You Where to Look for Answers 85
Managers Know That Investors
Use Ratios 86
54 A Framework for Ratio Analysis 86
55 Growth 87
Analyzing Kohl's Growth 88

56 Profitability 88
Benchmarking the Return on Equity 89
Mean Reversion in ROE 90
Decomposing ROE—The Basic
Dupont Model 92
Decomposing ROE—The Advanced Dupont
Model 94
Decomposing Kohl’s ROE 99

5.7 Profit Margins 100
Economies of Scale and Operating Risk 102
Analyzing Kohl's Margins 103

5.8 Turnover Ratios 104
Analyzing Kohl's Turnover 106

59 Leverage 107
Long-Term Capital Structure 108
Short-Term Liquidity 109
Analyzing Kohl's Leverage 110

5,10 Modeling Credit Risk 110
Estimating the Likelihood of Default 111
Profitability 112
Leverage 113
Interest Coverage 114
Liquidity 114
Inventory 114
Sales Growth 115
Final Thoughts on Credit Risk 115

511 Conclusion 115

512 Cases, Links, and References 116
Cases 116
Reference 116

Chapter 6

Cash Flow Analysis 117

6.1 Introduction 117

6.2 The Statement of Cash Flows 118

6.3 Evaluating a Firm’s Past Cash Flows 120
Evaluating Cash from Operations 121
Evaluating Cash from Investing 122
Evaluating Cash from Financing 123
Evaluating Kohl's Past Cash Flows 123

6.4 Evaluating a Firm’s Future Cash Flows 125

6.5 Constructing DCF Valuation Inputs 126
Free Cash Flow to Common Equity 126
Free Cash Flow to Investors 128




6.6 Cash Flows and Earnings Quality
Analysis 131
6.7 Conclusion 14]
6.8 Cases. Links, and References 142
Case 142
Link 142

References 142

Chapter 7
Structured Forecasting 143

7.1 Introduction 143

7.2 A Systematic Forecasting Framework 143

1.3 Forecasting Quarterly versus Yearly
Financials 146

7.4 Forecasting Horizon 147

7.5 Terminal Period Assumptions 151
Forecast Horizon and Terminal Value
{ssumptions for Kohls 153

7.6 The Balance Sheet “Plug” 154

1.1 Forecasting with eVal 155

7.8 Forecasting EPS 158

7.9 Summary and Conclusion 161

Chapter 8
Forecasting Details 163

8.1 Introduction 163

8.2 Forecasting Sales Growth 164
Forecasting Industry Sales Growth 164
Firm-Specific Influences on Sales
Growth 166
A Sales Forecast for Kohls 167

8.3 Expense Forecasts 170
Cost of Goods Sold 171
Research and Development Expenses 172
Selling, General, and Administrative
Expenses 173
Depreciation and Amortization 174
Interest Expense 175
Nonoperating Income 175
Effective Tax Rate 176
Minority Interest 177
Other Income 177
Preferred Dividends 178

8.4
85

8.6

8.7

8.9

Contents  ix

Some Final Thoughts about Forecasting the
Income Statement 178
Expense Forecasts for Kohl’s 178
Balance Sheet Forecasts 180
Working Capital Assumptions 180
Operating Cash 181
Receivables 182
Inventories 182
Other Current Assets 183
Accounts Payable 183
Taxes Payable and Other
Current Liabilities 183
Other Operating Assets and Liabilities 183
PP&E 184
Investments 184
Intangibles 185
Other Assets and Other Liabilities 185
Deferred Taxes 185
Some Final Thoughts about Forecasting the
Net Operating Assets 186
Forecasting Net Operating Assets for
Kohls 186
Financing Assumptions 187
Current Debt and Long-Term Debt 187
Minority Interest 188
Preferred Stock 188
Some Final Thoughts on Forecasting the
Financing Ratios 188
Dividend Payout Ratio 188
Forecasting Kohl's Financial Obligations 189
Pro Forma Analysis of Forecasts 189
Pro Forma Analysis of Kohl's Forecasts 189
What Happened at Kohl’s? 190

8.10 Cases, Links, and References 191

Cases 191
Links 191
References 192

Chapter 9
The Cost of Capital 193

9.1
9.2

Introduction 193
Cost of Equity Capital 193
What Is Risk? 194
Capital Asset Pricing Model 195




X Contents

The Size Model 198
What Number Do I Put in eVal? 200
93 Cost of Nonequity Capital 201
94 Weighted Average Cost of Capital 201
What Is Constant and What Is
Changing? 203
9.5 Cases, Links, and References 204
Links 204
References 204

Chapter 10
Valuation 205

10.1 Introduction 205

10.2 Residual Income Valuation Models 206

115 Putting Some Valuation Ratios |

Together
Can You Make Money with This? 240

237 |

11.6 Cases, Links, and References 242

Case
Links

242
242

Reference 242

Chapter 12

Some Complications 243

121 Introduction 243
122 Negative Values and the Abandonment

Option

243

Negative Values 243

Residual Income to Common Equity 206
Bad Accounting and the Residual Income
Valuation Model 209
Residual Income to All Investors 210
The Tax Shield on Interest 212

103 Discounted Cash Flow Valuation 214
DCF to Common Equity 215
DCEF to All Investors 216
Tax Shield on Interest 218

104 Present Value Computations 221
Adjusting the Present Value to
the Present 222
Solving for the Implied Cost of Equity
Capital 225

10.5 Valuing Contingent Claims and Other

Adjustments 226

Adjusting for Stock Splits and Stock
Dividends 228
Putting It All Together 229

106 Cases, Links, and References 230

Cases 230

Links 231

Reference 231

Chapter 11
Valuation Ratios  232. « '

111 Introduction 232 :
11.2 The Market-to-Book Ratio 232
113 The Price-to-Earnings Ratio 234

114 LT he PEG Ratio 235 4

The Abandonment Option 246

123 Creating and Destroying Value through

Financing Transactions 249

Common Equity Transactions 249
Contingent Equity Claims 252

124 Cases, Links, and References 253
Cases 253
Link 253

PART TWO
CASES 255

Case 1
The AOL Time Warner Merger 256
Questions 256

Case 2

The Valuation of Amazon.com in
June 2001 258

Background 258
Assignment 259
Tasks 259

Case 3

Turnaround at Bally Total Fitness? 261
Questions 262




Cased
Boston Chicken, Inc. 264

Questions 265

Case b

Four Valuation Models—One Value 266

Financial Statement Forecasts 266
Questions 266
Part A. The Four Valuation Models 266
Part B, Verifyving Your ( ‘omputations
" [,’/’, :'[(4',/ ,‘(l N

Part C. Acc ounting Distortions 268

Case 6

EnCom Corporation 274
Introduction 274

Initial Case Facts 274

Stage One Questions 275

Additional Case Facts for Stage Two 275
Stage Two Questions 275

Stage Three Questions 276

Case 7

GAAP versus the Street: Three Cases
of Conflicting Quarterly Earnings
Announcements 277

I. The Great Atlantic and Pacific Tea Company,
Inc. (NYSE: GAP) 277
Questions 278
[I. Intel Corporation (NASDAQ: INTC) 278

Questions 278

Contents xi

Case 10
Interpreting Margin and Turnover
Ratios 285

Introduction 285
Determinant 1: Industry Production
Technology 285
Question 286
Determinant 2: Business Strategy—Product
Differentiation versus Cost Leadership 286
Question 286
Determinant 3: Corporate Strategy—Vertical
Integration versus Outsourcing 286
Question 286

Case 11
Netflix, Inc. 287

Questions 288
Business Strategy Analysis 288
Accounting Analysis 289
Ratio Analysis 289
Forecasting Analysis 289
Valuation Analysis 289

Case 12
Overstock.com 290

Questions 291
Business Strategy Analysis 291
Accounting Analysis 291
Ratio Analysis 292
Forecasting 292
Valuation Analysis 296

Case 13

[II. Amazon.com, Inc. (NASDAQ: AMZN) 278 Pre-Paid Legal Services 297
Questions 278 I T——

Case 8
The Home Depot, Inc. 280

Case 14
GIPTOMINAES ASYAIROGDNRaLIDI ORh

Restayggnt FRsipig 298 301
Required. 301 _» ~ .

or&sr%mgue QUY CHAU &
NGB BAN LAI

Case 9
Evaluating Intel’s Earnings
Torpedo 282




xii  Contents

Panera Bread C ompany 302
Lone Star Steakhouse 303

Case 15

Forecasting for the Love Boat: Royal
Caribbean Cruises in 1998 304

The North American Cruise Industry
in 1998 305

The Cruise Experience 306

Who's Onboard 307

Supply of Available Berths 309

Demand for a Cruise Vacation 309

Part A. Comprehensive Financial Analysis 311
Part B. Financial Forecasts 312

Case 16
Can Salton Swing? 314

Background 314
The Deal with George 315
Questions 315

Case 17
A Tale of Two Movie Theaters 317

The Movie Theater Industry 317

Two Movie Theater Companies 318
Who Will Default: Country Cinema or
City Screens? 318

Requirements 319

Country Cinema Financial Ratios 320
City Screens Financial Ratios 320

APPENDIXES 321

Appendix A
Getting Started with eVal 321

Installing and Running eVal 321
Using eVal 322

Appendix B
Hemscott Data Industry and Sector
Group Codes 323

Appendix C
Standardized Financial Statement Data
Definitions 327

Income Statement 328
Balance Sheet 329
Statement of Retained Earnings 331

Appendix D
Importing Data from a Saved File 332

Importing Data from Thomson Research 332
Importing Data from WRDS 333

Importing Data from a Compustat Template 334
Importing Data from a Marketguide

Template 334

Index 335



