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EMBA SPRING 2016  
FUNDAMENTAL ANALYSIS| B7010 

 

 

 

“Fundamental Analysis for Investors, Managers and Entrepreneurs”  
 

Shiva Rajgopal, 610 Uris Hall, tel # 206 724 6056, sr3269@columbia.edu  
  
Course Description and Objectives  
 
Most of the decisions of analysts, consultants, entrepreneurs, investors and managers 
require us to look ahead and assess an uncertain future. In this class, you will learn a 
differentiated approach to decision making that will help you consider the fundamentals of 
enterprises and how to link these fundamentals to underlying measures, which in turn will 
help you make better investment or management decisions. Students who have taken this 
course often comment on how it has transformed their thinking and understanding of 
companies. It also serves as a useful “capstone” to the MBA program as we draw on what 
was taught in most core courses.  
 
In developing this line of reasoning and performing the analysis, we consider how to think 
about a new business as well as a publicly traded company. Having considered the basic 
building blocks, we next examine how the business resources and activities are translated 
into financial statements (whether for an early stage or public company) and consider what 
we learn from financial statements. We consider the extensive information increasingly 
available from outside sources, including various websites as well as Bloomberg and 
CapIQ. We also consider how certain accounting measures and practices impact the 
measures of the key elements of the business.  
 
IMPORTANT: While you will be able to use the approach to analyze a public company for 
your assignments and final project, you can (and students in the past have) also use private 
companies ranging from startups to family businesses, or use internal data of public 
companies or their subsidiaries if you have access to this information.  
 
Focusing on the future, we take a different approach to many topics/concepts that are 
covered in various ways in other financial statement analysis, earnings quality, and security 
analysis and valuation classes. Many students take this course as well as other seemingly 
similar courses, and we have never received any feedback that the coverage in this course 
is redundant, irrespective of the other courses taken by students.  
 
We will focus on understanding how entities create or destroy value for various 
stakeholders and what it would take to change this, how to consider uncertainty more 
explicitly in plans, and whether this fundamental value is reflected in the price or not (for 
entities that it applies to).  

 
We will also take some time each week to address any topics that are in the financial press 
that bear on the subjects and the approach.  
 
 

mailto:sr3269@columbia.edu
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Graded Learning  
 
The only way you will internalize the information in the course is by actually preparing a 
forecast (plan) of the business that allows you to see the impact of different potential 
outcomes.  
 
In the assignments, you will be asked to analyze some of the key aspects (e.g., revenue, 
labor, etc.) of the public company, Chipotle (following the framework provided in the class) 
on a group basis.  You will work in groups of 2 to 3 (LARGER SIZES WILL NOT BE 
ACCEPTED).  For each topic area of the assignments, you will also prepare a base forecast 
for a minimum of two years into the future.  However, feel free to talk with each other or with 
others to help you maximize your learning.  
 
For the final project, you can pick a company of your choosing.  However, for the final 
project, you will individually make sure all the elements of your semester’s work are linked 
appropriately in your model, and add the extra topics not covered in the assignments (e.g., 
taxes) plus your own individual perspective on the original forecasts (as explained in text).  
 
Ideally the entity you choose to analyze will be one that you are interested in understanding 
deeply, e.g. the company (or a company in the industry) you work for/cover (or a customer, 
client or competitor), your family business, or perhaps a startup that you are developing.  
 
The grades will be based on your engagement in the class, the assignments, and the final 
deliverable but we will have no exams.  
 
What you will get out of this  
 
Every student who puts in effort should walk away with an approach and concepts that 
you can use in almost any business or position in which you find yourself. It is usually a fun 
and stimulating journey for students.  

 
Is financial expertise critical?  
 
The course presumes that you have a solid understanding of the subject matter covered in 
B6000 and other core courses. We have had many students who have no additional 
financial accounting or finance backgrounds, and by investing in their learning, they end up 
with H or even H+ grades. So, while financial analysis expertise may be helpful it is not 
necessary at all.  
 
Required Text and Readings  
 

1. Weekly handouts/posts on Canvas substitute for a course packet  
 

2. There is no required text. Business Planning, Financial Statement Analysis and 
Valuation texts can be helpful but in certain topics each of them will argue for 
approaches that are at odds with what I am teaching.  

 
3. There will also be additional references provided for those students who want to get 

more background and a deeper understanding of some of the technical accounting 
aspects of any topic, but this is not required.  
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Grading  
 
There will be approximately 6 written assignments, which will relate to the materials 
discussed and their application to an actual company (see p 7). These assignments will be 
done by your group using the Type A assignment scheme (see below) and cover 60% of 
the grade. 5% of your grade will be based on your attendance at class and your preparation 
and understanding of the company analysis for your discussions with me, and 35% will be 
based on the final project, which will also follow Type B in the assignment scheme. A 
passing grade on the final project is necessary to pass the class.  
 
I do not intend to grade on a curve for this course. I believe in merit-based grades so would 
be delighted to give everyone an H, but I also give low or failing grades to anyone who does 
not put in the effort and does not demonstrate an understanding of what we cover.  
 
TA  
 
The TA is Nan Li, his email is NLi18@gsb.columbia.edu. You can communicate with Nan via 
email to discuss the course and assignments. You should also copy me on all 
correspondence.  
 
Office Hours: By appointment  
 
Relation to the Core:  
This course incorporates elements of every core class.  

 
This course adheres to Columbia Core Culture. Students are expected to be: 
 
Present: 
 

● On time and present for every session 
● Attendance tracked 
 
Prepared: 
 

● Complete pre-work needed, expect cold calling 
● Bring nameplates and clickers 
 
Participating: 
 

● Constructive participation expected and part of grade 
● No electronic devices unless explicitly called for by the instructor (look under 
“tablets/computers” below) 
 
Code of Conduct: aka our Contract  
 
The value of the course will depend on how much effort you are willing to put in, and on 
attendance and participation in the lectures and assignments.  
 
You are expected to treat the class as you would your job, i.e., as a business professional, 
demonstrating mutual respect for each other, and performing as if it is an important 
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business assignment. This means you need to be prepared, be on time, and be attentive 
during the class.  
 
Tablets/Computers: I am open to letting you use these for access to the class materials or 
to take notes. BUT if this is abused for personal activities and distracts other students I will 
change the policy.  
 
Cellphones: All classes in this course have a ‘no cellphone’ policy. In respect to your fellow 
classmates and myself, please have your phone’s volume and vibration turned off during 
class and keep your phone in your bag/pocket. We will have one break (10 to 15 minutes) 
when you can catch up on calls, emails, etc.  
 
If you need to be reachable immediately during class (e.g. your wife is going into labor any 
minute), please let me know ahead of time.  
 
My commitment to you:  
I will give you as much personal attention as feasible to maximize the benefit from your 
work. As people come in with different expertise, we can (partially) tailor the output to your 
strengths and expertise. I appreciate constructive feedback during the course to help 
optimize your learning, but I have to consider the class as a whole, so individual needs are 
best dealt with by me or Nan one-on-one. 
 
 
Type  Designation  Discussion of  

Concepts  
Preparation of  
Submission  

Grade  

     

A  Group/Group  Permitted with 
designated 
group*  

By the group  Same grade for 
each member 
of group  

 
B  

 
Group/Individual  

 
Permitted with 
designated 
group*  

 
Individually  
(No sharing of 
any portion of 
the 
submission.)  

 
Individual  

     

*The designated group is a self-selected study group to be used for the duration of the course. 
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B 7010: Preliminary Course Outline  
 

Class #  Subject matter  Specific Topics  

1  Overview - Approach to 
Fundamental Analysis of 
any Business  

 A general framework for understanding 
and then forecasting a business and its 
potential value in an uncertain 
environment  

 The “Cycle of Life” of a business  

 Relating this to financial statements, 
other information and intrinsic value  

 A critical review of what we see in 
practice by companies (early stage and 
established) and analysts  

 

2 and 3  Understanding Revenue   Understanding the product or service  

 To whom, how and where is it being 
sold  

 Pricing  

 What are the market size and the 
competitive situation?  

 How is the revenue recognized?  

 How and when are customers paying?  
 

4 and 5  Understanding Productive 
Capacity, R&D and 
Intangibles.  

 What property and equipment 
(including technology) do they need to 
sustain the revenue and/or grow 
(match to the revenue expectations)?  

 How much does this cost and how will 
it be financed?  

 Where and How are(/should) the 
physical and financing needs (be) 
reflected in the financial statements?  

 Considering IP and patents, what R&D 
or other intangibles are needed, how 
are they “acquired” and paid for, and 
how are/should they be reported?  

 How do these all compare to 
competitors?  

 

6 and 7  Understanding Human 
Resources and Labor 
Costs  

 What type of talent do you need to 
sustain and/or grow the business, how 
many and where are they located?  

 What are(/should) they (be) paid?  

 How are(/should) they (be) 
compensated Cash vs Benefits 
(pensions and health/opeb) vs share-
based compensation (shares vs 
employee stock options)?  
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 Where and how is the cost reflected in 
financial statements?  

 

8  Understanding Material 
and other costs  

 What are primary 
materials/components needed?  

 How are they sourced (supply chain) 
and what do they cost?  

 What are key sales and marketing 
approaches and costs?  

 Where and how are these reflected in 
financial statements?  

 

8-9  Funding, Capital Structure   Funding choices (equity vs debt) for 
different types of entity (early stage, 
high growth and steady state; small vs 
large)  

 How much and when is funding 
needed?  

 How are these reflected in financial 
statements and performance 
measures?  

 

9  Funding: Financial 
Investments, Strategic 
and M&A and Intangibles 
from Acquisition  

 Considering liquidity and financial 
investments and how they are reflected 
in financial statements  

 Impacts of strategic investments, 
mergers and acquisitions, and minority 
stakes.  

 How do we interpret the related growth 
and acquisition related assets?  

 

10  The Impact and 
Understanding of Taxation  

 Tax considerations: what is taxed, 
where is it taxed, when is it taxed and 
at what rate?  

 How is tax reflected in the financial 
statements and what can we learn 
from this?  

 

11  Understanding the Basics 
of Currency Impacts  

 Transactions vs translation and impact 
on margins, cash flow, ratios and 
capital  

 

12  Catch up, valuation and 
putting it all together  

 Bringing all the pieces together and 
relating them to forecasts and 
valuation analysis  

 Considering the trade-offs of various 
valuation approaches for managers 
and different investors.  
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Assignment 
# 

Topic 
 
 

Due 
Date 

1 Drawing-describing the “Operating and 
Funding Cycles of a Business” (small, but 
investing time in this step will pay off)  

 

 

2 Revenue analysis (large)  
 

 

3 Capacity analysis (large)  
 

 

4 Labor analysis (large)  
 

 

5 Materials and Other Costs (small)  
 

 

6 Capital structure analysis (small)  
 

 

7 Taxation analysis (voluntary)  
 

 

Final project Additional Scenario of 2 Year Forecast, Write-
up and Valuation (Individual)  
 

 

 
Note: Assignment 1-7 for Chipotle, final project for a company you 
choose. 



Fundamental Analysis for Investment Management and Entrepreneurship:Revenue - Part 1
Prof. Shiva Rajgopal

2016



Outline
• Complete introductory session
• An introduction to forecasting revenue
• Questions to address when analyzing revenue
• Examples of breaking down the revenue (digging deeper) to facilitate analysis and forecasting
• What can we learn from financials about the current and future revenue



Return on Net Operating Assets (RNOA/ROIC= OPM*Cap Efficiency)

The Basic Connection Between Performance Metrics and Financial Statements:
Revenue

Leverage Effect

Earnings (NI)

Equity Capital (EC)

Operating Profit Margin (OM=OP/Revenue)

Capital Efficiency (Revenue/NOA)

Spread (RNOA –(NFC/NFO))

Leverage (NFO/EC)

ROE
(NI/EC)

Operating Income (OP) 

Net Financial Cost (NFC)

Net Financial Obligations (NFO)

Net Operating Assets (NOA)

Sales lessCOGSSG&AR&DTaxes +

+

Financial Expenseless G/(L) on Investments Taxes
OperatingAssetslessOperating Liabilities

Cash plus Investmentsless Debt

+

x

x

Inc. St

Bal Sht

OPERATING

FINANCING



Forecasting Revenue/Sales: How do (most) people usually begin?
• Public Companies with historical information

• Private companies with historical information

• Startups/Early stage companies with no history



What do we Need to Consider for Estimating Revenue in Our Restaurant?



Data from the Restaurant Association (includes Institutional Spending)



A Sample of Breaking this Down to Focus on an Obtainable Market



More Detail Available To Assess Market More Directly

Scan/US software is used for the 
production of demographic reports and 
maps for specific sites, trade areas and 
markets.

DemographicReports
Reporting and Mapping Service

Population



More Detail Available To Assess Market More Directly

DemographicReports
Reporting and Mapping Service

Household Income



More detail on Actual Spending 

DemographicReports
Reporting and Mapping Service



How Much Competition is There?

DemographicReports
Reporting and Mapping Service



Example from a Business Plan

$19,777*52=$1,028,404



What do we Need to Consider for Estimating Revenue in Our Restaurant?

TAKEAWAY: The fundamentals underlying revenue are integrated with resources not in $ 
but in the underlying components leading to OpM and OpATO changes.



What happens when we move to a large public company?



Source: S&P Capital IQ

Relating Price to Earnings and Future Growth – Home Depot Start of FYR 14

$43.75 (66%)
[Consensus EPS 3.50/

8% required return (cost of equity)]

$22.61 (34%)
Adjustment to “Current” Price

Price at 2/4/14: $73

Value of  
Base Earnings

Implied Remaining Growth in Current Price

What kind of performance is necessary to justify this price?
Can (or how can) they sustain current profitability?
What is the source of the future value creation?

Also known as Value from Current Operations 
or Steady State Value

Also known as Franchise Value 
or Future Value Creation

Price at 2/4/15 approx. $107
Price end 12/15 approx. $xx



Historical Profitability Map for Home Depot and Lowes

Historical performance is clearly in HDs favor.
Both companies are on an upward trend 
profitability at end of fyr 2012.
How did they achieve this and what is the 
future path?

Op Margin

Op
AT

O

2008

2009
2010

2011
2012

2013
2014

2008

2009
2010

20112012

2013
2014

3.5%
4.0%
4.5%
5.0%
5.5%
6.0%
6.5%
7.0%
7.5%
8.0%
8.5%
9.0%
9.5%

10.0%

 2.00  2.25  2.50  2.75  3.00  3.25  3.50

Op
era

tin
g M

arg
in

Operating Asset Turnover 

Profitability Map, 2008-2014

  Home Depot   Lowes



How did the stocks of the two companies perform?

% Change in Price % Return
Home Depot 186.0% 221.9%
Lowes 100.4% 116.6%
S&P 500 74.2%

Source: FACTSET data



How do we decide where to start?
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What we Need to Consider to Understand the Business and Forecast:
Relating the Profitability Tree to More Detailed Analysis

New ProductsExisting ProductsChannelsRegions
Operating ProfitMargin[PM]

Revenues

Capacity

Marketing

R&D

Labor

Other

RNOA 

OperatingIncome

/

Revenues

Revenues

Net Operating Assets (NOA)

Required Growth
Fixed Variable

Fixed Variable

RequiredGrowth
Operating AssetTurnover[opATO]

Some of the Why!

Starting Point:
What Drives RNOA?



Home Depot’s 10 Year Sales Growth 
Average 2.7%

Average $72,191

How Useful are these for a Forecast?

Source: Home Depot Financials, CapitalIQ



Source: Home Depot Financials, CapitalIQ

How Useful are these for a Forecast?



Why you need to be careful of time series from data bases

From FactSet

For the Fiscal Period Ending
Reclassified

12 months
Feb-02-2003

Reclassified
12 months

Feb-01-2004
Reclassified

12 months
Jan-30-2005

Reclassified
12 months

Jan-29-2006
Reclassified

12 months
Jan-28-2007

Reclassified
12 months

Feb-03-2008
Revenues
Retail - Home Improvement - -                   71,101.0                   77,019.0                   79,022.0                   77,349.0 
HD Supply - -                     2,040.0 - - -
Corporate - -                      (47.0)  - - -
Home Depot Stores                   58,247.0                   64,816.0 - - - -
  Total Revenues                   58,247.0                   64,816.0                   73,094.0                   77,019.0                   79,022.0                   77,349.0 

From CapitalIQ

From 2007 10-K
Adj for Disc Ops



Understanding Underlying Growth Rates – Some Basics

Reported 
Revenue 

9 month 
Revenue 
Growth

1-May $15,000
31-Dec $13,000 -13%
31-Dec $14,300 -5%
31-Dec $15,730 5%

What is your basic reaction to/ 
interpretation of these growth rates?

D
AB and C



Understanding Revenue Basics

1 2

0%0%
1. Yes
2. No

How does this change your reaction to/interpretation of these growth rates?
Do the two -5% growth rate cases (B and C) have the same implications for 
sustainability?

Units 
9 month 

Unit 
Growth Price

9 month 
Price 

Growth
Exchange 

Rate
% Change 

in Exch 
Rate

Reported 
Revenue 

1-May 1000 10 1.5 $15,000
31-Dec 1000 0% 10 0% 1.3 -13% $13,000 A
31-Dec 1000 0% 11 10% 1.3 -13% $14,300 B
31-Dec 1100 10% 10 0% 1.3 -13% $14,300 C



Understanding Revenue Basics

How would you interpret the last case (D) +5% growth rate?

TAKEAWAY: Differentiating volume, unit price and exchange rates is critical to 
understanding the underlying implications of “growth” and its 
sustainability

Units 
9 month 

Unit 
Growth Price

9 month 
Price 

Growth
Exchange 

Rate
% Change 

in Exch 
Rate

Reported 
Revenue 

9 month 
Revenue 
Growth

1-May 1000 10 1.5 $15,000
31-Dec 1000 0% 10 0% 1.3 -13% $13,000 -13%
31-Dec 1000 0% 11 10% 1.3 -13% $14,300 -5%
31-Dec 1100 10% 10 0% 1.3 -13% $14,300 -5%
31-Dec 1100 10% 11 10% 1.3 -13% $15,730 5% D

AB
C



Revenues are: Quantity X Price (X FX Rate)

Costs are: [“Fixed” Cost + (Quantity X Variable Cost)] (X FX Rate)

The Basis of ALL Forecasting with Real Fundamental Analysis

It may seem impossible to get the actual units BUT we CAN AND MUST always 
split any expected change into these components to get a reasonable model of a 
business even if this is done by splitting the growth rates.

Period 1 Unit Price Exch Rate Total Period 2amount % change [A] % change [B] % change [C] % change amount
$15,000 10% 8% (11%) 5.7% $15,860

Basis for forecasting

[(1+A)*(1+B)*(1+C)]-1
Why? Why? Why?



A Framework for Analyzing and then Forecasting Revenue
Issue Previous Current What has changed 

and why? 
What is likely to 
change and why? 

Future 
Expectations 

Understand the Product/Service 
- What is it? 
- How is it produced? 
- Where is it produced? 

     

Who is buying it (why are they 
buying it)?  

     
How is it sold?      
Where is it sold?      
What is pricing?      
How are customers going to pay 
for it? 

     
When are they paying for it?      
What is the feasible market size?      
How competitive is the market 
and how well is entity positioned? 

     
What macro drivers impact any of 
these? 

     
How is the revenue accounted 
for/reported? 

     



Understanding is Facilitated with Understanding the Operating Cycle
Understand the Product/Service
- What is it?
- How is it produced?
- Where is it produced?
Who is buying it (why are they buying it)? 
How is it sold?
Where is it sold?
What is pricing?
How are customers going to pay for it?
When are they paying for it?
What is the feasible market size?
How competitive is the market and how well is entity positioned?
What macro drivers impact any of these?
How is the revenue accounted for/reported?
REMINDER: Key objective is to understand sustainability and growth

Your Business?
 Asset management
 Consulting (services)
 Education
 Media
 Pharma
 Real Estate
 Software



Home Depot’s Basic Operating Cycle 

Stores

Distribution Center

Suppliers

Customers

Marketing

Professionals Do It for Me 
(DIFM)

Do It Yourself
(DIY)

Credit Financing

Phone order
Phone

Internet
In Store

People/
Associates



Summary of the Steps in Beginning to Build Revenue Forecasts 
• Understand the product/service in the specific business
• Focus on the key drivers/factors of revenue and revenue change, IDENTIFY “UNITS” to focus on
• Utilize as much disaggregation as you can get that makes a material difference: reports and 

presentations to investors are often good indicators for this …… it is okay to iterate over time
• Consider macro- and addressable market issues and trends
• Try not to overcomplicate the model, allow it to be built top down and bottom up
• Don’t forget the competition
• Always consider changes in volumes and price (and currencies) including any interdependency
• Don’t assume precision, test out alternative scenarios
• Is your scenario feasible (capacity, inventory, cash available to fund growth)
• Consider the balance sheet and cash flow aspects too…. 



Understand the Product/Service – What: Product Descriptions May be Available

Source: Home Depot 10-K and CapitalIQ
Is there any way to use these?

Our Products. Our product portfolio strategy is aimed 
at delivering innovation, assortment and value. A 
typical The Home Depot store stocks approximately 
30,000 to 40,000 products during the year, including 
both national brand name and proprietary items. We 
also offer over 600,000 products through our Home 
Depot and Home Decorators Collection websites.

S&P CapitalIQ



Understand the Product – Where, What & How: Component Data from Financials 

Source: Home Depot 10-K

1,364*$54.89 = $74,870

2,256*$627*53 = $74,970

235*$318.63 = $74,878

What components 
would you use in 
your forecasting?



WHO? - The Financial Statements (MD&A) Gives a Guide on Customers

Source: Home Depot 10-K



Where is there room for growth? Industry Percentages

Recent Trend



Who is Buying and Why/What are they Buying?

• How Does this Impact What they Buy and the Price they Are Willing to Pay?

• What will drive increase in customers and different types?
• Macro factors
• Firm-specific
• Region Specific
• Seasonal

Professionals± 3-4% Transactions± 37% Revenue
Do it Yourself Do it For MeHD Customers:



Some Drivers of Revenue for Home Depot (and many retail businesses)

Stores

Place

Size
Product/ 

Service Mix

Basket/Ticket 
Size

Number of 
transactions

Online Orders

Distribution 
Centers

Professionals Do it 
Yourself

Do it 
For MeCustomers:



Setting up the Model (Framework)

•Influencers:
•Macro factors
•Customer Mix
•Product mix
•……..

Stores X X=XSize (ft2) $ Sales/ft2 Total $ 
Sales = Number of 

transactions
Basket/Ticket 

Size
Existing

New
+

Aggregate
Average?Average?

Aggregate



Geography (where), Product Categories (what) and Customers (who) Drive the Business
Home Depot Q3 Transcript of Investor Call & 3Q10-Q

Op Margin

Op
AT

O

?

?

?

?
42

43

44



What Happened to the Exchange Rates in FYR 2013
Canadian Dollar 

Mexican Peso 



WHERE: Distribution of the Stores – HD vs LOW

What are some Implications of the Number and Distribution of the Stores?
Source: Morgan Stanley Retail Atlas 4-24-13

Q3 2013
US 1977
Canada 180
Mexico 103



Locations should be linked to Population + Growth + Weather

• Where is the growth (±) potential and who is there?



What Large Product Mixes – Historical Patterns of HD’s Mix

Description 2010 2011 2012 2010 2011 2012
    Revenue by Major Product Group 67,997        70,395       74,754       
        Plumbing, Electrical & Kitchen 20,399        21,470       23,024       30% 31% 31%
        Hardware & Seasonal 19,991        20,767       21,978       29% 30% 29%
        Building Materials, Lumber & Millwork 14,755        14,853       15,399       22% 21% 21%
        Paint & Flooring 12,851        13,305       14,353       19% 19% 19%

Source: Bloomberg BI and Company reports

• Taking the detail to the 
published financials is 
tricky…

• What else would we 
want?

• How might we use 
them?



Where is there room for growth? Industry Product Mix
How would Op. Margins or 
Op Asset Turnover Vary?

Recent Trend



Home Depot Q3 Transcript of Investor Call & 3Q10-Q
Product Categories and Customers Drive the Business

Relevant 
information is 
provided about 
what you can 
choose to consider
Key is always to 
ask what it says 
about growth and 
sustainability?

?

?

?



Net Sales of Products Now Provided as Part of Segment Disclosure

Source: The Home Depot 10-K FYR 2013

FYR 2013

Always check for 
changes in disclosed 
information



What Can You Learn From the Historical Breakdown of Product Net Sales?

Source: The Home Depot 10-K FYR 2013



Relating the Information to the Model (Framework)
Stores X X=XSize (ft2) $ Sales/ft2 Total $ 

Sales = Number of 
transactions

Basket/Ticket 
Size

Existing

New
+

Aggregate
Average?Average?

Aggregate

What should be impacted?



New Trends: Implications of Updated Data_What it is and How we Might Use it
• wsj.com/us-retail-sales/

Source: WSJ and Monthly  Census Retail Sales Figures Jan 14 2015

Why did the stock market react so negatively to this news?



New Trends

What is the implication of 
this, i.e. how could you use 
it in looking ahead as a 
manager or investor?



WHO: Greater Sales Originating Online can drive/distort Sales/ft2

Why is this 
somewhat 

misleading?

Differentiate New 
and Existing Stores



What Really Changed in FYR 2013 and What Does it Mean for Future?

Source: Home Depot FYR 2013 10-K

Management Analyst and Investor Day was just before year end
New CEO and communication channels seemed to have changed



Understanding is Facilitated with Understanding the Operating Cycle
Understand the Product/Service
- What is it?
- How is it produced?
- Where is it produced?
Who is buying it (why are they buying it)? 
How is it sold?
Where is it sold?
What is pricing?
How are customers going to pay for it?
When are they paying for it?
What is the feasible market size?
How competitive is the market and how well is entity positioned?
What macro drivers impact any of these?
How is the revenue accounted for/reported?

How do we consider these in building a forecast or 
business plan?
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Outline
• Vendor Financing i.e. Use of Credit and its Implications
• Example of how fundamental analysis has helped highlight issues before they were “priced in”?
• Some Revenue Recognition perspectives
• Some revenue related earnings quality ratios to consider
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Financing Customers: An Overview of Types, Opportunities and Risks 
Types of  Financing of Revenue Where is the Opportunity/Risk?

Bundling of Products/ Services/Financing

Financing
– Discounting/Incentives
– Extended terms
– Taking on High Credit Risk
– Commitments
– Fair value changes

– When do you recognize and how much do you 
allocate to each part?

– Backlog/timing of long dated portions

– Good practice vs. “stuffing the channel”
– Taking market share or increasing risk
– Counterparties and collateral
– Creating and bringing forward revenue
– How useful are “prices” from markets vs. models
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How are sales and/or customers financed? Are terms competitive?
Does the company provide any guarantees or commitments to its customers?
Is financing being used to sell marginal products or to marginal customer?
When is cash actually received? 
Are Days Sales Outstanding (DSOs) consistent with past trends and present competitive 
setting?
Is the recognition of charge-offs and provisions consistent with pattern of expected risk 
and trends of the underlying receivables?
Does the company report deferred revenues? How are these earned out, and does the model 
reflect this? Are annual changes consistent with cash flows? 

Key Questions to Ask When Analyzing Revenue-Financing Customers



How and When are Customers Paying? 

Stores

Distribution Center

Suppliers

Customers

Marketing

Professionals Do It for Me 
(DIFM)

Do It Yourself
(DIY)

Credit Financing

Phone order
Phone

Internet
In Store

People/
Associates



What the Financial Statements Tell Us About Customer Financing



How do we typically think about and forecast receivables?What are the implications for cash usage and needs?• Restaurants?
• Airlines?
• Banks?
• Energy and Utilities?
• Food and Beverage Producers?
• Hospitals and Medical Practitioners?
• Pharmaceutical manufacturers?
• Real Estate Owners/Managers?
• Retailers?
• Software and SaaS sellers?



Analyzing and Forecasting Receivables DSO description
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Analyzing and Forecasting Receivables

Make sure aligned with 
the receivables



Analyzing Receivables and Provisions: Loan Loss Reserve Ratio
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Avoiding Pitfalls: Well-Known Problems that Could Have Been “Avoided” in 1997-2002
Xerox - Residual values in sales financing, R&D, joint venture
Asia Pulp and Paper - Related Party Transactions, Capitalized Interest, FX
Enron - Profitability, related party transactions, mark-to-market, FX, SPE
Qwest - Revenues, pensions, capitalized expenses, business combinations
Ford - Related credit company, securitization, loan loss reserves
Flextronics - Acquisitions, share based payments, ROIC
Tyco - Acquisitions, restructuring charges, margins, securitization, ROIC

TAKEAWAY: There are many cases where relating the fundamentals to what is 
being reported is not reflected in market prices: including 
understanding revenue growth….



An Example of How DSOs can be Distorted 

Cash flow from Operations and Day Sales Outstanding potentially distorted by sales of receivables 

2001 2000 1999
Net income 3,970.6$        4,519.9$        1,022.0$        Provisions for losses on accounts receivable, inventory and credit losses 593.5 354.3 211.5Other non-cash items 81.8 60.0 26.6Changes in assets and liabilities, net of the effectsof acquisitions and divestitures:Accounts receivable (434.1) (992.4) (796.0)Proceeds from accounts receivable sale 490.6 100.0 50.0Inventories (678.8) (850.0) (124.4)Other assets 121.2 129.1 488.1Accounts payable, accrued expenses andother liabilities 269.9 (551.1) 496.8Income taxes 370.7 896.4 (10.2)Other (94.2) 128.4 (96.1)

TYCO INDUSTRIAL
FOR THE YEAR ENDED SEPTEMBER 30,

Extract from Tyco Cash Flow from Operations 10K F2001



Securitization of Receivables – Tyco FYR 9/2001
•In September 2001, TIG entered into a separate agreement to sell a defined pool of trade accounts receivable from time to time to a financial institution in Europe. The availability under this program is $175.0 million. TIG sold certain accounts receivable under this program for net proceeds of $160.0 million, which is net of a discount of $1.4 million. 
Also in September 2001, Tyco Industrial sold certain accounts receivable to Tyco Capital for net proceeds of approximately $297.8 million, which is net of a discount of $4.3 million. This sale is eliminated as an intercompany transaction in Tyco's Consolidated Financial Statements. 

• Why are these done in September?
• What is the economic benefit (business purpose) of securitization with a 

captive finance company? 
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Vendor Financing - Lucent 

0
1
2
3
4
5
6
7
8
9
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Customer Financing

Principal Outstanding/
Accounts Receivable
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70.0%

9/98 9/99 9/00 12/00 3/01 6/01 9/01

• Commitments are used to facilitate revenues but can be at a future cost.
• Commitments can create liquidity problems at the worst time.

Questions to Ask:



Questions we Need to Consider  - Macro aspects
Understand the Product/Service
- What is it?
- How is it produced?
- Where is it produced?
Who is buying it (why are they buying it)? 
How is it sold?
Where is it sold?
What is pricing?
How are customers going to pay for it?
When are they paying for it?
What is the feasible market size?
How competitive is the market and how well is entity positioned?
What macro drivers impact any of these?
How is the revenue accounted for/reported?
REMINDER: Key objective is to understand sustainability and growth



Addressable Market for Home Improvement

HD = 24%



A View of Total Addressable Market

What will impact the serviceable addressable and obtainable market? 



What is the Current (and Future?) Market Share?
Home Improvement STORES

What influences market share and 
competitive landscape?

?



To Develop Our Understanding of the Addressable 
Market and Market Share to Build Forecasts We Need to 
Look to the Factors That Drive These Including Macro



Macro Factors _ Aggregate Data GDP and PFRI

How will GDP and PFRI changes have an impact on a forecast?
Note 
• Some companies tell us what they are thinking
• The sources for US (and some other countries) are public documents
• Other sources do exist and are increasingly easily found on the internet.



Macro: New Demand and Housing Prices

• Which customers/products  are 
impacted by new housing?

• Why do home prices and rates matter?
• How will you use these?



Credit Matters Especially for Bigger Ticket Spending i.e., second order macro

Good News

Risk to future
Note: Will also impact the borrowing by 

customers more directly



Evaluating the Addressable Market: Macro Patterns of Home Improvement

From high level housing we move to 
Home Improvement itself……
• How will you use this?
• Would you expect this pattern to 

change? Why?



Demographics Impact Consumer Expenditure 
What do you expect in the future?
How does this impact Home 
Improvement?



Split differs too

What do you expect in the future?



Average Annual Expenditures By Age Category for 2013
Item Aggregate Under 25

years
25-34
years

35-44
years

45-54
years

55-64
years

65 years
and older

65-74
years

75 years
and older

Number of consumer units (in thousands) 125,670 8,275 20,707 21,257 24,501 22,887 28,042 16,024 12,018
Income after taxes 56,352 26,559 53,178 69,152 68,048 63,312 41,885 48,742 32,744
Average number in consumer unit:

People 2.5 2.0 2.8 3.4 2.7 2.1 1.8 1.9 1.6
Vehicles 1.9 1.1 1.6 2.0 2.2 2.2 1.6 1.9 1.3

Annual aggregate expenditures $6,420,909 3.9 15.6 19.5 23.2 19.8 18.0 11.6 6.5
Food 829,220 4.6 15.7 20.6 23.6 18.1 17.4 11.3 6.2

Food at home 499,500 4.2 15.0 20.0 23.3 19.0 18.5 11.6 7.0
Food away from home 329,720 5.2 16.8 21.4 24.0 16.9 15.7 10.8 4.9

Alcoholic beverages 55,838 5.5 18.3 17.1 24.1 18.7 16.3 11.1 5.1
Housing 2,154,893 4.0 16.5 20.4 21.6 19.0 18.5 11.6 6.9

Owned dwellings 767,621 1.1 12.3 22.1 23.5 21.7 19.3 12.7 6.6
Mortgage interest and charges 386,864 1.0 15.3 27.9 25.0 19.5 11.3 9.2 2.1
Property taxes 232,237 1.4 9.1 18.0 23.0 23.5 24.9 15.2 9.7
Maintenance, repairs, insurance, other expenses 148,521 .8 9.4 13.4 20.6 24.4 31.3 17.7 13.6

Rented dwellings 417,678 11.3 29.2 19.5 17.2 10.6 12.1 5.5 6.6
Household operations 143,783 2.5 20.2 23.8 17.4 16.5 19.6 11.0 8.7

Personal services 46,265 2.4 37.0 37.9 8.6 5.3 8.8 2.8 6.1
Other household expenses 97,517 2.5 12.3 17.2 21.6 21.7 24.7 14.8 9.9

Household furnishings and equipment 193,695 3.6 15.1 19.5 22.2 21.2 18.5 13.2 5.3
Household textiles 12,238 3.7 11.7 19.0 23.6 18.3 23.7 17.1 6.6
Furniture 48,061 4.4 18.1 19.9 20.3 22.0 15.2 10.9 4.3
Floor coverings 2,523 1.9 17.7 14.2 17.0 30.6 18.6 16.2 2.4
Major appliances 26,906 2.9 12.8 21.2 22.9 21.2 19.0 13.3 5.7
Small appliances, miscellaneous housewares 12,618 5.5 14.2 17.3 22.9 21.2 19.0 11.4 7.5
Miscellaneous household equipment 91,348 3.1 14.8 19.2 22.8 20.9 19.2 13.9 5.3

Source: Bureau of Labor Statistics 



Average Annual Expenditures By Income Category for 2013

Source: Bureau of Labor Statistics 

Item Aggregate
Less
than

$5,000
$5,000

to
$9,999

$10,000
to

$14,999
$15,000

to
$19,999

$20,000
to

$29,999
$30,000

to
$39,999

$40,000
to

$49,999
$50,000

to
$69,999

$70,000
and

more
Number of consumer units (in thousands) 125,670 5,675 5,686 8,751 8,261 14,750 13,031 11,179 17,887 40,451
Income after taxes 56,352 565 8,339 13,352 18,203 25,631 34,196 42,571 54,713 110,894
Age of reference person 50.1 46.2 47.5 54.5 56.2 53.2 50.7 48.5 48.5 48.6
Average number in consumer unit:
People 2.5 1.7 1.7 1.7 1.8 2.2 2.3 2.5 2.7 3.0
Vehicles 1.9 .9 .8 1.0 1.1 1.4 1.6 1.9 2.1 2.6

Annual aggregate expenditures $6,420,909 1.9 1.7 2.9 3.4 7.6 7.5 7.3 14.1 53.7
Food 829,220 2.0 1.8 3.2 4.5 9.0 8.7 7.8 14.4 48.5
Food at home 499,500 2.2 2.1 3.6 5.4 10.2 9.3 8.3 14.3 44.6
Food away from home 329,720 1.8 1.5 2.7 3.1 7.1 7.7 7.1 14.5 54.4

Alcoholic beverages 55,838 1.7 1.1 2.0 3.2 7.8 7.6 7.3 13.8 55.6
Housing 2,154,893 2.5 2.1 3.5 3.9 8.1 7.9 7.7 14.1 50.2

Owned dwellings 767,621 1.6 .9 1.9 2.5 5.6 5.6 6.4 13.1 62.4
Mortgage interest and charges 386,864 1.2 .7 1.4 1.6 4.1 5.0 6.1 13.3 66.6
Property taxes 232,237 1.8 1.0 2.5 3.2 6.9 6.2 5.9 13.1 59.4
Maintenance, repairs, insurance, other exp. 148,521 2.2 1.1 2.5 3.5 7.6 6.4 8.1 12.6 56.2

Rented dwellings 417,678 5.0 4.9 7.5 6.8 13.1 12.2 10.8 15.5 24.2
Household furnishings and equipment 193,695 1.8 1.4 2.3 2.7 6.4 7.5 6.6 14.1 57.2
Household textiles 12,238 1.5 2.1 3.0 5.0 10.0 7.4 6.8 11.6 52.5
Furniture 48,061 1.9 1.3 2.3 1.8 6.2 6.6 6.3 13.0 60.6
Floor coverings 2,523 .8 .7 1.6 b/ 3.2 4.7 10.4 6.1 9.1 63.4
Major appliances 26,906 2.7 1.2 1.9 2.5 5.4 6.3 6.1 16.1 57.8
Small appliances, miscellaneous housewares 12,618 1.8 1.6 4.0 3.6 8.5 6.9 7.7 14.6 51.3
Miscellaneous household equipment 91,348 1.6 1.5 2.1 2.9 6.0 8.2 6.7 14.6 56.4



Takeaway: If you are considering the drivers of aggregate demand  for products GDP is not 
enough, you need to consider the explicit links to your (the company’s) demographics 
and spending patterns



Looking for more specific indicators:Aged Housing and Turnover can lead to more Home Improvement

• Which customers/products  are impacted by 
remodeled housing?

• Maintenance of all buildings is required
• How will you use these, what is biggest 

impact?
• What other Real Estate trends might matter?



Management are giving us some indication on the Impact of Replacement

Takeaway:
Demand for 
Products will be 
impacted by where 
the spending occurs 
and when_
But still need to 
consider:
Is there income to 
spend in this area?



Company Shows How They Connect the Macro Factors
TWO SCENARIOS
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Connecting sales growth to drivers and Macro Factors

• Provides some 
variables to consider 
and monitor 

• Gives you some 
indication on 
management’s 
understanding of their 
own business.



Home Improvement Leading Indicator (HILI) from One Analyst 6-14
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Based on Change in:
• Home Prices
• Existing Home Sales
• ISM Survey
• 30-yr mortgage rate
• HI Retail Sales

How would you use this 
type of indicator?



Public Sources are Available to Assess Future Macro…..

Company Inputs

Sector/Macro 
Inputs
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Question



How Would you Use the Macro and Addressable Market in the Model?
Stores X X=XSize (ft2) $ Sales/ft2 Total $ 

Sales = Number of 
transactions

Basket/Ticket 
Size

Existing

New
+

Aggregate
Average?Average?

Aggregate



Some Key Takeaways
• As any business decision requires us to make some forecast (even if it is: can the current 

earned income be sustained?) we need to understand the business at a sufficient level to be 
able to bound some future outcomes or accept that we are just playing games.

• To do this the best starting point is to understand the operating cycle and then identify the key 
drivers of revenue (and costs)…..using and triangulating among company (internal or external) 
information, sector/macro data and your own analysis/intuition.

• Always consider how and why volume, price and potentially exchange rates are 
changing….there is always some unit(s) that can be identified for you to work with.

• Designing the model should allow you to link to other key elements. 
• Deciding what level of data or breakdown to work with is an issue and you should be guided 

by what data is available, how easily you can integrate it into the analysis and most critically if 
it will inform you about, meaningful shifts or changes in the revenue (or costs) driving margins, 
operating asset efficiency etc. [This lets you get a level of comfort with the uncertainty]



Detailed Data Available from BI – Broader Macro Data



Detailed Data Available from BI – Industry Macro Data



Detailed Data Available from BI – Industry Measures



Detailed Data Available from BI – Company Measures: Stores



Detailed Data Available from BI – Company Measures: More details



Nate Silver’s Perspective one more time
•The goal of any predictive model is to capture as much signal as possible and as little noise as 
possible. Striking the right balance is not always so easy, and our ability to do so will be dictated by 
the strength of the theory and the quality and quantity of the data.
•In economic forecasting, the data is very poor and the theory is weak, hence Armstrong’s argument that “the 
more complex you make the model the worse the forecast gets.”…… I would urge caution against reducing 
the forecasting process to a series of bumper-sticker slogans. Heuristics like Occam’s razor (“other 
things being equal, a simpler explanation is better than a more complex one”) sound sexy, but they are 
hard to apply. We have seen cases, as in the SIR models used to forecast disease outbreaks, where the 
assumptions of a model are simple and elegant— but where they are much too naïve to provide for 
very skillful forecasts…..
•An admonition like “The more complex you make the model the worse the forecast gets” is 
equivalent to saying “Never add too much salt to the recipe.” How much complexity— how 
much salt— did you begin with? If you want to get good at forecasting, you’ll need to 
immerse yourself in the craft and trust your own taste buds. (p. 388-9)
•Silver, Nate (2012-09-27). “The Signal and the Noise: Why So Many Predictions Fail-but Some Don't”. Kindle Edition.
TAKEAWAY: Knowing how much is enough detail depends on the business and your 

experience/understanding…by using the “Model” of the profitability tree you 
can work back to more detail asking how likely it is to make a difference.



Risk Reward Chart for HD

D. Gober and team



A More Recent view From ISI
G. Melich 12-11-13



Data Sources to Consider
• Capital IQ from Standard and Poors (you have an account or can get one)
• Bloomberg especially BI (Bloomberg Industries) research 
• Ibisworld.com in Library System
• Thomson One in Library system (includes analysts’ reports) also Factset
• Company websites
• Industry specific sources that can often be found in references on analyst reports or via 

normal web search
• Industry Studies Abound
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