ABSTRACT

A STRATEGIC, FUNDAMENTAL, AND FINANCIAL
EVALUATION OF PACIFIC SUNWEAR OF
CALIFORNIA, INC.

This thesis examines Pacific Sunwear of California and its current
strategies and placement within the retail apparel industry. The objective of this
thesis is to study the valuation of Pacific Sunwear of California by evaluating the
strategies and past financial performance to determine the current value of the
firm. The thesis begins with an external analysis of the current environment.
Then an evaluation of the retail apparel industry based upon Porter’s Five Forces
theory, followed by discussions of current market position and potential growth
opportunities. Based upon these assumptions and understandings several
valuation models will be applied to determine the current intrinsic value of Pacific
Sunwear of California. The results of the valuation models will be discussed and
explained to reach an understanding of the proper value based on the business
characteristics of Pacific Sunwear of California and possible future financial

results.
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Chapter 1

INTRODUCTION

The retail apparel industry is mature and very competitive and is filled with
many large players and several small players competing for the U.S. consumers’
dollars. The U.S. retail apparel industry reached $211.5 billion in 2004, an
increase of 5.2 percent over the year 2003 (Reuters Investors, 2007). The largest
firms in the retail apparel industry as ranked by revenue are TJX companies, The
Gap, Limited Brands, Nordstrom, and Footlocker. Pacific Sunwear of California
(PacSun) is ranked 18" as of J anuary 26, 2007 with annual revenues of $1.4
billion (Reuter Investors, 2007).

The retail apparel industry is very susceptible to fluctuations in society’s
tastes in fashion. As fashion trends change retailers will attempt to adjust to the
current trends. Often firms will miss the mark and lose large sums of money while
trying to regain their status as a trendsetter. PacSun has, throughout its existence,
maintained its focus on the clothing styles that helped build its organization.
While losing marginal customers due to the cycles of fashion, PacSun has been
able to hold strong to its core customers. PacSun sells a broad range of jeans and
t-shirts that constitute a staple of teen fashion no matter what the trend is (Seeking
Alpha, 2007).

PacSun has successfully grown its organization by focusing on the teen
lifestyle. Creating strong relationships with cutting edge fashion designers
focused on the surf and skate as well as the hip-hop lifestyle has allowed PacSun
to experiment on new fashion trends with their own proprietary brands.

Accessories and footwear have also become a large part of PacSun and teen
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fashion. Attempting to capitalize on the growth of accessories and footwear,
PacSun has recently announced its intent to open a third line of retail stores, “One-

Thousand Steps” (PacSun Annual Report, 2006).

Purpose of Thesis

Pacific Sunwear of California (PacSun) has built a very competitive
organization by continually employing the strategies that have made it successful
for more than 25 years. It is worth studying the strategies and methods PacSun
has employed to create such a successful organization. Also studying how PacSun
has been able to grow and expand in such a competitive environment, while many
competitors have failed, is worth understanding. Is it possible for competitors to
mimic the PacSun model and be successful?

PacSun, recently, has expanded into new niche markets, which has
contributed to its continued success. The retail apparel market is highly
competitive and PacSun has been successful in gaining market share and new
customers by focusing on niche markets related to the different lifestyles of youth
and young adults from ages 16-24. By creating strong relations with suppliers and
fashion designers PacSun has been able to maintain its competitive advantage
without compromising its core retail strategy of providing the clothes to fit a
lifestyle and not just a trend.

This thesis seeks to understand PacSun and the operating strategies that
have led to its success. This thesis serves four major purposes:

1. To understand PacSun’s current strategies and its current position in the
retail apparel market.

2. To understand PacSun’s strategies and apply this understanding to

estimate PacSun’s Value.
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3. To implement different valuation models to further understand
PacSun’s value drivers.
4. To estimate PacSun’s intrinsic value and discuss the assumptions used

to calculate the value.

Scope and Limitations

Since PacSun’s fiscal year ended on January 28, 2007, the valuation models
used to calculate intrinsic value utilize company annual reports as well as quarterly
reports for the most current fiscal year. These reports are used for building
valuation models, evaluating company strategic position, and as a basis for certain
assumptions that will affect the results of the evaluation. Preparing this thesis
required the use of current company and market conditions. The current time is
defined as January 28, 2007. The future is defined as the time period beyond
January 28, 2007. Industry and strategic evaluation of the company involved the
use of Porter’s Five Forces theory (Porter, 1985). Internal analysis of the
company involved the use of Porter’s Value Chain theories to help gain a better
understanding of PacSun’s market position. Other factors that may be derived
from these two theories will not be discussed in this thesis.

This thesis contains many assumptions that are based upon current
expectations for the company and industry, estimations of future market and
financial conditions, and certain beliefs regarding future environmental conditions
and events. Future operating strategies, business profitability, market conditions
with respect to sales, earnings, growth, and other matters contribute to these
assumptions. Assumptions are subject to uncertainties; however, this thesis seeks
to utilize realistic and objective assumptions.

Industry and company reports filed with the Securities and Exchange

Commission provide much data regarding customer and supplier relationships,
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market competition and uncertainties, and other factors that will affect the
assumptions and results. The forward looking assumptions developed in this
thesis are designed to be as objective as possible and are based upon the
information available at the time this thesis was prepared.

The future of the retail apparel industry like any other is always uncertain.
This uncertainty poses many opportunities and challenges. PacSun’s business, and
the demand for its products, is influenced by fluctuations in fashion trends and to a
lesser extent by electronic commerce. Because of ever-changing fashion trends,

and the growth of on-line shopping, forecasting trends remains difficult.

Company Background

Pacific Sunwear of California (PacSun) was started as a small surf shop in
Newport Beach, California in 1980. The surf shop was not any different from the
multitude of surf shops found along coastal California. The founders, however,
believed they had a “better idea” to maintain sales levels throughout the year. The
idea was to become the first mall-based surf shop. The idea came from the
realization that during the rainy and cold winter months everyone went shopping
at the mall.

The first mall store opened in Santa Monica Place in 1981, which was a
huge success. By 1987 there were 21 stores up and down the California Coast. In
1989, PacSun expanded outside of California to the East Coast. There were a few
snags but the company caught on quickly to the need for long pants and shirts due
to the colder weather.

PacSun also began to expand its business lines. Shortly after expanding to
the East Coast, the stores began to carry skate apparel and introduced three of its
own private brands. These brands (Island Force, Diversion, and Shotts) helped

meet the demand for the surf and skate clothing lines.
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In 1993, PacSun consisted of 60 stores nationwide, and management
decided to take the company public. Since going public, PacSun has enjoyed
continued success and expansion. Shortly after going public, it introduced juniors

and shoes, and opened its first outlet store (PacSun Investor Relations, 2007).

PacSun Today

PacSun now considers itself one of the leading retailers of casual apparel,
footwear, and accessories targeted at teens and young adults. The company now
encompasses three distinct concepts and operates four stores, each concept aimed
at different segments of the teen apparel market. The concepts include PacSun
(which includes the PacSun outlet stores), DEMO, and One Thousand Steps
(PacSun Investor Relations, 2007).

PacSun has grown considerably since going public in March 1993. The
company has expanded from 60 to 1,201 stores in 50 states and Puerto Rico. It has
also steadily increased sales from $46 million in fiscal 1993 to $1.4 billion in
fiscal 2005. Profits have grown from $3 million to $126 million in fiscal 2005.
PacSun has also increased its market capitalization from $60 million to $1.47
billion. As of January 18, 2007, PacSun stock (psun) was trading at $21.20 per
share (Yahoo Finance, 2007). PacSun also announced in May 2006 a $100
million stock repurchase program. At the end of December 2006, $51 million in
authorizations remain (PacSun Investor Relations, 2007).

The PacSun concept remains focused on fashions influenced by surfing and
skating but has expanded to include snowboarding. The PacSun concept targets
consumers between 16 and 24 years old. The company operates 852 PacSun
stores and 116 PacSun outlet stores. The PacSun store concept continues to be the

core of operations for the company.
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In 1998, the company launched its second concept store, DEMO. The
DEMO concept is based on the lifestyle and fashion derived from hip-hop music;
the target market is teens and young adults between 16 and 24 years old. Since the
launch in 1998 with 15 stores, the DEMO concept has grown to 224 stores
nationwide.

The company’s third concept was One Thousand Steps. These stores
launched in April 2006 with the concept of providing casual, fashion-forward
footwear and accessories. One Thousand Steps targets a slightly older market
focusing on 18 to 30 year olds, and mostly women. There is very little anticipated
overlap between the new concept and the other two, and all initial indications
appear positive. As of December 30, 2006 the company operated nine stores
nationwide (PacSun Investor Relations, 2007).

PacSun has been aggressively seeking to solidify its position specifically in
the surf industry. As of March 2006, PacSun became the title sponsor for the USA
Surf Team. This includes advertising and promotions, as well as PacSun logos on
boards and uniforms (PacSun Investor Relations. 2007).

PacSun remains committed to continued growth for the future. Estimated
expansions include an increase in square footage by 4 percent, comprised mainly
of 40 new stores and 35 remodeled stores. A new distribution center is scheduled
for completion prior to the holiday season of 2007. The new center located in
Olathe, Kansas will initially be 400,000 square feet (expandable to 800,000 sq.
feet). This expansion is planned to be completely funded by cash from operations.

The 2006 holiday season has been tough for PacSun. The company
recently announced holiday comparable sales for existing stores. The company
overall suffered a decline in sales for November and December of 3.8 percent and

3.2 percent, respectively. The PacSun concept suffered declines of 2.6 percent in
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November and 2.1 percent in December. DEMO was the hardest hit this holiday

season with a decline of 10 percent in November and 9.4 percent in December.
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Chapter 2

STRATEGIC ANALYSIS

To be successful a company must develop a strategy in response to changes
in the general environment, industry environment, and internal environment.
Constant analysis of these environments helps a company to recognize
opportunities and threats in the general and industry environments. Analysis of
these environments also allows a company to constantly be aware of its market
position. Analysis of the internal environment helps a company to recognize its
strengths and weaknesses, giving rise to the possibilities for improvement of the

organization.

External Analysis

External analysis begins with scanning the general environment to

determine the nature of the company’s environment.

The environment of an organization in business, like that of any other
organic entity, is the pattern of all the external conditions and influences that
affect its life and development. The environmental influences relevant to
strategic decision operate in a company’s industry, the total business
community, its city, its country, and the world. They are technological,
economic, physical, social, and political in kind. (Mintzberg, 2003)

The general environment is composed of factors that can have dramatic effects on
a company’s strategy. Typically a company has very little ability to predict trends
and events in the general environment, and has even less ability to control them
(Dess et al., 2006). The effects caused by changes in the general environment

present potential opportunities and threats.
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Political Environment

Currently there are many political events that present a concern for PacSun.
The “War on Terror” and military engagement in Iraq has been and continues to
be a concern. The prolonged military engagement may lead to further instability
in the Middle East and can affect oil prices. Rising oil prices will directly affect
PacSun through higher shipping costs for imported goods.

Recent political elections have changed the face of Congress. The new
Democratic Congress may be less big-business friendly leading to increased
corporate taxes. Increased taxes would affect PacSun’s revenues and retained
earnings used to fund future growth.

Political instability in Asia, principally North Korea, could have
Widespread consequences for companies doing business, with partners, or
manufacturing operations in the region. The majority of clothes imported by
PacSun are from Asia. Instability in this geographic region could lead to increased
costs, delayed shipments, or loss of product and would have dire consequences for
PacSun.

Also, increased port security has complicated business for imports. Delays
in customs due to increased port security would cause major complications within
PacSun’s distribution chain. Impending wage increases by the Senate and

immigration reform also threaten PacSun’s bottom line (CNN, 2007).

Economic Environment

The economy has an impact on all industries, from suppliers of raw
materials to manufacturers to organizations in the service, wholesale, retail,
government, and nonprofit sectors (Dess et al., 2006). Current economic data
present an unclear picture of the future, which makes creating strategy difficult.

The United States GDP has continued to experience strong growth in 2006.
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Fourth quarter GDP growth was 3.5 percent annually, suggesting the economy
is expanding, despite higher interest rates and inflation worries (Reuters Investors,
2007). Increasing interest rates will have a negligible effect on PacSun as teen
consumer spending is generally less affected by interest rates. Overall, consumer
spending is growing with an increase in December 2006 of 0.7 percent annually up
from a November increase of 0.5 percent (CNN, 2007).

Oil prices have declined from their peaks reached during the summer of
2006. Oil prices affect transportation costs and virtually all industries. Increased
oil prices would hurt PacSun’s net profits by increasing distribution costs. PacSun
currently operates one distribution center located in Southern California and relies
heavily upon trucks and planes for distribution of goods.

The U.S. Dollar is weaker leading to increased exports and a decrease in
imports. PacSun imports a majority of its merchandise; continued weakness in the
U.S. dollar would have a direct effect on the real costs of imports and net profit as
profit margins would decline.

The U.S. unemployment rate has been low (4.5 percent - 4.6 percent) for
quite some time (CNN, 2007). A tight labor market gives employees greater
bargaining power in negotiations for increased wages (Dess et al., 2006). Of
course, increased wages have a direct effect on profits. Increasing wages would
mostly be a factor for executive level employees. PacSun’s retail sales force
consists mainly of young adults who earn an hourly wage and are less likely to be
affected.

The Federal Reserve has been concerned about inflation, but seems to be
tempering its concerns as it has maintained interest rates steady for its last five
meetings. Negatively, the housing market has suffered its largest declines in a

decade (Reuters Investors, 2007). The strength of the housing market is believed

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



11
to have been the driving force behind consumer spending for the past several
years. Further dramatic declines in the housing market will affect consumer
spending, especially for durable, non-essential industries. Teen consumer
spending tends to be less affected by fluctuations in the housing market.
Fashionable clothing, for most teens, is seen as a necessity that bodes well for
PacSun’s ability to maintain or increase revenues through difficult economic

environments.

Technological Environment

Innovations and developments in technology can create entirely new
industries, but most importantly and most often they alter the boundaries of
existing industries (Dess et al., 2006). Technology has been the major driving
force behind the economy for the past 20 years, and will continue to drive
innovation and growth. Improvements in telecommunications have drastically
improved buyer and supplier relationships through better and quicker
communication (CNN, 2007). Video-teleconferencing and virtual-brainstorming
are trends that allow businesses to better communicate with suppliers, partners,
buyers, and consumers. PacSun has leveraged improvements in
telecommunications to strengthen its relationships with suppliers, which has
allowed the company to more quickly respond to consumer demands and changing
fashion trends (PacSun Annual Report, 2006).

Advances in technology are driving down costs for the manufacturing and
service industries. The technological trends recently have been geared toward
pushing consumers to a digital society with smart phones, digital books,
interactive media, and content delivery. Consumers are demanding more content
and information be made available to research products and services before

committing to a purchase. Mobile shopping has grown dramatically as on-line
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12
shopping continues to grow. The future of technology appears to be mobile for
content delivery, advertising, and shopping (CNN, 2007). PacSun has been
lagging behind the industry in on-line and mobile shopping. While PacSun
operates a website, it has not experienced much success in driving customers to
purchase on-line. If current trends continue the lack of a strong on-line presence

could dramatically affect PacSun’s sales.

Social Environment

Social forces influence the values, beliefs, and lifestyles of a society (Dess
et al., 2006). The current social environment is in a state of change. Society is
demanding better corporate governance and more transparency. This demand is
for government officials as well as Corporate America. After several large
corporate scandals, consumers are wary of corporate financial reporting. This has
led to political changes such as the Sarbanes/Oxley Act. PacSun’s required
compliance with new reporting requirements has led to increased costs.

The social environment is also demanding more awareness of our physical
environment. This awareness results in trends to protect the environment, such as
the move to hybrid automobiles, boycotting companies that use “slave labor” for
production, use of recycled materials for production, and recycling waste to
preserve our natural resources. PacSun’s attempt to operate in a socially
responsible environment could increase costs and reduce operating margins
dramatically. A perceived lack of concern for the environment could lead to the

loss of strategic partners who may possess this environmental awareness.

Industry Analysis

In order for a firm to be profitable it is imperative it understand the

structure of its industry. Understanding industry structure can be guided by
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Porter’s Five Forces theory (Porter, 1985). Porter’s Five Forces are industry
competitors, potential entrants, buyers, suppliers, and substitutes (Figure 1). “The
collective strength of these five competitive forces determines the ability of firms
to earn, on average, rates of return on investment in excess of cost of capital”
(Porter, 1985, p. 4). The strength of the separate forces can change from industry
to industry and over time as industries evolve. Changes in the strength of the five
forces affect the long-term profit attractiveness and structure of the industry or
market segment (Porter, 1985). A firm possessing a sound understanding of its

industry is able to understand its relative position within its industry.

Positioning determines whether a firm’s profitability is above or below the
industry average. A firm that can position itself well may earn high rates of
return even though industry structure is unfavorable and the average
profitability of the industry is therefore modest. (Porter, 1985, p. 11)

The profitability of a company has a strong correlation with the strength of
the five forces and the company’s ability to react. Porter’s Five Forces theory will
be used to evaluate and identify PacSun’s current and future position in the

market.

Industry Competitors

“Rivalry among existing competitors takes the form of jockeying for
position. Firms use tactics like price competition, advertising battles, product
introductions, and increased customer service or warranties” (Dess et al., 2006, p.
59). The retail apparel, footwear, and accessory industry is highly competitive.
Due to the slow growth of the industry the rivalry between the firms is very
intense. Companies are constantly fighting for market share; although the
approaches to obtain more market share differ, they always result in head-to-head

competition.
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The retail apparel industry competes on several main facets. Price

competition is very intense; firms are constantly seeking to cut prices in order to
attract customers. National and regional retailers are the main users of price
competition. Another area of competition is brand identity. Competing for
customers on a brand level is especially intense among specialty retailers who seek
to identify with their customers’ lifestyle through the clothing offered. PacSun
faces stiff industry competition as new entrants such as Zumiez and Hollister,
among others, have successfully built their businesses and begun to take market

share.

New Entrants
The threat of entry for an industry depends greatly upon the barriers present

in the industry and the reaction a new entrant could expect from existing
competitors (Mintzberg, 2003, p. 96). This threat refers to the possibility that the
profits of established firms might be eroded by new competitors to the industry
(Dess et al., 2006). Economies of scale, product differentiation, capital
requirements, access to distribution channels, switching costs, and government
policy can be effective barriers to entry for any industry.

The retail apparel industry has semi-strong barriers to entry. Existing
competitors in the retail apparel industry generally possess economies of scale.
Economies of scale refers to the ability to spread costs over a greater number of
units produced (Dess et al., 2006). This barrier requires new entrants to come in
on a large scale and risk a strong reaction from existing firms or to enter on a
small scale and accept a cost disadvantage. Both positions are undesirable options
for market entry.

The retail apparel industry also relies heavily upon relationships within

distribution channels. New entrants may find great difficulty in trying to
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effectively integrate themselves into the distribution channels. Capital
requirements for this industry are very high. Acquiring store space and inventory
can be very costly. Many existing firms have substantial excess cash and unused
borrowing power. These available resources allow incumbents to react quickly to
new entrants.

In the specialty retail segment many new entrants have been successful.
PacSun has encountered difficulty combating these new entrants because they
enter distribution channels as a brand name product sold through existing retailers.
Once the brand has been established and demand sufficient, the new entrants

engage in head-to-head competition.

Suppliers

“Suppliers can exert bargaining power on participants in an industry by
raising prices or reducing the quality of purchased goods and services”
(Mintzberg, 2003, p. 98). Powerful suppliers can squeeze the profitability of an
industry. A supplier may be powerful due to market domination, a unique
product, lack of substitutes, or the industry is not an important customer. The
retail apparel industry has several main suppliers who supply a majority of the
competitors and several small suppliers who generally do not have the capacity to
fully meet the quantity of product demanded. The threat of forward integration
into retail by suppliers is strong. Because of the diversity of suppliers and the
threat of forward integration, supplier bargaining power in the retail apparel
industry is somewhat mixed.

PacSun utilizes a few large suppliers, but it prefers to maintain strong
relationships with many smaller suppliers. Concentrating on smaller suppliers
allows PacSun to reduce the bargaining power of these smaller suppliers by

establishing itself as an important customer.
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There is also a threat of forward integration by suppliers into the retail
market. Forward integration entails a supplier moving forward in the distribution
channel, possibly into direct competition with a buyer. Recently several suppliers
(Zumiez and Hollister) have entered into direct competition with PacSun by

opening retail stores for their products.

Buyers
Buyers can exert power by forcing prices down, demanding higher quality

products or services, or playing competitors against each other (Dess et al., 2006).
A buyer is powerful when the product it is buying represents a significant portion
of the seller’s revenue, the product or service purchased is an industry standard or
undifferentiated, there are few switching costs, profits earned are low, backward
integration is a credible threat, or the product being purchased is not critical to the
quality of the buyer’s product (Dess et al., 2006). In the retail apparel industry
switching costs are relatively few, giving buyers some power. The threat of
backward integration, particularly in specialty retail, is virtually non-existent. The
greatest power exerted is on price, because of the relatively low switching costs
and the availability of substitute products. Similar to supplier power, buyer power
in the retail apparel industry is only semi-strong.

PacSun, as mentioned earlier, concentrates on smaller suppliers, making
itself an important customer. This allows PacSun to exert buying power on these
smaller suppliers and position itself as a significant source of revenue for smaller
suppliers; PacSun is able to exert buying power. PacSun relies heavily on this
buyer’s power to control prices and product quality.

Since PacSun focuses on a particular lifestyle, substitutes are not as
prevalent as for other firms in the retail industry. The other forces of buyer power

are the mirror image of supplier power.
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Substitutes

All firms within every industry compete with industries producing
substitute products. Substitutes limit the potential returns of an industry by
placing a ceiling on the prices that firms in that industry can profitably charge
(Dess et al., 2006). Historically the retail apparel industry has not been concerned
with substitution. However, since the advent of the internet and growth of online
retailing, substitution has become a major factor. Many retailers are traditional
brick and mortar stores and have not fully embraced online retailing.

Technological and logistical improvements have made online retailers a
serious substitution threat. With the capability to view, compare, and return items,
online retailers are pulling sales away from brick and mortar retailers. The
switching cost to online retailers is virtually none. There is an opportunity cost of
having to wait and sometimes pay shipping costs, but this cost is perceived to be
minimal. Price performance is an important factor when considering the threat of
substitutions; online retailers compete very well on price because of their savings
on costs such as leases, store employees, utilities, etc. Threat of substitution in the
retail apparel industry is strong.

PacSun has acknowledged a considerable weakness in its on-line retailing
(PacSun Annual Report, 2006). As consumers grow increasingly fond of on-line
and mobile shopping it becomes imperative for PacSun to improve its on-line
presence. An on-line presence is a very inexpensive way for new companies to

enter the market and take market share. PacSun is very susceptible to this threat.

Summary of Opportunities and Threats

Environmental threats and opportunities are always existent and it is
important to be able to react quickly to these changes. Firms must be able to

neutralize threats and take advantage of opportunities to maintain growth. The
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retail apparel industry is particularly susceptible to the political unrest in Asia.
With many suppliers and manufacturers located in Asia, major political turmoil
could greatly disrupt the supply of products to retailers. Homeland security is
another potentially devastating threat to the retail apparel industry, especially
smaller retailers more dependent upon imports. Further terrorist actions could
result in restrictions on imports, which could limit the ability of retailers to meet
consumer demand. The threat of inflation reducing consumer buying power
represents a risk to sales and price. Increasing transportation costs, a result of high
fuel prices, cause a threat to profits. Changing fashion trends represent a
significant threat, unless firms are able to appropriately anticipate new fashion
trends. These are all significant threats to PacSun’s business and profitability.
Increased transportation costs or difficulty with imports could significantly impact
the ability to maintain inventory levels and cut into profit margins. Building a
second distribution facility only addresses part of the potential threats PacSun
faces and significant planning is needed to establish plans to deal with all of the
potential threats of the external environment.

A firm’s continued success is very dependent on its ability to recognize
opportunities and exploit them. Advancements in technology have created
opportunities for retailers to incorporate the internet into their business models.
Online retailing allows customers to make purchases without living in the
proximity of a physical store. Websites can also be used to entice customers,
advertise products, and communicate with consumers regarding promotions.
Strong supplier relationships provide an opportunity for retailers to provide vital
updates regarding fashion trends and product quality. Technological advances
also provide an opportunity for firms to build strong supplier relations by

strengthening supply chain management and allowing for supplier integration.
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Because of the low switching costs in the retail apparel industry, firms may be
able to gain an advantage over competitors by developing proprietary brands
offered at lower prices. Offering a variety of products, brands, and styles provides
an opportunity for retailers to grow their sales and customer base.

Strengthening its on-line presence would allow PacSun to increase sales
without significantly increasing costs. Being able to reach customers who live far
from a physical store through the internet represents a great opportunity.
Integrating suppliers into the PacSun distribution system would allow stores to
maintain a smaller inventory and have more sales space. PacSun should also
continue to develop its proprietary brands, which would significantly increase

profit margins.

Internal Analysis

An internal analysis is a key element in understanding the strengths and
weaknesses of a firm. Internal analysis is also a systematic way of examining all
the functions a firm performs and how they interact. It is very necessary for
analyzing possible sources of competitive advantage. The three main methods
used in performing internal analysis are Porter’s Value Chain analysis, ratio

analysis, and creating a summary of firm strengths and weaknesses (Porter, 1985).

Value Chain Analysis

“Every firm is a collection of activities that are performed to design,
produce, market, deliver, and support its product” (Porter, 1985, p. 36). The value
chain analysis involves evaluating the activities a firm performs and identifying
where value is being created. Differentiating between activities that do and do not
create value is important in identifying a firm’s strengths and weaknesses. The

value chain can be divided into two types of activities: support and primary
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activities. Support activities include firm infrastructure, human resource
management, technology, and procurement. Primary activities include inbound

logistics, operations, outbound logistics, marketing and sales, and service.

Firm Infrastructure

These are activities generally used to support the entire chain and not
individual activities. Firm infrastructure consists of general management,
planning, finance, accounting, legal, government affairs, and quality management
activities (Porter, 1985). Since PacSun is not a diversified organization there is a
single firm infrastructure rather than divisions among the three store concepts.

PacSun does not possess any particular advantage in the area of firm
infrastructure. PacSun’s firm infrastructure is not any better than other firms in
the industry and does not provide a competitive advantage or add value to the end

product. This is neither a strength nor weakness in the value chain.

Human Resource Management

Human resource management activities are those that are involved in
recruiting, hiring, training, development, and compensation of all types of |
personnel (Porter, 1985). Human resource activities support both primary and
support activities. PacSun engages in fairly standard industry practices regarding
recruiting, hiring, and training of store staff. Compensation practices at PacSun
are also fairly standard for the industry. PacSun does not have to deal with any
employee unions or other organizations that may require employee contract
negotiations. PacSun store employees consist of a store manager, assistant store
managers (up to two), and a maximum of twelve part-time sales associates. By

using part-time employees PacSun is able to save money on benefits. PacSun’s
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human resource management appears to be neither a strength nor weakness in

the value chain.

Technology
Technology is important in an organization as a means for improving

products and processes (Porter, 1985). Technology has become an important
aspect of every part of an organization from accounting to procurement. PacSun
utilizes internal information systems to control inventory and forecast demand of
products. The information systems utilized by PacSun may not be sufficient
enough to support the projected growth of the firm (Securities and Exchange
Commission, 2007). If PacSun is not able to properly maintain its information
systems it faces potential losses and business interruptions. PacSun has not placed
much emphasis on selling on the internet; it is very cautious with its on-line
presence and is very aware of the potential threats to customer and business
information. Because of a lack of confidence in its information systems and
online retailing ability, PacSun appears to be at a disadvantage in comparison to
competitors. While many retail companies are firmly embracing on-line retailing,
PacSun is behind the curve in its integration. Currently PacSun hosts a website for
each of its three distinct business lines, but the use of the site is geared toward

showcasing the clothing and accessories. This is a weakness in the value chain.

Procurement

Procurement is the firm-wide function of purchasing inputs that support all
activities across the firm. PacSun has a very strong relationship with its suppliers.
While using some large suppliers, PacSun also uses many small suppliers that
represent a fairly large portion of the supplier business. Supplier relationships are

very important to PacSun because it does not operate with long-term supply
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contracts. As related to other firms in the industry, PacSun seems to have better
than average supplier relationships. This has come about because of its
willingness to share information with suppliers. In terms of other aspects of
procurement for office supplies and other minor purchases, it does not appear to be
any better than the rest of the industry. PacSun’s procurement procedures are

strengths in the value chain.

Inbound Logistics

Inbound logistics are activities associated with receiving and storing inputs
to the product. These activities include warehousing, inventory control, vehicle
scheduling, and return to suppliers (Porter, 1985). PacSun’s inbound logistics are
fairly standard for the industry. Many of its suppliers are foreign, which can
present a problem. Reliance on imports is risky because of potential quotas or
tariffs. Although this is risky, most of the major competitors in the retail apparel
industry rely heavily on these imports. There is no evidence to indicate PacSun’s
inventory control system is superior or inferior. Inbound logistics is neither a

strength nor weakness in the value chain.

Operations
Operations incorporate the activities involved in transforming the inputs

into the final product (Porter, 1985). Since PacSun does not produce a product, its
operations are limited to its retail stores. The design and presentation of its retail
stores is geared toward attracting its target customers. PacSun focuses on the
fashions associated with different lifestyles; it has done an excellent job in
updating store designs and layouts to attract customers who appreciate these
lifestyles or the associated fashions. PacSun has done an excellent job of creating

an environment for the consumer through the use of multiple techniques. Each
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store has music playing, which is popular among the target market; the
employees generally dress in a manner that embodies the lifestyle of the store.

PacSun’s store operations are one of the strengths in its value chain.

Outbound Logistics

These are activities involved in distributing the product to the customer.
The larger firms in the retail apparel industry have multiple distribution facilities.
PacSun utilizes one distribution facility in Anaheim, California with land recently
purchased in Olathe, Kansas for the construction of a second distribution facility
(Securities and Exchange Commission, 2007). Reliance on a single distribution
facility for nationwide operations represents a huge risk for disruptions in
business. Disruptions could occur because of natural disasters, accidents, or
systems failures. Any disruptions in outbound logistics could result in adverse

financial and operational results. This is a definite weakness in the value chain.

Marketing and Sales

Marketing and sales are the activities in the value chain that provide a
means for consumers to purchase goods and induce them to make purchases
(Porter, 1985). PacSun utilizes several different methods of advertising to induce
customers to purchase its products. The main methods used for marketing are
using magazines targeted toward their target lifestyle for each concept. PacSun
also sponsors events and teams related to the lifestyles they target. For example,
PacSun is now the primary sponsor for the U.S. Surf Team. They also sponsor
surfing and skating events. The DEMO stores focus on the hip-hop lifestyle and
target its marketing to sponsoring events and concerts related to this lifestyle.
PacSun also uses its websites more for advertising than for sales. There is not

much use of television advertising except to target shows that are, again, geared

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



25
toward its target markets. PacSun has identified its target customers and utilizes
the most effective means of reaching its customers and avoids broad marketing

techniques. This is a strength in the value chain.

Service

These are the activities in the value chain associated with providing a
service that can be used to enhance or maintain the value of the product. PacSun
seems to have typical service and return policies. New hire training emphasizes a
philosophy of offering help but not pressuring customers. This is meant to make
the customer feel more at ease during the shopping experience. The return
policies are very standard for the retail apparel industry. Service is neither a

strength nor weakness in the value chain.

Ratio Analysis

It is important to evaluate the financial strength of the firm in relation to
other competitors in the industry. Comparing ratios to the industry average can
suggest areas of weakness and strengths. Also important in the evaluation of
financial strength is the evaluation of key performance indicators specific to the
retail apparel industry.

PacSun currently has no debt on its financial records. Its leverage ratios are
better than the industry average. This may not be advantageous because debt
generally represents a less expensive cost of capital than the required cost of
equity. The liquidity ratios show PacSun is slightly better than industry average
on current ratto; however, once inventory is factored out using the quick ratio,
PacSun drops quickly below the industry average and below all of the listed
competitors. This may be indicative of a problem with PacSun not being able to

sell its inventory as quickly as the industry. PacSun is above the industry average
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for operating margins; however, it is performing below two of its closest

competitors (Table 1).

Table 1. Ratio Analysis Figures

Industry
PSUN ANF AEOS HOTT  Ave.

Leverage Ratios

Debt to Assets 0.00 0.00 0.00 0.00 22.20

Long-Term Debt to Equity 0.00 0.00 0.00 0.00 19.30

Times Covered Ratio 0.00 0.00 0.00 0.00 64.60
Liquidity Ratios

Current Ratio 2.30 1.80 3.10 2.10 2.20

Quick Ratio 0.60 1.00 2.20 0.70 1.10

Source: Reuters Investors (2007)

Operating Margins 12% 19% 16.30% 9.80% 9.40%
Source: Reuters Investors (2007)

Jan. '07 Same Store Sales -7.70% -6% 17% -6.60%

Source: Yahoo Finance (2007)

Average Net Sales / Sq. Foot $89 $129 $137 $130 N/A
Source: Securities and Exchange Commission

(2007)

Several of the key performance indicators in the retail industry are same
store sales and average net sales per square foot. Same store sales measures the
sales from stores that have been in operation at least one year. Sales for the same
period one year ago are seen as indicative of trends in sales. While the retail
apparel industry has been suffering in general, PacSun has underperformed the
industry. While two of the competitors also suffered a decrease in same store
sales for January 2007, American Eagle Qutfitters was able to dramatically
increase its sales. Another key performance indicator, average net sales per square
foot, involves dividing the net sales by square feet. This number shows PacSun is
struggling with its sales. This could be an indication it is expanding its square

footage (stores) quicker than sales growth may warrant.
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Summary of Strengths and Weaknesses

PacSun appears to have several strengths and weaknesses that are worth
summarizing and discussing. Procurement is one of the strengths PacSun
possesses. This strength is created mostly by its strong supplier relationships,
which include the sharing of market and fashion information with suppliers to try
to help them be better positioned to meet demand. PacSun also shares its views
regarding the trends in the fashion industry with its suppliers. Operations is a
strength that helps attract customers to its stores because of the design of the
stores, layout of the merchandise, and the ambiance created, which is associated
with its target market lifestyle. Marketing and sales are also strengths. PacSun
focuses its marketing very well to reach its target customers. Marketing is focused
on utilizing the media and sources associated with the target lifestyles.

There are weaknesses that PacSun can improve upon to become a better
company. Technology is a weakness the firm openly recognizes and knows must
be addressed. PacSun is extremely cautious in terms of its on-line sales of
merchandise; this has hurt as other retailers have gained a much stronger presence
in the on-line retail business. Also, PacSun recognizes the need for an updated
information system as its current system will not be able to handle the required
capacity very shortly. The company could also take advantage of new
technologies available for video-conferencing, and maintaining supplier and
customer relations. Outbound logistics has been a weakness for years and has now
been addressed by the company. Having one distribution facility is very risky.
Construction of the new facility should be completed soon; this will alleviate some
of the potential problems with outbound logistics. Same store sales were down
dramatically in January 2007. This is an area that has been a weakness for the
retail industry for the past several months. However, some retailers have

improved same store sales over the same period. This may be an indication of a
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change in fashion trends or operational problems within the company. Average
net sales per square foot is very important to the retail industry and PacSun has
been lagging its competitors for several years. This indicator also shows a
weakness in sales; this may be due to lower mark-ups because of inventory build-

up, or missing a new trend.

Competitive Strategy

Competition is at the core of the success or failure of every firm in every
industry. Competition determines whether a firm’s activities contribute to

performance.

Competitive strategy is the search for a favorable competitive position in an
industry, the fundamental arena in which competition occurs. Competitive
strategy aims to establish a profitable and sustainable position against the
forces that determine industry competition. (Porter, 1985, p. 1)

There are three generic strategies that a firm may use to overcome the five
forces, discussed earlier, and achieve a competitive advantage. Each of the
generic strategies has the potential to allow firms to outperform their rivals (Dess
et al., 2006). The first, overall cost leadership, is based upon creating a low cost
position relative industry peers. This strategy requires a firm to manage the
relationships in the value chain and be devoted to lowering costs throughout the
entire chain. The second, differentiation, requires a firm to create products or
services that are perceived as unique and valued by customers (Dess et al., 2006).
The emphasis of differentiation is in creating “non-price” attributes for which a
customer would pay a premium. This may include creating a brand image,
exceptional technology, customer service, or unique features. The final strategy,
focus, is related to directing the firm’s attention toward narrow product lines,

buyer segments, or targeted geographic markets (Dess et al., 2006). Firms using a
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focus strategy must attain advantages either through differentiation or a cost
leadership approach.

PacSun is currently pursuing a focus strategy as its market position.
According to the PacSun annual report and website, the firm is pursuing a focused
market, consisting of consumers between the ages of 16 and 24 years old who are
associated with the surf and skate lifestyles. The company also pursues the same
focus strategy with its DEMO stores, concentrating on consumers associated with
the hip-hop lifestyle.

To create a competitive advantage in this focused segment, PacSun is
pursuing a differentiation strategy. While not offering a product inherently
different from competitors, PacSun capitalizes on consumers relating to the
lifestyle image it portrays. Sponsoring the USA surf team and skating events
helps PacSun to build the brand image of its product. Store design and employees
help to reinforce the image PacSun is attempting to create. The new store fronts
are designed to look similar to a half-pipe ramp; also throughout the store are
pictures of models at the beach surfing or at a skate park. The employees also
tend to portray this image of the surf and skate lifestyle by the way they dress.
This strategy has worked very well for PacSun as it has grown quickly, both its

number of stores and revenues.
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Chapter 3

FINANCIAL STATUS

PacSun has performed well over the last several years, but has suffered
declines in same stores sales for the past few months. A look at the past financial
statements and a review of corporate governance and revenue drivers will help to
build a foundation for understanding PacSun’s future growth potential and
ultimate value. The following statistics are from PacSun’s 10-K for fiscal 2006
(ending 02/03/07) (Securities and Exchange Commission, 2007):

e Market Cap (03/30/07) $1.45 billion

e Fiscal Year Ends: February 3, 2007

e Maintains no outstanding interest bearing debt

e Total shares of common stock outstanding as of 03/30/07:
69,560,077

e Merchandise as percentage of net sales: Guys Apparel — 38%,
Girls Apparel — 30%, Accessories — 19%, Footwear — 13%.

Tables 2 through 6 on the following pages contain the financial statements
and common size statements (when applicable) for PacSun. These statements

include the Balance Sheet, Income Statement, and Statement of Cash Flow.

Current Financial Status

For the past six years, PacSun has managed to continually increase
revenues from $684.8 million (fiscal 2001) to $1,413.9 million (fiscal 2006).
PacSun has concentrated on organic growth rather than acquisitions. This growth
has been realized by opening new stores and expanding or relocating existing

stores.
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Table 2. Balance Sheet for PacSun

Pacific Sunvwear ¢ fCalifornia, Inc
Consclidated Statementz efFinancial Position - Balance Sheet

{im Weltions)

2007 2008 2008 2004 2002 2002
Assetls
Cagh c€es gc2 522 142.8 8.8 221
Shert-Term Investments .0 748 78.2 KX 0.0 8.0
Accts Receivable 0.0 g.0 3.1 £2 2.8 2.0
Inventory 2527 21541 1751 147.8 123.4 162.5
Other C urrent Azsets 321 £1.8 281 247 15.8 15.1
Total Cument Lssets 2403 428.7 3528 383E 1826 1544.8
Net PPRE 219.4 383 2042 203.6 Z01.s 185.0
intangitlez R 6.0 8.8 &5t 8.t §.5
Cther Long-Tem Assets 18.& 250 14.2 118 5.1 $.1
Total Asseis 776.0 B807.8 877.8 £75.2 39587 2854
Liabilites & Equity
Accliz Pavabie 77.8 476 2.8 87 28.8 7L
Short-Term D ebt C.0 0.c 1.6 1.8 2.4 1.3
Taxes Payable 0.0 0.0 8.0 150 8.0 9.4
Accrued Liabilities 8.0 0.0 25 0 5C.0 345 177
Qther Short-Term Liat. £7.8 748 0.0 0.0 0.0 0.0
Tetal Cument Liabilities 148.7 122.5 §5.2 110.¢ 73.3 888
Long-Term Debt 0.8 0. 0.4 1.8 23 2832
Cther Long-Temn Liab. 138.8 138.3 124.0 25 € 20.7 16.2
Total Liabilities 2845 260.5 218.7 148.5 §7.4 107.5
Total £ guity 481.8 £48.8 458 .0 428.8 3024 248.0
Total Liabilitiss & Equity 778.0 3078 £77.8 &7E.2 2687 3555
Preferred Stock 0.0 0.0 0.0 0.0 0.0 0.0
Common Stock 481.5 S48.8 488.0 428.8 202.4 248.0
Reported Shares §5.5 72.8 74.8 78.4 742 73.7

Sourzer Mormingstar, 2307
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Table 3. Common Size Balance Sheet for PacSun

Pacific SunwearcofCalifornia, Inc
Consclidated Statements of Financial P osition - Balance Sheetto Commeon Size
fin Millions}

2067 2008 2005 2004 2003 2002
Assets
Cash T.2% 11.8% 5.5% 24.8% 51% 6.5%
Short-Term Investments 0.0% 53% 11.7% 57% 0.0% 0.0%
Accts Receivable 0.0% 0.0% 1.2% 0.5% 0.7% 0.8%
Inventory 328% 288% 25.8% 257% 30.9% 28.8%
Other Current Assets 4.1% S1% 3.5% 4.3% S0% 4.5%
Total Cument Assels 43.5% 52.8% £2.1% €1.4% 45.7% 40.7%
Het PP&E £4.0% 44.1% 445% 35.4% 50.4% 545%
intangibles G.0% 0.0% 1.0% 1.1% 1.6% 1.8%
Other Long-Tem Assels Z2.1% 31% 21% 2.0% 2.3% 2.8%
Total Assetz 160.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Liabilites & Equity
Accts Payable 10.0% 59% 57% 87% T1% 10.5%
Short-Term D ebt 0.0% 0.0% 0.2% 0.3% 06% 0.4%
Taxes Payable 0.0% 0.0% 0.9% 28% 2.0% 2.6%
Accrued Liabities 0.0% 0.0% 7.2% 9.6% 36% 5.0%
Other Short-Term Liab. B8.7% 83% 0.0% 0.0% 0.0% 0.0%
Total Cument Liabilties 18.8% 15.2% 14.1% 18.2% 18.3% 18.5%
Long-Term Debt 0.0% 0.0% 8.1% 0.3% 0.8% T 1%
Qther Long-Tem Liab. 17.5% 17.1% 18.3% 6.0% S.2% 4.6%
Total Liabilities 28.7% 32.3% 32.4% 255% 24.4% 30.2%
Total Equity £2.3% B 7% 87.8% 74.5% 75. 7% 69.8%
Total Liabilties & Equity 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Preferred Stock 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Common Stock £3.3% 87.7% 87.5% 74.5% 75.7% 69.8%
Reported Shares 11.5% §0% 11.1% 13.6% 18.6% 20.7%

Sourse Morningstar, 2207
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Table 4. Income Statement for PacSun

Pacific Sunwear ¢ fCalifornia, Inc
Consolidated Statements oflncome - Income Statements

{n Millions}

2007 2006 2005 2004 2003 2002
Revenue 1413.8 13815 1228.8 1040.3 846.4 634.8
Cost ofGoods Sold 8585 285.0 T81.8 877.0 562.7 4647
Grogs Profit 455 4 2065 447.9 383.3 283.7 2202
SG&A Expenses 338.0 308.2 2779 235.1 202.5 175.9
O perating Inceme 116.4 187.3 1700 128.3 81.2 443
Het Int. Income &
Other £4 &7 1.8 0.7 0.8} 0.5
E arnings Before Tax 1249 2030 171.9 1250 806 448
Income Tax 47.2 76.7 £3.0 48.8 3.0 17.2
Earnings After Tax 778 128.2 106.% 302 437 278
Het Income 7786 1262 106G &0.2 457 278
Reported Shares 895 72.8 74.5 78.4 742 737
Sales Growth 1.6% 13.1% 18.2% 22.5% 236%

Source: Marningstar, 2007
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Table 5. Common Size Income Statement for PacSun

Pacific Sunwear ofCalifornia, Inc
Conzolidated Statementzs ofincome - iIncome Statements

{in Kilions)

2007 2008 2005 2004 2003 2002
Revenug 100.0%  100.0% 100.0% 100.0% 100.0% 100.0%
CostofGoods Sold 67.8% 83.6% £3.6% 65.1% B86.5% 67.9%
Gross Profit 32.2% B.4% 3B.4% 34.9% 33.5% 32.2%
SG&A Expenses 23.8% 22.2% 22.8% 22.8% 23.9% 25.7%
QUperating Income B8.4% 14.2% 13.8% 12.3% 86% 6.5%
Net Int. Income & Other 0.4% 0.4% 0.2% 0.1% -0.1% 0.1%
Earnings Before Tax 8.8% 146% 14.0% 12.4% 95% 6.5%
Income Tax 3.3% £5% S.3% 47% 37% 2.5%
E arnin gz After Tax £.5% S1% E7% T7% 5.9% 4.0%
Net income 55% g1% B7% T7% 55% 4.0%

Souroe: Morningstar, 2007
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Table 6. Statement of Cash Flow for PacSun

Pacific Sunwear of California, Inc
Consolidated Statements of Cash Fiow

(in Millions)
2007 2006 2005 2004 2003 2002
Operating Activities
Net income 77.6 126.2 106.9 80.2 49.7 27.6
Depr. & Amortization 69.0 63.2 51.7 36.3 32.5 27.2
Other 35.0 (5.1) (15.6) 35.2 (5.5) 0.4
Cash from Operations 181.6 184.3 143.0 161.7 76.6 55.1

Investing Activities

Capital Expenditures (138.5) (109.2) (82.0) (40.2) (40.4) (89.7)
Other 74.3 43 - (13.0) (33.0) 0.0 0.0

Cash from Investing (64.1) (104.9) (95.0) (73.2) (40.4) (89.7)

Financing Activities

Net Issuance of Stock (109.0) (47.0) (91.3) 304 34 4.3
Net Issuance of Debt (0.7) (1.6) (2.1) (1.5) (0.8) (0.5)
Dividends 0.0 0.0 0.0 0.0 0.0 0.0
Other 1.0 0.0 0.0 (0.9) (25.5) 25.0
Cash from Financing (108.7) (48.5) (93.4) 28.0 (22.9) 28.7
Change in Cash 8.8 30.9 (45.3) 106.4 13.3 (5.8)

Source: Morningstar, 2007
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This growth and expansion has been funded mainly through internal
sources of funding, rather than financial leverage. PacSun has maintained a very
low level of interest-bearing debt, decreasing from $25.3 million in fiscal 2001 to
$0 in fiscal 2005, (see Table 2 — Balance Sheet). PacSun maintains a credit
facility available of $200 million if needed; however, cash flows have been
sufficient to sustain the growth of the firm. PacSun has struggled to increase sales
of higher profit margin proprietary brands with sales of proprietary brands
declining over the past three years from 31 percent to 28 percent of total sales
(PacSun Investor Relations, 2007). PacSun has been able to maintain costs as a
percentage of revenues but has not been able to reduce costs and effectively take
advantage of incremental price increases over the past few years. A portion of this
ineffectiveness appears to be the increases in Sales, General, and Administrative
expenses that have increased as a percentage of revenues each year over the past
six years. The reporting segments for PacSun have also suffered recent declines in
same-store sales causing a decline in gross profit of 10 percent for fiscal 2006
from 2005 (see Table 4 — Income Statement).

The retail apparel industry has become much more competitive over the last
few years as major retailers have made moves to increase their revenues from this
industry. While revenues have increased, sales growth has declined dramatically
from 23.6 percent in 2002 to 1.6 percent for 2006. Although PacSun was able to
increase revenues by nearly 3 percent from 2005, earnings per share declined from
$1.67 per share to $0.56 per share (66.5 percent decline). Cash from operations
has been fairly flat for the past two years while cash expenditures and stock
repurchases have increased dramatically. These actions have led to the decline of
cash generated by the overall activities of the business (see Table 6 — Statement of

Cash Flows). Due to declining performance PacSun has recently announced the
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planned closure of 74 Demo stores to be effective during the first half of fiscal
2007. Inventory write-off for these locations is expected to total $25 million in
non-cash charges (PacSun Investor Relations, 2007). Also, according to the 2006
10K, estimated expenses for early lease terminations could cost PacSun as much
as $12 million. Share performance has ranged from a 52-week low of $13.12 to a
high of $25.26 (Yahoo Finance, 2007). Most recently the stock has been moving
upward as investors have been reacting favorably to the announcement of the store
closures and a change in management focus from net new store growth to same
store sales growth and increased profit margins.

Even with the financial performance weakness over the past few years, the
stock has provided a very competitive return in comparison to the Nasdaq Market
index and the Retail Index. Until recently the stock was performing well above
both indices, but has dropped considerably since the decline in same-store sales
and weakening financials over the past fiscal year. Figure 2 illustrates this

comparison of returns.

Corporate Governance Analysis

Corporate governance is defined as “The set of rules and procedures that
ensure that managers do indeed employ the principles of value-based
management” (Brigham & Ehrhardt, 2005, p. 525). Corporate governance serves
one main purpose, which is to assure that manager’s objectives are aligned with
stakeholder’s objectives. A company’s stakeholders include stockholders,
employees, business partners, and the communities the company serves.

Corporate governance analysis allows investors to obtain a better
understanding of firm management. The Board of Directors can tell us how much

the company desires to remove itself from the “outside noise” so it can manage
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daily operations and investment policies more freely. Also, corporate governance

analysis allows investors to determine managerial entrenchment.
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Pacific Sunwear 100 121 229 240 241 199
Nasdag Market Index 100 70 109 107 122 131
Retail Index 100 81 119 143 155 168

Figure 2. Comparison of Cumulative Total Return

Management and Stockholders

The total shares outstanding as of January 29, 2007 were 69,458,992, the

percentage owned by institutional investors was 95 percent, and the percentage
held by insiders was 1.09 percent. The institutional shares are broadly spread
among 414 shareholders (Barrons, 2007). Based upon the percentage of
distribution between insiders and institutional shareholders, PacSun has relatively
few insider holdings and greater institutional holdings. Only one member of the
Board of Directors, Sally Frame Kasaks the current acting CEQ, is an insider. The
other six members of the Board of Directors are all independent directors. The

Board of Directors is responsible to oversee and supervise the overall affairs of the
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company. The Board is divided into three committees: (1) Audit Committee, (2)
Compensation Committee, and (3) Nomination & Governance Committee
(PacSun Investor Relations, 2007). The balance of power rests with the
shareholders as independent directors control the Board and institutional
shareholders hold the vast majority of shares outstanding. Because of this balance
of power, management is prompted to act in the interest of stakeholders, rather

than their personal interests.

Firm and Financial Markets

PacSun maintains public information readily accessible through either the
company website, government sites, or in print. PacSun is well-followed by
approximately 23 analysts from multiple firms (PacSun Investor Relations, 2007).
Because the firm is followed by many analysts, this would lead us to believe there
are fewer biases in the information available. Additionally, the large numbers of
institutional shareholders monitor the company and its financial statements leading

to greater transparency and reliability.

Segment Performance

PacSun has identified four operating segments: PacSun, PacSun Outlet,
Demo, One Thousand Steps. For reporting purposes PacSun includes PacSun
Outlet performance with the PacSun segments as well as internet sales with each

respective segment.

PacSun. This segment continues to generate the bulk of sales with the
percentage of net sales for fiscal 2006 declining 1 percent to 86 percent of total net
sales. PacSun stores totaled 965 up from 907 in 2005 and representing 80.5
percent of existing stores. Same store sales proved to be more stable declining 4.2

percent for the fiscal year 2006 (PacSun Investor Relations, 2007).
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DEMO. This segment struggled during fiscal 2006. Net sales as a
percentage of total net sales were 14 percent up slightly from 2005. DEMO stores
totaled 225 up from 198 in 2005 and represent 18.8 percent of existing stores.
Same store sales for the segment fell 7.9 percent for fiscal 2006. This
underperformance has led to the planned closure of 74 Demo stores during the

first half of fiscal 2007 (PacSun Investor Relations, 2007).

One Thousand Steps. This newest operating segment was opened in mid-
2006 and contributed very minimally to PacSun’s overall performance. Currently
operating only nine concept stores the segment generated just over $5 million in
sales for fiscal 2006 amounting for less than one half percent. One Thousand
Steps is expected to maintain a negative contribution margin during fiscal 2007
accounting for the significant start-up costs incurred in opening the nine initial

concept stores (PacSun Investor Relations, 2007).

Revenue Drivers

There are several internal and external factors that influence PacSun’s
revenue creation. Following are the revenue drivers credited with sustaining long-
term profitability. These drivers are hopeful to continue into the future and bring

increasing revenues and profits.

Improve Brand Offerings

PacSun offers a wide array of popular name brands and supplements with
higher margin proprietary brands. Currently there are two brands contributing 11
percent each to net sales, while no other brands contribute more than 7 percent to
net sales (PacSun Investor Relations, 2007). Identifying weak brand offerings and
removing them will continue to help drive revenues. PacSun is also in

collaboration with many vendors to create a stronger proprietary brand offering.
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Proprietary brands offer higher margins and greater control of costs. PacSun is
also involved in developing several “exclusive” offerings. These “exclusive”
offerings not available through other retailers will continue to drive the growth in
revenues.

PacSun possesses strong customer knowledge and understanding and
maintains focus on a specific target market. Utilization of focus groups, customer
and employee feedback, monitoring sell-through trends and small quantity test
product introduction allow PacSun to remain at the forefront of fashion trends.
This is vital in maintaining product demand and sales as the retail apparel industry

is very heavily influenced by fashion trends.

Control of Inventory

Improved control of inventory is a key to driving future revenue growth and
improved operating margins. PacSun has invested heavily over the past few years
in creating an integrated Information System to assist in inventory control,
purchasing and demand forecasting. Effectively exploiting the information
available in the information system will drive improvements in forecasting sales
mark-ups and mark-downs. Due to previous ineffective management of inventory,
PacSun has suffered increasing costs from mark-downs. In 2006, mark-downs
cost $203 million, a $60 million increase over 2005 (PacSun Investor Relations,
2007). Forecasting demand has improved through the use of the information
systems. The retail apparel industry is very cyclical and PacSun is no exception.
The back-to-school and Christmas seasons account for 30 percent of net sales
annually. Improved offerings and inventory to match demand during these critical

retail seasons will help to drive revenue improvements in the future.
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Reinvestment in Existing Stores

PacSun’s pursuit of store growth versus sales growth has caused a decline
in same-store sales for fiscal 2006. This decline has led to the announced closure
of 74 stores whose performance is sub-standard. Fiscal 2007 has brought a new
focus by management on improving sales in existing stores. This strategy should
prove successful as management has already taken steps to improve store offerings
and inventory based upon sales volumes and contribution to net sales. Guys’
apparel has been the largest contributor to net sales with 38 percent, 36 percent,
and 37 percent in 2006, 2005, and 2004, respectively (PacSun Investor Relations,
2007). Footwear has been the laggard contributing a mere 13 percent, 14 percent,
and 14 percent for 2006, 2005, and 2004, respectively (PacSun Investor Relations,
2007). These figures have prompted management to decrease floor space and

inventory space for footwear and increase space for guys’ apparel.

Merchandise and Inventory Acquisition
Costs

Declining prices in manufacturing of textiles and increased competition
have led to decreased costs for merchandise and inventory. The proliferation of
trade from Asia has led to decreased costs associated with the manufacture of
clothing and textiles, generally improving operating margins. Increased
competition has forced domestic manufacturers and suppliers to cut prices to
remain competitive. PacSun operates without contracts with its suppliers, which
has allowed it to benefit from the decline in costs. Strong vendor relations have
also contributed to PacSun’s ability to obtain favorable pricing from long-time

suppliers. Maintaining strong vendor relations will continue to be a key.
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Maintain Store Image

The retail apparel industry is very competitive; carving a niche market as
PacSun has successfully done is very difficult. Continual growth of revenue will
require maintaining and increasing the association of PacSun and Demo Stores to
their target markets and lifestyles. Targeted marketing has increased through the
capture of customer e-mail addresses, as well as print advertising in magazines
associated with the target customers continues to drive recognition of PacSun and

Demo as being synonymous with the target lifestyles.
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Chapter 4

HISTORIC FINANCIAL ANALYSIS

PacSun’s performance has been declining over the past few years and in

order to determine an appropriate view for the future it is necessary to analyze the

past financial performance through ratio analysis and other techniques, which will

help to determine the financial health of the company.

Ratio Analysis involves creating ratios from the various financial

Ratio Analysis

statements in order to create a picture of the financial health of the company.

Ratio analysis is also critical when comparing performance against competitors or

their industry. These analyses can be used to identify strengths and weaknesses

within the company. Ratio analysis is also often used by analysts to identify

trends for financial statement forecasting.

Table 7. Liquidity Ratios

|. Liquidity Ratios 3Feb07 | 28Jan06 | 29-Jan-05 | 3-Jan-04 | 1-Feb-03 | 2.Feb-02
Current Assets 335,235,000 | 426721000 | 352 818,000 | 353537 000 [182,633,000 | 144,830 374
Current Liabiliies 140,533.000 | 122471000 | 95310000 | 110,539,000 | 73.328.000 | 65930665
* Inventory 205213000 | 215,140,000 | 175,081.000 | 147 751,000 |123.433.000 | 102512 329
Current ratio = CAICL 239 348 3.0 320 249 220
Quick ratio = (CA-nv)/ICL 093 173 186 186 0.81 0.64

The liquidity ratios show the ability the company has to cover its short-term

or current liabilities. The larger the ratio the better coverage the firm has of

current liabilities. PacSun increased its liquidity ratios from 2002 to 2005

showing increasing strength; however, since 2005 the ratios have declined,
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demonstrating weakness in its ability to manage current liabilities and assets over
the past few years. The quick ratio, which is a better measure of liquidity,
declined by 50 percent since 2005, indicating possibly a build-up of inventory,
decline in current assets or an increase in current liabilities. This is not a healthy
trend for the company; it is preferable that the liquidity ratios stay fairly consistent

or continually improve.

Table 8. Asset Management Ratios

IL. Asset Management Ratios 3Feb07 | 2B-Jan-06 | 20-Jan05 | 3-Jan-04 | 1-Feb03 | 2-Feb-02
Sales 147,204,000 | 1,391.473.000 | 1.229.762,000 | 1,041.456,000 | 847,130,000 | 684,840,266
Total Assets 713243000 8073561000 677778000 | 644.487.000( 399.743.000 | 355440.524

-~ Accouns receivable 11216000 12679.000)  8129000| 5194000 2916000] 3043916

 Total Assets Tarnover=$TA 1§87 L7 181 142 11 193

-~ Recenable Tumover = Sive. AR 12113 13374 18461 236.83 28 4997

* Ave. Collection Period =360Rec. Turnover 197 269 1.95 140 1.7 0.80
Cost of good sold 1.001,807000| 884982000 | 781828.000| 668.807.000 | 554829.000 | 464.660.657

~ Tnventory Tumover = COGS / Ave. Inv 471 45 484 49 491 907
Current Assets Turnover =§/CA 43 126 34 195 464 4n

- Fixed Assets 08774000 602.962.000| 303,745.000( 429643000 | 298.644.000| 266411682
Fixed Assets Turaover=§/FA 14 131 14 14) 184 1y

Asset management ratios demonstrate how efficiently the company utilizes
its assets to generate revenues. Based upon the total asset turnover and the current
asset turnover ratios, PacSun has been fairly consistent at generating revenues with
a given level of assets. PacSun’s receivable turnover ratio has decreased
dramatically and combined with the average collection period, it is evident it is
either having difficulty collecting on its accounts receivable or it is extending
much larger amounts of credit. Inventory turnover has decreased nearly 50
percent which means merchandise is staying on the shelf longer; this could be an

indication of slowing sales, poor purchasing estimates, or a possible misread of
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fashion trends. The constant decline in the fixed asset turnover could be an

indication the firm is increasing the number of stores quicker than its sales growth

would warrant; increasing turnover would be desirable as an indication of better

use of current fixed assets.

Table 9. Leverage Ratios

IIL Leverage Ratios 3Feb-07 28-Jan-06 | 29Jan05 | 31Jan04 | 1Feb03 | 2-Feb(2
Long term debt 0 0 403000 | 1455000 3338000] 25328976
Debt Ratio = (CLtLTDY TA 0.18 015 (.14 0.17 0.19 0.26
Equity 503353000 | 546,790,000 | 438.034,000| 428732000 | 302391000 247935145
Equity Multiplier = TA/Equity 1L.M 143 143 L3 13 143

The leverage ratios are a measure of how much debt or equity the company

utilizes in comparison to its total assets. PacSun has maintained a very low debt

ratio, and eliminated all long-term debt reported on its financial statements as of

2006. It has been able to grow the company through its use of cash and equity.

The equity multiplier has remained fairly constant, which would indicate that

PacSun has not had to seek much additional capital through the issuance of

equities.

Table 10. Profitability Ratios

IV, Profitability Ratios 3Feb 07 3-Jan-06 | 20-Jan05 | 3lJan-04 | 1-Feb03 | D-Feb-02
Gross Profit Margin = (8-COGS)'S 30.78% 36.40% 36.42% B8%  M430% 12.15%
EBIT 59595000 1972730001 170013,000| 1282270001 812200001 44.281981
Operating Profit Margin = EBIT/Sales 411% 14.18% 13.82% 12.31% 9.59% 6.47%
Net Profit 39621000 126212000 106,904,000 | 80,200,000 | 49,666,000 27.563.621
Net Profit Margin = NI/$ 114% 9.07% 8.69% 1.710% 586% 403%
ROA=NITA 312% 15.63% 15.77% 1244%  1242% 7.76%
ROE = NI Equity 187% 1.08% B3% 1871%  1642% 1L.12%
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Profitability ratios measure how well the firm is performing and controlling
its costs. The gross profit margin is an indication of the percentage of each dollar
of sales remaining after subtracting the cost of producing the sale. PacSun had
increasing profit margins until 2007. This would indicate an increase in the cost
of producing the goods sold. Operating profit margin is a measure of the
profitability when administrative and sales expenses have been deducted. PacSun
was experiencing increasing operating profit margins until 2007, in which the
margin dropped by more than 75 percent. Such a decline is a definite signal and
warrants a deeper look to determine if the cause of the decline is permanent or
temporary. Net profit margins are an indication of how much is left after all
expenses, including interest and taxes have been deducted from sales. PacSun had
increasing net profit margins through 2006 and similar to operating profit margins
suffered a precipitous decline. The return on assets and return on equity are
measures of how efficiently the firm can generate income with the given level of
assets and equity. As would be expected with declining profit margins, the returns
on assets and equity have decreased dramatically. PacSun suffered declining

existing same store sales, which put pressure on the margins and returns.

Analysis of Financial Statements

Historic financial statements must be analyzed in order to determine key
factors that will be used to forecast financial statements and future growth. The
historic analysis of the financial statements will help to identify trends and
changes in the operations and financial structure of the company. Also the
analysis will help to determine whether the firm is generating an economic profit
and positive cash flows for investors.

The first component analyzed is NOPLAT (net operating profit less
adjusted taxes). PacSun’s NOPLAT increased from $27,276,337 in 2002 to
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$155,891,008 in 2006; however in 2007 NOPLAT dropped by more than 50
percent to $65,418,651 (see Appendix A). The increase in NOPLAT accompanied
by increases in sales is a positive trend. The dramatic decrease in NOPLAT in
2007, although sales increased from $1,391,473,000 in 2006 to $1,447,204,000 in
2007, raises definite concerns about future growth trends for PacSun (see
Appendix A).

Next, invested capital is analyzed to attempt to identify any trends that may
help to forecast PacSun’s future growth. Historic invested capital (excluding
goodwill) appears to be growing at a steady pace from $1,017,598,380 in 2003 to
$1,723,328,506 in 2007 (see Appendix A). Invested capital for fiscal year ending
in February 2002 is excluded from the trend because of a lack of information
needed to calculate capitalized operating leases. Including 2002 figures would
have skewed the trend. The invested capital trend appears to be consistent with a
company seeking growth.

Analysis of historic cash flows provides a basis for understanding whether
the company is generating cash or using cash to grow. Cash flows have been
improving for PacSun from 2003 to 2007, but still remained negative. In the fiscal
year ending February 2003 free cash flow was a negative $664,212,115,
improving to negative $45,865,514 at fiscal year end February 2007 (see
Appendix A). Although the cash flows are negative, consistent with a growing
company, the trend is positive because of the improvements.

Economic profit analysis of historic financial statements helps to determine
whether the company is creating value. Economic profit measures the ability of
the company to earn returns above the rate required by equity investors and debt
holders, also known as the weighted average cost of capital (calculation discussed

in chapter 5). PacSun achieved steady economic profits with $59,727,156 in 2003
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rising to $63,237,318 in 2006 (see Appendix A). In the fiscal year ended February
2007 economic profit dropped dramatically to a negative $42,364,126.

Analysis of PacSun’s financial statements helps gain insight into possible
future outcomes for the company. Based upon the trends observed in our analysis
PacSun appears to be having some difficulty in generating economic profits and
positive cash flows. This may very well be due to increased costs and expenses
that are needed to fuel the growth of the company. As estimates are formulated to
generate the financial statement forecast in depth, research must be done to
determine if the results of the fiscal year ended February 2007 are the start of a

new trend or merely short-term growing pains.
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Chapter 5

VALUATION TECHNIQUES

When attempting to determine the intrinsic value of companies, there are
several categories of valuation techniques: relative valuation models and
discounted cash flow models. Relative valuation techniques utilize multiples such
as price to earnings and price to book, among others, to arrive at an intrinsic value.
Discounted cash flow models utilize projections of future earnings, discounted at
an appropriate rate to arrive at the intrinsic value of the company. The most
commonly used financial models employed are:

1. Relative Valuation Models

a. P/E Ratio
b. P/BV Ratio
c. P/CF Ratio
d. P/S Ratio
2. Discounted Cash Flow Models
a. Enterprise Discounted Cash Flow (EDCF)
b. Adjusted Present Value (APV)
c. Economic Profit (EP)
d. Free Cash Flow to Equity (FCFE)
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Relative Valuation Models

P/E Ratio
According to Aswath Damodaran (Damodaran Online, 2007), “P/E ratio is

a statistic that relates the price paid to current earnings” and it can also be used as
“a proxy for a number of characteristics of the firm, including risk and growth.”
Company value can be estimated by multiplying the expected EPS (Earnings Per
Share) by the P/E ratio. This calculation derives the expected value of the
company. The method for calculating intrinsic value involves first, estimating the
price per share two years from now. This is done by multiplying the estimated
earnings per share two years from now by the historical average price earnings

ratio.

P,=EPS:xP/E (eq.1)

where,
P, = price at year 2
EPS, = estimated earnings per share in year two

P/E = historical average price earnings ratio

Then the price estimate for year two must be discounted back two years in order to

obtain the intrinsic value. To discount use the following formula:

b_ P
1tk (cq-2)

where,

P, = current price
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P, = price estimate for year two

k. = rate of return required on equity

The EPS estimate for two years from now can usually be obtained by using
an analyst’s estimate. The P/E ratio can be calculated using either the historical
average or by applying the Gordon Growth Model (Brigham & Ehrhardt, 2005):

P Do(1+g)
ke—g (eq.3)
where,

P = Price

Dy = dividend for last year

g = growth rate

k. = required rate of return on equity

The Gordon Growth Model requires the required rate of return always be
greater than the growth rate. If the growth rate exceeds the required rate of return,
then the firm would inherently have an infinite price (Brigham & Ehrhardt, 2005).
Since no firm can have an infinite price, this model is commonly referred to as the
constant growth model, requiring the growth of the firm to be an assumed constant
rate and must be less than the required rate of return. Given the assumption that
the dividend grows at a constant rate forever, this model solves for the present
value of the infinite series of all future dividends. Therefore, we can use the
Gordon Growth Model to calculate the price equal to the dividend divided by the
total return minus growth. If both sides of the equation are divided by EPS and
are given a constant growth rate, the P/E ratio can be calculated in the following

manner (Brigham & Ehrhardt, 2005):
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PayoutRatiox (1+g) (eq.4)

P/E=
ke—g

where,
g = growth rate of the dividend
ke = required rate of return on equity

Payout Ratio = ratio of earnings paid as dividends to shareholders

Making appropriate estimations is a very important aspect of valuing a
firm. Analysts rely on current company information, market conditions, and
future economic prospects for both the company and the economy as a whole.
Analysts consider information such as technological advancement, increasing
competition, operating margins going forward, and the company’s ability to
penetrate new markets or gain additional market share. Since PacSun currently
pays no dividends, the Gordon Growth model cannot be used for finding the
intrinsic price. However, using either the ten-year or five-year average P/E ratio

as a multiplier, an intrinsic price can be calculated.

P/BV Ratio

The price to book value ratio is a comparison of the current price per share
of common stock divided by the estimated end of year book value per share. Book
value is the net worth of the company as reported on its balance sheet (Bodie et al.,

2005, p. 606).

P:
BVt +1 (eqS)

P/BV =
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where,
P, = current price of common stock

BV = book of value of the firm’s common stock in one year

Many analysts view the P/BV ratio as an indicator of how aggressively the
market values the firm. Book value per share can be calculated by dividing
shareholder’s equity by the shares of common stock outstanding. Analysts
sometimes consider a firm with a low P/BV ratio as being “safer” than firms with
high ratios. This comes from the idea that the book value acts as a “floor” for
supporting the market price of the stock (Bodie et al., 2005, p. 668). This theory is
questionable because often firms sell for less than their book value per share. For
use in equity valuation, a high P/BV ratio often indicates that investors think a
firm has an opportunity to earn a rate of return in excess of the market
capitalization rate (Bodie et al., 2005, p. 668).

Calculating the price per share of the firm involves multiplying the
estimated book value per share at the end of year two and the historical P/BV
ratio.

P>=BV:x P

BV (€q.6)

where,
P, = price at year two
BV, = estimated BV at end of year two
P/BV = historical P/BV ratio for the firm

Just like with the P/E ratio, the calculated price per share at year two (P,)

must be discounted two years using the same formula and method. Applying
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equation (2) allows an investor to estimate the current price per share and by
comparing with the market price per share a determination of under valuation or

over valuation can be made very quickly.

P/CF Ratio

The price to cash flow ratio is a comparison of the current price per share
divided by the estimated per share cash flow for year two. This ratio has grown in
popularity over the years as analysts have become concerned over the propensity
of some firms to manipulate earnings per share. Generally, cash flows are less
prone to manipulation and are less affected by accounting decisions (Bodie et al.,

2005, p. 632).

P:
P/CF = CFo (eq.7)

where,
P, = current price of common stock

CF, = firm’s cash flow in one year

There are two, generally accepted, forms of cash flow used in the P/CF
ratio. The first is operating cash flow, which is generally calculated by adding
back all non-cash expenses to net income. The second is “free cash flow” which is
the operating cash flow net of new investments. Operating cash flow is generally
the preferred form of cash flow as it is usually less volatile and “free cash flow”
has a tendency to be negative for high growth firms.

Calculating the intrinsic value involves estimating the price per share at the
end of year two and discounting back to the present. The price per share for year
two can be calculated by multiplying the estimated cash flow per share at the end

of year two by the historical average P/CF ratio.
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P
P:=CF:x—
2= LeX g (eq-8)
where,

P, = estimated price at year two

CF, = estimated cash flow for year two

P/CF = historical average price to cash flow ratio

Again, similar to P/E and P/BV ratios in order to arrive at the intrinsic value, P,
must be discounted two years by using the equation (2). The intrinsic value per
share can be compared to the current market price to attempt to make a

determination as to whether or not the firm is under valued or over valued.

P/S ratio

The price to sales ratio is a comparison of the current price per share of the
firm divided by the estimated next year net sales. Net sales are calculated by

subtracting returns and discounts from the total sales figure.

P:

t+1

P/S= (eq.9)
where,
P, = current price of common stock

Si+1 = next year estimated net sales

The price to sales ratio has gained increased use given that many small
start-up firms have no earnings and the cash flows are unpredictable, rendering
most other methods of valuation unreliable (Bodie et al., 2005, p. 633). This ratio
is also appropriate when valuing mature and cyclical companies. The drawbacks

include the potential for distortion caused by manipulation of revenue recognition.
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Price to sales also does not take into consideration a company’s expenses. This
can cause a company to have a low P/S ratio while not generating any or very little
profit and in order to create value as a going concern a firm must at some point
generate earnings and cash (Bodie et al., 2005, p. 633).
Calculating a firm’s intrinsic value using the P/S ratio involves multiplying
the estimated net sales for year two and the historic P/S ratio. This will produce a

price at year two, which must then be discounted to the present.

P2=52Xg (eq.10)
where,
P, = estimated price at year two
S, = estimated net sales for year two

P/S = historical average price to sales ratio

Once the price for year two has been determined, it must be discounted to
the present in order to evaluate. Discounting is done by using equation (2)
described in the P/E ratio section. Once the price per share has been discounted
you may then evaluate whether the stock is over valued or under valued by

comparing it with the market price.

Discounted Cash Flow Models (DCF)

DCEF valuation is analogous to the net present value (NPV) calculation of a
firm in capital budgeting. When performing the calculations, the gross return from
an investment is netted against the capital invested to obtain free cash flows.

These free cash flows are then discounted with the required cost of capital. The
following four discount models are frequently used in determining a firm’s value:

the Free Cash Flow to Equity (FCFE) model, the Enterprise Discounted Cash
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Flow (EDCF) model, the Adjusted Present Value (APV) model, and Economic
Profit (EP) model.
Just like with the relative valuation models the assumptions and estimates
made to derive the required inputs for the model are very important. If the model

inputs are erroneous or unrealistic the results will not be valid or correct.

Enterprise Discounted Cash Flow

(EDCF)

Enterprise valuation models value the company’s operating cash flows

rather than cash flows to equity holders. Enterprise valuation models are based
upon the concept proposed by Franco Modigliani and Merton Miller in the 1950s
that the value of a company’s economic assets must equal the value of the claims
against those assets (Koller et al., 2005, p. 104). In other words, to value the
equity of a company, first value the company’s operations and then subtract all
non-equity financial claims (i.e., debt). This model is especially valuable when
extended to a multi-business company where the value of each individual
operating unit can be summed to arrive at the enterprise value. Also, the
enterprise model allows for the valuation of projects, business units, and the entire
company utilizing one consistent methodology.

Since the enterprise discounted cash flow model uses operating cash flows
to value operations, the appropriate discount rate is the weighted average cost of
capital or WACC. The EDCF model requires a forecast of the financial statements
and cash flows and the calculation of a terminal value all discounted to the
present. Once the cash flows have been discounted and summed, the value of
excess cash and non-operating assets are added to derive the enterprise value.
Once the enterprise value has been calculated, the value of all non-equity financial

claims (debt and capitalized operating leases) are subtracted to arrive at the equity
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value. The equity value is then divided by the number of shares outstanding to
determine the value per share of common stock for comparison to the current price

per share.

Calculating the free cash flows for use in the EDCF model uses the

following basic formula:

Table 11. Free Cash Flow Calculation

(4) | (Increase)/decrease in operating working capital
(5) | (Capital expenditures)

(6) | (Investments in goodwill)

(7) | (Investments in intangibles)

(8) | Increase (decrease) in accumulated comprehensive income

9) Gross Investment = (4) + (5) + (6) + (7) + (8)

Source: Koller et al., 2005, p. 180

The discount factor used for determining the present value of the future
cash flows is the WACC. WACC represents the expected return on a firm’s total
assets, including the cost of debt and cost of equity by different weights according
to the firm’s capital structure. WACC is often referred to as the “hurdle rate” for
capital investment. The WACC is therefore a sum of the cost of debt multiplied
by the capital structure weight given to debt and the cost of equity multiplied by

the weight given to equity. The formula is the following:

WACC=kd(1—T)(DEE)+ke(DEE) (eq11)

where,

k4 = cost of debt
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ke = cost of equity
T = tax rate
D = market value of debt

E = market value of equity

Calculating the cost of equity can be done by using the capital asset pricing
model (CAPM), which postulates that a securities expected rate of return
(synonymous with cost of equity) equals the risk-free rate plus the security’s beta

times the market risk premium (Koller et al., 2005, p. 300).

ke = 1t + B[E(Rm) — 1] (eq.12)
where,
k. = cost of equity
s = risk-free rate
B = stock’s sensitivity to the market

E(R,,) = expected return of the market

In the CAPM model, the risk-free rate and market risk premium (defined as
the expected return of the market minus the risk-free rate) are common for all
companies. The only factor that is company specific is the beta (5). Betais a
measure of a stock’s incremental risk to a diversified investor. Risk is defined by
how much the stock co-varies with the aggregate stock market (Koller et al., 2005,
p. 300).

To implement the CAPM and determine the cost of equity, the risk-free
rate, market risk premium, and beta must be determined first. To estimate the
risk-free rate, I use government default-free bonds. Ideally, using a government

bond with a similar maturity to the cash flows generated is recommended. The
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most common proxy for U.S.-based companies is the 10-year zero coupon
Treasury bond. Zero coupon bonds or STRIPS are preferred because they make
no interim interest payments that would effectively shorten their stated maturity
(Koller et al., 2005, p. 302).

The next component of the CAPM is the market risk premium, which is the
difference between the expected return on the aggregate market and the risk-free
rate. Unlike the risk-free rate, the expected return on the market is unobservable,
making an estimation of the market risk premium difficult. However, based upon
historical averages and forward-looking estimates, the appropriate market risk
premium is generally between 4.5 and 5.5 percent (Koller et al., 2005, p. 302).

According to the CAPM, what drives the stock’s expected return is the
beta, as generally the other model inputs are the same for all securities. Beta is the
measure of risk defined by how much a stock co-varies with the aggregate market.
Beta of the aggregate market is accepted as being 1; thus a firm with a beta greater
than 1 would be considered riskier than the aggregate market and a firm with beta
less than 1 considered less risky. The most common method for calculating beta is
by using a regression to find the raw beta and then improving the estimate by
using industry comparables or smoothing techniques (Koller et al., 2005, p. 312).
The most common regression model used to measure raw beta is the market

model:

R=a+pRu+e (eq.13)
where,
R =return of the common stock
o= firm’s alpha

B = firm’s Beta
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R,, = return of the market

€ = estimation error

In this model, the stock’s return is regressed (not price) against the market’s
return. The model requires at least 60 data points, which are generally five years
of monthly returns. To improve upon the beta estimate two techniques may be
used: calculating an industry average beta and smoothing.

Since companies in the same industry generally face similar operating risks,
their betas should be similar. Calculating an industry average beta requires
computing the raw beta for a sample of securities across the industry. After
calculating the individual betas for each company in the sample, determine the
mean and median beta for the sample. Comparing the industry mean and median
to the company raw beta will produce a superior estimate of beta (Koller et al.,
2005, p. 318).

If few comparable firms exist an alternative for improving the estimate of
beta is smoothing. Smoothing is based upon the observation that betas revert to

the mean (Koller et al., 2005, p. 320).
The formula for smoothing beta is:
Adjustedp = (.33)+(.67)p (eq.14)
Smoothing implies that over time a firm’s risk will move toward the mean or risk
of the aggregate market.
Once all the inputs have been calculated they may now be plugged into the

CAPM formula to arrive at the cost of equity. The tax rate used in equation (11) is

the marginal tax rate of the firm; reducing the cost of debt by the marginal tax rate
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incorporates the value of the tax shield because interest is tax deductible (Koller et
al., 2005, p. 113).

Cost of debt in equation (11) is the required rate of return demanded by
debt creditors. To estimate the cost of debt, I use the yield to maturity of the
company’s long-term option free bonds (Koller et al., 2005, p. 324). Yield to
maturity should be calculated with long-term bonds because the duration better
matches the company’s cash flows for the EDCF model. If a company has only
short-term bonds or rarely traded bonds, an indirect method may be used to
calculate cost of debt. First, determine the company’s credit rating on unsecured
long-term debt. Standard and Poor’s and Moody’s will rate a company’s debt.
Next, examine the average yield to maturity on a portfolio of long-term bonds with
the same credit rating. Use this average yield as a proxy for the company’s yield
on its long-term bonds.

Market values of debt and equity determine the capital structure of the firm
for calculating the WACC. If the company’s debt and equity are publicly traded,
then simply multiply the quantity of each security by its most recent price to
derive market value. Generally, if the company’s debt is traded infrequently or
not publicly traded then using the book value of debt will reasonably estimate the
market value. Market value of equity should be determined by multiplying the
market price by the number of shares outstanding. Do not use shares issued
because this may include shares repurchased by the company.

The EDCF model requires the calculation of cash flows for an explicit time
period, generally ten years. The most common method for estimating cash flows
requires a forecast of financial statements into the future. Generally, this forecast
is made for 5-10 years or until the analyst determines the cash flow will grow at a

constant rate in the future. After forecasting financial statements, a constant
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growth rate must be determined in order to calculate the terminal value. The
terminal value is defined as the value of all future operating profits discounted at

the constant growth rate. This value is calculated by using the following formula:

NOPLAT . (1—g/RONIC)

TVn -
WACC-g (eq.15)

where,
TV, = terminal value of all future NOPLAT discounted to period n
NOPLAT,+; = Normalized net operating profit after adjusted taxes in the
first year after the explicit forecast period (generally ten years)
WACC = weighted average cost of capital
g = expected growth rate in NOPLAT in perpetuity

RONIC = expected rate of return on net new invested capital

NOPLAT is the net operating profits from the company’s core operations
less the adjusted taxes related to the core operations (Koller et al., 2005, p. 61).
Adjusted taxes for the core operations are determined by subtracting taxes on
interest income (interest income x tax rate) from the reported taxes on the income
statement. Then add the interest tax shield (interest expense x tax rate) of both
debt and capitalized operating leases to arrive at operating taxes on income before
interest and taxes. Next, add (subtract) an increase (decrease) in deferred taxes to
determine operating cash taxes. Operating cash taxes are subtracted from EBITA
(earnings before interest, tax, and amortization) to arrive at NOPLAT.

Once all the cash flows have been determined and terminal value
calculated, each must be discounted to arrive at the value of operations.

Discounting uses the following formula:

vo=|3 FCF TV x (1+ WACC)®S

-1(1+ WACC)'  (1+ WACC)" (

eq.16)
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where,

VO = value of operations
FCF, = free cash flow to the firm for period t
WACC = weighted average cost of capital

TV, = terminal value of all future cash flows in year n

Since operations happen throughout the year and not just at the end of each
year it is necessary to adjust the value of operations. The adjusting factor is
(1+WACC)", which assumes that all components such as Free Cash Flow are
occurring evenly during the year. By including the mid-year adjustment factor in
equation (16) the value of operations will be adjusted and give a more reasonable
result.

Next, the value of excess cash and other non-operating assets must be
added with the value of operations to determine the enterprise value. The value of
debt and other non-equity financial claims (i.e., capitalized operating leases) must
be subtracted from the enterprise value to determine the equity value. The equity
value is then divided by the number of shares of common stock outstanding to
determine the price per share. This calculated price per share can be compared to

the market price to determine whether the company may be over or under-priced.

Adjusted Present Value (APV)

The adjusted present value (APV) model separates the value of operations

into two components: the value of operations as if the company was financed

completely by equity and the value of tax shields that arises from debt financing.

VO =Vu+ Vs (eq- 1 7)
where,

VO = value of operations
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V, = value of firm as if it was all equity financed

Vi1s = value of interest tax shields

The APV model follows the teachings of Modigliani and Miller, who
proposed that in a market with no taxes, a company’s choice of financial structure
would not affect the value of its economic assets (Koller et al., 2005, p. 122). In
reality, taxes play a part in decision making. Since interest is tax deductible
profitable companies can lower taxes and increase cash flows by raising debt. But
if the company relies too heavily on debt the risk of bankruptcy increases. The
increase in risk raises the costs of debt and equity for the company. The APV
model values the company as if it were all equity financed and adjusts for the
value of the interest tax shield. The free cash flows are discounted by the
unlevered cost of equity (cost of equity if the company had no debt). Then add
any value created by the use of debt.

The free cash flows used in the APV model are the same as the EDCF
model (see Table 11, p. 59). The cash flows, however, are discounted using the

unlevered cost of equity, which can be calculated using the following formula:

ko= (Ejkd + (E)ke (eq.18)
V V

where,
k, = unlevered cost of equity
k. = cost of equity
k4 = cost of debt
D = market value of debt
E = market value of equity

V = market value of capital (D+E)
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The value of a levered firm is the present value of the firm’s free cash flows
plus the value of the interest tax shields (by discounting them at the unlevered cost

of equity). Equation (17) can then be modified and becomes:

VO = i FCF +ITS: 4 TVa

1 (+k) (+k)"

x(1+ WACC)’* (eq-19)

where,
VO = value of operations
k, = unlevered cost of equity
FCF, = free cash flow to the firm for period t
TV, = terminal value at period n discounted by k,
ITS; = interest tax shield for period t

WACC = weighted average cost of capital

The APV model like the EDCF model and all discounted cash flow models
should be adjusted using the mid-year adjustment factor (1+WACC)*’, to arrive at
a more reasonable value of operations.

Similar to the EDCF model the APV model requires the forecasting of cash
flows for an explicit period, generally ten years. After the forecast period both the
growth rate and capital structure are assumed to be stable. As mentioned earlier
the free cash flow calculation is the same as the EDCF model. The value of the
interest tax shield must be determined to add to the value of free cash flows. To
obtain the value of the interest tax shields, the expected interest payments must be

multiplied by the tax rate.

ITS = (D:-1xka)x T (eq.20)
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where,

ITS; = value of interest tax shield for period t

D,.; = market value of debt one period prior to period t

kq = cost of equity

T = tax rate

Finally, the terminal value, which is the value of the firm’s cash flows and
interest tax shields beyond the explicit forecast period (period n), can be calculated
using the perpetuity formula. It is assumed that growth rates and capital structure
will remain constant after the end of the forecast period in the APV model.
Calculating the terminal value for the APV model differs from the EDCF model.
APV requires the calculation of adding the terminal value of free cash flows and

the terminal value the interest tax shields.

(eq.21)

TV, (FCE(I +g)  ITS(l+ g))
(ki-g)  (ku-g)

where,
TV, = terminal value of cash flows and interest tax shields
FCF, = free cash flow for period n
ITS, = interest tax shield for period n
g = expected growth rate in perpetuity

k, = cost of equity unlevered

The value of operations should now be determined by using equation (19).
Next, add the value of excess cash and non-operating assets to arrive at the
enterprise value and then subtract the value of debt and all non-equity financial

claims. This equals the value of equity that can be divided by the number of
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shares of common stock outstanding. If done correctly both the EDCF and the

APV models should provide similar results.

Economic Profit (EP)

The discounted cash flow models explained above rely on cash flows in and
out of the company, but this provides no insight into the company’s performance.
The economic profit model highlights how and when the company creates value,
but the results of the Economic Profit valuation model are identical to our other
models (Koller et al., 2005, p. 118). Economic profit is a measure of how much

value is created by a company in a single period and is calculated as follows:

EP =ICx(ROIC-WACC) (eq.22)

or

EP = NOPLAT — (ICx WACC) (eq.23)

where,
EP = economic profit
IC = invested capital
ROIC = return on invested capital
WACC = weighted average cost of capital
NOPLAT = net operating profits less adjusted taxes

Invested capital for the company represents the cumulative amount the
company has invested in its core operations — mainly property, plant, and
equipment and working capital. WACC for the Economic Profit (EP) model is
calculated using equation (11). Return on invested capital (ROIC) must be

calculated for the company as follows:
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ROIC = NOPLAT/IC (eq-24)
where,
ROIC = return on invested capital
NOPLAT = net operating profits less adjusted taxes

IC = invested capital

NOPLAT is the net operating profits from the company’s core operations
less the adjusted taxes related to the core operations (Koller et al., 2005, p. 61).
Adjusted taxes for the core operations are determined by subtracting taxes on
interest income (interest income x tax rate) from the reported taxes on the income
statement. Then add the interest tax shield (interest expense x tax rate) of both
debt and capitalized operating leases to arrive at operating taxes on income before
interest and taxes. Next, add (subtract) an increase (decrease) in deferred taxes to
determine operating cash taxes. Operating cash taxes are subtracted from EBITA
(earnings before interest, tax, and amortization) to arrive at NOPLAT.

The EP model requires forecasting financial statements and then calculating
economic profit for each year. The terminal value must also be calculated and
discounted to the present similar to the other DCF models. Terminal value for the

EP model is calculated with the following formula:

EP..1  NOPLAT .ix(g/RONIOx (RONIC- WACQ
WACC WACCx(WACC-g)

TVn =

(eq.25)

where,
EP,.; = economic profit for period n + 1
TV, = terminal value at period n
WACC = weighted average cost of capital
NOPLAT,+; = NOPLAT at period n +1
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g = expected growth rate of NOPLAT in perpetuity

RONIC = expected return on net new invested capital

The calculation of the growth rate for the company is the same as discussed
previously. EP for the terminal value formula represents the economic profit in
the last forecast year. Once the terminal value has been calculated it must be
discounted, along with all the forecast years of economic profit.

VO=(ICo+ ¥ — 22 Ve ) 1+ WACO)™ (eq:26)

+
t=1(1+WACC)t 1+ WACC)

where,
VO = value of operations
IC, = invested capital at time zero
EP, = economic profit at period t
TV, = terminal value at period n

WACC = weighted average cost of capital

Similar to the other discounted cash flow models the value of operations is
adjusted by using the mid-year adjustment factor (1+WACC)®? ; this provides a
more reasonable result for the value of operations.

To arrive at the value of equity add the value of excess cash and non-
operating assets then subtract the value of debt and all non-equity financial claims.
The calculated equity value can then be divided by the number of common stock
shares outstanding to determine the estimated price per share. Comparing the
estimated price per share with the current market price allows the analyst to

determine whether the company appears to be over valued or under valued.
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Many analysts prefer the EP model over other DCF models because of the
ability to see when and how much value the company is creating. However, if the
models are performed correctly and based upon the same assumptions, all of the

DCF models will yield the same end result (Koller et al., 2005, p. 120).

Free Cash Flow to Equity (FCFE)
The FCFE model values equity directly by discounting cash flows to equity

by the cost of equity rather than at the firm’s weighted average cost of capital
(Koller et al., 2005, p. 128). The FCFE model is difficult to implement since
capital structure is embedded in the cash flows. The FCFE model works best for
companies whose debt to equity ratio remains at a constant level. When leverage
rises the cost of equity has to be adjusted to reflect the increased risk of
bankruptcy imposed upon equity holders. Like all DCF models, cash flows and
discount rates must be calculated before the model can be applied. Calculating

free cash flow to equity traditionally uses the following formula:

Table 12. Free Cash Flow to Equity Calculation

(1) | Net Income

(2) | Depreciation
(3) | Amortization
(4

(6) | Investment in operating working capital
(7) | Investment in net long-term assets

(8) | Decrease (increase) in excess cash

(9) | Investment in other non-operating assets
(10) | Increase (decrease) in short-term debt
(11) | Increase (decrease) in long-term debt

Source: Koller et al., 2005, p. 129
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Alternatively, free cash flow to equity can be calculated as dividends plus
share repurchases minus new equity issues (Koller et al., 2005, p. 129). Both
methods should generate identical results; however, if a firm is not paying
dividends the traditional formula must be used.

The FCFE model utilizes cash flows available to equity holders, which
means that discounting the cash flows must be done at the firm’s cost of equity.
Calculating the cost of equity can be done by using the capital asset pricing model
(CAPM) as described in equation (12).

The next required step is to estimate the cash flow to equity that will be
discounted to arrive at the intrinsic value. The most common method for
estimating cash flows requires a forecast of the financial statements into the future.
Generally, this forecast is made for 5-10 years or until the analyst determines the
cash flow will grow at a constant rate in the future. After forecasting financial
statements a constant growth rate must be determined in order to calculate the
terminal value. The terminal value is defined as the value of all future cash flows
at the constant growth rate. This value is calculated by using the following
formula:

_FCTE(+e)
kg (eq:27)

TVn
where,
TV, = terminal value of all future cash flows in year n
FCFE, = FCFE for the terminal year n
g = constant growth rate of free cash flow into the future

k. = required rate of return on equity
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In order to derive the terminal value the constant growth rate of the firm is
required. There are generally two methods for estimating the constant growth rate.
The first is an estimation based upon historic average growth rates. This method
requires the calculation of the year to year growth rate of FCFE for at least 10
years and then calculating the mean and median to arrive at an appropriate
estimate. Growth can also be estimated by multiplying the ROE by the retention
rate. The ROE is the FCFE for the year divided by the total shareholder’s equity
at the beginning of the year and the retention rate is the percentage of earnings,
which are retained and reinvested into the firm rather than paid out in dividends.
It is believed the growth rate will be very close to the specific industry long-term
expected consumer consumption growth rate (Koller et al., 2005, p. 322).

Once the terminal value has been calculated it must be discounted, along
with all other forecast cash flows to determine the intrinsic value. Discounting is
done with the following method:

" FCF n
VE=(X CFE + v )x (1+ke)*’ (eq.28)

i(l+k)t (+ke)"

where,
VE = value of equity
FCFE, = free cash flow to equity in year t
k. = cost of equity
g = growth rate in perpetuity

TV, = terminal value of all future cash flows in year n

The intrinsic value or value of equity, according to our formula, is the sum
of all the forecast cash flows and the terminal value all discounted by the cost of

equity. The value of equity should also be adjusted by a mid-year adjustment
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factor (1+ke)* to compensate for the fact that the cash flows to equity happen
throughout the year and not just at the end of the year. The mid-year adjustment
factor for the FCFE model differs slightly from the other discounted cash flow

models by using the cost of equity.

The calculated value of equity is then divided by the number of shares of
common stock outstanding to arrive at an estimated price per share. Comparing
the current price and estimated price allows an analyst to determine whether the

firm is either over valued or undervalued.
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Chapter 6

PACSUN VALUATION

Valuing PacSun requires the application of the models and formulas
discussed in chapter 5. This valuation will use four of the eight models discussed.
The four models to be used are P/E Ratio, Enterprise Discounted Cash Flow,
Economic Profit, and Adjusted Present Value. The assumptions and calculations

needed to apply these models are also discussed.

Required Inputs and Assumptions

Weighted Average Cost of Capital

As discussed in chapter 5, the weighted average cost of capital (WACC) is
the required return of the company’s total assets. Calculation of the WACC
requires the calculation of both the costs of debt and equity, as well as a
determination of the capital structure. The cost of debt for PacSun was determined
to be 5.80 percent. This figure was extracted from the footnotes to the SEC filing
10K. Since PacSun has no outstanding long-term debt, the estimation of the cost
of debt comes from a disclosure regarding rates for their credit facility through a
financial institution.

The next component needed is PacSun’s cost of equity (k). To determine
k. I use the capital asset pricing model (CAPM) as discussed in chapter 5, equation
(12). The CAPM requires several inputs, which are beta (), risk free rate (rf), and
the market risk premium. The risk free rate of return used in CAPM is 5.00
percent. This rate was determined by using the yield to maturity of the 10-year
treasury with a maturity of May 2017 (Bloomberg.com, 2007). The market risk
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premium, defined as the expected return of the market minus the risk free rate
(E(rpm)-19), used for the CAPM equation is also 5.00 percent based upon historic
averages (Brigham & Ehrhardt, 2005, p. 315). Beta (8) for PacSun was calculated
by running regressions as discussed in chapter 5. The regressions for the
calculation were run against the returns of the S&P 500 for 60 monthly return
periods from February 2002 to February 2007. The betas for several competitors
(Abercrombie and Fitch, American Eagle, and Hot Topic) were also calculated for

comparison (Table 13).

Table 13. Summary of Beta Calculations

betas WMarket debtto-equity ratio  Unlevered beta  Industry ave.beta, Target debtto-equity ratio Relevered beta
PacSun  0.74075 81.81% 0.40743 81.81% 1.98838
Abercrombie  1.15276 190% RkiVi .
- Amer.Eagle  1.70295 0.00% 1.70295 1093678038
HotTopic 113306 0.00% 1.13306 . .
By = Rel[1+{DIE)] 7 8. =8, [1{DIE)]

PacSun’s beta (8) calculated from the regression is 0.74075. The calculated
beta is then smoothed as discussed in chapter 5 equation (14). The result is an

adjusted beta of 0.82630 (Figure 3).

Calculations of 8,

beta 0.74075
Unlevered beta 0.40743
Ind. ave. unlev. beta 1.09368
Relevered beta 1.08838

Alternative beta "smoothing”

Adjusted beta = {33} + ((67) "beta
Adjusted beta = 0.82630

Figure 3. Beta Calculations
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The adjusted beta () is then applied with the other inputs into CAPM to
determine PacSun’s cost of equity. The result of CAPM for PacSun is a cost of

equity (k) of 9.13 percent (Figure 4).

CAPM
Ke =1 + B [E(Ry)-rd
= 5.00%
R= 082630
E(R,)-f;= 5.00%
K.=  9.13%

Figure 4. Capital Asset Pricing Model

The final inputs for the calculation of WACC are PacSun’s market value of
equity and the market value of debt. The market value of equity was calculated by
multiplying the number of common stock shares outstanding by the market price
per share. Shares outstanding were 69,560,080 (PacSun Investor Relations, 2007)
and the market price as of February 1, 2007 was $20.02 (Yahoo Finance, 2007).
The market value of equity for PacSun as of February 1, 2007 was $1,392,592,802

(Figure 5).
Debt (book value) 0
Operating leases 1.139,240,506
Excess cash 0
Total Net Debt 1,139,240,506
Equity $ 1,392,592 802
Shares outstanding 69 560,080
Unit price (2/1/2007) 2002

Figure 5. PacSun’s Capital Structure
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The market value of debt was calculated by capitalizing PacSun’s
operating leases. PacSun has no long-term debt on its balance sheets; however, it
does have large amounts of operating leases. These operating leases represent on
average a ten-year obligation (PacSun Investor Relations, 2007). This would be
considered a long-term debt obligation for PacSun, which would affect its capital
structure. Future rental expenses are included in the footnotes of PacSun’s 10k
and must be converted from rental expenses to capitalized operating leases.

Converting to capitalized operating leases is done by using the following formula:

RE:
AVi-1= el %\ ; (eq.29)
where,
AV, = asset value one period prior to period t
RE, = rental expense in period t

k4 = cost of debt
AL = asset life

Rental expenses of $180,000,000 and the ten-year asset life input in
equation (29) for the calculation of capitalized operating leases were provided in
the footnotes of the 10k financial statements (PacSun Investor Relations, 2007).
The debt obligation calculated using equation (29) was $1,139,240,506. This
figure is then used as the debt book value for determining the capital structure and
calculating WACC.

PacSun’s WACC is now calculated by using equation (11) from chapter 5.
The result is an estimated WACC of 6.72 percent (Table 14).
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WACC
After-tax
Proportion of Cost of Statutory | Opportunity Contribution to
Source of Capital| Total Capital Capital Tax Rate Cost Weighted Average
Debt 4500%| 95.80% 35.00% 3.77% 1.70%
Equity 55.00%| 9.13% - 9.13% 5.02%
100.00% WACC 6.72%

Unlevered Cost of Equity

The unlevered cost of equity (k,) must be determined for use in the

Adjusted Present Value model (APV). Unlevered cost of equity is calculated

using equation (18) from chapter 5. PacSun’s unlevered cost of equity is

estimated to be 7.63 percent (Figure 6).

K, = (DNV)Kq + (EV)K,

EN =
DV =

Kd:
Ke:
k, =

55.00%
45.00%

5.80%
9.13%
7.63%

Figure 6. Unlevered Cost of Equity

Financial Forecast Assumptions

To apply the discounted cash flow models to PacSun, a forecast of

PacSun’s financial statements must be made for ten years into the future.

Forecasting necessitates making certain assumptions that affect the estimated

value. Assumptions must be made regarding growth, expenses, capital structure,

and financing.
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Forecasting sales is one of the key components to forecasting financial
statements. Sales forecasting required an estimation of the growth of new stores
and an estimation of sales revenue growth per store. The fiscal 2008 estimate of
store growth is negative. PacSun is estimating to open approximately 20 new
PacSun retail stores, while closing 74 of its underperforming DEMO stores,
resulting in a net decline of 54 stores (PacSun Investor Relations, 2007). Beyond
fiscal 2008 PacSun is concentrating on organic rather than geographic expansion
to fuel growth. PacSun estimates in its latest 10k that store growth should
continue at approximately 20-30 stores per year (PacSun Investor Relations,
2007). This is roughly a rate of 2 percent per year, which is used as the
estimation.

Sale revenue growth is forecast to remain fairly steady between 4.5 percent
- 5.5 percent annually before leveling off to 4 percent. PacSun is in a highly
competitive industry with difficult to track fashion trends. This fact as well as the
entrance of several new competitors who have been highly successful (Zumiez and
Hollister) makes strong future growth difficult. The growth rate used for
calculating terminal value (TV) for the discounted cash flow models is 4 percent
based upon the industry long-term consumer spending estimations (Reuters
Investors, 2007).

Forecasting expenses and other balance sheet items was done using two
methods. First, each category was calculated as a percentage of either sales or
costs of good sold. Then a historical average based upon the percentages for the
last five years financial statements was calculated. Fiscal 2008 expenses and other
balance sheet items were assumed to be either the same or very close to the
previous year’s level of percentage of sales. Subsequent years were adjusted

closer to the calculated historical averages for each category. The financial
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assumptions are used to generate the pro forma financial statements for the next
ten-years after which time it is assumed PacSun has reached maturity and its

growth has become constant (Table 15).

Table 15. Financial Forecast Assumptions

2007 2008E 0% A0E 0E ME W1E MEE M 2016E MIE

Store Growth

0f Stores 1199 1145 1.168 1191 115 124 1264 1289 1315 138 1.368
Growth rale 450% 200% 200% 200% 200% 200% 200% 200% 200% 200%
Netnes; sores &) % B ! 2 % % % % i
Sales Revenue 1447 204000

growhale 450% 500% 550% £50% 500% 450% 450% 450% 450% 40%
Forecast revenue 1542328480 1587044589 1675281541 1767422026 ¢ 1895793127 1930303615 . 2026572490 2117766282 213067823 2.3015905%
Op. Exp Ratios

COGSRevenue 8922% 08.00% 750% B7.25% 87.00% 6.75% 6.50% 60.50% B6.50% 66.50% 66.20%

SG8A(er DepriReve  216%% PRI 0% N 050% 250% DA% 2050% A50% 20:50% 050%
DepreciatonRevenue i0th 50t% 501% 501% 50t% % 501% 50t% k) 301% 0%

Non-op Income
Kon-ap inlerest income BAT% 607% 600% 39%% 585% 585 35% 5855 585% 385% 585%

Taxes

Standory taxrate ki 3% 3% 3% ¥ W W 3% 3% 354 3%
Op. Curent Assets

Warking Cash 361% 361% 8% 381% 151% 361% 361% 351% 361% 361% 361%
Receivables, net 078% 078% 078% 078% 18% 078% 078% 078% 0 78% 078% 078%
Invertones (OGS} 048% PANLE) U005 1005 100 A% H% 1% 2.0% 000% 21.00%
Pre-paid expenses 192% 192% 19%% 19%% 192% 192% 19% 19% 19% 192% 10%
(ther curent assels 050% 050% 050% 050% 0.50% 050% 050% 0.50% 050% 0.50% 050%
Op Cument Liab

Accourts payable {cog 665% 665% B85% 665% £65% £85% B65% 665% 665% 685% 665%
Accrued expenses 20%% 209% 200% 29%% 209% 2004 200 299% 29%% 299% 29%

Income lates payanie 080% 060% 080% 080% 080% 060% 060% 060% 060% 060% (.60%
Other cument iahiltes 131% 13t% 151% 15t% 151% 151% 151% 151% 151% 151% 151%

Netproperyandequp ~~ 2906% 2008% 908% 208% 2008% 208% 208 208% 208% 008% 208%

Goodwil 6000000 6000000 6000000  GO0D0OD 6000000  BOOOOOD  60OOCOD  60000CD  £000000 600N 6000000
Other longlerm assels ) ) 01T% 01T% 0174 07T 0% 01 017 01y 07r%

Tota! Deferred income 188% 188% 1.88% 188%. 188% 188% 18% 188% 188% 188% 188%
Otter Long Term Lighi 1281% 1287% 1230% 1228% 1200% 1200% 1200% 1200% 1200% 1200% 1200%

RentalespensesSales  1244% 122% 1200% 1180% 11.60% 11.60% 150% 1160% 1.60% 11.60% 1150%
Prejected rertal expenses o T4B0e5M 190633010 10TERI2N  MG0209%  MBIT2003 2490243 73082400 MEBELIT  Z6TISE8 266084502
Capitalzed Operating 1139240508 1169661415 1208033865 1251150632 1267600081 | 1362481030 1420792677 1467863347 1554817196 1624783972 1689775330
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Pro-Forma Financial Statements

Pro-forma financial statements are the forward-looking estimated financial
statements created from the financial assumptions. The pro-forma financial
statements are analyzed and broken-down to derive the necessary inputs for the

valuation models (Tables 16-20).

Table 16. Pro-Forma Financial Statements

Forecastincome Statement

M wmE NME ME NME ME MGE  NME ME O WME AME

Revenues THT04000 - 1512328180 1587044580 1675281541 1767422006 1855793127 1030303818 2006572400 2117768260 2213067823 2301500536
OGS 1001607000 1028363162 1071802508 1126626837 1184172756 1208741913 1280037038 147670708 1408315888 1471600103 1530867707
Gross Profit 5207000 4BIMS0M8  GU6081991  SAGASAT05  SO3240260 BITOSIM6 640666770  GTRSOLTRA OS2  THATITXM T 038%
SGEA W0 MTSBU6  I5NB64  MNTIE  WWUAME MOATIM ST ASMTR0  AM240  4R6T89M 471826080
Depreciafion 1250000  ThI67642 7955604 BIO3605  BBSATHM  QUE2% 91 101531282 105100189 110874698 115300686
Op. Income 5055000 0580458 11009731  1M0384  1RINM0 43630308  1SA060N5 10032 169209883  1TRRUNY 13897084
Noropinerestincome feope 4620000 1912060 30588 666064 0582411 1304080 1TATTI2 oMM IR RATI9M  B4NBER
hcome before Tax BA2S000  DN00G06 (4931805 127909347 141962301 156670285 17224087 164104788 196767794 2010204  a33nTn
TotalIncome Tax URAN0  RIBATE 426163 UTTSID A0BEG812.  MBNTA0 6028680 64457876 6RG0BT8  TISNTR  TR16283
NetIncome 52000 60125330  TAZOSTL  83ASA076  G2.275508 101841835 11861267 19707112 12780066 136566361 14515768
Dividends 0 0 0 0 0 0 0 0 0 0 )
Retained Eamings Added 062000 8012830 T4I087% BI154078  GR2T5508 101841535 1M1OB1257 119707112 127890066 136560361 145150769
Retained Eamings 05740000 5600030 BMMEO62  TI48501%  BOTAMAME  GBUT6ABY 100374 1MOBMEN 1288543618 1ADSINOOTT 150209746
s B 057 08 1 120 K 146 181 n 18 1% 209

Forecast Balance Sheet
., A 208E 205 HHE AE plitd Ak 2UE ME il MIE

(ash & equvaients IO S5BMT 5T 34BN 00477664 B3B039%  669041% 70008668 13100267 TB4B143 9801748 3067418
Shert-em investments 50000 E5ATEA%0 MMOERM 1BIB01805  2MOM3T  ZAESTRS  MOAN00TT  4TOTBBI5  SBM64  TIOA25E  7ROSGRIN

Tovzl Recenables, Net NG00 11796100 12385988 13067196 19780802 M7 1GMGEI0 16607265 1851852 1TH19N 17952406

Total Ivertory NGMI0N . 25904 B00LME  JRSOEN  2406TB279. 0135802  MOENTIS 283010848 207436 NO0Mn  IMATAME

Prepaid Expenses JIB00 VORI NA8EE 5406 D04A3  BMOMZE M6 ML AN 4400 41905%

Ofer Curent Ascets Tolal -~ 7.01000 - 7561841 7930728 878408 BOIAM0 G7MBOE6  O00BS1G 10182 10MBM1 1106 1150798
Total Curment Assets SN0 MMASKIR  MSARTI6 4480204 BOTSNR026  GOLXZ6H0  TEIOMOAN  8OQ000260 1O0BS20S18 140707366 1264023584
ProperyPemEaupment e 420666000 430785035 461774286 AGTATIBT2.  B13%66320  S3066441  SE3GA50  SRQ3NTOB0°  GIDMTOO8 64356012 6093258

Goodwil Net 600000 GO0DOO0 6000000 B00000D  SOCO000 600000 6000000 BO00000°  BO00000 6000000 6000000
Defeed ecome Tax-Long® i ] 0 0 0 0 0 0 0 ] 0
Qther Long Term Assets M0 MGMIT 122173 12899868 13600150 14200607 14902630 15604808 16306816 104062 TR
Total Assets TRAU000  BA1956444  GO5MBTATE  A0205547M4 112650501 1242156847 436TOTIEN 1503001138 1640974442 180008412 1961833
Accouns Fayable 60561000  6BTAR0  TITBEEY 74020685  TRI4TAB0 823N 8OT60SET 80620102 9363007 OTEETIR 101782087
Acoued Expenses 410000 458813 47470543 B0000918  A2845010  SA4E8215  STOBSIBA  B0SM4EAT 33N B6AT0T  88MTeN
Notes Payable‘Shor Tem Dr 9 0 0 0 0 0 0 0 0 0 0
hcome Taes Payabie BIO6O0D  O0M%9-  9RTERR 0051800 10804532 1144750 1138823 12150435 12706610  Q32TBA0T 13809543

OheCrelabies 21908000 R8BI BUTED KA KGR0 04T 2204 NS5 NN BT WTMOT
TollCurentLiabites MOS0 UBSIT IS4  B0%N0E3 RSSO0 IMIOMTHT ABAGSSNE 1207620 2SR MOTEH  MY16ANG
Long-Tem Det 0 0 ) 0 0 0 0 0 0 0 0

Tota! Deferred lncome Tax 83000 608653 15625 LaRIE] G112 10090 11330 1201804 120470 R4 1450404

OterlongTerm Liabiities 128894000 132382913 133082620 13B0M1787 142100731 18540030  1B4756445 181720485 168007907 176602812 183866925

Total Liabdes BON0  TBATTY BTN 2NZIG6 MGG  MEIMTE  MOSSIS SN MBS TGS 42050
Common Sock ERON %00 %0 600 600 G600 MO0 6600 6000 60 oo
AdiowPadhCapty /B0 IR0 TR0 SIBON. STR00 00 S/ SImON G700 STE0N 57800
Reaed Eanings Q6ETA00 TOONIN  GMTS0N  TASAIR GUTIMGH GRUTBIB 10NSHAR  LMOSMIN IME506 14109T 15029746

Total Stockholders' Equity 503363000  SBIAT3N  GIE184062  THINI8  BDGAIGAE  GIGMSGM 0271608 AMTI20560 1216022616 1415808M 158670746
TotalLisb, & Shareholders 773243000  B188614  SISNETATS 1000881744 1126534501 006847 A36TOMEN 1803001138 1S4E9TAM2 18003081412 19618300
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Table 17. Projected NOPLAT

Mo ME  ME BE  BME ME  ME  ME  BE  ME AE
Nel Sals THTI400 150180 1STOAE0 . 1ATSOR A 1TETAD000 1855790107 193003818, 20K51249) 2117]58.252% 2300788 2301590536
Coslof Reveues O0TB0TO0) (LZBBM60) (10718605661 (196809 (LIB1T2T56) (1208741913 (12808300 (1MT5T0708 (140B310008) (14TLA0103) ({5087 70T
SO8A Expenses PRAI0  PUSYE (E28M)  COMTE (I (AT QTN (TR0 (000 URETRGY e
Deoveciaion QSN0 (AIGT64 (OSSN OWIAE  GRSTBM)  QQOTSRNL  GLISAM) (O0SMZR (0RO (1ISMER) {15.09886)
(peraing L ease eres S50 BTMOM  S0MAWM TSRO TRRORST TR0 BATOgTs  BXeMd MO WA Se%Y
Adjusted EBITA 5670049 150428000 1B0ST291  1NGOTEAD 2UTEA0THT IOGADN0 JNTENOIN  JBJOME  ONOM TR 2810408
Operating Cash Taves 825228 ENA4M IR GTTGR TS TIAMSGE BRI M4 WO OB %S4l
NOPLAT GRABR5  RAAG (TTEINE 160N20M 10N RIS NN A0 - (RRERN 1R IBAUEN
Operating Taxes
Repored Tates UMD NIRRT MBI R8E. MBNTH  GMASN.  GUTRTG  GORGATS, MROTH  TR1RH)
Taes on ierest coe QT4 o026 (OTOME QIR IR AWM B9 IS 089  MeTX (TR
Ta SHiedon teres Eipense | J 0 0 0 0 } 0 0 { 0
Tax Shid on ase ineres BXTM BT MBME BYEM BN TERRS B0 NM6R MRt REIM MMM
(oeratngiases on EBTA BONK6 KA I TR TAUME  TIOMBN  BAAR WSTOTA WTANT WA B4
Dec {ichin defered tases 112100 IR N s /AT ) /A B4 gos T K
Opergeashioes 02008 MMM BIIRIGE)  GTIMGR TWIGM. TIAMOED RO g% WM WIBH  Qam
Reconciation winel income
Net Eamings LA BT TARSTR  BMMOTE  QXTANE (08153 IMEIAT 1N (TR00 1656 145150TR
Ixreaseindeloned fares AT e R (1) o3 L T 1841 .98 §i7e L]
Goodl Amorzation g { 0 0 0 0 ! 0 0 0 0
Acjised hek lcome J50M0 G20 TABN0L BINN0 DTS NG 12063600 11075 M1 1IN 128781
Afertx iferes expense § § ] 0 0 0 g 0 0 0 0
Afer s ase interest expense U008 AN A4 TR MO0RT  BMSEN  BINEOMC OB BGAE MMM 83 TMEN
Totaincome avallabi lo mestars SR8 4T L0 (RARIT  MATARD 1SRG  NSTAOSE)  1AETIAT 1S 190640 R0
Afteras ineres income RO0S 2028 QNTHY AIEME B2BEN  QAONY (MAOHY (MO0 (ORI Q16066 (a6
NOPLAT 4005 LI NI 1600200 NIG0NRENS RIS LTI A0S0 (RRANSEN  ITRITITTY RGN
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Table 18. Projected Invested Capital

Projected Invested Capial - Investing Perspective
pll ME AE AME 0 MME AE  BE e ME - OME  ME
Workng Cash RTO0 MASHT STRAR0  B04Teed RIMNO%  GOOMLIN  TOOTRGAS  TRMAON:  TRAMAM. TANTH B08T4M8
Recefvables el U200 78160 M0 PBOTI: 137680 147MB6  SUBTI0L  IAGUTARS 1818502 1RGN 17%RdE
Iveniories B0 SO ZBMOMAET DRV MBHTON  MOINAN  MOERTH BWOES  NETEIE KD IMATHE
Pre-peid expenses TTRM0 NMRIT 0GR VAR B BEMZS  TAMEN  RY0NR. NI, Q400 @1Ni
Ofher cumer asseds TR THISM  TONTA BYBAR SRV 0770 ORBAD 10180 10588841 110530 113798
Operating curent assels NETHO0  SA00N  INTNAL  KOSTRNO  MOMITI  MESHIM ALMI  ATINAS  L0NEI . ASOTEABN  ATBASSAM
Accaunts pagabee B6561000  S8TAE0. TIED  TA0N6ES. TETATMR  GVENN.  BTDERY  BOM0102.  BESRO0T. TSI 10178208
Accrued expenses HIB00 B85 440MT  R009E RN B4 STHSIM  0MMMT.  BIINMIM BRMTOTZE-  BRSATEN
Kajes Pavadle Shorderm debt 0 0 i 0 0 0 ] ¢ 0 0 0
come s payabve S706000  Q0TGR0  OSUTRRE.  I00GIER0  0BMAR M7A0  (MANER 11043 MTGEI0 1R 1380953
(et cumen abiles NUBUG  ZEBPE DO KMETH WARON  ROR4TE ANMME  NEMMS MU DI MTMON
Operating cument abidtes WERM0  ESOMT 12264007 160360043 108806012 TIONTET  IBABEEISE 10205209 OLGSOSET  ONNIEN 9163206
Qperaling woking cagilal 000 7U4R7% 800615 1WIRAS  AONITT G405 MEXE0N00  MEOSH% . TRITIET MO0  ZR9N2M
et propedy and equipment I0B000  LOTRRNN MITM2  ATUIAT SRS S0RMEH  MIMDRN0. RO BISB4TO0G  BAISA0MZ3 6693005
Capialzed operating kases ABP2A0506. 1150861415 1206003885 1251150600 1207000061 - 1362481030 14DTO06TT . 1 TRINT LEBITI% 164TEIOT 188977530
Invested Capital (ex. Goodwill 1IBAB06 170080046 ABTIAT 152064070 200719004 2414630100 2N006T207 230626763  2MBIMTL ASITATA00 - 2618070088
Googil 500000 G000,  60000OD  6O0DOOD 600000 BONDON. 600000 GOCKD  A000000 BB B0
Invested Capital wi Goodwil 1TBIB506  1TS8E046 1BATAZT 194840710 2097900 LATHGAS0 ) 22MS6T27 1 2316763 2AATISTL - 2EDDITSON - 2604070088
Bcess Cash 0 ] D ] 0 i 0 0 ) ] ]
Insestments WA BASIENN 19SS 1RABUMANS DO JSA0TN5 MMNOIS  4MOTBSI RSSO 6TIU2TM  TB96E8 1N
Yesober noncumert asseistabliies (177720000 (0707086} (1M7S56B1)  (25102420) (28401580 (134350420 (1081805 (MBMAST (12691001 (169562190 (165441678}
Total funds invested IR3056506 TR0 1MMASTAATY  1OTANNSE DULASTAD Z2BGTAGN 24R34L507 2606498700 28MAMSS J0TTESAN 3241350
Projected Invested Caphal- Financing Perspective
il M A ME AME mE WK e oE ME ME
Shotiem e o 0 0 0 0 0 0 0 0 0 0
Longlem cefd d 0 i 0 0 0 0 0 0 4 0
Capialzed operating eases 1130240500 1100061415 1200003665 1251150630 1207600961 1362481000 1407067 ABTRAIMT 1 BAEMTAGS 1MMTEIOT2. 1680775300
Dbt and equivalents 11020508 1169861415 1206033065 126015063 1207600981 1362481000 1437067 1ABTERIMT 1 SABATIOB 1604783972: 1880715300
Defenedincome tajes 46300 g3 TR I G 10090 B3R 1208 1BTR 184D 1460484
e commen stock and paid n capital B410000 BTN GATON0.  BATOD0  BATOM0  B4TOON0 6470000 6479000 B4TO00.  B4T00N0: 647000
Resained Eamings AG0TA000 603N GOS0 TMABO10 BUTIMGH  WRUTEMB1 10097438 11060 1768543616 1405109971 150269746
Equiy and equiy equvalents SRHB000 G064 OBUANY . TRITOGY . SMATTRE GIGABSAM 1005083 (MBI 1MBTME 1ANOMA0 158282
Totalfunds invested 1043056500 1753748309 AB4A0TATO 1STIN0NS 2MLIETA0 DIMRSETIE . 24S23A0507 2636198701 283 1MS5 3037765420 3247993540
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Proecied Cash Fows - Orating Cash Flows
oo ME & A A ME ME M€ ME O ME M
NOPLAT G481 TR (00N 1RNRN . WS I BIANSD.  REREN TRATTI 1RIMEE
Deprecain TN TR MR GBS BMMC QU AR MBI HORAER . 118068
Fnolores Sickopion Expense 0 ] 0 0 0 J 0 0 { 0 )
(7085 s Fow UTE RIS WTI0M 0% NEREN. WA BN MM T4 WG MeHln
imesmentin Op. Wding Capla I (0B M) RN (95833;442]' BB QTHAN QNS [0X0H) (0TBEN A%
He Capi Expenciues (TSR00  CAGRT) (OSETE) (ORI (ML AR (M0 (RGO (BN (RGTS (M0
resmetnCp Creirglases  HO2RBE)  O0ANY9 BIAN GAMBTET BAMMG  GABN00  BUIMBM  BAOTOOTS [OOSR MBI A
nesment Goodl 000 0 0 0 l 0 0 I 0 0 J
i) inober operaing asses LR I L A - 107
(05 s (RBI0) (%8208 (03 (RATORE (MBS (OSSN0 LT 0RO 06 (s
Fres cash fow [(GAS) 0O SO LGNS SLNMO MGG RSN GLA0AR MMM STAM BTN
Alerdarngestincome MM 188 2E) BT OZRE BB HBA METON TR MENER  BERed
Dec i) inmatkelc secumies G000 MOBY BTG GAMGEN GUI0MY TITRO  BASHENL  GOISTA QTTIRAY (10D (HAeBEM)
Cash fowto investors WG 102644 TARIS  (LWNM)  (MOTN LOGLEE (G0 (SN (SAMSEY (6N B3NN
Preced Cash Fow Fang Cah Fiows
oo T A€ ME WME ME O OME O OME ME WE MM
Alertavinires cipense 0 i 0 0 0 i 0 ( 0 i 0
Aerdar e st epense OI00  WIRZS  SE1T GWRTD 40T MRSE. NOMM TR NeeoR BB BMEX
Decrease fncveselindedt (DR (0O0N9 (RIAl STANT (ANMY BUNOMG BUONGE  BAONGN GO BRI A%
Dec () oherlong emtities BUB0N Q4RO (689 (OB (MM GMSAE BTN BB (T (RMON (0N
Fiows o et hiders WM 0 TS AGRO  (MOTH (OMBE) (IO (MODAD  (eBuE) (RMTMA A%w)
hidends B9 0 0 N 0 { i J 0 i 0
et shres epurchased fssed) 1AM ] 0 0 { { 0 0 0 | {
Fowsto ecuy olders 5800 0 { . 0 0 0 0 { 0
Cash fowto investors W NAGHE TR (1800 (6005 (0L (IANAOM)  (MMINY (G [T pues)
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Table 20. Projected Economic Profit

et ool o mEE ME NME ME AE ME O ME ME O ME O ME
oeseiCpbegyhen] (S0 TR UTRNZG EATANT TMBAT D0TRON) 2MSRIS DMEII 2MZER MG 2T
B S - N - /- N I/ T /- W /- B /- B
CadCre MM TGRSR MG e MURTE ESINR MOMIS MR AW RN S
NPT AR M TN W GRS WETIS GG RN RS0 TRIIT G
(ol e MRMO3MY (S (RIMUG (s (RS RSB (M) (MRRIT (SAY (RN (WS
EconomicPft S (O RRIE) MBS RN TR WINE WMWK GNMR UMM e
Beore Gt
mesedCpleqoingicn) (N RS0 URIAM 1BSTANT 1ZBGAT0 200 2NBRIQ. MWLM DNEIER 24U 20T
K T/ - S 1/ 7 N . T/ T -
ey WM UG ORI DN RSRUR AR WSO MO0 W BISEE RSN
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Now with the pro-forma financial statements, broken down into the
necessary components, it is possible to start the valuation models. The valuation
models will be used to determine whether the company stock is overvalued or

undervalued.

P/E Ratio Model

Applying this model requires the calculation and gathering of required

information. First, the average historic P/E ratio needs to be determined. Ten
years of P/E ratios is obtained from the Morningstar website (March 2007) and
then averaged. The average P/E ratio for PacSun is 27.67. Next, I determine the
earnings per share (EPS) for fiscal year 2009. PacSun’s EPS estimate for fiscal
year 2009 is $0.81 per share (Schwab Equity Rating Reports, 2007). Now the
estimated EPS and the average P/E can be multiplied to obtain the intrinsic share
price in fiscal year 2009. The intrinsic share price at the end of fiscal year 2007 is
computed by discounting the 2009 intrinsic share price by the cost of equity (k).

The result is an estimation of the current intrinsic share price of $18.82 (Table 21).

Table 21. P/E Ratio Valuation Model

PacSun Price to Earnings Valuation
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Histoic PERafios 498 205 439 233 168 32 3 218 181 185

Average PERatio 2767
Estimated EPS (2009) § 081

Costof Equity (k)  9.13%
Estimated Price (2009 EPS) § 2241

Estimated curent price $ 18.82 (esfimated Infrinsic Value at the end of 2007
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Because the P/E ratio model relies strictly upon the historic average of
P/E ratios and an estimation of only a single periods earnings the reliability is
somewhat questionable. Therefore, this model alone would not be ideal for

drawing conclusions regarding PacSun’s intrinsic value.

Enterprise Discounted Cash Flow Model

The EDCF model as discussed in chapter 5 is based upon discounting
future cash flows and a terminal value to the present and then adjusting to reach an
estimated intrinsic value per share. The cash flows are calculated as a part of the
pro-forma financial statement analysis shown in Table 19 (p. 86).

PacSun’s terminal value is computed according to equation (15), and the

result is shown in Figure 7.

NOPLATZ(H? X (1 -ijONIC)
WACC - g

TV=

NOPLAT(Q(H;_:,}: 1 90,653,1 84
g= 4.00%
RONIC= 8.00%
WACC= 6.72%

™ (2017 33504,942,600

Figure 7. Enterprise DCF Model: Terminal Value Calculation

After the terminal value has been calculated, all inputs have been prepared
to be used in equation (16) to obtain the value of operations. The next step is to
sum the value of excess cash and other non-operating assets with the value of
operations to derive the enterprise value. The values of debt and capitalized
operating leases are then subtracted from the enterprise value to calculate the

equity value of the company. Finally, PacSun’s intrinsic share price of $16.86 is
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obtained by dividing the equity value by the number of shares of common stock

outstanding at the 2007 fiscal year end. The detailed calculations are shown in

Table 22.

Table 22. Enterprise DCF Valuation

Period Year FCF Discount Factor PV of FCF
1 2008 43,049,720 0.937040237 40,339,320
2 2009 51,287,050 0.878044406 45,032,307
3 2010 45 545,013 0.822762939 37,472,749
4 2011 51,280,110 0.77096198 39,535,015
9] 2012 44 276,682 0.722422397 31,950,346
6 2013 29,526,099 0.676938854 40,295,530
7 2014 61,480,408 0.634318944 38,998,187
8 2015 64,248,014 0.504382374 38,187,887
g 2016 67,140,254 0.556960201 37,394,450
10 2017 81,947,998 0.521894119 42,768,178
10 Terminal Value 3,504,942 600 0.521894119 1,829,208,930

Present Value of Cash Flow: 2,221,182 899

Mid-Year Adjustment Factor 1.033048%01

Value of Operations 2,294 590,552
Value of Excess Cash 0
Value of Other Non-Operating Assets 17,122,000

Enterprise Value 2,311,712,552

Value of Debt 0
Value of Capitalized Operating Leases (1,139.240.506)
Equity Value 1,172,472,045
Number of Shares at Fiscal 2007 year-end 69,560,080
Estimated Share Value (intrinsic) $ 16.86
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At the end of fiscal year 2007, PacSun’s market price was $20.02, while
the intrinsic value obtained is $16.86. This means PacSun’s shares were

overpriced by $3.16 (15.78 percent) at that time.

Economic Profit Model

Economic profits are obtained by using either equation (22) or equation
(23) as described in chapter 5. PacSun’s economic profits for the explicit forecast
period were calculated using equation (22) and the terminal value was calculated

using equation (25). The calculation of the terminal value is shown in Table 23.

Table 23. EP Model Terminal Value Calculation

_ [ (et NOPLAT(n+1) (g/RONIC) (RONIC - WACC)} |
TV = _Economic Profit gy, —+ +
WACC WACC (WACC -g)
Economic Profit 5512 = 14,329,802
NOPLAT 2018 = 1 90,653‘1 84
g= 4.00%
RONIC= 8.00%
WACC= 6.72%
TV 5047= 880,693,458

The calculated terminal value, economic profits for the explicit forecast
period (Table 20, p. 87), and the beginning invested capital (2008) are used to
determine the present value of operations using equation (26). The present value
of operations is adjusted using the mid-year adjustment factor. Then the same
procedures as described in the EP model in chapter 5 are applied to determine
enterprise value, equity value, and intrinsic per share value. The detailed

calculation is shown in Table 24. The EP model found the intrinsic share price to

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



92

be $16.92. Comparing to the market price of $20.02 shows PacSun to be

overvalued by $3.10 (15.47 percent) at the end of fiscal 2007.

Table 24. Economic Profit Valuation

Value of Capitalized Operating Leases
Equity Value

Number of Shares at Fiscal 2007 year-end
Estimated Share Value (intrinsic)

Economic

Spread
Invested Capital  (ROIC- Discount PV of Economic

Period Year {Beq) WACC) Economic Profit Factor Factor

1 2008 1,729,328 506 -0.76% {13,069,250) 09370402 (12,246,413)
2 2009 1,788,880,246 -0.14% (2.431,582) 0.8780444 (2,135,037)
3 2010 1,854,774,287 0.08% 1470649 08227629 1,209,995
4 2011  1,834,648770 0.26% 5069657 0770962 3,908,513
5 2012 2017719014 0.46% 0256722 0.7224224 6,687,263
6 2013 2,117,639,199 0.58% 12,212,927 0.6769389 8,267,405
7 2014 2211967 237 0.58% 12,798,755 06343189 8,118,493
8 2015 2311235763 0.58% 13,393,828 0.5943824 7,961,055
9 2016 2414971372 0.58% 14015771 0.5569602 7,806,227
10 2017 2,523,375,084 0.55% 13,778,976 0.5218941 7,191,167
10 2017 Terminal Value 880,693,458 05218941 459,628,737
Present Value of Economic Profit 496 397,405
Invested Capital {peg. Of 2008) 1,729,328.506
Present Value plus Invested Capital 2225725911
Mid-year adjustment factor 1.033048901
Value of Operations 2,299,283,705
Value of Excess Cash 0
Value of Other Non-Operating Assets 17,122,000
Enterprise Value 2,316,405,705
Value of Debt 0

(1,139,240,506)
1,177,166,199

69,560,080
16.92
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Adjusted Present Value Model

The APV model, as discussed in chapter 5, values a company as if it were

all equity financed. In this model, the value of operations is split into two
components: the value of operations as if the company were all equity financed
and the present value of the interest tax shields. PacSun’s interest tax shields are
computed by multiplying the prior year debt by the projected interest rate and then
multiplying by the tax rate (35 percent). Table 25 shows the calculated interest tax

shields for the explicit forecast period.

Table 25. Interest Tax Shields

Expected Interest tax
Year Prior year debt interestrate  Taxrate shield

2008 1.139,240,506 5.80% 35% 23,126,582
2009 1,169,661,415 5.80% 35% 23,744 127
2010 1,206,033,865 5.80% 35% 24 482 487
2011 1,251,159,632 5.80% 35% 25,398 541
2012 1,297 600,981 5.80% 35% 26,341,300
2013 1,362,481,030 5.80% 35% 27,658,365
2014 1423792,677 5.80% 35% 28,802,991
2015 1,487,863,347 5.80% 35% 30,203,626
2016 1554 817,198 5.80% 35% 31,562,789
2017 1624783972 5.80% 35% 32,983,115

The terminal value for the APV model is the sum of the terminal value of
cash flows plus the terminal value of the interest tax shields using equation (21)
from chapter 5. The detailed calculation of the terminal values for cash flow and
interest tax shield is shown in Table 26.

Next, the projected free cash flows, projected interest tax shields, and the
terminal values are discounted using the unlevered cost of equity. The present
values are all summed and adjusted using the mid-year adjustment factor to derive

the value of operations (equation 19). Then like all the other DCF valuation
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Table 26. APV Model Terminal Value Calculation

Terminal VValue for APV - FCF

Terminal Value for APV - TS

94

TVagi7 = FCF3047 (1+0) TVirsz017 = TS2017 (1+9)
ku -g ku -g
FCFyg15 = 85,225,918 ITSs54s = 32,983,115
K, = 7.63% k, = 7.63%
Q= 4 00% g= 4. 00%

TVze7 = 2,440,097,226

ere———

TVirs2017 = 944,337,222

models the values of excess cash and other non-operating assets are added to find
the enterprise value. The values of debt and capitalized operating leases are then
subtracted to arrive at the equity value. The equity value is divided by the shares
of common stock outstanding for the intrinsic share price. The detailed
calculations are in Table 27. The intrinsic price found, by using the APV model,
was $16.23 where the market price was $20.02. This means that according to the
model PacSun’s share price was over-valued by $3.79 (18.94 percent) at the end
of fiscal 2007.

Valuation Model Summary

A summary of the results of the four valuation models is given in Table 28.
It can be seen that each method gives a slightly different result.

All the models provide very close results with the exception of the P/E ratio
model. The DCF based models suggest that PacSun was highly over-valued at the
time of comparison. The relative valuation model (P/E) suggests PacSun was only
slightly over-valued at the time. The results, however, do not deviate drastically
under the DCF based models with differences of approximately 0.30 percent to
3.45 percent. Since each model relies on slightly different assumptions, no single

model can be considered as the most appropriate. However, the APV model is
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Table 27. APV Valuation
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Year
2008
2008
2010
2011
2012
2013
2014
2015
2016
2017
10 Teminal Value

Period

S WO NN WP

Present value of FCF (unlevered cost of equity)

Discount
ECF Interest tax shield ~ factor PV of FCF Present value of ITS
43,049,720 23126582  0.929088 39,996,977 21,486,629
51,287,050 23744127 0.8632044 44 271,209 20,496,036
45545013 24482 487  0.8019929 36,526,775 19,634,780
51,280,110 25,398,541 0.7451219 38,209,933 18,925,009
44 226,682 26341300 0.6922838 30,617,415 18,235,655
99,526,099 27658365 0.6431925 38,286,743 17,789,654
61,480,408 28902991 0.5975824 36,739,612 17,271,920
64,248 014 30,203,626 0.5552067 35,670,925 16,769,254
67,140,254 31562789 05158358 34,633,348 16,281,217
81,047,998 32983115 0.4792569 39.274139 15,807,384
2440097226 944337222 04792569  1,169.433,312 452 580,083
Present Value 1,543,660,390 635,277 621

1,543,660,390

Present Value of Interest Tax Shields (ITS) 635,277 621
Present Value of FCF and ITS 2,178,938,011
Mid-year adjustment factor 1.033048901
Value of Operations 2,250,949 516
Value of Excess Cash 0
Value of Other Nonperating Assets 17.122.000
Enterprise Value 2,268,071,516
Value of Debt 0
Value of Capitalized Operating Leases (1,139,240 506)
Equity Value 1,128,831,010
Number of Shares at Fiscal 2007 year-end 69.560,080
Estimated Share Value (intrinsic) 16.23
Table 28. Summary of Valuation Models
Intrinsic Share  |Actual Share  |Over-priced / {(UnderyOver-priced / (Under-
Valuation Model Price (2/1/07) |Price (2/1/07) |priced)in $ priced)in %
P/E Ratio $18.82 $20.02 $1.20 2.99%
Enterprise DCF $16.86 $20.02 $3.16 19.78%
Economic Profit $16.92 $20.02 $3.10 15.48%
Adjusted Present Value | $16.23 $20.02 $3.79 18.93%
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considered by many analysts to be the most practical and realistic since this
model considers the element of changing capital structure. The APV model is
divided into two parts for valuation: the unlevered equity and interest tax shields.
If there is a change in the capital structure the effects will be reflected in the value
of the interest tax shields. This makes the APV model more flexible and realistic.
The P/E ratio model has more weaknesses than the other models. Both the
Enterprise DCF and the Economic Profit models assume a constant WACC, which
implies the debt to value ratios will remain constant forever. This is unlikely to

occur in the real world.

Sensitivity Analysis

A sensitivity analysis is performed in order to assess the impact on
PacSun’s intrinsic value when a number of variables are changed. The analysis
can be divided into two categories. The first category looks at the impact different
market risk premiums have on the cost of equity and WACC and how these
changes will impact the intrinsic value. The second category will focus on testing
changes in RONIC and g in the calculation of terminal values in the various
models, and how these changes affect the intrinsic value. A summary of the
results are presented in Table 29 and Table 30.

This first analysis assesses how sensitive the intrinsic price is to a change in
the market risk premium when all other factors remain constant. It can be seen
from the results in Table 29 that when the market risk premium is at a higher level
the intrinsic share price decreases across all of the models. On the other hand,
when the market risk premium decreases the intrinsic price increases. Both the
enterprise DCF and economic profit model prices increase dramatically compared

to the adjusted present value. The conclusion can be drawn from the analysis that
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even a minor 1 percent change in the market risk premium will have a dramatic

effect on the intrinsic price.

Table 29. Changing Market Risk Premium

Conservative Scenario Current Scenario Optimistic Scenario
Market Risk Premium 6% 2% 4%
Expected Return on market E(Rm) 1% 10% %%
Intrinsic Price | % Change | Intrinsic Price Infrinsic Price  |% Change
Enterprise DCF §11.93 -29.24% $16.86 $23.78 41.04%
Economic Profit $11.99 -29.14% $16.92 $23.85 40.96%
Adjusted Present Value §1254 -22.14% §16.23 $2097 2921%
Table 30. Changing RONIC and g
Conservative Scenario Current Scenario Optimistic Scenario
RONIC 7% 8% 9%
g 3% 4% 5%
Intrinsic Price % Change | Intrinsic Price Intrinsic Price | % Change
Enterprise DCF $12.18 21.76% $16.86 $28.26 67.62%
Economic Profit $12.45 -26.42% $16.92 $27.98 65.37%
Adjusted Present Value $10.72 -33.95% $16.23 $2593 99.77%

The second analysis assesses how sensitive the intrinsic price is to a change
in the RONIC and g when all other parameters remain constant. Table 30 displays
the results.

The results in Table 30 show the intrinsic price is very sensitive to changes
in the rates of return and growth. The results would seem to indicate that a change
in the RONIC and growth rate will have a greater impact on the intrinsic price
than a change in the risk level. This difference appears to be much more dramatic

for the optimistic scenario than the conservative.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Chapter 7

CONCLUSIONS

Until recently, PacSun has successfully grown its business with a
combination of increased same store sales and expansion. Through its marketing
efforts PacSun has increased its brand recognition, which has helped to drive
revenue growth. However, PacSun has been moving away from its core
competency (surf and skate industry) by branching out into the hip-hop fashion
industry with the introduction of the DEMO stores and the specialty shoe store
industry with the One Thousand Steps stores. These attempts at diversification
have not been as successful as PacSun would have hoped. At the end of fiscal
2007 PacSun announced the closure of 75 underperforming DEMO stores; this
represents one-third of all DEMO stores in operation. The fifteen One Thousand
Steps stores in operation at fiscal year-end 2007 continue to drag on company
performance and no plans for new stores have been announced at this point.
PacSun CEO Sally Frame Kasaks in the most recent annual report indicated that
PacSun will concentrate on growing revenue by increasing same store sales and
cutting costs to improve margins (PacSun Investor Relations, 2007). PacSun has a
strong customer base and strong brand recognition in the surf and skate industry.
These strengths should help drive same store sales and revenue growth. In an
effort to improve margins PacSun will be remodeling older stores and relocating
underperforming stores to hopefully better locations.

The Porter’s Five Forces theory has helped in the understanding of
PacSun’s market position and its strengths and weaknesses. The financial models

used to measure PacSun’s value have further enhanced the understanding of
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PacSun’s intrinsic value. Financial models provide a starting point from which
to judge a company’s value and make decisions. Managers, analysts, and
investors should not rely solely upon financial models to determine the true value
of a company. Financial models are based upon accounting figures presumed to
be accurate. The accuracy of accounting has been called into question over the
past few years as multiple firms have fallen prey to scandals that have forever
changed the landscape of the finance world. It is vital to have an in-depth
understanding of the assumptions behind each of the financial models to avoid
conclusions based solely upon the assumptions, rather than the economic facts of
the problem. Currently there is no single model that can be used to perfectly value
any company, but as new research is completed and new models developed the
hope of improvement of financial concepts exists. Quite possibly there may not be
one single financial model that can replace the need for various models. Managers,
analysts, and investors might always need multiple points of view in order to make
wise decisions.

In this thesis only four different models were used in the valuation of
PacSun. There are many other models not discussed that are valid and have merit.
These other models are vast and varied and represent topics available for future
research. The goal of this thesis was to provide a better understanding of PacSun
from a strategic and financial viewpoint. There may be other models more
suitable for this industry both strategically and financially, but the models applied
provide for a solid understanding of the company and its future prospects.

My financial evaluation indicates that at the end of Fiscal 2007 PacSun is
over-valued from 15.5 percent to over 18 percent. The overvaluation is due to
several factors. PacSun’s operating and profit margins have declined dramatically

over the past few years and competition from rivals such as Zumiez and Hollister
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has increased dramatically. PacSun also relies heavily upon branded
merchandise. Branded merchandise, which typically generates lower profit
margins than private-label merchandise, accounts for two-thirds of PacSun’s total
revenue.

PacSun will have inconsistent returns as they operate in an industry with
difficult to predict fashion trends, intense competition, and low customer
switching costs. New competitors in the surf and skate market, Zumiez and
Hollister, have successfully taken market share from PacSun. Increased expenses
are anticipated as PacSun adds a new distribution center and revamps its
distribution system to try to better control inventory in an attempt to be able to
more quickly respond to changing fashion trends. Also, the fifteen One Thousand
Steps stores are not yet profitable and additional growth in this market segment is
seen facing heavy competition from already established companies including
Nordstrom and Journeys.

PacSun’s continued growth will depend upon its ability to grow both the
DEMO and One Thousand Steps stores. In the latest annual report, management
forecast its belief that the footwear concept could ultimately expand to as many as
800 stores. PacSun’s diversification into unrelated fashion concepts has proven
difficult, but will also allow it to continue to grow the number of stores in prime
locations with out cannibalizing sales from existing stores. PacSun’s history and
continued stock repurchases affirms management’s confidence in its business. I
believe the company is currently over-valued but is worth monitoring for possible

future improvements.
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3Feb07 28-Jan-06 29-Jan05 3-Jan-04 1Feb-03 2-Feb02
Net Sales 1447204000 - 1301473000 1229762000 1041456000 847,130,000 684840266
‘Cost of Revenues - {1,001.807,000) (884,982,000)  (781828,000) (668,807,000) (554.829,000) (464.660.657)
SG8A Expenses {313.273.000). (246,057,000)  (226236000) (199,273000) (170,847.000) (148,752071)
Depreciation ‘ (72529000) (63,161,000}  (51685000) (45149000}  (40254000) {27,145557)
Operating Lease Interest 66.075.949 59,101,266 §1906.329 . 44837975 40,856.962 0
Adjusted EBITA 126670949 256,374,266 221919329 172,864,975 122,076,962 44,281,981
Operating Cash Taxes 60252298  100483,258 79293092 56859714 43861972 17005644
NOPLAT 65418651  155891,008 142,626,238 116,005,261 78214990 27,276,337
Operating Taxes “ ‘ v
Reported Taxes 24594000 76734000 64998000 48,759,000 30,960,000 17,186,000
Taxes on interest income (1.769435)  (2144.%65) {T114.251) (276,767). 0 {180.356)
Tax Shield on interest Expense 0 0 0 'l 228093 0
Tax Shield on lease interest 25306734 22346223 19626343 16,877,480 15,688.879 0.
QOperatingtaxes on EBTA 48131298 06935258 83910092 65339714 46876972  17.005644
Dec (inc}in deferred taxes 12.121.000 3,548 000 (4617000}  (8500000)  (3.015.000) 0
Operating cash taxes 60252298 100483258 79203092 56859714 43861972 17005644
Reconciliation winet income 3-Feb07 28-Jan-06 29~Jan-05 31-Jan-04 1-Feb03 2-Feb-02
Net Eamings 39621000 126212000 . 106904000 80,200,000 49666000 27565621
Increase in deferred taxes {12121000)  (3,548.000) 4617000 8,500,000 3,015,000 0
Gooawill Amortization 0 0: 0 0 0 0
Adyusted Net Income 27500000 122864000 111521000 88700000 52681000 27565621
After-tax interest expense o 9 01 0 0 365907 0
After-tax lease inferest expense 40769218 36.755,043 32279986 27,760,494 25,168.083 0
Totalincome availablefoinvestors . 68269216 . 159419043 143800986 116,460,494 78214890 27565621
After-tax interest income (2.850.585)  (3.528.035) {1.174.749) (485,233) 0 (289.284)
NOPLAT 65418661  155891,008 - 142626238 116,005,261 76214990 27,276,337
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3-Feb07 28-Jan-05 H-Jan-04 1-Feb-03 2.Feb-02
Working Cash 52267000 95185000 64308000 109,640,000 36438000 1 23136386
Receivables, net 11216000 12679000 8129000 5194 000 2916000 3043916
‘Inventories 205213000 215140000 175081000 147751000 123433000 102512329
'Pre-paid expenses 277480000 22360000 19943000 16,492.000 14871000 11855978
Other current assets 7.291.000 6,446,000 6.134.000 8225000 4975000 4281765
Operating current assets 303,735,000 351810000 273585000 287,302,000 182,633,000 . 144,830,374
Accounts payable 66,581,000 47550000 38.753.000 38 668,000 28456000 1 37493 357
Accrued expenses 43338000 33649.000 49028000 1 54966000 3452000 17743295
Income taxes payable 8706000 14895000 5993000 15019000 8,000.000 0435591
Other current liabilities 21908000 26376000 0 0 0 0
‘Operating current liabifities 140533000 122,471,000 93774000 108,653,000 70978000 64,672,249
Operating working capital 163202000 229339000 | 179821000 178649000 111655000 80158125
Net property and equipment 420886000 355822000 | 304222000 272869000 201513000 194,999,269
Capitalized operating leases 1136240506 1018987342 894936708 769620253  704.430.380 0
Invested Capital (ex. Goodwill) 1723328506 1604148342 1378979709 1221138253 . 1017598380 275,157,394
Goodwil 6,000,000 6,500,000 6,492,000 6,492 000 6,492,000 6492076
Invested Capital wi Goodwill 1720328506 | 1610648342 1385471700 1227630283 1,024,090,380 1  281,649.470
Excess Cash 0 0 0 0 0 0
Investments 31500000 74911000 79223000 66235000 0 0,
Net other non-cunent assets/iabiifies  (117.772.000j (107198000}  (93.653.000)  (80.657,000) (8.566.000)  (7.106933)
Totaf funds invested 1,643,056,506 | 1578361342 1371041709 1213,208253 1,015,624,380 1 274,542,537
. Financing Pe e
3-Feb-07 28-Jan-06 29-Jan-05 31-Jan-04 1-Feb-03 2-Feb-02
-Short-term debt 0 0 1,536,000 1,886,000 2.350,000 1,258 416
Long-term debt 0 0 403,000 1,455,000 3338000 25328976
‘Capitalized operating leases 1130240506 . 10180987342 894936700 769620253 704430380 0
Debt and equivalents 1139240506 1018987342 896875709 7729612531  710,118380 | 26587392
Deferred income taxes 463000 : 12584000 16132000 11515000 3,015.000 0
‘Net common stock and paid in capita 6479000 24603000 62059000 139,661,000 93503000 88743739
‘Retained Eamings 496874000 522187000 385975000 289071000 208888000 159.211406
.Equityand equity equivalents 503,816,000 . 559.374.000 474166,000 440247000 305406000 | 247955145
“Total funds invested 1,643,066,506 | 1,578,361,342  1,371,041,709 1213208253 1015524380 274,542,537
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3-Feb07 28-Jan06 29-Jan-05 31-Jan-04 4-Feb-03 2.Feb-02
NOPLAT 65418651 155891008 142626238 116005261 78214990 1 27276331
‘Depreciation 72529000 1 63161,000 51685000 45149000 40254000 27145557
Emplovee Stock option Expense 0 0 0 0 0 0
Gross Cash Flow 137947651 219052008 194311238 161154261 118468990 54421804
Investment in Op. Working Capital 66137000  (49518000) {1172000) (66994000)  (31496875) (80158 125)
Net Capital Expenditures {137593000) (114761000)  (83.038.000) (116,505000)  (4B.767731) (222144.826)
Investmentin Cap. Operatingleases ~ {120253,165) (124.050,633)  (125,316456) (85,189,873  (704430,380) 0
Investment in Goodwil 500,000 {8.000) 0 0 16 {6,492 076)
Inc (dec) in other operating assets 7.386.000 (4.272 000) (2657000) (2484000 13,805 {9,118 805}
Gross Investment (183813165) (292609633} (212183456) (251172873) (782681105) (317913832
Free cash flow (45865514)  (73557,628)  (17,872218) (90,018,612} (664,212,115) (263,491938)
After-tax interest income 2.850 565 3528035 1174749 455233 0 289 284
Dec {inc) in marketable securities 43411000 4312000 (12.988.000).  (66.235,000) 0 0
‘Cash fiow to investors 396,051 (65,717,590}  (29,685,469) (155,798,379} (664,212,115) (263,202,654)

 Finencing CashFlows .
: 3-Feb07 28.Jan-06 29-Jan-05 31-Jan-04 1-Feb-03 2.Feb-02
After-tax interest expense 0 0 0 0 365,907 0
After-tax lease interest expense 40,769 216 36,755 043 32279986 27760494 25,168,083 0
Decrease (increase) in debt 120253 165y (122111633 (123914456)  (62842873) (683530988): (26587 392)
Dec {inc) other long-term liabilities (3.178000) (17817000}  (15653000) (74575000} (1445262)  (16225738)
Flows to debt holders (82661649) (103173590)  (107287.469) (109657379) (699442260) (42813130}
Dividends £4.934.000 0 0 17,000 (10594). (131.645785)
Net shares repurchased (issued) 18,124.000 37.456,000 77602000 (46,158 000) (4759261) (88743739)
Flows to equity holders 83058000 37456000 77602000  146,141.000) (4,769.855) (220389 524)
Cash flow to investors 396,061 ' (65717,590)  (20,685469) (155,798,379) (664,212,115} (263,202,654)
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Atter Goodwill 3-Feb07 28-Jan6 N-Jan-05 31-Jan-04 1-Feb03
Invested Capital (beginning of year)  1610.648.342 1385474700 1227630253 | 1024090380 2816494710
WACC 6.72% 6.72% 6.72% 6.72% 6.72%
Capital Charge 108219512 93089887 82484515 68808664 18924037
NOPLAT 65418651 155801008 142626238 116005261 78214990
Capital Charge 108219512 1 93,089,887 82484515 68808664 18924037
Economic Profit (42,800861) 62,801,121 60141723 47196597 59200963
Before Goodwill

Invested Capital (beginning of vear) 1604148342 1378979700 1221138253 1017398380 275,157,394
WACC 6.72% 6.72% 6.72% 6.72% 6.72%
Capital Charge 107782777 92653689 82048317 68372467 18487834
NOPLAT 65418651 155691008 1426262381 116005261 78214990
Capital Charge 107782777 92653689 82048317 68372467 1848783
Economic Profit (42,364126) 63237318 60577920 47632794 59727156
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