Kimberly-Clark Corporation (KMB)

Solution to Continuing Case, Chapter 14
THE COST OF CAPITAL FOR OPERATIONS
The equity cost of capital according to the CAPM (as calculated in Chapter 3) is:


Equity cost of capital = 4.0% + (0.8 5.0%) = 8.0%

Additional ingredients to get the cost of capital for operations are:

Market value of the equity = 406.9 million shares $65.24 = $26,546 million
Market value of operations = Market value of common equity + Value of noncontrolling 

                                                   interest + NFO 
        = $26,546 + 5,050 +$1,280 = $32,876 mill.

(See Chapter 2 solution for the valuation of the noncontrolling interest)

After-tax cost of net debt = Nominal cost of net debt × (1 - t)
                                         = 5.2% × (1 – 0.368) = 3.29%
The cost of capital for operations is:
Cost of capital for operations (WACC) =
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 = 6.96%
(The equity cost of capital is always higher that the cost of capital for operations if the firm has positive financial leverage.) 
There are some dangers in applying this calculation: Look at Box 14.3 in Chapter 14. In a period where the risk-free interest rate was 3.5%, 6.96% seems a reasonable required return for KMB—a 3.5% risk premium for a firm with a beta of 0.8. In Chapters 16 and 16 we will look at the sensitivity of our analysis to modifying this rate. 

(We will round up the required return for operations to 7% in what follows.) 

RESIDUAL OPERATING INCOME FOR 2008-2010
Reformulated balance sheets and income statements for 2008 – 2010 are in the case solution for Chapter 10. The Chapter 13 solution reformulates the income statement further to identify core (sustainable) income. From these reformulated statements, we can calculate residual operating income (ReOI) based on total operating income (OI) and core OI using the 7% required return for operations above:
Amounts in millions of dollars
2010


2009


2008
Operating income


2,500                          2,815                           1,801
Core operating income

2,164                          2,325                           2,053
Average NOA


          11,268                        11,363                         11,733
ReOI  (OI – 0.07 × Ave NOA)           1,711                          2,020                             980

Core ReOI (Core OI × Ave NOA)     1,375                          1,530                           1,232
AOIG (Core) 



-155                              298

(The average NOA for 2008 uses NOA from 2007 (from the 10-K, not in the earlier statements). Core income for 2008 was not calculated in the earlier solutions.) 
ReOI fluctuates because of unusual (non-core) items. Core ReOI appears to be fairly steady: there is not much growth over the three years here, so this looks like a no growth company. But these were recession years with flat sales growth an no NOA growth, as below. 
TRACKING THE DRIVERS OF RESIDUAL INCOME
ReOI is driven by changes in profitability (RNOA) and changes in NOA. Changes in RNOA are in turn driven by changes in profit margin and changes in asset turnover, and changes in NOA are driven by changes in sales and changes in asset turnover. Here are the numbers, now with a focus on core OI and Core RNOA. (Many of these numbers were calculated in earlier editions of the Continuing Case).





2010


2009


2008
RNOA




22.2%                          24.8%                          15.3%

Core RNOA                                        19.2%                         20.5%                           17.5%

Core PM from sales                              9.0%                         10.4%                            8.5%


Other Core OI/NOA                             3.5%                           2.9%                            3.4%

ATO




 1.752                         1.682

          
1.655
ΔNOA




  -95                             -370                               -22

NOA growth rate


 -0.8%                          -3.2%                           -0.2%
Sales growth rate


 3.3%                           -1.5%                            6.3%

EPS                                                      4.47                              4.53                            4.06

The flat ReOI was due to fairly flat profit margins from sales, but with a slightly increasing ATO, but the flat sales growth and slight decline in NOA also contributed. 

Here is an analysis for earlier years, for comparison. 

Sustainable operating income (in millions of dollars):

	 
	2004
	
	2003
	
	2002
	
	2001
	
	2000
	
	1999

	
	
	
	
	
	
	
	
	
	
	
	

	Net sales
	15,083
	
	14,026
	
	13,232
	
	14,524
	
	13,982
	
	13,007

	Cost of products sold
	10,015
	
	9,232
	
	8,538
	
	8,615
	
	8,229
	
	7,682

	Gross margin
	5,068
	
	4,794
	
	4,694
	
	5,909
	
	5,753
	
	5,325

	Core operating expenses
	2,562
	
	2,463
	
	2,326
	
	3,571
	
	3,119
	
	2,890

	Operating income from sales, before    

    adjustments
	2,506
	
	2,332
	
	2,368
	
	2,338
	
	2,634
	
	2,435

	Adjustments:
	
	
	
	
	
	
	
	
	
	
	

	Expected return on pension assets
	(324)
	
	(286)
	
	(336)
	
	(368)
	
	(398)
	
	(353)

	Actuarial pension loss
	83 
	
	74
	
	15
	
	5
	
	(20)
	
	5

	Loss on asset dispositions
	      46 
	
	35
	
	38
	
	102
	
	19
	
	(144)

	
	
	
	
	
	
	
	
	
	
	
	

	Core income from sales, before tax
	   2,311
	
	2,155
	
	2,085
	
	2,077
	
	2,235
	
	1,943

	Tax reported
	    (484) 
	
	(484)
	
	(630)
	
	(646)
	
	(759)
	
	(730)

	Tax on other operating items
	(120)
	
	(50)
	
	101
	
	93
	
	142
	
	175

	Tax on financial items
	(52)
	
	(53)
	
	(59)
	
	(62)
	
	(70)
	
	(65)

	Core income from sales, after tax
	1,656
	
	1,567
	
	1,497
	
	1,463
	
	1,548
	
	1,323

	Share of equity income
	125
	
	107
	
	113
	
	154
	
	186
	
	190

	Core operating income from main business
	1,781
	
	1,674
	
	1,610
	
	1,617
	
	1,734
	
	1,513

	Fuel partnership, after tax
	    41
	
	26
	
	---
	
	---
	
	---
	
	---

	Return on pension assets, after tax
	208
	
	184
	
	216
	
	237
	
	256
	
	227

	Core operating income
	   2,031 
	
	1,884
	
	1,826
	
	1,854
	
	1,990
	
	1,740


Note: Some columns might not add because of rounding error.

Balance sheet summary numbers (in millions of dollars):
	 
	2004
	2003
	2002
	2001
	2000
	1999

	NOA
	10,876
	11,158
	10,095
	9,769
	9,354
	7,745

	NFO + MI
	4,030
	4,194
	4,265
	4,122
	3,587
	2,652

	CSE
	6,846
	6,965
	5,830
	5,647
	5,767
	5,093


Average balance sheet amounts (in millions of dollars):



2004
     2003
2002
        2001
 2000
       1999
NOA

         11,017  
    10,627        9,933           9,563        8,550          7,280

NFO + MI                  4,111          4,230       4,194            3,855        3,120          2,717
CSE

           6,905          6,397       5,739            5,707        5,430          4,563
(Minority interest has been lumped in with net financial obligations to keep things simple. This introduces some approximations, as you will see later.)
	Residual Operating Income 1999-2004 ( in millions of dollars) and its Drivers
	
	
	
	
	
	

	(8.4 % charge on net operating assets)
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	2004
	2003
	2002
	2001
	2000
	1999
	
	

	Core (sustainable) Operating Income
	2,031
	1,884
	1,826
	1,854
	1,990
	1,740
	
	

	Net Operating Assets
	11,017
	10,627
	9,933
	9,563
	8,550
	7,280
	
	

	Residual (sustainable) Operating Income  (ReOI)
	1,106
	991
	992
	1,051
	1,272
	1,128
	
	

	Growth Rate for ReOI
	11.6%
	0.0%
	-5.6%
	-17.4%
	12.8%
	     -
	
	

	Abnormal Operating Income Growth (AOIG)
	115
	-1
	-59
	-221
	144
	
	
	

	
	
	
	
	
	
	
	
	

	Core Operating Income from the buisiness
	1,781
	1,674
	1,610
	1,617
	1,734
	1,513
	
	

	Core Residual Operating Income
	856
	781
	776
	814
	1,016
	901
	
	

	
	
	
	
	
	
	
	
	

	Core RNOA
	 18.44%
	 17.73%
	 18.38%
	  19.39%
	  23.27%
	 23.90%
	
	

	Core RNOA from the business
	16.17%
	15.75%
	16.21%
	16.91%
	20.28%
	20.78%
	
	

	Core RNOA from Sales
	15.03%
	14.74%
	15.07%
	15.30%
	18.11%
	18.17%
	
	

	Core PM from Sales
	10.98%
	11.17%
	11.31%
	10.07%
	11.07%
	10.17%
	
	

	ATO
	1.369
	1.320
	1.332
	1.519
	1.635
	1.787
	
	

	
	
	
	
	
	
	
	
	

	Growth in Sales
	7.50%
	6.0%
	-8.90%
	3.90%
	7.50%
	    -
	
	

	Growth in NOA
	3.7%
	7.0%
	3.9%
	11.8%
	17.4%
	    -
	
	

	Growth in EPS
	10.5%
	2.5%
	7.2%
	-8.9%
	7.4%
	    -
	
	

	Growth in Core Operating Income
	6.4%
	4.0%
	-0.0%
	-6.7%
	14.6%
	    -
	
	


	Core profitability is down from 1999, due mainly to a drop in asset turnover, but has been fairly constant at about 16% over the 
last four years. Residual operating income and residual operating income from core activities have been fairly constant over 
the past four years (although a little higher in 2004.) Modest growth in net operating assets (on modest sales growth) has been
offset by declining profitability over 1999-2003, producing a decline in residual operating income (that recovered somewhat in
2004 with higher sales growth and asset turnover.)

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


THE 2010 STOCK REPURCHASES
The repurchase will have no effect on residual operating income as operating income, net operating assets, and the required return for operations are unaffected.

However the repurchase will increase eps, eps growth, and ROCE because of the increase in financial leverage that it introduces. But note that it will not increase the stock price.

Here are some calculations for a stock repurchase that Kimberly Clark made in 2004. You may wish to track the same numbers for the stock repurchase in 2010.
Total stock purchase in 2004 was for $1.617 billion: 25, 061 thousand stocks were repurchased at an average price of $64.52. This changes the balance sheet as follows:

	 
	Actual 2004
	 
	"As if" 2004

	 
	Balance Sheet
	 
	Balance Sheet

	 
	with Stock 
	 
	without Stock 

	 
	Repurchase
	 
	Repurchase

	 
	 
	 
	 

	NOA
	10,876
	
	10,876

	NFO
	3,662
	
	2,045

	Total Equity
	7,214
	
	8,831

	MI
	368
	
	368

	CSE
	6,846
	
	8,463

	 
	
	
	

	FLEV
	50.75%
	
	23.15%


Notice that financing leverage (FLEV) increases. 

The effect to the income statement is as follows. 
	 
	 
	 
	"As if" Pro

	 
	Pro Forma
	 
	Forma 2004

	 
	2004 Income
	 
	2004 Income

	 
	Statement with
	 
	Statement without

	 
	Stock
	 
	Stock

	 
	Repurchase
	 
	Repurchase

	 
	 
	 
	 

	Operating Income
	2,275
	
	2,275

	NFE (2.46% of  Ave. NFO)
	  (93)
	
	(73)

	Minority interest in Earnings
	  (74)
	
	(56)

	Comprehensive Income 
	2,108
	
	2,146

	 
	
	
	

	Weighted-average shares(millions)
	494.6
	
	517.9

	Comprehensive Income per share
	4.26
	
	4.14

	 
	
	
	

	
	
	
	

	RNOA 
	20.65%
	
	20.65%

	
	
	
	

	ROCE
	30.53%
	
	27.82%


Notice how the stock repurchase increased earnings per share and ROCE, with no effect on operating activities. 

Now show that the stock repurchase has no effect on per-share value:

	 
	Market
	 
	"As if"

	 
	Valuation
	 
	Valuation

	 
	with
	 
	without

	 
	Stock
	 
	Stock

	 
	    Repurchase
	Repurchase

	 
	
	 
	

	Market value of NOA
	34,958
	
	34,958

	Book value of NFO
	3,662
	
	2,045

	Market value of equity
	31,297
	
	32,913

	 Shares outstanding (mill.)
	482.9
	
	508.0

	Market value per share
	64.81
	
	64.81


THE OPTION OVERHANG
Value of outstanding options $5.70 × 25.793 million = $147.0 (million)

Tax (at 36.8%)                                                                    54.1
After-Tax Option Overhang                                              $92.9(million)
ENTERPRISE P/B AND P/E RATIOS


Levered P/B = 
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                       FLEV = 5,050/6471 = 0.780

 (Balance sheet numbers are end-of-2010 amounts. See reformulated statements in Chapter 10.)
The reconciliation:


Levered P/B = Enterprise P/B + [FLEV x (Enterprise P/B – 1)]

             
         = 2.85 + (0.780 × 1.85)

                
         = 4.29

 (This is approximate because of  the small minority interest.) 

Levered P/E = 
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Levered P/E = 
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Calculation (1) is based on total $ numbers with the dividend being net cash to shareholders (in the equity statements in Chapter 9 and earnings being comprehensive income.)

Calculation (2) is on a per share basis. In both cases, income (in the denominator) is comprehensive income. The calculations differ slightly because of shares outstanding over the year. The more common calculation uses EPS based on net income (in the income statement):

Levered P/E = 
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Here the denominator is EPS and that, of course, does not include other comprehensive income). 

         Enterprise P/E = Enterprise price + Free cost flow
                                              Operating Income


                    = 
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[ Free cost flow = OI - Change in NOA      

                           = 2,500 – 506
                           = 1,994]
See Reformulated Statements in Chapter 10 for the numbers.

The reconciliation:

Levered P/E= Enterprise P/E + [ELEV x ( Enterprise P/E – 1      -1)]
                                                                                              NBC
                     = 
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                     = 12.52
Here,

ELEV =  NFE                141    = 0.062
             Comp. Inc.      2,259
NBC=  NFE    =        141         = 2.78%
           Ave. NFO     5,063
[The calculation is approximate because on minority interest.]
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