Kimberly-Clark Corporation (KMB)

Solution to Continuing Case, Chapter 13
REFORMULATION TO IDENTIFY CORE INCOME AND SUSTAINABLE INCOME
Before proceeding to a thorough analysis of the change in profitability from 2009 to 2010, recast the income statement in a way that identifies core income (sustainable income). This involves a modification of the reformulated statement you developed in Chapter 10. (Each modification is explained in a footnote.) The refined income classifications enable a deeper financial statement analysis and readies the income statement for forecasting and valuation (in subsequent chapters).
(next page)
	KIMBERLY-CLARK CORPORATION

	Reformulated Income Statements

	(in millions)

	
	
	
	
	
	
	
	

	 
	 
	 
	2010
	 
	 
	 
	2009

	Net Sales
	
	
	  $ 19,746 
	
	
	
	   $19,115 

	Cost of products sold10
	
	
	   13,196 
	
	
	
	  12,651 

	Gross Margin
	
	
	     6,550 
	
	
	
	   6,464 

	Operating expenses
	
	
	
	
	
	
	

	Advertising expenses10
	      698 
	
	
	
	475 
	
	

	Research & development expenses
	   317 
	
	
	
	301 
	
	

	General expenses
	   2,658 
	
	
	
	2,638 
	
	

	Other expenses, net
	       104
	
	     3,777 
	
	 97 
	
	3,511 

	Operating income from sales, before adjustments
	
	
	   2,773 
	
	
	
	    2,953 

	Adjustments for non-core income:
	
	
	
	
	
	
	

	Expected return on pension plan assets1
	     (336)
	
	
	
	 (269)
	
	

	Actuarial pension loss2
	       100 
	
	
	
	      111 
	
	

	Losses on asset dispositions3
	       26 
	
	      (210)
	
	    36 
	
	    (122)

	Core operating income from sales, before tax
	
	
	2,563 
	
	
	
	   2,831 

	Tax as reported
	      788 
	
	
	
	    746
	
	

	Tax on pension income4
	      (124) 
	
	
	
	    (99) 
	
	

	Tax on unusual operating income5
	      46
	
	
	
	   101
	
	

	Tax on financial items6
	       82 
	
	       792 
	
	 92 
	
	      840 

	Core operating income from sales, after tax
	
	
	1,771 
	
	
	
	  1,991 

	Core income not from sales9
	
	
	
	
	
	
	

	Expected return on plan assets1
	      336 
	
	
	
	    269 
	
	

	Tax effect @ 36.8%4
	124
	
	212
	
	99
	
	170

	Share of income of subsidiaries7
	
	
	181
	
	
	
	164

	Core income
	
	
	2,164
	
	
	
	2,325

	Unsustainable (unusual) income
	
	
	
	
	
	
	

	Actuarial pension loss2
	      (100)
	
	
	
	   (111)
	
	

	Losses on asset dispositions3
	      (26)
	
	
	
	   (36)
	
	

	Reorganization charge
	           --
	
	
	
	(128)
	
	

	
	      (126) 
	
	
	
	   (275) 
	
	

	Tax on effect5
	      46
	
	
	
	   101
	
	

	
	     ( 80) 
	
	
	
	    (174) 
	
	

	
	
	
	
	
	
	
	

	Translation gain11
	      326 
	
	
	
	619     
	
	

	Pension Liability adjustment
	      57
	
	
	
	   (32)
	
	

	Other from equity statement
	        (16)
	
	
	
	        3        
	
	

	Stock option compensation8
	      49
	
	336
	
	  74
	
	490

	Total operating income
	
	
	     2,500 
	
	
	
	2,815 

	
	
	
	
	
	
	
	

	(continued)

Financing expense (income)
	
	
	
	
	
	
	

	Interest income
	      (20)
	
	
	
	  (26)
	
	

	Interest expense
	      243 
	
	       223 
	
	275 
	
	      249 

	Tax benefits (at 35.6%)6
	
	
	        (82)
	
	
	
	      (92)

	Net Interest after tax
	
	
	         141 
	
	
	
	        157 

	Total financial expense
	
	
	         141 
	
	
	
	        157 

	
	
	
	
	
	
	
	

	Minority Interest
	
	
	         100 
	
	
	
	        110 

	
	
	
	     2,259 
	
	
	
	   2,548 

	Comprehensive income to common
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Notes:
	
	
	
	
	
	
	

	1 From pension footnote.  Returns on pension assets are not part of the core income from sales, so should be taken out of core operating income from sales.

	2 From pension footnote.  Actuarial gains and losses are changes in the estimates made in previous periods so are not part of core income for the current period. Removed to unsustainable, non-core income.

	3 From cash flow statement.  These one-time losses are not core income from sales.  Kimberly-Clark is not in the business of trading assets. Removed to unsustainable, non-core income.

	4 Tax charged on pension income and allocated (as a reduction) to tax on operating income from sales. 

	5 Tax allocated from before-tax unusual items at tax rate of 36.8%. 

	6 Tax allocated from financial items

	7 Subsidiary income is reported after tax in the GAAP income statement

	8 Stock compensation expense is deemed unusual because it come from options exercised this period, which may not be a good indication of option expense going forward. If a firm reports grant-date expense under FASB Statement 123R or IFRS No. 2, this is classified as core income. 

	9 This is income outside core operations from sales but it is core income that is likely to persist into the future – in contrast to unsustainable (unusual) items).
10This line item is reduced in 2009 by the amount of the charge against the item for the “organization optimization initiative”: $44 million to cost of goods sold and $84 million to advertising, for a total of $128 million which is now recognized as non-core income. 
11Items from other comprehensive income in the equity statement are reported after tax. 


These income statements distinguish sustainable (core) income from unsustainable income (unusual items) and then, within core income, income that comes from sales from other core income. This distinction is necessary going forward, because valuation is based on expected future income and only sustainable income affects the future.

ANALYSIS OF CHANGE IN PROFITABILITY







  2010

    
2009
ROCE






38.15%

45.89%
ROCE before MI




38.01%

44.76%
RNOA






22.19%

24.77%

Core RNOA





19.20%

20.46%
Core RNOA from sales



15.72%

17.52%
Core profit margin from sales


8.97%

           10.42%
ATO






  1.752

   1.682
Other core operating income/NOA

  3.49%

  2.94%

Unusual items/NOA                                              2.98%                      4.31%
Net borrowing cost (NBC)



  2.78%

  2.89%
SPREAD





19.41%

21.88%
FLEV






  0.816

  0.914
Analysis of changes in 2010:
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[image: image4.wmf]Δ

FLEV x SPREAD)



= – 2.58% + (–2.47% x 0.914) + (–0.098 x 19.41%)



= –2.17% – 2.26% – 1.90%


= -6.33%
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Core Sales RNOA + ΔOther core OI/NOA + 
[image: image7.wmf]Δ

UI / NOA



= -1.80% + 0.55 + (-1.33%)



= -2.58%
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Core RNOA from Sales
= (
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PM x ATO2009) + (
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ATO x PM)





= (–1.45% + 1.682) + (0.070 X 8.97%)





= –2.44% + 0.66%




= -1.78%

Summary


ROCE declined because of declines in operating profitability, leverage and 
           Spread over the borrowing cost.

Operating profitability (RNOA) declined, mainly due to a drop in core income from sales and income from unusual items.
Core RNOA from sales decreased largely because of a decrease in core profit margins, although there was also a slight boost from an increase in asset turnover.  

Note of calculations:

Average balance sheet amounts for the calculation of 2010 profitability measures are in the Case for Chapter 12. For the calculation of profitability measures for 2009, the following average balance sheet amounts were used:



NOA


$11,363


NFO


    5,427
CSE + MI

   5,936


MI


      384
CSE


   5,552
