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a. As part of the preliminary analyses, an analyst adjusted the financial statements of one of

the potential comparable companies, Knee Mark (see the spreadsheet titled, “Knee Mark

Adjusted Year 0”); explain what adjustments were made and the effect that the adjustments had on Knee Mark’s financial ratios and market multiples.

The obvious adjustment that had to be made to the financial statements of “Knee Mark” Stores was to remove the additional Selling, General & Administrative costs, which the company experienced because of the fire.  These costs were temporary and are not expected to be incurred again by the company.  Because of these adjustments, the company’s EBIT, Net Income, Earnings per share all increased.  Therefore all of the ratios, which had them in the numerator increased.  Since selling costs decreased, all ratios having selling costs as percent of revenues decreased. Examples are given in the table: 

	Ratio
	Adjusted
	Not adjusted

	EBIT to Interest
	4.92
	3.66

	EBITDA to Interest
	6.07
	4.81

	Return on Common Equity (ROCE)
	28.6%
	19.4%

	Selling, General & Administrative to Revenue
	21.4%
	23.8%


b Value Judson Green – the company and its common equity – as of (a) the end of Year 0 and

(b) the continuing value date using the market multiple valuation method, assuming the

company adopts the constant target capital structure strategy of “20% Debt.” All of the

calculations you need to respond to this part of the case are in the following spreadsheets:

MMs Part a. - MM Knee Mark, MMs Part a. – MM Cole, MMs Part a. – MM Hit the Wall.

Compare the valuations at the two different dates and discuss the possible reasons for the

differences.
We did not quite understand, whether we were supposed to compare the valuations, based on different companies as comparables, or based on year 0 vs. year 1 ratios. Therefore, we provide both comparisons.

Valuations based on year 0 vs year 1 ratios. If we compare the valuations, based on year 0 vs year 1 ratios, we can easily  see that all year1 market multiples are less than year0 ones (except Firm Values to Total Assets for Hit the Wall, Inc., where this multiple is about 0,004 higher (0.8%)). The percentage declining is:

	 
	Knee Mark Stores
	Cole, Inc.
	Hit the Wall, Inc.

	Price to Earnings
	                          17,4   
	        15,0   
	                         2,0   

	Price to Equity Free Cash Flow
	                          20,6   
	        17,4   
	                         2,0   

	Price to Revenue
	                            8,3   
	          2,7   
	                         2,2   

	Market to Book (Equity)
	                          20,0   
	          2,7   
	                         2,5   

	Firm Value to Unlevered Earnings
	                          20,0   
	          2,8   
	                         2,5   

	Firm Value to EBIT
	                          20,0   
	          2,8   
	                         2,5   

	Firm Value to EBITDA
	                          20,6   
	          3,0   
	                         2,0   

	Firm Value to Revenue
	                            8,3   
	          2,7   
	                         2,2   

	Firm Value to Unlevered Free Cash Flow
	                          20,0   
	          2,7   
	                         2,5   

	Firm Value to Total Assets
	                          17,4   
	          3,1   
	( 0,8 )


Market multiples for Knee Mark Stores declined substantially because of the fire in its primary distribution facility just prior to the Christmas shopping season. It results in SQ&A expenses and operation cash flows were approximately $300 million higher on a pre-tax basis than they would have been. Despite adjusting for these expenses the ratios declined substantially as the share prices is assumed to go down.

Firm valuation based on Knee Mark market multiples:

From Year0 to Year1 EBIT, EBITDA and Revenue of Judson Green in percentage terms increase more than the corresponding multiples of Knee Mark decrease. Hence the JG’s values based on Year1 “Firm Value to EBIT”, “Firm Value to EBITDA” and “Firm Value to Revenue” are higher than the values based on Year0 characteristics. As the other JG’s characteristics raised less in percentage terms than the corresponding market multiple declined, the firm values based on other multiples are less.

The same logic can be applied when valuing the JG Equity.

Firm valuation based on Cole, Inc. and Hit the Wall, Inc. market multiples:

Market multiples for these companies declined a little. As percentage increases in JG’s characteristics are higher, all the JG’s values based on Year1 characteristics are higher than the values based on Year0 characteristics.

The same logic can be applied when valuing the JG Equity
Comparison of valuations, which use different companies as comparables, follows:
Let us try to decide, which company seems to be the best comparable for Judson Green.  On our opinion, it is Knee Mark Stores, while Cole could also be used and Hit the Wall doesn’t suit at all.  Judson Green, Knee Mark and Cole all target rich and middle class, while Hit the Wall targets poor and probably has a totally different revenue structure (earns profit on large amount of sales, not on large mark-up).  Moreover, Judson Green and Knee-Mark are both actively growing companies with comparable revenues, while Cole is has much larger revenues and is not expected to grow in the future. If we look at the spreadsheet “Ratio Comparisons-High Debt” we also see that Judson Green’s multiples look a lot like Knee-Mark’s and Cole’s and little like Hit the Wall’s.  We also need not forget about the capital structure changes Judson Green is going through.  Knee Mark has a constant capital ratio structure, and has 22% debt, which is pretty close to what Judson Green wants to have at year 10 (which is another reason, why Knee Mark seems good for comparison).
If we look at valuation of JG based on KM, we see (we base valutions on year 1 characteristics, since they seem to be less optimistic):
	Using Multiple Based on Year 0 Value to Year 1 Characteristic:
	

	
	
	
	
	

	 
	 
	MM
	Year 0
	Year 10

	
	
	
	
	

	Value of the Judson Green Company Based on Alternative Multiples:
	

	
	
	
	
	

	Firm Value to Unlevered Earnings
	           18.32 
	 $         9 569
	 $       32 435

	Firm Value to EBIT
	           11.54 
	 $       15 968
	 $       45 204

	Firm Value to EBITDA
	             9.28 
	 $       16 958
	 $       49 219

	Firm Value to Revenue
	             1.25 
	 $       19 615
	 $       44 027

	Firm Value to Unlevered Free Cash Flow
	           65.96 
	 $            983
	 $     118 231

	Firm Value to Total Assets
	             1.71 
	 $       18 012
	 $       38 932


We probably shouldn’t look at valuation based on Unlevered Free Cash Flow of the firm, since it changes a lot, because of the changes company wants to achieve in its capital structure.  All the other estimates seem to be approximately the same, and it seems that firm should be valued about $13000 at year0 and about $35000 at year 10.
One must say that prognoses based on Cole Inc are more modest and they evaluate JG at about $29000.  However, Cole is not a growing company and that is very important.  It’s ratios need to be adjusted in order for them to fit JG.

c. Discuss the degree to which the above market multiple valuations of the company and its

common equity differ from the DCF valuations, and provide possible reasons for these

differences.?
The APV DCF valuation of firm’s continuation value at year 10 is $28000, which is less than our multiple valuation.  It is often hard to find proper comparables for the companies we’re trying to evaluate.  There are differences in the two companies Knee Mark and JG which we didn’t account for. F.e Knee Mark do not have their own credit card.  If the financial prognoses of JG are trustable, we should use DCF.  If we’re not very sure of them, we could use something in the middle, say $300000 as our prognose. 






