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Beyond the Balance Sheet

Good Cap-Ex,
Bad Cap-Ex

There's a world of difference between capital expenditures that expand a
business and those that merely maintain the status quo.

By Jack Gage

HE “CASH 15 KIKG™ FHILOSOMHY HAS ATTRACTED

quite a following on Wall Street. In this approach vou

Foguss nob on acompany’s carnings but on its cash fow

from operations, equal to the sum of carnings and de-

preciation and amortization, plus or minus changes in
working capital ftems (like inventory or payvables) that help or
hurt a company’s checking account balance. Take cash flow from
operations and subiract capital expenditures to get free cash flowe
This is what Whrren Buffew calls "owner™s cashl” A company trd-
img at i low multiple of owner's cash is probably a bargain.

There's ome big weakness in picking stocks in this fashion—
it dloesn's do gustice o growth companies A fst-growing outfit
might be plowing all its cash flow into expansion, leaving nothing
for dividends, and still be aterrific investment, There cught to be
s way b distinguash o cement comyprany that bas no free cash
because it consumes all its cash replacing worn-out machinery,
from a retailer gobbling all its cash on new locations,

Tn ehuis, the seventhoin our Beyond the Balance Sheet series, we
aim 1o separate the cement companies from the Wal-Mans. There
is no perfiect way to do this becanse companies do not report—and
aften don't know—how much of their capital spending generates

gronwth and how much merely maintains the status quo As a rough
micasure of how much cap-ex is growth-related, we look at growth
i eevenueg and a8 the historical relationship Between revenug and
fimed assets [F 51 of property, plant and equipment supports 33 of
revenue, then a 3300 million revernee gain calls for S100 million of
new PPEE, This part of capeex is growth cope-es. Anything else is
L presume) maintenance cap-cx. Only the maintenance cap-ex
is subtracted from cash flow to get “adjusted free cash How.”

Laast wear Wal-Mart spent 513 billion on capital outlays, leavs
ing 53.7 hillion of free cash flow when calculated the traditional
way, The company’s market value is 56 times this number. But
whien we credit the company for expanson cop-ex, we find & far
more reasonable multiple: 18 times adjusted free cash flow of $11.3
billion. DuPont Lands at the other end of the specimum. As tradi-
tomally calculaved, its pricefree cash ratio s 21, By our methed it's
26. After factoring in a decline in DuPont’s sales the company’s
free cash Nowe fell fram 52 hillion 1o %16 billion,

Mot all sales gains, to be sure, come from adding store fistures
or machinery to the business. A company may be doing no more
than enjoving price gains from an existing book of customers.
Bast s81ll there is a rough justice in our adjusted free cash figures,

STICKER SHOCK

These companies became more expensive when we differentiated between expansion and maintenance capital expenditures,
They suffer from declining revenue and high PP&E relative to sales, resulting in less frea cash flow.

Top 5 Premiums
Adjmsted  Unadjusted Hecem 52-week Sales  Market cap
Company/business P/FCF! PIFCF? price high FIE (5hil) (Shil)
Bunge/agribusiness 44 27 $58.10 $6799 13 $241 $6.5
E.l du Pont de Nemours/chemicals and plastics 26 21 42.24 54,90 16 267 42.0
Electronic Data Systems/computer services 51 40 2258 2385 M 20.4 117
Mylan Laboratorics/bdotechnology 167 L | 17a0 2003 29 1.2 3.4
Synopsys/software 17 11 17.39 21.30 36 1.0 25

‘Operaring cash Aow mines capital ependitures. *Oporaring cazh flow less mainrenance capiral expenditeres (ra1al capisal expenditunes minus tha
Tivi=yrear averago ratio of gross property, plam and couipment 16 ales appied 1o B0 one-year change in salos),
Sowrees: Meurers Fundamontals via FactSor Research Systoms: compy finaneials

Wal-Mart's success is due in part 10 samce-store sales gains, for
which it should get credit one way or another in a free cash flow
analysis The BlackBereys sold by Research In Motion are so pop-
ular that it has enjoyed a sales burst while feeding its capital ac-
count with an eyedropper. In our analysis RIM gets credited with
2 negative numiber for maintenance cope-ex. That is an artilcial re-
sult but not an unfair one. [F RIM can keep up this kind of growth
{niot a sure thing, given rew competition from Motorola), then it's
i Dargain evien At D15 Current steep price.

Whole Foods is another winner, A year ago it was trading at
57 times free cash Aow when conventionally caloulated. That
woutld e expensive for a tech stock, let alone a supermearket chain,
But a lot of its cap-cx was for expansion, Adjusted, the ratio was
39, The stock was not overpriced; it has singe climbed 42%,

I the vable, which uses more recent results, Whaole Foods'
price to adjusted free cash falls all the way to 16. Like Costoo,
Home Depot and others, Whaole Foods gets credit not just for
acdding outlets but also for wringing moene revense from existing
assets. Either the customers are buying more food when they go
in the store or they are more oblivious 1o price hikes on the or-
ganic chicken, Either way, sharcholders are sitting pretin F

DUPONT

It will take more than a new
paing job for the chernicals
and plastics maker to trim the
overcapacity it has endured
during the past five vears,

BUNGE

Operating profits
for the 324 billion
[sales) food and
fertilizer company
wiere doven 1%
during the first six
months of 2005 hecause
of poor crap quality in
castern Europe, higher
enecrgy costs and a drought
in southern Braeil,
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CHEAPER BY THE NUMBERS

Our screen of LS ~traded compandes with a market value over 52 billion produced 25 stocks to buy and 5 to shed when comparing

traditional and refined price with free cash fiow multiples. The companies below trade at more than a 25% discount to traditional multiples.
Top 25 Discounts
Adjusted Umadjusted Recent z Lales Market cap

Company/business P/FCF? PIFCF? price {Shil) (ShiD)

Abercromble & Fitchy/'specialty retailing

Advance Auto Parts/specialty retailing 22 3B BET3 7159 24 38 4.9

Amgen/hiotechnology 1 30 B0.40 84.02 a6 118 99.0

Anheuser-Buschfalcoholic beverages 17 23 44.320 53.16 15 15.0 34.4

RESEARCH

Apple Computer/computer hardware 24 47 42 65 4544 34 126 353

Baker Hughes/ail services & equipment 1B 44 58.16 58.72 27 G.G 198 I N MDT IDN

Camivalferaiss inas = 5 =550 R0 0 T T I‘T':n;p:lnsmu |z.|.1 t Lt 1o square

footage. BlackBerry demand led to
Costeo Whalesalofspecialty retailing 1z 26 43.30 5046 20 51.4 0.8 RIM s 600 workforee inerease in 2004, I BM
Dollar General/discount retailing 23 a4 18.25 2280 18 7.8 6.3 It docsn't requirea
: . ThinkPad to know it

Eli Lilly/phaarmaceuticals 20 4G 53.10 G730 47 141 60.2 takes money to make

FodExfshipping 2 28 B4.65 101.87 18 294 256 H{] M E mcney. The computer

Gillette?/specialty retalling 22 37 5240 54.33 28 112 52.3 DEPOT maker's seven-day im-

i!ll:'-:',!l".'r.:'l'ﬂ{'l'll iin I1:i.n‘.'.‘1$h STAHBUGKS
Harrah's Entertainment/gaming B 28 72.99 7963 24 5.0 2.0 Discounts in the stores cyele makes plowing z
Home Depot/specialty retalling 17 32 4059 44.30 17 745 873 are mice, but it’s the money into R&D mare ['“’“"h‘ h;_“l’mi“"“?' “‘“; hm;'é‘é“
- - %67 billion in stock affordable I-' Bl .:,‘ WO D s DL, a0 Han

Manpower/business services 15 25 4645 4985 17 158 4.0 i new stores in 2004 helped deliver a

Muotorola/communications equipment B 23 2165 22.11 19 333 53.3 bwo vears that hae made double shot to earnings and 22%
x | Paccar/auto manufacturing 21 68 70.56 81.42 12 13.0 121 sharcholders happy. sales growth so far in 2003,
:a.: Pentair/conglomerates 10 a2 3855 46.47 23 2.8 4.0
;' Reosearch In Motion/communications equipment 27 G5 GE.91 103.56 45 15 131 CASH CYCLE! CASH CYCLEL
= | starbucks/restaurants 19 61 5099  G4.26 42 5.2 198 c APITA L IMPROVEMENT EROSION
= | Texas Instruments/sermiconductors 13 25 31.53 32.86 26 126 51.2 AutoZone SafoMot
i [rsoes - AT WORK 16 DAYS 32 DAYS
£ 1 Urban Qutfitters/specialty retailing £9 B4 56.04 62.96 45 0.9 4.6 ALk
E Wal-Mart Stores/discount retalling 18 56 49,15 57.89 20 2914 205.5 We asked the experts at RateFinancials of New York City 7 DAYS 20 DAYS
g Walt Disney/broadcasting 16 42 2541 20 04 20 215 529 (wwaw.ratefinancials.com) to identify those companies whose Walt Disney Siebel Systems
s cash cycles improved and dateriorated the most during the last 5 DAYS 15 DAYS
R Whale Fouds/supermarkets =3 six months, A barometer for how well a company uses its working
§ Operating cash Mow mirs capital oxpndiuncs, "0porating cash flow 58 maintonanss capial edpendicuees {lotal capaal copendiuncs menus the five-yoar capital, the cash cycle 5 a critical component of eperating cash 4F“i$s 1ms
= AVOrAgo ratic of frods proporty, plant and equipement 10 sales apphiod 10 the ane-year change in sales), "Acquisition by Procter & Gamble ponding, flow, measuring how quickly 3 company collects its receivables D
* Sources: Roulers Fundamantals vwa FasiSel Resoarch Systoms; sompdny lnamsials, : 11':;111' e Pl e e = o Costen Goodyear
2 ' 2 DAYS 6 DAYS
E
: i ME-::&S BEYOND THE BALANCE SHEET: FREE CASH FLOW For an expanded version of this table, pleast visit www forbes, com/extr, TRcoolmis roccivatle days owistanting. plus inventory days, minus payablo dave, Sowroo: RareFinancials,




