Tara Inc.

Case Solution
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Income Statement ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Revenues

0.0

0.0

8.5

17.7

27.8

38.7

50.6

63.4

77.3

86.6

90.5

94.7

98.9

Cost and Expenses:

Cost of Sales

0.0

0.0

5.3

11.0

17.3

24.1

31.5

39.6

48.4

54.3

57.6

61.0

63.2

SG&A (

includes depreciation)

0.0

12.3

4.6

5.1

1.9

2.7

3.5

4.4

5.4

6.1

6.3

6.6

6.9

R&D

10.0

0.0

0.9

1.9

3.1

4.3

5.6

7.0

8.5

9.5

10.0

10.4

10.9

Interest Expense

0.2

1.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

Other Income/Expense

0.0

0.0

0.1

0.2

0.3

0.4

0.5

0.6

0.8

0.9

0.9

0.9

1.0

Total Costs and Expenses

10.2

13.8

13.4

20.8

25.1

34.0

43.6

54.2

65.6

73.3

77.3

81.5

84.5

Income Before Income Taxes

(10.2)

(13.8)

(4.9)

(3.1)

2.7

4.7

6.9

9.3

11.8

13.3

13.2

13.2

14.5

Income Taxes

0.00

0.00

0.00

0.00

0.05

0.09

0.14

0.19

0.24

0.27

0.26

0.26

0.29

Tax carry forward---->

0.20

0.28

0.10

0.06

0.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

Net Income

(10.2)

(13.6)

(4.6)

(3.0)

2.7

4.6

6.8

9.1

11.5

13.1

13.0

12.9

14.2

Assumtions:

Revenues- See Revenue Assumption sheet

Cost of Sales- See CGS Assumption Sheet

SG&A- 10 million start-up marketing cost in 2002.  Industry avg is 31% of CGS but Nike spends 11% of revene (37.5 of CGS), K-Swikk is 6.5% or revenue 

            (27% of CGS).  We expect to spend 15% of revenue after initial cost due to our marketing strategy

Interest Expense- The IFC will take a 7% subordinate debt

Other Income/Expense-  Tarrifs and other will equal 1% of revenue. 

Income Taxes- As a part of the low tax zone, we expect to pay 2% in taxes

Estimated
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The following 10 steps take you through the case writers solution to the Tara case.  It is important to note that it is essential to follow along with excel portion of the solution as it will detail the model built and the underlying factors (figures of the excel model have been included for your convenience). It is also important to note that this is the case writers interpretation of the case and there are more than one possible solution.

Step 1:  Forecasting Revenues (See Figure 1 or Rev Assumptions in the Excel spreadsheet)

The first step in analyzing Tara is to forecast the revenues.  The case gives the size of the U.S. Athletic shoe market and gives an indication into the growth rate for the future.  The market is supposed to expand less than GDP or at 1.5% a year.  Forecasting this growth rate out gives the total sales volume for the next 12 years (the case always uses 12 years because the writers felt this was an adequate time frame for the company to stabilize)

Total athletic shoe volume doesn’t help much because Tara is focusing on Running and Cross Training shoes.  Total market sales need to be broken down into those two categories by using the percentages stated in the case (Running is 19% and Cross Training is 15.7% of total athletic shoe sales).  

Once volume sales have been calculated the next step is the price.  Tara’s strategy is to be a low cost provider of quality shoes.  The average athletic shoe price is given in the case but it is also mentioned that Running and Cross Training segments cost significantly more than the average athletic shoe.  We are choosing (according to the case) to estimate our price as the average for the total shoe industry knowing that this will be about 20% lower than the industry average for Running and Cross Training.  Furthermore, any price used needs to include inflation, which we estimated to grow at 3% over the next 12 years.

The last piece is to forecast market share.  This is a critical component to case and one that will need to be forecasted later using statistical techniques.  For now, it is important to note that market share will never grow in excess of 1% of the aforementioned market segments.  The case writers grew market share by .1% beginning the year after start-up (2003) and stopped growth with it reached .75% market share (in 2009).  The last step is an obvious one: Revenues = Total Market Sales X Market Share X Price.

Step 2: Forecasting Cost of Goods Sold Assumptions (See Figure 2 or CGS Assumptions in the Excel spreadsheet)

There are two ways to calculate Cost of Goods Sold (CGS) in this case.  The first is by using an industry benchmark.  CGS in the shoe industry averages around 65% of sales, thus taking .65 X revenues will give a rough estimate for the required number.  This method, however, is not recommended because a critical component to the case is doing business in Gabon and it needs to be understood how fluctuations in Gabon will affect our labor costs.

The second, and preferred method is to forecast out CGS by breaking it down into labor, materials, and overhead and forecasting them individually as a percentage of sales.  This method will allow for statistical variations to the inflation, which will affect Labor.  Labor is roughly 37% of sales.  This will give a “hard” estimate number for the CGS and this number can be carried throughout the valuation by fluctuating Gabon’s inflation rate.  Gabon’s currency is pegged to the Franc and the chance of them removing the peg is captured in the Cost of Capital.  Material and overhead both can be taken as a percentage of sales throughout (material is 18& of sales and overhead is 8% of sales.
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PPE Assumptions ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Plant Property & Equipment:

Land

1.0

         

 

0.5

         

 

-

         

 

-

         

 

-

        

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

Infrastructure

3.0

         

 

2.2

         

 

1.4

         

 

-

         

 

-

        

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

Plant

4.0

         

 

4.0

         

 

4.0

         

 

0.9

         

 

0.1

        

 

0.1

         

 

0.1

         

 

0.1

         

 

0.1

         

 

0.1

         

 

0.1

         

 

0.1

         

 

0.1

         

 

Machinery

-

         

 

1.0

         

 

5.4

         

 

1.0

         

 

0.3

        

 

0.3

         

 

0.3

         

 

0.3

         

 

0.3

         

 

0.3

         

 

0.3

         

 

0.3

         

 

0.3

         

 

Total PPE

8.0

7.7

10.8

1.9

0.4

0.4

0.4

0.4

0.4

0.4

0.4

0.4

0.4

Depriation Schedule:

Total Plant + Mach

4.0

5.0

9.4

1.9

0.4

0.4

0.4

0.4

0.4

0.4

0.4

0.4

0.4

Total Invested

4.0

9.0

18.5

20.4

20.8

21.2

21.5

21.9

22.3

22.7

23.1

23.5

23.9

2001 Depr

1.0

1.0

1.0

1.0

2002 Depr

1.3

1.3

1.3

1.3

2003 Depr

2.4

2.4

2.4

2.4

2004 Depr

0.5

0.5

0.5

0.5

2005 Depr

0.1

0.1

0.1

0.1

2006 Depr

0.1

0.1

0.1

0.1

2007 Depr

0.1

0.1

0.1

0.1

2008 Depr

0.1

0.1

0.1

0.1

2009 Depr

0.1

0.1

0.1

0.1

2010 Depr

0.1

0.1

0.1

0.1

2011 Depr

0.1

0.1

0.1

2012 Depr

0.1

0.1

2013 Depr

0.1

Depr Sum

1.0

2.3

4.6

5.1

4.2

3.0

0.8

0.4

0.4

0.4

0.4

0.4

0.4

Accumulated Depr

1.0

3.3

7.9

13.0

17.2

20.2

21.0

21.3

21.7

22.1

22.5

22.9

23.3

Book Value

3.0

5.8

10.6

7.4

3.6

1.0

0.6

0.6

0.6

0.6

0.6

0.6

0.6

Estimated
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Revenue Assumptions ($MM)

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Size of US shoe market

Pairs of Shoes- Total

1180.0

1197.6

1215.5

1233.6

1251.9

1270.6

1289.5

1308.7

1328.2

1348.0

1368.1

1388.5

1409.2

1430.2

Pairs of Shoes- Athletic

413.0

419.2

425.4

431.7

438.2

444.7

451.3

458.1

464.9

471.8

478.8

486.0

493.2

500.6

Pairs of Shoes- Running

78.5

100.6

102.1

103.6

105.2

106.7

108.3

109.9

111.6

113.2

114.9

116.6

118.4

120.1

Pairs of Shoes- Cross Tr.

64.8

65.8

66.8

67.8

68.8

69.8

70.9

71.9

73.0

74.1

75.2

76.3

77.4

78.6

Avg cost per Athletic Shoe

45.21

$    

 

46.56

$    

 

47.96

$    

 

49.40

$    

 

50.88

$    

 

52.41

$    

 

53.98

$    

 

55.60

$    

 

57.27

$    

 

58.98

$    

 

60.75

$    

 

62.58

$    

 

64.45

$    

 

66.39

$    

 

Total $ for Athletic Shoe

18,671

$  

 

19,517

$  

 

20,402

$  

 

21,328

$  

 

22,295

$  

 

23,306

$  

 

24,363

$  

 

25,467

$  

 

26,622

$  

 

27,830

$  

 

29,092

$  

 

30,411

$  

 

31,790

$  

 

33,231

$  

 

Total $ for Running Shoe

3,547

$    

 

4,684

$    

 

4,897

$    

 

5,119

$    

 

5,351

$    

 

5,593

$    

 

5,847

$    

 

6,112

$    

 

6,389

$    

 

6,679

$    

 

6,982

$    

 

7,299

$    

 

7,630

$    

 

7,976

$    

 

Total $ for Cross Tr. Shoe

2,931

$    

 

3,064

$    

 

3,203

$    

 

3,348

$    

 

3,500

$    

 

3,659

$    

 

3,825

$    

 

3,998

$    

 

4,180

$    

 

4,369

$    

 

4,567

$    

 

4,774

$    

 

4,991

$    

 

5,217

$    

 

% of Market Share

Nike

42.0%

Adidas-Salomon A.G.

17.5%

Reebok

11.1%

And1

1.8%

Tara

0.10%

0.20%

0.30%

0.40%

0.50%

0.60%

0.70%

0.75%

0.75%

0.75%

0.75%

Total Shoes Sold

0.2

0.3

0.5

0.7

0.9

1.1

1.3

1.4

1.4

1.5

1.5

Tara Revenues

-

         

 

-

         

 

8.47

        

 

17.70

      

 

27.76

      

 

38.69

      

 

50.55

      

 

63.41

      

 

77.34

      

 

86.62

      

 

90.55

      

 

94.65

      

 

98.95

      

 

Assumptions:

Pairs of shoes- Total-  have historic CAGR of 1.5%

Pairs of Shoes- Athletic- Expected to maintain near 35% of total

Pairs of Shoes- Running- Grew quickly to 19%, expected to be around 24% of athletic

Pairs of Shoes- Cross Training- Expected to be near 17% of shoes sold

Avg cost per Athletic Shoe- Steady rise with inflation (3%)

Estimated
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Statement of Cash Flows ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Cash Flow from Operations:

Net Income

(10.2)

(13.6)

(4.6)

(3.0)

2.7

4.6

6.8

9.1

11.5

13.1

13.0

12.9

14.2

Income Charges not affecting cash:

Depreciation

1.0

2.3

4.6

5.1

4.2

3.0

0.8

0.4

0.4

0.4

0.4

0.4

0.4

Changes in working capital:

(Increase) Decrease in inventories

0.0

0.0

(1.3)

(1.44)

(1.6)

(1.7)

(1.9)

(2.0)

(2.2)

(1.4)

(0.6)

(0.6)

(0.7)

(Increase) Decrease in accounts receivable

0.0

0.0

(0.8)

(0.9)

(1.0)

(1.1)

(1.2)

(1.3)

(1.4)

(0.9)

(0.4)

(0.4)

(0.4)

Increase (Decrease) in Accrued Liabilities

0.0

0.8

(0.5)

0.0

(0.2)

0.0

0.1

0.1

0.1

0.0

0.0

0.0

0.0

Increase (Decrease) in accounts payable

0.0

0.0

0.3

0.3

0.3

0.3

0.4

0.4

0.4

0.3

0.2

0.2

0.1

Cash flow from operations

(9.2)

(10.6)

(2.4)

0.1

4.4

5.3

5.0

6.7

8.9

11.4

12.5

12.5

13.6

Cash Provided by Investing Activities

PPE - Land & Infrastructure

(4.0)

(2.7)

(1.4)

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

PPE - Plant & Machinery

(4.0)

(5.0)

(9.4)

(1.9)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

Cash Used by Investing Activities

(8.0)

(7.7)

(10.8)

(1.9)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

Cash Provided by Financing Activities

Additions to Long Term Debt

3.0

19.0

13.0

1.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

Reductions in long-term dept including current portion

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

Dividends- (i.e. Investment in Gabon)

0.0

0.0

0.0

0.0

0.0

(1.2)

(2.4)

(4.1)

(5.8)

(6.5)

(6.5)

(6.5)

(7.1)

Cash Used by Financing Activities

18.0

18.3

13.5

1.0

0.2

(1.2)

(2.4)

(4.1)

(5.8)

(6.6)

(6.5)

(6.5)

(7.1)

Net Change in Cash

0.8

(0.0)

0.3

(0.9)

4.2

3.7

2.1

2.1

2.7

4.5

5.7

5.6

6.1

Cash in Beginning of Year

0.0

0.8

0.8

1.0

0.2

4.4

8.1

10.3

12.4

15.1

19.5

25.2

30.8

Cash in End of Year

0.8

0.8

1.0

0.2

4.4

8.1

10.3

12.4

15.1

19.5

25.2

30.8

36.9

CHECK- roughly what ending cash should be

0.0

0.0

1.5

3.2

5.0

7.0

9.1

11.4

13.9

15.6

16.3

17.0

17.8

comes from industry average 18% of revenue

Assumptions:

All data is based (as in normal cases) on the Balance Sheet and Income Statement.  The one exeption is dividends which comes from Economic Value sheet.

Estimated
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CGS Assumptions ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Cost of Goods Sold:

Total Shoes Sold

-

          

 

-

          

 

0.17

         

 

0.35

         

 

0.53

         

 

0.72

         

 

0.91

         

 

1.11

         

 

1.31

         

 

1.43

         

 

1.45

         

 

1.47

         

 

1.49

         

 

Labor

16.89

$     

 

17.40

$     

 

17.92

$     

 

18.46

$     

 

19.02

$     

 

19.60

$     

 

20.20

$     

 

20.86

$     

 

21.54

$     

 

22.30

$     

 

23.52

$     

 

24.75

$     

 

25.13

$     

 

Material 

8.38

$       

 

8.63

$       

 

8.89

$       

 

9.16

$       

 

9.43

$       

 

9.72

$       

 

10.01

$     

 

10.31

$     

 

10.62

$     

 

10.94

$     

 

11.26

$     

 

11.60

$     

 

11.95

$     

 

Overhead

3.73

$       

 

3.84

$       

 

3.95

$       

 

4.07

$       

 

4.19

$       

 

4.32

$       

 

4.45

$       

 

4.58

$       

 

4.72

$       

 

4.86

$       

 

5.01

$       

 

5.16

$       

 

5.31

$       

 

        Total Per Shoe

29.00

$     

 

29.87

$     

 

30.77

$     

 

31.69

$     

 

32.64

$     

 

33.63

$     

 

34.66

$     

 

35.75

$     

 

36.88

$     

 

38.10

$     

 

39.79

$     

 

41.51

$     

 

42.39

$     

 

        Industry Average

30.27

$     

 

31.17

$     

 

32.11

$     

 

33.07

$     

 

34.06

$     

 

35.09

$     

 

36.14

$     

 

37.22

$     

 

38.34

$     

 

39.49

$     

 

40.67

$     

 

41.90

$     

 

43.15

$     

 

        % Difference

95.8%

95.8%

95.8%

95.8%

95.8%

95.9%

95.9%

96.0%

96.2%

96.5%

97.8%

99.1%

98.2%

CGS

0

0

5.3

11.0

17.3

24.1

31.5

39.6

48.4

54.3

57.6

61.0

63.2

Industry Average Benchmark

0.0

0.0

5.5

11.5

18.0

25.1

32.9

41.2

50.3

56.3

58.9

61.5

64.3

Assumptions:

37%

   Labor- based on price per shoe X 37% Rev (industry avg) X Gabon inflation 

18%

   Material- based on price per shoe X 18% Rev (industry avg) X US inflation 

8%

   Overhead- based on price per shoe X % of Rev (industry avg) X Gabon inflation 

63%

   Total

Estimated


Step 3: Compiling the Income Statement (See Figure 3 or the Income Statement in the Excel spreadsheet)

The next step is to forecast the Income Statement.  We already have our revenues and CGS numbers from the previous 2 steps.  Next, we need to calculate Selling, General & Administrative expenses (SG&A), R&D, Interest Income.  SG&A includes marketing expenses so this number is expected to be large in the first few years.  The case hints that Tara having to spend 10 million on marketing costs in the first few years.  Starting after the initial marketing expenditure, it is expected that SG&A will level off to industry standards (7% of sales).

R&D is another critical component to Tara’s strategy and requires significant expenditure.  Tara is going to have to rely on quality shoes with relative fashion and the case mentions that it will require 10 million dollars to design a shoe that is adequate for the US market.  Once the initial expenditure is outlaid, R&D should revert closer to the industry average of 11% of sales.

Interest Income comes directly from the debt raised (which will be discussed later).  The IFC and development banks are expected to take a subordinate debt of 7% in order to stimulate economic return.  The calculation of this number can be done through either the capital assumptions or the balance sheet, both of which are in the following steps.

Finally, Tara’s income taxes are lower because of its positioning in a low tax zone.  There will be a 2% tax and it is important to remember to carry tax loses forward.  For the first few years, Tara will have a negative net income.

Step 4: Creating Plant, Property and Equipment Assumptions  (See Figure 4 or the PPE Assumptions in the Excel spreadsheet)

Plant, Property and Equipment (PPE) expenditures will be another place of large investments for Tara.  These expenditures include land, infrastructure, factory, and machinery.  Because these expenditures are high and can very upon different scenarios, it is also important to look at statistical scenarios here as well.  

Land is the easiest component to think of.  We expect that the necessary land, located near a port for distribution cost, will cost roughly 1.5 million U.S. dollars (USD).  Land obviously does not depreciate.

In order to assure that Gabon has the proper facilities for us to import, export, and operate efficiently, we will also need invest directly into Gabon’s infrastructure.  This does not include “economic investment” into the country and is simply needed to get Tara up and running.  The case mentions that it will cost approximately 6.8 million USD in infrastructure in Gabon. 

Tara’s factory will cost nearly 13 million USD to get started.  This money includes not only the assembly plant but also the cost of the offices and facilities for the expatriates that are needed to help run the plant.    Once the plant and facilities are up and running, we assume that it will cost 100 thousand USD a year to keep the plant and facilities maintained.

Finally, machinery is an important investment for a shoe company.  It will cost around 7.4 million USD to acquire the necessary machinery and 300 thousand USD to maintain the newest machines.

Finally, the case writers use a 4-year straight-line depreciation for all depreciable assets, as it is important to realize that Gabon is riskier and we wanted to use conservative estimates.  Depreciation does not affect the capital needed, as it does not affect the cash flow.
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Capital Assumptions ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Total

Long Term Debt

IFC Supported Debt

2.25

14.25

9.75

0.75

0

0

0

0

0

0

0

0

0

27

Dev Bank Supported Debt

0.75

4.75

3.25

0.25

0

0

0

0

0

0

0

0

0

9

Total Debt Value

3

19

13

1

0

0

0

0

0

0

0

0

0

36

Move to Current Long Tem Debt

0

0

0

0

0

0

0

0

0

0

0

0

0

0

Payment of Current Long Term Debt

0

0

0

0

0

0

0

0

0

0

3

19

13

2

Common Stock Value

Christian Childrens Fund

7.5

2.5

0

0

0

0

0

0

0

0

0

0

0

10

Oxfam

7.5

2.5

0

0

0

0

0

0

0

0

0

0

0

10

Total Stock Value

15

5

0

0

0

0

0

0

0

0

0

0

0

20

Assumptions:

Long Term Debt - is financed through the 75% IFC and 25% ECA at 7% interest

Int Exp =

7%

Common Stock Value- is supported 50/50 by CCF and Oxfam and is considered equity although divendends will never be paid out

IFC debt % =

75%

ECA debt %=

25%

CCF equity %=

50%

Ox equity % =

50%

Estimated
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Balance Sheet ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Assets

Current Assets:

Cash and equivalents

0.8

0.8

1.0

0.2

4.4

8.1

10.3

12.4

15.1

19.5

25.2

30.8

36.9

Accounts receivables (incl doubtful)

0.0

0.0

0.8

1.7

2.7

3.8

5.0

6.2

7.6

8.5

8.9

9.3

9.7

Inventories

0.0

0.0

1.3

2.8

4.3

6.0

7.9

9.9

12.1

13.5

14.1

14.8

15.4

Prepaid expenses

0.0

0.7

0.3

0.3

0.1

0.2

0.2

0.3

0.3

0.4

0.4

0.4

0.4

Total Current Assets

0.8

1.5

3.5

5.0

11.6

18.1

23.3

28.8

35.0

41.9

48.6

55.2

62.4

PPE - Land & Infrastructure

4.0

6.7

8.1

8.1

8.1

8.1

8.1

8.1

8.1

8.1

8.1

8.1

8.1

PPE - Plant & Machinery

4.0

9.0

18.5

20.4

20.8

21.2

21.5

21.9

22.3

22.7

23.1

23.5

23.9

Accumulated Depreciation

(1.0)

(3.3)

(7.9)

(13.0)

(17.2)

(20.2)

(21.0)

(21.3)

(21.7)

(22.1)

(22.5)

(22.9)

(23.3)

Total Assets

7.8

14.0

22.2

20.5

23.3

27.2

32.0

37.4

43.7

50.6

57.2

63.9

71.1

Liabilities

Current Liabilities

Current portion of long term debt

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0

Accounts Payable

0.0

0.0

0.3

0.6

0.9

1.2

1.6

2.0

2.4

2.7

2.9

3.0

3.2

Accrued Liabilities

0.0

0.8

0.3

0.3

0.1

0.2

0.2

0.3

0.3

0.4

0.4

0.4

0.4

Total Current Liabilities

0.0

0.8

0.6

0.9

1.0

1.4

1.8

2.3

2.8

3.1

3.3

3.5

3.6

Long term debt

3.0

22.0

35.0

36.0

36.0

36.0

36.0

36.0

36.0

36.0

36.0

36.0

36.0

Total Liabilities

3.0

22.8

35.6

36.9

37.0

37.4

37.8

38.3

38.8

39.1

39.3

39.5

39.6

Shareholder's Equity

Common stock value

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

15.0

Dividends - Investment In Gabon

0.0

0.0

0.0

0.0

0.0

1.2

2.4

4.1

5.8

6.5

6.5

6.5

7.1

Retained eanings

(10.2)

(23.8)

(28.4)

(31.4)

(28.7)

(25.2)

(20.8)

(15.8)

(10.1)

(3.5)

3.0

9.4

16.5

Total Shareholder's Equity

4.8

(8.8)

(13.4)

(16.4)

(13.7)

(10.2)

(5.8)

(0.8)

4.9

11.5

18.0

24.4

31.5

Total Liablities + Shareholder's

7.8

14.0

22.2

20.5

23.3

27.2

32.0

37.4

43.7

50.6

57.2

63.9

71.1

Assumptions:

Cash and equivalents- Roughly maintained at industry avg of 18% by payment of dividends (investment in Gabon)

Accounts Receivable- Company comparables show an avg of 9.8% of sales

Inventories- Comparables and industry avg both show roughly around 15.6% of sales based on LIFO method

Prepaid expenses - Industry average of 5.9% of CGS

PPE - Land & Infrastructure - See PPE Assumptions

PPE - Plant & Machinery - See PPE Assumptions

Depreciation - See PPE Assumptions

Current portion of long term debt - See capital assumptions

Accounts Payable- Industry average is 5% of CGS

Accrued Liabilities - Well below industry of of 17.% of of SGA because of lower advertising costs due to company strategy (6.4%)

Long term debt- see Capital Assumptions

Common Stock Value- see capital assumptions

Estimated
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Direct Investment ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Amount Allocated to Expenditure

Expenditures:

Infrastructure

-

                          

 

-

         

 

-

         

 

-

         

 

-

         

 

1.2

         

 

1.2

         

 

1.0

         

 

0.6

         

 

0.7

         

 

0.6

         

 

0.6

         

 

0.7

         

 

Agriculture

-

                          

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

0.6

         

 

1.0

         

 

1.7

         

 

2.0

         

 

1.9

         

 

1.9

         

 

0.7

         

 

Hospital

-

                          

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

0.6

         

 

2.0

         

 

0.6

         

 

0.7

         

 

1.3

         

 

1.3

         

 

1.4

         

 

Housing

-

                          

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

2.9

         

 

3.3

         

 

1.9

         

 

1.3

         

 

2.1

         

 

Schools

-

                          

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

-

         

 

0.6

         

 

1.3

         

 

2.1

         

 

Total Expditures

0.0

0.0

0.0

0.0

0.0

1.2

2.4

4.1

5.8

6.5

6.5

6.5

7.1

Total Expditures Discounted Back

0.0

0.0

0.0

0.0

0.0

0.5

1.0

1.5

1.9

1.9

1.6

1.4

1.4

NPV of Investments

20.6

Amount Available to Gabon

0.0

0.0

0.0

0.0

0.0

1.2

2.4

4.1

5.8

6.5

6.5

6.5

7.1

% of Allocate from Net Income

0%

0%

0%

0%

0%

25%

35%

45%

50%

50%

50%

50%

50%

% Allocated to Infrastructure

100%

50%

25%

10%

10%

10%

10%

10%

% Allocated to Agriculture

25%

25%

30%

30%

30%

30%

10%

% Allocated to Hospitals

25%

50%

10%

10%

20%

20%

20%

% Allocated to Housing

50%

50%

30%

20%

30%

% Allocated to Schools

10%

20%

30%

Total Allocated

100%

100%

100%

100%

100%

100%

100%

100%

Estimated



Step 5: Estimating Capital Assumptions  (See Figure 5 or Capital Assumptions in the Excel spreadsheet)

Raising Capital is obviously an essential part to Tara’s case.  How much capital remains inconclusive and if you want to deviate from the amount the amount the case writers assume feel free to do so.  The case writers assume that the amount of capital needed is roughly 55 million USD.  This covers the larger portion of the start-up costs including PPE, Marketing, and R&D.  Most importantly, however, the cash raised keeps Tara cash flow positive for the first few years.

Tara’s financing will come in two ways, through issuing debt and equity.  The debt portion will be roughly 35 million USD and will be raised through the International Finance Company (IFC) and other development banks.  The IFC is assumed to take 75% of the debt position while the remaining 25% is with the development banks.  In addition, both debt holders are assumed to charge 7% interest for their subordinate debt and it will be paid off in 10 years.

Equity is where Tara differs from most countries.  As described in the case, Tara’s true equity holders are the impoverished people of Gabon.  From a financial perspective, however, it is Oxfam and the Christian’s Children Fund who pay in the equity portion.  According to the case, Tara is trying to raise 20 million USD in equity and the case writers assume that this will be a 50/50 split.  Both debt and equity positions will be held on the balance sheet.

Step 6: Creating the Balance Sheet (See Figure 6 or the Balance Sheet in the Excel spreadsheet and also the Key Ratios in the Excel spreadsheet)

Creating a balance sheet that makes since is essential for any start-up company.  The best way to forecast the balance sheet is through using industry comparables.  Through doing this, you are creating a realistic scenario that will be used to estimate cash flows and help identify the capital needed to start-up the company.

Cash (the first input), is actually last as it will be the plug to make the balance sheet balance.  It is essential, however, that cash make since and that it is kept around the industry average of 18% of sales.  Accounts Receivables (which includes allowance of doubtful accounts), Inventories, and Prepaid Expenses all are in accordance to industry standards (9.8% of sales, 15.6% of sales, and 5.9% of CGS respectively).  Finally, PPE assumptions come directly from the PPE assumptions spreadsheet.

Accounts Payable and Accrued Liabilities also come directly from industry percentages although Accrued Liabilities is less than the industry average because Tara spends less advertising dollars (5.1% of CGS for Accounts Payable and 6.4% of SG&A for Accrued Liabilities.  Current Portion of Long Term Debt and Long Term Debt both come directly from the Capital Assumptions.

Shareholder’s equity includes the capital invested by shareholders (in this case 20 million USD).  The Dividends Paid Out to Gabon come from the upcoming step “Economic Value” and retained earnings is obviously brought over from the Income Statement.  Total Shareholder’s Equity is net of the dividends paid out to Gabon.

Finally, as stated before, it is important to look at key ratios and compare them to industry averages ads this will benchmark the reality of Tara’s business and work to keep your model in line with plausible outcomes.  
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[image: image13.wmf]Tara Inc.

Crystal Ball

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Assumptions:

Revenue:

Market Share

0.10%

0.20%

0.30%

0.40%

0.50%

0.60%

0.70%

0.75%

0.75%

0.75%

0.75%

Unable to Penetrate Mkt

1.0

         

 

Able to Penetrate with <3% market share

-

         

 

Able to Exercise Real Option

-

         

 

PPE Cost:

Land

1.0

0.5

Infrastructure

3.0

2.2

1.4

Plant

4.0

4.0

4.0

0.9

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.1

0.1

Machinery

1.0

5.4

1.0

0.3

0.3

0.3

0.3

0.3

0.3

0.3

0.3

0.3

Cost of Goods Sold:

Gabon Inflation

1.0%

1.0%

1.0%

1.0%

1.0%

1.1%

1.2%

1.4%

1.7%

2.2%

4.6%

6.9%

5.4%

Forecast:

NPV

5.58

         

 

Total Direct Inv. in Gabon

39.94

NPV of Inv in Gabon

20.64

       

 

Average Market Share

0.53%

Estimated
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Step 7: Creating the Statement of Cash Flows (See Figure 7 or Statement of Cash Flows in the Excel spreadsheet)

The Statement of Cash Flows is a compilation of the previous steps.  In starting out a new company, cash is obviously of paramount concern.  The net cash position comes from the Balance Sheet, as does most of the information contained within.  There are the obvious links to net income and PPE assumptions but one of the main links is the connection to dividends.  In order for the balance sheet cash assumptions to make since, the statement of cash flows has to make since.  With the cash that Tara has they can either pay out dividends or invest in positive NPV projects.  The case states that since Tara is a profit-maximizing firm, if they have a positive NPV project to invest in they should do so.  Since we are assuming there are no such projects available, dividend payout to Gabon is what places the Balance Sheet, Income Statement, and Statement of Cash Flows in harmony.

Step 8: Examining Economic Value (See Figure 8 and Figure 9 or Economic Value in the Excel spreadsheet)

Economic value is of critical importance to Tara.  This is the dividend payout and this is the foundation for Tara’s strategy and purpose.  The case writers assumed a dividend payout of 25% starting in 2006 and increasing to 50% in 2009.  This helped maintain an appropriate level of cash while accomplishing Tara’s mission of investing substantial money into Gabon.

The methodology of investing into Gabon is to first set-up the necessary infrastructure and then walk down Mazlow’s hierarchy of needs (i.e. after the infrastructure built building up agriculture, hospitals, housing and schools).  After the total amount of cash had been assigned, the case writers also assumed differing levels of investment in the different needs.  This was done allocating a percentage of cash to each project to build up the required facilities and sustaining a proper amount of cash investment in the years ahead.

In total, there would be a 40 million USD investment in Gabon up until 2013 (under the base assumptions).  This does not include taking into account the life of the project to perpetuity, nor does it take into account the time value of money.  For theoretical purposes, and in order to better understand if the equity investors should invest in this project, you can take the project to perpetuity and discount that back at the risk free rate.  This gives an estimation of how much the project is worth to the equity investors compared to the opportunity cost of putting money into a risk free investment.  Under the base case assumption, Tara invests 20.6 million USD into Gabon in present value terms.  The equity investors invest 20 million USD into the project so the base case scenario is marginally better than a flat investment in Gabon.

One important factor to note about determining the economic value is that this is just the direct investment in Gabon that is being measured.  There are many other determines of economic return that the IFC and development banks will be measuring that do not involve direct investments.  These other factors include such things as employment, health (life expectancy), education, country infrastructure (not including Tara’s direct investments), imports, and exports.  All of these will have a substantial impact to Tara’s nominal GPD and will play an influential role in whether the IFC and other banks will involve themselves with the project.  The case writers assumed percentages based upon the changes to Gabon’s GDP that had a net affect of 15.3% (the estimate is included at the bottom of the Economic Value Figure and Spreadsheet)
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Step 9: Coming up with the Cost of Capital  (See Figure 10 and Figure 11 or Cost of Capital in the Excel spreadsheet) 

The cost of capital will obviously have a large impact on the valuation and therefore the go/no go decision.  When thinking about the cost of capital, it is important that it have both a theoretical and practical basis and that it simply makes since.

The first benchmark for figuring the cost of capital is to look at the U.S. cost of capital for a similar project.  Historical projects that mirror Tara’s have a beta of 1.01.  Using a levered beta based on Tara’s debt-to-equity structure and using the CAPM model yields a U.S. discount rate of 12.05%.  Obviously our risk does not mirror U.S. risk because we are sourcing from only one location and there is substantial risk associated with that sourcing.

A “theoretical” project like Tara’s in Gabon would have a “theoretical” discount rate of 26.05%.  This comes from using a model like the Goldman-Sachs integrated model where you take the country credit rating (in this case 22), calculate the sovereign yield spread (in this case 14%) and add that to the U.S. cost of capital.  Once again, this is only hypothetical since all of our revenues are U.S. based and we from a sourcing standpoint we have mitigated risks that are associated with the project.

Now that we have a guideline as to the range our cost of capital, the next step is to identify the risks and separate them into project risks or sovereign risks.  It is important to note that these risks are risks associated with the project that are not included in the U.S. cost of capital (i.e. project specific risks associated with sourcing from Gabon).  The case breaks down project risks into completion timing, electricity, labor strike, labor quality, information costs, and technology.  These risks, and their mitigating factors, can be quantified and used to adjust the cash flows.  Each can happen in separate years (i.e. completion risk would only incur in the year that risk is valid).  To quantify these risks, you take the probability of the occurrence and the estimated impact to cash flows.  You then multiply them together and adjust the cash flows by that percentage amount for each given year.

Once the cash flows have been adjusted for project risk.  The next step is to come up with a discount rate to use in order to take the present value of the adjusted cash flows.  To do this, first think of the U.S. cost of capital as a benchmark.  From there, sovereign risks that occur but that are not imbedded in a U.S. cost of capital can be added.  Sovereign risks include currency, inflation, hyperinflation, creeping expropriation, war, corruption, and negotiation failure.  These too can be modified by estimating the probability and their impact and then added to the U.S. cost of capital.  An interesting side note is that regular Gabon inflation is not included in the case writers model but this risk was actually imbedded directly in the model (and therefore in the cash flows).  This was done in order to use statistical methods to see the affect of inflation changes in Gabon (this is covered in the next, and final, step).  

Under the base case assumptions, the discount rate used is 16.45%.  This does not include the rate that cash flows were discounted.  In total, the discount rate ranged from 20-24% depending on the given year.  This is a very high discount rate but falls within our range.  It also passes the most important step-- does the discount rate make sense?  The risks surrounding Tara are very large and although there are mitigating circumstances, there are clearly a lot of potential problems that can occur by using an economically impoverished nation like Gabon as a sourcing alternative.
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Cost of Capital - Unadjusted Free Cash Flows ($MM)

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Perpetuity

Cash Flow From Operations

(9.2)

(10.6)

(2.4)

0.1

4.4

5.3

5.0

6.7

8.9

11.4

12.5

12.5

13.6

Plus (1-t) interest payments

0.2

1.5

2.4

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

2.5

Minus CFI

(8.0)

(7.7)

(10.8)

(1.9)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

(0.4)

Un-adjusted Free Cash Flows

(17.0)

(16.8)

(10.8)

0.6

6.5

7.4

7.0

8.7

11.0

13.5

14.6

14.5

15.7

102.07

       

 

 Free Cash Flows Adjustments

Est.

Prob.

Discnt

Prob.

Adj.

Rate

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Perpetuity

Project Risks

Completion Timing

25%

100%

-24.4%

2.63

  

 

Electricity

10%

10%

-1.0%

0.17

   

 

0.17

   

 

0.11

  

 

(0.01)

  

 

(0.07)

  

 

(0.07)

  

 

(0.07)

  

 

(0.09)

  

 

(0.11)

  

 

(0.14)

  

 

(0.15)

  

 

(0.15)

  

 

(0.16)

  

 

(1.02)

          

 

Labor Strike

10%

40%

-3.8%

0.64

   

 

0.63

   

 

0.40

  

 

(0.02)

  

 

(0.24)

  

 

(0.28)

  

 

(0.26)

  

 

(0.33)

  

 

(0.41)

  

 

(0.51)

  

 

(0.55)

  

 

(0.55)

  

 

(0.59)

  

 

(3.83)

          

 

Labor Quality

25%

5%

-1.3%

0.13

  

 

(0.01)

  

 

(0.08)

  

 

(0.09)

  

 

(0.09)

  

 

(0.11)

  

 

(0.14)

  

 

(0.17)

  

 

(0.18)

  

 

(0.18)

  

 

(0.20)

  

 

(1.28)

          

 

Information Costs

10%

3%

-0.3%

0.03

  

 

(0.00)

  

 

(0.02)

  

 

(0.02)

  

 

(0.02)

  

 

(0.03)

  

 

(0.03)

  

 

(0.04)

  

 

(0.04)

  

 

(0.04)

  

 

(0.05)

  

 

(0.31)

          

 

Technology

1%

40%

-0.2%

0.02

  

 

(0.00)

  

 

(0.01)

  

 

Cash Flow Adjustment per Year

4.8%

4.8%

30.9%

6.5%

6.5%

6.3%

6.3%

6.3%

6.3%

6.3%

6.3%

6.3%

6.3%

6.3%

Adjusted Cash Flows

(16.2)

(16.0)

(7.5)

0.6

6.1

6.9

6.6

8.2

10.3

12.7

13.7

13.6

14.7

95.6

NPV Using Risk Ajusted Cash Flows

Term.

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

2013

Perpetuity

Year

1

2

3

4

5

6

7

8

9

10

11

12

13

13

Soverign Risks

Currency

20%

5%

1.0%

Inflation (Included in Crystal Ball)

Hyper Inflation

20%

5%

1.0%

Creeping Expropriation

10%

1%

0.1%

Total Expropriation

1%

100%

1.0%

War

2%

35%

0.7%

Corruption

30%

1.0%

0.3%

Negotiation Failure

3%

10%

0.3%

US Cost of Capital for Shoe Project

12.05%

Total Discount

16.45%

Adjusted Cash Flows

(16.2)

  

 

(16.0)

  

 

(7.5)

   

 

0.6

     

 

6.1

     

 

6.9

     

 

6.6

     

 

8.2

     

 

10.3

   

 

12.7

   

 

13.7

   

 

13.6

   

 

14.7

   

 

95.6

           

 

Discounted Cash Flows

(13.9)

(11.8)

(4.7)

0.3

2.8

2.8

2.3

2.4

2.6

2.8

2.6

2.2

2.0

13.2

Net Present Value

5.58

    

 

Assumptions:

Growth

3%

Tax Rate

2%

Rf

7%

Rm

12%

Beta

1.01

Target debt to equity

114%

Target equity to value

44%

Target debt to value

51%

CAPM

12.05%

ICCR

23.8

Sovereign Spread

14%

ICCRC

44%

Estimates

Estimates

Estimates




Step 10: Using Statistical Forecasting to Make the Go/No Go Decision.  (See Figure 12 or Crystal Ball in the Excel spreadsheet) 

Doing a simple NPV analysis and economic valuation is not enough to determine whether Tara is an acceptable project of not.  The case is built around numerous assumptions and each assumption needs to be examined.  There are many statistical packages that allow for simulations to be run by varying plausible outcomes.  The case writers chose to use Crystal Ball, one such package, in order to test these possible outcomes.  

There are also a number of different methods to choose from to try and determine which assumptions to test.  The two most common methods, and the methods the case writers chose, were sensitivity analysis and tornado charts.  There are also obvious assumptions that stand out (such as market share) in our case) that clearly need to be tested.

Figure 11 shows all of our tested assumptions in green and all the outcomes we wanted to measure in blue.  The numbers that are showing now are our base case assumptions.  Around each number is an imbedded distribution that changes the number and therefore the results of the model.  

The market share numbers have distributions assigned to them that make them a “random walk”.  This means that each year the market share is contingent upon the year before.  The distributions are normal but under the base case scenario, they never rise above 1% and never fall below 45% (starting in 2005).

The PPE also varies in different scenarios.  Each number has a distribution that allows for, on average, a 50% swing on the expenditure.  The distributions have fairly tight standard deviations, as the case numbers are fairly accurate in terms of expenditures.  In addition, starting in 2006 there is the chance of a random occurrence that a large expenditure needs to be done.

The third assumption that we wanted to test was the Gabon inflation rate.  Remember that we did not include this in the discount rate under the cost of capital.  This industry is heavily reliant on labor and anything that affects the cost of that labor grossly affects the cost of goods sold.  Under our simulation, we vary Gabon’s inflation rate, again in a “random walk” fashion.  This number feeds into the cost of goods sold and depending on the outcome, increases our cost of goods sold as high as 72% of revenue and as low as 62% (the industry average is 65%). 

The final assumption that could potentially be varied is the cost of capital.  This would obviously have the most significant impact (unless there are drastic changes to the market share).  The bottom line is, “how comfortable do you feel about your cost of capital?”  If the cost of capital is such where it can be defended, then varying the assumptions will decrease the clarity of the business and strategic decisions.  If you feel there is a need to defend your cost of capital logic, then running a separate simulation for the cost of capital is advised.

There are really only two results that are required to make the go/no go decision.  First, what is the project NPV?  This is obviously the most important question because it asks whether or not value is being created or destroyed.  A positive NPV is the strongest argument to go ahead with the project.  The other important question in this case is whether or not the equity holders are seeing a return to Gabon (given that is there mission).   Looking at an NPV of net investment in Gabon is one way to attempt to quantify that question.  Overall, however, there are other non-obvious impacts to Gabon and it is not easy to get a clear answer.  The answers to these two questions will decide whether or not to go ahead with the project.



Results of the Base Case Scenario (See Figure 13 or Results in the Excel spreadsheet)

The results from the first base case Crystal Ball simulation are shown in Figure 12.  As can be seen, under the base case there is a 65% chance of there being a positive NPV.  The net affect to the equity holders, is that 51% of the time they would have a higher present value investment rate into Gabon by investing in Tara as opposed to directly into Gabon.   This is according to the years forecasted and does not included GDP and other intangibles.  The figure also shows the total investment into Gabon and the relative market shares forecasted.

Alternative Hypotheses Including the Notion of Real Options (See Figure 14 or Results in the Excel spreadsheet)

The next step was to look at three possible scenarios and their potential effect on the results.  In order to test alternative hypotheses, the case writes suggest one of two methods.  The first method is to use a decision tree and forecast various scenarios.  The second, and what is used in the solution, is to use binary variables.  Using if/then statements throughout the model, various scenarios can be statistically analyzed through random events (each assigned with probabilities).  

The three scenarios we wanted to test were: 1) Major competitors totally prevent us from entering the market and production is unable to occur. 2) We are able to penetrate the market and garner no more than 3% market.  And 3) we are able to enter the market and able to exercise a real option of expanding output to 80% of our capacity.  

Figure 13 shows the results of the various scenarios.  In essence there are 4 distributions that overlap each other and demonstrate outcomes.  The first “distribution” (i.e. the lowest outcome) is the first scenario of not being able to penetrate the market and production not being a possible.  This was given a 10% chance of occurrence and means bankruptcy.  There is really no real option of reducing production or having salvage value since the plant has no real benefits other than housing an assembly line made mostly of people.

The second “distribution is the base case scenario and shows the likelihood of having a positive NPV project.

The third “distribution” combines with the fourth “distribution” and shows the possibility of garnering higher market share and exercising the real option.  (It would have been better to show each distribution independently but for time and space we are showing the aggregate output.)  

There has been precedent set in garnering higher market share in just the running and cross training spaces as small companies like And1 have entered the market with higher that one percent market share (the occurrence of this scenario was 50/50 and obviously contingent on the first scenario being true).  In addition, the notion of the real is extremely viable as most shoe companies outsource to third parties and there are some capacity issues.  This would obviously not occur with a direct competitor but given our low cost structure and mission, the case writers assumed that if all other assumptions were true, there was a 75% chance of this scenario being true.










Results of the Binary Variable Assumptions 

Obviously the results under this scenario were very favorable.  As can be seen, under these scenarios there is a 76% chance of there being a positive NPV.  The net affect to the equity holders, is that 68% of the time they would have a higher present value investment rate into Gabon by investing in Tara as opposed to directly into Gabon.   In addition, the upside potential is a huge direct investment in Gabon that reaches in excess of 140 million USD.

Conclusion

There are many lessons to be gleamed from the Tara case but none that the writers want to relay more than the positive effects of Tara’s Profit/Not-For-Profit business model.  It is better than a tax-and-spend policy because it places the power of the investments into the hands of the equity holders.  It creates a sustainable, long-term source of investment into an impoverished company and includes many intangible upsides.  

Also to be gleamed from this case are the notions of how to define and mitigate various risks, how to create an appropriate cost of capital, how to handle various hypothetical occurrences including the notion of Real Options, and how to put together a financial story of a start-up from scratch.  

Overall, this case was intended to be a lesson in finance in an Emerging Market.  Unquestionably Tara is an idealistic model with significant risks but equally unquestionable is that if the results are positive, the effect is more than just the creation of financial value.

Tara – A Buddhist savior-goddess with numerous forms.





Figure 1 – Revenues Assumptions





Figure 2 – Cost of Goods Sold Assumptions





Figure 3 – Income Statement





Figure 4 – Plant, Property & Equipment Assumptions





Figure 5 – Capital Assumptions





Figure 6 – Balance Sheet





Figure 7 – Statement of Cash Flows





Figure 8 – Economic Investment





Figure 9 – Economic Return





Figure 12 – Crystal Ball Simulation





Figure 11 – Cost of Capital





Figure 13 – Crystal Ball Results – Base Case Assumptions





Figure 14 – Crystal Ball Results – Binary Variable Assumptions





Binary variables used to alter scenarios.  Described in the “results” section.





Figure 10 – Project and Sovereign Risks
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