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Executive Summary
Analyst Recommendation: Sell (Over-Valued)
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Industry Analysis
Cato Corporation is a discount women’s fashion clothing retailer. They provide
quality apparel and accessories at cheaper prices than the market. The benchmark
competitors that were used in this valuation consisted of: Chico’s Fashions Inc., Ascena
Retail Group, Ann Taylor Inc., and New York & Company. We, as analysts, chose these
companies because of their similarity to Cato Corporation in reference to products sold
and their performance within the industry. After the analysis of the women’s fashion
industry we have reached the subsequent results through Porter’s Five Forces Model:

CATO Corporation

Level of Competition

Rivalry of Existing Competitors

High

Threat of New Entrants

Low

Threat of Substitute Products

Low

Bargaining Power of Consumers

Medium

Bargaining Power of Suppliers

Medium

The rivalry among the existing competitors is extremely high in the women’s
fashion market due to the emphasis on product or company differentiation. This is
because most apparel companies tend to follow the trends of the market to gain a
larger market share.
Entering the women’s apparel industry is not difficult due to the small amount of
government restrictions at the local, state, and federal levels. The other factor that
effect’s the threat of new companies from entering the market is the amount of
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companies that already have a presence in the market. In addition to these, the brand
image of a company can greatly affect the market share as well.
The threat of substitute product is low due to the nature that the women’s
fashion industry cannot be replaced with another good. The industry can be
transformed to account for trends, but there will always be a demand for clothing and
accessories.
The Bargaining Power of Consumers and the Bargaining Power of Suppliers both
have a mixed level of competition. The consumers not bound to shop at only one store,
there is a variety of brands to purchase similar goods.
The suppliers bargaining power is very similar due to the fact that Cato is not the
only company who is buying their products. This works the opposite way, meaning that
Cato Corporation can shop the supplier market for the material they use.
Overall, the women’s fashion industry is a highly competitive market due to the
product or company differentiation. Since the market is always changing, Companies
like Cato need to stay ahead of the competition to keep a portion of the market share.

Accounting Analysis
After examining the Industry Analysis, we looked in to the accounting policies
that Cato uses when preparing their financials. The reason why we assess the
accounting policies is due to the flexible nature the U.S. GAAP, which can mislead an
investor when looking over financial statements. There are 2 types of Key Accounting
Policies (KAP’s). Type 1 KAP’s are related to the firm’s Key Success Factors, while Type
2 KAP’s are related to the operations of company.
Type 1 KAP’s for Cato include those related to Inventory Cost Control,
Differentiation, and Economies of Scale to name a few of them. We have determined
that the Type 1 KAP’s that Cato discloses enough information, but their benchmark
competitors disclose more information than Cato.
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The Type 2 Key Accounting policies include operating lease disclosures as well as
disclosure related to employee benefit plans. Almost all of the Industry uses a large
amount of operating leases for operations and can be potential “Red flags” and will
need to be restated to better understand and find a more accurate value for the firm.
Overall, we have determined that Cato has a very conservative method for
disclosing their accounting policies. This ultimately turns into a low level of disclosure
within their financial statements.

Financial Analysis
The next step we took in evaluating Cato was analyzing their financial
statements. The Financial analysis is comprised of three different segments: Financial
ratios, Financial Forecasting, the calculation of their weighted average cost of capital
(WACC) through regression analysis.
The ratio segment of our analysis is made up of liquidity, profitability, operating
efficiency, and capital structure ratios. The first segment is liquidity ratios which consist
of the current ratio and the quick ratio. These help us understand how well equiped the
firm is to handle its current short-term debt obligations, especially in the event of
bankruptcy. If these ratios are large the firm is able to sufficiently cover its debts.
However, if the ratio is low then the firm may have taken on too much debt.
Operating efficiency ratios consist of inventory turnover, days supply inventory,
accounts receivable turnover, days sales outstanding, cash to cash cycle, and working
capital turnover. Operating efficiency ratios allow us to see how well management is
able to effectively manage its company. If the firm is deemed inefficient it may be for
multiple reasons such as an inability to turnover inventory or a lack of effectiveness in
collecting sales outstanding. Ratios such as inventory turnover are able to show if a firm
is properly analyzing and understanding the flow of the market as well as
understanding its customer base.
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Profitability ratios show how effectively a firm uses resources to generate profits.
These ratios are: gross profit margin, operating profit margin, net profit margin, asset
turnover, return on assets, return on equity, internal growth rate (IGR), and the
sustainable growth rate (SGR). Each of these ratios show how effectively the firm is
able to take its resources such as equity or assets and create value.

Capital ratios help our analysts understand the financial position of a firm. For
Cato and its competitors, the two ratios our firm used to determine the health of each
organization were debt to equity and the Altman Z-score. The debt to equity ratio helps
to analyze the capital structure of an organization. Cato and its competitors all have a
healthy z-score which is the determination of how likely a firm is encounter bankruptcy.
After we analyzed all of the ratios, we were able to forecast out the Income
Statement, Balance Sheet, and the Statement of Cash Flows for the next 10 years. Our
forecasting includes assumptions of estimations for growth because forecasting is not
an accurate science. We began by forecasting the Net Income through trends from the
previous 5 years of date that we gathered. The next financial statement to forecast was
CATO EVALUATION
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the balance sheet and to do this we used the forecasted information from the income
statement. The final statement to accurately forecast was the Statement of Cash Flows.
This is because the amount of estimating that is required to create rational and usable
figures.
Our last step in the valuation process was to assess the Cost of Capital
associated with Cato Corporation. We use this information to find the Weighted Average
Cost of Capital (WACC) for the firm. This analysis was used to calculate the average
cost the firm spends to obtain capital from debt and equity sources. The WACC serves
as a discount rate for several financials. In order to do this analysis, we first found the
market value of equity. This is found by taking the number of shares outstanding and
multiplying them by the closing price. Then cost of debt (KD) is calculated, which is the
effective interest rate that Cato pays on all current debt. Our team also took into
consideration the non-current and interest bearing loans. We then calculated the cost of
equity (Ke), which is the required rate of return that the shareholders expect. It is vital
to note that the capital asset pricing model (CAPM) is used to calculate the cost of
equity. This requires us to use the risk free rate and beta so that we can utilize the time
value of money. We conducted several regression analyses to determine the most
reliable regression with the highest systematic risk. After reviewing the regressions our
team made the decision that the 7-year treasury over 24 months provided the best
explanation. The R2 had the highest explanatory power of 33%, with a beta of 1.47.
Finally, we calculated the WACC before and after tax, which yielded results of
23.84 and 14.55 respectively. In conclusion we determined that Cato Corporation had
high (67%) firm specific risk. We also found that they have high equity in comparison
to debt.

Valuation Analysis
Our valuation analysis is concluded with the use of four valuation models. These
included the Discounted Dividends Model, the Discounted Free Cash Flows, Residual
Income and a Long Run Residual Income model.
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Each one of these models can be used to explain the amount of the market price
of a share that is represented by each. For instance, the Discounted Dividends model
shows how much the future dividends are worth to the market price of Cato’s Stock.
Similar to the Discounted Dividends model, the Discounted Free Cash Flow model and
the Residual Income model do the same.
The Long Run Residual Income model however uses the cost of capital and a
negative growth rate. This model examines the sensitivity for the Return on Equity in
relation to the Stock Price.
We also conducted many Methods of Comparables which used the same 10%
analytical opinion of whether Cato was overvalued or undervalued compared to the
industry. These methods were as follows: P/E Trailing, P/E Forward, Dividend Payout,
P.E.G P/B, Price/EBITDA, EV/FCF, and EV/EBITDA. Each of these used a different
method to calculate a stock price that, which when
In all of the valuation models we used, the overall determination of Cato
Corporation is that they are overvalued. We were able to reach this conclusion through
the sensitivity analysis of each individual model.
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COMPANY OVERVIEW
The Cato Corporation (CATO) was created in 1946 in order to manufacture and
sell quality women’s on-trend fashion at an accessible price – while still delivering
consistent fit and quality. Cato is currently based in Charlotte, North Carolina, and
primarily services the Southeastern United States. With 1,346 locations as of January
31, 2015, Cato’s stores and online website offer a wide assortment of merchandise
including: junior/missy sizes, plus sizes, girl sizes 7 to 16, and kids sizes newborn to 7.
Cato’s products include dressy, career, and casual sportswear, dresses, coats,
shoes, lingerie, costume jewelry and handbags (Cato Fashions). Their concept is
focused on offering a variety of quality fashion apparel that may be seen in department
stores, yet at more affordable prices (Cato, 2015).

A vast percentage of Cato’s

merchandise is sold under its private label and is produced by numerous vendors in
accordance with the concept specifications (Cato, 2015). The company adopted new
vertically integrated methods in October 2014, when it opened its own overseas
sourcing operations in Shanghai and Hong Kong. In addition to these cities, The
Company plans to expand into Vietnam, Indonesia, Cambodia and other cities in East
Asia. The company has operating stores in 32 states – all ranging in size from 2,000 to
19,000 square feet – and located primarily in strip shopping centers (97%) or enclosed
shopping malls (3%). Cato’s stores are strategically chosen based on the location of
national discounters or market-dominant grocery stores such as Walmart.
The Company’s e-commerce website serves as its initial form of advertising,
along with social media. Their website is administered under the same revenue
recognition principle that applies to the physical stores: revenue is recognized when risk
of loss is transferred to the customer (i.e. the purchase has been made with either cash
or credit). Customers are also offered the opportunity of applying for a Cato Fashions
credit card issued by Cedar Hill National Bank.
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INDUSTRY OVERVIEW
Cato Fashions’ main competitors are: Ascena Retail Group (ASNA), Ann Taylor,
Inc. (ANN), Chico’s Fashions Incorporated (CHS), and New York & Company (NWY).
Cato stores are primarily located in strip malls – industry store locations include: malls,
lifestyle centers, village locations, and online platforms. The firms were chosen upon
the basis that they are all publicly traded and have readily available financial
statements. Other factors that were taken into account were: similar product lines,
similar target markets, and comparable sales.
Though not all of the companies are among the same price point or size; a
strong comparable factor is their common target market, the female clientele. The
apparel industry can measure value through high product differentiation, low
manufacturing costs, consistent or increasing sales growth, and healthy inventory
turnovers (Forbes, 2007). The five forces model was used to establish a better
understanding of what the competitive forces are in the apparel industry.

FIVE FORCES MODEL
We will use Porter’s Five Forces Model to determine the competitive nature of
discount women’s fashion industry. The model can be used to determine the
competitive position of a particular industry. We will be able to analyze the industry by
using the following five factors: rivalry among the existing competitors, the threat of
new companies entering the market, threats of substitute products, the bargaining
power of consumers, and the bargaining power of suppliers. These five factors will
allow us to properly value the potential profits of the women’s apparel industry.
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Porter’s Five Forces Model
CATO Corporation

Level of Competition

Rivalry of Existing Competitors

High

Threat of New Entrants

Low

Threat of Substitute Products

Low

Bargaining Power of Consumers

Medium

Bargaining Power of Suppliers

Medium

RIVALRY AMONG EXISTING FIRMS
The rivalry among existing firms refers to the competitiveness of the industry as
well as the number of companies in the industry. The rivalry among firms can effect the
industry profits up or down with increased innovation, advertising, service or product
improvements, and much more (Valuation Academy).
We are analyzing the effect it has on the apparel industry in order to understand
how the competition weighs on Cato Corporation. If an industry is highly competitive, a
company will often be a price taker and have to develop ways to be more cost efficient
to gain a larger market share.
Product or company differentiation is another way to for a firm to gain a larger
market share. In addition to gaining a larger market share, the company will be able to
become a price setter instead of a price taker.
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Industry Growth
The industry growth represented in the above chart (derived from the
information in figure 1.3) explains that there is an overall growth in the industry;
however, it does deviate yearly. We can also infer that since the industry is growing as
a whole, the level of competition will also grow.

Cato Corporation, relative to the industry, shows a steady flow of sales however
slightly under the industry growth. This is due to Cato expanding its horizon to overseas
manufacturing and moving into other sections within the apparel industry; such as
men’s clothing and more jewelry.

THREAT OF NEW ENTRANTS
No matter which industry it is, all companies within a given industry will be faced
with the threat of new entrants. How profitable an industry is and the market volatility
may cause the threat of new entrants to rise or fall. Firms are attracted to a given
market by the potentially large profit margins; specifically, in the apparel industry. This
may cause the firms that are currently in the market to lower their prices in order to
prevent a potential competitor from entering their market.
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With growing competition industry profits are fragmented which impacts firm’s
individual profit margins. Potential profitability is not the only barrier to entry that may
be considered in the decision to enter a specific industry. Other categories that we took
into consideration when determining whether the threat of a new competitor was high
or low included: the initial capital investment of the industry, the degree of difficulty to
accessing the distribution channels, government regulations, and high or low firm
switching costs.

Economies of Scale
By definition, an economy of scale is achieved when a company can produce
more products at the lowest possible cost per unit. This means that the firm can raise
the maximum number of units it is able to produce while lowering its costs.
Apparel industries are able to create a high profit margin primarily due to their
mass production of like items (Valuation Academy). A company who manufactures their
own products can create a competitive advantage for themselves, which allows them to
offer lower prices to their customers. To compete in the apparel industry, firms must
acquire a substantial initial capital investment.

In Thousands
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According to Figure 1.9, we depicted that a competitor in the women’s fashion
industry will need approximately $300 million in Total Assets to enter the market. This
number may be large enough to discourage potential new entrants from entering the
market. Since there is growth evidence, the popularity of this market will attract new
firms. Even though the US women’s apparel market has many companies already,
about two-thirds of the industries total revenue is produced by approximately 50
companies (Hoovers). In theory, the larger the economy of scale, the lower the threat
of a new entrants.

First Mover Advantage
The first mover advantage refers to the first company to enter a market. Being
the first company within a given market can provide a huge advantage over future
competitors. For example, the first mover typically gains a larger portion of the
industry’s market share. In addition to a larger market share, that company will also
have larger profits over time, name recognition, improved supplier relationships, and
superior locations. Even though our benchmark companies may not have the largest
market share of the women’s fashion industry, their brands are still recognized by
consumers.
There can also be disadvantages to being a “first mover.” For example, a
company who is the first to enter the industry and it turns out to be a slow start for the
business; the next company to enter the market will have time to analyze your actions
and possibly go about entering the market with greater knowledge. In the women’s
retail apparel market it may be hard for a new company to gain recognition in the
industry, because of the pre-existing competition.
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Channels of Distribution and Relationships
One of the most important aspects to a company is its distribution channels. A
distribution channel is the path from which a product gets from the manufacturing
stage to the retail stores, which is also known as the firm’s supply chain. The goal of
any company’s supply chain is to have the suppliers deliver material when it is needed
at the lowest cost. The businesses success can be largely affected if there is a poor
distribution channel. For instance, if the stores cannot be replenished with inventory,
the store cannot excel to its full potential. The customers will also not be able to
purchase the goods. When the products supply chain does not flow smoothly, the
company will often have to spend an exponential amount of money to get the finished
to the shelves of their stores. The ability of getting inventory in and out of the
warehouses is crucial. In the apparel industry, whether or not you are better than your
competitors is partially determined by transporting merchandise to the retail stores as
quickly and as inexpensively as possible.
One method that has become increasingly popular lately is the e-commerce
market. Nearly all the companies that are currently in the women’s fashion industry, use
the internet for sales. The e-commerce market eliminates much of the stress on the
consumer since they will no longer have to drive to a physical location, instead they can
now have the products they desire delivered right to their doorstep. Without an efficient
distribution channel the business will encounter problems and fall behind its
competitors. Ultimately, the business will fail and the consumers may switch firms,
resulting in diminishing sales.

Legal Barriers
There are almost no legal barriers for a new entrant into the apparel industry.
The government restrictions are very low. Once the company has been started, there
may be more legal barriers that the company will have to face. According to most of the
benchmark company’s 10-K filings, they are only subject to a handful of laws including
but not limited to: The U.S. Patriot Act, the Bank Secrecy Act, and The Gramm-LeachCATO EVALUATION
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Bailey Act. The U.S Patriot act states that the companies must monitor credit card
account holders. As stated in the 10-K, The Bank Secrecy Act states that companies
must monitor account transactions. The Gramm-Leach-Bailey Act requires that the
companies must release their privacy policies to all customers (Cato 10K). These Acts
are not meant to keep the businesses in the industry from thriving but they are meant
to monitor them. In the apparel industry, the government regulations are not what
keep business from achieving its goals. The initial capital investment and the
competitors are the factors that affect a company's success.

Conclusion
The women’s apparel industry is known for having a low threat of new entrants.
This means that existing companies in the women’s fashion industry like the Cato
Corporation or their benchmark competitors will always be looking to improve their
distribution channels. We feel that because there is a low threat of new entrants, the
existing companies within this industry will be able to develop a better competitive
position. This will insure that they stay ahead of their competitors. A prospective
company that might be thinking of entering the market will be at a severe disadvantage
since there are many well-known companies who already exist. Any new firm
attempting to join the industry will not only need a large financial backing along with a
thorough business strategy.

THREAT OF SUBSTITUTES
The threat of substitutes refers to the availability of a product that can replace
the industry as a whole. We have determined that the women’s fashion market is one
of the hardest to replace. The reasoning behind this is simple, women’s fashion cannot
just disappear. Being humans, we will need clothes to wear. Even though the industry is
consumer demand driven, there will be a point in time when any one will need to
purchase a new wardrobe. In relation to a given company’s competitive advantage, the
constant demand of the industry will result in business security.
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BARGAINING POWER OF CUSTOMERS
The Bargaining power of customers within the apparel industry refers to the
options, promotions, and sales that each consumer has (Business Dictionary). Within
the apparel industry there are many different classifications from company to company.
The 3 classifications that we have determined are as follows: high price and quality,
midline price and quality, and discount retail. Cato Corporation falls into the category of
midline price and quality. The distribution of customers is high, due to the geographical
location of each store. Cato Corporation, as of now, has 1,346 stores operating and
selling clothing (Cato 10K). The switching costs for customers is nonexistent, in the
sense that they have the ability to shop at any other company in our industry without
any consequence.

Conclusion
The customer's bargaining power lies within their ability to substitute Cato
Fashions with another apparel company. Price sensitivity is relative to each individual in
essence of their brand loyalty and opportunity costs. The customers ultimately have a
high level of bargaining power due to the innumerable options in the industry of apparel.

BARGAINING POWER OF SUPPLIERS
The bargaining power of suppliers refers to the level of leverage that each
company has the area of price setting, location, and apparel. In the Apparel industry
the bargaining power of suppliers is greatly diminished by the mass amount of
substitutes available. The industry itself has vast dimensions such as style, seasons,
geographic areas, and many more. The Cato Corporation has very little bargaining
power when it comes to price, because of their particular market, which is lower cost
and medium quality material for women (preteen and young adults). Differentiation
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from company to company is very elastic, due to the apparel customization throughout
each company.
Currently Cato Corporation has approximately 600 suppliers of apparel and 100
vendors that distribute clothing within their stores (Cato 10k). The switching costs for
Cato are dependent upon the pricing details and which manufacturers they would be
transferring to. They are currently in the process of switching some manufacturing out
of The U.S.A and over to Asia; which anticipates a positive output. The midline cost
apparel industry, where Cato is located, puts immense emphasis on a lower cost
without jeopardizing brand quality. Cost leadership is greatly divided in this industry,
but is dominated by a few mega companies. The mega companies tend to be located in
or close to malls like Kohl’s, TJ Maxx, and Macy’s.
Although these companies are not direct competitors to Cato, they do have cost
leadership within Cato’s industry and affect Cato’s sales. The economies of scale is a
definite benefit in the buying power of Cato because of the discounts they are able to
achieve with bulk buying (Cato 10k). Cato efficiently operates their stores in locations
that give them the most bargaining power; by strategic placement near low cost
discount stores.

Conclusion
The bargaining power of Cato is only positive due to their strategy in-store
placement, promotional offers, and bulk buying that allows them to capture a higher
percentage of profits. Even with their competitive strategy Cato holds very little
bargaining power when it comes to price setting among the industry. Most apparel
firms apply these techniques; therefore, it limits the advantage that any firm in this
industry would have otherwise.
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Key Success Factors
There are two ways in which a firm is able to become successful in its given
industry: becoming a cost leader or by creating a line of products that are unique to the
firm. In the clothing industry both of these strategies are usable however for long
established firms it is far more likely to use a cost leadership method, due to their
established customer base. Firms that rely on differentiation tend to be more innovative
firms who produce a new marketable technology such as a new down alternative for
jackets. The clothing industry relies upon cost leadership to be it’s source of success
through aspects such as value pricing, product range, and location. A firm can use
these aspects to undercut its competitors in cost or product availability which will give it
the competitive edge.

Low Input Costs
In the retail clothing industry, it is important for a firm to make its products
accessible to its key demographic. Many firms attempt to maintain a value pricing
strategy in which they are able to keep product prices down by minimizing input prices.
This is often achieved by lowering the standards that products meet such as quality of
materials and craftsmanship.
A firm's ability to lower its manufacturing cost is key in making sure they can
maintain a lower price for their products which is often why companies outsource labor.
Cato’s success can be attributed to its ability to market to its target audience, and
preserve the value price model, while services such as layaway better allow customers
to obtain products. As of 2014 Cato has moved production to Shanghai and Hong Kong.
They plan on opening plants in other cities in China; while also expanding into Vietnam,
Indonesia, and Cambodia. Cato’s move to manufacture in Asia’s market allows them to
offer their products at lower costs, which allows them to maintain a low manufacturing
cost helping to sustain their low-pricing model. Cato now has minimal reliance on its
domestic suppliers, allowing the company to respond quickly to inventory trends and
fluctuations (Cato 10K).
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Product Range
Firms in the retail market tend to not rely upon specialization of one type of
product in order to prevent stagnation. Expansion into other apparel lines and
accessories keeps customers inside the stores longer and allows them to buy more
products that they would normally buy elsewhere. The firms that we have selected as
benchmarks all have expanded from normal apparel into shoes and accessory markets
as well. Cato succeeds in its product span allowing it to hit multiple age segments as
well as apparel groupings. Cato and their brands market to nearly every age group, but
also to every body type, with sizes from petites and juniors to plus sizes. Cato currently
seeks to sell comparable quality clothing to that of mall brands while also keeping its
mid-line pricing. The product range for Cato specializes in casual clothing and
accessories such as costume jewelry and shoes allowing it to be a “one stop shop” for
customers.

Location
One of the largest cost that retailers have to overcome is paying for their
locations. In the chain retail industry, it is far more common for companies to lease
space in shopping malls or strip malls rather than owning the location. This is far easier
to close a location or move without having the worry of selling or maintaining the
property. Location demographics weigh heavily on the decision making of choosing a
new location. For example, heavy foot traffic in an area means nothing if the products
being sold are either thought of as too expensive or too cheap of quality to be
desirable. Cato currently operates out of 1,346 physical locations nationwide, 97% of
which are located in strip shopping centers and 3% in indoor malls. Due to the majority
of locations being based in strip malls, Cato receives lower operating costs, in respect to
its leasing purposes, as opposed to operating out of mainstream indoor malls. In
comparison to Ann Taylor, who currently has 1,030 stores and net operating leases of
$211,182,000; Cato stands at $65,330,000 (Cato 10K) (Ann Taylor 10K). “The Company
typically locates stores in strip shopping centers anchored by a national discounter,
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primarily Wal-Mart Supercenters, or market-dominant grocery stores. The Company’s
strip center locations provide ample parking and shopping convenience for its
customers” (CATO 10k). These locations are key to Cato’s success as a value brand in
the fact that their customers are already in area, making it far more convenient for their
customers. By linking onto larger chains they are able to increase exposure from the
extra foot traffic. This makes it more convenient for their customers to shop because of
the close proximity within their normal routine.

Competitive Analysis Overview
In order to gain a competitive advantage, retail stores must have cost leadership
and product differentiation so that they can remain competitive in the industry. Various
methods of cost leadership are used in retail including but not limited to: economies of
scale, cost-advantage strategies, and market share. These methods of cost leadership
allow us to depict that Cato is a price-taker relative to the industry. Our team has taken
into consideration product differentiation; which focuses on the customer's experience
by offering more attractive products than industry competitors. Although Cato is a
price-taker, they do take certain steps to have an advantage in the market. Examples of
this differentiation are as follows: lower cost products, medium quality, and store
convenience (Cato 10K). The company also implemented a new sourcing plant in Asia in
fall 2014, and “plans to replace the company's current sourcing agent with its new
overseas sourcing operation beginning in 2015” (Cato 10K).
We have taken the time to evaluate our competitive advantages against our
competitors. Ann Taylor’s competitive advantages include: High quality, massive
customer base, and extensive advertising scheme. The growth of fast fashion and value
fashion retailers and expansion of off-price retailers has shifted shopper expectations to
more affordable pricing of well-known brands and exacerbated the continued
promotional pressure (Morning Star). Ascena is a company with many subsidiaries,
which allows them to have a dominant market presence. Stated by David Jaffe, the CEO
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of Ascena: “The one thing we focus on is acquiring brands, not stores” (Wall Street,
2015). After this comment Mr. Jaffe talked about the 21% premium that Ascena paid
for the acquisition of Ann Taylor in May of 2015. Looking into the business scheme of
New York & Company we have concurred that they resemble Cato Corporations’ pricing
model the closest out of the four chosen competitors. They are both mid-line quality
and mid-value-priced companies; and offer many promotions and discounts as a
competitive incentive. All of these examples go along with the retail theme of apparel
being a constantly evolving competitive industry.
In relation to the competitors in the previous paragraph, Cato is lacking in
competitive strategy. The main attribute to their success lies in cost leadership, by low
manufacturing costs, and quick shutdown rates for non-profitable stores. They rent
every establishment, which allows them to have easy liquidation tactics for relocating
stores (Cato 10K). We qualified them as a low cost firm, because of their bulk buying
power along with their newly acquired overseas manufacturing facilities. Inventory is
allocated according to each individual stores sales, which aids in preventing stock-out
costs as well as excess inventories at stores that do not utilize them. Cato offers a
layaway program that caters to customer bases that most apparel stores overlook,
which gives them a specialized niche for lower income consumers (Cato 10K).

Conclusion
We have determined in our competitive analysis that when it comes to
competitive strategy, Cato is not leading the industry. They do not have a dominant
market share and also are less progressive than every competitor we have analyzed.
The main factor to their constant progress is the ample amount of consumers within
their market; along with the low cost manufacturing and strategic store positioning.
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Accounting Analysis
Key Accounting Policies
In addition to the analysis of the industry it is important to analyze the
accounting policies a firm uses to generate its financial statements. In doing so, one
can determine to what degree a company is transparent in reporting earnings,
expenses, future revenue, impairments, etc. Through GAAP, publicly traded companies
are given sets of rules and standards that are to be used when preparing financial
statements. Though GAAP sets some criteria, this does not mean all companies
explicitly follow such requirements.
GAAP standards can sometimes be interpreted lightly, which is why some
companies can be seen as either high or low disclosure companies. When a company
uses high disclosure, it is reporting all material information that would influence the
decision of whether or not to invest in the company. When a company is of low

disclosure, it is not releasing information that would prevent a person from making the
decision of investing. The policies we chose to analyze for the Cato Corporation are
separated into two classifications: Type One and Type Two.
For CATO, Type One accounting policies demonstrate the direct relationship to
the Key Success Factors in terms of how the company’s operations reflect them. The
Type One accounting policies include: economies of scale, inventory cost control,
Allowance for Doubtful Accounts, and differentiation.
Type Two accounting policies are those that may directly affect the value of the
firm. Type Two accounting policies to be discussed include: the measurement of
operating leases and the company’s employee benefit plans.
Type One Key Accounting Policies

Economies of Scale
Economies of scale, as per The Economist, are: “factors that cause the average
cost of producing something to fall as the volume of its output increases” (The
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Economist, 2008). Essentially, it is the outcome of lowering fixed costs when the
amount of units produced increases.
In an industry where large economies of scale exist, an apparel company must
be able to deliver products by using less inputs than its competitors, or deliver better
quality products at the same amount of inputs. In terms of the clothing industry, a
company can be seen as more efficient if it has greater fixed-asset ratios than its
competitors. The reason being is: the higher the ratio, the more efficient a company is
being in using the fixed to generate sales.

As seen in the chart above, the Cato Corporation and New York & Company
demonstrate the highest overall ratios. The fixed-asset ratio in this case can be used to
analyze whether or not the fixed assets in each company are being used to generate
sales. It can be assumed that the more vertically integrated companies (i.e. have their
own sourcing and manufacturing plants) are those that show higher ratios. While this
may be true, a fixed-asset ratio can be skewed by factors such as: rapid expansion
(which would increase the fixed-assets) or the age of the company (which would result
in lesser book values of the fixed-assets).
While keeping these factors in mind, this ratio can be used to show how much
revenue is created per dollar invested into their fixed assets. Cato’s higher ratio derives
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from the ability to have a lower Property Plant & Equipment amount than its
competitors.
This lower amount is a reflection of having only one distribution center and more
aggressive measures of closing unprofitable stores; any capitalization of building
improvements is then expensed.

Inventory Cost Control
As previously stated, the apparel industry is highly competitive where trends
change so rapidly that they cannot be predicted with certainty (Cato, 2015). Because of
this, inventory cost control is used to avoid unnecessary merchandising costs that can
derive from over-stocking or aggressive mark-downs on slow-selling merchandise (Cato,
2015). Cato’s cost control is a reflection of its in-house merchandising team and direct
sourcing functions. Each store uses a daily report that compares forecasted sales to
actual sales, then a weekly report is generated to monitor and control purchasing
orders. Cato uses this system to deliver at least one shipment per week to all of their
1,346 stores – this differs from the industry average which is a monthly delivery. This
system is also useful in forecasting sales because of the inconsistency throughout the
year.
Cato’s annual report states that they also use this system since their stores
typically generate a higher percentage of annual net sales in the 1 st and 2nd Quarters;
meaning the year-round estimates will not be a direct reflection of the year-round sales.
The shipments are being sent in smaller increments that contain more specific,
demand-driven products. By doing this, Cato can avoid the cost of delivering larger
shipments with more generic trends – and suffering a loss if the product is not sold.
The inventory models and direct sourcing methods also allow stores in different regions
(with different trends) to receive inventory at the same speed in which trends are
changed. The online inventory tracking system can also counteract the advantage of
cost control: because more inventory is being shipped on a weekly basis, freight costs
are higher. Though the Cato Corporation does not disclose of the explicit transportation
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costs, Cost of Goods Sold was $600.6 million, or 61.4% of retail sales for the 2014 fiscal
year and a consecutive $571.2 million, or 62.7% of retail sales in 2013, and $582.0
million, or 62.3% of retail sales, in fiscal 2012 (Cato, 2015).
Most of Cato’s competitors proved to be more efficient in terms of monitoring the
cost of sales: Ann Taylor’s Cost of Goods Sold as a percentage of sales did not rise
above 50% from the years 2010 through 2014, the Ascena Retail Group maintained a
consistent 44% during the same periods, and Chico’s experienced the highest
percentage of 46% within the last five years (ANN, 2014) (ASNA, 2014) (CHS, 2014).
This goes to show that though Cato may be cutting down production costs, the high
transportation costs do not give them the competitive advantage when compared to
their competitors. The Cato Corporation makes no mention of their efforts to make
their supply chain more efficient. In addition to the high cost derived from weekly
shipments to stores, Cato does disclose that it is not highly dependent on its vendors.
The Company’s largest vendor only accounts for 5% of the Company’s largest
purchases (Cato, 2015). This can be compared to Chico’s, whose largest vendor
accounted for approximately 24% of its purchases. By reducing the amount of vendors
a company uses, it does increase risk but also reduces freight costs through
consolidation (CHS, 2015).

Differentiation
As stated, differentiation is one of the measures we chose to analyze the Cato
Corporation and the apparel industry. As part of their differentiation strategy Cato is
offering a higher quality product at a cheaper price along with flexible delivery and
store convenience. Measures that can determine how well these factors are affecting
their profitability are as follows: same-store sales, new store openings, and sales per

square foot.
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Same-Store Sales
Same store sales percentages determine whether or not a company has to close
their stores that are not profitable. Because Cato believes that the strategic location of
their stores is what has kept them profitable; the same-store sales measure can be
seen as a direct correlation to measuring location performance. According to their 2014
10-K, “Retail sales increased by 7.4% ($977.9 million) in fiscal 2014 compared to
$910.5 million in fiscal 2013. The increase in retail sales in fiscal 2014 was largely
attributable to a same-store sales increase of 4% from fiscal 2013.” Closing stores that
have low same-store sales percentages shows that all locations are contributing to the
increase in sales. This method ensures that stores in highly populated areas do not
overshadow smaller locations. Cato does not disclose of how they calculate same-store
sales, though they do say that any stores that have been relocated or expanded are
only included if they have been open for more than 15 months.
New Store Openings
A number deriving from the same-store sales measure, is the amount of stores
that a company opens in a year. Below is a table showing the amount of stores that
were opened by year’s end. For the new store openings, Cato was compared to Ann
Taylor, Chico’s, and New York & Co; the Ascena Retail Group was not used for this
analysis due to its incomparability in terms of the amount of subsidiaries it owns. As
seen, inconsistencies exist within the apparel industry. Because of this, new store
openings are not the only measure that determines profitability, but it is a factor to take
into consideration if a company is consistently decreasing in size.
Cato

33

32

34

Ann Taylor

3

5

9

109

135

125

8

18

0

Chico’s
New York & Co
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Sales per Square Foot
As the last measure of differentiation, sales per square foot is used to determine
whether or not the differentiation efforts are being effective. Inventory trends are
evaluated on a weekly basis in hope that Cato can deliver products that are in higher
demand – a reflection of this claim would be efficient average store sales. As per the
chart below, the only year that the Cato Corporation experienced a negative average
sales-per square foot average was in 2013. The decrease in the 2013 average was in
large part the result of Cato closing 22 stores versus the 32 they opened.

Stores open at the end of year
Average sales per store
Average sales per sf

2014

2013

2012

2011

2010

1346

1320

1310

1288

1282

$730,000 $629,000 $722,000 $716,000 $716,000
$162

$154

$161

$162

$168

Chico’s uses the same metrics, but does not provide explicit numbers – instead,
they disclosed the increase of 4.5% of sales per square footage. Though Cato uses
certain methods to support their key success factors, the industry as a whole does not
follow the same measures. For example, Ann Taylor uses Average Dollars per

Transaction where their 2014 average was $74.97 per transaction.
Type Two Key Accounting Policies

Operating Leases
The operating lease obligations for Cato on average equaled to 41% of total
liabilities, because we restated the operating leases for the years 2010 through 2015.
The Cato Corporation operates mainly on leases and does not own its buildings, which
is common for the apparel industry. The large percentage of capitalization that should
be occurring goes to show that the company was understating its liabilities and
understating assets. To do this, we had to discount the payments over the useful lease
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years. Though some industries disclose of the rates, we found that companies in the
apparel industry do not. For Cato, their lease terms are five to ten year leases, how the
leases are stretched out, are determined upon the contractual agreement with the
landlord. Based on Cato’s 10K, they acknowledge that the operating leases are a part of
their “off-balance sheet arrangements.” The information disclosed and information that
was lacking goes to show that the Company knows they are operating at an advantage
by not capitalizing the leases.

Employee Benefit Plans
According to Forbes, in 2014 about 49% of surveyed Americans were not satisfied
with the benefit plans their employer was offering (Forbes, 2014). Defined benefit
plans are both useful to the company and to the employee when thinking about
retirement.
A pension plan gives a company a stream of future cash flows that are to be paid
out in equal installments to an employee – once he or she chooses to retire. Two main
types of pension plans exist: a defined-benefit plan, and a defined-contribution plan. A
defined-benefit plan will guarantee an employee with a set amount of installments upon
retirement. Defined-benefit plans are estimated with a rate that states for every period
the employee works there, the company will save the amount for when the employee
retires. Being able to estimate a proper amount based on the discount rate can directly
affect the company’s valuation. A smaller discount rate may overstate liabilities and
decrease the retained earnings; yet a greater discount rate may understate their actual
liabilities and can result in the lack of funding for their employees.
On the other hand, a defined-contribution plan is one where the company makes
(usually yearly) contributions for the employee, based on his or her contribution. In
other words, the company typically matches the amount that the employee contributes
(CNN, 2015). Cato uses a defined contribution plan, which allows any employee to
participate in their 401k-retirement program. Employees who participate are able to
contribute up to 60% of their annual income. Since Cato has chosen this plan, they are
required to make a minimum contribution to match the amount that the employee
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contributes. In fiscal year 2015, Cato paid 1.2 million to the employee’s contribution
plans. Any further contributions are at the discretion of the Board of Directors.
The industry overall is split between the defined benefit plan and the defined
contribution plans. Ann Taylor and New York & Company both use defined benefit plans,
while Chico’s and Ascena Retail both use contribution plans. The discount rates that
were used by Ann Taylor and New York & Company were 3.5% and 4.3% respectively.
These rates were derived based on expected future cash flows from the pension plans
and discounts them with the bond rate for that period. Whereas, Chico’s and Ascena
both us the contribution plans. One major difference between them and Cato is the
amount that is contributed by the companies. Chico’s contributed approximately $3
million dollars and Ascena contributed $8.8 million dollars, when Cato only contributed
$1.2 million. This is important in showing that Cato does not have as many employee
participating as their competitors.

Assess Degree of Accounting Flexibility
Accounting flexibility reflects the concords of the industry and the goals of the
firm's management. When determining the ability that the apparel industry has on
bending accounts in order to represent skewed information; we looked at things such
as operating leases, inventory markdowns, and allowance for doubtful accounts. GAAP
standards allow for estimation in the disclosure methods of firms. The disclosure
methods can be used in favor of the investors when the firms provide adequate
information. On the other hand, auditors can also misrepresent a firm's financial health.
In the next section we break down the apparel industry and Cato Corporation's
disclosure methods regarding goodwill, research and development, and operating
leases.

Actual Accounting Strategies
The accounting strategies that firm’s implement must comply with the Generally
Accepted Accounting Principles (GAAP). This ensures that guidelines are in place for
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every firm that operates in the United States. These guidelines do not adequately
protect against the skewing of data for reasons such as: attracting investors, deferring
taxes, or inflating net earnings. The two accounting strategies that we will be discussed
are aggressive and conservative. An aggressive approach focuses on maximizing firm
value through manipulative accounting strategies. A conservative approach focuses on
maximizing transparency and providing full disclosure. We will determine which out of
the two accounting strategies the firms follow within the next few paragraphs. Keeping
that in mind, we have analyzed Cato and its competitors in order to determine
misleading information and correct it within their financials.
The distortions allowed with GAAP accounting strategies make analysis difficult
when going throughout industries. These differences include but are not limited to
allowance for doubtful accounts receivable, reserves relating to workers’ compensation,
reserves for inventory markdowns, calculation of asset impairment, and shrinkage
accrual. For the apparel industry, we have determined that the accounting strategies
used are similar when dealing with many of the distortions listed above. The analysis
was based upon Cato’s accounting methods; compared to their competitors (Ascena,
Ann Taylor, Chico's Fashions, and New York & Company). Within the assessment of
Cato, we have found that the industry has high disclosure methods and conservative
reporting methods.

Amendments
When going through the 10k’s and 8k’s of the companies, over the most recent
five-year span, we noticed a very moderate amount of amendments. Once we noticed
the trend within Cato and their competitors; we looked more into Cato itself. Along with
the two of amended 10k’s that were found; they also adjust their operating lease
expenses and stated impairments. Stated in each of the five 10k’s “The most significant
accounting estimates inherent in the preparation of the Company’s financial statements
include the allowance for doubtful accounts, reserves relating to workers’ compensation,
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reserves for inventory markdowns, and shrinkage accrual” (Cato 10k). The firm
understands that their large amount of rent (due to the fact they they rent all retail
locations) will fluctuate as the company grows.

Goodwill
Goodwill is an intangible asset that is taken into account when purchasing
something. When the asset is acquired, if the purchase price is above book value, the
difference is labeled as goodwill. There are many reasons that companies buy things
with goodwill such as: customer base, company brand, or even competitive advantage.
In our industry we have not found any firm with goodwill impairments. This led us to
determine that Cato does not appear to have any goodwill impairment, because they do
not purchase anything and have not disclosed any goodwill on their brand. Cato rents
all of the buildings that they use. We have not found any Goodwill disclosed within their
financial statements. If any further impairments are found later in the evaluation, they
will be discussed in the following sections.

R&D
Research and development is when a firm spends money on certain things for
future benefits, like increased products and services. In the women’s fashion industry
this plays a very small role. Due to the lack of disclosure on R&D we have not found a
reason to restate it in their financials. It would have no effect on the valuation.

Operating Leases
When depicting whether or not the apparel is better defined as conservative or
aggressive; we had to restate the operating leases for the last 5 years. We determined
that the assets for each of the 5 years were understated by about 12 million, due to the
operating lease rights not being included in the previous statements. The capitalized
operating lease liabilities were also understated by about 12 million. The information in
the chart above depicts the restatements that were solely because of Cato’s operating
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leases. This allows us to see the minimal disclosure that they use when it comes to
operating leases. We have determined that they do this in order to make their liabilities
appear lower than actual.

Conclusion
Cato Corporation has a moderate accounting strategy compared to its competitors.
They disclose information that is required by GAAP and they are consistent with the
amount that they disclose. In the aspects of Research and Development and Goodwill;
Cato Corporation needs to be clearer that they do not have any. They do not disclose
any information that would lead us to believe that they have any. On the other hand,
they fail to clearly address the accounting policies with them. We have come to the
conclusion that the largest influence they use to distort financial information lies within
their operating leases. They attempt to be conservative in reporting operating leases,
possibly because the investors would see it as a large liability that they lease all of their
facilities.
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Quality of Disclosure
The quality of disclosure is an important part in evaluating a firm’s financial
situation. Companies have many tools that the managers can use to disclose the
information that they feel is material. The amount of information that a company
discloses can affect the valuation in a positive or a negative way. When a company
does not disclose enough material relating to their accounting procedures questions can
arise about their business activities.
In order to value the company accurately, our team of analysts will examine their
financial statements. Every company in the United States is required to abide by the
Generally Accepted Accounting Policies (GAAP), which are the base regulations for
accounting standards. Some companies decide to disclose the minimal amount of
information to satisfy GAAP. The importance of determining the level of disclosure in a
firm’s financial statements because it can lead to that firm leaving out relevant or
material information that could have occurred in that period. Managers and executives
can often have incentives based on the performance in a given period within the
financial statements. This is important because it can cause them to distort or skew the
information that gets reported on the financials. Not only will this affect the company,
but investors can be deceived to believe that the company is worth more than it
actually is. Creditors can also be mislead in deciding that the company is more credit
worthy than it really is. If the company honestly reports their financial statements
creditors and investors will be able to accurately evaluate the firm.
In Cato’s annual 10-K’s, they disclose a lot of information but most of the
information that is disclosed is not relevant when we were performing the evaluation.
For example, Cato stated to amount of Capital Operating Leases they have on record
for the next 5 years, but they did not mention the discount rate that was used to find
the present value of the future operating leases. As we analyzed the industry for
similarities, we found that each of the competitors in the industry did not disclose the
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discount rate either. The industry as a whole has a moderate level of disclosure in the
notes to each company’s financial statements.
Quality of Disclosure: Type One Key Accounting Policies

Quality of Disclosure: Economies of Scale
In the specialty apparel industry, Economies of scale is the idea of keeping costs
as low as possible. Establishing an economy of scale will determine how competitive the
company can be in the industry. If the company is unable to establish an economy of
scale, they will not be able to compete and be soon forced out of the industry. To
create an economy of scale, the real estate that is chosen is necessary in the specialty
apparel industry. Cato clearly states where they locate their stores and why they locate
them there in it’s 10-K’s.

Quality of Disclosure: Inventory Cost Control
In the notes on the financial statements that are in Cato’s 10-k, they do a
moderate job of disclosing details related to inventory cost control. Cato states that
they use a process to allow them to use smaller shipments of demand driven products
to minimize potential losses if the products do not sell. The products sent to each store
will be based on the trends in that stores region to ensure a demand for certain styles.
Since shipping costs were not disclosed, we found that Costs of Goods Sold were
approximately 61.4% of retail sales, whereas in the industry Costs of Goods Sold is
under 50% of retail sales. This could potentially mean that Cato is spending more on
transportation cost and that their net income is not as high as it could be.

Quality of Disclosure: Sales Performance
Throughout the 10K, the Cato Corporation does a relatively better job of disclosing
the information of sales-performance functions. For the yearly retail sales, Cato
discloses the percentages by which they have increased on a yearly basis. The Cato
Corporation also discloses information pertaining to the amount of stores that they open
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and close. Though the corporation shares the increase in percentage of same-store
sales, it does not relate the formula or method used to calculate this amount. In
comparison to the industry, Cato seems to be disclosing about the same amount of
information when measuring the sales performance. The quality of the information
provided is better than for the other accounting principles.
Quality of Disclosure: Type Two Key Accounting Policies

Quality of Disclosure: Operating Leases
Within the apparel industry, operating leases are very common and make up a
substantial amount of a company’s liabilities. Anything over 20% of liabilities is a
potential problem and means that the Income statement and balance sheet may be
overstated and the financials would need to be restated. In the case of evaluating Cato,
our group found that operating leases were approximately 41% liabilities. Before you
can restate a company’s financial statements for operating leases, a discount rate needs
to be found. Cato does not disclose the discount rate that is used, so our group needed
to derive it. We used the BofA Merrill Lynch Index for the formulations of Cato’s present
value factor.

Quality of Disclosure: Employee Benefit Plans
Like many of their benchmark competitors, Cato has a defined contribution plan
for its employees. The amount of information that is disclosed is relatively low. Since
this type of retirement plan is based upon how much the employee will contribute; Cato
fails to disclose what percentage that they will match of the employee contributions.
However, Cato does disclose that employees are able to contribute up to 60% of
their annual earnings. One thing that is disclosed in relation to their benefit plans is that
Cato as a company has contributed approximately 1.2 million over the last three years,
consecutively.
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Conclusion
Our team of analysts determines that Cato Corporation has a moderate or
medium quality level of disclosure in their financial statements. Cato discloses some
relevant data but not all the date an investor would need to make the corporation as
transparent as possible.
Potential “Red Flags”
Red Flags are items found on the financial statement that can raise the level of
concern for an investor either distortion or missing information due to management
strategies. In order for companies in the retail industry to avoid potential red flags,
companies must have transparent annual reports with a high amount of disclosure. The
fourth quarter statements are very important if you are trying to find potential Red
Flags. Companies are more likely to make adjustments in the fourth quarter to increase
the end of the year numbers. This makes the company appear that they are doing
better than they actually are to attract more investors. By comparing the third and
fourth quarters, you can determine if the company is writing-off accounts in order to
boost their fourth quarter and end of year numbers. This is an example of how a
company can boost certain accounts to appeal to investors. You would want to start by
examining the assets, including accounts receivable and inventory accounts in relation
to sales revenue. Liabilities are also important to focus on because it allows you to see
different management strategies in the retail industry.
After analyzing Cato’s Financials, there are some potential red flags that needed
further examination. After reviewing the January 2015 (Last quarter) financials with the
November 2014, the Merchandise inventories increased by about 10 million dollars as
well as cash and cash equivalent by 10 million. While the liabilities increased by 20
million. This is a management strategy to minimize expenses and there maximize
revenue reporting. This is a potential red flag because a large amount of liability is
being recorded during the last 3 months of the period indicating a manipulation by
management. Management significantly increases production during the 4th quarter to
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reduce the amount of fixed cost that will be expensed during the period. This strategy
used by Cato shows major improvements in in cash and inventory in order to take on
more liability than normal during the final quarter due to the recent change in our
manufacturing location.
Our team has noticed that Cato uses this strategy every year for the 4th quarter
to increase for their end of year numbers. This raises a red flag considering Ascena has
an increase in cash due to a decrease in inventories. Same-store sales are not only a
red flag for Cato, but their competitors as well. The companies don’t describe how they
calculate same-store sales in their financials, but they do disclose an amount. Samestore sales is a major determinant of showing profitability and growth for stores in the
apparel industry. “Comparing same stores sales lets investors and other analysts figure
out which sales are due to true growth of the store and which are due to new store
additions.” This allows companies to evaluate each store by their sales and helps
determine which stores are financially viable to continue operations.
According to the Cato 10K, they have off-balance sheet arrangements for
operating leases which is a cause for concern because they do not disclose how they
account for them. They do have contractual agreements, but the concern for investors
is why it is not disclosed. The information given (or not given) raises questions as to
why and where Cato accounts for the operating lease accounts. The account they have
set up is a rent account that doesn’t have the exact amounts paid for rent, instead it is
the estimated amount. Cato uses Tenant Improvement Allowances as a deferred rent
which is included in non-current liabilities and will eventually be amortized over the
lease term as a reduction of rent expense. The competitors of Cato do not have any
major off-balance sheet agreements that normally should be disclosed in the balance
sheet. The competitors in our industry show that Cato’s operating lease isn’t properly
being taken care of in the financials. The discount factors allow us to properly analyze
the present value of future cash flows. This is a red flag for not only Cato, but their
competitors as well. Cato and its competitors did not include a discount rate used in any
of their financials which makes it difficult to accurately estimate their present value of
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cash flows. Investors and analysts should be concerned considering they cannot
accurately find the present value for the firm today.

Conclusion
After thorough examination, our team soon found that Cato’s financial
statements are not as transparent as we once thought. Cato Management uses
strategies that may not deceive investors, but they do not include some financials that
are important for evaluating the company.
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Restated Balance Sheets
*In thousands
As Stated
2010
Current Assets:
Cash and cash equivalents
Short-term investments
Restricted cash and investments
Accounts receivable
Allowance For Doubful Accounts
Merchandise inventories
Deferred income taxes
Prepaid expenses
Total Current Assets
Property and equipment net
Noncurrent deferred income taxes
Cap OL Rights (net)
Accumulated Depreciation of Operating Lease Asset Rights
Net Operating Lease Asset Rights
Other assets
Total Assets
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable
Accrued expenses
Accrued bonus and benefits
Accrued income taxes
Total Current Liabilities
Cap OL Liability
Reduction of Lease Liability Amoritized
Net Liability Effect of Capitalized Operating Leases
Deffered Income taxes
Other noncurrent liabilities (primarily
deferred rent)
Commitments and contingencies

DR

CR

50385
147955
2575
43428
3274
118628
7812
3258
370767
102769
0

Restated
2010
50385
147955
2575
43428
3274
118628
7812
3258
370767
102769
0
133238

133238

Carryover

As Stated
2011

DR

CR

48630
181395
4826
42688
2985
132020
5001
3199
414774
99773
0
133238

132456
22206

7454
488990

7454
614228

7545
522092

103627
31615
22286
10940
168468

103627
31615
22286
10940
168468
133238

105526
35318
22841
11861
175546

133238

133238

132456
49336

133238

Restated
2011
48630
181395
4826
42688
2985
132020
5001
3199
414774
99773
0
132456
22206
110249
7545
632341

105526
35318
22841
11861
175546
132456
-49336
83119

4087

4087

5695

5695

17123

17123

15287

15287

Total Liabilites

189678

322916

196528

279647

Stockholders' Equity:
Preferred stock, $100 par value per share,
Class A common stock, $.033 par value per
Convertible Class B common stock, $.033
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income
Total Stockholders' Equity
Total Liabilities and Stockholders Equity

0
928
58
64706
225086
534
291312
480990

0
928
58
64706
225086
534
291312
614228

0
925
58
68537
255768
276
325564
522092

0
925
58
68537
282898
276
352694
632341

CATO EVALUATION

27130

44

As Stated
2012
Current Assets:
Cash and cash equivalents
Short-term investments
Restricted cash and investments
Accounts receivable
Allowance For Doubful Accounts
Merchandise inventories
Deferred income taxes
Prepaid expenses
Total Current Assets
Property and equipment net
Noncurrent deferred income taxes
Cap OL Rights (net)
Accumulated Depreciation of Operating Lease Asset Rights
Net Operating Lease Asset Rights
Other assets
Total Assets
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable
Accrued expenses
Accrued bonus and benefits
Accrued income taxes
Total Current Liabilities
Cap OL Liability
Reduction of Lease Liability Amoritized
Net Liability Effect of Capitalized Operating Leases
Deffered Income taxes
Other noncurrent liabilities (primarily
deferred rent)
Commitments and contingencies

DR

CR

34893
205771
5325
45386
2362
130382
3579
6158
429132
115445
0
154511
44282
6512
551039

94073
37584
10192
15144
156993
154511
101219
7887
19530

Restated
2012
34893
205771
5325
45386
2362
130382
3579
6158
429132
115445
0
154511
44282
110229
6512
661318

94073
37584
10192
15144
156993
154511
-101219
53292
7887
19530

0

Carryover

As Stated
2013

DR

CR

31069
157578
5999
42069
2053
140738
4631
10183
390214
134227
0
154511
44282
110229

171790
70034
8205
532646

99247
43773
2290
14292
159602
154511
-101219
53292

171790
162832
3330
24480

Restated
2013
31069
157578
5999
42069
2053
140738
4631
10183
390214
134227
0
171790
70034
101756
8205
634402

99247
43773
2290
14292
159602
171790
-162832
8959
3330
24480

171790
70034
101756

171790
-162832
8959

0

Total Liabilites

184410

237702

187412

196371

Stockholders' Equity:
Preferred stock, $100 par value per share,
Class A common stock, $.033 par value per
Convertible Class B common stock, $.033
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income
Total Stockholders' Equity
Total Liabilities and Stockholders Equity

0
914
58
72030
292741
936
366679
551089

0
914
58
72030
349678
936
423616
661318

0
918
58
76594
266843
821
345234
532646

0
918
58
76594
359640
821
438031
634402
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As Stated
2014
Current Assets:
Cash and cash equivalents
Short-term investments
Restricted cash and investments
Accounts receivable
Allowance For Doubful Accounts
Merchandise inventories
Deferred income taxes
Prepaid expenses
Total Current Assets
Property and equipment net
Noncurrent deferred income taxes
Cap OL Rights (net)
Accumulated Depreciation of Operating Lease Asset Rights
Net Operating Lease Asset Rights
Other assets
Total Assets
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable
Accrued expenses
Accrued bonus and benefits
Accrued income taxes
Total Current Liabilities
Cap OL Liability
Reduction of Lease Liability Amoritized
Net Liability Effect of Capitalized Operating Leases
Deffered Income taxes
Other noncurrent liabilities (primarily
deferred rent)
Commitments and contingencies

DR

CR

79427
161128
4701
40967
1743
150861
4720
6687
446748
141129
1373
201669
94576
7668
596918

Carryover

79427
161128
4701
40967
1743
150861
4720
6687
446748
141129
1373
201669
94576
107093
7668
704011

0
28678

111514
45763
4999
14855
177131
201669
-221140
-19470
0
28678

0

Total Liabilites
Stockholders' Equity:
Preferred stock, $100 par value per share,
Class A common stock, $.033 par value per
Convertible Class B common stock, $.033
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income
Total Stockholders' Equity
Total Liabilities and Stockholders Equity
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111514
45763
4999
14855
177131

Restated
2014

As Stated
2015

DR

CR

93946
162185
4479
42565
1542
137549
4291
10978
454451
135181
3363
201669
94576
107093

190968
119784
15283
608278

93946
162185
4479
42565
1542
137549
4291
10978
454451
135181
3363
190968
119784
71184
15283
679462

0
34179

111674
48404
19567
14256
193901
190968
-278673
-87705
0
34179

0

0

0

205809

186339

228080

137443

0
917
58
80463
308893
778
391109
596918

0
917
58
80463
435457
778
517673
704011

0
873
58
85029
293452
786
380198
608278

0
873
58
85029
452341
786
539087
676529

201669
221140

126564

111674
48404
19567
14256
193901

Restated
2015

201669
-221140
-19470

190968
278673

158889
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Restated Income Statements
*In thousands
As Stated
2010
REVENUES
Retail sales
Other income (principally finance charges,
late fees and layaway charges)
Total revenues
Gross Profit
COSTS AND EXPENSES, NET
Cost of goods sold (exclusive of
depreciation shown below)
Selling, general and administrative (exclusive
of depreciation shown below)
Depreciation of Capitalized Lease Asset Rights
Adjusted Operating Expenses
Operating income
Depreciation
Interest expense
Interest expense from lease
Interest and other income

DR

CR

Restated
2010

Carryover

As Stated
2011

DR

Restated
2011

CR

Carryover

845676

845676

913079

913079

12042
857718

12042
857718
295662

11606
924685

11606
924685
361423

562056

562056

563262

563262

227645

227645

250763

22572
53

22572
53

21822
37

-7218

-7218

-3971

195631
22206
217837
143586
21822
37
5796
-3971

Income before income taxes

52610

52610

92772

119902

Income tax expense

18976

18976

33921

33921

Net income

33634

33634

58851

85981

1.14
1.14
0.66

1.14
1.14
0.66

2.00
2.00
0.72

2.00
2.00
0.72

33,634
-296
33,338

33,634
-296
33,338

58,851
-258
58,593

85,981
-258
85,723

Basic earnings per share
Diluted earnings per share
Dividends per share
Comprehensive income:
Net income
Unrealized gain (loss)
Comprehensive income

5796

As Stated
2012
REVENUES
Retail sales
Other income (principally finance charges,
late fees and layaway charges)
Total revenues
Gross Profit
COSTS AND EXPENSES, NET
Cost of goods sold (exclusive of
depreciation shown below)
Selling, general and administrative (exclusive
of depreciation shown below)
Depreciation of Capitalized Lease Asset Rights
Adjusted Operating Expenses
Operating income
Depreciation
Interest expense
Interest expense from lease
Interest and other income

55132
22206

DR

CR

Restated
2012

Carryover

As Stated
2013

DR

CR

Restated
2013

920622

920622

933782

933782

10836
931458

10836
931458
357282

10266
944048

10266
944048
362087

574176

574176

581961

581961

244327

-3817

182039
22076
204115
153167
21825
21
5060
-3817

-3782

177693
25752
203445
158642
22455
116
5022
-3782

100271

130078

98971

134831

Income tax expense

35437

35437

37303

37303

Net income

64834

94641

61668

97528

2.21
2.21
0.88

2.21
2.21
0.88

2.11
2.11
2.98

2.11
2.11
2.98

64,834
660
65,494

94,641
660
95,301

61,668
-115
61,553

97,528
-115
97,413

Income before income taxes

Basic earnings per share
Diluted earnings per share
Dividends per share
Comprehensive income:
Net income
Unrealized gain (loss)
Comprehensive income
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238982

56943
22076

21825
21
5060

66634
25752

22455
116
5022

Carryover
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As Stated
2014
REVENUES
Retail sales
Other income (principally finance charges,
late fees and layaway charges)
Total revenues
Gross Profit
COSTS AND EXPENSES, NET
Cost of goods sold (exclusive of
depreciation shown below)
Selling, general and administrative (exclusive
of depreciation shown below)
Depreciation of Capitalized Lease Asset Rights
Adjusted Operating Expenses
Operating income
Depreciation
Interest expense
Interest expense from lease
Interest and other income

DR

CR

Restated
2014

Carryover

As Stated
2015

DR

CR

Restated
2015

910500

910500

977867

977867

9533
920033

9533
920033
348787

9047
986914

9047
986914
386345

571246

571246

600569

600569

276234

-3267

183231
24541
207772
141015
21825
75
4329
-3267

-3445

213215
25209
238424
147921
22026
57
5485
-3445

Income before income taxes

84286

118052

91473

123798

Income tax expense

29964

29964

30971

30971

Net income

54322

88088

60502

92827

1.86
1.86
0.20

1.86
1.86
0.20

2.15
2.15
1.20

2.15
2.15
1.20

54,322
-43
54,279

88,088
-43
88,045

60,502
8
60,510

8.00

Basic earnings per share
Diluted earnings per share
Dividends per share
Comprehensive income:
Net income
Unrealized gain (loss)
Comprehensive income

245868

62637
24541

21825
75
4329

63019
25209

22026
57
5485

*In thousands

Accounting Distortions: Operating Leases
Capital operating leases for Cato like its competitors Ann Taylor, Chico’s
Fashions, Ascena, and New York & Company, do not disclose their operating leases on
their balance sheets or income statements. In every company’s 10K it is disclosed how
much their operating leases are, however it does not state how they are capitalized. For
most retail stores operating leases are make up over 20% of total liabilities in Cato’s
case in the year 2010 with an estimated credit rating of A they have 41% of their
liabilities as leases.
In our analysis of Cato’s operating leases no discount rate was given in their 10K
nor was it given by any of their competitors 10Ks. We used standard bond rates from
each time period as the discount rate from the BofA Merrill Lynch Index Yields for the
formulation of Cato’s present value factor. These rates vary depending upon the risk
factor given to a firm for the sake of this analysis we used a credit rating of A and BB.
The credit rating of A gives the firm a smaller discount rate because it is less risky as
were a rating of BB may prove the firm is riskier but would also provide a greater
CATO EVALUATION
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return. Shown below are the financials for Cato if it had capitalized them in the years
they were used:
* In thousands
Year

2010 Discount Rate
Beginning Balance
2010 $
133,238.43
2011 $
83,902.30
2012 $
45,695.06
2013 $
20,087.79
2014 $
4,993.61
2015 $
118.83

Year
2011
2012
2013
2014
2015
2016

2011 Discount Rate
Beginning Balance
$
132,455.55
$
80,572.35
$
43,609.22
$
19,611.09
$
7,568.23
$
462.34

Year
2012
2013
2014
2015
2016
2017

2012 Discount Rate
Beginning Balance
$
154,511.47
$
92,899.09
$
53,114.31
$
28,063.53
$
10,773.59
$
1,146.73

Year
2013
2014
2015
2016
2017
2018
2019

2013 Discount Rate
Beginning Balance
$
171,790.42
$
113,482.54
$
73,242.30
$
43,403.01
$
23,224.76
$
11,486.03
$
5,814.48
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$
$
$
$
$
$

4.35%
Accrued Interest
5,795.87
3,649.75
1,987.73
873.82
217.22
5.17

$
$
$
$
$
$

Payment2
55,132.00
41,857.00
27,595.00
15,968.00
5,092.00
124.00

$
$
$
$
$
$

End Balance
83,902.30
45,695.06
20,087.79
4,993.61
118.83
(0.00)

$
$
$
$
$
$

3.82%
Accrued Interest
5,059.80
3,077.86
1,665.87
749.14
289.11
17.66

$
$
$
$
$
$

Payment
56,943.00
40,041.00
25,664.00
12,792.00
7,395.00
480.00

$
$
$
$
$
$

End Balance
80,572.35
43,609.22
19,611.09
7,568.23
462.34
(0.00)

$
$
$
$
$
$

3.25%
Accrued Interest
5,021.62
3,019.22
1,726.22
912.06
350.14
37.27

$
$
$
$
$
$

Payment
66,634.00
42,804.00
26,777.00
18,202.00
9,977.00
1,184.00

$
$
$
$
$
$

End Balance
92,899.09
53,114.31
28,063.53
10,773.59
1,146.73
(0.00)

$
$
$
$
$
$
$

2.52%
Accrued Interest
4,329.12
2,859.76
1,845.71
1,093.76
585.26
289.45
146.52

$
$
$
$
$
$
$

Payment
62,637.00
43,100.00
31,685.00
21,272.00
12,324.00
5,961.00
5,961.00

$
$
$
$
$
$
$

End Balance
113,482.54
73,242.30
43,403.01
23,224.76
11,486.03
5,814.48
0.00
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*In thousands
Year
2014
2015
2016
2017
2018
2019
2020
2021

2014 Discount Rate
Beginning Balance
$
201,669.17
$
144,135.57
$
98,264.06
$
64,116.84
$
41,742.82
$
27,507.22
$
18,583.09
$
9,416.21

Year
2015
2016
2017
2018
2019
2020
2021
2022

2015 Discount Rate
Beginning Balance
$
190,968.39
$
130,336.21
$
83,433.48
$
50,710.94
$
29,433.43
$
17,732.49
$
11,964.71
$
6,055.05

$
$
$
$
$
$
$
$

2.72%
Accrued Interest
5,485.40
3,920.49
2,672.78
1,743.98
1,135.40
748.20
505.46
256.12

$
$
$
$
$
$
$
$

2.46%
Accrued Interest
4,697.82
3,206.27
2,052.46
1,247.49
724.06
436.22
294.33
148.95

$
$
$
$
$
$
$
$

Payment
63,019.00
49,792.00
36,820.00
24,118.00
15,371.00
9,672.33
9,672.33
9,672.33

$
$
$
$
$
$
$
$

End Balance
144,135.57
98,264.06
64,116.84
41,742.82
27,507.22
18,583.09
9,416.21
-

$
$
$
$
$
$
$
$

Payment
65,330.00
50,109.00
34,775.00
22,525.00
12,425.00
6,204.00
6,204.00
6,204.00

$
$
$
$
$
$
$
$

End Balance
130,336.21
83,433.48
50,710.94
29,433.43
17,732.49
11,964.71
6,055.05
0.00

*In thousands
Cato Operating Leases
Credit A
Year
Rate
2010
4.35%
2011
3.82%
2012
3.25%
2013
2.52%
2014
2.72%
2015
2.46%

As Stated
Asset
Liab & Equity
$ 488,990.00 $
480,990.00
$ 522,092.00 $
522,092.00
$ 551,039.00 $
551,039.00
$ 532,646.00 $
532,646.00
$ 596,918.00 $
596,918.00
$ 608,278.00 $
608,278.00

OL Adjustments
$
133,238.43
$
110,249.15
$
110,229.14
$
101,756.18
$
107,093.44
$
71,184.01

Restated
Asset2
$ 679,462.01
$ 614,228.43
$ 632,341.15
$ 634,402.18
$ 704,011.44
$ 679,462.01

Liab & Equity
$ 679,462.01
$ 614,228.43
$ 632,341.15
$ 634,402.18
$ 704,011.44
$ 679,462.01

Cato Operating Leases
Credit BB
Year
Rate
2010
7.36%
2011
6.08%
2012
5.78%
2013
4.67%
2014
4.73%
2015
4.88%

As Stated
Asset
Liab & Equity
$ 488,990.00 $
488,990.00
$ 522,092.00 $
522,092.00
$ 551,039.00 $
551,039.00
$ 532,646.00 $
532,646.00
$ 596,918.00 $
596,918.00
$ 608,278.00 $
608,278.00

OL Adjustments
$
125,637.49
$
105,765.56
$
104,729.38
$
96,686.48
$
101,043.79
$
66,041.84

Restated
Asset2
$ 606,627.49
$ 627,857.56
$ 655,818.38
$ 629,332.48
$ 697,961.79
$ 674,319.84

Liab & Equity
$ 606,627.49
$ 627,857.56
$ 655,818.38
$ 629,332.48
$ 694,827.24
$ 670,160.44
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The restatements of Cato’s operating leases on the balance sheets cause an
increase to both assets and liabilities. As seen in the data above, the capitalized leases
for Cato cause on average an increase to assets and liabilities of 16.1% for credit A and
14.8% for credit BB. Retained earnings are also affected due to the changes in
operating income, which in turn changes the net incomes total. The trend of rates to
keep reducing each subsequent year could show a smaller risk for Cato in future
investing activities in regards to operating leases.

Financial analysis
In order to properly evaluate a firm in the apparel industry; we must look into
both a ratio analysis for the firm and it competitors, as well and their current and
potential cash flows for the forecasted future.
The following sections will demonstrate Cato and its competitors’ financial
standings through a cross-firm ratio analysis, future forecasting, and a cost of capital
analysis. The goal of this section is to gain a better understanding of the past
performance of the firm in relation to its competitors. The financial analysis also helps
to compare the benchmark companies to evaluate the health of the firm. These ratios
and trends can lead to a greater understanding of a company’s present performance in
relation to its past performance. When analyzing these firms, it is important to note that
not all of the firms we used for our analysis have reached their fiscal year end in the
time that this report is published; because of this some information was acquired from
quarterly reports and may not show a full picture. For example, where Cato, Ascena,
Ann Taylor, and Chico’s fashions have all produced their annual 10ks for 2015, New
York and Co. has only produced their 8k.
The information represented in the 8k will cause the company’s ratios to not be
fully representative in comparison to the benchmark companies so it has been ignored
for the sake of consistency. For this ratio analysis we have used the financials as stated
and restated with the credit rating (A).
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Liquidity and Operating Efficiency Ratios
Liquidity ratios are ratios that display how quickly a company can satisfy its debt
obligations. A firm's liquidity is characterized by how quickly they are able to liquidate
their assets. If a firm’s assets are not liquid, then the firm is at risk in a financial crisis of
being unable to cover their short-term debt.
Operating efficiency ratios show how quickly a company is able to generate
revenue through its products and services. These are essential in showing how good a
firm’s standing is in the marketplace and whether or not they are operating efficiently in
comparison to their competition. In the sections below our team of analysts will
examine Cato’s: current ratio, quick ratio, inventory turnover, inventory days, accounts
receivable turnover, accounts receivable days, and working capital turnover in
comparison to its competitors.

Current Ratio
The current ratio demonstrates a firm’s ability to cover its current short-term
liabilities with its current short term assets. This ratio enables outside sources to see
whether or not a company has brought on too much unrecoverable debt and may be at
risk. The current ratio is found by dividing the total current assets by the total current
liabilities.
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We observed that Cato’s current ratio in 2015 of 2.34 causing it to be greater
than the industry average of 1.72 as well as beating the industry leader, Ascena at
1.32. This means that for every one dollar in current liabilities Cato has $2.34 worth of
current and easily liquidatable assets to cover it.
The unique thing about the current numbers we have for Ascena in 2015, is the
fact that they did not stockpile assets and begin to pay off their liabilities in preparation
to purchase Ann Taylor. The current ratio would often show this by increasing because
of the increase in assets. Upon further inspection Ascena’s cash decreased heavily and
inventories increased by 46% and liabilities increased by $180.6 million from their
purchase of Charming Shoppes, Inc.
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Quick Asset Ratio
The quick asset ratio is very similar to the current ratio in the fact that it analyzes
the liquidity of the firm and its assets. Unlike the current ratio it disregards a firm's
inventories and any asset that is less liquid than inventories. Since assets that take
longer to liquidate than inventories cannot be quickly converted to cash they excluded
from this ratio. The quick asset ratio only takes into account those assets which can
readily be converted into cash such as cash, accounts receivable, and short-term
investments. This ratio is very useful in the event a firm may have to liquidate in the
event of something like the firm filing bankruptcy. This ratio is calculated by using order
of liquidity and in doing so anything less liquid than assets is then excluded which
includes deferred income taxes and prepaid expenses. The quick asset ratio is created
by dividing these more liquid assets by current liabilities.
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Cato’s quick asset ratio stays above the industry average over the 5-year fiscal
period. Ascena’s increase in illiquid assets such as inventory are more evident in this
ratio which shows its drop off in assets and an increase in its liabilities. Cato is in
second behind Chico’s fashions who is the industry leader out of all of our benchmark
companies.

Inventory turnover
Inventory turnover measures a firm’s ability to sell off its inventory throughout
the year. It is a representation of how often a company is able sell-offs its entire
inventory and how many cycles of sell-offs it has per fiscal year. A high ratio indicates a
company’s ability to efficiently manage its inventory while preventing stockpiling. This is
calculated by dividing the annual cost of goods sold by its respective inventory.
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The current leader in inventory turnover is New York and Co., but we believe
that is due to the fact that they use markdowns as a way to sell its inventories. This is
shown to effect its profits later on.

Days supply Inventory
Inventory turnover is an accurate representation on how marketable a firm is to
its consumers and also how well they understand their market and sales process. This
ratio represents how long it takes a firm to turn its inventory into revenue. This is the
first step in the cash to cash cycle. A firm that is able to turn over its inventory quickly
tends to not overproduce products as well as show that it is properly marketing its
products. A low inventory turnover ratio in the clothing industry points towards a firm
over producing goods and possibly not properly evaluating trends. In the trendfollowing clothing industry stagnant inventory often goes out of fashion seasonally,
making markdowns inevitable if the products cannot be sold which would leech profits.
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Cato’s weekly inventory monitoring system is theoretically sound, however in
practice we have noticed it still does not make them a leader in inventory supply
turnover. Their 84 days of inventory places it below New York and Company, Chico’s
Fashions, and Ann Taylor. The numbers also show a trend that makes a case for the
seasonality of merchandise in the clothing market.

Accounts Receivable Turnover
Accounts receivable turnover shows how effective a firm is at collecting its
accounts receivables and short term debts. Accounts receivables in the clothing and
goods industry is different in the fact that loans and contracts are not generally
available. The main channel for accounts receivable in these firms comes from layaway
credit which is not offered by all firms. Firms desire a high turnover because the
accounts generally do not gain much interest. This means there is no additional benefit
to maintaining them over a longer period of time. The firms in the clothing industry do
not depend heavily upon accounts receivable, because most sales are cash based.
Generally, in the clothing industry accounts receivable is used for financing such as
layaway but this is not offered at every firm such as Chico’s Fashions.
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Only four firms that we have chosen to use, including Cato, have an accounts
receivable account that creates a useful ratio. Chico’s is not included in this ratio,
because they do not use an accounts receivable account. Cato, Ascena, New York and
Co., and Ann Taylor all have a usable range of data, meaning that they are active in
pursuing their debt. Cato stands out in this ratio, due to the fact that they have (from
year to year) the second lowest turnover ratio which peaks at 23.19. In comparison to
the lowest by Ann Taylor’s 94.90, New York and Co.’s 98.04 and the lowest being
Ascena, which bottoms at 11.87. Our team of analysts can only assume Cato’s turnover
is so low, because of the low income level associated with Cato’s customer base. This
could affect the payback period substantially. This is not the most useful ratio in the
ratio analysis because it does not heavily affect firms in the industry. It is however
useful to see how efficient a firm is at collecting outstanding debts.

Days Sales Outstanding
In the same manner that day's supply inventory is an extension of inventory
turnover, days sales outstanding expands upon accounts receivable turnover. This ratio
states the amount of time that it takes for a firm to collect their debt and is the second
step in the cash to cash cycle. Just like days-supply of inventory, a lower number is
preferred because it shows the length of time the firm takes to collect its debt, showing
its effectiveness. This ratio is found by dividing the yearly 365-day period by the
accounts receivable turnover which will give the amount of days it takes the firm in
question to collect and turn its receivables into cash.
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As is evident the data shown above Cato is second to last in the collection of its
receivables amongst its competitors. However, amongst the four firms that utilize
accounts receivable Cato is right around the average for its industry. In analyzing this it
could be seen that Ascena is the slowest to recover its receivables due to the size of its
corporate structure. Cato may be slow to recover due to the income status of its
customer base who may have a more difficult time in paying off their debt.

Cash to Cash Cycle
The amount of time it takes for a firm to sell off its inventories and collect its
receivables that occurred for the sales in question, is called its cash to cash cycle. As
the final step in the cycle the smaller the number presented the better.
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This operating ratio helps to better explain and aid in liquidity ratios especially
the current ratio because it shows how liquid the company's inventories are. This
formula is a summation between the days supply of inventory and the days sales
outstanding.

Cato’s cash to cash cycle remains slightly above the industry average throughout
the 5-year period that is being analyzed. It is believed by our team that Cato is within
average due to the offset caused by Ascena. Ascena’s size makes it difficult for them to
have operating ratios that make it a leader.

Working Capital Turnover
Working capital is an effective value for showing the health of a firm by
subtracting current liabilities from current assets. Expanding upon this, working capital
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turnover shows how well the company uses its working capital to create revenue. Since
this is a value generating ratio meaning for each increment it increases value increases,
a firm would want this to be as high as possible. This ratio is calculated by dividing the
firm’s total revenues by its working capital. If this ratio is low it may show that the firm
does not effectively use capital to create revenue.

As seen in the visuals shown above, a sharp spike in growth occurred in 2012 for
four out of the five firms. The year 2012 showed an abnormally large sales growth
percentage, which would cause a large offset in sales and a lower balance of
inventories leading to a distortion of the working capital turnover. It is unclear however
what caused this large sales increase, evidence would point towards the presidential
election cycle which is known to have an economic effect (Vasel, 2012). Cato
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experienced an increase of 0.52 between 2012 and 2013 which shortly declined
thereafter.

Liquidity Analysis Conclusion
As a firm Cato has managed to stay consistent throughout the past 5 years and
has managed to avoid any potential downturns. Its operational efficiency ratios show
that even though Cato may not lead its industry, it has managed to stay efficient and
has a competitive set of figure in the industry. We believe that Cato would benefit
greatly from a greater control over its cost of goods sold in order to help increase its
inventory turnover and decrease day supply inventory. Overall this would help Cato
decrease its cash to cash cycle helping the firm with greater liquidity.

Profitability Ratios
After we analyzed the firm’s liquidity and operating ratios we moved on to each
firm’s profitability ratios. Profitability ratios display how well a firm can efficiently
generate revenue. We analyzed each firm using 6 different ratios: gross profit margin,
operating profit margin, net profit margin, asset turnover, return on assets, and return
on equity. For each of these ratios listed a the higher the ratio for the company the
more stable and well off they are. As each of these ratios rises the firm shows greater
efficiency. As an aside New York and Co. has been removed from: Operating profit
margin, Net profit margin, Return on Equity, and Return on Asset ratios because it is an
outlier.
Gross Profit Margin
Gross profit is calculated by subtracting cost of goods sold from revenue, this
shows the profit that a firm generates after the taking away the costs of selling and
manufacturing the product. By dividing gross profit by revenues we can see what
percentage of revenues are profits. The higher this ratio the greater the control a firm
demonstrates over managing costs in order to achieve greater profits.
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Cato currently is operating below the industry average of 42.36%, which tells us
that its ability to manage its cost of goods sold is higher than average. The clothing
industry relies heavily upon being able to produce goods for cheaper rates than
competitors while maintaining a standard of quality. This is often a reason that many
companies manufacture overseas. As an industry average margins have remained
stable over the past five years without any serious downturns. New York and Co. is
currently an outlier in the industry for having the lowest profit margin with an average
of 25.7% over the past 5 years. We have made the assumption that this low gross
profit margin is caused by NYC’s heavy reliance upon sales and markdowns to sell their
products.
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Operating Profit Margin
Operating profit margin is similar to gross profit margin in its calculation,
however, it takes into account the expenses that a company encounters during
production. These expenses include selling, administrative, and any other expenses that
occur during the production of the products. The higher this ratio is, the greater the
profits the firm has to take care of any other further expenses that may occur.

Operating profit margins for Cato were one of the few margins among its
competitors that remain positive for each year. This shows that Cato is properly
managing its overhead costs per product. Cato currently has the highest margin
amongst its competitors and its similar margins from year to year help show its stability.
Upon restating Cato’s operating leases we noticed that its operating profit margin rose
due to Cato’s low interest rates which caused its operating expenses to remain low.
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Net Profit Margin
Net profit margin includes all expenses and gains or losses a firm has
experienced over the period. Net profit margin is found by dividing net income by total
revenue. A high net profit margin equates to a firm efficiently managing its expenses as
well its external gains and losses. If a firm has a high net profit margin those gains are
passed down to investor due to increases in revenues helping to increase the firm's
value as a whole.
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The restatement of Cato’s operating leases substantially raise its net profit
margin from what is originally stated on their as stated financials. In relation to their
competitors as stated it is not an applicable comparison, but it is helpful to understand
how the proper amortization of their leases affect their ratios. By using Cato’s as stated
NPM we see that they are current industry leader and have been so for 4 out of 5 years
only dipping below Chico’s in 2013. This is likely attributable to the large dividend of
$2.25 p/s that Cato paid out in 2012. During the restatements we discovered the NPM
grew due to the small operating expenses causing net income to increase.

Asset Turnover
Asset turnover is the measure of how efficient a firm is at using the value of its
assets in order to produce revenue. If a firm is able to manage its assets correctly it
should have a high ratio. It is important to note that this ratio is not based on profits,
but rather revenues. The higher the ratio, the more efficient the company is using the
assets that could have been acquired through debt or equity.
This ratio is also important in evaluating whether or not the company will be
using the assets efficiently in the future. This fact can help determine whether or not a
potential investor will see the company as efficient in comparison to the market. This
ratio is found by net sales divided by total assets.
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For Cato the ratio has slowly been decreasing within the last six years. Though
the company has shown a decline, its ratio is still higher than two of the benchmark
companies. Cato’s asset turnover ratio is still relatively within the market average. Since
the restatement of Cato’s operating leases helped raise the total asset account the
turnover ratio shows a decrease from the as stated. This could be common for each of
the firms in the industry who do not amortize their leases.

Return on Assets
The return on assets (ROA) is the net income generated per dollar of total
assets. ROA is found by dividing the current year’s net income by the previous year’s
total asset balance. This is an indicator of how profitable a company can be relative to
its total assets. The ROA allows us to see how efficient management is at using the
firm’s assets to contribute to growing income.
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Cato is the current industry leader in ROA and has been the leader four out of
five years only being elapsed by Ann Taylor in 2013. The industry remains to be
relatively constant with a slight decrease over the past few years. By having a higher
ratio than our competitors, Cato shows an effective use of its assets.

Return on Equity
The return on equity (ROE) is important when comparing company’s to each
other. ROE helps measure a company’s profitability by showing how much profit a
company generates from the money that the shareholder’s invested. To get the return
on equity, you must divide the amount of net income by the amount of stockholder’s
equity. The problem with using this ratio is that management can manipulate some
numbers in order to make the company appear better to investor. Management can
also manipulate the ratio in order to potentially receive a bonus for numbers that have
met the goal of the company.
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Cato is the second largest company when comparing the ROE of the industry.
Over the past 5 years Cato has been declining, but has yet to fall under the industry
average. Ann Taylor increased the first 2 years, which was opposite of the industry. But
in the later years, it decreased along with other companies in the industry. Cato has a
good ROE over the period, but the decrease each year can be concerning to an investor
or analyst.
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Internal Growth Rate
A good measure for long-term financial planning is the internal growth rate. This
rate measures the rate at which a company can grow without having to finance
activities through debt. The internal growth rate for Cato and its benchmark companies
was found by taking each company’s retained earnings and dividing it by the total
assets. Two things to note are: The Internal Growth Rate is not affected by the market
or economic notion; it is a firm-specific measure.

For Cato, their internal growth rate has not been consistent within the last six
years; it has experienced different growths and has also decreased in within the last
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two years. Because of this lack of growth, an investor can conclude that maybe at one
point or another, Cato will have to turn to external financing in order to sustain future
growth. In order for Cato to grow without having to take on more debt, it would have
to reinvest more into the company, increase their return on equity, or decrease their
debt-to-equity ratio. While keeping this in mind, it is also important to observe the
internal growth rates of the benchmark companies; here we see that the competitors
experience the same volatility that Cato has delivered.

Sustainable Growth Rate
Similar to the Internal Growth Rate, the sustainable growth rate (SGR) is the
maximum a firm can grow without financing through more debt or equity. SGR can be
calculated by dividing Return on Equity by (1- dividend-payout ratio). The sustainable
growth rate only depends on the plowback rate of the firm along with the ROE. The
graph below shows the companies that we have analyzed as well as their averages or
the firm and industry.
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The industry each year has a significant fall in the SGR in 2014. This trend is
relevant to the companies that have dividends except Ann Taylor. Ascena and New York
& Co. have no dividend payouts; Therefore they will not have a SGR because they have
no plowback ratio. Cato is last when compared to the companies that have dividends.
Maximizing the sustainable growth rate is beneficial to shareholders because it prevents
shareholder return from being diluted by a decreasing debt-to-equity ratio.

Profitability Ratios Conclusion
After evaluating Cato’s profitability ratios we have come to find that it is
performing effectively in its industry. Currently its position marks a strong standing in
its ability to turn a profit and effectively use its resources. We believe that if Cato
maintains its current practices it will be able to hold its position as a successful firm.
Capital Structure Ratios
The capital structure of a company allows us to see how it’s financing their
operations. By effectively analyzing a firm’s capital structure our team allowed is to
determine where certain portions of their funding is coming from. Our team decided to
start with the debt to equity ratio because it is an important accounting concept that
shows where our funding is placed in the company to determine the amount of
leverage Cato has compared to the industry.
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Debt to equity Ratio
A major concept in accounting is that assets must equal liabilities plus total
equity. The result allows us to measure the firm’s total liabilities with their stockholder’s
equity. If a firm has a higher ratio mean, then a company uses more debt to finance
the assets. The debt to equity ratio has two major outliers above the industry
benchmarks. This results in a lower amount of equity in the company. The Second,
Companies that sell for the cost of operations. Higher quality items will have to take on
and larger amount of debt.

New York and Co. has the highest ratio in the industry and is well known for their
high quality as well as their brand name items sold at discounted prices. Cato Remains
relatively constant at an average ratio of .6 during the previous 5 years and has a
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similar trend with competitors. Overall, Cato is not financing too much debt for its
amount of assets. Cato is the most stable of all their benchmark firms.
Altman’s Z-score
The Altman’s Z-score is used to measure the riskiness of a firm by assessing
multiple financial ratios into a single score. This score can help determine the risk
associated with a company as well as the probability of bankruptcy. After analyzing
Cato and their competitors, the average z-score in the industry is around 4, making the
firms contained within stable.
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The higher the z-score, the less likely a firm is to enter bankruptcy. Any number
below two has a higher probability to become bankrupt, a score of three or higher is
considered to be stable. The z-score influences the interest rate that a creditor may
give a firm based on the amount of risk. During our research, we analyzed that the
companies in the industry and found that Ascena has been underperforming and is the
riskiest firm out of our benchmarks. Cato’s average in during the five years are
consistently around four. The current and restated ratios of Cato have a difference that
is greater than one starting in 2010, the credit rating of the company could possibly be
affected leading to a less favorable credit rating. Between 2010 and 2013, the restated
ratios were less than the stated, but the restated ratios surpassed to the stated amount
to increase the credit rating of Cato. Cato appears and expects to increase their credit
rating now in in the future.
Conclusion
After evaluating the capital structure of the industry, our team found that Cato is
slightly above the industry average. The capital structure of Cato is good when
compared to other companies, because the firm's numbers remain relatively constant.
Being relatively constant provides a steady risk for investors who invest in the company.
Financial Forecasting
Introduction
Forecasting of a firm’s financial statements is an essential portion of the
valuation process of any business. Forecasting shows us what the firm’s financial
statements will look like in the future. We realize as analysts that the forecasted
information is not always accurate, since we used educated guess to derive our
forecasts. The period of time that the financial statements are forecasted for will also
reflect the accuracy of the data since we are using historical trends to determine the
forecast. Therefore, a shorter forecasting period will result in more accurate data and a
longer forecasting period will result in less accurate data. Our group of analysts decided
to forecast out the common sized income statement, balance sheet, and statement of
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cash flows so that we can rationalize what we did and how we did it, in an
understandable way. Based on our assumptions and historical data, we have
determined that a ten-year forecasting period will give us the highest level of accuracy
for Cato Corporations financial statements.
Income Statement
The First step in the forecasting process of a company’s financial statements is to
forecast the Income Statement. This provides rational assumptions to forecast out the
Balance Sheet and Statement of Cash Flows. Before forecasting any financial
statements, it is important to look at historical data, the economy, and any of the
company’s future predictions. When we were creating the forecasted financial
statements for Cato, the first and most important account was their sales growth. The
apparel industry is a highly volatile and is very difficult to predict the growth of a
company. Looking back at the historical data that we have collected for the past 6 years,
Cato’s sales growth has had a range from -2.5% to 7.3%. With such little reasoning as
to why the company had a -2.5% sales growth in 2014, we as analysts determined that
Cato could sufficiently grow at 4.5% for the next few years and eventually stabilize at
5.5% by 2019 and sustain that growth through 2025.
Our team common sized the Income Statement to measure each line item as a
percentage of total sales in a given year. Common sizing the income statement allows
us too easily depict trends within the company. The gross profit margin for Cato over
the years was increasing year after year. Since we were going to continue this trend,
the gross profit margin rose from 39% in 2016 to 42% by 2025. Subsequently, the
operating profit margin as well as the net profit margin for Cato’s forecasted income
statement followed a similar trend of a 3% growth over the 10-year period. The net
profit margin that our analysts forecasted could change very rapidly depending on tax
rates. The information we used from the forecasted income statement will also be used
in forecasting, not only the annual dividends from the statement of cash flows, but the
balance sheet as well.
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Dividends
The Cato Corporation has issued quarterly dividends every year since the late
1980’s. Based on the last six years of data, we noticed that the dividend payout ratio
has fluctuated from 36% to 56% of Net Income except for the years 2013 and 2014
which were 141% and 10% respectively. In both of these years Cato does not disclose
why they were so far outside the traditional range. We suspect that it was caused by a
large repurchasing of shares of the company’s common stock. Assuming the number of
shares will not change dramatically over the next 10 years. We determined that the
best way to forecast future dividends would be to use the dividend payout ratio of their
historical data. This means we believe Cato will steadily increase its dividends to 60% of
Net Income by year 2019 and maintain it for the years thereafter.
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Forecasted Income Statement and Common Size Income Statement
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Balance Sheet
When forecasting a company’s balance sheet it is important to forecast the total
assets first. We ran a historical average of the past 5 years to forecast out Cato’s total
assets. This will give us a growth rate so we can forecast out the next 10 years of total
assets. After looking at the average growth of total assets, Cato’s total assets were
growing at 4.46% per year. We determined that this was a normal growth rate and
continued the forecasting of total assets with this percentage.
After we forecasted out the full balance sheet, we made a common size balance
sheet to easily depict trends within our historical data and our forecasted data. Cato’s
current assets seemed to be falling over the past 5 years while the non-current assets
seem to be rising. The current assets are steady at about 75% of total assets and
decreasing, while non-current assets are about 25% of total assets and increasing. This
is mainly because of the new stores they are opening year after year. We do not expect
Cato to slow down the number of stores they are opening so we continued a similar
forecast pattern for current and non-current assets.
After we forecasted out the left side of Cato’s balance sheet, we need to forecast
out the liabilities and shareholder’s equity sections. We knew that to find the total
shareholder’s equity, the account starts with the previous years retained earnings
adding in the current year’s net income, and subtracting the current year’s dividends
that were paid. Knowing that balance sheets have to balance, we were able to derive
Cato’s total liabilities from the ending balance in their shareholder’s equity.

CATO EVALUATION

79

Forecasted Balance Sheet (as-stated and Common size)
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Statement of Cash Flows
The last step in the forecasting process is to project the statement of cash flows.
Of all the financial statements, the statement of cash flows has to be the most difficult.
In our valuation of Cato, we only used two of the three sections: cash flows from
operation (CFFO) and cash flows from investing activities (CFFO). Due to the volatile
nature of the statement of cash flows, we used three different metrics within the
statement: CFFO/Sales, CFFO/Operating Income, and CFFO/Net Income. Once we
computed these ratios and analyzed them, we determined that the CFFO/Sales was the
most stable and that it would provide us with the most accurate forecast. Using Cato’s
historical data shows that the CFFO/Sales has fluctuated just a few percent from 9%12%.
We decided to grow the ratio to 14% by year 2018 and continue it for the years
thereafter. We expect that the Cash flows from operating activities for 2016 to be
$125,986,000 and grow to $170,510,000 by 2025. Next we began to forecast the cash
flows from investing activities (CFFI). In order to do this, we would need to evaluate
how our capital expenditures (CAPEX) are affected by sales and CFFI. We were able to
analyze this by creating percentages for both CAPEX/Sales and CAPEX/CFFI. We
anticipate that Cato’s capital expenditures to grow from $(30,635,000) in 2016 to
$(37,019,000) in 2025. In addition to that, we expect Cato’s cash flows from investing
activities to increase from $(19,150,000) in 2016 to $(23,141,000).
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Forecasted Statement of Cash Flows
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Cost of Capital Estimation
In order to evaluate the entire cost of capital for Cato Corporation our team had
to first discount the forecasts and value asset performance. In our research we have
determined that the use of the Weighted Average Cost of Capital is necessary. This
weighted average will help us to understand the average cost of a firm when gaining
capital from debt and equity sources. The cost of capital depicts, to a certain extent, if
the firm is undervalued or overvalued depending on whether it is relatively high or low.
Once we analyze and complete the weighted average cost of capital (WACC) our team
of analysts will be closer to a decision on the bases of whether the firm is undervalued
or overvalued.
Cost of Debt
The cost of debt is directly correlated with the risk of the firm. Each firm has an
effective rate that they pay on their current debt. This requires taking into account the
current and non-current interest bearing liabilities. However, the debts that do not
accrue interest are left out because they are not reflected as financial liabilities. In
order to calculate the weighted average cost of debt for Cato Corporation we adjusted
our balance sheet and found related interest rates for all liabilities.

In Thousands
Current Liabilities
Current Maturities of Long-term Debt
Capital Lease Obligations
Compensations and Benefits
Total Current Liabilities

2015
$ 193,901.00
$
$
14,612.00
$ 19,567.00
$ 228,080.00

Long-Term Debt
Cap OL Liability
Total Long Term Debt

$
$ 190,968.39
$ 190,968.39

Total Liabilities

$
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419,048.39

Weight
46%
0%
3%
5%
54%

Rate Weighted Rate Source
0.95%
0.4396% 2015 10K
0.95%
2015 10K
1.20%
0.0418% 2015 10K
0.23%
0.0107% 2015 10K

0% 1.85%
46% 1.20%
46%
100%

2015 10K
0.5469% 2015 10K

1.0390%

83

According to the research we found in the 2015 10k, total long-term liabilities are
equal to $190,968,390. We then calculated each rate based upon relative interest
bearing liabilities. Cato Corporation did not disclose the rates; therefore we used
discretion based upon similar (benchmark) firms.

The cost of debt will equal the

weighted average of the interest bearing liabilities. This resulted in weighted average
rate of 1.0390%
Cost of Equity
When determining how to analyze the cost of equity we must take multiple
things into consideration. The bases of our considerations were chosen upon The
Capital Asset Pricing Model (CAPM). This refers to the rate of return that shareholders
require when investing equity into a firm. The risk they take directly corresponds to the
expected return of the firm’s stock. The actual formula is stated below:
Cost of Equity = Risk-Free Return + Firm Beta * (Market Return – Risk-Free
Return)
We were able to find the beta and the market return from stock and index prices.
We then used the St. Louis Fed website to find an equivalent risk free rate. For the risk
free rate we found the 10 year treasury rate of 2.06%. The market index used was the
historical returns of The S&P 500. The beta was calculated by using 25 regressions in
order to find the optimal regression set. All of the regressions were found to be
extremely similar and did not have a very wide spread.

The market return was set at

9% due to information gathered of the current market. We separated regression
periods using 10 years, 7 years, 2 years, and 3-month treasury rates. This is portrayed
below and has allowed us to be confident that our team used the prime beta and
overall regression.
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20 Year Regression
Time
(Months)
72
60
48
36
24

Beta
0.91
0.99
1.15
1.40
1.37

Beta
Lower
Bound
0.54
0.52
0.55
0.69
0.53

Beta
Upper
Bound
1.28
1.45
1.74
2.10
2.21

Adjusted
Market
R
Size
Risk
Risk-Free
Squared Premium Premium
Rate
24%
23%
24%
30%
32%

3%
3%
3%
3%
3%

9%
9%
9%
9%
9%

2.06%
2.06%
2.06%
2.06%
2.06%

Ke (%)
13%
14%
15%
17%
17%

Ke Lower
Bound (%)

Ke Upper
Bound
(%)

10%
9%
10%
11%
10%

16%
18%
20%
24%
25%

Ke Lower
Bound (%)

Ke Upper
Bound
(%)

10 Years Regression
Time
(Months)

Beta

Beta
Lower
Bound

Beta
Upper
Bound

Adjusted
Market
R
Size
Risk
Risk-Free
Squared Premium Premium
Rate

Ke (%)

72

0.91

0.54

1.28

24%

3%

9%

2.06%

13%

10%

16%

60
48
36
24

0.99
1.18
1.40
1.41

0.53
0.66
0.69
0.56

1.45
1.71
2.11
2.26

23%
29%
30%
32%

3%
3%
3%
3%

9%
9%
9%
9%

2.06%
2.06%
2.06%
2.06%

14%
15%
17%
17%

10%
11%
11%
10%

18%
20%
24%
25%

Ke Lower
Bound (%)

Ke Upper
Bound
(%)

7 Years Regression
Time
(Months)

Beta

Beta
Lower
Bound

Beta
Upper
Bound

Adjusted
Market
R
Size
Risk
Risk-Free
Squared Premium Premium
Rate

Ke (%)

72

0.91

0.54

1.28

24%

3%

9%

2.06%

13%

10%

16%

60
48
36
24

0.98
1.17
1.39
1.47

0.52
0.65
0.68
0.63

1.44
1.69
2.09
2.30

23%
29%
30%
33%

3%
3%
3%
3%

9%
9%
9%
9%

2.06%
2.06%
2.06%
2.06%

14%
15%
17%
18%

9%
11%
11%
10%

18%
20%
24%
25%

2 Years Regression
Time
(Months)
72
60
48
36
24

Beta
Lower
Beta
Bound
0.91
0.54
0.98
0.52
1.17
0.64
1.37
0.67
1.45
0.62
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Beta
Adjusted
Market
Ke Upper
Upper
R
Size
Risk
Risk-Free
Ke Lower Bound
Bound Squared Premium Premium
Rate
Ke (%) Bound (%)
(%)
1.28
24%
3%
9%
2.06%
13%
10%
16%
1.44
23%
3%
9%
2.06%
14%
9%
18%
1.69
29%
3%
9%
2.06%
15%
11%
20%
2.08
30%
3%
9%
2.06%
17%
11%
23%
2.29
33%
3%
9%
2.06%
18%
10%
25%
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3 Months Regression
Time
(Months)
72
60
48
36
24

Beta
Lower
Beta
Bound
0.91
0.54
1.00
0.54
1.17
0.65
1.37
0.67
1.37
0.53

Beta
Adjusted
Market
Ke Upper
Upper
R
Size
Risk
Risk-Free
Ke Lower Bound
Bound Squared Premium Premium
Rate
Ke (%) Bound (%)
(%)
1.28
24%
3%
9%
2.06%
13%
10%
16%
1.46
99%
3%
9%
2.06%
14%
10%
18%
1.69
118%
3%
9%
2.06%
15%
11%
20%
2.07
140%
3%
9%
2.06%
17%
11%
23%
2.21
141%
3%
9%
2.06%
17%
10%
25%

After reviewing the regressions our team made the decision that the 7-year
treasury over 24 months provided the best explanation. We chose this because the only
other regressions with higher explanatory power (Adjusted R^2) were located in the 3month regression, which quite volatile. The range of explanatory power in the 3 month
regressions were from 24%-141%, whereas the 7- year regression deviated from 24%33%.

Regression Risk Table
Beta
Systematic Risk
Non-Systematic Risk

72
60
48
36
24
Months Months Months Months Months
0.91
0.98
1.17
0.01
1.47
24%
23%
29%
30%
33%
76%
77%
71%
70%
67%

We understand that leaves quite a bit of firm specific risk to evaluate; but it is
the steadiest rate when looking at all regressions, which leads us to believe that the 3month regressions hold market error. Our team also took into high consideration that
the beta according to Yahoo Finance is 1.37. From our regression tables we were able
to conclude that the actual beta should be closer to the 7-year 24-month beta, 1.47.
This has led us to find that the Cato Corporation has a quite low (33%) systematic risk.
This aided us in coming to our conclusion that 67% of the risk associated with Cato
Corporation is non-systematic, therefore firm specific. Therefore, a high amount (67%)
of the volatility experienced by investors and the firm is firm specific. The CAPM also
provided a cost of equity of 2.8%, with an upper bound of 2.77%, and a lower bound
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of 2.84%. The 95% confidence interval depicts to the investors that there is a high
probability that they will earn between 2.77% - 2.84% on their equity.
Backdoor Cost of Equity
The backdoor cost of equity method is a different option when calculating the
cost of equity by using the price to book ratio. This method uses the price to book ratio,
return on equity, and growth of equity instead of the CAPM model. The formula is as
follows:
Price/Book = 1 + (ROE – Ke)/(Ke – g)
(The table below depicts Cato Corporations backdoor cost of capital.)

Backdoor Cost of Equity
P/B
Growth Rate
ROE

2.77%
4.88%
7.49%

5.82%

The price to book ratio represents the market price divided by the firm’s actual
price. The Return on Equity simply stands for the average return on equity. Ke stands
for the cost of capital. The g represents the growth rate of the firm. As previously
stated, we have adjusted the financial statements of Cato Corporation to reflect proper
values in order to compute the correct backdoor cost of equity.

Weighted Average Cost of Capital
To compute and analyze a firms Weighted Average Cost of Capital we must first
understand what it represents. The formula is a standard to measure the weighted
average return that the firm is expected to make so that it can pay the capital investors
of both equity and debt. It is also referred to as the cost of asset financing, including
debt and equity.
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We separated the formula so that our team could comprehend the actual
meaning behind each piece. The formula is as follows:
WACC = (Equity / Total Capital) * Cost of Equity + (Debt / Total Capital) *
Cost of Debt * (1 - Tax Rate)
The above formula multiplies the weights of the market value of equity and debt
to the total market value of the firm by the corresponding costs of debt and equity. All
of the values produced are then added so that we can estimate the weighted average
cost of capital.

Weighted Average Cost of Capital
Market Value Liability
Market Value Equity
Market Value of Firm

Amount
193,901
380,198
574,099

Weight
34%
66%
100%

Weight*
Rate
Rate
1.039%
0.351%
2.85%
1.887%

WACC BT/AT

22.380% WACC Before Taxes
14.55% WACC After Taxes
Above is the table that we used in calculating Cato Corporations WAACC. When
finding the weight of equity, we had to first find the market value. We did this by taking
the number of shares outstanding and multiplying them by the closing price. Cato
Corporation had 27,918,209 shares outstanding as of January 31, 2015 according to the
2015 10-K and a closing price of $39 on September 6, 2015. This depicted that the
implied value of equity was $1,088,810,151.
We then searched throughout the 10-K for the market values of the interest
bearing debt, which was $276,300,000 Then we added the market value of the
liabilities with the market value of equity in order to determine the market value of Cato
Corporation. The market value came out to be $1,365,110,151. We then compared the
weights of total liabilities to total equity in order to see how well Cato held the value of
its equity. We did this also to see the equity compared to the amount of debt. We found
the weight of equity to be 80% and the weight of liabilities to be 20%. This depicts that
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Cato holds high equity compared to debt. Finally, finding the WAACC required our team
to multiply the weight of the liabilities by the cost of debt. Then the weight of equity
was multiplied by the cost of equity. We then found the WAACC before taxes to be
23.38% and the WAACC after taxes to be 14.5.

Method of Comparables
Comparables are frequently utilized by analysts in determining the value of a firm.
This method prices firm value by using a comparison of the firm's results of various
ratios to that of the competition. Although these are common methods of valuating
firms, there are weaknesses associated with each method that we will see as we
compute them. Another important factor is the possibility of negative values and share
prices that will distort either a portion or the whole method. Some of the methods may
be inconsistent with one another due to certain distortion that can occur. To valuate
Cato’s share price, we will use the stock price observed on December 1, 2015. We will
have a 10% zone that will be our “safety range”.
Therefore, Cato’s stock price of $39.70 will have a lower limit of $35.73 and an
upper limit of $43.67. If any method exceeds the lower limit it will suggest that Cato is
overvalued. If any value exceeds the upper limit the method will suggest that Cato is
undervalued. The data that we will use for Cato and its competitors were gathered from
a combination of the 10-K’s, Y-Charts, and NASDAQ. It is vital that we understand that
these methods will only include the direct competitors we have previously chosen and
Cato Corporation. The final consideration that we will take into account is the effect that
any outliers place on the methods. We will either omit them for better accuracy or use
them in recognition that the outlying firm or firms represent a large portion of the
industry.
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Price to Earnings (Trailing Twelve Months)
The trailing price to earnings ratio is calculated using the past four quarters, or
year, of the earnings per share (EPS) and the current share price (PPS). This method
usually gives more reliable results, but do to the negative EPS’s associated with Cato’s
competitors this method is highly skewed. The firm’s value was calculated by
multiplying the industry average P/E and multiplying it by PKG's EPS.

Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

PPS
$39.70
$12.16
$11.78
$2.08

Trailing P/E
EPS
P/E Trailing Industry Avg.
2.3
17.26
25.81
-0.06
-202.67
-1.46
-8.07
-0.33
-6.30

CATO Corp.
$59.35

This table depicts that Cato is undervalued, because of the low average multiple.
The model stock price of $59.35 is extremely out of normal range. The high volatility of
these results tell our team of analysts that this is not a reliable or accurate assumption
for Cato Corporation. This is directly dependent upon historical information, with no
future input accounted for. These results are not viable when making investment
decisions with Cato Corporation or its competitors.

Price to Earnings (Forward)
The Price to earnings Forward Ratio is similar to the Trailing P/E Ratio in the way
that it uses forecasted information to calculate the earnings price. The main difference
is that it uses forward forecasting methods to calculating the PPS. The fact that is uses
future estimations makes this method highly dependent upon the accuracy of the
forecasting. This is a better example of what the price should be due to the fact that it
does not utilize any negative EPS’s. To account for the possible distortions of this
forward forecasting method we used the Y-charts of our competitors and Cato.
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Forward P/E (12/1/2015)
PPS
EPS
Forward P/EIndustry Avg.CATO Corporation
$39.70
2.30
17.26
7.14
16.43
$12.16
5.29
$11.78
5.12
$2.08
0.90

Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

The average forecasted P/E of Cato’s competitors was calculated at 7.14. Thus,
with Cato having a multiple equal to 16.43 we can conclude that with the forward price
to earnings method Cato is suggested to be overvalued. This method regarding future
growth and profitability has proven to provide a more dependable stock valuation than
the trailing P/E.

Dividend Payout Method
This method analyses each firm by taking the dividends per share and dividing
them by the price per share in order to compare how they relate to one another. After
allocating all of the information we found that two of our competitors do not pay
dividends. This is an inherent fatal flaw in this method of valuating the fir, because we
cannot accurately depict an average. The industry average was computed and found to
be 1.39%. Although, we will not take this method into heavy weight when deciding
whether Cato is undervalued or overvalued because of the two out of four firms that do
not have dividends.

Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.
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Dividend to Price (Dividend Yield) (12/1/2015)
Dividend
Price
Dividend Yield Industry Avg. CATO Corporation
$1.20
$39.70
3.02%
1.39%
$86.14
$0.31
$12.16
2.55%
$0.00
$11.78
0%
$0.00
$2.08
0%
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Looking at the table above we decided to account for several firms in the apparel
industry that do not distribute dividends by including Ascena and New York & Company.
This skewed our dividend average quite a lot lower than the industry average would
have been otherwise. We believe that this is still not a highly reliable source when
depicting whether or not Cato is undervalued or overvalued. With that being stated, our
analytical opinion is that this method is useful in understanding that not all companies
in this industry operate the same way.
This ties back to core competencies of each individual firm more than a direct
industry comparison. The fact that Cato’s dividends are significantly higher than any
other competitor we have analyzed suggests that the firm is again, overvalued. This
method will be taken into consideration when deciding how Cato is valuated, because
most of the industry does not distribute dividends and if they do they are smaller.

The P.E.G Multiple
This formula uses the P/E ratio and a 5-year forecasted growth rate of the
earnings per share. The formula is shown below:
(Price/Earnings) / (1-Year ahead Earnings Growth Rate) = P.E.G
This ratio is comparable to the P/E ratio except that we also include the EPS
growth model in order to see a longer term pricing estimate. If the growth rates are
higher it will result in a lower P.E.G ratio, assuming everything else remains the same.
Firms with lower P.E.G are suggested to be undervalued and vice versa for high P.E.G
ratios. Our firm computed this ratio by multiplying the average P.E.G ratio of Cato’s
industry competitors by their 5-year EPS Growth Rate.

Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.
CATO EVALUATION

P.E.G.

P.E.G.
Industry Avg. CATO Corporation
7.50
7.68
$40.62
7.25
6.40
9.57
92

The industry average as depicted above came out to be 7.68. Cato has a slightly
lower P.E.G than the industry average mainly due to the excessively high P.E.G of New
York & Company. This makes the industry average slightly skewed, but if we remove
NY & Co. from the formula it gives a more reasonable result of 7.05. With this
adjustment we can conclude that, according to this model, Cato is overvalued by most
of the industry (excluding the outlier). This method will be taken into consideration
when making our final analyst opinion.

Price to Book Ratio
This ratio simply takes the shares outstanding and the market cap so that we are
able to compare the reliability of the stock price. The formula is as follows:
((Market Cap/(CS outstanding-PS Outstanding)/Market Price))

Price to Book Ratio (P/B)
Company
Book Value per Share Price
P/B
CATO Corporation
$39.67
$39.70
Chicos Fashions
$11.00
$12.16
Ascena
$11.78
$11.78
New York & Co.
$2.11
$2.08

Industry Avg. CATO Corp. PPS
1.00
1.02
$40.59
1.11
1.00
0.99

This allows us to see the distortions of the market compared to what the book
value should be. As you can tell from the graph above, there are very few minor
distortions. This ratio will not be highly relied upon when making any valuation decision,
because of the near direct similarity of the market to book pricing.
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Price to EBITDA
This method is comparable to the price to earnings ratio, except it does not
include the interest, taxes, depreciation or amortization. The main reason this is a good
method is so that we can compare similar firms with different amounts of liabilities and
debts. To calculate the formula, a company’s stock price is divided by their earnings
before interest, taxes, depreciation and amortization.

Price to EBITDA
Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

Market Cap (thousands)
$
1,107,596
$
1,695,120
$
2,298,270
$
134,126

EBITDA (thousands) Price/EBITDA Industry Avg. CATO Corporation
$
147,921
7.49
5.94
31.45
$
116,141
14.60
$
230,800
9.96
-$
16,169
-8.30

The table above shows that the industry average is 5.94, but is highly distorted
by negative earnings New York & Company. Therefore, we will omit the average that
includes NY & Co. By doing so it changes the industry average to the following table:

Price to EBITDA
Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

Market Cap (thousands)
$
1,107,596
$
1,695,120
$
2,298,270
$
134,126

EBITDA (thousands) Price/EBITDA Industry Avg. CATO Corporation
$
147,921
7.49
10.68
56.59
$
116,141
14.60
$
230,800
9.96
-$
16,169
-8.30

This method now depicts a more reliable ratio. The industry average P/EBITDA is
3.19 higher than Cato Corporation which suggest that Cato is overvalued.
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Price to Free Cash Flows
This method of Price/FCF helps us to determine the valuation of Cato Corporation
by comparing the price per share by the free cash flows.
Cash flow from operations-capital expenditures = free cash flow
The lower the P/FCF per share generally suggests that the company has been
undervalued and that the stock price should increase with time. The lower the ratio is
also is directly related to the lower priced stock. The main way that this method can be
distorted if by the firms manipulating their free cash flows. Our team also recognizes
that New York & Company may again be an outlier due to their negative balance of free
cash flows.
Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

Price to Free Cash Flow
Mkt. Cap (Thousands) FCF (Thousands) P/FCF
$
1,107,596 $
88,558.00
$
1,695,120 $ 162,666.00
$
2,298,270 $ 112,220.00
$
134,126 -$
14,527.00

Industry Avg. CATO Corporation
12.51
8.54
$27.10
10.42
20.48
-9.23

The table above depicts that the industry average is 8.54 for, but as we analyzed
the deviation between Cato and each competitor, we could see that they are
significantly different. This high variance does not allow for an accurate/reliable result
when deciding whether or not Cato is under or overvalued. We will however take this
into consideration, accounting for the wide spread of P/FCF, and take this to suggest
that Cato is overvalued.

Enterprise Value/EBITDA
The Enterprise value to EBITDA method is valuable because it uses the actual
value of each firms operations. We used the sum of the market value of the liabilities
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and equity, then subtracting the cash equivalents and the investments of the firm. The
formula for EV is as follows:
EV = Market Value of Equity + Value Liabilities – (Cash and Financial
Investments)
When looking at this table it is important to keep in mind that using EBITDA is
considered a Non-GAAP accounting method.

Company
CATO Corporation
Chicos Fashions
Ascena
New York & Co.

EV (Thousands)
1,009,171
1,561,769
2,173,670
77,074

EV to EBITDA
EBITDA (Thousands) EV/EBITDA Industry Avg. CATO Corporation
$
147,921
6.82
9.90
$35.77
$
116,141
13.45
$
230,800
9.42
-$
16,169
-4.77

Overall, a company’s enterprise value multiple values a company better than
price to earnings ratio because the changes in their capital structure does not affect the
calculation. As depicted by the table above, taking out NY & Co. eliminates the large
variation due to the negative value. Cato’s EV/EBITDA is substantially lower than the
industry average. Thus, making the price $35.77. This is on verge of our lower safety
zone, which is $35.73. This suggests that Cato is slightly overvalued.

Conclusion
The fact that many of these methods contained fatal flaws leads our team of
analysts to be skeptical of the results. We do believe that the information in each of
these methods are valuable for use in determining the value of Cato Corporation. We
will take into consideration each of the mistakes due to negative values and outlying
firms and make an educated decision on how each of these distortions effects the
overall conclusion of the methods.
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Conclusion
Measure
Trailing P/E
Forward P/E
Dividends/Price
P.E.G.
Price/Book
Price/EBITDA
Price/FCF
EV/EBITDA
General Conclusion

Results
Undervalued
Overvalued
Fairly Valued
Fairly Valued
Fairly Valued
Overvalued
Overvalued
Fairly Valued
Slightly Overvalued

PPS
$59.35
$16.43
$43.07
$40.59
$40.62
$31.45
$27.10
$35.77
$36.80

In the table above you can see the summary of all the methods our team did so
that we could attempt to determine the value of Cato. After reviewing the high level of
inconsistency within the methods we have decided to not simply use the 10% error
method. We have decided not to use the Trailing P/E or the Dividend to Price method,
because of the improbable distortions including negative values and lack of dividend
distribution. With those taken out of the equation it is clear to see that the more reliable
methods suggest that Cato Corporation is overvalued. We believe that these results
(omitting Trailing P/E) support our educated conclusion that we are developing, Cato is
an overvalued stock.

Intrinsic Valuation Models
Intrinsic Valuation Models make sure that the analyst forecast out the future
performance measures of the firm and to discount them back to present value with an
appropriate cost of capital. Since there are multiple estimations within these models,
they have a high degree of uncertainty. These Models include The Discounted Dividends
Model, Discounted Free Cash Flows, Residual Income Model and the Long Run Residual
Income Model.
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Discounted Dividend Model
The Discounted Dividend Model (DDM) is one of the more popular models that is
used when the valuation of a company. The model represents the present value of the
firm based on the forecasted future cash flows or futures dividends. In theory, this
model is one of the more stable models that can be used to value a firm. It has also
been proven in practice to be one of the highest flawed or incorrect valuation models.
One way to prove this is that the model does not work for firms that do not pay
dividends.
In addition, the model does not account for firms that are growing and that are
providing value within the market price of their stock rather than paying cash dividends.
Another flaw that the model has built into it, is that the model includes the terminal
value of a perpetuity for the future cash flows at some point in the future. This is a flaw
because there is a higher degree of uncertainty that these cash flows will actually occur
at that point in time. Overall, the Discounted Dividend model can be used to only
determine what portion of the market price of a share is represented by future
dividends. When we were using the Discounted Dividends Model for Cato Corporation,
the first thing we used was the forecasted dividends to find the forecasted dividends
per share (DPS) for the next 10 years, leaving the number of shares outstanding
constant. Next, we needed to predict a terminal value of DPS for years 11 and beyond.
Once we found the terminal value of DPS, we could find the present value of that
perpetuity by discounting it back in time by the cost of equity that we derived. Now that
we have a present value for the forecasted future DPS perpetuity, we can find a model
price by summing the present value of years 1-10 DPS with the present value of the
year 11 perpetuity. A time consistent price must be derived since our valuation date for
Cato Corporation was November 1, 2015. The time consistent price can be found by
multiplying the model price by the cost of equity and the future value factor to grow it
to the valuation date. Now that we have found all the necessary pieces, the time
consistent price shows that dividends make up $13.48 of the total market price of a
share.
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The table above shows the sensitivity analysis of the the Discounted Dividends
Model. This chart is a summary of our finding showing that that if we were to only use
the Discounted Dividends Model to value Cato Corporation, the firm would be
tremendously over-valued.

Discounted Free Cash Flows
Using the same formulas set up defined by the discounted dividend model, a firms
financial standing can be determined by the discounted free cash flow model (DFCF).
Free cash flows (FCF) can be found by subtracting capital expenditures from operating
cash flows. These cash flows allow the company to invest in itself without the use of
additional equity or liabilities.
By using forecasted financials and discounting the FCF our analysts are able to
gain a reasonable vision for the future, in tern allowing predicting stock prices. However,
the DFCF model is still not a perfect model for predicting or analyzing what a firm’s
stock price should be. The problem with this model is that capital expenses are difficult
to predict for a firm. Much in the way of discounted dividends, as the WACC for a
company increases it causes a negative effect on the firm. Its opposition as an
increased perpetual growth rate would raise the price of a firm. In order to use the
DFCF we used our previously forecasted values for Cato’s and using further expanding
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and shrinking growth rates. In doing so we are able to see how heavily the WACC will
effect the firm’s stock values. Utilizing our previously calculated WACC for Cato of
17.9% we discount the FCF from the stated years 1-10, after which we grow at the
determined perpetuity.
By adding the sums of these two values together we are able to establish the
market value of Cato’s assets. Taking the market value of these assets we subtract
the book value of debt only since Cato does not release preferred stock in order to
achieve the market balance for equity. We do this assuming the balance sheets balance.

Residual Income Model
The residual income model is a measure that determines whether a company’s
earnings are meeting the cost of equity capital. The residual income is primarily used to
determine the intrinsic value and internal corporate performance, and is calculated by
using the forecasted cash flows of a company. What differentiates residual income
from net income is the economic profit that a company arrives at after subtracting the
cost of capital.
For this model, we multiplied the initial book value of equity (2015) by the initial
backdoor cost of equity; this creates a benchmark for the forecasted values. The
backdoor cost of equity was a better measurement in Cato’s residual income model
because of the high amount of firm-specific risk.
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A backdoor cost of equity uses the price to book ratio instead of the CAPM model
to calculate a result that does not take into account the systematic risk and focuses on
the diversifiable risk. To calculate residual income, the annual normal income
(benchmark net income) was subtracted from the forecasted net income. To account
for the time value of money, the residual income was then discounted to a present
value.
The Residual Income Model is important because it allows for near-term
predictions of income performance and is not as unreliable as long-term speculations. A
negative residual income destroys shareholder wealth because the return on equity is
less than the cost of capital being used.
In order to achieve equilibrium and bring residual income to zero, we used a
growth rate of (-40%); a steady growth rate of (-30%) was not used because the
apparel industry is generally more fast paced and therefore needs a higher growth rate.
The values calculated were then discounted by a practical range of costs of equity and
perpetuity growth rates to measure the value of the stock. These measures allowed us
to see if the stock was over-valued or undervalued.

According to the chart above, at a 10% confidence interval, the company’s stock
is overvalued. To estimate a model price that would be fair or undervalued we used the
same growth rates but decreased the cost of equity to 4%. The decrease in cost of
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equity shows that for Cato’s stock to be fairly priced, the company would have to either
decrease the cost of equity they are using, or generate enough earnings that would
validate the cost of equity that is being allocated. (The chart below shows what the
changes were when the cost of equity was decreased to 4%)

After calculating the time consistent price at the initial cost of equity and (-40%)
growth rate, we found that 47% of Cato’s stock was derived from the current book
value of equity and 44% was derived from the present value of the year by year
residual income – leaving 9% attributable to the terminal value of the perpetuity. The
9% in terminal value of the perpetuity shows that the company is very optimistic in
future growth which leaves high uncertainty since growth rates are not likely to be
correct when estimated at a 10-year span.

Long Run Residual Income Model
The long run residual income model is based off of the same concept used in the
residual income model and uses the function shown below:

MVE = BVE0 + BVE0*(1+(ROE – Ke)/(Ke-g))
To compute the values for the model we used a baseline Ke of 13.71%, growth
rate of (-40%), and an ROE of 14.38%.
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The tables below show the results of the model while holding these factors
constant.

This model determines the market value of equity by taking the initial BVe and
makes it dependent upon an ROE and a perpetuity growth rate instead of a forecast.
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The long run residual income model supports the outcome given by the residual income
model: the stock is highly over-priced.
This model tests the sensitivity while holding different factors constant; these
factors are good indicators of what effect a change in growth rate, ROE, or cost of
equity will have on the price. After each sensitivity analysis was completed, it is clear
Cato is over-valued.

Final Recommendation
As a result of running the four valuation models above, we have found the
company to be over-valued. Our team of analysts has examined all parts of Cato
Corporation including their benchmark competitors to find a baseline for the women’s
fashion industry. After completing our team’s extensive analysis, we have discovered
many flaws that overall suggest that Cato is an overvalued investment. We recommend
that any current shareholders sell their shares in order to avoid future losses. The
market could soon reflect our final determination of Cato Corporations true position
relating to the stock price.
Valuation Model

Conclusion

Discounted Dividends Model

Over Valued

Free Cash Flows Model

Over Valued

Residual Income Model

Over Valued

Long Run Residual Income Model

Over Valued

Overall
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