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Executive Summary
Recommendation: Sell (Overvalued)

Executive Industry Analysis
Kimball International is a manufacturer focused on delivering design-driven,
high-quality furniture items. Kimball’s sales derive from mainly commercial relationships
such as hospitals, offices, assortments of commercial buildings. Sales predominantly
take place within the United States, however manufacturing takes place across the
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world in places such as Canada and parts of Asia. Kimball competes with three main
competitors: Steelcase Inc., Knoll Inc., and Herman Miller. These three companies are
all exceptional benchmarks due to their similarities in corporate structure and business
strategies. Overall, the commercial furniture industry operates around a 1.3 Billion
dollar market capitalization. Growth in the industry is generally established and is
typically stagnant.

Five Forces
The Five Forces analysis a way for a company to gauge the structure of
competition within their industry. Each force is ranked high, mixed, or low based on the
industry climate.
Rivalry among existing firms in the furniture business is high due to many
different factors. The furniture industry has low switching costs due to high price
competition, which allows consumers to move from company to company without
paying high switching costs; thus making increasing the rivalry between firms. The
need for differentiation in the industry allows companies to gain and take customers
from other firms with innovative products and concepts.
Threat of new entrants is low because the firms within the furniture industry
have learned economies of scale, which has allowed them to hold off new entrants
because of their size and ability to lower costs. The threat of new entrants is also low
due to the industry having a relatively high learning curve, which allows them to
distance themselves from potential entrants. The threat of substitutes is low for the
industry as well because of the sheer size of the companies and the necessity for
furniture. The companies within the industry are all established companies with loyal
customers, which makes substitute products difficult to match the quality and efficiency
that the firms have already established.
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The bargaining power of customers in the furniture industry is mixed. The highly
differentiated products and the large quantity number of buyers within the industry
make for less bargaining power to buyers, but the low switching costs and high
volumes per customers within the industry allow for more bargaining power to
customers.
The firms within the furniture industry hold the bargaining power over their
suppliers. Firms have a low switching cost with suppliers, high volume orders, and a
vast array of raw materials needed. This allows them to switch suppliers after pricing
conflicts without any addition financial penalties.

Executive Summary of Accounting Analysis
Another important factor to look at when valuing a company is their accounting
practices. The accounting policies a company has in place can affect the value of the
firm. Companies may attempt to disclose the least amount of information possible,
which would make the company harder to value. These accounting policies are split
between two different types, which are called Type I and Type II. Type I accounting
policies are of key success factors and Type II items are related to asset and liability
items, such as goodwill and operating leases.
Kimball’s Type I accounting policies include lower input costs, efficient
production, low-cost distribution, and fewer dollars spent on R&D/brand
advertising. With these considered, compared to the industry Kimball has a low level of
disclosure.
Kimball’s Type II accounting policies include goodwill, pensions/post-retirement
benefits, operating leases, and capital leases. The numbers were all within the
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guidelines and are not material in nature. For these reasons, Kimball’s financial
statements do not need restating.

Executive Summary of Financial Analysis
The third step of our valuation process was the financial analysis. The financial
analysis is made up of three parts: the ratio analysis, the forecasted financials, and the
estimation of the weighted average cost of capital (WACC) which derives from the
calculation of the cost of debt and the cost of equity. The financial analysis is run in
three steps because the forecasted financials rely on the ratio analysis and the WACC is
dependent on the forecasted information.
In order to gain an understanding of the liquidity, operating efficiency,
profitability, and capital structure of Kimball International and how they have fared
within their industry, we started with the financial ratio analysis. The liquidity ratios
consisted of the current ratio and quick ratio; these ratios allow us to see if Kimball is
capable of paying their short-term debt with their liquid assets. Following the liquidity
ratios were the operating efficiency ratios of the industry. This consisted of the
inventory turnover, accounts receivable turnover, working capital turnover, days’ supply
inventory, days sales outstanding, and the cash to cash cycle. These ratios help us to
better understand how each firm manages their operations from when the product is
completed to when they receive payment for their services. In our valuation of Kimball
International, we found that the liquidity and operating efficiency ratios for Kimball
were slightly above the industry average, and are stabilizing.
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Operating Efficiency Ratio

Performance

Trend

Working Capital Turnover

Below

Stabilizing

Inventory Turnover

Below

Stabilizing

Days' Supply Inventory

Above

Stabilizing

Accounts Receivable Turnover

Below

Stabilizing

Days' Sales Outstanding

Above

Stabilizing

Cash to Cash Cycle

Above

Stabilizing

Overall

Above

Stabilizing

The next category is the profitability ratios. Profitability ratios compare the
revenues and sales to the expenses that a firm accrues over a period of time. These
ratios provide key information to investors on the firm’s ability to generate profit. The
profitability ratios used in our analysis are as follows: gross profit margin, operating
profit margin, net profit margin, asset turnover, return on assets, return on equity,
internal growth rate, and sustainable growth rate.

11

Profitability Ratio

Performance

Trend

Gross Profit Margin

Below

Upward

Operating Profit Margin

Below

Upward

Net Profit Margin

Average

Stabilizing

Asset Turnover

Below

Downward

Return On Assets

Below

Upward

Return On Equity

Below

Upward

Internal Growth Rate

Below

Upward

Sustainable Growth Rate

Below

Stable

Overall

Below

Upward

The last category is the capital structure ratios. The capital structure ratios serve
as an indicator for how a firm finances its investments and operating activities. There
are two ways that firms finance their operations; either by debt or equity. The
difference in the capital structure ratios to the other two categories of ratios is that
capital structure don’t actually measure the performance of the firm. These ratios are
used to understand how the firm chooses to finance their activities in terms of risk. The
ratios used for this analysis are: debt to equity, times interest earned, debt service
margin, and the Altman’s Z-score.
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Capital Structure & Leverage Risk Ratio Performance

Trend

Debt to Equity

Below

Stable

Times Interest Earned

Above

Volatile

Debt Service Margin

Above

Downward

Altman's Z-Score

Above

Upward

Overall

Above

Volatile

After the analysis of the financial ratios, the financial statements are able to be
forecasted. Forecasting the financial statements is a vital step in valuing a firm’s present
value and plays a crucial role in the valuation process. To accurately forecast the future
performance of Kimball International; industry trends, economics climate, and future
expansionary plans must be taken into account. Even after using these variables,
forecasts are not meant to precisely predict the performance of the firm, but to give a
reasonably accurate assumption of future performance. Using these variables, the
financial statements were able to be forecasted out for the next 10 years.
The last step of the financial analysis of Kimball International was estimating the
cost of capital. The cost of capital is broken down into three parts: cost of debt, cost of
equity (Ke), and weighted average cost of capital (WACC). The cost of debt was
calculated on an as stated basis, and was not needed to be calculated on a restated
basis due to the small amount of capitalized operating leases. The cost of debt was
calculated at 1.80%. Cost of equity was computed using the capital asset pricing model
(CAPM) with the beta for the model being computed by running multiple regressions.
On the 20-year treasury, we had an adjusted beta of 1.71, which had the highest R
squared statistic. In the CAPM model, the regression analysis computed a size-adjusted
Ke of 16.99% (2.9% size adjustment), with an upper bound of 18.36% and a lower
bound of 9.83% to find Kimball’s 95% confidence interval for cost of equity. After we
13

found the cost of debt and equity, we were then able to calculate the after tax
weighted average cost of capital, which was WACC 13.54%.

Executive Summary of Valuation Analysis
In order to further determine the value of Kimball, a valuation analysis must be
conducted. This is conducted by utilizing two methods: the method of comparables and
using the intrinsic valuation models. The method of comparable is a set of ratios
designed to estimate the current stock prices and they consist of: P/E trailing, forward
P/E, Price to Book ratio, Dividends to Price ratio, PEG (price earnings growth),
Price/EBITDA, Enterprise Value/EBITDA, and Price to Free Cash Flows. Next was to
compare the model prices from the method of comparables to the observed stock price
at November 1 of $10.92. Using a 10% safety margin when determining the value of
Kimball, the lower bound stock price was $9.83 and the upper bound stock price was
$12.01. This mean that any derived price below $9.83 would indicate Kimball is
overvalued, and price between $9.83 and $12.01 would indicated that Kimball is fairly
valued, and any price above $12.01 would indicate Kimball is undervalued. The method
of comparables not only takes into account information of Kimball, but also the
competitors within the industry. This allows for comparison of how Kimball is
performing relative to their competitors. The results from the method of comparables
showed that Kimball was generally overvalued.
Contrary to the method of comparables, the intrinsic valuation models offer a
more viable valuation of Kimball due to their accounting-based financial theory which
offers a high explanatory power. The models consisted of: the discounted dividends,
discounted free cash flows, residual income, and the long run residual income. All of
these ratios were estimated using a sensitivity analysis to see how the changes in the
cost of equity and growth rate affect the stock price. From the intrinsic valuation
models; it is evident that Kimball International is overvalued.
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General Overview
Kimball International is a manufacturer focused on delivering design-driven,
high-quality furnishings under an array of Kimball’s different family brands. Kimball’s
furniture assortments range from office to hospitality. Kimball’s variety of products
provide innovative solutions for workplace environments. Kimball has been
manufacturing furniture since 1950, with operations, sales offices, and manufacturing
facilities in the United States, Canada, China and Vietnam. Customers can view Kimball
products and offers globally through different distribution channels. Kimball received
the Great Place to Work® designation and bases its continued “business-to-business”
sales on a reputation of trust in quality products. Kimball accommodates commercial
needs in the form of open floor plan areas, conference rooms, training rooms, private
offices, lobby/reception areas, and dining/lounge areas.
Kimball manufactures, sells, and distributes products such as, but not necessarily
limited to, headboards, desks, tables, and other varieties of seating styles. Product
materials range from mixes of wood, metal, laminate, paint, and fabric. All 17 of
Kimball’s manufacturing facilities are located in the United States. Kimball also has
numerous showrooms across the United States, and also one in Toronto. Additionally,
Kimball leases office space in the Asia Pacific region for the purposes of selecting
finished goods and components. Kimball distributes its own products through their
trucking fleet within the United States.
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Products/Industry
Kimball products are marketed by sales representatives in showrooms to end
consumers, furniture dealers, designer companies, and wholesalers throughout North
America and the rest of the world. Kimball distinguishes its products through different
vertical groups ranging from educational institutions such as elementary schools and
collegiate atmospheres, banking environments, government offices, health care
buildings, hotels, and any other general office space. Marketing is done based off of
current design trends, high quality materials, broad range of products, and established
reputation/foothold in the furniture industry. The largest portion of their business is the
commercial market. Kimball is a full-facility provider and does so on a business-tobusiness basis.
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Sales Volume and Growth

Percentage in the change of sales depicts the increase or decrease in sales from
the previous period to the current one. It is a valuable tool in order to compare the
sales of the competitors to determine who has achieved a high growth rate. As the
chart illustrates, Kimball has a lower than average increase in sales in 2011 and 2012
compared to the competitors. Then, in 2013, a deep decline of over 50 percent
occurred due to a spinoff of Kimball’s electronic division; however, this was an
extraordinary event, and due to its nature, cannot be accurately compared to the
competitors. While data between 2012 and 2014 are non-viable in terms of making a
competitive comparison, Kimball showed a positive growth rate coming into 2015.
However, because Knoll Inc. does not release its next annual report until March 2016,
we cannot accurately draw any conclusions comparing Knoll’s percentage change in net
sales to the other competitors during this current year.
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Kimball Net Sales by End Market Vertical
Industry

2014

2015

% Change

Commercial

173.8

206.5

18.81%

Education

39.9

38.5

-3.51%

Finance

62.2

56.3

-9.49%

Government

90.5

96

6.08%

Healthcare

59.3

60.4

1.85%

Hospitality

118.1

143.2

21.25%

Total Net Sales

$543.8

$600.9

10.50%

(Amounts in Millions)
The previous chart shows further detail to the change in net sales for Kimball
from the years 2014 and 2015 by vertical group. This is able to provide further insight
in to the different industries in which Kimball is involved. As the chart shows,
hospitality has the biggest increase at 21.25 percent, while the biggest decrease is in
finance, -9.49 percent. This shows Kimball has devoted most of its time to capture the
hospitality market, which recently had an increase in demand for custom and noncustom furniture. The finance industry declined due to downsizing of offices and the
selection of cheaper options.
Another large increase was in the commercial industry, rising by 18.81 percent.
This can be attributed to a multitude of factors, including the marketing of new
products. The government section of Kimball’s business increased by 6.08 percent
stemming from the continued sales recovery from the most recent recession. Finally,
healthcare increased by 1.85 percent, while education decreased by 3.51 percent.
These results can be associated with regular fluctuations in projects throughout the

18

year. Overall, it is shown that Kimball experienced growth in a multitude of industries,
far outweighing the decline in a few.

Main Competitors and Industry
There are various furniture manufacturers that proactively compete within the
furniture industry, with a few other competitors offering similar products to Kimball.
Kimball’s three benchmark competitors are Steelcase, Inc., Herman Miller, Inc., and
Knoll, Inc., with a few other private competitors. The office and hospitality furniture
industries prove to be Kimball’s most competitive marketplaces. More specifically, the
competition lies within the price subject to appearance and quality, utility within the
product, delivery time, reliability, sustainability, and access to accommodate special
requests and non-standard products. Kimball consistently offers payment options/terms
similar to industry standards and competitors. Other industries have more price volatility
and are more sensitive to market shifts, while the furniture industry as a whole is less
subject to movement. On-time, damage-free deliveries are expected to be a staple in
this industry, providing Kimball an opportunity to differentiate itself in this aspect.
Competitors in this industry focus on flexibility in regards to scheduling, delivery,
improving on-time deliveries, and reducing damage to win over consumers and
businesses.
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Market Capitalization for Firm
Company

Market Cap

P/E Ratio

(in millions)
Kimball International

393.59

20.12

Herman Miller Inc.

1,610

16.63

Knoll Inc.

1,130

17.76

Steelcase Inc.

2,160

26.43

Industry Average

1,323

20.24

Market capitalization is used to show the total market value of a company’s
outstanding shares. The investment community uses this number to determine a
company’s size compared to competing companies in the company’s industry. The P/E
(price-to-earnings) ratio is a ratio that compares a company’s price per share to their
earnings per shares. Generally, having a higher P/E ratio means that an investor can
expect a higher earnings growth in the future, whereas having a lower P/E ratio
suggest that the company is either doing very well compared to their past trends, or
that the company might be currently undervalued. When looking at Kimball’s market
capitalization compared to competing firms, Kimball is extremely small. The average
market capitalization for their industry is $1.3 billion, while Kimball’s is only $393.59
million. Having a smaller market capitalization is generally associated with more risk,
while having a large market capitalization is associated with less risk. Kimball’s P/E ratio
is right around the industry average, so in that aspect, they are generally stable in their
industry.
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Total Asset Value

If the average investor were to look at the total asset value of Kimball
International over the past 5 years, he/she would discover that the average total asset
growth rate from 2010 to 2015 was -58.21 percent. From June 30, 2010 to June 30,
2014, Kimball’s total asset value grew by 13.41 percent, from $636.751 million to
$722.146 million. Although the total asset value grew some years and declined in
others, the average total asset value growth rate was 3.42 percent. The steep decline in
total assets for Kimball is not necessarily indicative of negative growth, but rather can
be attributed to a major event which occurred in October 2014.

Kimball International consisted of Kimball Office, Kimball Hospitality, Kimball
Electronic Manufacturing Services (EMS), and National Office Furniture until October
2014. In October 2014, Kimball International conducted a spin-off of EMS, presently

21

known as Kimball Electronics, which greatly decreased Kimball International’s total asset
value. Kimball International’s cash and cash equivalents balance declined from $136.6
million at June 30, 2014 to $34.7 million at June 30, 2015. 61.83 percent of this decline
in cash and cash equivalents was primarily due to the distribution of $63 million of cash
by Kimball International to Kimball Electronics in several installments following the
October 31, 2014 spin-off, accounting for 13.8 percent of the decrease in total assets
from fiscal year 2014 and 2015.

Location of Firm Operations
Kimball was incorporated in Indiana in 1939 and is now headquartered at 1600
Royal Street, Jasper, Indiana. Kimball’s locations primarily consist of operations and
sales offices, manufacturing facilities, and supply chain facilities. Kimball’s products as
of 2015 were predominantly produced at eleven facilities: seven being located in
Indiana, two in Kentucky, one in Idaho, and one in Virginia. Office spaces in China and
Vietnam were leased specifically for the purpose of better selecting finished goods and
purchasing materials from external sources.
Kimball’s sales take place in a business-to-business format in showrooms located
in eight U.S. cities and one in Toronto, Canada. For the purpose of sourcing select
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finished goods and materials from the Asia Pacific Region, Kimball leased office spaces
in Guangdong, Dongguan, China, and Ho Chi Minh City, Vietnam.
The location of facilities including, service, warehouse, manufacturing and
corporate operations are as follows:
Massachusetts, California, New York, Washington D.C., Texas, Georgia, Indiana,
Idaho, Kentucky, Virginia, China, Vietnam, and Toronto, Canada. In total, Kimball
operations occupy in close estimation to 3,812,000 square feet. 3,722,000 are actually
owned by Kimball International, and approximately 90,000 square feet is leased.

Type of Occupancy

Approximate Square Footage

Owned

3,722,000

Leased

90,000

TOTAL

3,812,000

Operations and Sales Offices
Manufacturing Facilities
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How Long Has the Firm Existed?
Kimball has existed for 65 years as of 2015, and was incorporated in Indiana in
1950 under the name The Jasper Corp., a contract manufacturer of residential furniture
and TV cabinets. Jasper Corp. acquired W.W. Kimball in 1959 and formed their first
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manufacturing company as Kimball Electronic in 1961. In 1970, Kimball began their
initial production of branded office furniture, and shortly after, Kimball entered the
hospitality market. The company then shifted focus from furniture to purely serving the
office and hospitality markets in 2005.
Kimball reported having 6,666 employees prior to the Kimball Electric spin-off in
2014. However, post-spin, Kimball International reported a total of 2,894 employees
globally.

June 30 2015

June 30 2014

United States

2,828

2,783

Foreign Countries

66

61

Total Employees of

2,894

2,844

Continuing Operation

Stock Price Performance
All common stock is subject to substantial fluctuations due to market risk, actual
or anticipated fluctuations in operation results, industry news, announcements in
concern to Kimball itself and competitors, and finally, changing economic conditions.
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Blue: Quarter high
Red: Quarter low

Kimball’s class B common stock trades on the NASDAQ under the symbol KBAL.
Based on the past two fiscal years of 2014 and 2015, we compared the high and low
sales prices by quarter per the NASDAQ system. Complications follow per the Kimball
Electronic segment spin-off. They distributed the related shares of Kimball Electronics
Inc. on a “pro rata basis” to the company’s shareholders of record as of October 22,
2014. After the Distribution Date, Kimball international effectively no longer owned
Kimball Electronic shares, as they were independently reported as a publicly traded
26

company.
According to the NASDAQ system, on Kimball’s “distribution day”, by the end of
COB, the closing price of its Class B Common Stock was $17.98. Following the
“distribution day” the average price of the Common Stock on the same ticker symbol
was $9.89 per share.
2014 as a fiscal year showed positive growth per share. The first quarter initially
began with a high price of $12.00 and ended with a low of $9.61. The fourth quarter
reflected a high of $18.93 and low of $15.35. Indicative of these prices and growth, the
price per share saw an approximately 37 percent growth. The fiscal year of 2015
reflected the effect of the EME spin-off in regards to price per share. In the first
quarter, the NASDAQ reported a high of $17.95, and low of $14.15. While the spin
significantly lowered the price per share for Kimball International, it didn’t necessarily
hurt the strength of the share itself. Investors still saw a positive growth rate from the
third to fourth quarter, with the highs and low of each quarter being $10.75/$8.51 and
$12.83/$10.01, respectively.
Investors shouldn’t view the drop in price per share for Kimball International as
negative for the present or future of the company. Notice, however, that the rebound of
continued positive growth after the distribution of shares stemmed from the fiscal year
of 2014.
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Industry Overview and Analysis (Five Forces Model)

Five Forces Analysis
This valuation begins with a broad overview of the office furniture industry, using
Michael Porter’s “Five Forces” analysis model. This analysis focuses on two main
concepts: one, determining the level of actual and potential competition in an industry,
and thus the attractiveness of the industry as a whole, and two, the balance of
bargaining power between the suppliers and consumers in the input and output
markets.
An industry with high competition would be more unattractive to a firm than a
low competition industry, as generating profit would become more difficult due to rival
firms’ efforts to maximize their own profits.
Kimball International is engaged in the furniture industry. As stated earlier,
Kimball concentrates on providing furniture to the office and hospitality markets. There
aren’t many major players in the industry, but the few selected were sufficiently close
for the purpose of comparison. Competition among firms in the office furniture industry
is high. The high costs associated with entering the industry keep the threat of new
entrants of to a minimum, while the nature of the industry itself precludes the threat of
substitute products. Finally, the bargaining power of suppliers and consumers varies
due to size and scope of the industry.
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Five Forces

Level of
Competition

Rivalry among
Existing Firms

High

Threat of New
Entrants

Low

Threat of
Substitutes

Low

Bargaining
Power of
Customers

Mixed

Bargaining
Power of
Suppliers

Low

Rivalry Among Existing Firms
The rivalry among existing firms is high due to numerous global manufacturers
competing in the marketplace. When demand is low for office furniture, large
competitors may apply more pressure to their aligned distributors to sell their products
exclusively, which could lead to reduced opportunities for other companies.
The companies we chose to represent the industry are Herman Miller, Inc., Knoll
Inc., Steelcase, Inc., and the company that we are valuing, Kimball International. All of
these companies are competing firms that have similar growth rates and serve the
same niche market. The factors that we will analyze to understand the rivalry of
competition in the furniture business are growth rates, concentration, differentiation,
switching costs, scale of economy/leaning the industry, fixed-to-variable costs
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comparison, excess capacity, and exit barriers.

Growth Rates
Industry growth rate is used to show how a certain industry is growing as a
whole. In analyzing year over year sales, the growth rate of overall sales can be
deduced. This is one way to determine the level of competition in the industry, as high
growth rates can signal lower competition, and vice versa.
In order to have a steady growth rate in the furniture business, many companies
have begun to invest more money into research and development to ensure that their
products are more innovative and useful than their competitors. In Kimball’s “About”
section on their homepage, they state that, “We are a leading manufacturer of designdriven, technology-savvy, high-quality furnishings”. Innovation and quality are vital to
the growth rate in the furniture industry because buyers include hotels, corporate
offices, and hospitals, who are looking to enhance their image to their customers with
top of the line furniture and accessories.
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Sales (in Millions)
Year

2010

2011

2012

2013

2014

Kimball

$1,122.81

$1,202.60

$1,142.06

$500.01

$543.82

$1,318.80

$1,649.20

$1,724.10

$1,774.90

$1,882.00

Knoll Inc.

$803.29

$918.82

$898.50

$862.25

$1,050.29

Steelcase

$2,291.70

$2,437.1

$2,749.50

$2,868.70

$2,988.90

$5,536.60

$6,207.72

$6,514.16

$6,005.86

$6,465.01

International
Herman
Miller Inc.

Inc.
Total
Industry
Sales

Percent Change in Sales
2011

2012

2013

2014

7.11%

-5.03%

-56.22%

8.76%

25.05%

4.54%

2.95%

6.03%

Knoll Inc.

14.38%

-2.21%

-4.03%

21.81%

Steelcase Inc.

6.34%

12.82%

4.34%

4.19%

Total Industry

12.12%

4.94%

-7.80%

7.45%

Kimball
International
Herman Miller
Inc.
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Looking at the charts, it is shown that growth rates are anything but steady in
this industry, indicating a high level of competition. Only two of the firms selected
showed positive growth in sales over the time period analyzed.

Concentration and Balance of Competitors
Concentration and balance of competitors in a certain industry is based on the
number of firms in the industry, as well as the relative sizes of said firms. Since the
furniture industry has many different competitors with fragmented sizes, price
competition is fierce. As stated before, when the demand for furniture goes down,
competing companies fight over prices. Due to the difference in relative sizes of the
firms in the furniture industry, the concentration of competitors is high because the
larger firms are capable of setting the prices of the smaller firms.
When talking about market share of the industry, Steelcase is the obvious leader,
accounting for nearly 50 percent of the market. This allows Steelcase to have an
exceptional amount of power when it comes to setting prices. Herman Miller and Knoll
share about the same percentage, meaning they are in direct competition for prices.
The market share for each company has stayed generally consistent, other than 20132014 when Kimball dropped their electronics company that generated over half their
sales in prior years. Since the furniture industry is mainly based on innovation over
sales, it is hard for one company to jump ahead in market share because once one
company unveils their new innovation, competing companies tend to follow closely
behind.

Differentiation and switching costs
In any industry, product differentiation is vital to the competitive advantages and
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growth of firms. Product differentiation is the firm’s capability to differentiate their
goods or services from competing firms based on price, quality, or atmosphere.
Furniture companies as a whole depend on making their products more innovative and
cheaper than their competitors. A study at the University of Missouri-Columbia showed
that when consumers purchase furniture, they buy for either looks, price, or both.
Therefore, differentiation is extremely important for firms to gain a competitive edge
and can prove detrimental to a firm’s success if a company lacks it.
Switching costs are based on how easy it is for a customer to switch from one
company to another company in the same industry. Because of the global arena of the
office furniture industry, a consumer has many choices as to where they make their
purchase. Due to the ease with which a customer can move from firm to firm, price
competition is very intense, as most companies’ designs are not proprietary, and most
customers are willing to substitute brands. Since the furniture industry has strong price
competition to go along with the need for differentiation, switching costs are generally
very low. This allows customers to move around to another furniture firm, without
having to bear excess negative costs due to the switch.

Learning and Scale Economies
The furniture industry has a high learning curve, making it hard for companies to
compete in that regard. “Economies of scale” means that when firms are larger, they
have smaller price per unit, while smaller companies have a higher cost per unit. For
example, the well-known Swedish furniture manufacturer IKEA has the ability to
leverage its size to lower manufacturing costs and provide furniture to consumers at
lower prices. Since the furniture industry is dominated by large firms, having an
economy of scale is a huge potential benefit. Within the context of office furniture,
firms such as Steelcase are capable of supplying large quantities of furniture to buyers
that end up costing very little per unit. On the other side, when a smaller company like
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Kimball tries to produce in large quantities, the cost per unit will still be relatively high.
In other words, the furniture industry is mostly dominated by big companies rather than
by a vast majority of smaller companies.

Fixed-to-Variable Costs
Fixed-to-variable cost comparisons are a gauge of the current level of a firm’s
volatility. When the fixed-to-variable cost ratio is high, an increase in sales would allow
a company to have a more profitable period because it would drive their price per unit
down, and vice-versa.

2011

2012

2013

2014

Kimball Int.

.002

.016

.021

.004

Herman Miller

.17

.14

-.35

.56

Knoll Inc.

.23

.04

-3.5

.14

Steelcase Inc.

-.02

.13

.26

7.35

Inc.

As shown in the table above, all of these competing firms have a low fixed-tovariable cost ratio. This shows that in the furniture industry, the price per unit is very
high, which causes price competition among firms. Even though firms do not have the
incentive to lower their prices, price competition is still a main factor. Due to having
high variable costs compared to their fixed costs, firms in the furniture industry are not
as sensitive to a change in sales.
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Excess Capacity and Exit Barriers
Excess capacity is when capacity in an industry is higher than customer demand,
causing companies to cut their prices in order to fill capacity. This is highly motivated
by an industry’s exit barriers, costs of which are high when assets are specialized, or if
there are any exit regulations that make exit costly. The main exit barrier in the
furniture industry is liquidation of assets. The companies that make up our chosen
industry all have innovative and specialized assets that would be hard to liquidate when
leaving the industry. Due to the fact that exit barriers are high, firms compete more on
price and market share. If a firm can’t leave the industry with ease, it leaves them with
no other choice but to compete and survive.

Conclusion
In terms of rivalry among existing firms, we found that the level of rivalry is very
high. Differentiation, switching cost, concentration, learning and scale of economies,
and exit barriers all add to the intensity of the competition. Because of the high
competition, mistakes made by a firm in the furniture industry can result in a loss of
competitive advantage, and in extreme cases, even going under.

Threat of New Entrants
Threat of New Entrants is the possibility of other firms joining the industry and
competing against your company. When other firms enter the industry, it will drive
down profits and hurt the companies that were previously in the market. To determine
the amount of risk of new entrants in the furnishings industry we must look at a few
different factors. These include economies of scale, first mover advantage, access to
channels distribution and relationships, and legal barriers.
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Economies of Scale
Economies of scale is when the firm is big enough to take advantage of lower
costs per unit by keeping input costs low, being more efficient, and spreading fixed
costs over more units. The furnishings industry is able to utilize a high amount of
economies of scale due to the size of the industry and the ability to get products and
materials globally. This allows large firms in the furniture industry to buy in bulk in
order to find the best prices around the world. If a firm is able to keep input costs low,
they can undercut the competition and drive out other competitors. This is especially
hard on new entrants who are just starting off and unable to afford the type of capital
required to get such low costs.
The furniture industry has large enough competitors that they are able to take
advantage of the size of their operations. They can do this by being efficient as possible
and keep the costs per unit low by reducing the amount of man hours per project.
Large firms in the furnishings industry will have perfected the assembly and
manufacturing process due to the amount of years in the industry. This will again be
an inhibitor to smaller firms joining because they will have more man hours per unit and
that will keep the costs high. For example, MFI retailers was a small firm that provided
kitchen and office furniture globally, but was driven out my IKEA, after IKEA was able
to get their prices down because of their sheer volume. Finally, since a large furnishing
business is able to spread the fixed costs per unit over a large amount of product, they
can enjoy lower costs. In contrast, a smaller firm can only produce a small amount of
units, keeping costs high.
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First Mover Advantage
First mover advantage is the advantage a firm gets when it is one of the first
ones to enter the industry. If a company was one of the first to enter the furnishings
industry, they would receive a multitude of benefits. Some of the oldest furniture
manufacturers, such as Bassett, enjoy instant brand recognition. Other benefits include
the ability to attain early relationships with supplier and customer loyalty. In the
furnishings industry, brand recognition can be vital to customers’ desire for your
product. If they associate the company with one that is of high quality and highly
desired, the profit would increase for that business. Also, once they have used the
product and they are left with a good impression, the customer will return and stay
loyal to the brand.

Distribution Channels and Relationships
Distribution channels are the channels that are used to get the end product to
the customer. The relationships with the distribution channels can be valuable to a
company obtaining someone who is reliable, able to cater to the changing demand, and
can be exclusive to that firm. Since the hospitality furnishings industry does have
seasonality due to higher summer hotel occupancy, it is important for a distributor to be
flexible. All of these responsibilities make the distribution channel an important part of
the business. If a supplier is late, it can cost the reputation of the firm to lose its
customer. Another option would be for a company to have a part in its own distribution
channel, such as its own trucking fleet for product delivery. It would benefit the firm
because they can make it as flexible as possible.
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Legal Barriers
Legal barriers are barriers that can prevent or turn firms away from entering a
market. These can include a variety of different things. In the furnishings industry
some legal barriers would include patents of designs and exclusive deals with dealers.
Patents are the protection of a design that the firm has created. Patents can limit the
amount of new entrants into an industry because they are unable to replicate a
successful product. Another legal barrier is exclusive deals with dealers. This can be
important because if a dealer is only willing to sell one firm's product, that firm will be
able to succeed in that store. This is important in the furnishings industry because it
can limit the amount of service other companies can get while increasing that firms
profit.

Conclusion
The furnishings industry is set to have a low threat of new entrants. This is due
to the fact that many large firms are able to take advantage of economies of scale and
the low cost per unit that come with it. Also, many companies in the furnishings
industry have been in business for extended periods of time so they are able to
capitalize on the first mover advantage and gain relationships through distribution
channels as well as other channels. Finally, many companies have patents and other
exclusive deals with dealers which would be a deterrent for new entrants. All of these
factors point to an industry with a low threat of new entrants.

Threat of Substitutes
The threat of substitutes is an important variant in the five-force model as a
whole because it allocates where there might be potential risk of undercutting a
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particular product or industry. In some cases a substitute product can completely
eliminate a product or industry. “A company that has several possible substitutes that
can easily be switched to have little control over the prices it sets or how it chooses to
sell the product.” (http://www.entrepreneurial-insights.com)
In Kimball’s case, the threat of substitutes is substantially low for several
reasons. First, the scale of production that Kimball and their competitors are
manufacturing at for the specific vertical industries is so high that for a substitute
product to even remotely threaten their business or industry, it would have to begin on
a massive scale, which is highly improbable. Secondly, furniture is a necessity similar to
shelter and food, and a substitute product can only be an enhancement of a previous
furniture design. With respect to the first point, when an innovative furniture design is
created, Kimball and competitors will have time to adjust their design and products.
Thirdly and lastly is the style of business this industry is based on. Kimball markets its
products on design, dependability, and trust. It is extremely difficult to produce a new
substitute product on the scale these companies do and to establish trust quickly.
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Conclusion
The business-to-business industry with multiple different vertical groups all
revolving around seating and work-space is difficult to replicate or improve upon. The
reason it is difficult is because of the scale of production, style of product and industry,
and finally the relationship-based environment these businesses have established.

Bargaining Power of Customers
In any industry, the bargaining power of customers directly affects any firm’s
ability to set prices for the goods or services they provide. If customer bargaining
power goes up, profitability will go down because customers may drive the prices down
or they may demand more value added in the goods or services for the same price, or
both. However, if customer bargaining power goes down, profitability will go up
because the firms within their industry will have the ability to set the price for their
goods or services. There are several factors that can affect the bargaining power of
customers such as switching costs, differentiation, importance of product for costs and
quality, number of buyers, and volume per buyer. All of these factors can directly affect
price and cost, which directly correlates to profitability.

Switching Costs
Switching costs refer to the negative costs associated with switching products,
brands, suppliers, etc. These costs are not only based upon monetary costs, but they
also include the costs of time and effort. These costs directly affect a consumer’s
willingness to switch from their current provider of goods or services. If switching costs
are low, then buyers will have more bargaining power and vice versa.
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Within the furniture industry, the switching costs associated with switching which
brand of furniture a buyer chooses to purchase are slim to none. If a consumer already
owns Kimball products and the consumer only wanted to add on to their existing
furniture, then they would be more inclined to stay with Kimball products. For example,
customers have been able to move to IKEA from higher price brand without any
problems. However, if a consumer needed completely new furniture to fill a new or
renovated office building, there would be nothing stopping the consumer from
purchasing another firm’s products, such as Knoll, Herman Miller, or Steelcase, unless
differentiation came into play.

Differentiation
If a firm provides an undifferentiated product from other firms within the
industry, then buyers will have more bargaining power, which will cause all of the firms
within the industry to compete on price. However, if a firm provides a one-of-a-kind
product that cannot be found anywhere else within the industry, the buyers will have
less bargaining power. If buyers want the one-of-a-kind product, then they have no
choice but to consume the differentiated firm’s product.
Within their industry, Kimball, Knoll, Steelcase, and Herman Miller all provide a
differentiated product. If a buyer is looking for a certain style of furniture to fit into their
vision for what they want a certain space to have, then they will choose a specific firm.
The high level of differentiation of products provided by each firm correlates to a
decrease in buyer bargaining power.

Number of Buyers
The number of buyers within an industry directly influences the profitability of
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the industry as a whole. If there are a higher number of buyers within an industry, the
bargaining power of the buyer will be lower because the firms will be less affected by
the loss of a single customer. If there are less buyers within an industry, the bargaining
power of the buyer will be higher because the firms will be more affected by the loss of
a customer, which means the firm will be more inclined to give in to the bargaining
power of the buyer in order to win the buyer’s business. In the furniture industry, there
are a vast number of buyers. Therefore, the bargaining power of buyers within this
industry is relatively low.

Volume per Buyer
If the volume per buyer is high, then buyers will have greater bargaining power
because firms will be more inclined to provide the orders for each buyer for fear of
losing a substantial amount of revenue for each order. Whereas if the volume per buyer
is low, buyers will have lower bargaining power because firms will not be as affected by
turning down a small order.
Most of this furniture industry is made of high volume buyers. Most of the sales
are “business-to-business” orders. Buyers of this industry’s products are generally other
firms that need large quantities of office furniture in order to fill their new office space
or to create a whole new look for their renovated office. With these types of high
volume buyers, the firms within the furniture industry are much more inclined to give in
to the buyer’s demands because of the substantial revenue opportunities.

Conclusion
Within this furniture industry, the bargaining power of buyers is mixed. The low
switching costs and high volumes per buyer within the industry provide greater

42

bargaining power to buyers, but the highly differentiated products and the vast number
of buyers within the industry provide less bargaining power to buyers.

Bargaining Power of Suppliers
The bargaining power of suppliers is essentially dependent on the idea of supply
and demand economics. Generally, the greater the demand there is for a product, the
greater the corresponding number of suppliers. When there is high competition and
high number of suppliers, it will drive down costs. In Kimball’s industry the bargaining
power of suppliers is low. Due to the high number of suppliers and competition for raw
materials, prices generally do not fluctuate and stay low.

Switching Costs
The core materials supplied in this industry are wood, metal, laminate, paint, and
fabric. Since there is a variety of materials, suppliers, and sources, switching suppliers
would remain relatively simple due to the lack of fluctuation in these prices.
Manufactures the size of Kimball and its competitors can rarely supply all of their
manufacturing needs through one supplier. Because they have access to and do
business with multiple suppliers, this mitigates much of the suppliers’ bargaining power.

Differentiation
The undifferentiated materials that suppliers supply is the reason they have a
weak bargaining position in the furniture industry. The wood produced from one
supplier shouldn’t be any different than the wood produced from an entirely different
supplier. Due to this reason suppliers do not carry much weight when bargaining. The
raw materials it takes to manufacture furniture consists entirely of basic commodities.
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Basic commodities are available globally and can be accessed relatively closely. Kimball
reaches out to the nearest supplier that matches the corresponding material price to
reduce shipping costs. However, this is not necessarily a position of strength for
suppliers, as companies like Kimball can simply reach out to the next closest ready
supplier.

Volume per Supplier
Due to the nature of the business-to-business furniture industry, the volume of
supplies mandatory to manufacture on such a high scale is extremely high. The volume
per supplier is important to address because it looks at relative bargaining power.
Kimball and competitors in this industry often use multiple suppliers due to the variety
of materials needed in such high quantities, and this reflects a weak bargaining position
for suppliers. The companies and industry as a whole hold power over the suppliers due
to the high amounts of suppliers and many alternatives to choose from.

Conclusion
Relative to the furniture industry, companies like Kimball have a strong
bargaining position over suppliers because of their low switching costs, high volume
orders, and variety of raw materials. If the industry is not content with the price of a
particular supplier, they will simply move on to the next supplier because of the
numerous amount of options.

Conclusive Assertions from Five-Force Analysis
These five forces have shown that the furnishings industry has a high rivalry
among existing firms because of the high amount of price competition among the large
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amount of firms in the industry. The industry also has a low threat of new entrants due
to the multiple barriers of the large firms that include economies of scale, distribution
relationships, and legal barriers. The next force shown was the low threat of new
substitutes. This was displayed from the large scale of production, furniture being a
commodity, and the style of business in the industry. After that was the mixed
bargaining power of the buyers, which was proven by low switching costs, high product
differentiation, high number of buyers, and high volume per buyer. Finally, the last
force is the low bargaining power of the supplier. It is determined by low industry
switching costs, low differentiation, and high volume of supplies.

Analysis of Key Success Factors for Value Creation in the Industry
Key success factors are factors that companies use to set them apart from the
competition. These are especially important in the furniture industry due to the high
number of competitors. If a company is able to capitalize on their firm-specific value
drivers, they can gain market share on the competition. Generally, there are two main
categories that companies can utilize to drive value: cost leadership and differentiation.
In the furnishings industry, there is a mixed amount of both drivers used amongst
different styles of companies to create value. While one company might focus on
providing high-end, highly customized furniture to a company concerned with brand
image, another may provide lower-cost furnishings to businesses seeking value. We
have identified Kimball International as a company whose focus on cost leadership
allows them to compete globally with companies much larger than themselves.

Cost Leadership
Cost leadership is the ability to compete on cost by delivering products that are
cheaper than the competition. By doing this, the firm is able to capture a certain
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market share who buy furnishings based on the price of the furniture, and in the high
competitiveness of the furniture industry, this can prove to be quite the advantage.
Some of the factors that help attain cost leadership are lower input costs, low-cost
distribution, efficient production, and fewer dollars spent on research and development
or brand advertising.

Lower Input Costs
When competing on costs, it is important to manage the costs of the materials
for production. The furnishings industry has a multitude of raw materials and
components to work with. For example, some materials include wood, fabric, leather,
stone, or metal. These raw materials are readily available and can be acquired around
the world.
One way to manage these costs is to take advantage of the economies of scope.
“Economies of scope” pertains to large companies who are able to purchase in large
orders to keep costs low. This can be a disadvantage to smaller companies who are
competing on cost, due to the inability of the suppliers to offer competitive prices, as
the smaller companies are unable to buy in bulk.
Another way to lower input costs would be to manufacture some of the
necessary components, in-house. This would only be viable if it is cheaper than
outsourcing and if it requires a large enough inventory. This would allow you to be
independent of suppliers and not have to worry about them raising prices while still
maintaining costs.
Finally, many companies devote at least some of their resources to supply chain
management. The increasing global market has created a niche for these professionals
who seek to enhance value by getting the right materials to the right place at the right
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time. For a company whose bottom line depends on a just-in-time inventory system,
the skills a supply chain manager brings can be invaluable.

Efficient Production
Efficient production is when no time is wasted when assembling the product and
keeping the cost per unit as low as possible. Another aspect is the ability to forecast the
different amount of inventory required during low and high demand peaks of the year.
The furniture business does have seasonality and it is important to scale the inventory
to best fit those needs. This will help keep inventory low and as well as keep costs low.

Low-cost distribution
Going hand-in-hand with efficient production is the need to distribute products in
an equally efficient, yet low-cost, manner. Many options exist today for “logistics” integrated solutions for moving goods for the complete journey from factory floor to
store shelf. Some companies have gone in-house and developed their own distribution
networks from the ground up. Not only do these networks enhance value for the
customers, they also enhance the companies’ overall value as well.

Fewer Dollars Spent on Research and Development or Brand Advertising
Little money spent on research and development shows that a company is willing
to keep to designs that have been shown to be perennial favorites in the furnishing
space. By keeping simple and known designs, cost of the product will be reduced. Also,
firms spend less on brand advertising because they are not attempting to compete on
quality; rather, they want to compete on costs, so they will let the prices attract the
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customer’s attention.

Firm Competitive Advantage Analysis

Lower Input Costs
Lowering the cost of inputs from suppliers directly affects the ability of Kimball to
produce goods at a price lower than their competitors. Generally, the raw materials
necessary to manufacture furniture are readily available. As much as possible, Kimball
attempts to source those materials on a global scale to control costs. To that end,
Kimball leases office space in the Asia Pacific region, specifically in Vietnam and China,
whose sole purpose is supply chain support. These offices employ a total of 62 workers
and mainly deal in the selection of finished goods and raw materials from the region.

Efficient Production
Kimball maintains a vast network of eleven plants located across four states.
Keeping production centralized is a key factor in keeping production costs low. To that
end, Kimball announced in November of 2014 a capacity utilization restructuring plan,
of which a key component is the consolidation of metal fabrication operations at the
plant in Idaho into an existing production facility in Indiana. Benefits of the move
include the improvement of customer delivery, supply chain dynamics, and
transportation costs.
It is also important to note the seasonality of the buying cycle with regards to
the products Kimball sells. They tend to have lower hospitality sales in the summer
months due to higher hotel occupancy, as well as lower sales in the third quarter as a
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result of the government buying cycle.
Kimball continually assesses their needed manufacturing capacity and adjusts
such capacity among all of their plants.

Low-cost Distribution
Kimball has developed a distribution system that includes their own trucking fleet
and customer fulfillment centers, thereby ensuring prompt delivery of products to
customers. Kimball’s customers expect on-time, damage-free delivery. Knowing this,
Kimball points out that their distribution network “offers the ability to reduce damage to
product, enhance scheduling flexibility, and improve the capability for on-time
deliveries.”

Fewer Dollars Spent on R&D / Brand Advertising
Comparing each of the companies’ financial statements for the past three years,
Kimball spent the least amount of dollars on research and development as a percentage
of total expenses, coming in at 1.2%. Steelcase wasn’t far behind with 1.3%.
Rounding it out were Knoll at 1.9% and Herman Miller at 3.6%. (Herman Miller spent
vastly more in sum than the rest, $197.2 million over three years.) Keeping R&D costs
low allows a company to focus more on providing goods that have already proven to
sell well to customers at a price that is attractive to the customers. To build on that,
the three-year advertising expense for Kimball was $10.9 million, even less than that
spent on R&D. Kimball, while providing quality products, doesn’t solely focus on selling
their goods on quality. The low dollar amount spent on advertising allows Kimball to
allot more money to ensuring that their products are made in such a way as to keep
prices low for customers.
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Accounting Analysis – Overview – Steps Involved
In any proper and thorough valuation of a business, it’s not only important, but
absolutely necessary, to perform a structured and detailed analysis of the company’s
accounting numbers and the underlying principles used to derive those
numbers. According to GAAP standards, a company has significant leeway with regards
to the ways in which they may choose to state some of their assets and liabilities. For
example, in the hands of an unscrupulous manager, what was once a liability can
become an asset, and net income can become overstated, giving shareholders and
potential shareholders a false sense of security in the stability of the company. Prestige
Worldwide aims to lessen the prospective negative effects of the way a company
presents their information using a six-step process.
The first step of the analysis process involves identifying the key accounting
policies of the firm. These policies, usually based on the firm’s identified key success
factors, lay the framework for the aforementioned underlying accounting
principles. Next, the potential degree to which a firm stands to benefit from presenting
the data associated with their policies in a certain way is assessed. This is related to
the potential for erroneous ratios being reported by the “unscrupulous” manager
above. Once guidelines are established, and using the company’s 10-K statements as a
guide, the actual accounting strategy of the firm is deduced. Firms are rated on a scale
of flexibility ranging from low to high; a high-flexibility firm is able to exercise great
control over the way in which their information (and corresponding financial ratios) are
communicated. A company who doesn’t disclose data in a detailed manner (thus
labeled a “low disclosure” company) has the ability to hide more items in their financial
statements than a company who discloses exact dollar amounts and specific uses of
capital.
The fourth step of the six steps involves an evaluation of the quality of the firm’s
disclosures. Many factors are taken into account to determine the level of quality. A
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company with a high level of disclosure will often have detailed, transparent statements
that are not intended to mislead an investor by deliberately calculating information in a
light favorable to the company. A comparison of the financial statements of the
company’s competitors yields a good baseline for determining one firm’s fairness in
reporting versus another. After that, all information gathered to this point is analyzed
to search for “red flags” in the financial statements. A significant year-to-year change
in a certain category can signal that more investigation is necessary as to the
underlying cause of the shift. Finally, if a particular ratio is identified by Prestige
Worldwide as having crossed a set threshold, a process will be undertaken to reverse
the distortion in accounting caused by the firm’s accounting strategy. This will help to
paint a clear picture as to the actual state of the company’s affairs.
Our analysis covers the fiscal years from 2010 to 2014. This represents the last
five years of available financial statements. Where comparisons to competitors’
financial statements have been made, we have taken every effort to use data from the
same reporting period, as fiscal year end dates differ from company to company.

Key Accounting Policies – Type I vs Type II
Our accounting analysis will begin with identifying the key accounting policies of
major firms within the office furniture industry. Within these policies, a distinction can
be drawn between two different types. Type I key accounting policies are identified by
the key success factors lined out in the earlier section of the same name, while Type II
policies are more directly related to significant asset and liability items, such as goodwill
or operating leases.
We have determined that firms operate under one of two different strategies to
generate sales in this industry: a cost-leadership strategy, whereby low costs allow a
firm to compete on the basis of price, or a product differentiation strategy, where the
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uniqueness of the products offered is the main selling point. Kimball operates under
the cost-leadership strategy and, as a result, they are dependent upon four main key
success factors: lower input costs, efficient production, low-cost distribution, and fewer
dollars spent on R&D/brand advertising.
Additionally, a firm’s specific methodology for recording numbers for goodwill,
pensions/post-retirement benefits, operating and capital leases, and research and
development has a significant impact on the quality of their financial statements. An indepth discussion of these factors can lead to a greater understanding of the motivation
behind a firm’s key accounting policies.

Type I Key Accounting Policies

Lower Input Costs
Constant monitoring of input costs is essential to creating value in the office and
hospitality furniture industry. Many companies have turned to foreign suppliers for
various finished goods and raw materials. Kimball does inform us briefly that they
maintain two offices in the Asia-Pacific region whose purpose is sourcing and keeping
tabs on the supply of those finished goods and commodities, but not much else is
known about their supply chain management. For their part, Steelcase has
implemented a “supplier qualification” program to prescreen suppliers. This process
pre-qualifies their suppliers of raw materials by making sure they adhere to certain
standards set forth by Steelcase.
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Efficient Production
Going hand-in-hand with lower input costs is the vitality of efficient production to
a firm wishing to compete on the basis of keeping costs to consumers low. Generally, a
firm that is able to streamline the production process can produce lower-cost, higher
quality goods in a timely manner, thus satisfying the buyer. Kimball gives us more
insight as to the efficacy of their production methods than they do about their input
costs. It is known that all of their production takes place in the United States, with
production mostly centered on the state of Indiana. Also, it is stated several times in
their 10-K that constant monitoring and readjustment of their production process is very
important to them. Finally, there is mention of a “capacity utilization restructuring
plan.” The plan seeks to create value for Kimball by further concentrating the
production in one main geographic area by closing a fabrication plant located in Idaho.
Herman Miller has begun an aggressive drive to reinvent its operations. To that
end, they have a relationship with the Toyota Supplier Support Center, allowing them to
implement lean manufacturing processes. Their lead times have been cut in half, and
products can be available in as little as ten days.

Low-cost Distribution
Another way in which a company can strive to better their position as a cost
leader is by reducing the costs of distributing their products to customers. Many
companies spend small fortunes developing their own methods and processes of
distribution, knowing that owning these channels will pay dividends in the end. Kimball
is no different, and to that end, we are made aware of the existence of their own
trucking fleet and customer fulfillment centers used for distribution purposes. No facts
or figures are given with regards to the value created by the distribution network, or
even the costs thereof.
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The other firms used for comparison did not disclose the methods used for their
distribution, although Herman Miller does use UPS for certain smaller deliveries.

Fewer Dollars Spent on R&D/Brand Advertising
Kimball is shown to spend far less on R&D than their competitors, both in terms
of actual dollars spent and as a percentage of net sales. This allows them to sell
designs that have been proven to be top sellers at a low price, passing the savings on
R&D on to their clients. R&D numbers may be the most mysterious of all, as they
appear just as $7 million, $7 million, and $6 million for 2015, 2014, and 2013,
respectively. Nothing is stated as to how the dollars are actually spent, or what
benefits are expected to be gained. These amounts are miniscule in comparison to
those spent by industry giant Steelcase, who spent approximately $110 million on R&D
over the same time period.

Type II Key Accounting Policies
Type II key accounting policies are those related to goodwill, pensions/postretirement benefits, operating and capital leases, and research and
development. Again, the Kimball 10-K is not very forthcoming with information related
to these areas. Goodwill is listed for 2014, but not for 2015, and there are no capital
leases to speak of. Only a small portion is dedicated to a discussion of a retirement
plan, but the numbers aren’t indicative of the true situation.

Accounting Flexibility
How a company chooses to represent items on their financial statements is just
as important what items they show. Many factors can influence how information is
presented because of the varying motives of those within the company. Outside
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pressures can lean on a company to make their numbers appear better than they
actually are. All firms are afforded some measure of flexibility with regards to how they
present their various data; whether they choose to use this to their advantage is up to
them. GAAP and the FASB have fairly strict guidelines about certain areas, but a skilled
accountant can still manage to find ways to skew data. Care must be taken when
analyzing financial statements to ensure that misrepresentations are identified and
restated correctly.
At first glance, Kimball’s level of representation on their 10-K statements of the
KAPs identified appears to be of a very low disclosure nature, meaning they’ve taken
the flexibility they have and used it to their full advantage. However, upon further
investigation, it was determined that they’re not intentionally hiding information; they
just don’t have anything to report.
Goodwill is listed for 2014, but isn’t recorded for 2015. Kimball doesn’t have any
material leases (capital or operating), and their spending on R&D is limited compared to
other firms in the industry. They do have a retirement plan for their employees, but the
monetary obligations of it are also minimal.
In conclusion, Kimball is meeting at least the minimum requirements under
GAAP/FASB standards. The level of flexibility that they are exercising over their
financial reporting is on par with other firms in the industry, even if they don’t have as
much to report. As of now, there is no reason to believe that anything is
misrepresented.

Evaluation of Accounting Strategy
The next step is to accurately describe and identify the actual accounting
strategy or method used by Kimball International. GAAP generally awards flexibility that
55

allows companies to rearrange revenues and expenses through different methods of
accountancy. To understand the degree of deception a company might present, the
investor must initially identify the two most basic approaches a firm can elect to take:
an aggressive accounting approach or a conservative accounting approach. Aggressive
accounting approaches have the ability to manipulate and create a deception of the
financial statements in order to exaggerate earnings or otherwise inflate financial
numbers in favor of the company. Inversely, generally a relaxed or conservative
approach will use accrual accounting methods which references a historical cost
approach on their assets. Generally when accrual accounting is used, the end result is
an understatement of assets and overstatement of expenses. The flexibility GAAP allows
creates an easement for some companies, however also allows room for deception to
the investors. In order for investors to make an accurate assessment of Kimball, it is
vital that they highlight and compare similarities or differences of accountancy
strategies with other firms in the same industry. Overall, it is ultimately up to the
investor to determine if the firm’s statements are accurately disclosed.

Research and Development
In regards to the business-to-business office furniture industry, research and
development is inherently smaller than comparative industries. GAAP rules state
research and development must be reported as an expense at the time it occurs.
Generally, expensing this is misleading due to the intangible asset aspect of research
and development that isn’t reported. This GAAP policy can lead to distortion in
disclosures and flexibility at an understated approach. Investors usually find that
expensing research and development leads to an overstatement of expenses and
understatement of assets, meaning the financial statements are partly inaccurate.
However, because Kimball’s research and development expense is a small percentage
of all other expenses, the distortion or misrepresentation of the statements is miniscule.
While in theory the solution to increase the accuracy and reliability of these statements
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is to capitalize research and development as an intangible asset for the useful life of the
research, in Kimball’s case, restating wouldn’t prove to be as useful comparative to
other companies in the same industry.

Goodwill
It is key to completely understand the accounting policies in reference to
goodwill when attempting to apply goodwill impairments. Traditionally goodwill was
impaired by amortizing it over the course of 40 years, indicating it has an absolute finite
life. Now, the current accounting method, goodwill is defined to have an indefinite life
that is assessed for impairments on an annual basis. Goodwill is impaired annually by
comparing the fair value to the carrying value, then treating the impairment as an
expense.
The office furniture industry treats goodwill with a low level of disclosure in
general. While other benchmark companies have a little higher or lower levels, the
general consensus is a low level of disclosure. For example, Steelcase has a significantly
higher level of disclosure compared to Kimball. Steelcase offers detailed information in
regards to their impairment process on an annual basis, and based geographically.
However Kimball and other benchmarks do not offer this much information and operate
at an adequate to lower level of disclosure, that isn’t very informative. While Kimball
does indicate where their goodwill is being impaired or changed and when over the
course of the year, the level of disclosure is relatively low in their annual reports.
Conclusively, a key step to evaluating the accounting strategy Kimball uses
relative to goodwill is determining whether it is aggressive or conservative. Aggressive
accounting policies do not impair goodwill which results in an understatement of
expenses, overstatement of assets, which would inaccurately report net income.
Reversely, a conservative accounting policy would attempt to raise their reported assets
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by impairing large amounts of goodwill. Evidence provided by benchmark companies in
the office furniture industry reports an aggressive accounting policy as they attempt to
raise earnings reported. While there are one or two outliers, the office furniture industry
as a whole, has a low level of disclosure in reference to goodwill.

Operating and Capital Leases
Kimball applies an aggressive accounting approach in regards to operating and
capital leases which does seem to help them inflate their books to an extent. Kimball’s
property from a high vantage shows a higher capital lease schedule compared to an
operating one. This gives Kimball both problems and benefits, further, the firm gets to
report these leases as expenses on their income statement, which can lead to a
misinterpretation of the earnings for the year. However, because they own much of
their property they are showing less attractive to their potential investors on the books.
Kimball has a less than favorable debt to equity ratio because of the liabilities and
expenses they do have through the capital leases. While they are successful in owning
more property, on the financial statements it can be misinterpreted as less credit
worthy to banks and all creditors alike.
The North American and Asian facilities combine for a total of 3,770,000 sq.
footage of property. Operating leases make up for 117,000 square feet of the total
property indicating that nearly 97% of their property is owned through capital leases.
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*The following table summarizes the Company's contractual obligations as of
June 30, 2015.
Payments Due During Fiscal Years Ending

The above table illustrates the purchase obligations to the operating lease
obligations, giving the investor a good reference point to view the ratio of the two types
of obligations. In total operating leases represent a small portion of Kimball’s payment
schedules for the year, however represent a small amount of their property as a whole.

Quality of disclosure
When companies report their financial statements, many business managers
choose to withhold certain information from investors or analysts. GAAP has a required
amount of disclosure for documents that are submitted to the SEC, but there is still
plenty of room to legally withhold information. This makes it difficult to obtain a true
valuation of a company in which the manager chooses to only disclose the required
information to their investors. By comparing the disclosure levels of Kimball
International’s accounting policies with its competitors, we can determine whether the
firm is doing a responsible and credible job of providing information. Firms with low
levels of disclosure can unintentionally misinterpret their earnings, asset values, and
liabilities. Firms that have a high amount of flexibility in accounting practices are
considered to have low disclosure while more conservative firms have a higher quality
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of disclosure. Therefore, the quality of disclosure is equivalent to the transparency of a
firm’s financial statements. The lower the level of disclosure gets, the harder it is for
investors to properly conclude the value of the company and to estimate the
prospective returns in the future. When firms provide the proper and adequate levels of
information, their investors feel more comfortable with investing in their company.
Evaluating disclosure can also lead us to potential accounting red flags.

Goodwill
In the 6 years of financial reporting that we analyzed, Kimball International
provided the required amount of information regarding goodwill, but they provided little
to no information on how and why goodwill was being impaired. Kimball International
did not fully discuss how they performed tests at the end of the year on goodwill to
show why there was a need for impairment; this is a cause for concern because the
lack of this information makes it unclear to why management hasn’t been impairing
goodwill every year. Steelcase Inc. and Herman Miller Inc. have goodwill impairment as
an expense and they also have a page dedicated to why and how the goodwill is
impaired.

Research and Development
The furniture business as a whole has a low level of disclosure in regards to
research and demand. But while comparing Kimball International’s disclosure to their
competitors, it is even lower. The only information given about research and demand
expense from Kimball is the total expense and nothing else. When comparing it to
competing firms in the industry, Kimball’s percentage of research and demand expense
as a percentage of sales is very low. The companies within the industry have varying
percentages of research and development to sales ratio. The firms that have a higher
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percentage of research and demand to sales ratio, like Steelcase, have higher levels of
disclosure. This means that the fact that Kimball has a low level of disclosure can be
justified by realizing that they spend much less than other firms, meaning they have
less to disclose about. In the table below is the average percent of sales of research
and development expenses of the firms in the furniture business over the past 3 years;
this table shows further that Kimball spends much less their competitors on research
and demand there for have less to disclose.

Average Percent of Research and
Development of Total Sales
Kimball

1.2%

International
Steelcase

1.3%

Inc.
Herman Miller

3.6%

Inc.
Knoll

1.9%

Inc.

In the table above, it shows that in comparison to sales to research and
development, Herman Miller is the obvious leader in research and development. Kimball
spends about the same percentage on research and development as Steelcase and
Knoll, but when you look at overall spending, Kimball spends much less than half of
every company. Again, this is important to know because this shows that they have less
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to disclose about research and development, but this does not justify the lack of
information.

Pension/ Post-Retirement Benefits
Kimball does an overall poor job on disclosing information about their pension
and postretirement benefits to their investors. They put little to no effort in disclosing
this information to their investors, which is not a good sign. On the contrary, their
competitors Herman Miller Inc. and Steelcase Inc. have multiple pages of their 10-K
dedicated to discussing this information, while Kimball merely mentions it. Steelcase has
very detailed logs of the changes in their plans and the different ways the money is
being moved around. After analyzing Kimball International’s 10-K reports and the
competitors within the same industry, it is evident that the firm provides insufficient
information when disclosing pension and other retirement benefits. If Kimball were to
discuss their financials and intentions for the future as well as its competitors do, it
would be much easier for investors to draw conclusions based on their numbers.

Potential Red Flags
Red flags are facts, information, or data within a company’s reports that can
mislead investors or analysts and put financial statements into question. There are
many items within a company’s financial statements that can be misleading and a cause
for concern such as non-GAAP information, goodwill, asset write-offs, leases, 4th quarter
adjustments, etc. Potential red flags need to be further examined in order to conclude
whether the items should be a cause for concern. Whether or not a firm’s financial
statements need to be restated due to misleading information is where analysts are
concerned. Kimball International’s data regarding goodwill, research and development
expenses, and leases are for the most part accurately represented within their financial
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statements, and their data does not materially alter perceptions of the company, so
there is no cause for concern regarding this respective data, but some investors may be
timid regarding the spinoff of Kimball Electronics. However, investors could consider a
lack of information and low disclosure levels for the following areas as a red flag. While
Kimball does briefly discuss goodwill, and research and development, they do not
disclose any detailed information regarding impairments or detailed descriptions for
their research and development. Simultaneously, Kimball also briefly discusses their
pension payment plan for domestic employees, however, does not discuss the details of
this plan, but moreover a total amount per year. Investors could view the low level of
disclosure as a bad sign. While at the same time competitors like Steel case have
generally high levels of disclosure in these areas, Steel case would only potentially
present material red flags within their financial statements.

Kimball Electronics Spin-Off
The spin-off of Kimball Electronics from Kimball International is an important
factor. With major changes of this magnitude, there will be a sense of uncertainty
among investors regarding the possible outcomes. The spin-off of Kimball Electronics
translated to a 56% decrease of net sales from fiscal year end 2012 and fiscal year end
2013. Although net sales decreased by 56%, Kimball’s net income grew from 1.02% of
net sales to 3.98% of net sales, and net income continues to produce higher
percentages of net sales than before the spin off. Any kind of spin-off of this magnitude
within a company can come with a potential red flags, but after further assessment of
this spin off, we have concluded that the spin-off of Kimball Electronics has been a
success for Kimball International as of yet, and we expect this success to keep building.
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Undoing Accounting Distortions
Accounting distortions are items in the balance sheet and income statement that
can be misleading to the investors looking into the company. Some potential
accounting distortions include goodwill, research and development, and operating
leases. If these are determined to affect the financial statements of a company in a
material way they must be restated to better represent the true value of the firm.

Goodwill

Goodwill is an intangible asset on a company’s balance sheet that is formed from
the acquisition of other companies. Goodwill is the difference between the fair value of
the company and the excess the company paid for it. A firm considers goodwill an
asset due the advantages a company gains from the acquisition of that company. Some
of the potential advantages include the brand name awareness and the clients of the
acquired business. Goodwill is impaired according to the manager’s opinion of its useful
life. This can be a problem if management fails to impair goodwill because it will
overstate the assets. If goodwill is contributes a major part of the fixed assets it must
be restated to accurately show the true condition of the company.

Kimball has a small amount of goodwill stated on its balance sheet. In general
Kimball has previously had around 2 million dollars of stated goodwill from 2010-2014
and in 2015 all of the goodwill has been taken off of the balance sheet. Also goodwill
makes up a miniscule portion of the assets and is not comparable to the large amount
of expenses Kimball has during each year. Keeping these facts in mind, goodwill should
not be restated because it is not misleading or make a material difference to the firm’s
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financial statements. However, the fixed goodwill is shown in the table below and uses
a useful life of 5 years.

(Amounts in thousands)
As you can see, the adjusted ending balance for goodwill in 2015 is
$101,200. Again, this is a negligent amount compared to the assets of the company
and does not require adjusting in the balance sheet.

Research and Development
Research and development is money a company puts towards developing new
projects, more efficient processes, or anything that can benefit the firm. Under GAAP
outlays of cash going towards research and development must be expensed. However,
these expenses can potentially have future economic benefit deriving from them. This
requires the restatement of the financials if the expenses associated with research and
development can have a major effect on the financial statements.
Kimball has research and development for every year, but it is a small amount
compared to the expenses. The research and development expenses were slightly
higher in previously years before the spinoff of the semiconductor portion of the
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business. These cannot be considered due to the irrelevance of research and
development now. In the most recent years, it generally represents only about 4
percent or 7 million dollars of the operating expenses. Because the small amount of
expenses it would not be accurate to restate research and development. Although, the
restated research and development is shown in the appendix, by using a useful life of 5
years.

Operating leases
Operating leases are leases that the company has signed for multiple
years. These can be a factor of the financial stability of the company if the future
payments of the leases are not shown on the liabilities and could potentially contribute
a large amount to the long-term liabilities balance.

Type of Occupancy

Approximate Square Footage

Owned

3,722,000

Leased

90,000

TOTAL

3,812,000

Kimball’s operating leases represent a small amount of the total land used. Total
amount of square feet used by Kimball is 3.72 million square feet and only 90,000 of
that are area is operating leases. This is a miniscule amount compared to the total area
used and cannot be accurately shown on the financial statements. The total amount of
operating leases would be a small amount compared to the expenses and the total
amount of operating leases due would increase the long-term liabilities by less than 15
percent. Taking these considerations in account it is determined the operating leases
will not need to be restated on the financials. However, the restated operating leases
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are shown in the appendix using a discount rate of 5.88%, which was derived from the
simple average of the range of interest rates on leases.

Conclusion
Since accounting distortions can be an important factor in determining the
financial stability of the company, it is important to determine if they need to be
restated. The most important ones to look at include goodwill, research and
development, and operating leases. By examining each one and comparing them to
other financial instruments in the company it has been shown that the differences are
not material.
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Financial Analysis, Forecasting Financials, and Cost of Capital Estimation
In order to accurately evaluate a firm, we must complete a three-step process.
These three steps include a ratio analysis, forecasting of the financial statements, and
determining the cost of capital. The ratio analysis is important when comparing the
companies in an industry and figuring out the industry average to see how the firm
being valued competes in their industry. There are three categories of ratios that are
being used to determine financial evaluations. The three categories of ratios are:
liquidity, profitability, and capital structure. Liquidity ratios are used to determine how
quickly a firm can liquidate their assets, or turn it into cash, in order to meet their short
term debt commitments. Often times liquidity ratios are used by financial institutions to
determine credit worthiness and risk. Profitability ratios are important in determining a
company’s ability to generate profit. These ratios compare revenue and income to sales
and expenses over a particular period. Capital structure ratios are good indicators of
where a company is allocating their investment and operating activities. Capital
structure ratios differ from the other two ratio categories because they don’t measure
performance, but instead default risk .Next, the financial statements are then
forecasted out 10 years based on the firm’s historical records from the past five years
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and assumptions that are made based on the general trend of the industry as a whole.
Lastly, the cost of capital is estimated. This allows the analysts to determine how much
capital is needed to generate revenue. The ratios are a calculated only on an as stated
basis, because we did not have to restate anything financial statements.

Liquidity Ratios
Liquidity ratios are used to measure the availability of cash and helpful when
comparing sales to different components of the financial statements. These ratio
calculations are indicators of how readily assets are to be converted into cash in order
to convert short term debt. Companies with high liquidity ratios indicate they will not
have trouble covering their short term liabilities. On the contrary, firms with too high of
liquidity ratios can indicate the firm is not attempting to expand properly by investing
their earnings. The ratios used in analyzing the liquidity of the firm are the current
ration, and the quick asset ratio.

Current Ratio
The current ratio is calculated by dividing current assets by current liabilities. A
current ratio of over 1 can usually indicate that the company is able to cover their bills
and stay up to date on their short term debt.
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Current Asset Ratio 2010 2011 2012 2013 2014 2015
Kimball

1.77

1.82

2.02

2.00

1.97

1.41

Steelcase

1.54

1.37

1.52

1.61

1.65

1.57

Herman Miller

1.26

1.77

1.79

1.38

1.27

1.32

Knoll

1.40

1.36

1.45

1.47

1.40

1.35

Industry Average

1.49

1.58

1.69

1.61

1.57

1.41

The table and chart above contain the current ratio of Kimball, three competitors
in the industry, and the industry average. Kimball’s current ratio from 2010-2014 was
much higher than any of their competitors, but in 2015 it dropped significantly. This is
due to them selling off their short term assets held for sale. Although Kimball’s current
ratio dropped by almost 30% from 2014 to 2015, this should not be a cause for concern
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to investors because their ratio is still on par with the industry average and they are
able to pay their short term debt. Additionally, from 2014 to 2015, 3 out of the 4
competitors in the industry sustained a loss in their current asset.
By year 2015, it is notable that the industry converges around a point of 1.40,
with Steelcase being a small outlier, the industry seems to communicate an agreement
around that ratio of assets to liabilities.

Quick Asset Ratio
The quick asset ratio, also referred to as the acid-test ratio, should always be
lower than the current asset ratio. Although the quick asset ratio and current ratio are
similar, the quick asset ratio includes only the current assets that are easily converted
to cash, such as cash, marketable securities, and accounts receivable. This is then all
divided over the current liabilities. Generally, the trend of the current ratio and the
quick asset ratio should be very similar because they are involving the same number.
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Quick Asset Ratio 2010 2011 2012 2013 2014 2015
Kimball

1.33

1.39

1.62

1.60

1.60

1.28

Steelcase

1.30

1.20

1.22

1.32

1.37

1.26

Herman Miller

0.93

1.30

1.35

0.94

0.89

0.74

Knoll

0.87

0.92

0.96

0.91

0.82

0.74

Industry Average

1.11

1.20

1.29

1.19

1.17

1.01

Kimball has maintained the highest quick asset ratio in their industry and
although it has dropped by almost 20%, it is well above the industry average. This ratio
is a good indicator that Kimball is able to cover their short-term debt, but it does not

73

necessarily mean that they are a superior company in their industry; they just maintain
more liquid assets and less inventory.
The quick assets for the furnishings industry show a segmentation between the
four companies compared. Knoll and Herman Miller are segmented and converge at
0.74, which is below the industry average of 1. Also Kimball and Steelcase have a quick
asset ratio which is converging and segmented around 1.27, which is above the
industry average. These show that Kimball and Steelcase have a higher quick asset
ratio, which means they are able to more easily meet short-term debt obligations.

Liquidity Conclusion
After calculating the liquidity ratio, we are able to evaluate the way Kimball
maintains their short term business. Kimball maintains a current ratio and quick asset
ratio of above the market average and they seem to be sustaining above or on par with
the industry average. This is good news for investors because it shows Kimball has very
good short term performance, which allows for growth and investing opportunities.

Liquidity Ratio

Performance

Trend

Comparative to Industry

Current Ratio

Above

Stabilizing

In-Line

Quick Asset Ratio

Above

Stable

In-Line

Overall

Above

Stable

In-Line

Operating Efficiency Ratios
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Operating efficiency ratios calculated by using different components of the
balance sheet and the income statement. These ratios indicate how well the company is
operating in term of sales. These ratios can show how much a company is making
compared to what they have on hand. By putting these ratios as a portion of a year, we
are able to estimate how long it takes to convert input into outputs. Operating
efficiency ratios are important because they are a way to see inside the company and
how they run their day to day business. Operating efficiency ratios are analyzed by the
following ratios: working capital turnover, inventory turnover, days’ supply inventory,
accounts receivable turnover, days sales outstanding, and cash to cash cycle.

Working Capital Turnover
Working capital turnover shows the relationship between sales and working
capital. Working capital is simply the current assets minus current liabilities. This ratio
allows us to see how effectively the firm is using their money to fund their operations
as compared to sales. Under this method of thinking, a high ratio of sales over working
capitals shows that the company is working efficiently using their working capital to
generate revenues.
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Working Capital Turnover 2010 2011 2012 2013 2014 2015
Kimball

6.24

6.76

5.98

2.33

2.21

13.54

Steelcase

10.28

8.85

11.45

9.76

8.50

9.86

Herman Miller

16.14

8.01

8.55

16.24 19.67 19.02

Knoll
Industry Average

12.87 11.60 11.24 10.88 12.90 13.12
11.38

8.80

9.30

9.80

10.82 13.89

Kimball maintained a steady working capital turnover from 2010-2012 but after
their spin off of Kimball Electronics, their working capital turnover spiked down
significantly. After completely their spin off in 2014, their working capital turnover shot
back up to the company average and based on our knowledge of the company, we can
assume that it will maintain at the industry level. Kimball went from being the lowest in
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the industry of market value turnover to on par with the industry average. This is a
good sign to investors because it shows that after they spun of their subsidiary, they
have been maintaining a much more efficient company.
Analyzing the above data, we can indicate there is a segmented industry in
respect to these company's’ working capital turnover rates.

Inventory Turnover
The inventory turnover ratio is used to analyze how effectively a firm replenishes
its inventory as sales are made. A high inventory turnover can either indicate that the
firm experienced a high volume of sales for that period or they are not replenishing
their inventory properly. If a company’s sales fall, they can be in an unfavorable
position if they continue to increase their inventory. There is no perfect inventory
turnover ratio as it varies from different industries, so it should be compared to the
industry average.
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Inventory Turnover 2010 2011 2012 2013 2014 2015
Kimball

6.46

7.14

7.92

2.90

2.68

10.95

Steelcase

16.46 13.33 13.72 14.46 13.51 12.67

Herman Miller

15.38 16.78 19.11 15.35 15.96 10.42

Knoll
Industry Average

6.39

6.34

7.02

6.12

6.02

4.82

11.17 10.90 11.94

9.71

9.54

9.72

Again, before Kimball’s spin off of their subsidiary, they were sitting at the
bottom of their industry, but after their spin off was complete they have exceeded the
industry average. In the chart and graphs below we are able to see that the average for
the industry has moved very little over the past 6 years, but Kimball has made their way
back to competing with their competitors with significant improvements to their
inventory turnover.
By comparing the visual aid of the graph to the above chart, we can indicate that
in regards to inventory turnover the industry is evidently segmented.

Day’s Supply of Inventory
Day’s supply inventory provides a more applicable version of inventory turnover
by explaining, in days, how long it takes for a firm to turnover its inventory. This is
calculated by dividing 365 by the firm's inventory turnover. Day’s supply of inventory is
directly correlated to inventory turnover, thus making a mirror image in graphs, as
shown below. Since having a high value of inventory turnover is important, generally it
is key to aim for having a low number a day's supply inventory. In other words, you
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would rather sell off your inventory faster than let it sit around. Again, this ratio is also
based off of industry trend and average.

Day’s Supply Inventory 2010 2011 2012
Kimball

2013

2014

2015

56.47 51.09 46.08 125.85 135.97 33.34

Steelcase

22.17 27.39 26.61

25.25

27.02

28.80

Herman Miller

23.74 21.75 19.10

23.78

22.87

35.02

Knoll

57.16 57.53 52.01

59.68

60.64

75.75

Industry Average

39.89 39.44 35.95

58.64

61.63

43.23

The graph below shows that Kimball had their inventory for much longer than
the industry average but after the spin-off, they are back to the industry average. This
is a very good sign for investors because it indicates that Kimball is following the
industry average and does not have an extreme amount of money tied up in inventory.
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Accounts Receivable Turnover
Accounts receivable turnover is used to measure the efficiency of a firm’s ability
to collect receivables. It is calculated by dividing sales revenue by net accounts
receivable. Firms use accounts receive to extend a line of credit to their customers,
receiving payment at a later date. A low ratio can prove that a firm is not effectively
collecting their payments on account, and need to make adjustments to their loaning
policies. High ratios are preferred because this mean they are either not letting
companies have large lines of credit or they are simply receive more cash payments
that credit payments. In the laws of finance, a dollar today is worth more than a dollar
in the future.
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Accounts Receivable Turnover 2010 2011 2012 2013 2014 2015
Kimball

7.27

8.03

8.19

3.11

3.10

10.79

Steelcase

9.45

8.99

10.13

9.99

9.74

9.40

Herman Miller

9.11

8.54

10.80

9.95

9.21

11.30

Knoll

6.86

6.34

7.29

8.49

8.31

9.17

Industry Average

8.18

7.98

9.10

7.88

7.59

10.16

When analyzing Kimball’s account receivable turnover, we can see that
(excluding their years that is distorted due to the spin off), they have maintained the
industry average. This means that compared to their competitors, they are doing very
well with receiving their collectables. Although they have been at or below the industry
average, it is good to see an increase of accounts receivable turnover past the industry
average. This means they have started to make more sales in cash and are increasing
the liquidity of the firm.

Days Sales Outstanding
Much like day’s supply inventory, days sales outstanding provides a more
applicable version of accounts receivable turnover. Days sales outstanding is a measure,
in days, of how long it takes a firm to collect its receivables. This is calculated by
dividing 365 by the accounts receivable turnover. This number is also more favorable
when it is lower because this shows that they are collecting their sales on credit faster.
Because this is essentially a mirror image of accounts receivable, they graphs can be
analyzed the same.
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Days Sales Outstanding 2010 2011 2012
Kimball

2013

2014

2015

50.17 45.45 44.57 117.36 117.92 33.84

Steelcase

38.62 40.59 36.03

36.55

37.47

38.84

Herman Miller

40.05 42.74 33.81

36.69

39.62

32.31

Knoll

53.18 57.61 50.08

43.01

43.92

39.81

Industry Average

45.51 46.60 41.12

58.40

59.73

36.20

Historical data proves that Kimball generally sticks around the industry average
for their days sales outstanding. Excluding nonviable years the industry average is
consistent around 35.
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Cash to Cash Cycle
Cash to cash cycle is simply day's supply inventory and days sales outstanding
added together. Cash to cash cycle provides an overall view of how long it takes cash
that goes into input to come back as a cash inflow, hence “cash to cash” cycle. Since
this number is dependent on the accounts receivable turnover and the inventory
turnover, a lower cash to cash cycle is what firms strive for.
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Cash to Cash Cycle

2010

2011

2012

2013

2014

2015

Kimball

106.65

96.54

90.66

243.21 253.89

67.18

Steelcase

60.79

67.98

62.64

61.80

64.49

67.64

Herman Miller

63.79

64.48

52.90

60.47

62.50

67.32

Knoll
Industry Average

110.34 115.14 102.09 102.69 104.56 115.56
85.39

86.04

77.07

117.04 121.36

79.43

The cash to cash cycle from the industry vary a good amount, but the average
has remained generally the same over the past 6 years, excluding the 2 years of
outliers from Kimball. The cash to cash cycle for the furniture business is slightly above
two months. Kimball seems to be striving to lower this number in order to have less
cash tied up. Overall, Kimball has maintain a strong position in the furniture industry
when it come to the cash to cash cycle which indicates to investors they do not have
money their money tied up for too long.

Operating Efficiency Conclusion
After running all the operating efficiency ratios for Kimball and its competitors,
we can conclude that Kimball is performing on par or slightly above the industry
standard. Additionally, this enhances their value to investors, as operating efficiency is
indicative of how a company runs. Although Kimball has very seemingly unfavorable
numbers in recent years due to the spin off, it is important to note their consistent
historical proof of meeting industry standards across the board which enables them to
remain competitive and keep a foothold in their industry.
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Industry
Operating Efficiency Ratio

Performance

Trend

Comparison

Working Capital Turnover

Below

Segmenting

Above

Inventory Turnover

Below

Segmenting

Above

Days' Supply Inventory

Above

Stabilizing

Below

Turnover

Below

Stabilizing

Above

Days' Sales Outstanding

Above

Stabilizing

Below

Cash to Cash Cycle

Above

Stabilizing

Below

Overall

Above

Stabilizing

Below- In-Line

Accounts Receivable

Profitability Ratios
In order to successfully grow a business, it is key to generate more revenue than
the expenses that you are incurring. This will allow a company to put retained earning
back into the business and grow the company. Profitability ratios are used to provide
statistics that show the firm's ability to generate profit. Intuitively, higher profitability
ratios are desired, as this means the firm is able to put more money back into the
business in order to grow it. The following ratios will be calculated in order to analyze
the profitability of Kimball International: gross profit margin, operating profit margin,
net profit margin, asset turnover, return on assets, return on equity, internal growth
rate, and sustainable growth rate. Again, these ratios are a calculated only on an as
stated basis, because we did not have to restate anything financial statements.
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Gross Profit Margin
Gross profit margin shows the relationship between a firm’s sales and its gross
profit. Gross profit is calculated by subtracting cost of goods sold from sales, and the
gross profit margin shows what percentage of total sales became gross profit. The
higher the ratio is, the better a firm is covering their fixed costs and expenses related to
overhead.

Gross Profit Margin

2010

2011

2012

2013

2014

2015

Kimball

15.72% 16.18% 18.38% 28.07% 30.66% 31.43%

Steelcase

28.35% 29.44% 29.45% 30.19% 31.62% 29.94%

Herman Miller

32.49% 32.63% 34.26% 34.10% 33.53% 36.94%

Knoll

34.54% 32.70% 31.83% 33.15% 32.51% 35.39%

Industry Average

27.78% 27.74% 28.48% 31.38% 32.08% 33.43%
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As the tables and graphs above indicate, Kimball has generally done a bad job
when compared to their competitors. The industry average has stayed well above
Kimball from 2010-2013, but after the spin-off of Kimball Electronics, Kimball has
jumped into competition in their industry, sitting just 2% below the industry average.
Generally, averaging out historical profit margins would be a way to predict future
profit, but in order to properly value Kimball’s profitability, it is important to see how
they have been consistently trending. The industry and benchmarks combined indicate
a stabilized average, neither segmenting nor converging.

Operating Profit Margin
The operating profit margin is calculated by dividing a firm’s operating income by
its sales. Operating income is calculated by subtracting selling and administrative
expenses by gross profit.
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Operating Profit Margin

2010

2011

2012

2013

2014

2015

Kimball

0.24%

0.20%

1.61%

-2.12%

0.36%

2.88%

-0.50% 2.11%

3.53%

2.07%

5.55%

4.74%

Herman Miller

4.06%

7.48%

7.98%

6.47%

-1.37% 7.63%

Knoll

8.14%

7.84% 10.25% 10.18%

4.80%

7.32%

Industry Average

2.99%

4.41%

2.34%

5.64%

Steelcase

5.84%

4.15%

Reflective in the above chart and graph, Kimball’s operating profit margin is
performing under the industry average. While the industry trends to stabilize around
6% Kimball is consistently operating below average.

Net Profit Margin
Net profit margin is a more reliable margin during the analysis of any firm
because unlike gross profit margin and operating profit margin, the net profit margin
includes all the costs incurred by the firm during the fiscal year, which makes the net
profit margin the most important margin when determining the profitability of a firm.
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Net Profit Margin

2010

2011

2013

2014

2015

Kimball

0.96%

0.41% 1.02% 3.98%

6.15%

3.38%

-0.59% 0.84% 2.06% 1.35%

2.93%

2.81%

Steelcase

2012

Herman Miller

2.15%

4.29% 4.36% 3.84% -1.17% 4.58%

Knoll

3.51%

3.41% 6.13% 5.73%

2.69%

4.44%

Industry Average

1.51%

2.24% 3.39% 3.73%

2.65%

3.80%

While the industry seems to reflect volatile historical data, the benchmarks
communicate a convergence in the 2015. The industry performs around 1.5% - 3.8%
through the period, Kimball is consistently performing below the industry average,
excluding 2013 and 2014 outlier data.
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Asset Turnover
Asset turnover is the best ratio to use to link the income statement and balance
sheet together. Asset turnover results from dividing sales by the previous year’s total
assets. Generally a firm that tends to have a higher asset turnover ratio is successful in
receiving sales from their assets. The asset turnover ratio is very important to firms in
this industry particularly for firms that have pricy long-term assets. Generally a firm with
a lower turnover rate means that the company is not using their assets to their fullest
extent.
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Asset Turnover

2011 2012 2013 2014 2015

Kimball

1.89

1.82

0.84

0.84

0.83

Steelcase

1.45

1.38

1.71

1.77

1.77

Herman Miller

2.14

2.13

2.12

1.99

2.16

Knoll

1.23

1.34

1.31

1.24

1.55

Industry Average

1.68

1.67

1.49

1.46

1.58

The industry is relatively segmented, meaning the benchmarks and Kimball are
somewhat evenly spread out. The industry average communicates a range of 1.46 1.58, Kimball is continually performing underneath these averages. It is key to note that
Kimball is reporting consistent turnover rates and seem stabilized. Inversely, Herman
Miller is the other side of the spectrum consistently having higher turnover rates than
Kimball and the industry average.

Return On Assets
Another ratio that is effective in gauging the profitability of a firm is the return of
asset ratio. The return on asset ratio is a good way to indicate how much an investors
can expect to gain on his investment. Having a higher return on asset ratio means that
there is a strong correlation between revenue maximization based on their assets. To
compute return on assets you start by dividing net income by the firm’s total assets in
the previous year. In the figure provided below, it is evident that Kimball is far below
the industry average. This can indicate that company expects less return on their assets
held for sale.
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Return On Assets

2013

2014

2015

Kimball

0.77% 1.86% 3.34%

5.19%

2.81%

Steelcase

1.22% 2.84% 2.31%

5.19%

4.99%

Herman Miller
Knoll

2011

2012

9.19% 9.31% 8.13% -2.33% 9.90%
4.17% 8.19% 7.49%

3.34%

6.90%

Industry Average 3.84% 5.55% 5.32%

2.85%

6.15%

The industry average has ratio volatility and is hard to compute a trend or
average, however excluding outliers reflects a positive trend in their return on assets
ratio. Similarly, Steelcase also reflects a strong positive correlation. There has been
some segmentation in the industry in the past five years with convergence in 2014, but
then follow with wide spread segmentation. This shows that there is no industry
standard for the return on assets of a firm, and it will vary from year to year and firm to
firm.
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Return On Equity
The return on equity ratio measures how efficient a firm is using shareholder
wealth to create returns for the company. Companies that have high debt to equity
ratio, with level net income levels translate into high returns on their equity. This is a
lag ratio, so to calculate return on equity, divide net income by total shareholder equity
in the previous year. This ratio will indicate to investors if they can expect a return on
their investment or not.
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Return On Equity

2011

2012

2013

2014

2015

Kimball

1.30%

3.00%

5.15%

8.27%

4.60%

Steelcase

2.92%

7.89%

5.65%

13.13% 12.72%

Herman Miller

88.39% 36.68% 27.47% -6.92% 26.36%

Knoll

30.55% 44.56% 31.15% 12.33% 20.82%

Industry Average 30.79% 23.04% 17.35%

6.70%

16.12%

In the past five years of the furniture industry, there has been major changes in
the average return on equity. Excluding Herman Miller (due to extreme changes), there
was a convergence from 2013 to 2014 around 10%, and into 2015 there was an
increase in half the industry and a decrease in the other half. Kimball has maintained a
relatively low return on equity ratio with little variation, and has always been in the
bottom half of their industry. This shows that Kimball’s investors can expect lower
returns on their investment as compared to the competitors in the furniture industry.

Internal Growth Rate
The internal growth rate is generated by multiplying return on assets by the
firm’s earnings retention rate, also known as plow back rate. A firm’s earnings retention
rate shows how much of its earnings were invested back into the company and not paid
out to shareholders in the form of dividends. There are only two ways for a firm’s
earnings to be split, either paid out to shareholders or invested back into the business.
The earnings retention ratio is calculated by subtracting the dividend payout ratio,
dividends per share divided by earnings per share, from one.
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Internal Growth Rate

2011

2012

2013

2014

2015

Kimball

0.52%

1.61%

3.08%

4.95%

2.52%

Steelcase

-0.08%

1.25%

-0.46%

2.22%

1.95%

Herman Miller

10.04% 10.00% 12.92% -0.96% 15.13%

Knoll

3.34%

5.78%

4.49%

0.07%

3.52%

Industry Average

3.45%

4.66%

5.01%

1.57%

5.78%

The industry average reflects an upward trend in IGR, while not confidently, but
excluding outliers, has a positive correlation. Again, excluding Herman Miller, the
industry has converged around 4%, with many variation from year to year. This shows
that within the furniture industry, firm apply generally the same standard when in come
to their earnings retention rate, but there is not an exact average. This is important in
establishing the next rate which is the sustainable growth rate.
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Sustainable Growth Rate
The sustainable growth rate is directly correlated to the internal growth rate. To
calculate a firm’s sustainable growth rate, multiply its internal growth rate by one plus
its debt to equity ratio. Simply put, the sustainable growth rate determines a firm’s
growth potential if its’ debt to equity ratio stays constant.

Sustainable Growth Rate

2011

2012

2013

2014

2015

Kimball

0.84%

2.48%

4.90%

8.10%

4.75%

Steelcase

-0.19%

3.49%

-1.13%

5.63%

4.98%

Herman Miller

96.59% 39.43% 43.65% -2.84% 40.29%

Knoll

24.44% 31.41% 18.69%

0.25%

10.62%

Industry Average

30.42% 19.20% 16.53%

2.78%

15.16%
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Based on the chart above, the industry market average is extremely volatile and
fluctuates to a point where no trend can be determined. However, Kimball
demonstrates positive growth across the board for the given years sequentially.
Comparable to other benchmark companies, Kimball is the only firm to show this
growth in the rate. In 2014 there was some convergence in the industry, but there is no
standard in the industry that can be seen.

Profitability Conclusion
The chart below shows how Kimball has fared in their industry in terms of their
profitability. All but one of their ratios is below the industry standard, which means in
the eyes of investors, Kimball is much less favorable as a firm in the industry business.
Adjustments in their management must be made in order to make the firm more
investable to investors. In recent years, Kimball has had an upward trend in their
overall profitability. This is a good sign in the valuation of Kimball because profitability
plays a major factor in the valuation due to importance of increasing shareholder
wealth.

97

Profitability Ratio

Performance

Trend

Gross Profit Margin

Below

Upward

Operating Profit Margin

Below

Upward

Net Profit Margin

Average

Stabilizing

Asset Turnover

Below

Downward

Return On Assets

Below

Upward

Return On Equity

Below

Upward

Internal Growth Rate

Below

Upward

Sustainable Growth Rate

Below

Stable

Overall

Below

Upward

Capital Structure & Leverage Risk Ratios
Capital structure and leverage risk ratios are used to provide insight on how
much risk that a firm is willing to take on. A firm’s capital structure is analysis of the
right hand of the balance sheet; liabilities and equity. These ratios show how much debt
compared to how much equity a firm uses to finance their assets or operations. Firms
that are greatly leveraged with debt financing might be at risk of going bankrupt if they
cannot make payments on their liabilities. However, debt financing can increase
stockholders’ return on investments and tax advantages can be acquired through
borrowing. The ratios used in determining a firm's’ capital structure consist of: debt to
equity ratio, times interest earned ratio, debt service margin ratio, and the Altman’s Zscore.
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Debt to Equity Ratio
The debt to equity ratio provides a metric for analysts to determine how much a
firm’s total assets are debt financed or equity financed. To calculate the debt to equity
ratio, divided a firm’s total liabilities by its total shareholder equity. This ratio
determines a company’s financial leverage, more specifically how much of debt
financing is being utilized for what the shareholders have invested. The ratio has
indicators either greater or lower than 1, greater meaning assets are typically financed
through debt servicing. Inversely, if the ratio is smaller than 1, the assets are financed
primarily through equity.
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Debt To Equity Ratio 2010 2011 2012 2013 2014 2015
Kimball

0.69

0.62

0.54

0.59

0.64

0.88

Steelcase

1.40

1.78

1.45

1.53

1.55

1.59

Herman Miller

8.62

2.94

2.38

1.96

1.66

1.70

Knoll

6.32

4.44

3.16

2.70

2.02

3.08

Industry Average

4.26

2.44

1.88

1.70

1.47

1.81

Kimball displays a positive trend in their debt to equity ratio, while below 1
meaning they finance through equity mostly, however they have the ability to control
their leverage unlike firms such as Herman Miller who has a negative trend in their debt
to equity data. The firms within the furniture industry generally finance their operation
through debt, except for Kimball. As seen in the graph above, in recent years the
industry seems to have chosen to fund their investments more through equity, which
can be more multiple reason. Kimball owns most of their manufacturing plants and
operations which allows them to use less debt for their operations. Although Kimball
displays less risk in their debt to equity ratio, this also means that they cannot generate
as much money off their debt servicing as the other firms in the industry are
generating.

Times Interest Earned
Times interest earned is mainly used to determine a firm’s ability to meet their
debt obligations. This ratio shows how often a firm can cover its interest expenses by
taking cash out of their earnings. Making interest payments and servicing all debt
obligations is key to staying out of bankruptcy and keeping debt holders content. The
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Times interest earned results from dividing a firm’s operating income by interest
expense.

Times Interest Earned 2010 2011
Kimball

2012

2013

2014

2015

18.95 19.97 -525.40 408.08 74.77 721.75

Steelcase

0.63

-2.67

-3.79

-3.33

-9.32

-8.19

Herman Miller

2.47

6.20

7.86

6.68

-1.46

9.34

Knoll

4.58

3.61

9.66

14.41

6.97

10.42

Industry Average

6.66

6.78

-127.92 106.46 17.74 183.33

As seen in the charts above, the furniture industry has major segmentation in
their times interest earned ratios. Kimball displays a high times interest earned ratio,
which derives from having a very low amount of debt that is owed to outside leases.
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Kimball’s 2012 and 2013 ratios experience a large amount of variation due to the spinoff of Kimball Electronic, so we have chosen to exclude those years in our analysis. The
industry, excluding Steelcase has converged to a positive time interest earned ratio,
showing that the firms are able to pay their interest payments with their operating
income. It is very difficult to derive an industry average due to large segmentation from
Kimball International, but as an industry, they are able to cover their interest expense.

Debt Service Margin
The debt service margin is the valuable tool to use when evaluating a firm’s
ability to pay back its finances from debt. It is derived by dividing the firm’s cash flow
from operating activities by its current maturities of long-term debt in the previous year.
The intent of the debt service margin is to indicate the ability of a business to meet its
regular debt obligations. Most successful debt service margin ratios are greater than 1.
The higher the ratio is above 1 the easier it is for companies to finance certain projects
through debt obligations and servicing.
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Debt Service Margin
Kimball

2011

2012

2013

2014

2015

349.98 4918.25 4561.50 3037.87 553.72

Steelcase

9.82

0.40

72.04

68.77

32.38

Herman Miller

0.88

1.06

1.96

1.46

3.35

Knoll

601.56

495.71

25.71

7.82

10.50

778.98

149.99

Industry Average

240.56 1353.85 1165.30

Taking a look at the chart, the industry average is skewed and hard to determine
a specific correlation, similarly with Kimball these numbers don’t show a certain trend.
However, the industry as a whole is significantly above 1, therefore this shows their
ability to service their debt successfully. Since the ratios range from .88 to 4918, there
is not true industry average that can be justified.

Altman’s Z-Score
Altman’s Z-Score is used to determine a firm’s risk of bankruptcy. This model is
also typically used to display a credit score for people interested in comparing credit risk
among companies. Generally the lower the z-score the more risky is being applied.
Thus, the higher the z-score the lower the interest rate. A score below 1.8 can indicate
that a firm is headed for bankruptcy, and a score above 3.0 indicates that a firm is a
safe bet not to go bankrupt. Scores between 1.8 and 3.0 are considered in the “gray
area” and can be construed to be average risk. Below is the following equation to find
the z-score.
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1.2 * (Working Capital/Total Assets)
+ 1.4 * (Retained Earnings/Total Assets)
+ 3.3 * (Earnings Before Interest & Taxes/Total Assets)
+ 0.6 * (Market Value of Equity/Book Value of Liabilities)
+ 1.0 * (Sales/Total Assets)
Altman’s Z-Score

Altman's Z-Score

2010 2011 2012 2013 2014 2015

Kimball

3.67

3.97

4.42

3.17

3.65

6.21

Steelcase

2.58

2.53

3.25

3.57

3.89

4.12

Herman Miller

3.23

4.55

4.36

4.42

4.05

2.72

Knoll

2.36

2.64

3.10

3.16

3.01

2.83

Industry Average

2.96

3.43

3.78

3.58

3.65

3.97
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The table above shows the z-score of the furniture industry. Compared to the
industry average firms like Herman Miller and Kimball are considered extremely credit
worthy and would most likely have a lower interest rate compared to the market as well
as companies such as Knoll. Although Kimball and Herman Miller have better z-score
than their industry, the furniture industry as a whole is considered a safe industry. The
average industry score from 2012 to 2015 stays constant above 3.0, and Knoll is the
only firm to have one year below the 3.0 benchmark in the 5 year span. The firms
within the industry can all expect to have low interest rates, which will in turn help
generate more profit through leveraged borrowing.

Capital Structure & Leverage Conclusion
From the analysis of Kimball International’s capital structure ratios, Kimball is
considered to be a less risky firm than their competitors. They have less debt financing
which allows them to pay their debt back much easier than other firms. They also are
able to be considered to receive lower interest rates than their competitors based on
their very safe Altman’s z-score. Although their performance in capital structure is
above the industry average, this does not mean they are a better company. This means
that they are less risky in terms of their financing policies and are at no risk of going
bankrupt. From the rules of financing, the lower the risk, the lower the benefits.
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Capital Structure & Leverage Risk Ratio Performance

Trend

Debt to Equity

Below

Stable

Times Interest Earned

Above

Volatile

Debt Service Margin

Above

Downward

Altman's Z-Score

Above

Upward

Overall

Above

Volatile

Financial Statements Forecasting
When analyzing how a company will perform in the future, certain items and
accounts for the company’s financial statements must be forecasted. By focusing on
historical trends, financial ratios, and growth rates from six years’ worth of financial
data, accurate assumptions can be made in regarding forecasted data are for the next
ten years.
In addition to focusing on Kimball’s trends, ratios, and growth rates, observing
the historical industry and market trends as well the economic climate is a good
indicator on what might cause this particular industry to fluctuate. After addressing all
of the above issues, a 10 year forecast of a firm’s financial statements can be
estimated.

Income Statement
When forecasting a company’s future financial statements, forecasting the
income statement comes first. The trends and assumptions found when forecasting the
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income statement are used when forecasting the balance sheet and the statement of
cash flows; and for that reason, the accuracy of the forecasted income statement is
extremely vital to the overall accuracy of the future financial performance.
To forecast the income statement, forecasting future sales is the first and most
important factor. This is the first and most important step when forecasting the income
statement because many of the ratios used for determining a company’s future stability
derive from forecasted sales. Because of the importance in the forecasted sales, it is
crucial to find historical and future trends and assumptions based on the firm’s
performance and also the performance of the industry as a whole. When forecasting
sales for Kimball, assumptions were taken into account that, based on the steady rate
of increase in past sales after spinning off Kimball Electronics, and the increase of
demand for specialized, innovative furniture, there will be a growth rate of 8% per year.
The second step of forecasting the income statement is to find the cost of goods
sold. The assumption that was used to forecast cost of goods sold was that due to their
constant growth of cost of goods sold parallel to their total sales, the forecasted cost of
goods sold would have a steady growth rate of 8% as well. The average percent of cost
of goods sold of the past 5 years of viable data was about 70% of sales, and with a
growth rate of 8%, the average percent of cost of goods sold for our forecasted years
remained around the 70% mark.
The third step of forecasting the income statement is to find the gross profit.
Since gross profit is the difference of sales and cost of goods sold there are two ways to
come up with this number. The first way is to forecast the gross profit at a growth rate
of 8%, since the cost of goods sold and sales are both increasing at 8% per year. The
way to double check to see if this method works is to make sure that on the common
sized income statement shows cost of good + gross profit = 100%.
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The fourth step in forecasting the income statement is to find the operating
income over the next 10 years. Over the past five years, Kimball’s operating income
peaked at .88%. They maintained a very low operating income every over the past five
years, so it was safe to estimate that Kimball would not increase this amount by more
than a one percent in 10 years, even with a constant growth of sales. Due to their
recent spin off, the assumption that their operating income would increase over the
next two years because they would not have to incur any more restructuring expenses
was made, but would then fall back to the prior average of less than 1%. Since their
operating income was historically low, there was very little room for error when
forecasting the next 10 years.
The final step of forecasting the income statement is to forecast the net income.
The way to find net income is to subtract the interest expense and income tax from the
operating income. Due to uncertainty of interest rates, this is not a possible method for
finding net income. After the spin-off Kimball Electronics, Kimball did not have very
viable data regarding net income due to a large decrease of leases and overall sales.
The assumption we used to forecast net income was that it would increase constantly
because of Kimball having less debt obligations while the sales increased but would
maintain an average net profit margin of 4%.
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Balance Sheet
The balance sheet is the second financial statement to be analyzed in the
forecasting process. From forecasting the balance sheet, determination of how assets,
liabilities, equity, and retained earnings will perform in the future can be made.
Providing accurate forecasted sales is vital in accurate forecasting the balance sheet.
The reason behind this is how important for the ratios that are to be used to build the
forecast for particular line items on the balance sheet.
The initial line item to be forecasted on the balance sheet is the total assets. We
used the asset turnover ratio to forecast ten years’ worth of total assets; this ratio
connects the two accounts between the balance sheet and the income statement. To
determine the actual numbers for the forecasted total assets we used the asset
turnover ratio when ended up being a consistent 8% increase in assets. Because of
Kimball’s spin-off of its subsidiary company, the data across the board is somewhat
non-viable and non-conclusive due to scaling issues, however 8% growth showed an
accurate portrayal of forecasted growth.
The second line item account that needs to be forecasted in non-current, long
term assets. To accurately determine the forecast for long-term assets, we must initially
determine what percentage of total assets, non-current assets represents over the past
six years. This derived the long-term assets at 43% of total assets. To determine the
raw numbers for the next ten years relative to non-current assets, we multiplied total
assets forecasted per year by 43%.
The next line item account we determined important to forecast is the current
assets section. Inversely related to the long-term assets we determined that we would
figure what percentage of total assets current assets represented. Because long-term
assets was 43% of total assets, we can intuitively deduce that current assets is worth
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57% of total assets. Following this step, to determine the raw forecasted numbers, we
multiplied total assets by 57%, and applied to all ten years.
Finishing the forecast for the asset portion of the balance sheet, the next step in
the process is to forecast the liability section. The first line item to forecast is the
current liabilities; we determined our current ratio average to be 1.8 over the last six
years. We used this accurate ratio to determine the forecast for the next years relative
to current liabilities. We utilized the current assets, and divided 1.8 by the current
assets to compute the current liabilities for the following ten years.
The next step in the balance sheet forecast is to move to the stockholders equity
portion of the financial statement. It is important to note that to find the forecast for
stockholders equity we must initially forecast retained earnings. To calculate the
forecasted retained earnings we took the beginning balance of stockholders equity,
added net income and subtracted dividends paid. By doing this, we were able to
forecast the total stockholders’ equity over the next ten years.
After calculating total assets and stockholders, equity the next line item to
forecast is total liabilities. Subtracting stockholders equity from total assets based on
the formal accounting equation knowledge, we determined the total liabilities through
these numbers. Because we now have total liabilities, we are able to compute long-term
liabilities. Using intuitive accounting knowledge, we subtracted current liabilities from
total liabilities to determine long-term liabilities. After initially doing this, we applied the
same methodology to forecast the following ten years out.
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Statement of Cash Flows
Generally, the statement of cash flows is typically the final statement to be
forecasted. This statement is usually the last one because of its inherent isolation from
the other two statements. It is the hardest statement to forecast because the accounts
and line items are not correlated to other accounts to the other two statements. The
three main things the statement of cash flows states is the cash flow from operating
activities (CFFO), the cash flow from investing activities (CFFI), and cash flow from
financing activities.
The initial step in forecasting the statement of cash flows is to assess the flow of
cash from operating activities through yearly business activities. Due to high variations
in cash flows over past years in areas such as net income, sales, and operating income.
Our group decided to use CFFO/Sales as the most accurate ratio to produce a forecast.
We decided to use this ratio because of lower amount of variation in the ratio, other
ratios required excluding several outliers while Sales does not. As a group we decided
to use an average of 6% based on average amongst the CFFO/Sales, this was done
without excluding any outliers. To determine our forecasted cash flows in operations we
decided to multiply our forecasted sales by 6% for the next ten years.
Following cash flow in operating activities, the next step is to figure out the
forecasted cash flow for investing activities. Determining a rate for the investing
activities proved to be a little more difficult than expected. The variation in Kimball’s
figures do not help compute an accurate growth percentage. Uncertainty in the trend in
cash flows over the past six years led our group to select a lower, but neutral
percentage. We decided to use 4.5%, this number while close to the growth percentage
from operating activities, is lower due to our uncertainty factor. This percentage may
not be a completely accurate forecast percentage for investment activities, however, is
the best growth rate we could determine.
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The last and final step in forecasting the statement of cash flows is to forecast
the dividends through the cash flows in the financing activities. Looking at past year
dividends that Kimball had issues, we determined in general their dividend volatility was
relatively stagnant. We also recognized that their dividend growth was very controlled
and on a period interval basis. Through historical data we determined that Kimball
increased their dividends at a rate of 10% on average, increased on 5 year period
intervals. In 2010 through 2014, Kimball issued a steady $0.18 per share annually.
Following 2014, 2015 reflected a $0.02 increase, ending in a $0.20 dividend per share,
reflecting a 10% increase. To find the amount of dividends paid throughout the next
years, we decided to replicate the $0.20 dividend until 2019, and then increase by 10%,
finalizing at a $0.22 dividend payout per share.
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Estimating the Cost of Capital

Cost of Equity
We will be estimating the cost of equity; that is, the minimum return that a
stockholder will require when purchasing a firm’s stock. Our methodology for
calculation was the use of the Capital Asset Pricing Model (henceforth “CAPM”). CAPM
is a well-known, widely used formula for calculating the cost of equity for a firm. CAPM
takes the estimated beta of a firm, multiplies it by the market risk premium, and
finishes by adding back in the current risk-free rate of U.S. Treasury Bills, as illustrated
below:
COST OF EQUITY = Firm’s beta * (Market return – Risk-free rate) + Risk-free
rate
Ke = RF + ß (MRP)
To expand on our calculation of CAPM, the most important statistic we will derive
is the beta for the firm. Beta is a measure of the systematic risk; it indicates how
volatile the stock’s returns are in comparison to the market return. A higher beta
(usually greater than 1) will result in the potential for higher returns, but at the cost of
greater risk to the investor, as systematic risk cannot be diversified away. A beta lower
than 1 will have a return that varies less in response to the market, indicating lower
volatility.
To find the beta for Kimball, we used linear regression analysis, using the last 72
months of monthly stock prices for Kimball. First, we had to determine the appropriate
market risk premium, which was found by subtracting the risk-free rate from the market
return. For the market return, we used the historical returns from the S&P
500. Meanwhile, the risk-free rate corresponded to the current yield-to-maturity of
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U.S. Treasury Bills and was gleaned from the website of the St. Louis Federal Reserve’s
FRED Database. In our final calculations, the rates used for the market risk premium
and the risk-free rate were 6.8% and 2.5%, respectively.
To arrive at our best estimate of the beta of the firm, we used the
aforementioned linear regression analysis. This took 72 months’ worth of Kimball stock
prices and the risk-free rates for 1 year, 2 years, 7 years, 10 years, and 20 years to find
five points along the yield curve. Then, five investment horizons were used to run the
regressions (24, 36, 48, 60, and 72 months). This resulted in 25 different regressions
for evaluation, with the regression with the highest adjusted r-square value being
determined as the best explanation of beta for the firm. The 72 month, 20-year rate
regression’s adjusted r-square value was on the lower end at 28.6%, which still doesn’t
provide much in the way of explanatory power overall. The corresponding beta was
shown to be 1.71, semi-stable at that point on the yield curve, having risen slightly the
last three periods.
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Upon completion of the regression analysis, final calculations were made to
determine Kimball’s cost of equity (Ke) using CAPM, resulting in a Ke of 14.09%. After
evaluating the cost of equity across the remaining investment horizons at the 20-year
rate, we concluded that 14.09% was a the most useable Ke rate, as the other rates
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ranged up to almost 2% less than 14.05%. The 95% confidence interval, consisting of
upper and lower bounds of Ke, fluctuated from 18.36% down to 9.83%.
Cost of Equity:
Ke = 14.09% = .025 + 1.71(.068)
95% Confidence Interval – Cost of Equity:
Upper bound = 18.36% = .025 + 2.33(.068)
Lower bound = 9.83% = .025 + 1.08(.068)

Size Adjusted Cost of Equity
As stated previously, the CAPM is a well-known and widely used model to
calculate the cost of equity for a firm. However, CAPM is not without its drawbacks and
limitations. There exists in the market a noticeable “size effect”, whereby smaller firms
tend to produce greater returns than larger firms, with no proven explanation as to why
this occurs. Theories put forth have postulated that the smaller firms could be
undervalued/underpriced, or perhaps they are riskier than their CAPM indicates. As
such, sometimes it is handy to introduce a “size premium” into the CAPM to account for
the higher returns and place firms of differing sizes on an equal footing. As Kimball has
a much smaller market cap than its competitors, we have decided to include
computations for the size-adjusted cost of equity as well.
The adjusted-for-size CAPM is easy enough to compute. In 2011, Ibbotson and
Associates published a chart entitled, “Market Results for Stocks, Bonds, Bills, and
Inflation, 1926–2010”, splitting firms into ten different levels according to their market
capitalization and assigning them a corresponding size premium (a return in excess of
CAPM, expressed as a percentage). Kimball’s market cap is currently around $463
million, placing them into the second size level with a size premium of 2.9%. Adding
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the size premium to the already computed CAPM of 14.09%, Kimball’s size-adjusted
cost of equity comes out to 16.99%, as shown below.
CAPM, with size adjustment:
Ke = Risk-free rate + ß (Market return – Risk-free rate) + Size premium
16.99% = .025 + 1.71(.068) + .029

Weighted Average Cost of Debt
The weighted average cost of debt allows you to better determine the interest
rate and the amount of interest you will pay on your liabilities. This includes both the
current and long-term liabilities. It is found by taking each liability account and finding
the weight it makes up of total liabilities. You then multiply the weight of the debt by
the appropriate interest rate and add all of the results together.

In calculating the weighted average cost of debt for Kimball, we had to
determine the rates to use for the liability accounts. For the current liabilities, we used
a rate of 0.18%. This was found using the three-month non-financial commercial
rate. For the long-term debt, we used a rate of 5.88%. We established that rate by
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referring to the latest 10-K for Kimball. We found the range of interest rates that
applied to the long-term debt and simply took an average of them. Using these factors
gave us a weighted average cost of debt of 1.803%.

Weighted Average Cost of Capital
The weighted average cost of capital is the average cost a company will incur
when they need more capital from equity and debt. This is helpful to determine the
extra cost that goes with the acquiring of more capital. To find the weighted average
cost of capital you first need to start with the debt weight. To find that you take the
value of debt over the total value of debt and equity. Then multiple that number by the
cost of debt and the solution to one minus the tax rate (to find the before tax WACC,
do not compute the tax rate portion). After that part is calculated you continue by
finding the equity weight. The equity weight is found by taking the value of equity over
the total value of debt and equity. Then multiply that by the cost of equity. Finally, to
complete the equation you add together the weighted debt and weighted equity
portions. The weighted average cost of capital equation can be shown by:
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For our calculations of the Weighted Average Cost of Capital we found it to be
13.55% before tax and 13.54% after tax. The tax rate did not affect the WACC in any
material way.

Backdoor Cost of Equity
An alternative method to computing cost of equity with the CAPM method is the
backdoor method. To compute the backdoor cost of equity, we used the price to book
ratio for Kimball found on Yahoo Finance for the as stated financials, the sales growth
rate forecasted out ten years, and the Kimball’s long-run return on equity (ROE). Sales
growth was used instead of the change in return on equity due to the latter number
causing the cost of equity to be negative. Using the ten-year forecasted numbers, the
ROE used was calculated. The price to book ratio stayed the same at 3.36 for the as
stated calculation, which was found on Yahoo Finance. We did not need to find the
restated, as we did not need to restate any financials. The backdoor cost of equity
formula was found using the following equation:
(Price/Book) = 1 + [(ROE - Ke)/(Ke – g)]
The backdoor cost of equity 5.58% was computed as follows:
5.58 = 1 + [(.143 - Ke) / (Ke-.02)]

Our backdoor cost of equity falls below our lower bound so this would mean that
the cost of equity estimation is more lenient towards the lower bound.
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Method of Comparables

A frequently used method when analyzing if a firm is appropriately valued is
comparing a firm’s multiples to other competitors in the industry. By comparing how a
firm trades to their peers, it is possible to compare how the market values each firm’s
economic prospects. This gives prospective investors to tools and information to analyze
the market’s valuation of each firm in the industry. Although this method is helpful in
gaining an understanding and outlook of the industry, it cannot be used as a definitive
measure in valuing a firm. A number of the method of comparables a derived from
historical data posed to forecasted assumption, basing the current value on prior results
that are not guaranteed to be repeated.

An important note about the following method of comparables is that the
industry averages exclude Kimball and any outliers of the industry. Outliers are
considered firms who trade at significantly different levels from their competitors. When
analyzing Kimball’s comparables to their peers, we will allow for a 10% spread on the
observed share price at November 1, 2015 to decide if the firm is appropriately valued.
Kimball’s share price at November 1, 2015 was $10.92; so using the 10% spread, any
comparable under $9.83 is to be considered overvalued, values between $9.83 and
$12.81 are considered to be fairly valued, and any price over $12.01 will be
undervalued.
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Price to Earnings (Trailing Twelve Months)

The price to earnings (ttm) ratio is calculated by dividing the price per share by
the previous 12 months earnings per share. This multiple shows how much an investor
for this firm would be willing to pay per dollar of earnings. For example, if a company
has a PE of 15, and the trailing twelve months of the firm is $1; then the investor will
be willing to pay $12 for every dollar earned by the firm. A lower PE ratio is more
favorable for a firm in the eyes of an investor because they would expect to pay less for
dollar of earnings.

The average P/E (ttm) of the industry was calculated by averaging the P/E (ttm)
of the benchmarks. In order to derive a comparable price, the average P/E (ttm) of the
industry was multiplied by Kimball’s trailing earnings per share, which provided a
comparable price of $10.34. This comparable price is within the lower and upper
bounds of $9.83 and $12.01. Using this method of comparables, it was concluded that
Kimball is fairly valued. Kimball’s trailing P/E ratio is up in the higher portion of the
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industry with Steelcase, which could be an indication of segmentation within the
industry.

Price to Earnings (Forward)

The forward PE ratio is calculated by dividing the current price per share by the
expected earnings per share for the next 12 months. Calculating the furniture industry’s
forward PE ratio comes from dividing the firm’s current share prices by the expected
earnings per share for each firm; these were found on Yahoo Finance.

The industry forward P/E average is computed by finding the average of
Kimball’s benchmark forward P/E ratios, which is 14.38. Once the industry average has
been calculated, it is then multiplied by Kimball’s forward (forecasted) earnings per
share, $0.47, which equals the forward P/E comparable price of $6.76. This comparable
price falls below the lower bound of $9.83, which represents an overvaluation of
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Kimball according to the forward P/E multiple. The current valuation of Kimball using
the forward P/E ratio results in an overvaluation analysis, which corresponds with the
much higher than industry average forward P/E ratio of 23.23.

Price to Book

The price to book ratio is derived by taking the price per share and dividing it by
the book value per share of owners’ equity. This measure is used to compare the
market value equity to the book value of equity. This shows how much an investor is
willing to pay for every dollar of the book value of equity, similar to the PE ratio. In
order to find firms that are undervalued (a buy stock), investors often look to lower
price to book ratios. Book values are derived by historical transactions of the firm using
accounting methods allowed by GAAP.
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To calculate the industry price to book ratio average, the average of Kimball’s
benchmarks was taken which resulted in a 4.04 P/B ratio. In order to derive a
comparable price, the industry average was multiplied by Kimball’s book value of equity
per share, 3.65, which resulted in a P/B comparable price for Kimball of $14.74. This
comparable price lies above Kimball’s upper bound of $12.01, which indicates an
undervaluation of Kimball’s stock according to the industry P/B average. This correlates
to Kimball’s P/B ratio being closer to 1 than the industry average.

Dividend to Price

The price to dividend comparable comes from first taking the prior year’s
dividends of a firm and dividing it by the current share price. The dividends yield is
derived from this ratio, and shows how much is expected to be received from investing
at the current market price.
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In order to calculate a comparable price using dividends to price ratio, the
industry benchmark average must be calculated. In order to calculate this industry
average, the average of Kimball’s three benchmarks was calculated to be 2.06%. Once
this average is calculated, the previous year of Kimball’s dividends per share, $0.20, is
divided by the industry D/P ratio average, which results in a comparable price of $9.73.
This comparable price lies just slightly below Kimball’s 10% lower bound of $9.83,
which results in a slightly overvaluation of stock price using the industry D/P average.

PEG Ratio

The PEG ratio (price to earnings growth ratio) is calculated by dividing a firm’s PE
ratio by the expected earnings growth rate, thus making the ratio similar to the PE
ratio, but with expected growth factored in. This gives a more accurate valuation of the
firm. Generally, a firm that has a PEG ratio of over 1 is fairly or over-valued.

129

In order to for a PEG comparable price to be calculated, the industry PEG ratio
average was calculated. Since there are no outliers within the three selected
benchmarks, the average of all three benchmarks was taken and resulted in an industry
average of 0.96. The industry average must then be divided by Kimball’s expected
earnings growth or 7%, which resulted in a PEG comparable price of $13.71. This
comparable price lies above Kimball’s upper bound of $12.01, which indicates an
undervaluation of current stock price using the industry PEG average.

Price to EBITDA

The price to EBITDA multiple is calculated to show the relationship between the
market capitalization of a firm and its earnings before interest, taxes, depreciation, and
amortization. This comparable shows investors how much will be paid in relationship to
the income gained before interest payments on debt, taxes, and non-cash expenses are
factored in.
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Divide Kimball’s EBITDA by shares outstanding then multiply by industry average

In order to calculate a price to EBITDA ratio, one of two things must happen.
The price must be multiplied by the number of shares outstanding which equals market
cap, and then divide by EBITDA, or the EBITDA must be divided by number of shares,
and then divided into price per share in order to the denominator and numerator
relative to each other. The industry average was calculated to be 8.54. In order to
calculate a comparable price, in this method of comparable, Kimball’s EBITDA, 44.22
million, was divided by Kimball’s shares outstanding, 42.5 million, and then multiplied
by the industry average which resulted in a P/EBITDA comparable price of $8.89. This
comparable price lies below Kimball’s lower bound of $9.83, which indicates an
overvaluation of stock price using P/EBITDA.

Price to Free Cash Flow Per Share

Price to Free Cash Flow is a comparable is used to display the relationship
between the price per share and the free cash flow per share generated by the firm.
Free cash flow comes from adding the net cash flow of operating and investing
activities, thus, making it an indicator of the firm’s ability to produce cash aside from
financing activities.
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The spin-off of Kimball Electronics produced some non-viable data regarding the
P/FCF comparable price. In order to calculate an accurate industry average, Herman
Miller was excluded due to the fact that Herman Miller’s ratio was so much higher than
the other benchmarks within the industry. Once the industry average was calculated
using Steelcase and Knoll, 17.6, Kimball’s P/FCF per share was calculated to be -0.42
for 2015. This negative results was produced by a negative free cash flow, which was
due to the drastic decrease in cash flow from operating activities, without a
corresponding decrease in capital expenditures. Once the industry average was
multiplied by Kimball’s FCF per share, the result was a negative stock price, -$7.39.
Since a negative stock price is not feasible and the lowest a stock price can be is $0.00,
$0.00 would be the P/FCF comparable price. In an effort to produce more viable data,
the expected FCF in 2016 was considered. Using the expected FCF/share in 2016, 0.15,
and multiplying that by the industry average, the comparable price was calculated to be
$2.64. Although this comparable price still lies below Kimball’s lower bound of $9.83
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and results in an overvaluation of stock price using the 2016 FCF/share, its provides
slightly more viable data regarding this comparable price.

Enterprise Value to EBITDA

Enterprise value to EBITDA is calculated by dividing the enterprise value by
EBITDA. The enterprise value is derived from the market cap and liabilities, subtracted
by cash and financial investments. The difference from this method and the Price to
EBITDA method, is that this takes all sources of financing of a firm into account.

For the last method of comparables, the industry average was calculated by
taking the average of the three benchmark company's EV/EBITDA, which resulted in an
industry average of 9.4. Once the industry average was calculated, it was multiplied by
Kimball’s EBITDA/shares outstanding, 1.04, which resulted in an EV/EBITDA
comparable price for Kimball of $9.77. This comparable price lies slightly below
Kimball’s lower bound of $9.83, which results in a slightly overvaluation of stock price
using EV/EBITDA.
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Conclusion

Using these 8 method of comparables, Kimball was considered overvalued by 3
methods, slightly overvalued by 2 methods, fairly valued by 1 method, and undervalued
by 2 methods. The results of these comparables indicate an overvaluation of Kimball’s
stock price. The spin-off of Kimball Electronics plays a major role within these method
of comparables. Since the spin off Kimball Electronics occurred within the past few
years, the future of the “new” Kimball Inc. is still unsure. Using these methods of
comparables, the overvalued results, corresponds with a sell recommendation.

Intrinsic Valuation Models

Similar to the method of comparables, the following valuation models offer
analysts offer analysts a more precise view of the valuation of a firm. These models use
information from the forecasted analysis section to derive an accurate estimation of
current stock price performance. A sensitivity analysis is performed for each of the
following models by using different growth rates and cost of equity to value the firm
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properly. The value of the firm will again be described in three ways; over, under, or
fairly valued. These models are based on financial theory that provides analysts an
understanding of how each stock estimation can provide a view of firm value. The
intrinsic valuation models used below are: the dividends model, discounted free cash
flows model, residual income model, and the long-run residual income model.

Discounted Dividends

The discounted dividend model looks at the future dividends to be paid out, then
discounts them to the present value. This will show if a company’s stock price is
supported by the dividend stream and will give a number that we can use to value the
firm. To see if a firm is undervalued, correctly valued, or overvalued we will use a 10%
bound on the current stock price as of 10.92. For example, if the discounted dividend
model gives a value of under 9.83 then the firm will be overvalued. If it is above 12.01,
then the firm is undervalued. Finally, if the value is between 9.83 and 12.01, then the
firm can be considered fairly valued.

Discounted Dividends Model
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The table above shows the valuation of Kimball according to the discounted
dividends. The top percentages are the initial cost of equity and the left percentages
are the perpetuity growth rate. Also, the red color shows that it is overvalued and the
white shows it is fairly valued. As you can see, the overall outlook is that Kimball’s
stock price is overvalued, with the only fairly valued outcome being the in the bottom
left corner. This scenario would only be accurate in an economic climate with a low
discount rate and a high growth rate. This is would be an unrealistic outcome. The
more realistic discounted dividend model price would be in the middle at $1.70. This is
a low number compared to the observed stock price of 10.92, which shows that only a
small percentage of Kimball’s stock price is supported by dividends and according to this
model Kimball is overvalued.

Discounted Free Cash Flow

The discounted free cash flow is similar to the discounted dividends, but it
discounts the free cash flows instead. The discounted free cash flow model takes the
forecasted free cash flows, which is the sum of forecasted cash flow from operations
and cash flow from investing activities. Then, it discounts them by the before tax
weighted average cost of capital, which is 13.55% for Kimball. The value is then
subtracted by the book value of debt and preferred stock to get the market value of
equity. Finally, it is divided by the shares outstanding to get the model price.

Discounted Free Cash Flow
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The model has the before tax WACC percentages at the top of the table and the
perpetual growth rate percentages at the left. Again, the red represents overvalued,
white is fairly valued, and the green is undervalued for Kimball. In general, Kimball is
overvalued. The only undervalued price is with a low discount rate, which with it being
that low is not feasible. With the normal economic climate displayed in the middle of
the chart, which has a before tax WACC of 13.55% and a perpetual growth rate of3%
we see that Kimball is valued at $5.26 a share. This determines that Kimball is
overvalued.

Residual Income

The residual income method is valued depending on how the firm’s forecasted
return on equity is compared to its cost of capital. If the return on equity is better than
the cost of capital, then the firm will increase value. It is calculated by taking the
forecasted book value of equity of the previous year and multiplying it by the initial cost
of equity, which gives you the income benchmark. Then you subtract the forecasted
net income by the income benchmark to give you the annual residual income. The last
step is to discount the annual residual income to the present value, add that to the
present year's book value of equity, and divide the sum over the shares outstanding.

Residual Income
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The table above shows the results from the residual income method. The top of
the graph is the cost of equity and the left percentages are the perpetual growth
rate. The red is displayed for prices that did not meet our lower bound price of 9.83
and consider the firm overvalued. The white areas are determined to find the company
fairly valued as they are between the 10% bounds of 9.83 and 12.01 of our observed
price of 10.92. As this method shows, it considers Kimball overvalued in almost all
areas. With only a low cost of equity and high perpetuity growth rate areas having the
firm fairly valued. We will look at the middle of the table, as that gives the most realistic
economic climate. From the table, we can see that with a -30% perpetual growth rate
and Kimball’s cost of equity of 14.09% a price 4.46 is determined. This shows that
Kimball is overvalued.

Long Run Residual Income

The long run residual income model is similar to the residual income model, but
it uses the cost of equity, return on equity, and growth rates. It is calculated by the
book value of equity multiplied by one plus the ROE minus cost of equity over the cost
of equity minus the growth rate. For the calculations for Kimball a ROE of 14.19% is
used because it is calculated using the year 2025 ROE. Also, the cost of equity is
14.09% and a negative 30% growth rate is used.
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According to the results from the long run residual income, it can be determined
that Kimball is overvalued on almost all results. The only result that finds a fair value is
in the cost of equity and return on equity model with the results being in the top right
corner of the table. This shows that return on equity would need to be high and the
cost of equity would need to be low, which is not realistic.
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Final Recommendation
Our overall analysis of Kimball International proves that Kimball is overvalued. All
of the intrinsic models that were run suggest that Kimball was overvalued, as well as
the majority of the method of comparables. Even with the sensitivity analysis factored
in, Kimball International did not show in any of their intrinsic valuation models that the
stock price was even fairly valued, except for with the lowest cost of equity and highest
growth rate. We firmly establish a sell rating on Kimball International due to their poor
performance in the sensitivity analysis and limited upside potential.
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Appendix
Balance Sheet
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Income Statement

Goodwill

(Amounts Shown in thousands)


Goodwill table shows the amount of goodwill to be expensed if was restated



Used a useful life of 5 years

Research and Development
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(Amounts shown in thousands)


Researched and development show the amount to expense if it was restated



Used a useful life of 5 years

Operating Leases

(Amounts Shown in Thousands)
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Shows the amount of operating leases to be shown as liabilities and the
expenses with it



Used a discount rate of 5.88 percent



Found the discount rate by taking a simple average of the range of interest rates
from all leases

1 Year Rate Regressions
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2 Year Rate Regressions
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7 Year Rate Regressions
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10 Year Rate Regression
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20 Year Rate Regressions
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