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Executive Summary of Outerwall Inc.
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Industry Analysis
Outerwall Inc., is a large, publicly traded company that is comprised of three main
business segments; Redbox, Coinstar, and ecoATM. Each of these segments are very
distinct in the service they provide, but all commonly operate through a vending-type
machine service. Outerwall is a diverse company which results from the underlying fact
that all of the business segments are classified in separate individual industries. The three
industries that Outerwall operates in include the movie-entertainment rental industry, the
coin-counting industry, and self-service industry. Throughout all of these industries, each
component of the Five Forces Model has an identifiable degree of competition, which is
shown below.

The rivalry among existing firms is mixed which is a result of a high degree of
service differentiation between competitors such as renting hard copy DVDs versus
streaming the same movie online. This high competitive degree is offset by a low
concentration in the industries, where there are only two to three major companies that
compete for market share.
Threat of new entrants is low, which makes companies such as Outerwall pricesetters. Economies of scale play part in this because existing firms produce at high levels
making it difficult for a new entrant to catch up and then keep up with production levels.
Also, there is a first mover advantage that has been claimed by the existing firms through
limited floor space availability.

7|Page

The threat of substitutes for the classified industries is high, resulting in a pricetaker position for the firm. Relative price performance of both sales price as well as
operating expenses vary within the industry, but Outerwall is one of the few companies
that has physical inventory. Convenience plays part in this high degree of competition
because consumers have the ability to either pass by a kiosk and rent a movie or stay at
home and stream online entertainment depending on which company they decide to buy
from.
The bargaining power of customers is a mixed degree due to the offsetting nature
of switching costs and product differentiation. The switching costs that consumers are
burdened with vary within the industry. Movie rentals versus streaming memberships
come at different costs, but also result in a different number of products purchased. There
is also a high level of product differentiation when comparing release dates, TV shows,
and movie titles.
Bargaining power of suppliers is high, once again making the firms price-takers.
The suppliers, which are movie studios, have licensing power over the industry. If a firm
loses their licensing deals, they lose a part of their product differentiation.
The diverse nature of Outerwall’s operations makes it difficult to identify precise
competitive advantages when compared to major competitors within the industry.
Although Outerwall is a part of multiple industries, we have narrowed down to three key
success factors that give the company a competitive advantage. Brand image, quality of
content, and relationship with suppliers are three factors that help give Outerwall a
competitive edge.
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Accounting Analysis
After successfully conducting the industry analysis, a proper valuation must include
the analysis of the firm’s accounting policies and strategies. This evaluation allows us to
determine relevant information, distortions, and ultimately results in a more accurate and
clear picture of the firm’s financial and performance data. Analyzing items such as
accounting policies, impairments, and quality of disclosure.
To accurately assess Outerwall’s true financial standing we evaluated their key
accounting policies. It is important to note that due to flexibility allowed by Generally
Accepted Accounting Principles (GAAP), companies can either choose to more accurately
represent their financial status or distort what is reality. Under GAAP, companies set
reporting procedures to abide by. Anything subsequent to these procedures is up to the
company’s discretion; this discretion results in the flexibility that was discussed
previously. It is crucial for an investor to understand this concept and know that public
financials may be misleading.
For us to conclude what may be distorted within Outerwall’s financials we will
analyze their type I and type II accounting policies. It is the responsibility of the firm to
disclose these two types of accounting policies. Firms that disclose only the minimum
requirements as stated by GAAP should be thoroughly analyzed to allow for an accurate
valuation. It is through the use of Outerwall’s type I and II accounting policies that we
can determine their level of disclosure.
Type I policies, for Outerwall, are derived from their key success factors. We
determine through the examination of these key success factors which ones add
substantial value to the firm via competitive advantage. From this we can determine that
Outerwall’s value driving key success factors are quality of product, supplier relations,
and brand image. After analyzing Outerwall’s type one policies we determine that their
level of disclosure of these KSFs is at or above that of the industry.
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Type II policies relate to a firm’s potential opportunity to manipulate the financial
standing of the company. These policies affect line items that determine how investors
view the company. Operating leases, goodwill, research and development, and benefit
plans are these line items that firms can distort to materially affect the financials. Through
the analysis of these line items we determined that goodwill needed to be restated for
Outerwall so that we could correctly value the firm.
The only potential red flag that we came across for Outerwall was the improper
reporting of goodwill as stated previously. They are very brief within the 10-K in regards
to how they impair goodwill, which can make it fairly difficult to restate and ultimately
lead to the incorrect valuation of the firm. It is also important to note that goodwill
currently makes up 37.85% of Outerwall’s assets so it can greatly affect how you view
the value of the firm.
Through our analysis of Outerwall’s type I and II accounting policies and their
potential red flags we determine that the level of disclosure is satisfactory in comparison
to the industry. However we will still be restating goodwill to gain an even more accurate
representation of their financials.

Financial Analysis
Overall, Outerwall has shown some financial weaknesses and strengths in the
recent years. This performance is mainly attributable to certain changing factors within
the firm as well as the industry. Further discussion of the financial performance of
Outerwall can be found in the later sections of this analysis.
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As shown in the figure above, the overall liquidity of Outerwall is average once
compared to industry benchmarks. Analyzing the firm’s liquidity using the quick asset
ratio, which is the current ratio less inventory, shows that Outerwall is more liquid than
benchmark firms within similar industries. This outperforming factor is a result from
Outerwall’s use of physical DVD products as opposed to the industry’s online streaming
nature.

Outerwall’s operating efficiency has a mixed performance rating. Some data
suggests that the firm is performing on par or above the benchmarks, while a larger
amount of data shows an underperforming trend. One item to note is working capital
turnover, which saw a large drop in the year 2012. This fluctuation is due to a change in
company structure and large drop in total current assets.

Overall, the profitability data of the firm shows an average performance level for
the past six years. With all of the data suggesting steady profitability, projections must
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include information that is not financial data such as the industry transitions and new
technologies that have the potential of affecting the firm’s profitability in future years.

Outerwall’s capital structure and leveraging data shows a volatile component of
the firm. With no set performance trend as a whole, the data is hard to compare with
benchmark averages. One positive capital structure ratio is the Altman’s Z-Score.
Outerwall has outperformed and continued to increase this measure of performance
through the past six years.
The next valuation component that is conducted in the financial analysis is the
forecasting of the financial information for Outerwall. In doing so, all financial statements
were forecasted out 10 years. This data was forecasted out using certain rates of growth
the derived from the firm’s historical performance. More detailed information on the
results of the forecasting process can be seen further in the analysis.
The final step of the financial analysis was to estimate Outerwall’s cost of capital.
To first figure the cost of capital, cost of debt and equity had to be determined alongside
with weighted average cost of capital. Outerwall’s cost of debt was calculated to be
5.96%. By using the Capital Asset Pricing Model, we were able to calculate the cost of
equity, resulting in 22.19% which was not including the Size Premium. Through the CAPM
formula, we were able determine a market beta of 2.237. Including the Size Premium,
we were able to calculate the 2 factor Ke, resulting in 24.09%. Once all factors for
estimating cost of capital were determined, an estimated value was calculated. Finally,
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Outerwall’s before tax and after tax WACC was calculated resulting in, 16.03% and
15.11%, respectively.

Valuation Analysis
After analyzing the different factors needed to value a company, including industry
analysis, accounting analysis, and financial analysis, we derived at a valuation of
Outerwall Inc. In accordance with Outerwall’s price observed as of November 1, 2015 at
$65.70, our valuation models resulted in an overvalued firm. In this process, we
determined the overvalued outcome by using multiple a method of comparables and
intrinsic valuation models. After careful analysis of Outerwall Inc., it is our
recommendation to sell due to its current overvalued price.

Company Overview
Outerwall Inc., formerly known as Coinstar Inc., was founded in 1991. The
company consists of three main business segments; Redbox, Coinstar, and ecoATM. Each
division serves the same mission, to “create a better every day” for retail shoppers
(Outerwall). All of these subsidiaries are considered part of the automated retail
technology industry that Outerwall operates under. The company continuously conducts
experimental testing in order to seek out ways to improve customer interaction with
technology operated retail machines. Outerwall’s main focus is to redesign the traditional
retail experience by increasing convenience for everyday transactions.

Redbox
Redbox is the largest business segment that operates under Outerwall. Redbox
was developed in 2002 and is a kiosk that allows consumers to rent or buy a wide variety
of movies and video games. Consumers use the fully automated machine to choose a
movie or video game, purchase the rental, and return the item to any Redbox location
afterwards. “There are over 43,000 Redbox kiosks in operation across the U.S., Canada,
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and Puerto Rico” (Outerwall Inc.). Every Redbox is strategically placed in or outside of
leading retailers and convenient stores. The primary retailers that house the Redbox
kiosks include Walmart, Walgreens, Kroger, and 7-Eleven. Revenue for Redbox is
generated through daily rental fees for the movies or games and makes up over 82% of
Outerwall’s annual revenues. For each disk, there is a flat rental fee plus tax, and any
additional days over the rental period are charged the same daily fee. This particular form
of automated retail technology is the main concentration within the company.

Coinstar
Following not too far behind Redbox is the business segment that is Coinstar.
Coinstar was developed in 1992 and is a coin counting machine that can turn a customer’s
loose change into cash on the spot. The consumer simply feeds their coins into the kiosk,
and the automated machine then dispenses a voucher redeemable for cash. There are
also a small number of Coinstar Exchange kiosks, which can exchange unused gift cards
for cash as well. “There are over 21,000 Coinstar kiosks across the U.S., Canada, Puerto
Rico, the U.K., and Ireland” (Outerwall Inc.). Kroger and Walmart are the primary retailers
that host the machines in over 20,000 locations. Revenue for Coinstar is generated from
both product partners and transaction fees taken out of the vouchers and makes up about
14% of the company’s annual revenues. Coinstar is the only automated coin counting
machine at an international level. Because of this, Outerwall is in the leading service
provider in the coin counting industry.

EcoATM
Finally, the third and newest venture of Outerwall is ecoATM. This automated
machine was introduced in 2010 and allows customers to recycle old cell phones or tablets
for cash on the spot. Customers simply place their device in the kiosk, and a sales price
is determined for which the device can be purchased by the ATM for instant cash. The
device is then recycled in order to minimize E-waste in the environment. There are almost
2,000 kiosks in operation across the country. Since ecoATM is so new, this particular
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business segment is under constant assessment to determine if continued funds are
required for the company’s overall success given that ecoATM only brings in about 4% of
annual revenues.
All in all, Outerwall is a very specialized company with its divisions of Redbox,
Coinstar, and ecoATM. However, because there is not another company exactly like
Outerwall that does not mean that the threat of competition is not present. The industry
for automated retail technology is growing fast and Outerwall has to work hard to
maintain ease and convenience in order to overcome the other specialty retail companies
offering alternatives to Outerwall’s services.

Industry Overview
Self-Service Retail Industry
The number of industries in the economy is constantly growing with new
technology and innovations. Outerwall is categorized into a very unique industry. Overall,
the company is considered to be a specialty retail industry but even more specifically,
Outerwall is in the industry of automated retail technology or self-service retail
technology. The most commonly seen market type in this industry includes cold beverage
vending machines as well as snack machines. However, with the introduction of advanced
technology over the past five years, self-service machines have become more and more
diverse in terms of items that can be offered and dispensed.

Entertainment Rental Industry
Outerwall is different from other companies in the aspect that they specialize in
more than one industry within the branch of automated retail technology. One of the two
main industries that the company operates in under the kiosk industry includes the movie
and game rental industry. The industry of movie rentals has been around since the late
1970’s and has evolved dramatically over the years. Brick and mortar stores were the

15 | P a g e

original point of sales for movie and game rentals but they are almost nonexistent in
today’s society due to the wave of new technology that has allowed machines and online
streaming to replace physical stores and employees. As seen in Figure 1, virtual forms of
movie rentals are exponentially increasing (Can second screen drive renewed growth in
home entertainment?). This means that hard copy DVD rentals are declining in terms of
market share. This could mean trouble for Redbox in the near future if adequate
modifications aren’t adjusted properly. For further discussion on the growth of this
industry refer to page 11.

Figure 1

Coin Counting Industry
Aside from the entertainment concentration, there is another industry under the
automated retail technology industry that Outerwall operates in. This second industry is
the coin counting industry. Most of the companies that participate in coin counting
activities are banks that do not charge a fee for the service itself. Outerwall is unique in
that Coinstar is the only automated coin counting machine not affiliated with a bank that
makes profit off of charging a transaction fee. Fresh Healthy Vending International, Inc.
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would be the closest benchmark in this area because the company provides similar
services in terms of operating self-service retail machines. Because of this, both
companies have low fixed costs due to a small physical presence. However, Fresh Healthy
Vending International provides food products through vending machines as opposed to
coin-counting service machines.
Because of the unique combination of industries, there is potential for differences
among benchmarks. Particularly, there is no other company that specifically focuses on
both entertainment and coin counting within the self-service retail industry. In order to
assess these possible differences a five force model will be conducted with each
specialized industry in mind in order to determine if Outerwall is in fact a price taker or a
price setter.

Five Forces Model
To correctly identify and value the strength of competition within an industry, one
must assess the over competitive forces that affect the industry. In doing so, conducting
a Five Forces analysis is a model that takes in account multiple factors that can affect
competition within an industry. Specifically, existing competition within the industry, new
entrants, substitutes, customers, and suppliers, all play a crucial role in effecting the
intensity of competition within the market. Utilizing the Five Forces model, it is apparent
that both the entertainment rental industry and coin counting industry have the same
effects on companies in terms of market power affecting the productivity. In the following
analysis each force of the model is examined to conclude where the industry stands in
terms of cost leadership and differentiation. In conducting a Five Forces model, we can
better assess the value of a company by looking at the level of competition and how it
changes the price influence of the industry.
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Figure 2

The Five Forces model covers each of the five competitive forces listed in Figure

2; Rivalry among existing firms, threat of new entrants and substitute’s, bargaining power
of customers, and bargaining power of suppliers. Within each category, there are different
factors observed in order to determine if the degree of competition is high, low, or mixed.
In our analysis of the Five Forces model, we determined that the degree of competition
was high among the threat of substitutes and bargaining power of suppliers. By looking
at factors such as switching costs and differentiation, we concluded that the existing firms
and bargaining power of customers resulted in a mixed degree of competition. While
these forces pose a threat in terms of competition, the barriers to entry in this industry
are relatively high. This results in a low degree of competition from new firms. Each of
the components in the Five Forces Model are necessary in order to derive to an accurate
analysis of the industry competition.

Rivalry among Existing Firms
In the self-service industry, there is rivalry among existing firms due to the changes
of market supply and demand. Competition between existing firms rises when demand is
at a lower level. This is due to the fact that each firm will have to fight for their share of
the market. The industry’s profitability is affected most by the challenges brought on by
existing firms. Netflix, Inc. and Amazon.com Inc. are the main players in terms of the
movie industry; physical banks are the core source of competition in the coin counting
industry. Within both industries, some companies do not aggressively compete on price
because they focus on differentiation and innovation. Companies within the industry have
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separated themselves from other competitors through creating a unique brand. Because
each company is distinct in service or product, they can coordinate their prices based on
differentiation and convenience. Examining several different factors such as industry
growth, concentration, differentiation, switching costs, and other components can help
determine the amount of competition within the industry. Each of these factors play an
important role in determining the level of competition brought on by the existing firms.
Competitive advantages of specific firms are created and maintained by beating out the
existing competition. Higher levels of rivalry among existing firms results in more defined
competitive advantages.

Industry Growth
Industry growth describes the rate at which a particular market is increasing over
time. In regards to the self-service retail industry, the market is slowly but surely
expanding in terms of non-food products. “The introduction of the self-service kiosk
machine in the 1970’s allowed for this growth to take off” (Innovating the Self-Service
Kiosk). Today, other companies such as Apple and Benefit Cosmetics have entered into
the automated retail technology industry by offering their products in vending machines
nationwide at locations such as airports. The following diagram shows how the non-food
category of vending sales has “increased from 5.4% of vending sales in 2013 to 7.7% in
2014” (Refermat). In other words, the share of non-food sales within the industry has
grown over 42% in just one year. Overall, a faster rate of industry growth results in a larger
demand which requires firms to be price setters.

19 | P a g e

Figure 3

Directly linked to an increase in share of sales in the non-food category, the
projected sales for this category have increased as well over the past years. The amount
of sales revenue brought in by inedible products in 2011 has more than tripled in three
years. In just one year, “sales went from .91 billion in 2013 to 1.55 billion in 2014,
representing a 70% increase in sales revenue” (Refermat). This high growth rate shows
a particular shift in the automated retail technology industry from snacks and drinks to
other non-food products.
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Figure 4

Subindustries Growth
While the industry of kiosks and self-service retail machines may be expanding,
the industry for entertainment rental is moving farther away from hard copy rentals and
more towards online streaming. Netflix introduced online streaming in 2007. This new
method of movie watching has caused the streaming market to boom, resulting in less
market share for physical rental companies. As shown in Figure 5, starting in 2012, more
movies were being viewed online than on physical copies. By 2014, “almost 4.5 billion
movies were viewed online while only about 2.3 billion were physical transactions”
(Mauldins). The hard copy rental industry is projected to continue to decline with the
rising success of the streaming industry.
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Figure 5

At the end of 2014, one of the companies in the industry “raised their prices on
movie rentals by 25% as DVD rentals went from $1.20 to $1.50 per day” (Redbox). This
increase in price was in effort to offset losses sustained because of the industry’s recent
technological advancement. However, if demand continues to decline and hard copy DVD
rental companies continue to raise rates in order to make up for lost transactions, some
firms could face issues of continuing operations in the entertainment industry. A good
example of this is shown through one of the industry’s firms, Outerwall. These DVD
rentals make up over 80% of the company’s revenue. This means that there is a lot at
stake for companies like Outerwall with the industry’s sudden shift to online streaming.

Figure 6
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Just as the declining demand for physical rentals in the entertainment industry is
posing a threat to some companies, the coin counting industry is also becoming one of
less interest. In 2012 almost “77 million transactions were made at a coin-counting kiosk,
but by 2014, only about 73 million transactions were made” (Outerwall Inc.). That is a
loss of almost 4 million transactions in just the past two years. With the increased use of
credit and debit cards, there is less exchange of paper money and thus less of a demand
for cashing in coins. More appealing rewards programs are also being offered to increase
the use of credit and debit cards. With this demand movement away from cash usage,
some companies have to find other ways to combat the decrease in demand.

Concentration
The degree of concentration within an industry is determined by measuring the
amount of firms within the given industry and their size relative to the industry.
Determining the degree of concentration is important because it helps analyze how much
control a company has over setting their prices and making business decisions. For
entertainment rental companies in particular, they are positioned in a heavily
concentrated industry, mainly relying on innovation. This strategic placement can be
useful for setting prices but the company has to continue to be a leader in innovation in
order to survive.
The entertainment rental industry can be broken up into two categories; online
streaming services and hard copy rental providers. Netflix and Amazon dominate online
streaming video sales while Redbox is the main source of physically rented videos and
games. Before Redbox was introduced in 2002, a brick and mortar rental store named
Blockbuster was one of the largest players in the video rental industry. However, because
the idea of self-service rental kiosks was so revolutionary, “Blockbuster was forced to go
out of business in 2013” (Stern). Today, the main leaders in the industry include
companies like Netflix, due to their company structure and operations focusing on the
online streaming side of entertainment. Their success is attributable to their own
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revolutionary ideas such as online steaming. Because the market is densely concentrated,
the power to set prices and make business decisions is not determined by price wars, but
rather whichever company has the most innovative ideas.
The coin counting industry reflects the same effect on companies in terms of
degree of concentration. Like the entertainment rental industry, the coin counting
industry is also heavily concentrated. In fact, Coinstar is one of the only players in the
market other than traditional banks. The change in market share of this industry is
stagnant, only being affected by that switching form hard currency towards plastic credit
and debit cards. Because there are so few companies to compete on prices with,
companies have more flexibility to adjust prices if needed. However, there is still the
threat of more innovative solutions that could draw almost all business away within the
industry. In order to survive, companies have to constantly offer differentiated services.
This task can be proven by looking at an increase in research and development expenses
in the company from 2012 to 2013. Some companies, such as Outerwall, have almost
doubled the amount of money spent on research and development going from “6.8 million
in 2012 to 13.1 million in 2013” (Outerwall Inc.). This increased focus on research and
development is one way the company is attempting to stay innovative and offer
differentiated products in order to stay ahead in such a densely concentrated industry.

Differentiation
Differentiation is a large part of a company’s success when starting up within the
industry. Because these companies offer unique services, they are able to control
competition within their industry. Even though other companies may have movie rentals
or coin counting services, Outerwall competes on differentiation through convenience.
Location and accessibility are two factors that make up this convenience factor. There
are no other companies that offer the exact services that Outerwall does, and because of
this difference, customers are less willing to switch to another alternative solely based on
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price. With a high margin built up from differentiating services, customers would have to
give up convenience in order to take their business elsewhere.
Although convenience is Outerwall’s key strategy, other companies have begun to
change the meaning of convenience. With the introduction of online streaming, Redbox
is no longer the most convenient method of renting entertainment. While this diminishes
the margin of differentiation, there is still a slight difference between the quality of videos
offered between Redbox and On Demand as opposed to Netflix. Companies like Outerwall
are able to stay afloat in differentiation because they offer new released movies that
cannot be streamed online through other firms such as Netflix. This separation in quality
of products offered helps to cover some of the business lost due to the entrance of more
convenient methods of renting videos and games.

Switching Costs
The cost a business incurs when attempting to move from one industry to another
is referred to as switching costs. These costs will vary greatly from one business to
another. For the retail industry these cost will be fairly high due to the amount of
inventory on hand and the cost of the location from which they perform business. Within
the electronic retail industry, the switching costs slightly vary from the switching costs for
the stereotypical retail businesses. Outerwall as a company has two different business
models, but due to their similar setup and location the switching cost will be similar.
The main switching cost companies would incur would be the sale of its kiosks at
a discount. Companies that own these kiosks may have a large switching cost due to lack
of appropriate buyers of these types of kiosks. This is due to the lack of demand for this
type of equipment. The low demand for this equipment is attributable to the lack of direct
competition in the industry. Also, if these firms were to change industries, it would take
a long duration of time. The long term industry change is due to the difficult task of selling
large quantities of kiosks in a marketplace where there is no need for them.
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If companies within the industry decided to switch industries, the inventory on
hand would come at a large cost. Selling off assets such as these kiosks would negatively
impact a firm due to depreciation and lack of market. Outerwall has contracts with many
of its suppliers that states they are not allowed to sell the DVDs after they are used in
their kiosks. This means that DVDs in which these companies have rented out would end
up as unsellable assets. The fact that profits would be cut short, due to the change of
industries, could result in companies not meeting the necessary profits to break even on
the cost of the DVDs.
Overall, the switching costs for the industry are fairly high resulting in losses in the
millions. Along with high costs is the significant length of time that it would take to switch
from one industry to another. This loss in time relates directly to a loss in profits that
could have been earned within the original industry. The conclusion can be drawn from
these two points that it would be uneconomical for companies to attempt to switch
industries completely.

Learning and Scale Economies
Learning and scale economies are crucial to every business within certain
industries because they result in companies cutting down on production costs. The
learning economy states that the more specialized and informed a company becomes in
an industry the more effective and efficient they will operate in that industry due to less
production costs. The scale economy concept states that when a company increases
output within their industry, it will result in a decrease of production costs. Improving
business operations in these two economic areas will result in a greater net income.
In the electronic retail industry, the use of learning economics is limited. Some
businesses do not call for the continuous involvement of employees which results in
minimal reduction of production cost from the lack of improvement of learning economics.
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Companies such as Outerwall, do not require a specific set of skills or know-how from
employees which limits the room for improvement when it comes to training. The main
employee involvement for Outerwall’s daily operations is the maintenance and upkeep of
the kiosks. Due to this business model, the amount of money spent on employee training
is minimal per year. The expense of training to the company is so small that it is not listed
anywhere within the financial statements. As a result of this business model, there is not
much that these companies can do when it comes to learning economics. When there is
minimal employee involvement there is not much training needed to make them more
informed and efficient, thus production costs are not significantly reduced.
Opportunity for companies within the industry to improve in scale economics is
substantial. This improvement of scale economics is possible by controlling the amount
of DVDs that is supplied by these companies. If these businesses were to increase the
supply of products, they would also be demanding more from the supplier. When a
company starts buying from the supplier in larger quantities it typically drives the cost
down. This means that in theory the greater the output of DVDs, the less the costs will
be. Also, typically when a company increases output it becomes more efficient within its
production and operations which results in lower production costs.
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Figure 7

To further study if scale economics holds true for these companies, refer to Figure

7, which shows how the change in the number of kiosks will affect the amount of
operating income (Outerwall Inc.). When the number of kiosks increases or decreases
this directly relates to the amount of products that companies purchase from their
suppliers. However, if you take the amount of kiosks from above and divide it by the cost
for that year, the scale economics is reversed. When the amount of kiosk increased from
2012 to 2013 the cost per kiosk actually increased.

Excess Capacity
Excess Capacity takes place when product supply outnumbers customer demand.
Normally, when excess capacity takes place in the electronic retail industry companies
start selling products at discounted prices to stimulate demand. However, discounting is
not a luxury that some businesses have. In a typical electronic retail company, prices
fluctuate daily and consumers rarely take notice to the minimal price changes. Meanwhile,
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with companies such as Outerwall, the price of the product is one of the main drawing
points for customers. These firms cannot change the price daily because it could harm
their business due to response of the client base. The response to price changes for some
companies can be more drastic than for the electronic retail industry as a whole. In all,
excess capacity for some companies can be harmful because there is no easy way to fix
the issue. The one solution they may have as a company is to issue temporary deals.
That would attract business, but would not result in a negative response.

Exit Barriers
Exit barriers are costs that make it difficult for a company to get out of an industry.
Liquidity is one of the main exit barriers that a company will face when looking to leave
an industry. If a company is in a highly specialized market it may be difficult to sell off its
assets. This results in a low liquidity level which makes it difficult to exit. For the majority
of the retail and electronic retail industry, exit barriers are fairly low due to adequate
competition. If there is sufficient competition within an industry it will be fairly easy to
exit because there will be other firms willing to buy those assets. However, some
companies face this issue of being in a very specialized and unique market, which can be
harmful when it comes to exit barriers.
Issues arise when companying competitors in the electronic rental industry. One
of the firms, Netflix, is solely an online company resulting in no need for similar assets in
which other companies such as Outerwall use. This results in high exit barriers for these
hardcopy companies. Since there is no similar form of business model to Redbox, there
is no one to sell the thousands of DVD kiosk off to in the scenario of exiting the industry.
This results in Redbox having low liquidity. When there is low liquidity there is high exit
barriers.
Banks such as Toronto-Dominion Bank (TD Bank) operates self-service coin
counting machines similar to Coinstar. Due to similar services this makes TD Bank a
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potential competitor. This makes the exit barriers for Coinstar lower in relation to Redbox
because banks would be likely to buy the kiosks at a discounted price.

Fixed – Variable Cost
Cost management is one of the key success factors for a business to grow and
increase net income. To successfully manage these large amounts of cost, firms will focus
on fixed and variable cost. Fixed cost is defined as the cost that will remain constant no
matter the level of output. Variable cost is the cost that will increase or decrease
depending on the level of output. The decision by companies on which cost structure
they will incur determines many factors down the road. It can determine prices for that
industry and competition as a whole. In industries where the cost structure is focused on
fixed cost there will typically be price competition and cost economies of scale. On the
other hand, in industries where the focus is variable cost, there tends to be low levels of
price competition. The fixed to variable cost ratios for Outerwall and Netflix are shown
below in Figure 8.

Figure 8

*numbers in thousands
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As seen in Figure 8, the average fixed to variable cost ratio for Outerwall is
constantly well below 1 (Outerwall Inc.). What this means for Outerwall is that for every
$1 of variable cost spent, there is a significantly less amount spent on fixed costs. This
low ratio for Outerwall is comparable to others within the industry. As seen above in

Figure 8, the fixed to variable cost ratio for Netflix is also well below 1 which shows that
these “two companies share similar cost structures” (Netflix Inc.). Note however that the
total variable cost comes out to be more than the total costs in Figure 8. This is not
realistic for any company given that the total cost consists of both the variable and fixed
costs. However, we are still able to evaluate the extremely low fixed costs within the
industry using this ratio. A low ratio can be both beneficial and harmful to companies but
in the self-service entertainment rental industry, it leans heavily to the side of being
beneficial. Having a low fixed to variable cost ratio means that the company can scale
up or down easily without having to worry about incurring large amounts of fixed cost.
This is good news for Outerwall because when the economy is on a down turn they can
close down “x” amount of kiosk to cut cost significantly. A low ratio for Outerwall is also
beneficial because, as stated before, it leads to low price competition.

Conclusion
It is now clear that the rivalry among existing firms varied from one area to the
next. It is this variation in rivalry that has led us to the conclusion that competition among
existing firms is mixed. High competition exists in the areas of industry growth,
competition, and fixed-variable cost. Low competition exists in the areas of differentiation,
switching cost, learning and scale economies, excess capacity, and exit barriers. This mix
of high and low competition is what brought us to the conclusion that there is mixed
competition for Outerwall among its existing firms. This gives Outerwall the ability to be
price setters due to their unique differentiation but also must be mindful of existing firms
and their own uniqueness which can result in a loss of market share.
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Threat of New Entrants
Within any industry, the threat of new entrants has the potential to take away
from existing firms’ market share and profits. New entrants into an industry face a number
of barriers including economies of scale, first mover advantage, access to distribution
channels and relationships, as well as legal barriers. Fewer barriers mean more pricing
competition and easier access for newer firms to compete for profitability.

Economies of Scale
Economies of scale occur when a firm grows and production increases. At a certain
point of production, variable cost per unit will decrease. “Economies of scale can rise from
large investment in research and development or plant property and equipment” due to
the increase in potential output (Healy and Palepu). New firms desire to enter an industry
on the same scale as existing firms. They typically have two choices: to invest in large
capacity that might not be used the right away, or to choose to operate with less than
optimal capacity. Both choices result in some form of initial cost disadvantage.
As stated above, economies of scale can be caused by large investments in
research and development as well as property plant and equipment. Figure 9 shows the
previous and current years of capital expenditures of firms in the entertainment rental
industry (Outerwall Inc.).

Figure 9 *In Thousands
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With the exception of Outerwall, all other firms are increasing in the amount of
capital expenditures. Outerwall has declining capital expenditures in 2013 and 2014 most
likely due to the technological changes that encourage the use of online streaming from
competitors such as Netflix. The data suggests that the entertainment rental industry is
growing. A new entrant would find it hard to compete on the same scale as existing firms
and would suffer a cost disadvantage with large fixed and variable costs compared to
larger existing firms. High competition between existing firms arises from the constant
growth as they compete for market share. Existing firms might see mixed competition
between each other, but new entrants will see high competition trying to enter on the
same scale from existing firms.

First Mover Advantage
Early entrants can obtain a first mover advantage depending on the industry. For
example, limited licensing may be available that prevents new firms from obtaining the
licensing they need to compete. Other examples include forming relationships with
suppliers and securing limited floor space before competitors. The entertainment rental
industry, which includes companies like Outerwall, Netflix, Amazon, and Comcast is highly
dependent on the licenses and agreements that are made with various movie and video
game studios. More detail will be provided on these contractual relationships in the Access

to Distribution Channels and Relationships section. Some of these contracts can limit what
firms have the right to provide certain products. An example of this is Disney’s distribution
rights to “the majority of Marvel Studios’ Phase 1 movies that consist of Iron Man 1 and
2, Thor, and Captain America: The First Avenger” (Collura). Redbox also has the ability
to obtain newer content before its competitors. To new entrants, these types of contracts
or license agreements can pose a significant problem and limit their profitability due to
the fact that licensing is a limited right that is obtained by existing firms at an early stage.
The most precious commodity in the kiosk, or self-service retail industry, is floor
space. There is intense competition to obtain contracts or agreements between
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competitors. Outerwall and its competitors seek to forge long-term relationships with
retailers. More detail about these relationships will also be talked about in the Access to

Distribution Channels and Relationships section. Floor space is always limited so early
entrants into this industry have the advantage over newer firms seeking to make profits.
If all the floor space is taken then a new firm cannot enter the market. A major factor to
these relationships is the satisfaction of the retailer with a contract. A new entrant, if they
have the resources, can make a better offer to a retailer and trigger cancellation of the
current contract in favor of the new firm. For this reason, competition is high to keep
retailers happy and keep contracts renewed.

Access to Distribution Channels and Relationships
Access to distribution channels and relationships can make or break a firm. A
business needs a way to obtain its supplies and get its product to consumers. Forming
relationships with suppliers and distributers is a key factor in a firm’s success. New
entrants into an industry could find difficulty finding suppliers if older, bigger firms already
have supply chains set up. As mentioned above, the entertainment rental industry is
highly dependent on licensing agreements with studios. These agreements can change
drastically with the change in technology.
For the Redbox, licensing agreements are typically set so DVDs are obtained by
the “street date” release. The street date is when studios release physical copies for
purchase by the public. If not by the “street date”, then 28 days after Redbox will receive
copies of the DVDs. There is also a 30-45 day release window in which studios make
physical copies available before being released to other rental channels such as pay-perview or video-on-demand. “Studios are currently experimenting with the time frame of
this window and even considering discontinuing it in favor of the making video-ondemand methods available prior to or simultaneously with the physical DVD release”
(Outerwall Inc.). Netflix has multi-year license agreements with its studio suppliers for
online streaming of content. Netflix also has agreements with certain distributors such as
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Microsoft to allow its application’s use on its Xbox consoles. These agreements typically
last for 1-3 years but either automatically renew or allow for relatively quick withdrawal.
Entrants into the entertainment rental industry face high competition for the rights to
obtain licensing from studio suppliers to compete on the same scale as existing
competitors.
Outerwall and its competitors in the self-service retail industry must form
relationships with distributors. These contractual relationships must provide some form
of direct or indirect benefit that is superior or competitive with other competitors for floor
space. “Outerwall Inc. has significant relationships with the retailers Walmart Stores Inc.,
Walgreens Co, and The Kroger Company that provide approximately 15.5%, 13.7%, and
9.7% of consolidated revenue from continuing operations, respectively” (Outerwall Inc.).
These are typically multi-year contracts that will automatically renew until terminated.
Cancellation is usually done with a 90 day notice but some contracts can be cancelled at
the retailer’s discretion with or without cause. Many other competitors draft the same
forms of contracts that typically last for a number of years. With limited floor space
available, these multi-year contracts can become a barrier to new entrants looking to
place a kiosk in high foot traffic areas.

Legal Barriers
Legal barriers can inhibit or completely stop any new entrants from entering an
industry. There could be lawful limitations on the number of licenses permitted at one
time that stop new entrants from obtaining a license and entering the market. The
entertainment rental industry is one that is highly regulated with copyrights, patents, and
licenses. The inability to obtain a license can stop a new firm from competing.
Coinstar and the rest of the self-service rental industry face many legal
requirements in order to be in business. There are laws that prohibit kiosks in certain
public places. Contracts or agreements must be formed to acquire floor space. With the
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advancement in technology and the use of physical cash phasing out, most kiosks now
have some form of credit card payment method available. Legal requirements for
consumer information, privacy protection, and laws that state what information is and is
not allowed to be kept by the company must be met if a firm wishes to operate. Kiosks
themselves, such as Redbox, have patents that a new entrant must be aware of to avoid
patent infringement. The nature of Coinstar and TD Bank subjects them to laws regarding
the transfer and transportation of large sums of money. New entrants must be aware of
the many legal requirements and be able to fulfill them. If one requirement is not fulfilled
it could become a barrier to entry into an industry or result in legal action against the
firm.

Conclusion
Overall, the competition faced from the threat of new entrants is relatively low.
There are many barriers to entry that make it very difficult for a new firm to enter on the
same scale as existing firms. There is an economies of scale that gives a good cost
advantage that new firms cannot compete with without heavy investment from the start.
The First Mover Advantage has been established with existing firms setting up access to
distribution channels and relationships with supplies that leave little room for new firms
to compete. And legal barriers exist that could be difficult for a new firm to comply with
right away. With the few sizable firms dominating the industry, existing firms are allowed
to compete unchallenged as they have successfully built an industry with few doors to
newcomers.

Threat of Substitutes
Substitute products are those that do not necessarily have the same design but
provide the same function as a product. The lower the switching cost is for a product the
more likely a substitute could be used. Market share can be divided among substitutes,
so the fewer substitutes and more unique products, the more market share a firm can
hold.
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Relative Price Performance
Prices are a top factor in consumer minds. High prices can drive away consumers
force them into the use of a cheaper substitute. For the entertainment rental industry
price and convenience are top factors. Substitutes for renting DVDs include any video of
demand entertainment such as Direct TV or HBO, and piracy. Redbox has a “current price
of $1.50 a night” (Outerwall Inc.). Renting a movie from on demand companies cost
“$4.99 and only last 24 hours while some packages range from $20-$90 a month”
(Directv). “HBO has a monthly fee of $18” (Directv). Two movies could be rented from
Redbox for the price of one Direct TV movie. Online piracy also is a threat as it is free for
those that use it and provides a high convenience. Based on these prices, we would
expect low risk in the use of substitute products for DVD rentals. However, convenience
is also a major factor. Video on demand packages like the Direct TV can contain more
content overall and even have premium releases that Redbox, Netflix, or Amazon don not
contain. The luxury of staying at home to order a movie over going to get a physical
DVD copy can make the price difference worth it for some consumers. Taking the
convenience of home movies like Direct TV we would expect to see high risk in use of
substitute products. Competition to provide price incentives to use one product over
another will be high as firms fight for their pieces of market share.
In regards to Coinstar’s industry and the industry of self-service retail, substitutes
are physical service locations. Outerwall makes a profit with Coinstar kiosk by the fees
for usage. Banks, who offer the same service for free, are a major substitute for Coinstar
and any coin counting business. The nonexistent switching cost makes it the perfect
substitute. In an extreme example, if payment transaction become solely though
technology such as phones or credit cards, coin counting machines could be completely
replaced and made irrelevant. For other kiosk or vending machines the tradition
restaurant may be a substitute. The extra experience received out do any switching cost.
Competition in this kind of industry is derived from the consumer decision between price
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and experience. These decisions spark high pricing competition as well high competition
for prime locations.

Conclusion
The entertainment rental industry and the self-service retail industry will face high
degrees of competition from substitute products. The convenience of staying at home
and receiving premium content is a great way to compete with the lower prices of
products from Redbox, Netflix, or Amazon. The need for convenience and a low price will
force a consumer choice between the two. The self-service retail industry will see the
same choice between convenience and experience. Kiosks offer great convenience but
lack the experience of a service location. Thus, both industries will experience a high
degree of competition for substitute products.

Bargaining Power of Customers
The next competitive force in the Five Forces Analysis refers to the degree in which
customers have power within the automated technology industry to control prices. This
bargaining power of customers can drastically affect the industry profits. Switching costs
and differentiation are the two main components that determine the overall power of the
customers within this particular industry.

Switching Costs
The costs incurred by the consumers that results from changing products is the
microeconomic concept called switching cost. These costs are not always monetary in
value, but can be intangible costs of convenience or time. Lower switching costs result in
more price sensitive buyers. This “price sensitivity determine[s] the extent to which
buyers care to bargain on price” (Healy and Palepu). If the customers have a high
bargaining power, they will be more successful in driving the prices down to a point in
which they are satisfied.
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Within the movie rental industry, switching costs vary between the different rental
service providers. Some of the companies within the industry provide similar
entertainment products at different pricing models as shown in Figure 10. At first glance,
Redbox looks to be the more cost effective route, ultimately making the company
competitively priced. Switching from one vendor to another based solely on price and
quantity is dependent on the customer’s personal demand of entertainment rentals. If
the average consumer desires to watch more than nine rentals a month, then Netflix
would be more financially beneficial to the customer, attracting them to switch vendors.
However, if a customer only watches four or five movies a month, about one movie every
week, than Redbox would be the better choice financially.

Competitor Pricing Model Comparison

Figure 10

Convenience also is a factor to consider with regards to switching costs. With
online instant streaming continuing to become more popular, consumers are making the
move to a more convenient type of entertainment. This convenience is a factor that
Redbox is only able to offer through its easy to use rental kiosks. The kiosks eliminate
the hassle of dealing with employees or shopping during certain hours. Redbox also has
strategic kiosk placement with “nearly 68% of people [living] within a five-minute drive
of a Redbox location” (Redbox). Although the kiosks are easily accessible and easy to
use, they still require the customers to leave the comfort of their home to rent a DVD,
unlike its competitors. However, customers that use stores such as Walmart or Walgreens
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can diminish the inconvenience factor by killing two birds with one stone. At this point,
the only inconvenience would be that the DVD or game has to be physically returned as
opposed to online services that simply automatically retract the previously rented item.
Because the market for companies who operate stand-alone self-service coin
counting machines is so lightly concentrated, brick and mortar banks are the best
examples in order to determine the switching costs for Coinstar. Most banks offer the
same service that Coinstar does, but at different prices and convenience scales.
Consumers can rely on their own credit union to provide the same service with no
transaction charge as long as they are members of the particular bank.
TD Bank, a large national bank with over 1,000 locations, has a similar self-service
coin-counting machine. The service is “free to TD Bank account holders, but for nonaccount holders the service comes at 6% charge” (Carrns). Coinstar has a 10.9% service
charge, making it a less attractive option in the coin-counting industry. Using the banks
without a service charge gives the customers an alternative to Coinstar. Even if a
consumer is not an account holder with the bank, the smaller service fee has potential to
make customers more inclined to switch away from Coinstar.
However, Coinstar still continues to make a profit because there is another
important switching cost involved. Convenience plays a major role in much of Outerwall’s
operations. Even though most banks offer the same service for free, customers are still
willing to pay a premium in order to receive the service at a more convenient location.
Because most Coinstar kiosks are located in a popular grocery or retail store such as
Walmart or Kroger, a customer can accomplish two services in one stop. Also, because
there are over 21,000 Coinstar kiosks in the nation, it is common that a customer will live
closer to a Coinstar machine than they would to their affiliated bank. Even if location is
not considered a switching cost to customers, the convenience of time should be
considered as well. The banking industry has one of the most inconvenient store hours
for the working class, 8 a.m. – 5 p.m. Coinstar however, can operate as long as the host
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store location is open, which can be 24 hours a day, 7 days a week. Because of this, the
customer is no longer constrained to completing the service during typical business hours,
but can complete the service at whatever time best fits his or her schedule.

Differentiation
Differentiation is a company’s ability to make their product or service different from
existing competitor’s products. This can be accomplished through quality, quantity,
pricing, and many other factors. Within the automated retail technology industry,
Outerwall is forced to focus on differentiation in order to continue to attract customers to
purchase the company’s products and services.
The key component that Redbox focuses on in order it separate itself from another
entertainment rental company includes the selection of rentals. In Figure 11, Redbox’s
competitor’s product is shown side-by-side to compare the difference in the type of
entertainment rental selection that is provided.

Competitor Product Comparison

Figure 11

Redbox’s competitive edge in product differentiation is that a majority of their
rental selections are new releases. As compared to one of its competitors, Netflix has
movie selections available as recent as the previous year’s movies that are found in the
theaters. This difference in quality can draw a customer to Redbox simply because they
desire a new movie that can only be rented through this particular service. However, On
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Demand also offers new releases which does not separate Redbox from all of its
competitors. Another factor that results in product differentiation is the selection quantity.
Redbox kiosks on average carry roughly 200 DVDs, as compared to Netflix’s approximate
selection of 10,000 movie and show titles. This vast difference in quantity can greatly
affect a customer’s selection preference.
Competition within the industry has been growing with more consumers turning
towards online streaming instead of hard copy DVDs. As online streaming continues to
outweigh the hard copy DVDs, companies such as Redbox will need to make efforts to
move towards an online streaming selection or find new ways to differentiate its products
and services. Redbox attempted to make this transition by starting a new sector called
Redbox Instant. With this service, customers would be able to stream online instead of
search for a kiosk to rent from. “This attempt in time failed due to a lack of success and
an inability to grab a solid foothold on Netflix’s market share” (Redbox). Even though
Redbox still maintains some differentiation, customers still have the power to go
elsewhere with their business if it seems more beneficial to them.
Within the coin-counting industry there is not much product differentiation. The
machines that are used to count the change inserted by the consumers are very similar
in nature and only differ from each other aesthetically. The only differentiation separating
Coinstar from other banks offering the same service includes the time and location
convenience as mentioned above in the switching cost analysis. This minimal product
differentiation allows the consumers to have some bargaining power in terms of driving
the overall degree of competition.

Conclusion
The switching costs for the different concentrations under the automated retail
technology industry are medium to low costs. Redbox and the movie rental industry have
a medium pricing and convenience cost of switching, but is mainly consumer demand
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driven causing competition to be based on consumer’s wants and preferences. The costs
of switching for Coinstar are also medium to low which gives the consumers a good
amount of power in terms of controlling the price sensitivity of the industry through
competitive force.
Product differentiation for the Redbox brand helps continue to allow for success in
an environment that continues to move away from the hard copy DVDs. Although this
small amount of differentiation in the industry currently is beneficial, the push towards
online streaming will continue to determinate this factor. With little product
differentiation, Coinstar has to compete in an industry that is driven by consumer
preference and convenience. Overall, the medium switching costs and product
differentiation causes the consumers to have a relatively mixed bargaining power in
consideration with price sensitivity. This mixed competitive force shows that although
with a vast specialty that Outerwall provides, the company will continue to see pressures
from stable competitive vendors, but will have to moderately monitor customers applying
critical amounts of pressure on the financial stability of the company.

Bargaining Power of Suppliers
The power of a supplier group on a company is determined by a supplier’s ability
to influence the prices charged for products and services, and by controlling the
availability and delivery timelines of products. Suppliers tend to have more power when
there are fewer suppliers in the market, the product being supplied is differentiated from
that of competitors, there is not opportunity to substitute suppliers, and when switching
costs are high. The bargaining power of suppliers has a major influence on both the
movie and video game industries; therefore, the Redbox division of Outerwall is sensitive
to supplier relations. Coinstar and ecoATM are also impacted by suppliers, but at less of
an extent.
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Number of Suppliers
Generally, Redbox obtains DVDs and Blu-ray Disks (BDs) directly from six major
movie studios. 20th Century Fox, Warner Brothers, and Universal Studios have entered
into agreements to distribute DVDs and BDs to Redbox 28 days after the titles are
released in stores. The “28 day delay is the result of a series of lawsuits between Redbox
and the aforementioned movie studios” (Barnes). Redbox holds distribution deals with
other major studios, including “Sony Pictures Home Entertainment, Paramount Pictures
Entertainment, and Lionsgate, and is not constrained to a distribution delay regarding the
titles of these studios” (Kharif). Additionally, the “Walt Disney Company allows third party
distributors to sell DVDs and BDs to Redbox” but does not hold a direct distribution
agreement with the company at this time (Barnes). Redbox has begun purchasing new
releases directly from retailers such as Walmart, Target, and Best Buy, although these
suppliers have “placed constraints on the supply of new releases in order to ensure
demand for these titles” (Kharif). Redbox obtains video games from content providers
such as EA and Activision. “Relations with video game retailers have proven to be less
tenuous than those with movie studios” (Cheng). Content suppliers are able to set the
prices of distribution contracts. This fact, coupled with Redbox’s inherent need to be able
to provide the newest releases possible to customers in a timely manner, insures that
content suppliers have an immense amount of bargaining power.
“Flextronics International Ltd. supplies Outerwall” with both Redbox and Coinstar
kiosks (Flextronics and Redbox in Successful Partnership to Build DVD Rental Kiosk). The
company is at the forefront of self-service manufacturing and has worked flexibly
alongside Outerwall in order to meet the demand for a low-cost DVD rental service.
Flextronics maintains an influence on lean manufacturing principles as well as supply
chain optimization, which “allows the company to provide kiosks at a reasonable cost”
(Flextronics and Redbox in Successful Partnership to Build DVD Rental Kiosk). Flextronics
does have some bargaining power when it comes to supply, however the company has
tended to work hand-in-hand with Outerwall in order to ensure fair prices.
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Differentiation
Differentiation refers to tangible product differences that exist solely in suppliers
products. Differentiation of products limits a firm’s ability to shop around for the best
price and therefore lends bargaining power to suppliers.
The film and video game industries are both highly differentiated sectors. Movie
studios and video game companies create completely unique, copyrighted products. This
differentiation of products among different content suppliers is a major source of
bargaining power. Essentially, “Redbox’s business model relies on providing the newest,
most sought-after titles to consumers” (Outerwall Inc.). Since each individual content
supplier provides entirely differentiated products, these companies are able to
aggressively negotiate distribution contracts with Redbox.
The kiosk business is a less-differentiated market. In theory, it wouldn’t be difficult
for a new supplier to come along and attempt to duplicate the technology involved in
developing Redbox, Coinstar, and ecoATM kiosks without infringing upon patents. Due to
the fact that the technology behind these devices can be replicated by other sources,
kiosk manufacturers have less bargaining power in regards to supply.

Ability to Substitute
Outerwall has recently been “working to diversify its pool of suppliers in regard to
Redbox content by directly purchasing DVDs, BDs, and video games” from third party
retailers such as Walmart, Target and Best Buy (Kharif). Although this venture has proven
to provide a way for the company to obtain new content faster than it would be able to
through direct distribution deals with movie studios and video game companies, the ability
for the company to substitute suppliers is extremely limited and therefore not a viable
option. Despite this outlet, it is “imperative that the company maintains good relations”
with primary content providers in order to keep up with competitors (Outerwall).
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Inherently, the ability to substitute content suppliers is relatively low concerning the
Redbox business model.
Outerwall could potentially switch suppliers of kiosks for Redbox, Coinstar and
ecoATM, creating flexibility in regards to where they obtain their operating equipment.
Kiosk suppliers have substantially less power than content suppliers in regards to
availability of substitutes.

Switching Costs
A switching cost is the price that it would cost to switch to another supplier.
Typically, suppliers attempt to create a business model that will dissuade firms from
switching to another supplier. Switching costs are usually referred to in a monetary sense,
but can also be considered in speculative terms such as time-and-effort-based costs.
Switching costs are not extremely relevant concerning Outerwall’s relationship with
suppliers of film and video game content for their Redbox brand. The extreme
differentiation of this industry impairs the option of switching to different suppliers on a
large enough scale to continue business as it stands. It will be most beneficial for
Outerwall to “maintain distribution relationships directly with primary content providers”
in order to ensure timely content access in order to maintain a balanced library
(Outerwall). Outerwall has made an attempt to switch to receiving supplies of new
content from third-party retailers. Switching costs for this endeavor were relatively low in
monetary terms; however, these “retailers have imposed limits on the amount of content
that can be purchased from them” (Kharif).
Switching costs in regards to the supply of kiosks for the Redbox, Coinstar and
ecoATM brands are more relevant for this sector of Outerwall’s business. “Outerwall
maintains exclusive supply contracts with Flextronics, the company that manufactures
Redbox and Coinstar kiosks” (Redbox names Solectron worldwide manufacturer of DVD
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kiosks). The company already has their “foot-in-the-door” and has already paid the price
to establish a relationship with Flextronics. Switching costs would be relatively higher to
switch to another kiosk manufacturer due to the need to establish new contracts, time
needed to conduct the switch, and initial startup costs; this concept lends bargaining
power to Flextronics.

Conclusion
Firms who supply content to Redbox have an immense amount of bargaining
power. These suppliers are lightly concentrated, have extremely differentiated products,
low in number of substitutes, and fairly irrelevant switching costs. The combination of
these factors grants movie studios, video game companies, and third-party retailers the
ability to negotiate higher fees for distribution agreements. A critical factor of Redbox’s
business model includes maintaining the “ability to provide new content in a timely
manner, ideally before competitors such as Netflix are able to release similar content”
(Outerwall Inc.). Due to this need for content, Redbox is extremely sensitive to relations
with content supplying companies and therefore these firms bolster bargaining power.
Flextronics, the firm who supplies Outerwall with Redbox and Coinstar kiosks has
an adequate amount of bargaining power. “Seeing as the company is the sole provider
of these kiosks, they have a monopoly on pricing” (Redbox names Solectron worldwide
manufacturer of DVD kiosks). Although this industry is far less differentiated than the
content industry, this exclusive agreement with Outerwall allows for Flextronics to
negotiate prices on their terms. The ability to substitute kiosk suppliers exists, but is not
a practical endeavor at the moment due to the relatively high switching costs that the
company would incur when transferring to a new kiosk manufacturer. All in all, Outerwall
is subject to the bargaining power of suppliers and must continue to ensure that supplierrelations continue to be a focus of their business model.
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Competitive Advantage
By using the Five Forces model to analyze of the movie entertainment industry,
the self-service industry and coin counting industry, we have established the degrees of
competition in these industries. This overall analysis gives us a summary of the
competitive advantage that Outerwall has established in certain aspects of the business.
Competitive advantage is the sum of the factors of a product or service that makes it
more desirable to a customer. We define these advantages that a firm has as Key Success
Factors. The two important Key Success Factors that make up competitive advantage are
differentiation and cost leadership. Differentiation is what makes a product or service
unique from the competition. Cost leadership encases how a firm competes with its prices.
Outerwall contends with opponents in the industry on both of these fronts.

Differentiation
The main competitive advantage for Coinstar and Redbox is the convenience of
the products. The modernization of industry and serving the customer has led to the
most convenient products outselling the completion. First off, Coinstar is located in
grocery stores, fast food chains, convenience stores, and pharmacies all over the country.
With the convenience of the average American visiting these places frequently, people
are willing to pay a small fee in order to deposit coins somewhere on a daily route rather
than spending the extra time and gas to go to a bank or credit union to deposit coins.
The movie industry is a defining element of entertainment in the United States. With
Redbox, Outerwall has revolutionized and conquered the movie rental industry. The
“convenience of renting a movie or video game for a low price at one of the 35,000 kiosk
locations nationwide is something that has jettisoned Outerwall into an industry where
the competition cannot keep up” (Redbox). With both “Blockbuster filing for bankruptcy
in 2010 and Hollywood Video going out of business in the same year, the market share
of renting has been dominated by Redbox and Netflix” (Refermat).
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The convenience of the Redbox product has many factors to it. First is location.
The locations of the Redbox kiosks have been very strategic and effective. Being placed
in 35,000 locations at places people already shop, “Redbox has really opened up the ease
of renting movies and video games to most Americans” (Redbox). The companies that
used to control the movie renting industry were not nearly as prevalent, because of the
size used for a whole store dedicated to renting movies.
Another main advantage is the convenience of the display of kiosks. Movie stores
that would be considered competition for Outerwall were not nearly as convenient as
Redbox. The kiosks give customers a touch screen display with pictures of the movie
titles. The titles can be organized by genres to pick from including action, drama, comedy,
family and romance as well as the most recent movies tab with movies that are just now
out on DVD.

The way movies were selected before this style of renting involved

customers going to a store and walking up and down aisles trying to read the movie titles
that were all lined up sideways. “The convenience of renting DVDs has been mastered
by Outerwall in all aspects of its business” (Outerwall Inc.).
Redbox also has a downloadable app for smartphones and tablets that show where
nearby kiosks are relative to the customer. This app shows what movies are available at
each location. Another feature of the app is the ability for the customer to reserve movies
ahead of picking them up.
Redbox is at a disadvantage due to the fact that the industry is switching to online
streaming and away from physical DVD rentals. Customers now have easy access to order
movies online rather than pick up, watch, and then return a physical DVD rental. This
transfer to an online streaming rental has been continually increasing. Studies show that
this transfer of product distribution within the industry will continue to grow in the future.
Although this switch continues to thrive, there is still an advantage to having physical
DVD rentals rather than online streaming. The adult generation of America tends to stick
with products that they are familiar with, rather than trying the newest forms of
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technology. Although streaming movies online is a convenient method of entertainment,
it is not always the preferred form of video entertainment for customers.

Cost Leadership
Part of the reason that Outerwall put other video rental stores out of business is
because of the cost. The original cost of a DVD rental from Redbox was 99 cents for
every night of rental. Blockbuster and Hollywood video had costs that Redbox did not
have to consider, due to the innovative change from movie rental stores to kiosks. Costs
including hourly wages for employees at all locations, rental costs for large spaces in
shopping centers, maintenance costs of the stores and delivery cost DVDs.

The

companies also had overhead cost. Redbox removed the cost of having many employees
by the invention of movie rental kiosks. By introducing the movie rental technology of a
touch screen kiosk that requires little maintenance, Redbox requires much fewer
employees than its counterparts. This reduced employee cost as well as cost of rental
space being a dramatically smaller cost than the competitors put Redbox in a strong
position as far as cost leadership is concerned. Therefore, Redbox could set prices at an
amount that the other movie rental stores could not compete with.

Conclusion
The competitive advantages of Outerwall are unique. The cost leadership involved
in the operation of self-service machines cuts prices for Outerwall throughout all of their
business segments. For Coinstar, they have consistently made money for the company
for years with the differentiation of the easy service they provide. While in a movie
industry that has seen much change over the past ten years, it can be difficult to see
what the future is for Redbox. For the time being, Outerwall has an established market
share for the innovative service and customer convenience that they provide.
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Accounting Analysis
Accounting rules and regulations are established by the Financial Accounting
Standards Board (FASB) and the Generally Accepted Accounting Principles (GAAP).
Although these rules are firmly set, there is enough ambiguity regarding regulations. This
allows firms to manipulate their accounting policies in order to control what information
current and potential investors see. Firms can utilize this ability to legally distort
information in order to create financial statements that contain biased information and
material misstatements of balance sheets and income statements. Investors must be able
to decode the accounting information provided to the public in order to understand the
true value of the evaluated firm.
In order to begin an analysis of distortions of accounting information, an analyst
must first successfully identify the Key Accounting Policies of a firm. When identifying Key
Accounting Policies, it is crucial to start by identifying a firm’s Key Success Factors. Once
these factors are identified and defined an analyst is able to draw conclusions as to what
information may be manipulated. Once the Key Success Factors are identified it is possible
to begin analyzing the Key Accounting Policies of the company. Key Accounting Policies
are a direct reflection of the firm’s accounting strategy. By defining these policies, analysts
are able to identify the accounting distortions that were potentially created in the
accounting process.
Next, it is important to consider the potential degree of flexibility that managers
have in regards to manipulating accounting information. The greater the amount of
flexibility, the greater the potential for financial statements to reflect biased information.
After flexibility is determined, analysts must evaluate the actual accounting
strategy of the firm being valued. The two dimensions of accounting strategy include
determining the quality of disclosure of information and assessing whether the firm in
question takes conservative or aggressive action when reporting earnings. It is important
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to evaluate the level of disclosure a firm provides in both its financial statements and
other public information. By evaluating the level of disclosure, analysts are able to
determine the quality of a firm’s accounting information and can then work to further
identify any potential accounting distortions. Once the level of disclosure is determined,
analysts must further review the financial statements and draw conclusions about
potential “red flags”. Red flags include items such as research and development and
goodwill.
The final step of the Accounting Analysis involves undoing a firm’s accounting
distortions by capitalizing operating leases and impairing goodwill. This is done in order
to reduce any inflated numbers to a more realistic value. By undoing accounting
distortions analysts create restated balance sheets and income statements to show the
initial misstated information intentionally done by the company. As a result, analysts are
left with information that better reflect the reality of a firm’s financial situation. This
restated information is imperative in regards to an analysts’ accurate valuation of the
firm.

Identifying Key Accounting Policies (KAP)
Type I Key Accounting Policies
Type I Accounting Policies are found by analyzing the Key Success Factors of a
firm and then identifying which factors add a substantial amount of value to the firm via
competitive advantage. Once Key Success Factors are identified, an analyst will analyze
how these factors affect the accounting policies of the firm and will then be able to identify
its Key Accounting Policies. Type I accounting policies relate the level of disclosure to the
value-added business activities of the firm. Outerwall’s value driving Key Accounting
Policies are brand image, quality of content, and their relationship with kiosk suppliers.
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Brand Image
Two of Outerwall’s business segments, Redbox and Coinstar, are both wellrecognized brands. Outerwall has been able to cultivate the image of its brands through
the accessibility and visibility of Redbox and Coinstar kiosks. The geographic reach of
both divisions and product differentiation of their services from those of competitors gives
these two segments a strong brand image. Redbox’s unique brand name has led to a
monopoly on the automated retail entertainment industry. Essentially, Redbox is the only
recognized vending service for hard copy DVDs, Blu-rays, and video games. This
monopoly creates a tremendous amount of value because although the industry has high
concentration, none of the competitors provide a service directly comparable to Redbox.
Coinstar is recognizable as well due to the accessibility of Coinstar kiosks. This
convenience factor has increased the brand image, which in turn creates value under the
Coinstar brand.

Quality of Content
Another value driver for Outerwall is the ability of Redbox to provide high quality
content. It is important for Redbox to maintain access to the newest and most sought
after film and video game releases. This sets Redbox apart from competitors such as
Netflix. This is because the company is able to consistently provide newer content than
its competition due to licensing agreements with movie studios and video game
companies.

Relationship with Kiosk Suppliers
Outerwall is unique because the company purchases its kiosks from one single
supplier. Coinstar, Redbox, and ecoATM kiosks are valuable assets that are owned by
Outerwall which are necessary for successful business operations.

53 | P a g e

Type II Key Accounting Policies
Type II Key Accounting Policies relate to a firm’s potential opportunity to
manipulate the financial standing of the company. If a firm chooses to enact certain
policies the value of the firm can be misstated on the financial statements in order to
mislead potential and current investors. Misleading investors tricks them into believing
that the firm is in better financial shape than it truly is. A firm can attempt to skew
information by including items such as operating leases and goodwill. Outerwall primarily
utilizes the Type II Key Accounting policy of goodwill in order to add value to the firm.
Outerwall has yet to impair goodwill which has resulted in an inflated net income. This
policy allows Outerwall’s top level management to present skewed accounting information
to the public which directly affects the perceived value of the company’s assets. This
information is material to investors and needs to be considered when completing the final
accounting analysis step of undoing accounting distortions.

Goodwill
Goodwill is an intangible asset that is determined by top level management as a
result of mergers and acquisitions. Essentially, the value of goodwill is the price premium
a company is willing to pay in order to obtain intangibles such as the brand image,
customer base, patents and proprietary technology of another company. When a firm
acquires goodwill this number is indicative of the amount of value it gained through the
acquisition of another company.
It is vital to assess a firm’s impairment of goodwill when conducting an accounting
analysis because goodwill is often overstated which leads to an overstatement of net
income. The value of goodwill is evaluated at each year end; if the fair value of goodwill
is less than the carrying value, goodwill should be impaired. The impairment of goodwill
reduces the carrying value of the asset and an impairment loss is recognized. Top
management is incentivized to fail to recognize impairment of goodwill because in doing
so they can manipulate net income and target profits in order to inflate perceived
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performance of the firm. Top level management can distort accounting information by
omitting the impairment of goodwill in order to create the illusion of better financial
performance than what actually occurred during the period. This overstatement of the
value of the firm’s assets and net income can lead misinformed investors to believe the
value of the firm to be higher than it realistically is. The purpose of the accounting analysis
is to determine the practical worth of a firm; therefore it is incredibly important to analyze
how a company deals with the Key Accounting Policy of goodwill.
As of December 31, 2013 Outerwall recognized the total value of goodwill as
$559.3 million. Company policy consists of evaluating annual goodwill impairment based
on a two-step process. First, a qualitative analysis of “macroeconomic conditions, industry
conditions, the competitive environment, changes in the market for our products and
services, regulatory and political developments and entity specific factors such as
strategies and financial performance” (Outerwall Inc.). Upon completion of the qualitative
analysis, the second step of the impairment test is conducted if it has been determined
that the fair value of the reporting unit is less than its carrying value in which case “an
impairment loss shall be recognized in an amount equal to the excess” (Outerwall Inc.).
The company performs the second, quantitative analysis “based on factors such as profit
margins, discount rates, and market conditions and prices” (Outerwall Inc.).
On November 30th, 2014 Outerwall elected to by-pass the first step in the goodwill
impairment test and moved directly into evaluating goodwill impairment based on a
quantitative analysis. The firm estimated the fair value of each reporting unit to exceed
its carrying value and therefore deemed it unnecessary to impair goodwill in 2014. As of
December 31, 2014 “goodwill was valued at $559.3 million” (Outerwall Inc.).
Outerwall is very brief in describing their policy regarding the impairment of
goodwill and does not currently impair goodwill despite its performance of annual goodwill
impairment tests. The lack of disclosure concerning goodwill supports the idea that top
level management chooses to manipulate the value of assets and net income by refraining
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from impairing goodwill. In order to increase transparency, Outerwall could have
separately disclosed any hypothetical gains or losses due to the impairment of goodwill
and could have discussed the effects these gains or losses would have on the financial
standing of the firm. Due to the fact that “goodwill currently makes up 37.85% of total
assets”, it can be concluded that the impairment of goodwill would have adverse effects
on Outerwall’s earnings (Outerwall Inc.). The firm’s decision not to impair goodwill also
supports this conclusion.

Degree of Potential Accounting Flexibility
Flexibility in accounting is the degree of regulation of accounting standards and
something that changes from industry to industry. Through the Generally Accepted
Accounting Principles (GAAP) the Financial Accounting Standards Board (FASB) regulate
how companies must report financial documents with the goal of making them uniform,
accurate, understandable, and periodical.

This is very important for an accounting

analysis, because “the more flexible accounting is for a specific industry; the companies
within that industry have more freedom in their estimates and accounting policies” (Healy
and Palepu). Most companies do everything they can to make the company look smaller
for tax purposes, but for bookkeeping and the financial statements that are released to
the public tend to be more flexible according to what the companies what to project
within certain constraints.

Flexibility in accounting can be both bad and good for

industries. With some industries they use the flexibility from choosing how they can
manipulate how they expense things that should be considered long term debt.
Situations, such as this, with flexible accounting standards can negatively affect market
by giving misleading information. Sometimes the flexibility of the accounting standards
can give companies within certain industries the freedom to make the financial statements
reflect the business as a whole.
One of the major determinants of accounting flexibility has to do with how a
company records inventory in their books. For Outerwall this is an important line item
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because they can define the DVD rentals as either inventory or as a different form of
asset since the DVD’s depreciate over time. Both of these meanings can show different
things and alter things like liquidity ratios for Outerwall. They chose to make a new Line
item when reporting to shareholders that they call “Content Library”. They manage this
Content Library by depreciating DVDs at on an average 3 years per DVD. The quality of
the DVD’s available for rent is a key success factor for Redbox. Redbox uses the newest
movies released on DVD at their locations. For that reason the fact that the DVDs are
depreciated over 3 years is a fairly accurate estimate for most DVDs. This is a competitive
advantage that sets them apart from other competitors such as Netflix. This extra line
item is a good way to be honest with Outerwall’s shareholders about where their asset
money is
Brand Image is something that distinguishes Outerwall from its competitors. With
Redbox having over 35,000 locations, it is what comes to consumer’s minds when thinking
about DVD rentals. This and other kinds of intangible assets can be hard to quantify with
numbers. There is enormous flexibility as far as how to report this intangible asset of
brand recognition among customers. Outerwall seems to fit this competitive advantage
under the asset of Goodwill. Goodwill is general seen as a very flexible account because
it is up to the company’s discussion on how they choose to amortize it over time. It can
be an account that is deceiving because if a company keeps a lot of money in the Goodwill
account over time they can overstate the equity portion of the balance sheet.

For

Outerwall, there is unarguably some Goodwill that should be reported on their balance
sheet, the only concern is the amount of how much Goodwill. Goodwill is a value derived
by opinion more so than any accounting value so this is a very flexible.
Kiosks are an important part of the all three aspects of Outerwall’s operations.
These kiosks are Outerwall’s greatest competitive advantage as far as cost leadership is
concerned. This key success factor for Outerwall is reported under the line of Plant
Property and Equipment. These kiosks that are used by Outerwall are very unique so the
methods that they use to depreciate them require vague estimates, because there have
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never been high technology kiosks like this in the past so the depreciable life is really
unknown. This item which makes up a very large portion of Outerwall’s assets is very
flexible and can be misrepresenting of the truth, although this may not be intentional.
Leases and contracts, with the stores that Outerwall’s kiosks operate out of, are
intangible assets that are major barriers to entry for potential competitors. These assets
are very valuable to the company, but are hard to quantify as dollar value for reporting.
These items are included in the section of intangible assets on Outerwall’s balance sheet.
According to GAAP these may be recorded at the acquisition price of the contracts, but
these items in contracts have tradeoffs outside of just money. It is very flexible on how
Outerwall chooses to report the dollar value of these contracts.
Outerwall is in a unique company due to the fact that it has acquired Redbox and
EcoATM as a part of their company for less than ten years. These innovative markets
that Outerwall is made up of enable them to have high flexibly in their accounting
strategy. Some of the areas that have this flexibility are the Inventory, Operating and
Capital Leases, Intangible Assets, Research and Development, and Goodwill. Outerwall
uses all of these avenues of flexibility to a certain degree to influence their financial
statements. The most utilized is Goodwill, but as of recently “Outerwall has started to
expense more Research and Development” (Outerwall Inc.).

Conclusion
The overall analysis of the flexibility of the accounting of Outerwall is that there is
a lot of flexibility in the company’s reported financial statements. This is due to the fact
that Outerwall’s methods of depreciation on DVDs and kiosks allow a lot of room to be
flexible with the GAAP regulations. The company’s use of and approach to valuing line
items including Goodwill and intangible assets can be misleading due to the nature of
reporting these items and how Outerwall chooses to amortize these accounts over time.
Outerwall has much flexibility in their new markets because of the kiosk style of business
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and the overall fact that Outerwall is a newer company in their own market, makes their
accounts very flexible.

Actual Accounting Strategy
In determining a company’s accounting strategy two different components should
be considered. First, one must identify whether the company has high or low levels of
disclosure and secondly one should identify if the company is using aggressive or
conservative accounting measures. The United States GAAP sets a minimum level of
disclosure that all companies are required to meet. Any accounting policy that is not
included in the minimum requirements under GAAP regulation is left to management’s
discretion. High disclosure is when a firm provides the all of the information that GAAP
requires. Low disclosure results when no other information is provided on a company’s
accounting practices after the minimum requirement is met. The level of disclosure is
important when analyzing a firm because it allows you to see how a company is altering
their financial statements. In addition to disclosure, aggressive versus conservative
accounting will play a major role in the analysis and valuation of a firm. “Aggressive
accounting is the use of optimistic projections or gray areas in the accounting standards,
so that financial performance appears greater than what is true” (Accounting Tools).
Conservative accounting is when management overstates liabilities to compensate for
future losses. Both strategies lead to a false representation of the financial information
which is important to understand when valuing a company. Outerwall has a moderate
level of disclosure and uses aggressive accounting strategies in order to make their
financial statements more appealing.
Electronic retail firms usually have high disclosure and flexibility in the areas of
pension plans, research and development, operating/capital leases and goodwill. In our
analysis we will not include pension plans due to Outerwall’s use of defined benefit plans.
Our areas of focus for actual accounting strategy will be research and development,
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goodwill, and operating/capital leases. Within these areas we will be searching for
aggressive accounting and low disclosure as compared to the industry.

Research and Development
Research and development costs are costs incurred to develop new products or
processes that may or may not result in commercially viable items. The general rule is
that research and development costs are to be expensed immediately when the costs are
incurred. In terms of the entertainment retail industry, research and development is an
important factor for maintaining a competitive advantage. Outerwall chose accounting
strategies that recorded R&D as an expense account instead of an asset. Because the
company did not capitalize R&D, this method is considered to be a conservative strategy.
However, because the amount of unimpaired goodwill far outweighs the amount of R&D
that is not capitalized, the net income will still appear as overstated.

Goodwill
“Goodwill is an intangible asset that arises at the time of business acquisition when
the price paid for the business exceeds the fair value of the net identifiable assets”
(Accounting Explained). This asset, if impaired incorrectly, will cause net assets to be
overstated. Because goodwill is an intangible asset, firms can choose to delay impairment
from one period to the next until the opportune time arises. Management may choose to
do so because it allows them to report higher earnings for the current period. This
flexibility comes from the fact that GAAP has made impairment inherently subjective.

Figure 12 *In Thousands
(Outerwall Inc.)

In Figure 12, the Goodwill asset increases for Outerwall in the year 2011 to 2012.
This increase in goodwill is due to Outerwall’s acquisition of NCR Corporation. Goodwill
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“increases again in the year 2012 to 2013 because the purchase price allocation
associated with the NCR acquisition was finalized” (Outerwall Inc.). This information from
the 10-K indicates that Outerwall uses aggressive accounting policy due to the fact that
goodwill increased between these time periods and was never written off or impaired. To
further this point, goodwill remained the same between 2013 and 2014 indicating that
they are waiting to impair goodwill so that earnings appear greater for this period than
what is true. Outerwall states in their 10-K that they will only impair goodwill when the
carrying amount of the reporting unit exceeds the fair value. This accounting procedure
also points towards aggressive accounting.

Operating/Capital Leases
Operating and capital leases are the contracts that allow firms to use land for their
business operations. An operating lease is treated like renting - payments are considered
operational expenses and the asset being leased stays off the balance sheet. In contrast,
“a capital lease is more like a loan; the asset is treated as being owned by the lessee so
it stays on the balance sheet” (Diffen). This difference plays a crucial role in how a
company is perceived but more so how they are valued.
Firms that use conservative accounting policy are going to show primarily capital
leases whereas those who use aggressive accounting policy will primarily show operating
leases. The use of operating leases by firm’s results in liabilities being understated which
then leads to net income being overstated. The chart below shows Outerwall’s capital
leases as compared to its operating leases.

Figure 13 *In Thousands
(Outerwall Inc.)
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As seen in Figure 13, Outerwall approaches leases from an aggressive standpoint.
Their operating leases on average are more than twice the size of their capital leases.
The data also shows that Outerwall is moving more towards aggressive accounting each
year by increasing their operating leases and decreasing their capital leases.

Lease Type

Figure 14 *In Thousands
(Outerwall Inc.)

When comparing Outerwall’s operating leases to its capital leases we must look at
the industry as a whole to see what standard has been set. As seen in Figure 14, all of
the firms hold more operating leases than they do capital lease, however the difference
between the two varies greatly from firm to firm. Since there is no clear standard set by
the industry, it would appear that Outerwall still remains fairly aggressive when it comes
to leases. Due to this we will need to re-classify these leases as capital leases so that we
can recognize their present value of minimum lease payments. This will then allow us to
value the company based on relative and fair data. In the case of Outerwall however,
operating/capital leases are not material thus they will not be restated.

Conclusion
Through our analysis of accounting strategies used by Outerwall, we concluded
that the company utilizes an aggressive accounting approach. As a result, Outerwall’s
retained earnings and long term assets are overstated. The company chose to use these
accounting strategies in order to seem more appealing to stockholders. Because there
are grey areas in terms of how companies are required to report accounts such as
goodwill and R&D, Outerwall is able to use this to their advantage. This strategy is a key
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factor that must be considered when analyzing financial statements in order to determine
the true value of the company.

Quality of Disclosure
The level of transparency pertaining to a company’s relevant information is a key
factor that must be identified to accurately analyze its financial and accounting quality.
Although accounting disclosure is subject to GAAP rules and regulations, “managers
[within each firm] have a considerable choice in the matter” when it comes to disclosure
(Healy and Palepu). Managers are able to alter the quality of disclosure to make it easier
or harder to ultimately evaluate the financials and grasp the truth of the company’s
operational performance. The level at which a manager decides to disclose information
depends on whether that information is positive or negative towards the company. To
investors and analysts, the higher the level of disclosure will result in more accurate
valuation and decision making.
Outerwall has a satisfactory level of disclosure, which makes it easier to assess the
company’s financials and their overall strategy. This level of disclosure can be proven by
analyzing factors such as the Management Discussion and Analysis (hereafter referred to
as “MD&A”) and quality of segment disclosure within Outerwall’s 10-K.

The Management and Discussion Analysis
Within the annual financial reports that companies provide, there is the MD&A
section which “provides an opportunity to help analyst understand the reasons behind a
firm’s performance changes” (Healy and Palepu). In this section, managers attempt to
put words and meaning to the overall financial business performance.
In 2013 to 2014, one of Outerwall’s business segments, Redbox, saw a decrease
in $81.4 million in revenue. After offsetting the increases in revenues of the Coinstar and
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New Ventures segments, Outerwall’s total revenue decreased $3.6 million. In the MD&A,
Outerwall’s managers discuss why there was a huge loss in revenues for Redbox. They
stated that the decrease in revenues was attributable to a “6.8% decrease in [DVD]
rentals” and a “$17.3 million decrease in game rentals” (Outerwall Inc.). Although this
was bad news for the Redbox segment and Outerwall as a whole, the managers still
sought to disclose this information to the public.
Not all of the information disclosed in the MD&A section is intended to describe
underperformance but also may highlight reasons for growth. For example, Outerwall’s
business segment Coinstar has seen positive growth in the years 2013 to 2014. Overall
the operating income for Coinstar alone has increased by 24% or $16.5 million. As stated
by the managers, this increase is due primarily to a jump in revenue resulting from larger
volumes of users and economies of scale, as well as a reduction in research and
development costs.

Quality of Segment Disclosure
As stated earlier in this analysis, Outerwall has multiple business segments.
Companies that have a number of separate business brands or segments need to be able
to disclose information as a whole but also in separate components. Doing so gives
analysts and investors the ability to evaluate each business segment and determine if it
is hurting or helping the performance of the company.
Within all of Outerwall’s financials, each business segment is clearly defined.
Redbox, Coinstar, and even the New Ventures segments are all given their own
subsections within each high-level section in the 10-K. Some examples of the high-level
sections include risk factors, financials, and the MD&A as discussed above
Item 1A. “Risk Factors” describes the potential risks that the managers believe
could affect the company’s operations. In Outerwall’s 10-K risks are discussed on a
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business segment level, which allows analysts to easily define what part of Outerwall’s
operations could potentially have trouble. One example of the risk factors being
segmented clearly discusses the competition factor potentially harming Redbox, Coinstar,
and ecoATM. The managers were able to discuss this potential risk, which affects
Outerwall as a whole, on a business segment level, clearly defining what the competition
risk is for each area of operation.
The financial statements are also broken down by each business segment. This is
excellent when it comes to quality of disclosure because this allows analyst to evaluate
the financial performance of each segment instead of having to determine the same using
a consolidated form for all of the business segments. Another benefit of having
segmented financial data is that it becomes easier to take any line item and compare it
across the company as well as to other competitors. Since Outerwall is fairly diversified,
having a foothold in multiple industries, comparing financial performance without
information that is broken up into segments would be very difficult.

Conclusion
Overall, Outerwall’s managers seek to be transparent with the good and the bad
information within their financials. This allows the public, analysts, and investors to
understand the nature of the business and the entire company. With clearly identified
financials and supportive management discussion, there is little need to go beyond the
information at hand to analyze Outerwall. By vocalizing information in the Management
Discussion and Analysis, the managers are able to keep the public well informed of the
current standing of the company which in turn allows for more accurate valuation and
analysis. Also, breaking down the business into each segment in the financial reports
allows analysts to see the “micro” instead of the “macro” business. It is through examples
like these that result in an adequate quality of disclosure for Outerwall.
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Identifying Potential Red Flags
Red flags in the financial statements of a firm are items that have potential for
misleading the reader’s perception of a company’s performance. They are not necessarily
signs of illegal activity but provide an insight into the quality of a company’s accounting.
Red flags tell analysts whether or not they need to take a closer look at the financials to
see if any distortive accounting has taken place. For Outerwall, we will inspect the stated
financials of operating leases, goodwill, and research and development.

Operating Leases
Operating leases are an item considered to be a temporary asset and not found
on a firm’s balance sheet or income statement. The amount of operating leases, if large
enough, can understate the long-term liabilities in the financials. If the present value of
the operating leases is 30% or more of the company’s long term liabilities then it would
be considered material and need restatement in the financials. Figure 15 shows this is
not the case for Outerwall and thus restatement of the operating leases in not necessary.
Operating Leases

Figure 15 *In Thousands

Goodwill
Goodwill is an intangible item found on many company balance sheets. When one
company is purchased by another it is usually for more than the fair market value. This
excess is the numerical value put to the purchased company’s reputation, brand image,
or competitive advantage and is a quantifiable asset and becomes known as goodwill.
Companies can choose whether or not to impair goodwill within a period and can distort
the reported total assets and total income for the period. Goodwill is a large portion of
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Outerwall’s total assets and represents more than 30% of its total fixed assets making it
a material item and prompting us take a further look as a red flag. Goodwill will be
restated later in this report.

Research and Development
Research and development is an item found on the income statement. Companies
invest in R&D to further improvement in existing products and to create new ones. R&D
is expensed off and if it is overstated then total expenses will be overstated leading to an
understated net income. To determine if the amount of R&D is material and needs a
closer look as a red flag we look at R&D as a percentage of operating income. If operating
income is changed by 20% or more than R&D is considered a material item and would
need restatement. Figure 16 below, shows the percentage increase of operating income
after adjusting R&D for the years 2009-2014. Operating income in all years is increased
on average by 7.4% after adjusting suggesting it does not need restatement. However
Outerwall has in the past two years more than doubled its previous R&D expenses leading
us to believe it needs restatement to show the value of future assets added.
Research & Development Adjustment

Figure 16 *In Thousands
(Outerwall Inc.)

Undoing Accounting Distortions
When deciding whether or not to invest in a company, investors want to use the
most accurate and relevant data to do so. Undoing accounting distortions in accounts
that can influence the final outcome of financial statements and restating them helps to
give investors a more correct and accurate valuation of a company. As stated in the

67 | P a g e

previous section, after looking into Outerwall’s financial statements we have concluded
that the goodwill and R&D accounts will need restatement.

Goodwill
Goodwill is an intangible asset on the balance sheet of a company that is acquired
through the purchase of another company. The excess price paid over the fair market
value of company is considered the goodwill. It is the purchase of a company’s reputation,
brand image, or competitive advantage. Outerwall is very forth coming with the disclosure
of its goodwill in its 10-K. They provide the exact amount of goodwill per year as well as
goodwill provided by each of its three segments, Redbox, Coinstar, and ecoATM. The 10K also explains the two step method used to determine whether or not they will impair
goodwill for a particular period. Over a period of six years starting 2009 and ending in
2014 goodwill was only impaired one time in 2012 due to Outerwall’s aggressive
accounting style. This and that goodwill is more that 30% of fixed assets led us to the
conclusion that total assets were being overstated and the lack of an impairment charge
overstated net income. The following tables in Figure 17, show how we impaired goodwill
and the adjustments that will need to be made in the restatement. The last table is how
we calculated goodwill as more that 30% of fixed assets and the new percentage after
the restatement.
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Goodwill

Figure 17 *In Thousands
(Outerwall Inc.)

In order to impair goodwill we assumed goodwill to be divided over a five year
period and divided any new goodwill added by the same five years. These changes are
reflected in the restatements with a decrease in the amount of goodwill causing a
decrease in total assets. The increase in the impairment charge increases expenses and
thus decreases net income relative to the stated financials.

Research and Development
R&D is an expense account that appears on the income statement. R&D is used
to improve and create new products in order to maintain a competitive advantage with
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in an industry. Outerwall’s 10-K gives plenty of disclosure of R&D expenses with
comparisons from year to year and discussions of decreases or increases and why they
happened. In terms of its total expense Outerwall has a relatively low research and
development expense but they have doubled that expense in recent years suggesting an
increase in importance. Most of research and development is composed of continued
development of kiosk hardware and software platforms. After looking further into the
R&D expense account we noticed that Outerwall has over expensed R&D from 2009 to
2014. This has created overestimation in total expenses leading to underestimations in
operating and net income. Restatement of the R&D expense will correct these accounting
distortions allowing investors to have a more accurate understanding of the value of the
company. The tables shown in Figure 18 below, will show how we expensed R&D starting
in 2009 through 2014 and the adjustments that should be made.

Operating Leases

Figure 18.1 *In Thousands
(Outerwall Inc.)
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Research & Development

Figure 18.2 *In Thousands
(Outerwall Inc.)

Under the assumption that R&D had a useful life of five years we divided the stated
years by five with a half year measure on the first and last year to represent the
competitive advantage life in our industry. We did this for the stated years 2009 through
2014. The tables clearly show that Outerwall has been over expensing R&D in comparison
to what they should have expensed. In correcting the R&D expense distortion the amount
of R&D expense is decreased creating an increase in operation and net income. Total
assets are also increased with the debiting to the capital research and development
account in order to make up for the excess amount of expense that was stated. The
combined effects of both R&D and goodwill restatement will be shown in the restated
financials below.

Financial Statements
The financial statements are an overview of the performance of a company in any
given period. Due to the standardized accounting policies dictated by GAAP, most financial
statement are relatively the same with minor differences in some account names.
However, the different accounting methods practiced by each individual company can
create misleading differences in the financial statements. In order to show a more
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accurate valuation of Outerwall we have chosen to restate the balance sheet and income
statement for the years 2009 through 2014. The accounts we will be restating are the
goodwill and R&D accounts and any subsequent accounts their restatement effects.

Balance Sheets
The balance sheet is a snapshot of the total assets, liabilities, and stockholder’s
equity a company has during a given period. An investor can analyze the balance sheet
to get sense of how well a company can pay off their liabilities. To value Outerwall, we
have restated the balance sheets for the years 2009 through 2014 below for the goodwill
and R&D accounts along with any accounts affects by their restatement.
The above the changes to the assets, liabilities, and stockholders equity can be
seen between the stated and restated balance sheets following the new impairment on
goodwill and expensing of R&D. With every year total assets was decreased with the
exception of 2009. As 2009 was the beginning year no goodwill was impaired leaving only
a portion of R&D to be added back into the capital R&D account increased total assets.
In years 2010-2014 the amount of goodwill impairment exceeds the amount added in to
the capital R&D account thus decreasing total assets. Retained earnings, with the
exception of 2009 for its lack of goodwill impairment, decreases in years 2010-2014. This
will be better seen when combined restated income statements that will be shown later
on in this report.

Income Statement
The income statement is a list of all temporary accounts regarding revenues and
expenses and gives a total for the net income for the year. At the end of each year these
accounts are reset or zeroed out into retained earnings so as to prepare for the start of
the next year. It is important to take a combined look at both the income statements and
the balance sheets for a given year when valuing a company. Changes in one account
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can flow into another account on another statement. The restated income statements for
the years 2009-2014 following goodwill impairment and R&D expense are shown below.
The restated income statements with the exception of 2009 all show a decrease
in net income. The R&D expense line is the adjusted R&D expense that must be removed
from stated income statement. The R&D in progress is the previous year’s adjustment for
capital R&D on the balance sheet. From this a carryover effect can be seen from year to
year decreasing the total expense account at an increasing rate. Operating income
increases with every year but net income continues to decrease. The addition of a
goodwill impairment charge decreases net income by an amount large enough to offset
any decreases in expenses due to R&D. The change in net income from the stated to the
restated income statements can be seen in the income summary. The with exception of
2009 net income decreases creating a credit in the income summary account which leads
to a debit in retained earnings on the balance sheet. The changes made to restate the
income statement show that in the years 2010-2014 the income statement was
overstated and needed adjusted for goodwill and R&D.

Conclusion
The restated financials are a result of Outerwall’s aggressive accounting decisions
to not impair goodwill or capitalize R&D expenses. Outerwall inflated net income in order
to appeal more to stockholders. By capitalizing R&D expenses, operating and net income
would increase, however this will be offset by goodwill impairment that ultimately
decreases net income and retained earnings.
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Introduction to Financial Analysis
When conducting a company valuation, it is important to analyze the financial
statements, information, and performance of the business. The purpose of this analysis
“is to assess the performance of a firm in the context of its stated goals and strategy”
(Healy and Palepu). There are three major elements that go into the financial analysis.
The first component is ratio analysis. This section “involves an assessment of how
various line items in a firm’s financial statements relate to one another” (Healy and
Palepu). Through ratio analysis, we will analyze the liquidity of Outerwall and its ability
to pay off short-term obligations; operating efficiency and the internal structure of
operations and management; profitability and how much return Outerwall earns from
assets, equity, and operations; and capital structure and leverage risk to describe how
Outerwall finances its operations.
The second part to the financial analysis is the forecasting of financial information.
Under this section current existing financial data is estimated into the future to show
potential growth and productivity. This part is important because it results in a potential
outlook of the company 10 years into the future.
The final piece to the financial analysis is the cost of capital estimation. Within this
section, an estimation of cost of capital is found to allow us to discount the forecasted
cash flows and derive at a more accurate valuation of the company.
It is important to note that in the following ratio analysis one benchmark, Fresh
Healthy Vending International Inc., is a newly formed public vending company with very
little financial information available. This leads to lack of information to compute most
ratios. We have decided to exclude Fresh Healthy Vending from any graphs we use so as
too better show any relationships or trends within the industry. We chose to keep Fresh
Healthy in the following charts to show the lack of date available and inconsistencies it
would cause.
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Liquidity Ratios
A company’s liquidity is the measure of how fast and how easily its assets can be
converted into cash with little or no loss to asset value. Highly liquid assets are sought
after for their ease of being bought and sold. Investors consider highly liquid assets safe
as they can get in and get out quick with the investment. Low liquidity assets can keep
cash tied up for long periods of time keeping investors locked into the investment. In the
following sections we will look at the standard measures for liquidity that include the
current ratio and quick asset ratio for Outerwall and its comparable competitors.

Current Ratio
The current ratio is measured by taking a company’s current assets divided by its
current liabilities. It reflects a company’s capabilities to cover short-term liabilities by
converting current assets to cash. Typically a current ratio of one or more is considered
to be a good indication of the company’s capacity to meet short-term obligations. Below
is the chart and graph of the current ratios of Outerwall and its competitors.

Figure 19.1
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Figure 19.2

Outerwall’s current ratio is consistent with its comparable competitors within its
industry. Netflix and Amazon tend to have a more consistent current ratio that stays
above one through all six years. Outerwall’s current ratio dips below one in 2010 and
2012 showing less consistency balancing current assets with current liabilities. The spike
in 2011 by Outerwall is consistent with its acquisition of Redbox and will be seen in future
ratios.

Quick Asset Ratio
The quick asset ratio is calculated by dividing the current assets, not including the
inventory, by current liabilities. A problem with the current ratio is that some firms can
face short-term liquidity problems from current assets that are less liquid than others,
such as inventory. By removing inventory from the equation, the quick asset ratio
provides the most liquid measure of a company free from high inventory distortions. The
following chart and graph show Outerwall as having a higher quick asset ratio than its
competitors.
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Figure 20.1
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Figure 20.2

After removing inventory, Outerwall’s liquidity drops below one for nearly all years,
which indicates that the firm could face short-term liquidation problems due to inventory
levels. Compared to the industry, Outerwall has the highest liquidity ratio. This is due to
higher inventory levels of Netflix and Amazon. Since Netflix and Amazon are the best
comparable benchmarks available and Outerwall is a unique company, it is not normal
for Outerwall to have high inventory levels. This will cause Outerwall to have the higher
quick asset ratios that it does.
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Conclusion
We conclude that Outerwall in terms of liquidity lies somewhat outside the industry
average. Outerwall’s current ratio is on the lower end of the industry benchmarks but has
a higher quick asset ratio. These inconsistencies reflect the uniqueness of Outerwall’s
operations and the differences in the business from competitors such as Netflix and
Amazon.

Operating Efficiency Ratios
Operating efficiency ratios deal with describing internal structure and efficiency in
management of operations within the company. A firm wants to use its assets as
efficiently as possible and in a timely manner. For instance, how well the company
manages to get inventory out the door or how many times in a year it can collect accounts
receivable can reflect how efficiently the company manages assets and operations. In the
following sections we will analyze inventory turnover, days’ supply inventory, accounts
receivable turnover, days’ sales outstanding, working capital turnover, and cash to cash
cycle ratios.

Inventory Turnover Ratio
The inventory turnover ratio is found by dividing cost of goods sold by inventory.
It is the measure of how many times a year a company manages to turn all its inventory
on hand into sales. The higher inventory ratio the better as more sales are generated.
Within the DVD rental industry inventory consist of a content library full of the DVDs
available to customers. Outerwall, being part of the automated retail industry as well,
does not have high levels of inventory compared to competitors.
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Figure 21.1
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Figure 21.2

Outerwall’s inventory turnover as seen above spikes in 2011 with the Redbox
acquisition and then bounces up and down in the following years. Outerwall is almost
equal to Amazon in terms of inventory turnover. Netflix has a low inventory turnover
relative to Outerwall and Amazon. Outerwall is on the high end of Inventory turnover
along Amazon within the Industry.
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Days’ Supply Inventory Ratio
Days’ supply inventory ratio is calculated by dividing 365 by the inventory turnover
ratio. It describes how many days it takes for a firm turn its inventory into sales. Typically
a lower ratio is better as it means inventory is turned into sales and cash quickly.
However, what is considered a low ratio varies from industry to industry. Below is the
industry graph and chart for the days’ supply inventory ratio. Netflix has the highest days’
supply ratio with Amazon and Outerwall relatively equal.

Figure 22.1
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Figure 22.2
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In this case Outerwall does seem to be in the industry average with Netflix being
the outlier. Both Amazon and Outerwall have a similar ratio meaning it takes them both
around the same amount of time to turn inventory into sales. Outerwall is an automated
retail company with physical DVDs and Amazon specializes in more than just DVDs. These
differences from Netflix’s sole focus on online streaming of entertainment contribute to
the variations in the days’ supply inventory ratio.

Account Receivable Turnover Ratio
Accounts receivable turnover is found by taking total sales for a given year and
dividing it by accounts receivable for that year. It is a measure of how many times a
company collects accounts receivable during a year. Companies want to collect accounts
receivable as quickly as possible before it becomes a delinquent account and cash is lost.
The higher the accounts receivable turnover the better. As seen below, Outerwall is far
above its competitors in accounts receivable turnover.

Figure 23.1
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Figure 23.2

Relative to the industry Outerwall is far above the average in accounts receivable
turnover. Outerwall is very good at collecting its receivables in a timely manner. At its
peaks with ratios above 50 Outerwall would be collecting receivable weekly. The accounts
receivable slowly decreases over the six years implying the Outerwall is falling behind on
its collections compared to the past. As to why Outerwall is above the industry average,
this can be attributed to the unique differences between Outerwall and its competitors
such as Outerwall being a physical DVD rental company and an automated retailer.

Days Sales Outstanding Ratio
Days’ sales outstanding ratio determines how many days it takes for a company
to collect on its receivables. By taking 365 divided the accounts receivable turnover you
come to the days’ sales outstanding ratio. In Outerwall’s DVD rental industry most
customers pay by credit card at the kiosk. These receivable are collected very quickly,
typically within a week. This attributes the high accounts receivable turnover.
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Figure 24.1
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Figure 24.2

As show above Outerwall is below the industry average. This is to be expected as
accounts receivable turnover was above the industry average. Netflix shows very poor
efficiency with collections taking 200 or more days to collect receivables. Amazon had a
high in 2011 at over 40 days and has improved in recent years. Outerwall when compared
to its comparable competitors collects receivables in much more timely manner. This
prevents the possibility of customers creating bad debt.
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Working Capital Turnover Ratio
The working Capital turnover ratio is found by dividing total sales for the year by
working capital for the same year. It defines if a firm is or is not able to cover its current
liabilities with its current assets. In a given year, higher ratios mean the company is better
able to cover their short-term debt.

Figure 25.1
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Figure 25.2
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Outerwall has two years where working capital turnover is negative. This is due to
the current ratio being less than one in those years. When current asset is less than
current liabilities working capital will be negative making the working capital turnover
negative as well. The last two years for Outerwall suggest a future trend of an increasing
working capital turnover above the industry competitors. These deviations from the
industry norm suggest that Outerwall does not fit will with the industry competitors.

Cash to Cash Cycle Ratio
The amount of time cash is tied up in various cash producing and cash consuming
areas such as inventory and accounts receivable. To calculate the cash to cash cycle ratio
you add the days’ sales outstanding and the days’ supply inventory ratios. A lower cash
to cash ratio says that cash is quickly being converted from non-cash accounts like
inventory and accounts receivable. Good management techniques and improvements in
operations are what contribute to a lower and better cash to cash cycle ratio. In the chart
and graph below are the cash to cash cycle results for Outerwall and its competitors.

Figure 26.1
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Figure 26.2

Outerwall has the lowest cash to cash cycle with in the industry putting them below
the industry average. Amazon falls in the middle slightly higher than Outerwall and Netflix
has the longest by far. These results are consistent with the previous graphs of the days’
supply inventory and days’ sales outstanding. Outerwall’s ratio remained steady with only
slight improvements in the years following 2009. This suggest no drastic changes to
management techniques that would greatly affect the cash to cash cycle. Once again,
Netflix being the outlier in this ratio could be due to its differences in business operation
between Outerwall and Amazon.

Conclusion
Within the industry tends to be a better fit with Amazon compared to Netflix in
terms of operating efficiency ratios with the exceptions of accounts receivable turnover
and working capital turnover. These two ratios showed strong variations and differences
compared to the industry as a whole. The similarity to Amazon can be attributed to the
different business models the companies run. Outerwall is an automated retailer who
focuses on physical DVD rentals and has other revenue producing segments with Coinstar
and ecoATM. Amazon’s sole focus in not DVD rental and has many other revenue
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producing segments. Netflix on the other hand is solely focused in online streaming of TV
and movie entertainment. These differences are what most likely cause Netflix to be an
outlier in many ratios.

Profitability Ratios
Profitability ratios are a measure of a company’s performance. To be more specific,
these ratios show how well a company is able to generate a return from its assets, equity,
and operations. The ratios we will discuss in the following sections will be the gross profit
margin, operating profit margin, net profit margin, asset turnover, return on assets,
return on equity, internal growth rate, and sustainable growth rate.

Gross Profit Margin
By taking gross profit and dividing it by sales we obtain the gross profit margin for
that year. This ratio determines what percent of revenue contributed to the gross profit
of the company in the given year. The higher the gross profit margin the revenue was
retained and not paid out in the form of cost of goods sold. The lower the percentage
the more cost of goods sold was incurred and less revenue was kept by the company.
Below Outerwall is compared to its benchmark companies.

Figure 27.1
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Figure 27.2

Outerwall has the most stable gross profit margin out of Netflix and Amazon and
follows the industry trend rather well. The last two year saw a very slight drop in
percentage that we see as continuing in the future. This can be explained by the
competition Outerwall faces from online streaming from its competitors. Netflix has a
more unstable gross profit margin with an increase in recent years, while Amazon is
experiencing a steady increase overall years. These results show competition is evident
in the industry as Netflix and Amazon slowly decrease Outerwall’ gross profit margins.
Despite this, we believe Outerwall to fall into the industry norm for this ratio.

Operating Profit Margin
The operating profit margin is very similar to the gross profit margin. It is
calculated by operating income and dividing it by sales. This represents what portion of
sales is attributed to operating income after all operating expenses are taken out. The
higher the percentage the more operating income was generated by sales. Below is
Outerwall’s operating profit margin compared to the benchmark competitors, Netflix and
Amazon.
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Figure 28.1
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Figure 28.2

As seen above, there are great variations between the companies. No real trend
or structure can be seen within the industry from this ratio. Outerwall has some of the
highest operating profit margins. In fact, in the restated financial Outerwall’s operating
profit margin grows even higher to up to 12%. This suggest that Outerwall has a larger
difference between operating expenses and operating revenue relative to Netflix and
Amazon. Operating expenses are better managed with Outerwall. This could contribute
to the higher gross profit margins in the previous section. Due to the lack of similarity
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between the companies, we conclude that the operating profit margin does not provide
a good representation of trends or structure within the industry.

Net Profit Margin
Net profit margin is the ratio of a firm’s net profits to its revenues and is used to
measure the percentage of each dollar earned that is converted into profits. Net margin
is calculated by dividing net profit by revenue for a particular period. If a company can
increase its net profit margin over time, its share price will typically grow over time,
because this type of increase indicates a growth in the profitability of the firm. The
following table and graph illustrate the net profit margins of Outerwall, Netflix and
Amazon.

Figure 29.1
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Figure 29.2

The net profit margin of Outerwall tends to hover within a range of 3%, with a low
of 3.60% and a high of 7.60%. The company’s net margin is fairly stable within the
industry, indicating stable levels of profitability. Netflix’s net profit margin was very
consistent between 2009 and 2011, until spiking in 2012. This spike in net profit margin
could potentially be explained by the online streaming firm’s expansion into 43 Latin
American countries as well as expansion into the United Kingdom, Ireland, Sweden,
Finland, Norway and Denmark (Press, T.A.). Despite this spike in net margin, the
company’s numbers returned to a more normalized level in 2013. Amazon’s net profit
margin remains low in comparison to the two aforementioned companies, sometimes
dipping down into a slightly negative margin. This indicates an extremely low rate of
conversion of dollars of revenue into profits, meaning that the company may be spending
more than desirable to generate its revenue.

Asset Turnover
The asset turnover ratio is an indicator of how efficiently a firm utilizes its assets
in order to generate revenue. The asset turnover ratio is calculated by dividing revenues
by total assets. In general, a higher asset turnover ratio is desirable because it shows
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that the company is generating more revenue per dollar of assets. The table and graphs
shown below illustrate the asset turnover ratio of Outerwall and industry benchmarks
companies.

Figure 30.1
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Figure 30.2

Upon first observation of the data shown above regarding the asset turnover ratio
of Outerwall and its competitors, it is noticeable that there is a lack of consistency among
the firms. This lack of consistency is not uncommon, especially in industries such as online
video content streaming, which rely heavily on technological assets. Netflix’s asset
turnover ratio sat just over 3.0 in 2010 and 2011 until dropping to approximately 1.0 in
2012 where it stabilized. This drop in Netflix’s asset turnover ratio means that in 2012
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the company began to generate less revenue per dollar of assets than in the previous
years. Amazon’s asset turnover ratio is the most stable of the three companies discussed
in our ratio analysis. The company’s asset turnover grew to 2.5 in 2011 and has steadily,
albeit slowly, declined in the following years. The asset turnover ratio of Outerwall is fairly
consistent as well; the firm’s ratio grew to 2.56 in 2011 and has been slightly decreasing
since that time.

Return on Assets
Return on assets is an indicator of a company’s profitability relative to its total
assets, serving as a good measure of how efficient management is at utilizing a firm’s
assets to generate earnings. A high ratio of return on assets indicates that a company
utilizes its assets in an efficient manner in order to generate a profit. Below, the chart
and graph show the return on assets for Outerwall, Amazon and Netflix, showing how
these returns differ for each firm.

Figure 31.1
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Figure 31.2

The return on assets for both Outerwall and Netflix follow a pattern that is
remarkably similar to each of the firm’s respective asset turnover ratios. Asset turnover
considers a firm’s revenues whereas return on assets considers a firm’s net income. The
difference between the two calculations means that both Outerwall and Netflix should,
theoretically, have revenues and net income that are proportional to each other and their
assets. Keeping this concept in mind, Netflix’s management did a more efficient job of
utilizing assets to generate net income in 2010 and 2011 than in subsequent years while
Outerwall’s management efficiently grew net income in proportion to the value of its
assets between 2010 and 2013. Amazon’s return on assets does not follow a particular
pattern and tends to bounce between a slightly positive percentage and a slightly negative
one, indicating that the firm could potentially have a high level of investment in assets
that has not yet paid off in the form of net income.

Return on Equity
Return on equity is percentage of net income returned based on shareholder’s
equity. Return on equity serves as a measurement of a firm’s profitability by determining
how much profit a company generates with the money shareholders have invested in it.
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Included below is a table and corresponding graph that breaks down the return
on equity for Outerwall and its benchmarks within in the industry.

Figure 32.1
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Figure 32.2

Once again, we can observe that the data of the firms shown in the table and
graph above follow a pattern similar to those observed in previous ratio analyses. In this
case, all three firm’s follow a pattern that is remarkably similar to the pattern observed
in the return on assets analysis. This indicates that Outerwall, Netflix, and Amazon all
generate profits with the money shareholders have invested at rates that directly
correlate with their use of assets to generate profits. The similarity between return on
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assets and return on equity could be due to a lower utilization of financial leverage by
each of the three firms; financial leverage will be explored in the next set of ratio analyses
which can be found under the heading “Capital Structure and Leverage”.

Internal Growth Rate
The internal growth rate of a firm is the highest level of growth it can achieve by
utilizing only the company’s earnings. Essentially, this is the rate at which a company can
expand without obtaining any equity or debt financing. Internal growth rate is calculated
by multiplying the firm’s return on assets by 1 minus the dividend payout ratio. The
internal growth rate formula works by multiplying the retention of net income that is not
paid out in dividends by the firm’s return on assets. This concept means that the fewer
dividends paid to shareholders and the more retained earnings reinvested in the
company, the higher the possible internal growth rate of the firm. The following table
and graph is a breakdown of the internal growth rates of Outerwall, Netflix and Amazon.

Figure 33.1
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Figure 33.2

The internal growth rate of Outerwall is the most consistent set of data when
considering the industry benchmarks. This consistency illustrates the fact that Outerwall
most likely has the most consistent return on assets and plowback ratio of the three firm’s
considered. Consistency is key when evaluating a firm’s internal growth rate because this
is indicative of financial policy consistency, a factor that is even more noticeable when
evaluating a firm’s sustainable growth rate. Netflix and Amazon have less consistent
internal growth rates than Outerwall.

Sustainable Growth Rate
A firm’s sustainable growth rate is the maximum rate at which the company can
sustain growth without having to increase financial leverage. The sustainable growth rate
is calculated by multiplying a company’s return on equity by 1 minus the dividend payout
ratio. Unlike the internal growth rate, the sustainable growth rate factors in funds raised
by issuing equity.
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The table and graph included below illustrates the sustainable growth rates for
Outerwall, Netflix, and Amazon. By utilizing this graph, it is possible to compare the
internal growth rate of the firm with the sustainable growth rate.

Figure 34.1
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Figure 34.2

The sustainable growth rate of Outerwall grew from 12.40% in 2010 to 31.80% in
2013 before dropping back down to 20.50% in 2014. The decrease of Outerwall’s
sustainable growth rate that was witnessed in 2014 means that if the firm wished to grow
at a rate higher than 20.50%, it would have to take on financial leverage in order to
finance the level of growth that was potentially previously attainable without taking on
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debt. Netflix has a very high sustainable growth rate. When looking at the debt to equity
ratio in the later sections you can see Netflix has a large portion of debt. By leveraging
their positon they have created a high sustainable growth rate. Amazon saw negative
growth rates as return on assets were negative in those same years.

Conclusion
By performing an analysis of the industry’s profitability and return ratios, we can
conclude that Outerwall follows a more consistent pattern of both profitability and returns
than its competitors within the industry, Netflix and Amazon. This consistency will be
extremely useful regarding the forecasting of financial statements.

Capital Structure and Leverage Ratios
Capital structure is the relationship between a firm’s debt and equity. The mixture
of debt and equity is an important relationship to understand because it costs a company
money to borrow funds. These costs come into play in the form of interest payments
which can be remarkably high depending on a company’s cost of debt. It is also important
to consider the impact of corporate taxes on a firm’s profitability based upon the different
tax implications of debt vs. equity. In order to better evaluate the industry’s prudency
regarding its benchmark firms’ use of financial leverage and the impact on risk and the
possibility of financial distress or bankruptcy, it is important to analyze the debt to equity
ratio, the debt service margin, the times interest earned ratios and the Altman Z-Scores
of the firms.

Debt to Equity
The debt-to-equity ratio is used to measure a company’s financial leverage by
dividing its total liabilities by its stockholder’s equity. Effectively, this ratio illustrates how
much debt a company is using to finance its assets relative to the value of its
shareholder’s equity. A higher debt-to-equity ratio means that a company has been
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aggressive in financing its growth with debt. This aggressive leveraging is associated with
high levels of risk. The table and graph below serve as an illustration of Outerwall and
Amazon’s fairly stable debt to equity ratios compared to Netflix’s rapidly growing
leveraging strategy.

Figure 35.1
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Figure 35.2

Outerwall’s debt-to-equity ratio was consistent until 2014 when a huge spike
occurred. This is due to an internal action to reach a specified target leverage ratio. This
means that the company is leveraging by taking on more debt in order to finance growth.
Before this point, the firm did not heavily rely on debt in order to finance its operations.
Netflix, however, has an extremely high debt to equity ratio that has been rapidly
increasing since 2010. The firm is utilizing an extremely aggressive leveraging policy in
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order to finance the growth of its business. This type of debt leveraging is extremely risky
and can result in volatile earnings as a result of the additional interest expense
undertaken when issuing said debt. Amazon’s debt to equity ratio is essentially the exact
opposite of Netflix’s. The firm’s ratio has remained steady and low throughout the period
observed in our data. Essentially, we can observe that there is no universal policy when
it comes to financial leveraging in this industry. Each of the benchmark companies utilizes
a strategy that its management is comfortable with and believes will result in a reasonable
amount of return based upon the risk the firm and its investors are willing to undertake.

Debt Service Margin
The debt service margin is a measurement of the adequacy of cash raised by a
company’s operations to cover required annual installment payments on the principal
amount of long-term liabilities. It is important that a firm views the cash provided by
operations as a major source of funds to utilize in order to retire long-term debt. Debt
service margin is calculated by dividing cash provided by operations by the installments
due on long-term debt. Debt service margin indicates a margin of safety available should
the business profits, and its cash flows, decline temporarily. Sophisticated investors and
small business lenders alike universally insist on debt service ratios greater than 1.0. The
following graph depicts the debt service margin for Outerwall and its benchmarks within
the industry.

Figure 36.1
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Figure 36.2

Outerwall is not currently able to satisfy the entirety of its annual principal
payments utilizing cash generated from its business operations. The company’s debt
service margin rose above 1.0 in 2011 and remained at a level higher than 1.0 until 2013.
As of 2014, Outerwall’s debt service margin was approximately 0.5, meaning that the
company only has enough cash on hand to cover 50% of its interest payment obligations.
This debt service margin is not desirable by investors and management should evaluate
methods by which they can raise and retain more cash in order to increase this margin.
Netflix’s debt service margin rose above 1.0 to approximately 2.5 in 2011 before dropping
back below 1.0 in the following year. Amazon’s debt service margin remains at 0.0,
meaning that the company is not able to service any of its debt with cash on hand.

Times Interest Earned
Times interest earned is a measurement that is used to analyze a firm’s ability to
meet its debt obligations, calculated by dividing earnings before interest and taxes (EBIT)
by the total interest payable on bonds and other contractual debt. Times interest earned
is usually quoted as a ratio and is an indicator of how many times a company can cover
its interest charges with its EBIT. The ability to make interest payments to debt holders
is a key factor in preventing bankruptcy and is dependent on a company’s ability to sustain
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earnings. It is important that a firm maintains a times interest earned ratio that is
sufficient to cover its interest payments without having a ratio that is too far above the
industry average. If a firm’s times interest earned ratio is too high above industry
standards, the company may have an undesirable lack of debt or is paying down too
much debt with earnings that could potentially be utilized to fund other projects. Below,
the times interest earned for Outerwall and its competitors is illustrated in a graph.

Figure 37.1
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Figure 37.2

Outerwall’s times interest earned ratio is fairly similar to that of Amazon. Both firms
tend to have times interest earned ratios that approximately fall between 3.00 and 20.00,
meaning that they are able to sufficiently cover their debt obligations with their earnings
before interest and taxes. Due to the fact that Outerwall and Amazon are both able to
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sufficiently cover their interest payments with their EBIT, the firms are at a significantly
lower risk of bankruptcy than if they were not able to meet these obligations.
Interestingly, Netflix’s times interest earned ratio is remarkably higher than the
aforementioned firms. This indicates that Netflix may be using what some may consider
an undesirable amount of debt to finance its operations. Considering the firm’s aggressive
leveraging strategy, it is curious that the firm is not utilizing more of its earnings to acquire
additional assets.

Altman Z-Score
The Altman Z-Score is the output of a credit-strength test that evaluates a
company’s likelihood of bankruptcy. A score below 1.81 means that a company is likely
headed for bankruptcy and a score over 3.0 is an indicator that a company is not likely
to go bankrupt. The Altman Z-Score is calculated based upon five financial ratios. The
formula for a firm’s Altman Z-Score is 1.2(Working Capital/Total Assets) + 1.4(Retained
Earnings/Total Assets) + 3.3(EBIT/Total Assets) + 0.6(Market Value of Equity/Total
Liabilities) + 1.0(Sales/Total Assets). The table and graph below serve to show the
fluctuations in Altman Z-Scores for Outerwall, Netflix and Amazon.

Figure 38.1
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Figure 38.2

Outerwall’s Altman Z-Score tends to hover just above 3, meaning that the firm is
not likely at risk of bankruptcy. In contrast to Outerwall’s healthy (albeit borderline)
Altman Z-Score, the Altman Z-Scores of Netflix and Amazon raise questions. Netflix’s ZScore dropped below 3 in 2011 and Amazon’s score has yet to rise higher than 2.3. These
Z-Scores indicate that these firms lack financial health in some aspect of their operations
and that they may be at risk of falling into bankruptcy.

Conclusion
Upon performing an analysis of the industry’s capital structure and leverage ratios,
we can determine that there is no “typical” capital structuring strategy that is
predominantly used across the board. Outerwall and Amazon tend to prefer light
leveraging compared to the aggressive leveraging strategy adopted by Netflix. Outerwall’s
aversion to utilizing debt to finance growth opportunities translates into a lower level of
risk for the firm’s shareholders. Outerwall could improve its financial health by working
to increase its debt service margin seeing as the company cannot currently satisfy its
interest obligations with cash generated from business operations. Despite this slight
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criticism, the firm is doing an adequate job of maintaining its times interest earned ratio
and it also has the highest Z-Score of the benchmark firms.

Restated Ratios
Once the financial statements were restated operating profit margin changed by a
marginal amount. This change occurred because once the financials were restated,
operating income increased because the figures for Research and Development cost were
decreased due to capitalization. This decrease in R&D expenses led to an increase in
operating profit which caused the observed changes in operating margin.
There are significant changes to net profit margin as a result of restating the
income statement. These changes occur due to the decreased Research and Development
costs as well as the impairment of goodwill. The value of assets increased once the
balance sheet was restated in order to capitalize a portion of R&D. This increase in the
value of total assets resulted in an increase in the asset turnover ratio.
Return on assets was affected by the restatement of the financial statements as a
result of the increase in net profit and the increase in the value of total assets. However,
the increase in the total assets of the company was greater than the increase in net
income, resulting in lower ROA post-restatement. Return on equity experienced a
significant decrease due to the restated net income and the decrease in retained earnings
which resulted in an increased value of shareholder’s equity. The increase in net income
was not enough to offset the decrease in retained earnings, therefore the return on equity
decreased.
The changes in retained earnings and total assets caused by restating the
financials resulted in a decrease in the internal growth rate. This decrease was primarily
caused by the decrease in retained earnings. The sustainable growth rate decreased after
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restatement because of the decrease in return on equity caused by the decrease in
retained earnings.
The debt to equity ratio increased as a result of restating the income statement
and balance sheet. The value of equity decreased due to the decrease in retained
earnings that occurred once R&D was capitalized. Times interest earned increased each
year from 2010 to 2014 after restatement of the financials due to the increase in operating
income.
The Altman Z-Score changed once the financials were restated because of the
changes witnessed in the values of retained earnings, total assets, and EBIT. The Altman
Z-Score of Outerwall, Inc. decreased after restatements for the years 2010-2014.

Figure 39
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Financial Forecasting
In order to correctly value a company we first must make critical assumptions in
regards to future sales growth. The forecasting of this data is crucial in the valuation
process and any irrational prediction can greatly warp the firm’s value. When observing
these forecasts it is important to understand that, although they were carefully decided
upon, it is highly unlikely they will be perfectly predicted.
The forecast made in this section will be used in valuation models later on to help
us correctly price the firm. In order to come to our forecasted values we observed
historical data, business and industry related trends, ratio analysis, and current economic
situations. Through the implementation of these methods we have forecasted out the
next ten years for Outerwall’s income statement, balance sheet, and statements of cash
flows.

Income Statement
The income statement is the first financial statement to evaluate. This is the most
important financial statement to project, because the other forecasts are directly affected
by the income statement.
The starting point when forecasting the income statement is the future sales
growth. Outerwall’s future revenues, and the rate at which they are growing, are the
most important piece of the forecast of the company. It is very important to have
reasonable forecast in future sales growth in order for many financial ratios and profit
estimates to be reasonable. Sales revenue has more than doubled since 2009 to 2014
for Outerwall. Then sales peaked in 2013 at $2,306,601,000 reported revenue. Then it
declined in 2014 by a little over $3.5 million. With that information and the sign of
Outerwall starting to pay dividends, it is assumed that there is less growth opportunity
than there used to be within Outerwall. Therefore, following the current trend of sales
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growth in the company, we conclude that the sale growth of the business will continue
to decline at a very low rate. Over 2015 through 2017 have the lowest rates but then
begin to even out closer to zero as time is forecasted out longer.
Following the projections from the income statement, other observations can be
made from the common sixed income statement. From 2009 to 2014 the operating
expenses averages 69.1% with a range of only 1.6%. With this information we believe
that there is little to no evidence to change the forecasted operating expenses as a
percent of sales from the average. This means that the average profit margins should
continue to be about 30.9% of total revenue. We estimate that the operating expenses
will grow by a very small percentage over time. Next line item would be operating
income, which is tends to be volatile over the past six years making it difficult to forecast.
From 2012 to 2014 the trend shows operating income decreasing.

The forecast of

operating income reflect the decreasing trend at a conservative rate initially and then end
up leveling after the initial few years of forecasting. Net income has the most volatile
and inconsistent percent of sales over the past six years. With that stated, we believe
that the net income will be a lower percentage of sales than average 5.6% over the past
6 years. We gradually estimate reduced net income will decrease over time based on
what is observed from historical net income from the common sized income statement.

Balance Sheet
Through thorough examination of the forecasted income statement, we can now
forecast within the balance sheet without making any further assumptions. This is
possible by linking the balance sheet and income statement together through the use of
the asset turnover ratio. The use of this ratio, which brings these two statements
together, is widely accepted by the industry. It is due to the ratio linking sales and total
assets together that makes it so desirable.
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When forecasting out asset turnover we followed the historical trend and
decreased it from 1.22 in 2014 to 1.19 in 2019 where it leveled off. Through the use of
this forecasted asset turnover ratio and the growth rate percentages of current and noncurrent assets we were able to forecast out current assets, non-current assets, and total
assets. We forecasted current assets to increase between 2014 and 2015 because the
most recent 10-Q revealed that there had been an increase in inventory. From 2015 on
we chose to hold the current assets constant because historical data had shown that
following an inventory jump there is usually a period where it remains constant because
inventory needs are met by recent increase. Non-current assets were forecasted to
increase and then level off shortly thereafter due to increases in the 2014 10-k and 2015
10-Q deferred income taxes. We forecasted out the accounts receivable turnover ratio to
decrease over time. This is based off of the trend we observed for days sale outstanding.
It showed that since 2012 it had been decreasing at a decreasing rate towards 7. This
steady decline in day’s sale outstanding directly affects the accounts receivable turnover
ratio. To forecast out inventory we used the inventory turnover ratio. Through our
observation of the increasing trend of inventory turnover we increased it from 41.05 in
2014 to 43.00 in 2020. Due to this increase in inventory turnover, inventory growth
declined on the balance sheet.
The final step to forecasting the balance sheet is to forecast out stock holder’s
equity. When observing stock holder’s equity we made some assumptions. We assumed
that the company would not issue any new shares of stock or buy up any new shares of
stock. The main component of stock holder’s equity that we needed to forecast out was
retained earnings. To forecast out stock holder’s equity we added net income and
subtracted out dividends from the prior years retained earnings. The main factor to
determining equity was forecasting out dividends. We chose to forecast out a constant
dividend of $1.20 through the year 2025. We came to this conclusion based on the fact
that Outerwall issued its first ever dividend this year at a $1.20. From this assumption we
can forecast out retained earnings as well as stockholders equity. Once we completed the
forecasting of stock holders equity we were able to forecast out total liabilities by
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subtracting total equity from total assets. With the use of the current ratio we can then
forecast out current liabilities which then allows us to determine what non-current
liabilities are.

Statement of Cash Flows
The statement of cash flows is made up of three parts: cash flows from operating
activities (CFFO), cash flows from investing activities (CFFI), and cash flows from
financing activities (CFFF). The statement of cash flows is often a more difficult financial
document to forecast, because the statement of cash flow has a much higher tendency
to fluctuate and it has fewer linkages to other financial documents to cross reference and
to back up assumptions with. Forecasting also has more subjective reasoning behind
choosing how to evaluate different lines of cash flow activities.
Beginning at the top we forecast CFFO. This number is forecasted by looking at
three different ratios and then determining which ratio historically best represents CFFO.
The three ratios are CFFO/Sales, CFFO/Operating Income, and CFFO/Net Income. Once
a ratio is chosen then we forecast out the ratio based on historical information. Then we
take the ratio and multiply it by the denominator which has already been forecasted on
the income statement and we find our estimate for CFFO for the next 10 years. For our
forecasts, we used CFFO/Sales, because we believe that this ratio traces the historical
CFFO.
The next section of the cash flows that we forecast is the CFFI. This is particularly
hard to estimate, so we use a particular strategy to try to best identify what is important
to forecast.

We first calculate capital expenditures, change in plant, property, and

equipment (PP&E) and change in non-current assets. Once those are found we compare
those values to acquisitions and try to find which one best represents Outerwall. For our
analysis we found that the capital expenditures best represents all the aspects of
Outerwall’s CFFO.
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The last section, CFFF, shows how a firm chooses to finance their activities through
items such as stock options, outstanding equity, and debt financing. These kind of items
are very hard to forecast because of the nature of how companies choose to finance
operations all depend on the macro economy and interest rates. The most important and
measurable part of forecasting the cash flow statements CFFF is arguably the forecasted
dividends under the CFFF. Dividend payment can reflect how a company is growing. This
is the only item under CFFF that is forecasted.

Dividend Forecasting
Outerwall began paying dividends as of 2015. The total amount of dividends
distributed in 2015 is $1.20 per share. None of the competitors for Outerwall currently
pay dividends. The assumption for the recent payment of dividends is that the company
currently has less growth opportunities than it has in the past. Therefore less of the
annual earnings need to be reinvested in the firm and are instead distributed to
shareholders. This kind of action is part of a company’s lifecycle when there seems to be
less opportunity to grow. With Outerwall already having kiosks of all three parts of their
business throughout the United States, there is not much room for them to continue to
grow, unless they determine to try to expand to an international market.
The forecasted dividends will show that Outerwall will continue to issue dividends
at a constant dividend payout ratio. Outerwall currently is paying out dividends due to
the lack of existing reinvestment opportunities. This could end up changing if Outerwall
desires to acquire another business or reinvest money internally with the assumption of
maintaining growth opportunity.
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Cost of Capital Estimation
The cost of capital is important to assess when evaluating a company because the
rate of return on assets needs to be higher than the cost of capital in order to create
value. We can determine how much value Outerwall creates or diminishes by estimating
the company’s cost of capital. Within the cost of capital estimation section, we will look
at Outerwall’s cost of debt, cost of equity, and weighted average cost of capital. Using
these methods, we can determine how accurate the estimated costs are and how closely
they relate to the market.

Cost of Debt
Cost of debt is relevant because it must be calculated in order to compute a
weighted average cost of capital. To determine the cost of debt, we used a weighted
average of the interest rates on Outerwall’s interest bearing liabilities; current portion of
debt and long term debt. As can be seen in Outerwall’s 10-K, there is a 4% interest rate
on the current debt and a 6% interest rate on long term debt. The table below shows the
calculations for the weighted average cost of debt for Outerwall.

Cost of Debt
Amount
Cureent Portion of Long Term Debt
$
20,416,000
Long Term Debt
$
973,669,000
Total: $
994,085,000

Rate
4%
6%

Weight
2.05%
97.95%
WACD:

WACD
0.08%
5.88%
5.96%

Figure 40

Outerwall’s 10-K provided that the current portion of long term debt amounted to
$20.4 million and the amount of long term debt was $973.7 million. A weight was
determined for each account by assessing the size of the accounts relative to the total
amount of interest bearing liabilities. Once a weight was assigned to each liability, the
percentage was multiplied by the correlating interest rate for that debt and the total
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weighted average cost of debt was determined by finding the sum of the two. In short,
we calculated Outerwall’s weighted average cost of capital to be 5.96%.

Cost of Equity
To calculate cost of equity for a company, the Capital Asset Pricing Model must be
used. This model includes the use of the market risk free rate (r f), added to the product
of systematic risk (β) and the market risk premium (MRP), and finally added to the size
premium (SP) of the company.
Ke = rf + β(MRP) + SP
For this evaluation, we used a market risk free rate from the 10 year treasury
constant maturity rate. The rate at the end of September 2015 was 2.06%. This rate was
used as the market risk free rate consistently across all the regression calculations. To
find the appropriate beta, we calculated regression tables using the treasury constant
maturity rates from the St. Louis Federal Reserve at 1 month, 2 years, 7 years, 10 years,
and 20 years. Because the yields were provided in annual terms, we converted the rates
into monthly amounts. Each of these rates was then calculated with 72 months’ worth of
data, 60 months, 48 months, 36 months, and 24 months. A market risk premium of 9%
was used because the government influence on interest rates causes the premium to be
understated. Finally, a size premium was determined based on Outerwall’s size decile, as
seen in Figure 41. By assessing the market value of the firm, Outerwall appears to be in
the 4th decile. This allows the cost of equity to be calculated with the addition of the
adjusted rate of 1.9% to account for the market size differences relative to other markets.
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Market Value of
Percent of Market
Size Decile Largest Company
Represented by Decile
(in millions)
1-smallest $
235.60
1%
2
$
477.50
1.3%
3
$
771.80
1.7%
4
$
1,212.30
2.2%
5
$
1,776.00
2.6%
6
$
2,509.20
3.5%
7
$
3,711.00
4.3%
8
$
6,793.90
7.4%
9
$
15,079.50
13.6%
10-largest $
314,622.60
62.3%

Average Annual
Stock Return

Beta

Size
Premium

21%
17.2%
16.5%
15.4%
15%
14.8%
13.9%
13.6%
12.9%
10.9%

1.41
1.35
1.30
1.24
1.19
1.16
1.12
1.10
1.03
0.91

6.4
2.9
2.7
1.9
1.8
1.8
1.2
1
0.8
-0.4

Figure 41

Beta is a measure used in order to calculate the amount of market risk or
systematic risk that affects a company. To determine the appropriate beta for Outerwall,
a regression analysis was preformed to distinguish the similarity between Outerwall’s
holding period return and that of the market as a whole. We were able to generate 25
betas between 0.9 and 2.2 using the market rates of return at five different time periods
(1m, 2yr, 7yr, 10yr, & 20yr) and calculating regressions for each at five different monthly
intervals (72, 60, 48, 36, & 24). Once the cost of equity was calculated, using the formula
from above on page 52, the size premium of 1.9% was added in order to find the 2 factor
cost of equity. Finally, the 2 factor costs of equity limits of beta were calculated. Using a
95% confidence interval, the upper and lower limits were determined through the
regression analysis and the size premium adjustment. These calculations are represented
in the chart on the following page (see Figure 42).
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Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.918
0.132
1.704
1.304
0.402
2.206
1.407
0.433
2.380
1.204
-0.001
2.409
2.237
0.960
3.514

R^2
7.19%
12.62%
15.53%
10.82%
37.50%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.916
0.131
1.702
1.304
0.403
2.205
1.406
0.434
2.378
1.204
0.002
2.407
2.232
0.958
3.506

R^2
7.18%
12.64%
15.55%
10.86%
37.49%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.914
0.129
1.698
1.305
0.404
2.205
1.405
0.434
2.377
1.209
0.007
2.412
2.237
0.961
3.513

R^2
7.15%
12.67%
15.57%
10.94%
37.52%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.913
0.128
1.698
1.304
0.403
2.205
1.406
0.434
2.378
1.209
0.005
2.413
2.239
0.961
3.517

R^2
7.14%
12.65%
15.55%
10.91%
37.49%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.912
0.127
1.698
1.303
0.402
2.204
1.406
0.432
2.380
1.208
0.002
2.415
2.242
0.962
3.522

R^2
7.12%
12.62%
15.51%
10.87%
37.48%

1 Month Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
2 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
7 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
10 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
20 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%

Ke
10.32%
13.80%
14.72%
12.89%
22.19%

SP
2 Factor
1.9% 12.22%
1.9% 15.70%
1.9% 16.62%
1.9% 14.79%
1.9% 24.09%

Ke LB
5.14%
7.58%
7.86%
3.95%
12.60%

Ke UB
19.29%
23.82%
25.38%
25.64%
35.58%

Ke
10.31%
13.80%
14.71%
12.90%
22.15%

SP
2 Factor
1.9% 12.21%
1.9% 15.70%
1.9% 16.61%
1.9% 14.80%
1.9% 24.05%

Ke LB
5.14%
7.59%
7.86%
3.98%
12.58%

Ke UB
19.27%
23.81%
25.36%
25.62%
35.52%

Ke
10.28%
13.80%
14.71%
12.94%
22.19%

SP
2 Factor
1.9% 12.18%
1.9% 15.70%
1.9% 16.61%
1.9% 14.84%
1.9% 24.09%

Ke LB
5.12%
7.60%
7.87%
4.02%
12.61%

Ke UB
19.25%
23.81%
25.35%
25.66%
35.58%

Ke
10.28%
13.80%
14.71%
12.94%
22.21%

SP
2 Factor
1.9% 12.18%
1.9% 15.70%
1.9% 16.61%
1.9% 14.84%
1.9% 24.11%

Ke LB
5.11%
7.59%
7.86%
4.00%
12.60%

Ke UB
19.24%
23.80%
25.36%
25.68%
35.61%

Ke
10.27%
13.79%
14.71%
12.94%
22.24%

SP
2 Factor
1.9% 12.17%
1.9% 15.69%
1.9% 16.61%
1.9% 14.84%
1.9% 24.14%

Ke LB
5.10%
7.57%
7.85%
3.98%
12.62%

Ke UB
19.24%
23.80%
25.38%
25.69%
35.66%

Figure 42

Using this regression analysis, we determined that Outerwall has a beta of 2.24
between upper and lower limits of 0.96 and 3.51 using a 95% confidence interval. This
beta was chosen out of the 25 regressions because the r squared was the highest in this
regression. This tells us that in terms of Outerwall’s risk, 37.52% of the risk is correlated
to nondiversifiable risk or market risk. According to the information obtained from Yahoo
Finance, Outerwall has a beta of 1.2. The beta found does fall within our confidence
interval and is still greater than 1. This beta above the market beta of 1 tells us that
Outerwall is heavily affected by systematic or market risk. Compared to other firms within
the market, Outerwall has a higher degree of risk that is considered no diversifiable.
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Through the use of the Capital Asset Pricing Model, we can determine the cost of
equity to be 24.09% using both the regression data calculated and Outerwall’s size
premium. In other terms, the rate of return that an investor would require from an
investment in Outerwall would be 24.09%. However, using a confidence interval of 95%,
by looking and the upper bound and lower bound, Outerwall’s cost of equity is estimated
to be between 12.61% and 35.58%.

Weighted Average Cost of Capital
The weighted average cost of cost of capital (WACC) is one method used to
compute a company’s cost of capital with proportionally weighted debt and equity. As
beta increases for a company, so does the weighted average cost of capital. If the cost
of capital is higher than the return on assets, than the company’s value is diminishing. In
order to calculate the weighted average cost of capital, a weighted amount of the cost of
debt is added to a weighted amount of the cost of equity. Using the calculation from

Figures 41 and 42 above, we can determine Outerwall’s total cost of capital.
The weighted average cost of capital is composed of the company’s cost of debt
(rd) multiplied by the weight (debt (d) divided by the total of debt and equity (v)) and
then added to the cost of equity (re) multiplied by the weight (equity (e) divided by the
total (v)).
WACC = rd x (d/v) + re x (e/v)
To calculate the after tax weighted average cost of capital, the WACC is multiplied
by 1 minus the effective tax rate (ETR).
After Tax WACC = (1-ETR) x { rd x (d/v) + re x (e/v) }
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The tables below show these calculations for Outerwall’s weighted average cost of
capital before and after taxes at two different rates of equity. In the first table, a cost of
equity was used without the adjustment of a size premium (22.19%) while the second
table incudes the size premium adjusted cost of equity (24.09%).

Market Value
Market Value of Equity
Market Value of Debt
Total
Tax Rate

Market Value
Market Value of Equity
Market Value of Debt
Total
Tax Rate

$
$
$

WACC
Amount
Weight
Rate
WACC
1,243,454,099
55.57%
22.19% 12.33%
994,085,000
44.43%
5.96% 2.65%
2,237,539,099
WACC
14.98%
35%
WACC(AT) 14.05%

WACC with Size Premium
Amount
Weight
Rate
WACC
$
1,243,454,099
55.57%
24.09% 13.39%
$
994,085,000
44.43%
5.96% 2.65%
$
2,237,539,099
WACC
16.03%
35%
WACC(AT) 15.11%
Figure 43

Each weight is calculated by determining the amount of debt or equity that is
represented in the total of the debt bearing liabilities and the market value of equity
combined. Outerwall’s debt bearing liabilities include both long term debt and the current
portion of debt. As seen in Outerwall’s 10-K, the current debt amounted to $20.4 million
and the long term debt amounted to $973.7 million. These two accounts combined make
up a total of debt bearing liabilities of $994.1 million. For the market value of equity, the
price per share is multiplied by the number of shares outstanding. According to yahoo
finance, the stock price per share as of November 1, 2015 was $65.70. Given that
Outerwall has 18,926,242 shares outstanding, we can determine that the market value
of equity is $1.2 billion (Outerwall Inc.). By adding these two totals for debt and equity,
we get a total value of $2.2 billion. Using these calculations, it is determined that the
market value of equity makes of 55.57% of the total and the market value of debt makes
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up the other 44.43%. This shows that Outerwall has a relatively balanced portion of debt
and equity with more equity than debt at a small margin. These percentages will be used
as the corresponding weights in the WACC calculation.
After the rates of interest and weights are determined, they are multiplied together
to get the weighted average cost of capital. Outerwall’s WACC was calculated to be
14.98%. However, there is an effect on cost of capital caused by taxes. In order to
account for this effect, the effective tax rate must be taken out of the cost of debt in the
WACC calculation. As seen in Outerwall’s 10-K, the effective tax rate is 35%. Deducting
this rate from the cost of debt, the after tax WACC was calculated to only be 14.05% and
15.11% with the size premium. Overall, this cost of capital means that Outerwall finances
their operations through the use of debt and equity at a rate of 15.11%.
This percentage is not completely reliable however, because there are many
outside circumstances that affect the true cost of capital. However, it is difficult to develop
a formula for unpredictable circumstances, so the WACC method is just one tool used to
determine the cost of capital in a general sense. In order to account for this variation that
may occur, the WACC is also calculated using the cost of equity’s upper and lower bound
percentages of 35.58% and 12.61%, using a 95% confidence interval. Outerwall’s after
tax weighted average cost of capital using the upped bound is 21.49% while the after
tax weighted average cost of capital using the lower bound is 8.73%. These calculations
can be seen below in Figure 44. This means that because there outside situations that
could affect Outerwall’s cost of equity, there is a 95% certainty that the total cost of
capital will be between 8.73% and 21.49%.
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WACC UB
Market Value
Market Value of Equity
Market Value of Debt
Total
Tax Rate

$

Amount
1,243,454,099

Weight
55.57%

Rate
35.58%

WACC
19.77%

$
$

994,085,000
2,237,539,099

44.43%

5.96%

2.65%
22.42%
21.49%

WACC
WACC(AT)

35%
WACC LB

Market Value

Amount

Weight

Rate

WACC

Market Value of Equity

$

1,243,454,099

55.57%

12.61%

7.01%

Market Value of Debt

$

994,085,000

44.43%

5.96%

2.65%

Total
Tax Rate

$

2,237,539,099
35%

WACC
WACC(AT)

9.65%
8.73%

Figure 44

Backdoor Cost of Equity
A second calculation of the cost of equity is the backdoor cost of equity. By using
Outerwall’s financial data and ratios from our ratio analysis we can arrive at the backdoor
cost of equity. Required for the calculation are the ratios of return on equity, growth
within the firm, and price to book ratio. The equation for backdoor cost of equity is:
𝑃𝑟𝑖𝑐𝑒
(𝑅𝑂𝐸 + 𝐾𝑒 )
=1+
𝐵𝑜𝑜𝑘
(𝐾𝑒 − 𝑔)

The Price/Book ratio is the market value of equity over the book value of equity.
The ROE is the return of equity forecasted in the long run for Outerwall, and g represents
the forecasted growth rate of the company.
Outerwall’s has a ROE of 12% and estimated by the forecasted ROE and analyzing
what trend was happening. A growth rate of 7% was found by looking at forecasted
growth of sales and determined what value was consistent with the growth trend. The
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Price/Book ratio of 49.41. After plugging these values in to the above equation, we solve
for the cost of equity. We estimate a backdoor cost of equity of 7.4%. This backdoor cost
of equity is outside our initial upper and lower cost of equity bounds. This means we will
need to show a new weighted average cost of capital using the new cost of equity. Below
is the newly calculated WACC.

WACC (Back Door Cost of Equity)
Market Value
Market Value of Equity
Market Value of Debt
Total
Tax Rate

Amount

Weight

Rate

WACC

$1,243,454,099

55.57%

7.40%

4.11%

$994,085,000

44.43%

5.96%

2.65%

$2,237,539,099
35%

WACC

6.76%

WACC(AT)

5.83%

Figure 45

Conclusion
All in all, Outerwall’s after tax cost of capital of around 15.11% (with the size
premium), is important in terms of evaluating the company because when compared to
the rate of return on assets, we can determine if Outerwall is creating or diminishing
value. If the rate of return on assets is under 15.11%, than we can conclude that
Outerwall is diminishing value in the company. Although, the weighted average cost of
capital is only one method used and there is a range of 8.73% to 21.49%, so this
determination of value must be taken lightly. Although the weighted average cost of
capital is not necessarily a perfectly reliable model, it is still a good tool to use as a starting
point for understanding the company’s cost of capital.
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Method of Comparables
The method of comparables is a compilation of financial tools that we use to find
expected share price based on competitors and industry benchmarks. These industry
benchmarks are found by using the industry averages of the ratios used, excluding
Outerwall’s ratios. We then take the industry average benchmarks and adjust them to
Outerwall’s ratios in order to come up with theoretical prices for Outerwall. This section
is not weighed very heavily into our overall evaluation of Outerwall, because Outerwall
tends to be a market outlier. With our benchmark competitors throughout this evaluation
being Netflix and Amazon, we will continue to use them as industry benchmarks, although
in this section both of them differ very greatly than Outerwall through the inputs into
these equations. It would be nice to have more companies than two in order to come up
with better industry averages, but in the case of Outerwall and the industry of their unique
market there are unfortunately not many available to compare them against.
For this section we used share prices of the companies on the date November 5 th
2015. The inputs from the ratios are pulled from Yahoo Finance apart from the restated
values, which are found in our report.

Trailing P/E
The price to earnings ratio is a ratio that shows how many years of shareholders
earnings it will take to pay for what the share price is worth. The lower the number tends
to mean more of a safe investment on shareholders behalf. This ratio is found by dividing
the price per share by the earnings per share.
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Figure 46

For this chart Fresh Healthy Vending International has negative values, so it does
not fit in to the model.

For this industry, the share prices rely highly on growth

opportunity on a per firm basis. Because of this high growth opportunity, the price to
earnings ratios for each company in this industry are much higher than the average price
to earnings ratios found in the overall stock market.

This model is not a fair

representation for Outerwall, because its competitions stock prices are valued very
differently than Outerwall.

Forward P/E
The forward Price to Earnings ratio is calculated the same way as the trailing Price
to Earnings ratio, but using forecasted earnings as opposed to historical earnings. We
use the same price per share used in the trailing P/E ratio.

Figure 47

In this model we see that the prices are more reasonable than the trailing model.
This is because in this model, where we can once again only use two companies to come
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up with an average industry P/E ratio, the numbers are not nearly as outrageously high
as above. The forward price to earnings ratio is usually seen as less reliable than the
trailing price to earnings ratio since the forecasted earnings are estimates. Once again
this model does not give an accurate representation of what Outerwall’s share price
should be.

Price to Book
The price to book ratio is a shorthand way for investors to determine value of
companies. This is a ratio that investors look for low numbers in order to find companies
that are potentially undervalued. This measurement is calculated by taking the stock
price and dividing it by the book value of equity per share.
measurement for Outerwall at the current point in time.

This is a very poor

The current problem with

Outerwall is that the company has been buying back treasury stock at such a large
amount that the equity on the balance sheet for the last quarter is negative. This anomaly
is very rare, but makes this ratio almost useless at this point in time.

Figure 48

As we see with this model with the most recent stated book value of equity this
model does not work for Outerwall. With the restated value of equity, the share price
with this model works and is low when compared to Netflix and Amazon.
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Price Earnings Growth
Price to earnings growth is calculated by taking the firm’s trailing P/E and dividing
it by the forecasted growth rate in earnings. Lower P.E.G. ratios can indicate that the
firm may be undervalued, while a high PEG ratio gives the impression of a firm being
overvalued.

Figure 49

For this model we decided that Netflix was an outlier so we only included amazon
for our industry average. There is a huge gap in the stated versus the restated P.E.G. in
this model. The main reason for this is the large difference in the estimates of growth in
Outerwall through the numbers that we calculated and the numbers that Yahoo provides
as a stated estimated growth rate. Differences in estimates on growth rates make a large
difference in the results of this model.

With the stated rate estimates Outerwall is

overvalued, while for the restated rate estimates Outerwall is undervalued.

Price to EBITDA
The price to EBITDA ratio is a measure of the market value of equity over the
earnings before interest, tax, depreciation, and amortization. In our calculation, we
divided the market cap by the EBITDA and then after we found the average we multiplied
the industry average by the share price. This is a measures how much of the value comes
from operations and how that compares to the stock price among firms.
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Figure 50

In this model we once again see a grossly over estimate of Outerwall’s estimated
share price. This is because of the very high stock prices of Netflix and Amazon, which
both have little money coming in from operating activities compared to their stock prices.

Enterprise Value to EBITDA
The purpose of enterprise value to EBITDA is to compare values by looking at In
order to calculate this ratio you divide EBITDA into the firm’s enterprise value. The
enterprise value is calculated by adding a firm’s market value of equity with its book value
of liabilities and then subtracting its cash and investments.

Figure 51

For this model we chose to not include Fresh Healthy Vending because of the
negative number that would alter the average quite a bit. In this we again see numbers
that assume that our share prices are undervalued compared to where this model puts
them. This model does not accurately place Outerwall’s value because of the very high
market value of equity for both Netflix and Amazon.
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Conclusion
The method of comparables models do not give an accurate placement for
Outerwall, because they are an outlier company that is seen with high growth, but only
a fraction of the companies that it competes against: Amazon and Netflix.

These

disproportionate prices and earnings between these three firms make this industry very
firm specific and hard to analyze on an industry average basis. In our valuation models
for method of comparables we did not include a dividend to price ratio, because Netflix
and Amazon have never paid dividends and Outerwall began paying dividends this year.
As a whole the benchmarks in this industry are very few and very inconsistent. When
giving an overall evaluation of Outerwall we weigh this method of comparables very little
in our overall analysis.

Figure 52

Intrinsic Valuation Models
The intrinsic valuation models are used to obtain an accurate measure of a
company’s value though forecasts derived from stock valuations. For Outerwall, we will use
the discount dividends model, the discounted free cash flows model, the residual income
model, and the long-run residual income model. These models will be based off of
forecasted information we have calculated and will be compared to the November 1, 2015
stock price of $65.70. The discounted dividends model will value the market price solely
based on Outerwall’s dividends per share payout. The free cash flow model will use
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forecasted information from operating and investing activities in the statement of cash
flows to arrive a market price. The residual income model will be run using stockholder’s
equity from 2014, forecasted net income, and forecasted total dividends paid. The longrun residual income model will require the return on equity, growth rate, and cost of
equity to obtain a valuation price. With these four models we will make a recommendation
as to whether the current stock price is over or undervalued.

Discounted Dividends Model
The discounted dividends model values a company solely on the dividends per
share paid out each year. The accuracy of the model depends on whether or not a
company pays out a majority of its earnings in the form of dividends or reinvest its earning
for growth. The model does not take into account expected growth. If earnings are
reinvested, the discounted dividends model will not be accurate. Outerwall has only just
began to pay out dividends so we found this model is not very representative of the
company’s true market price. Outerwall itself is a company people buy stock in for growth
opportunities hoping Outerwall finds the next best thing to boost profits and value.
To do the calculations for the model, we use the forecasted dividends per share
for the next ten years. The first year, 2015, that Outerwall paid dividends to shareholders
equaling $1.20 per share. No other company in the industry has paid dividends so there
is no comparable step up or dividend growth rate information to go off of. Due to
dividends payments only just beginning we decided to forecast dividends per share at a
constant $1.20 per share for the next ten years.
In order complete the model we used the cost of equity of 24.09% we calculated
in the previous WACC section. The upper and lower bounds are 35.58% and 12.61%
respectively. However, as the backdoor cost of equity of 7.4% was outside the confidence
interval we will incorporate this into the sensitivity analysis as well. Growth rates ranging
from 1-5% are used to provide more accurate results as a stagnant growth is not likely
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in a company. We chose a 10% analyst stance. By multiplying the November 1 st stock
price by 0.9 and 1.1 we reach a lower bound of 59.13 and an upper bound of 72.27. Any
price in the sensitivity analysis that is below 59.13 indicated an overvalued stock price,
and conversely for any price over 72.27.
Discount Dividend Model:

Figure 53

Based off the dividends discount model we can conclude that the current market
price of $65.70 is overvalued. However, being a technology company, Outerwall is a
growth company and most of the value in its stock price is from growth opportunities. It
would take a 1% growth rate and around 3.05% cost of equity to have a price within the
10% range. This leads us to believe that this is not the most accurate or representative
model of Outerwall’s stock price. The cost of equity of 7.40% is the backdoor cost of
equity calculated in the previous section. As growth increases the backdoor cost of equity
comes closer to stock price of $65.70. Restatement of the financial did not affect dividend
payouts so there was no need to rerun the model based on the restated financials.

Discounted Free Cash Flows Model
The discounted free cash flows model uses information from forecasted operating
(CFFO) an investing (CFFI) activities to value the stock price of Outerwall. To forecast out
operating cash flows we took net operating cash flows divided by sales of the same year.
We found a trend around 17%. We used this 17% to forecast out net operating cash flows

by multiplying forecasted revenues by 17% for 10 years. We then forecasted out net cash
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flow from investing activities based on forecasted CAPEX. CAPEX was approximately 80%
of revenue so we took 80% of forecasted revenue as the new CAPEX.
Subtracting CFFI from CFFO gave us the free cash flows of assets. The market
value of assets for Outerwall is the sum of the present values of all the free cash flows.
This include the free cash flow perpetuity of the forecasted 11th year in year 10 dollars.
The market value of equity was then found by subtracting the book value of debt from
the total market value of assets. Dividing the market value of equity by the number of
shares outstanding gave a price per share which we then multiplied it by a time consistent
value to calculate a time consistent market price for Outerwall’s stock. In the calculation
a before tax WACC was used to avoid double taxation. We also included the WACC based
on backdoor cost of equity in the far left column. The sensitivity analysis table below
shows time consistent prices under various WACCs and growth rates.
Free Cash Flow Model:

Figure 54
An initial WACC of 16.03% with a lower bound of 9.65% and upper bound of 22.42% was
used. The 6.76% is the WACC calculated with the backdoor cost of equity. We took a 10% analyst
stance. With the exception of the backdoor cost of equity WACC at 3% growth, all prices in the
sensitivity analysis indicate either over or undervalue for the November 1st stock price of $65.70.
The overwhelming majority indicate Outerwall is overvalued so that is the conclusion we make
for this model. However, one problem with this model is that it is very sensitive to change. When
compared with the discounted dividends model, a 1% change in growth or cost of equity creates
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a large change in price. Because of this, any error in forecasting will have greater effect. The
efficiency of the model could come into question.

Residual Income
The residual income valuation model is another tool used to evaluate whether a
company’s stock is overstated or understated. This model is an extremely useful model
to use when determining the valuation of a company because it has the greatest
explanatory power of all the other models and is the least sensitive to change. When
using forecasted numbers, there is a likely change of estimation errors in the discount
and growth rates that can affect the outcome of different valuation models. However,
because the residual income model is less sensitive to these errors, this model is the most
reliable in comparison to the other valuation models. For this particular model, we used
the net income, dividends, and book value of equity forecasted out for ten years as well
as a perpetuity for every year thereafter. While forecasting out net income, we first
predicted the firm’s future revenue. Next we calculated the net income as a percentage
of revenue, allowing us to use those values to forecast out the preceding incomes. In
terms of the company’s dividend payout ratio, we predicted a constant price at the current
rate with no growth. Finally, for the book value of equity, we took the given amount from
2014 and carried it out by taking the previous year’s book value of equity and adding the
net income while subtracting the dividends. Overall, this model has reliable valuation
results because the net income, dividends, and stockholders equity pull together the
income statement, the statement of cash flows, and the balance sheet.
Each of the values discussed above were used to begin the residual income model
calculations. First we calculated the annual normal income, or the benchmark income, by
taking the previous year’s book value of equity and multiplying it by the initial cost of
equity that we derived in Figure 42. We then subtracted the annual normal income from
the net income to get the value added by the firm or the annual residual income. Once
each annual residual income was computed, each value was discounted back to find the
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present value of each amount. Finally, we took the sum of the 2014 book value of equity,
the annual residual income amounts at present value, and the terminal value perpetuity.
This value divided by the shares outstanding in 2014 gives us a model price which is then
discounted back two months to find the stock price as of November 1, 2015.
As Stated Residual Income Model:

Figure 55

In order to get the best results from the model, we used the cost of equity (with
the upper and lower bounds) calculated earlier in Figure 42 as well as the back door cost
of equity from Figure 45 because it was even lower than the lower bound. We also used
growth rates ranging from -10% to -50% to analyze the sensitivity of the model. These
growth rates are negative so that they do not out preform the cost of equity. Our analyst
group concluded that we would value the company using a 10% analyst standpoint
because it was the most effective without being too frequently overcritical. Using this
10% bound, we determined an acceptable range by multiplying Outerwall’s stock price
of $65.70 times 90% for the lower bound and 110% for the upper bound. We found that
a fair stock price for Outerwall would be any amount between $59.13 and $72.27. Any
model price below $59.13 signifies that the current stock price is overstated and is
highlighted in red. On the other hand, any model price that is over $72.27 signifies that
the current stock price is understated and is highlighted in green. Based on the results
from the residual income model in Figure 55, we can conclude that Outerwall’s stock price
as of November 1, 2015 is overvalued. Because the residual income model has more
explanatory value than any other model, during our decision making process these results
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will carry the most weight in determining our overall evaluation of the company. There is
a difference in the model prices whenever the restated net income and stockholders
equity are used which can be seen below in Figure 56.
Restated Residual Income Model:

Figure 56

As seen in Figure 56, there is a slight difference in the as stated prices are slightly
higher than the restated prices. However, every price still signifies that the stock is
overstated and the difference is not material enough to affect or change any decisions in
terms of valuing the company. The restated residual income model still shows that as of
November 1, 2015 Outerwall’s stock price is overvalued.

Long Run Residual Income
The long run residual income model takes into account the return on equity, cost
of equity, and growth rate of the firm to determine the stock price. Overall, this model is
typically not as accurate as the residual income model. However, compared to the
discounted free cash flow model there is more explanatory power. Three separate
sensitivity analysis will be made with each one holding either the return on equity, cost
of equity, or growth rates constant. A stated and restated model will be made as
restatements of the financials affected the net income and stockholder’s equity which
affected the return on equity ratios.
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The forecasted financial statements from the financial analysis are the basis for
the pricing in this model. The return on equity is a calculation of the current net income
divided by the previous year’s stockholder’s equity. The capital asset pricing model was
the foundation for the cost of equity along with regression. The backdoor cost of equity
is included as well. Growth rates will range from -10% to -50% so as to not outperform
the cost of equity. The model is run first by taking the 2014 stockholder’s equity of
Outerwall and comparing the growth, return of equity, and cost of equity with the growth
equation below.

𝑀𝑉𝐸 = 𝐵𝑉𝐸[1 +

(𝑅𝑂𝐸 − 𝐾𝑒 )
]
(𝐾𝑒 − 𝑔)

From here we take the number of shares outstanding and compute the model
price. To value Outerwall as of November 1st a time consistent factor is used to find the
time consistent price. Below are the three sensitivity analyses for both the stated and
restated models.
Stated Long Run Residual Income (10% ROE):

Figure 57
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Stated Long Run Residual Income (-30% Growth):

Figure 58
Stated Long Run Residual Income (18.35% Cost of Equity):

Figure 59

We chose the center number for the holding variable of cost of equity, return of
equity, and growth. The upper bound of 35.58% and lower bound of 12.61% with an
average value in between is used for cost of equity. The backdoor cost of equity is
included as well for both stated and restated. Growth rates range from -10% to -50% for
both stated and restated and -30% is the holding variable. After analyzing the long run
forecasted ROE we chose 11% as the holding variable and a range of 9% to 13% for the
sensitivity analysis in the stated model. For the restated model, we analyzed the
forecasted restated ROE and came to a holding ROE or -6% with a range of -4% to -8%.
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Re-Stated Long Run Residual Income (-6% ROE):

Figure 60
Re-Stated Long Run Residual Income (-30% Growth):

Figure 61
Re-Stated Long Run Residual Income (18.35% Cost of Equity):

Figure 62

The forecasted ROE ratios were very unstable and not consistent so we do not
believe the restated model to be relevant. All the sensitivity tables show that Outerwall is
overvalued by a large amount. This is consistent with the residual income model,
discounted dividends model, and free cash flows model. The restated long run residual
income model is not consistent with any previous models and we do not believe a stock
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price of less than $1 is relevant or accurate. All in all, based on the valuation models
above, we can conclude that Outerwall has a stock price that is overvalued.
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Appendix
Balance Sheets
Adjusted Balance Sheet
Outerwall 2009 10-K
Outerwall Balance Sheet Adjusted

2009
As Stated

Assets
Cash and cash equivalents
19386
Cash in machine or in transit
57141
Cash being processed
69330
Accounts receivable, net of allowances
19265
Content library
95531
Deferred income taxes
12350
Prepaid expenses and other current assets
7756
Assets of business held for sale
159318
Total current assets
440077
Property and equipment, net
386433
Notes recievable
0
Deferred income taxes
99195
Goodwill and other intangible assets, net
282736
Capital Research and Development
Other long-term assets
14358
Total assets
1222799
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
80077
Accrued payable to retailers
92585
Other accrued liabilities
80024
Current callable convertible debt
0
Current portion of long-term debt and other long-term liabilities
6812
Current portion of capital lease obligations
26322
Liabilities of business held for sale
88950
Deferred income taxes
0
Total current liabilities
374770
Long-term debt and other long-term liabilities (Note 7)
409387
Capital lease obligations
26234
Deferred income taxes
17
Total liabilities
810408
Debt conversion feature
0
Stockholders' Equity:
Common stock
406333
Treasury stock
-40831
Retained earnings
50971
Accumulated other comprehensive loss
-4082
Total stockholders' equity
412391
Total liabilities and stockholders' equity
1222799

Dr

4781

Cr

2009
Restated
19386
57141
69330
19265
95531
12350
7756
159318
440077
386433
0
99195
282736
4781
14358
1227580

80077
92585
80024
0
6812
26322
88950
0
374770
409387
26234
17
810408
0
406333
-40831
4781 55751.8
-4082
417171.8
1227580
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Adjusted Balance Sheet
Outerwall 2010 10-K
Outerwall Balance Sheet Adjusted

2010
As Stated

Assets
Cash and cash equivalents
71287
Cash in machine or in transit
39603
Cash being processed
72526
Accounts receivable, net of allowances
25958
Content library
140324
Deferred income taxes
13644
Prepaid expenses and other current assets
14736
Assets of business held for sale
110316
Total current assets
488394
Property and equipment, net
444687
Notes recievable
0
Deferred income taxes
59696
Goodwill and other intangible assets, net
277322
Capital Research and Development
Other long-term assets
12612
Total assets
1282711
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
161551
Accrued payable to retailers
96764
Other accrued liabilities
108422
Current callable convertible debt
173146
Current portion of long-term debt and other long-term liabilities
7523
Current portion of capital lease obligations
17233
Liabilities of business held for sale
68662
Deferred income taxes
0
Total current liabilities
633301
Long-term debt and other long-term liabilities (Note 7)
167261
Capital lease obligations
12158
Deferred income taxes
15
Total liabilities
812735
Debt conversion feature
26854
Stockholders' Equity:
Common stock
434169
Treasury stock
-90076
Retained earnings
101979
Accumulated other comprehensive loss
-2950
Total stockholders' equity
443122
Total liabilities and stockholders' equity
1282711

Dr

10412

Cr

2010
Restated

71287
39603
72526
25958
140324
13644
14736
110316
488394
444687
0
59696
53550 223772
10412
12612
1239573

161551
96764
108422
173146
7523
17233
68662
0
633301
167261
12158
15
812735
26854

43138

434169
-90076
58841
-2950
399984
1239573
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Adjusted Balance Sheet
Outerwall 2011 10-K
Outerwall Balance Sheet Adjusted

2011
As Stated

Assets
Cash and cash equivalents
341855
Cash in machine or in transit
0
Cash being processed
0
Accounts receivable, net of allowances
41246
Content library
142386
Deferred income taxes
84228
Prepaid expenses and other current assets
25274
Assets of business held for sale
0
Total current assets
634989
Property and equipment, net
499178
Notes recievable
24374
Deferred income taxes
647
Goodwill and other intangible assets, net
274583
Capital Research and Development
Other long-term assets
17066
Total assets
1450837
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
175550
Accrued payable to retailers
127450
Other accrued liabilities
148996
Current callable convertible debt
0
Current portion of long-term debt and other long-term liabilities
13986
Current portion of capital lease obligations
12057
Liabilities of business held for sale
0
Deferred income taxes
0
Total current liabilities
478039
Long-term debt and other long-term liabilities (Note 7)
359288
Capital lease obligations
11768
Deferred income taxes
87840
Total liabilities
936935
Debt conversion feature
Stockholders' Equity:
Common stock
481249
Treasury stock
-153425
Retained earnings
188749
Accumulated other comprehensive loss
-2671
Total stockholders' equity
513902
Total liabilities and stockholders' equity
1450837

Dr

14658

Cr

2011
Restated

341855
0
0
41246
142386
84228
25274
0
634989
499178
24374
647
53550 221033
14658
17066
1411945

175550
127450
148996
0
13986
12057
0
0
478039
359288
11768
87840
936935

38892

481249
-153425
149856.8
-2671
475009.8
1411945
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Adjusted Balance Sheet
Outerwall 2012 10-K
Outerwall Balance Sheet Adjusted

2012
As Stated

Assets
Cash and cash equivalents
282894
Cash in machine or in transit
0
Cash being processed
0
Accounts receivable, net of allowances
58331
Content library
177409
Deferred income taxes
7187
Prepaid expenses and other current assets
29686
Assets of business held for sale
0
Total current assets
555507
Property and equipment, net
571358
Notes recievable
26731
Deferred income taxes
1373
Goodwill and other intangible assets, net
358829
Capital Research and Development
Other long-term assets
47927
Total assets
1561725
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
250588
Accrued payable to retailers
138413
Other accrued liabilities
146125
Current callable convertible debt
0
Current portion of long-term debt and other long-term liabilities
15529
Current portion of capital lease obligations
13350
Liabilities of business held for sale
0
Deferred income taxes
0
Total current liabilities
564005
Long-term debt and other long-term liabilities (Note 7)
341179
Capital lease obligations
15702
Deferred income taxes
91751
Total liabilities
1012637
Debt conversion feature
Stockholders' Equity:
Common stock
504881
Treasury stock
-293149
Retained earnings
338979
Accumulated other comprehensive loss
-1623
Total stockholders' equity
549088
Total liabilities and stockholders' equity
1561725

Dr

16679

Cr

2012
Restated

282894
0
0
58331
177409
7187
29686
0
555507
571358
26731
1373
38784 320045
16679
47927
1539620

250588
138413
146125
0
15529
13350
0
0
564005
341179
15702
91751
1012637

22105

504881
-293149
316874.1
-1623
526983.1
1539620
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Adjusted Balance Sheet
Outerwall 2013 10-K
Outerwall Balance Sheet Adjusted

2013
As Stated

Assets
Cash and cash equivalents
371437
Cash in machine or in transit
0
Cash being processed
0
Accounts receivable, net of allowances
50296
Content library
199868
Deferred income taxes
0
Prepaid expenses and other current assets
84709
Assets of business held for sale
0
Total current assets
706310
Property and equipment, net
520865
Notes recievable
0
Deferred income taxes
6443
Goodwill and other intangible assets, net
638690
Capital Research and Development
Other long-term assets
19075
Total assets
1891383
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
236018
Accrued payable to retailers
134140
Other accrued liabilities
134127
Current callable convertible debt
0
Current portion of long-term debt and other long-term liabilities
103889
Current portion of capital lease obligations
0
Liabilities of business held for sale
0
Deferred income taxes
23143
Total current liabilities
631317
Long-term debt and other long-term liabilities (Note 7)
681403
Capital lease obligations
0
Deferred income taxes
58528
Total liabilities
1371248
Debt conversion feature
1446
Stockholders' Equity:
Common stock
482481
Treasury stock
-476796
Retained earnings
513771
Accumulated other comprehensive loss
-767
Total stockholders' equity
518689
Total liabilities and stockholders' equity
1891383

Dr

23043

Cr

2013
Restated

371437
0
0
50296
199868
0
84709
0
706310
520865
0
6443
61972 576718
23043
19075
1852454

236018
134140
134127
0
103889
0
0
23143
631317
681403
0
58528
1371248
1446

38929

482481
-476796
474842
-767
479760
1852454
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Adjusted Balance Sheet
Outerwall 2014 10-K
Outerwall Balance Sheet Adjusted

2014
As Stated

Assets
Cash and cash equivalents
242696
Cash in machine or in transit
0
Cash being processed
0
Accounts receivable, net of allowances
48590
Content library
180121
Deferred income taxes
0
Prepaid expenses and other current assets
39837
Assets of business held for sale
0
Total current assets
511244
Property and equipment, net
428468
Notes recievable
0
Deferred income taxes
11378
Goodwill and other intangible assets, net
623998
Capital Research and Development
Other long-term assets
8231
Total assets
1583319
Liabilities and Stockholders' Equity
Current Liabilities:
Accounts payable
168633
Accrued payable to retailers
126290
Other accrued liabilities
137126
Current callable convertible debt
0
Current portion of long-term debt and other long-term liabilities
20416
Current portion of capital lease obligations
0
Liabilities of business held for sale
0
Deferred income taxes
21432
Total current liabilities
473897
Long-term debt and other long-term liabilities (Note 7)
973669
Capital lease obligations
0
Deferred income taxes
38375
Total liabilities
1485941
Debt conversion feature
0
Stockholders' Equity:
Common stock
473592
Treasury stock
-996293
Retained earnings
620389
Accumulated other comprehensive loss
-310
Total stockholders' equity
97378
Total liabilities and stockholders' equity
1583319

Dr

27289

Cr

2014
Restated

242696
0
0
48590
180121
0
39837
0
511244
428468
0
11378
111861 512137
27289
8231
1498746

168633
126290
137126
0
20416
0
0
21432
473897
973669
0
38375
1485941
0

84573

473592
-996293
535816
-310
12805
1498746
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Income Statements
Adjusted Income Statement
Outerwall 2009 10-K
Outerwall Income Statement Adjusted
Revenue

2009
As Stated
1032623

Dr

Cr

2009
Restated
1032623

Expenses:
Direct operating(1)
Marketing
Research and development

716041
15479
5312

4781

716041
15479
531

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income

101098
86418
3563
0
927911
104712

101098
86418
3563
0
923130
109493

31
0
-34248
-1082
-35299

0
0
31
0
-34248
-1082
-35299

69413
-25720
43693

74194
-25720
48474

13577
57270

13577
62051

Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)
Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net
Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

4781
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Adjusted Income Statement
Outerwall 2010 10-K
Outerwall Income Statement Adjusted
Revenue

2010
As Stated
1436421

Dr

Cr

2010
Restated
1436421

Expenses:
Direct operating(1)
Marketing
Research and development

1000941
23836
7437
128629
123687
3305
5379
1293214
143207

1000941
23836
5631
1806
4781
-4781
128629
123687
3305
5379
1282802
153619

424
159
-34864
0
-34281

0
-53550
424
159
-34864
0
-87831

108926
-43032
65894

65788
-43032
22756

-14886
51008

-14886
7870

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income
Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)
Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net

53550

Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

43138
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Adjusted Income Statement
Outerwall 2011 10-K
Outerwall Income Statement Adjusted
Revenue

2011
As Stated
1845372

Dr

Cr

2011
Restated
1845372

Expenses:
Direct operating(1)
Marketing
Research and development

1283351
29004
11557

1283351
29004
4246
7311
10412
-10412
163357
145478
2740
0
1620829
224543

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income

163357
145478
2740
0
1635487
209885

Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)

-1335
2161
-25983
0
-25157

0
-53550
-1335
2161
-25983
0
-78707

184728
-69777
114951

145836
-69777
76059

-11068
103883

-11068
64991

Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net

53550

Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

38892
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Adjusted Income Statement
Outerwall 2012 10-K
Outerwall Income Statement Adjusted
Revenue

2012
As Stated
2199884

Dr

Cr

2012
Restated
2199884

Expenses:
Direct operating(1)
Marketing
Research and development

1498819
25979
6757

1498819
25979
2021
4736
14658
-14658
204519
179027
5378
0
1903800
296084

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income

204519
179027
5378
0
1920479
279405

Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)

-5184
0
0
-15648
-180
-21012

-5184
-38784
0
0
-15648
-180
-59796

258393
-97941
160452

236288
-97941
138347

-10222
150230

-10222
128125

Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net

38784

Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

22105
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Adjusted Income Statement
Outerwall 2013 10-K
Outerwall Income Statement Adjusted
Revenue

2013
As Stated
2306601

Dr

Cr

2013
Restated
2306601

Expenses:
Direct operating(1)
Marketing
Research and development

1575277
32402
13084

1575277
32402
6364
6720
16679
-16679
221776
192161
10933
0
2022590
284011

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income

221776
192161
10933
0
2045633
260968

Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)

19928
0
0
-32801
-5527
-18400

19928
-61972
0
0
-32801
-5527
-80372

242568
-34477
208091

203639
-34477
169162

-33299
174792

-33299
135863

Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net

61972

Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

38929
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Adjusted Income Statement
Outerwall 2014 10-K
Outerwall Income Statement Adjusted
Revenue

2014
As Stated
2303003

Dr

Cr

2014
Restated
2303003

Expenses:
Direct operating(1)
Marketing
Research and development

1601748
38240
13047

1601748
38240
4245
8802
23043
-23043
191721
195178
14692
0
2027337
275666

Research and development in progress
General and administrative
Depreciation and other
Amortization of intangible assets
Litigation settlement
Total expenses
Operating income

191721
195178
14692
0
2054626
248377

Other income (expense), net:
Income (loss) from equity method investments,
net (Note 5)

-28734
0
0
-47636
-4873
-81243

-28734
-111861
0
0
-47636
-4873
-193104

167134
-59748
107386

82561
-59748
22813

-768
106618

-768
22045

Goodwill impairment charge
Foreign currency and other, net
Interest income
Interest expense, net
Other, net
Total other income (expense), net

111861

Income from continuing operations before income
taxes
Income tax expense
Income from continuing operations
Loss from discontinued operations, net of tax
(Note 12)
Net income
Income Summary

84573

152 | P a g e

Financial Ratio Analysis
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Accounts Receivable Turnover
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Days Sales Outstanding
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Operating Profit Margin
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Return on Assets
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Sustainable Growth Rate
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Times Interest Earned
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Forecasted Income Statements
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Forecasted Balance Sheets
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Forecasted Statement of Cash Flows
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Regression Tables
1 month regression (72 months)
Regression Statistics
Multiple R
26.81%
R Square
7.19%
Adjusted R Square
5.86%
Standard Error
12.37%
Observations
72
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
70
71

MS
0.08
1.07
1.15

Coefficients Standard Error
0.01
0.02
0.92
0.39

F
0.08
0.02

t Stat
0.50
2.33

Significance F
5.42
0.02

P-value
0.62
0.02

Lower 95% Upper 95%
-0.02
0.04
0.13
1.70

1 month regression (60 months)
Regression Statistics
Multiple R
35.52%
R Square
12.62%
Adjusted R Square
11.11%
Standard Error
11.50%
Observations
60
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
58
59

MS

F

0.11
0.77
0.88

0.11
0.01

Coefficients Standard Error
0.00
0.02
1.30
0.45

t Stat
0.02
2.89

Significance F
8.37
0.01

P-value
0.98
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.40
2.21
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1 month regression (48 months)
Regression Statistics
Multiple R
39.40%
R Square
15.53%
Adjusted R Square
13.69%
Standard Error
10.43%
Observations
48
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
46
47

MS

F

0.09
0.50
0.59

0.09
0.01

Coefficients Standard Error
(0.00)
0.02
1.41
0.48

t Stat
(0.14)
2.91

Significance F
8.46
0.01

P-value
0.89
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.43
2.38

1 month regression (36 months)
Regression Statistics
Multiple R
32.89%
R Square
10.82%
Adjusted R Square
8.19%
Standard Error
9.83%
Observations
36
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
34
35

MS

F

0.04
0.33
0.37

0.04
0.01

4.12

Coefficients Standard Error
0.00
0.02
1.20
0.59

t Stat
0.11
2.03

P-value
0.91
0.05

Significance F
0.05

Lower 95%
Upper 95%
(0.03)
0.04
(0.00)
2.41
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1 month regression (24 months)
Regression Statistics
Multiple R
61.24%
R Square
37.50%
Adjusted R Square
34.66%
Standard Error
8.59%
Observations
24
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
22
23

MS

F

0.10
0.16
0.26

0.10
0.01

13.20

Coefficients Standard Error
(0.00)
0.02
2.24
0.62

t Stat
(0.12)
3.63

P-value
0.91
0.00

Significance F
0.001

Lower 95%
Upper 95%
(0.04)
0.04
0.96
3.51

2 year regression (72 months)
Regression Statistics
Multiple R
26.79%
R Square
7.18%
Adjusted R Square
5.85%
Standard Error
12.37%
Observations
72
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
70
71

MS

F

0.08
1.07
1.15

0.08
0.02

5.41

Coefficients Standard Error
0.01
0.01
0.92
0.39

t Stat
0.53
2.33

P-value
0.60
0.02

Significance F
0.02

Lower 95% Upper 95%
(0.02)
0.04
0.13
1.70
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2 year regression (60 months)
Regression Statistics
Multiple R
35.55%
R Square
12.64%
Adjusted R Square
11.13%
Standard Error
11.50%
Observations
60
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
58
59

MS

F

0.11
0.77
0.88

0.11
0.01

Coefficients Standard Error
0.00
0.02
1.30
0.45

t Stat
0.05
2.90

Significance F
8.39
0.01

P-value
0.96
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.40
2.21

2 year regression (48 months)
Regression Statistics
Multiple R
39.44%
R Square
15.55%
Adjusted R Square
13.72%
Standard Error
10.43%
Observations
48
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
46
47

MS

F

0.09
0.50
0.59

0.09
0.01

8.47

Coefficients Standard Error
(0.00)
0.02
1.41
0.48

t Stat
(0.11)
2.91

P-value
0.91
0.01

Significance F
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.43
2.38
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2 year regression (36 months)
Regression Statistics
Multiple R
32.95%
R Square
10.86%
Adjusted R Square
8.24%
Standard Error
9.82%
Observations
36
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
34
35

MS

F

0.04
0.33
0.37

0.04
0.01

Coefficients Standard Error
0.00
0.02
1.20
0.59

t Stat
0.14
2.04

Significance F
4.14
0.05

P-value
0.89
0.05

Lower 95%
Upper 95%
(0.03)
0.04
0.00
2.41

2 year regression (24 months)
Regression Statistics
Multiple R
61.23%
R Square
37.49%
Adjusted R Square
34.64%
Standard Error
8.59%
Observations
24
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
22
23

MS

F

0.10
0.16
0.26

0.10
0.01

13.19

Coefficients Standard Error
(0.00)
0.02
2.23
0.61

t Stat
(0.07)
3.63

P-value
0.95
0.00

Significance F
0.001

Lower 95%
Upper 95%
(0.04)
0.04
0.96
3.51
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7 year regression (72 months)
Regression Statistics
Multiple R
26.75%
R Square
7.15%
Adjusted R Square
5.83%
Standard Error
12.37%
Observations
72
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
70
71

MS

F

0.08
1.07
1.15

0.08
0.02

Coefficients Standard Error
0.01
0.01
0.91
0.39

t Stat
0.61
2.32

Significance F
5.39
0.02

P-value
0.54
0.02

Lower 95%
Upper 95%
(0.02)
0.04
0.13
1.70

7 year regression (60 months)
Regression Statistics
Multiple R
35.59%
R Square
12.67%
Adjusted R Square
11.16%
Standard Error
11.50%
Observations
60
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
58
59

MS

F

0.11
0.77
0.88

0.11
0.01

Coefficients Standard Error
0.00
0.02
1.30
0.45

t Stat
0.15
2.90

Significance F
8.41
0.01

P-value
0.88
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.40
2.21
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7 year regression (48 months)
Regression Statistics
Multiple R
39.45%
R Square
15.57%
Adjusted R Square
13.73%
Standard Error
10.43%
Observations
48
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
46
47

MS

F

0.09
0.50
0.59

0.09
0.01

8.48

Coefficients Standard Error
(0.00)
0.02
1.41
0.48

t Stat
(0.02)
2.91

P-value
0.99
0.01

Significance F
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.43
2.38

7 year regression (36 months)
Regression Statistics
Multiple R
33.07%
R Square
10.94%
Adjusted R Square
8.32%
Standard Error
9.82%
Observations
36
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
34
35

MS

F

0.04
0.33
0.37

0.04
0.01

Coefficients Standard Error
0.00
0.02
1.21
0.59

t Stat
0.22
2.04

Significance F
4.18
0.05

P-value
0.83
0.05

Lower 95%
Upper 95%
(0.03)
0.04
0.01
2.41
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7 year regression (24months)
Regression Statistics
Multiple R
61.26%
R Square
37.52%
Adjusted R Square
34.68%
Standard Error
8.58%
Observations
24
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
22
23

MS

F

0.10
0.16
0.26

0.10
0.01

Coefficients Standard Error
0.00
0.02
2.24
0.62

t Stat
0.09
3.63

Significance F
13.21
0.001

P-value
0.93
0.00

Lower 95%
Upper 95%
(0.04)
0.04
0.96
3.51

10 year regression (72 months)
Regression Statistics
Multiple R
26.72%
R Square
7.14%
Adjusted R Square
5.81%
Standard Error
12.38%
Observations
72
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
70
71

0.08
1.07
1.15

Coefficients Standard Error
0.01
0.01
0.91
0.39

MS
0.08
0.02

t Stat
0.64
2.32

F
5.38

P-value
0.53
0.02

Significance F
0.02

Lower 95%
Upper 95%
(0.02)
0.04
0.13
1.70
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10 year regression (60 months)
Regression Statistics
Multiple R
35.57%
R Square
12.65%
Adjusted R Square
11.15%
Standard Error
11.50%
Observations
60
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
58
59

MS

F

0.11
0.77
0.88

0.11
0.01

Coefficients Standard Error
0.00
0.02
1.30
0.45

t Stat
0.18
2.90

Significance F
8.40
0.01

P-value
0.85
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.40
2.20

10 year regression (48 months)
Regression Statistics
Multiple R
39.43%
R Square
15.55%
Adjusted R Square
13.71%
Standard Error
10.43%
Observations
48
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
46
47

MS

F

0.09
0.50
0.59

0.09
0.01

Coefficients Standard Error
0.00
0.02
1.41
0.48

t Stat
0.02
2.91

Significance F
8.47
0.01

P-value
0.98
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.43
2.38
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10 year regression (36 months)
Regression Statistics
Multiple R
33.03%
R Square
10.91%
Adjusted R Square
8.29%
Standard Error
9.82%
Observations
36
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
34
35

MS

F

0.04
0.33
0.37

0.04
0.01

Coefficients Standard Error
0.00
0.02
1.21
0.59

t Stat
0.25
2.04

Significance F
4.16
0.05

P-value
0.81
0.05

Lower 95%
Upper 95%
(0.03)
0.04
0.00
2.41

10 year regression (24 months)
Regression Statistics
Multiple R
61.23%
R Square
37.49%
Adjusted R Square
34.65%
Standard Error
8.59%
Observations
24
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
22
23

MS

F

0.10
0.16
0.26

0.10
0.01

Coefficients Standard Error
0.00
0.02
2.24
0.62

t Stat
0.13
3.63

Significance F
13.20
0.001

P-value
0.90
0.00

Lower 95%
Upper 95%
(0.03)
0.04
0.96
3.52
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20 year regression (72 months)
Regression Statistics
Multiple R
26.68%
R Square
7.12%
Adjusted R Square
5.79%
Standard Error
12.38%
Observations
72
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
70
71

MS

F

0.08
1.07
1.15

0.08
0.02

Coefficients Standard Error
0.01
0.01
0.91
0.39

t Stat
0.68
2.32

Significance F
5.37
0.02

P-value
0.50
0.02

Lower 95%
Upper 95%
(0.02)
0.04
0.13
1.70

20 year regression (60 months)
Regression Statistics
Multiple R
35.52%
R Square
12.62%
Adjusted R Square
11.11%
Standard Error
11.50%
Observations
60
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
58
59

MS

F

0.11
0.77
0.88

0.11
0.01

Coefficients Standard Error
0.00
0.02
1.30
0.45

t Stat
0.24
2.89

Significance F
8.37
0.01

P-value
0.81
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.40
2.20
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20 year regression (48 months)
Regression Statistics
Multiple R
39.38%
R Square
15.51%
Adjusted R Square
13.67%
Standard Error
10.43%
Observations
48
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
46
47

MS

F

0.09
0.50
0.59

0.09
0.01

Coefficients Standard Error
0.00
0.02
1.41
0.48

t Stat
0.07
2.91

Significance F
8.44
0.01

P-value
0.95
0.01

Lower 95%
Upper 95%
(0.03)
0.03
0.43
2.38

20 year regression (36 moths)
Regression Statistics
Multiple R
32.97%
R Square
10.87%
Adjusted R Square
8.25%
Standard Error
9.82%
Observations
36
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
34
35

MS

F

0.04
0.33
0.37

0.04
0.01

Coefficients Standard Error
0.00
0.02
1.21
0.59

t Stat
0.28
2.04

Significance F
4.15
0.05

P-value
0.78
0.05

Lower 95%
Upper 95%
(0.03)
0.04
0.00
2.41
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20 year regression (24 months)
Regression Statistics
Multiple R
61.22%
R Square
37.48%
Adjusted R Square
34.64%
Standard Error
8.59%
Observations
24
ANOVA
df
Regression
Residual
Total

Intercept
X Variable 1

SS
1
22
23

MS

F

0.10
0.16
0.26

0.10
0.01

Coefficients Standard Error
0.00
0.02
2.24
0.62

t Stat
0.19
3.63

Significance F
13.19
0.001

P-value
0.85
0.00

Lower 95%
Upper 95%
(0.03)
0.04
0.96
3.52
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Cost of Debt and Equity Models
Cost of Debt
Amount
Cureent Portion of Long Term Debt
$
20,416,000
Long Term Debt
$
973,669,000
Total: $
994,085,000

Market Value of
Percent of Market
Size Decile Largest Company
Represented by Decile
(in millions)
1-smallest $
235.60
1%
2
$
477.50
1.3%
3
$
771.80
1.7%
4
$
1,212.30
2.2%
5
$
1,776.00
2.6%
6
$
2,509.20
3.5%
7
$
3,711.00
4.3%
8
$
6,793.90
7.4%
9
$
15,079.50
13.6%
10-largest $
314,622.60
62.3%

Rate
4%
6%

Weight
2.05%
97.95%
WACD:

WACD
0.08%
5.88%
5.96%

Average Annual
Stock Return

Beta

Size
Premium

21%
17.2%
16.5%
15.4%
15%
14.8%
13.9%
13.6%
12.9%
10.9%

1.41
1.35
1.30
1.24
1.19
1.16
1.12
1.10
1.03
0.91

6.4
2.9
2.7
1.9
1.8
1.8
1.2
1
0.8
-0.4
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Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.918
0.132
1.704
1.304
0.402
2.206
1.407
0.433
2.380
1.204
-0.001
2.409
2.237
0.960
3.514

R^2
7.19%
12.62%
15.53%
10.82%
37.50%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.916
0.131
1.702
1.304
0.403
2.205
1.406
0.434
2.378
1.204
0.002
2.407
2.232
0.958
3.506

R^2
7.18%
12.64%
15.55%
10.86%
37.49%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.914
0.129
1.698
1.305
0.404
2.205
1.405
0.434
2.377
1.209
0.007
2.412
2.237
0.961
3.513

R^2
7.15%
12.67%
15.57%
10.94%
37.52%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.913
0.128
1.698
1.304
0.403
2.205
1.406
0.434
2.378
1.209
0.005
2.413
2.239
0.961
3.517

R^2
7.14%
12.65%
15.55%
10.91%
37.49%

Months
72
60
48
36
24

Beta
Beta LB Beta UB
0.912
0.127
1.698
1.303
0.402
2.204
1.406
0.432
2.380
1.208
0.002
2.415
2.242
0.962
3.522

R^2
7.12%
12.62%
15.51%
10.87%
37.48%

1 Month Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
2 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
7 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
10 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
20 Year Regression
MRP
Rf
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%
9%
2.06%

Ke
10.32%
13.80%
14.72%
12.89%
22.19%

SP
2 Factor
1.9% 12.22%
1.9% 15.70%
1.9% 16.62%
1.9% 14.79%
1.9% 24.09%

Ke LB
5.14%
7.58%
7.86%
3.95%
12.60%

Ke UB
19.29%
23.82%
25.38%
25.64%
35.58%

Ke
10.31%
13.80%
14.71%
12.90%
22.15%

SP
2 Factor
1.9% 12.21%
1.9% 15.70%
1.9% 16.61%
1.9% 14.80%
1.9% 24.05%

Ke LB
5.14%
7.59%
7.86%
3.98%
12.58%

Ke UB
19.27%
23.81%
25.36%
25.62%
35.52%

Ke
10.28%
13.80%
14.71%
12.94%
22.19%

SP
2 Factor
1.9% 12.18%
1.9% 15.70%
1.9% 16.61%
1.9% 14.84%
1.9% 24.09%

Ke LB
5.12%
7.60%
7.87%
4.02%
12.61%

Ke UB
19.25%
23.81%
25.35%
25.66%
35.58%

Ke
10.28%
13.80%
14.71%
12.94%
22.21%

SP
2 Factor
1.9% 12.18%
1.9% 15.70%
1.9% 16.61%
1.9% 14.84%
1.9% 24.11%

Ke LB
5.11%
7.59%
7.86%
4.00%
12.60%

Ke UB
19.24%
23.80%
25.36%
25.68%
35.61%

Ke
10.27%
13.79%
14.71%
12.94%
22.24%

SP
2 Factor
1.9% 12.17%
1.9% 15.69%
1.9% 16.61%
1.9% 14.84%
1.9% 24.14%

Ke LB
5.10%
7.57%
7.85%
3.98%
12.62%

Ke UB
19.24%
23.80%
25.38%
25.69%
35.66%
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Methods of Comparables
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Intrinsic Valuation Models
Discount Dividend Model:

Free Cash Flow Model:

As Stated Residual Income Model:
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Restated Residual Income Model:

Stated Long Run Residual Income (10% ROE):

Stated Long Run Residual Income (-30% Growth):

Stated Long Run Residual Income (18.35% Cost of Equity):
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Re-Stated Long Run Residual Income (-6% ROE):

Re-Stated Long Run Residual Income (-30% Growth):

Re-Stated Long Run Residual Income (18.35% Cost of Equity):
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