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Executive Summary
Analyst Recommendation: Sell (Overvalued)

Observed share price 4/1/2016: $52.81

7

Industry Analysis
HSNi is an interactive multi-channel specialty retail company that operates in the
United States and headquartered out of St. Petersburg, Florida. It operates in two
segments, HSN and Cornerstone. Cornerstone focuses more on home decor and
furnishings products, while HSN offers a broader range of products. HSNi’s target
market is middle aged women looking for exclusive products and top brands. The top
competitors for HSNi in the specialty retail industry were determined to be Amazon,
QVC, and Evine Live. The specialty retail industry is highly competitive and companies
in the industry must focus on innovation and maximizing their gross margins.
Innovation is important because firms need to find new ways to interest buyers to make
their purchases from them. Maximizing gross margins is also important because
companies need to buy its products from the manufacturers for cheap and sell the
products to the customers for higher prices.
The specialty retail industry has shown an increase in growth the past five years.
This was concluded because the revenue growth has increased by almost 10% every
year since 2011 and making billions of dollars each year (Forrester Research). Some
companies in the industry are growing faster than others depending on what strategies
they are using. Companies like Amazon, which are strictly online, are growing faster
because the world is depending on the internet more than in the past. Firms that are
still using infomercials are lagging behind because today’s generation are not buying as
much products from them. Examples of these companies in the specialty retail industry
would be HSNi, Evine Live, and QVC. To sustain a competitive advantage and succeed
in this industry, companies need to apply differentiation and the economies of scale
strategies. If companies do not distinguish themselves from other firms in the industry
then they will not thrive. Also, since companies like Amazon attain most of the market
share in the industry, they are able to control the cost of distribution by having good
relationships with suppliers. Having a good relationship with the suppliers in the
industry drives the price the company pays for products, ultimately increasing the
company’s profits. To better understand the competition within the specialty retail
8

industry, we used Porter’s Five Forces Model to analyze the different levels of
competition. Figure 1.1 below displays a diagram of the five forces and their impact in
the specialty retail industry.

Rivalry among existing firms is high in the specialty retail industry due to many
factors. Firms must differentiate from other companies in the industry to maximize their
profits. Companies in the specialty retail industry should find new ways to attract and
maintain a high customer base. Since the industry has a low concentration, no company
has a monopoly over the whole industry creating steeper competition. Since this
industry is highly competitive, the threat of new entrants is low. Potential new
companies will not try entering this industry because they know they would not
prosper. Well-established companies already have agreements and good relationships
with suppliers, making it even harder for new companies to succeed. The bargaining
power of suppliers in the specialty retail industry is low because the experienced firms
could switch suppliers at any moment if they find a vendor that will improve their profit
9

margins, give them faster delivery, and provide higher quality products at the same or
lower price. (Tanker). In this industry, companies are constantly looking for the best
supplier, giving the companies the upper hand. The industry also has a low bargaining
power of buyers because individually, consumers would not be able to cause the prices
to go down in the industries. It would take a lot of customers joining together to make
companies reduce their prices. Since the threat of new entrants is low, the threat of
substitute products in the industry is high due to the fact that buyers are looking for the
best deal and have little brand loyalty.
Porter’s Five Forces Model proves that the specialty retail industry is very
competitive. In order to gain a competitive advantage in the industry, companies must
differentiate themselves, invest in their brand image, and customer service. All of these
strategies are the key success factors we have concluded for the specialty retail
industry.

Accounting Analysis
In order to successfully analyze a firm, accounting must be taken into effect.
Because of flexibility in accounting practices, evaluating how the accounting is done is
very important to a firm valuation. The flexibility allows for information to become
misleading, and often will not have good disclosure. Evaluating type 1 accounting
policies related to the key success factors; as well as type 2 policies that have a high
degree of flexibility, we were able to properly analyze the accounting policies and what
could potentially be distorted.
Type 1 accounting policies used for HSNi were innovation, customer loyalty, and
investment in brand image. Type 1 accounting policies are vital to a firm’s overall
reputation, and therefore must not be taken lightly in terms of disclosure. HSNi has a
positive brand image, and continues its success through all of the key success factors
being disclosed properly and no potential red flags were found in accounting distortions.
Type 2 accounting policies used for HSNi were leasing activities and goodwill.
Goodwill was found to be disclosed properly with a consistent number over several
10

years, but operating leases appeared to be distorted. This distortion was in favor of
HSNi in order to keep liabilities down. Therefore, HSNi’s operating leases were a
potential red flag in accounting distortion.
HSNi does not go against any legal actions under GAAP (Generally Accepted
Accounting Principles), and therefore are in the right to understate their operating
leases. HSNi also discloses the information in footnotes, but only state that they can not
reasonably estimate the timing of payments in the future. Because of HSNi’s moderate
to poor disclosure, we decided to restate their financials in order to have a more clear
view of the firm’s valuation.

Financial Analysis
We forecasted the income statement, balance sheet, and the cash flow
statement for 10 years. The income statement and balance sheet had a re-stated
version because when we re-stated the operating leases it affected the operating lease
and total amount accounts. We also did a consolidated version of all three financial
statements, which is the accounts stated as a percent of sales, assets, or cash flows.
We had to consider many variables in order to forecast accurately. The variables that
affect the way we forecast include past trends, benchmarks, competitors, and the
overall economy. We conclude from the influential data a realistic forecast for the key
accounts in each statement. These forecasts will determine our decision on the position
of the firm and whether it is over or undervalued.
Financial ratios were take from the last five years (2011-2015) and used to
measure the performance of HSNi and its benchmark competitors to get a better
overview on how successful it was doing in the industry. Liquidity, profitability, capital
structure ratios, Altman’s Z-Score, IGR, and SGR were all calculated to get us an overall
conclusion.
Analysis from the liquidity ratios determined that HSNi has the ability to pay off
its short term liabilities and collect on its receivable accounts with its most liquid assets.
Calculating the quick ratio for HSNi, we discovered that it uses its inventory account to
11

earn revenue, more than its benchmarks competitors. The industry average was 1.05
over 5 years, while HSNi had a lower average of .98. This amount shows how much
more HSNi uses its inventory account over its competitors.
Profitability ratios were measured for HSNi, on a as-stated and restated basis,
since operating leases were affected on the balance sheet. HSNi overall was profitable,
and able to pay for its expenses with its earnings that were being produced during the
year. Sales growth was a positive percentage every year for the company, with 1.1%
above the industry average. Further look at the restatement ratios, showed that it did
not affect the ability to pay its expenses. Using either stated or restated, HSNi could
conduct its business activities and still achieve profitability.
By calculating the capital structure ratios, we determined that HSNi is able to use
its own finances to purchase assets in the future if needed. The excess cash dividends
paid in 2015 created problems with the ratios, but still gave a steady flow of amounts
during the 2011 to 2014 years. Using Altman’s Z-Score, it determined that HSNi was not
close to bankruptcy with a 4.74 score in 2015, and anything below a 1.81 is
theoretically going to make the company go bankrupt. After analyzing the capital
structure ratios on HSNi, it was determined that it had above industry averages. This
gives HSNi an industry advantage if assets are needed in the future.
The last step in the financial analysis was calculating HSNi’s cost of capital. We
used a 20-year treasury constant maturity rate and ran five different regressions, with a
95% confidence level, to determine beta. The regressions were for 72 months, 60
months, 48 months, 36 months, and 24 months. Each regression calculated a different
beta ranging from 0.8442 to 12845. We chose the beta with the highest r-squared
because it provides the most accurate answer. The highest r-squared occurred in the 72
month regression, which showed a beta value of 1.1212. We have provided the 72
month regression analysis and a table with all the different betas below.
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Using the CAPM and this beta, we were able to find the cost of equity. The
formula for cost of equity is Ke = Rf + [β * (MRP)] + SP. After plugging in all the data,
a cost of equity of 12.97% was determined after adjusting to the size premium. This
regression shows a 95% confidence interval that the cost of equity will fall between
9.816% and 16.12%.
After finding the cost of equity, the cost of debt must be found in order to
calculate the weighted average cost of capital (WACC). HSNi did not disclose its interest
rates towards its long term debt in its 10-K, so we had to use yahoo finance to find the
13

corporate cost of debt, which was 4.749%. After finding both the cost of equity and
cost of debt, we were able to determine a before and after tax WACC. The before tax
WACC was 6.33% while our after tax WACC was 4.79%. The after tax WACC of 4.79 is
the number used to determine the return to stakeholders and debtors of HSNi.

Valuation Analysis
In order to accurately provide an evaluation of HSNi we had to restate the
financials due to their operating leases. Since the operating leases were above 20% of
the total long term debt for the past four years we decided to capitalize the operating
leases. The reason this is essential to evaluations is because it will provide a true value
and clear out distortions in the accounting approach of their financial statements. The
two financial statements affected by capitalizing operating leases are the balance sheet
and income statement. Since these statements are restated then different numbers
from the as-stated financials will be used in ratios while evaluating HSNi.
The method of comparables is a quick but inaccurate way of evaluating a
company. This method is inaccurate because it only uses the financials for one year.
Since some companies year to year financials can vary significantly, this will cause
companies to have a fairly valued ratio rather than an overstated one. This method is a
quick way investors use to evaluate a company. It provides a comparison of each
company to the industry using ratios. Using this method we found that HSNi is overall
overvalued.
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The intrinsic models are the primary tool for determining value. We use the
discounted dividends, free cash flows, residual income, and the long run residual
income model. While the residual income is the most accurate, the other models help
better understand where value comes from. All four models use a 10% sensitivity
analysis. The sensitivity analysis allows us to have a range of price to determine the
value. This makes the models more accurate. The model that we relied on the most for
our recommendation is the residual income model because it has the least amount of
problems. Each model assumes that price is dependent on some variable. The
discounted dividends assumes that price is related to the present value of future
dividends; the free cash flow assumes that the price is related to the cash flows; and
the residual income assumes that price is dependent on the market value of equity. For
HSNi, the residual income provided the most reasonable answer.
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Introduction
The information provided about HSNi gives an overview of the company as well
as conclusions to be made about the information. Background information, for example,
when and where it was founded and where it continues operations today is given.
Financial statements from the past 5 years are used to provide insight about the
company’s financial position. The financial statements specify information about HSNi’s
stocks, assets, sales, and basic monetary data.
After focusing on the basics of the corporation, more detail is provided about the
industry and HSNi’s benchmark competitors. Porter’s Five Forces Model offers a
framework for evaluating HSNi’s competitive forces strategies that it uses within its
industry of specialty retail. The strategies discussed later on have two categories that
contribute to the industry profitability; the degree of actual and potential competition
and bargaining of input and output markets. A few of the strategies that HSNi actively
takes part in is product differentiation, exclusive products, and selling platforms. These
competitive forces strategies create competitive advantage for HSNi. After looking at
the strategies HSNi uses to create competitive advantage, a conclusion on how well the
company is utilizing its resources will be made.
We will use the information and draw conclusions about HSNi that is useful for
investing purposes, gain better understanding of HSNi and its competitors, and/or
become aware of what specific kind of activities go into valuing a business. The overall
conclusion to be drawn is to gain knowledge about the value of the firm and what
factors directly create value within the business.

Overview of HSN
Brief History
HSNi, Inc. is a $4 billion dollar multi-channel specialty retailer. It opened its doors in
1981, in St Petersburg, Florida where today its principal offices still stand. HSNi did not
go public until 2008 at an opening price of $11. It works through two divisions, HSNi
16

and Cornerstone. Cornerstone is a branch within HSNi, but it deals specifically with
brand names with respect to home décor and furnishings while HSNi has a more broad
range of products. The company sells a large amount of products including home,
electronics, crafts, health & fitness, and much more. Its target market is middle aged
women.

Current Financial Status
With the growing media world, its sales through the internet are growing every
day but the majority are still through its television network. It also sell its products
through outlet stores and mobile apps. As of 2013, HSNi currently reaches
approximately 95 million homes in the United States through its television network. The
sales volume for units shipped to customers is stated in the figure 2.1 below. From
2011 to 2015, HSNi did not experience any decrease in sales volume; instead, it actually
grew by 4%.

Figure 1.1: HSNi Sales Volume
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There are many competitors in the specialty retail industry, but HSNi’s three key
competitors include Amazon, Evine Live, and QVC. Each competitor in the industry is on
a different level of production than HSNi. Looking at the figure below, we use the
market capitalization to give a better understanding on which level HSNi is on. As of
April 1st, HSNi’s stock price was $52.81 therefore, its current market capitalization was
$2.63 billion. Amazon has a market capitalization of $317.99 billion, which is over 300
billion dollars more than HSNi. In figure 2.2, the table shows the different market
capitalization amounts for HSNi, QVC, Amazon, and Evine Live. We were not able to use
Amazon on all of our measurements because it was out of the scale. We used Amazon
on only a select few measurements. QVC and Evine Live (EVLV) are the closest
competitors to HSNi and give us a good benchmark of comparison.

Figure 1.2: Specialty Retail Industry Market Capitalization

In order to help us evaluate how HSNi is doing, we look at how much resources
they are allocating to assets. Money towards assets means that the company is looking
towards the future to help make money; including acquisitions, patents, and cash.
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Figure 1.3: HSNi’s Total Asset Values

After analyzing Figure 1.3, we have concluded that the total asset values of HSNi
is steady with only a decrease in 2015. These amounts of total asset values causes us
to believe that HSNi is acquiring assets for future profits. By staying in the same range,
we conclude that HSNi is putting about the same amounts of money to future benefits.

Analyzing the Industry
HSNi is in the specialty retail industry alongside Amazon, Evine Live, and QVC.
Sales in the specialty retail industry increased by 3.5% in 2014 and by 4.1% in 2015.
This increase in sales was triggered by the growing economy which caused more
Americans to spend their money. The four competitors we analyzed in the specialty
retail industry are HSNi, Amazon, Evine Live, and QVC. HSNi and QVC have a home
shopping television network, while Amazon recently announced that it is designing a
home shopping television network as well that will “expand the way you can buy stuff
from your television screen with the Amazon Fire Stick and Amazon TV. On Amazon’s
show, shoppers will be able to buy right from their TV screens…You press a button on
the remote. The TV set records the order. That’s it” (Griffin). For the longest time,
HSNi’s direct rival was QVC because both companies started with a home shopping
television network and then grew to online sales as well. Now, Amazon will join HSNi
and QVC in the television network industry which will cause competition to increase. All
19

four companies try to have the lowest prices; however, Amazon offers a larger variety
of deals because they are the largest online retailer.

Porter’s Five Forces
Conducting an industry-level analysis is important because companies must
understand the competitive forces within a specific industry so the industry’s strategy
can be evaluated. Michael Porter developed the Five Forces Model as a framework for
businesses to evaluate the competitive forces in an industry. This model will “help
companies assess the nature of an industry’s competitiveness and develop corporate
strategies accordingly” (Martin). Porter’s Five Forces include 1) rivalry among existing
firms, 2) threat of new entrants, 3) threat of substitutes, 4) bargaining power of buyers,
and 5) bargaining power of suppliers. Below, all five forces will be examined in detail
and how each applies to the specialty retail industry.
We concluded, as analysts, each of Porter’s five forces as either high or low in
Figure 2.1 below.
Figure 2.1: Porter’s 5 Forces Model
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Rivalry Among Existing Firms
Rivalry among existing firms is the competition between the companies in a
specific industry, in this case the specialty retail industry. The rivalry among the
companies in the specialty retail industry is high. There are over a hundred companies
in the specialty retail industry, which causes firms to be in a “direct competition for
consumers with traditional and online retailers” (Martin). Shoppers want to find the best
quality products with the lowest price. Customers have the opportunity to search
through different websites and TV infomercials to find the best value for their desire
product or products. Having this ability is what creates the rivalry among firms because
companies need to make sure they are the ones offering the best prices and value to
their customers.
To better understand the rivalry among the existing firms in the specialty retail
industry, we will analyze the industry growth rate, concentration, switching costs,
differentiation, and fixed cost.

Industry Growth Rate
Since the specialty retail industry has a high rivalry among existing firms, the industry
growth rate is small. It is difficult for rival companies to grow in an industry that has
competitive prices and an unstable market. The specialty retail industry’s growth is
sensitive to different factors that can have a consequence on customer spending;
including the economy and what the customer’s perspective is on future economic
conditions. When the economy is decreasing, customer’s spending decreases impacting
the industry’s growth. Companies may not be able to show profits once consumer
spending decreases. Figure 2.2 shows the average year to year growth of the specialty
retail industry.
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Figure 2.2: Year to Year Growth of Specialty Retail Industry

The specialty retail industry is growing by small percentages as shown in the
figure above. Every year since 2012, the industry has seen a revenue growth of 14% or
less every year. The amount of revenue growth has increased from $231 billion in 2012
and is expected to grow to $370 billion in 2017. Therefore, the specialty retail industry
is multibillion dollar industry. Even though the industry is profitable and growing, it is
not one of the biggest industries in the world because it is growing by small amounts.
In figure 2.3, the top nineteen industries in 2015 are shown.

(space left intentionally)

22

Figure 2.3: The Most Profitable Industries in 2015

The health technology industry was the most profitable industry in 2015 with a
net margin of about 20%; while the non-energy minerals industry was the less
profitable industry with only a 1.5% net margin. The specialty retail industry is part of
the retail trade industry in the figure above. Unfortunately for the retail trade industry,
it was among the bottom 5 industries of 2015. This can be because the retail industry
can not compete with industries such as the healthcare industry, for example, because
the healthcare industry is “designed to rapidly drain money out” of people when they
are the most vulnerable. (Chen). Buying clothes, jewelry, and electronics, which is what
the retail industry offers, is not as important as paying for hospital bills.

Concentration
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Concentration is defined by how much competition there is in an industry. A high
concentration means that a company has a complete monopoly, or power, over the
industry and the company does not have any potential entrants. The company is able to
adjust prices however it likes because there are no other companies currently doing the
same thing. Low concentration, on the other hand, would mean that there are many
different rivals in the industry with no power over one another.
We analyzed the specialty retail industry and determined that there was low
concentration. This conclusion came from looking at the industry market capitalization,
which is $1.09 billion. Two out of the four competitors we analyzed, including HSNi,
have a market capitalization over the industry average, of about $7.6 billion. We use
the market capitalization because it shows which companies have the most money in
the industry. If a few companies have more money than the industry average, then the
industry has a low concentration. It is considered a low concentration because no
company has a monopoly over the industry.

Switching Costs
Switching costs are the financial effects that a company would face by leaving
one industry and entering into another. When switching costs are high, companies
leaving the industry would experience a lost and have a difficult time adjusting to the
new industry. When the switching costs are low, it would be easy for companies to
transition from one industry to another and potentially being profitable.
After analyzing the industry, we concluded that the specialty retail industry has
low switching cost. It would be easy for companies in this industry to sell off the
products they have in inventory to other companies in the same industry and invest the
money they gain into the new industry they are entering. Companies could also use
their online database when they enter the new industry because it is already up and
running so they would only have to make minor changes. These changes should not
cost the companies much money because they are not starting all over. Some firms in
this industry also own television channels and they could convert these channels from
24

infomercial channels to regulator programming channels. This change would not be
costly either so companies would not be losing any money. Companies could also sell
their television channel and invest that money into the new industry.

Differentiation
Businesses in the same industry must differentiate themselves from competitors.
Differentiation “strategy involves providing a product or service that is distinct in some
important respect valued by the customer” (Palepu and Healy). In order for
differentiation to be successful, firms must “identify one or more attributes of a product
or service that customers value...position itself to meet the chosen customer need in a
unique manner... [and] achieve differentiation at a cost that is lower than the price the
customer is willing to pay for the differentiated product or service” (Palepu and Healy).
Industries follow different strategies in order to differentiate themselves. The
specialty retail industry is only one sector in the market but it sells such a variety of
products that it competes for customers in many other types of industries. In the
specialty retail industry, companies need to provide the best customer service, innovate
ways to buy their products, and a large variety of items so they can compete with other
industries. The specialty retail industry won’t survive unless they get “aggressive and
smart” (Gasca). Customers are able to buy things from anywhere now, so the specialty
retail industry needs to “compete on experience instead of price” so it can keep a good
customer base (Gasca). Each company within the specialty retail industry provides
different techniques to succeed in such a competitive market. Some ways that the
specialty retail industry companies try to differentiate themselves is by providing “ecommerce services...website development, advertising, fulfillment, customer service,
and payment processing” (Amazon’s 10-K). Providing these competitive factors, helps
the specialty retail industry prosper because not every industry in the market provides
these components.

Fixed Cost and Variable Cost
25

The specialty retail industry uses fixed cost but varies with variable cost because
it sells wholesale items and does not create its own merchandise. We will not be
calculating variable cost for specialty retail industry due to the resales of retail products.
This means after the operating income is calculated, that amount is used to pay for the
fixed costs expenses. We used the industry operating margin to get a measurement of
how much profit the industry has left over after cost of goods sold are deducted from
revenue. The higher the margin the better off a company has at paying off its fixed
cost. The operating margin for specialty retail industry is 5.79%, which is about .058
cents for every dollar of sales. Companies will have to manage its fixed cost in the
industry to keep its net income high on the income statement.

Threat of New Entrants
Threat of new entrants is when companies in an industry are worried about new
companies entering their industry and potentially decreasing their profits. In the
specialty retail industry, the threat of new entrants is low because the existing
companies are already well-established, making it “nearly impossible” (Sun) for
potential new companies to convince customers to shop from their companies. Wellestablished companies in this industry already have “strong supplier base relationships
that cannot be replicated”; therefore, possible new entrants will not be able to sustain
in such a competitive industry. Suppliers want to have relationships with companies that
are profitable and will secure their future economic standing.
There are factors that help distinguish the different types of threats which
include economies of scale, first mover advantage, and legal barriers. These factors
give an idea on the strengths and weaknesses of the industry and new entries.

Economies of scale
Economies of scale are the cost advantages that a company has within its
industry. The company advantages are due to its operation size, output, and scale. A
basic example for a large size company would be producing finished goods with the
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fixed cost expense spread out over a large amount of units. The reason this is a cost
advantage is because spreading the fixed cost over a larger rather than smaller amount
of units makes the fixed cost per unit decrease.
By knowing the scale of economics in the industry, companies have an
advantage over its new competitors with price. New entering companies can overcome
not being able to perform the fixed cost advantage as well by investing in different
aspects of the industry like brand advertising. This could slowly bring a new company
up to speed with the current competitors but it is still going to have a cost
disadvantage.
The specialty retail industry was made up of over 100 companies in 2015.
(biz.yahoo) Entering into this industry would be difficult for a new business to compete
with the industry leaders. Amazon, for example, has an advantage coming into this
industry because it is already a successful online business that has expanded into the
television aspect of the industry. Amazon will be able to buy a large quantity of
products and distribute the fixed costs over many units. A company trying to enter into
this industry on the large scale would have a cost disadvantage from the start.

First Mover Advantage
First mover advantage is defined as being the first to enter into a specific line of
industry. Being the first adds benefits over new competition like setting industry
standards on prices and forming agreements with suppliers for cheap materials.
Companies have had years to filter out the bad business tactics, which gives them a
cost advantage over new companies.
The specialty retail industry uses television to sell its merchandise to customers
as stated before. The companies were created before expanding to the television
network to sell products. It wasn’t until 1981 that it was broadcast on television to the
local town of St. Petersburg, Florida. By 1985, it was broadcast on the national
television network. Since the industry has been around for more than 30 years, its
audience has expanded to just under 300 million U.S. homes as stated in figure 3.4
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below. Being the first in industry has its advantages with the audience that has been
acquired over the years.
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Figure 2.4: U.S Households Reached via Cable

Legal Barriers
Legal barriers to entry are regulations that can stop or slow down a new
potential company from entering into an industry. Legal barriers commonly consist of
patents, copyrights, and licensing. A licensing industry can have fees or even regulate
the number of companies in that particular industry. This is an advantage for the
existing companies because it can put a new entrant out of business before even
launching.
The specialty retail industry has restrictions including, “restrictions on sales or
distribution of certain products or services... and varying rules, regulations, and
practices regarding the physical and digital distribution of media products and
enforcement of intellectual property rights” (Amazon 10-K). Having these restrictions
make it hard for new potential companies to enter the specialty retail industry. Other
industries do not have such legal barriers, making it easier for companies to enter their
industry.

Threat of Substitute Products
In Porter’s model, a substitute product is “one that may offer the same or similar
benefits to a company as a product from another industry” (Martin). Therefore, a threat
of substitutes “exists when a product’s demand is affected by the price change of a
substitute product [and] a product’s price elasticity is affected by substitute products”
(Porter).
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Having low threat of substitute products means that there will be “less
competition among the existing firms [in the industry] and there will be more potential
to earn higher profits” (Martin). While an industry with high threat of substitute
products “makes an industry less attractive and decreases profit potential for the firms
in the industry” (Martin). The specialty retail industry has a high threat of substitution
and that is why threat of new entrants is low; this industry is not a desirable industry to
join. Customers can easily go to a local retail store and buy a product instead of
ordering it over the phone or online, creating more substitution. The product might
even be cheaper at a local retail store because the customer shopped around and found
a good deal. Having available substitute products affects the “profitability of [the
specialty retail] industry because consumers can choose to purchase the substitute
instead of the industry’s product” (Martin). Therefore, threat of substitute products is
significant in the specialty retail industry.
There are also some conditions that might increase the risk of substitutes. These
conditions are switching costs, product price, substitute availability, product quality, and
product performance.

Bargaining Power of Buyers
Buyers have a bargaining power because they “increase competition within an
industry by forcing down prices, bargaining for improved quality or more services, and
playing competitor against each other” (Porter). When there is a lot of consumers able
to buy products but there is not a lot of firms in an industry offering these products,
then buyers do not have bargaining power. On the other hand, when there is not many
buyers but many companies, then the consumers do have bargaining power. High
bargaining power of buyers is when buyers are “able to gather together and amount for
a large percentage of the producer’s sales revenue or when there is a number of
suppliers providing the same type of product” (Martin). One technique for buyers to
affect an industry is by gathering together and demanding better quality products at
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lower prices. This pressures the companies in the specialty retail industry to offer great
valued products.
In the specialty retail industry, buyers have a low bargaining power because it is
difficult to “bargain with [the industry] for a better price” (Martin). Customers in the
specialty retail industry individually do not have much say in product prices; and
therefore, will not be able to drive prices down. If buyers got together and demanded
“high-quality products at bargain prices” (Martin), then the industry might consider
reducing prices to satisfy its customers. The specialty retail industry is committed to
“providing customers with an evolving variety of quality products and from brands that
resonate with its customers” (HSNi

10-K); building a great customer and company

relationship.

Bargaining Power of Suppliers
Suppliers also have a bargaining power because they can “increase competition
within an industry by threatening to raise prices or reduce the quality of goods and
services. As a result, they reduce profitability in an industry where companies cannot
recover cost increases in their own prices” (Porter). Companies will try to have a good
relationship with their suppliers so they know they are getting good deals and they do
not have to worry about the quality of goods not being up to their standards.
Suppliers in the specialty retail industry do not have much power because
companies can just get their materials from other suppliers. Experienced retailers
“never stop looking for new suppliers [because] they know that the next vendor
connection they make might mean better profit margins, quicker delivery, or higher
quality for the same price” (Tanker). This industry’s main focus is to generate more
money by reducing its gross margin, which is the difference between the revenue and
the cost of goods sold. Since the specialty retail industry is constantly selling, it needs
to “find suppliers who can deliver the product [they] need, when [they] need it, at the
right price” (Tanker). By having reliable suppliers, the industry is able to have enough
inventory to keep up with the growing demand.
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Conclusion
As analysts, we would not recommend new companies to enter into the specialty
retail industry because they would have a difficult time competing with the wellestablished companies. The specialty retail industry has high competition because of
the innovation and rapid growth in the industry. Having competition creates tension
between firms in the industry because it causes prices to fluctuate. Since there is
tension and competition in the industry, there is not a threat of new entrants because
new potential companies would be intimidated. Intimidation along with barriers of entry
causes restrictions and therefore, companies are not willing to gamble with entering the
specialty retail industry and not succeeding. Another reason that companies choose to
not enter the specialty retail industry is because there is a high substitution of the
products. Many industries sell the specialized products the specialty retail industry
offers, so customers have more options when they are buying stuff. Consumers do not
have bargaining power in the industry though when it comes to price. It is hard for one
customer to convince the companies in the industry to reduce their price; it would take
more than one person. This type of relationship is also true between the industry and
suppliers. The specialty retail industry is always looking for the suppliers that will give
the companies the best value products for their money.

Analysis of Key Success Factors
What we concluded from the five forces model is that companies in the specialty
retail industry must differentiate themselves in order to have an advantage in the
industry. The industry “strategy is to create immersive experiences, offer differentiated
products and leverage technology to build seamless relationships with its customers
across all of its platforms” (HSNi 10-K). The specialty retail industry is doing this by
differentiation, investing in brand image, and customer service.

Differentiation
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Differentiation is the act of a firm establishing its product or service to be unique
in order to make themselves different from other firms in the same industry. The
specialty retail industry is very competitive, and therefore must compete on both price
and the quality of the products in order to have a competitive advantage. Firms in the
industry must have a specific business plan in order to effectively differentiate
themselves from other companies, whether that be product quality, product variety, or
focus on a specific cost leadership strategy in order to profit as much revenue as
possible. Competing on price is the focus of specialty retailers and therefore it does not
have a strong focus on product quality.

Investment in Brand image
The Specialty retail industry relies on brand image. Brand images create sales in
the industry. In retailing industries a brand image relates to target customers. An
example of target customers are people who shop at Walmart for watches, they are not
looking for an expensive brands such a Rolex, who specialize in watches. Investing in
brand image controls what customer’s different companies intend to target. Companies
use this strategy in the industry to try to take customers away from other companies. If
a company chooses to focus more on selling products to women they cause other
companies to lose sales that relate to women. The retail industries use certain
environments to welcome certain types of customers.
Customer Service
In the specialty retail industry, customer service is a key success factor that
separates the companies from being able to keeping the customer for a second
purchase. Depending on the scale of the specific company, at least 1,000 plus
employees work for them in different aspect of the business (yahoo.finance). Most of
these employees answer phone calls on a daily basis, for customer purchases and
questions. In the industry, a major benefit factor is having a phone line to call for the
customers, giving them knowledgeable employees that will help to solve their customer
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needs. By having this success factor in the industry will determine if a company can
maintain customer loyalty over the life of the business.

The Industry
The industry of specialty retail is always changing with the economy. The
companies within this industry have to appeal to customers and make them want to
buy products even when the economy starts doing badly. Retailers are generally
“particularly sensitive to adverse economic and business conditions, in particular to the
extent they result in a loss of consumer confidence, rising unemployment, increased
taxes and decreases in consumer spending, particularly discretionary spending.” (HSNi
10-K) In this industry it has become apparent that when the economy slows then sales
will drop. If sales start dropping, the industry would be impacted negatively because
people will start spending less and if they do spend, it will be on the cheapest brands
provided by other industries. Figure 3.1 portrays the industry revenue growth.

Figure 3.1: Industry Revenue Growth
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Throughout the past five years, the industry revenue growth average was about
10% as shown above. It reached a high of 18% in June 2011 and a low of 0.445% in
March 2015. The Great Recession “lasted from December 2007 to June 2009... resulting
[in a] loss of wealth [that] led to sharp cutbacks in consumer spending” (State of
Working America). As we stated before, when consumer spending decreases the
specialty retail industry declines in revenue. After the Great Recession, it took over a
year for customers to recover and start spending again; causing the industry average to
peak in June 2011. The industry average has since steadily decrease because
companies such as HSNi, QVC, and Evine Live are outliers causing the overall industry
average to be lower. Firms that are not providing online shopping for customers are
lagging behind because the industry is moving more towards online sales. Companies
that are more online based, like Amazon, have been able to stay above the industry
average because more people are “mining their phones and the web for deals”
(Malcolm).
In the industry with internet competition growing, it takes innovation and
differentiation to be successful in this industry. The innovation in online shopping makes
it so that it consumes less time and provides less hassle for customers. This is taking
place across the industry, “We are focused on diversifying our merchandise assortment
both among our existing product categories as well as with potentially new product
categories in an effort to increase revenues and to grow our new and active customer
base.”(Evine Live 10-K) In the industry most of the companies are making themselves
different by selling distinct products. The only main difference is the way they use
technology to sell the products. Amazon is the leader of the innovations used to appeal
to customers. Disclosure: Amazon is mainly an online retailer, so it doesn’t have to
worry about networks and thus leads the industry in electronic sales.

Conclusion
To compete in the specialty retail industry, companies are going to have to
innovate and differentiate to stand out to the customers. Since there are many
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competitors, both online and through television networks, selling to the customer has to
have some advantage over the next competitor. By looking at the information in the
graph above, revenue growth in the industry has leveled out over the years in the
industry. We as analysis came to the conclusion that customers are spreading out over
the entire industry due to more innovation and differentiation. This industry could be a
difficult one to enter into if the right plan is not established.

Competitive Advantage in HSNi
The firm we are evaluating within the specialty retail industry is HSNi. A quick
look at HSNi and we find that it is not one of the top competitors in the industry but it
does show some types of competitive advantages we have discussed.

Differentiation
HSNi recently partnered with Tory Johnson who is the “host of the morning
show’s popular ‘Deals & Steals’ segment. HSNi is collaborating with Johnson to bring
exclusive deals and new brands to HSNi every month” (Andiroglu). HSNi is trying to
differentiate itself from all its competitors and by having this collaboration hopefully
more people will make purchases from HSN. Companies such as HSNi differentiates
itself from other firms by having exclusive products. By offering exclusive products, the
company is able to choose prices and negotiate with the suppliers on the price it can
sell each product. HSNi “wants to make sure that other retailers don’t carry its products.
More than 70% of the items the company sells are exclusive.” (Business Insider) Other
firms in the industry, such as QVC, differentiate themselves by offering products to a
specific target market and build customer loyalty in order to retain the customers.

Investment in brand image
HSNi is investing resources to brand and develop itself to appeal to customers.
HSNi also tries to make the customer more involved in the shopping that the company
provides.
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HSN.com provides users with an online program guide,
value-added video of product demonstrations, live streaming
video of the HSN television network, customer-generated
product reviews and additional information about HSN show
hosts and guest personalities. HSN.com offers customers a
content-rich experience that houses more than 50,000
product and how-to videos (HSNi 10-K)
In making the network and online shopping more compatible to the wants of
consumers, the experience is enjoyable and different. This will cause customers to go
for and continue to shop at HSNi. HSNi wants to sell a “broad assortment of
differentiated products in a compelling, informative and entertaining format that will
inspire them to regularly engage and shop with us.”(HSNi 10-K) HSNi wants to set itself
apart in the industry and make it an engaging shopping experience. This is an ongoing
marketing campaign therefore HSNi will keep making changes to its shopping
experience to get the customers to keep coming to its products.

Advancements in Technology
Advancements in technology is important in a changing environment like the
special retail industry. New innovations by larger companies make the inferior
companies, such as HSNi, build on its own technologies to keep up in the industry.
Many of our current and potential competitors are larger,
have greater resources, longer histories, more customers
and greater brand recognition than we do. They may secure
better terms from vendors, adopt more aggressive pricing,
offer free or subsidized shipping and devote more resources
to technology, fulfillment and marketing. (HSNi 10-K)
HSNi has many competitors in the specialty retail industry. The barriers of entry
into the industry has little regulations, most specialty retailers are larger than HSNi. It
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hasn’t changed much in the Television part of the business but it has changed in mobile
and online retailing. As technology switches into more online, specialty retailers follow
in the trend. HSNi is following the consumer's wants when it comes to shopping. By
devoting more resources to technology, HSNi is making a step towards advancing itself
to make technology to compete with the top companies in the industry.

Risks
In the Specialty retail industry there are a few companies that still use television
broadcasting. Since there is only a few companies targeting this section of the industry,
sales are slowing and broadcasting on networks becomes less cost efficient. HSNi is
having trouble with the month to month contracts put in place for broadcasting. If this
continues, it looks like the company would take a hit on the broadcasting market.
Effectively competing for television viewers is dependent, in
substantial part, on the ability of HSN to secure placement
of

the

HSN

television

networks

within

a

suitable

programming tier…. We currently provide service to
approximately 50% of our total subscribers pursuant to
month-to-month contracts or contracts that have expired
(HSNi 10-K)
HSNi has the opportunity to sell some of the broadcasting times to other
companies or shows that can help the viewing. This means that switching costs for
HSNi is low. They have the ability to utilize the network in different ways instead of just
selling products. The Television retail market is not very high and seems to becoming
less and less appealing to the market. “The cessation of carriage of the HSNi television
networks by a major pay television operator or a significant number of smaller pay
television operators for a prolonged period of time could adversely affect our business,
financial condition and results of operations.” (HSNi 10-K) The loss of the television
network on air will cause the company to lose business and money. If it cannot keep
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contracts going it can always sell those times to other markets to not take a total loss
on the assets HSNi owns.

Conclusion
HSNi and the specialty retail industry has grown in the past several years, largely
due to internet sales. HSNi was the first company to join the specialty retail industry in
1981, and have enjoyed success since that time. HSNi was able to enjoy its first mover
advantage in the television sales. HSNi also has had success in differentiating itself from
other specialty retail industries by offering exclusive products to its customers. HSNi is
currently making progress in the industry but with stock markets going down and
customers spending less, HSNi does not look like it can continue to will do well in the
long-term. If HSNi continues to do month to month contracts, some of them may not
hold up and HSNi will lose sales. HSNi’s “success is dependent upon the continued
ability of HSNi to transmit the HSNi television networks to broadcast and pay television
operators from its satellite uplink facilities…” (HSNi 10-K) If HSNi loses its television
networks then it will impact them negatively since they are dependent on the networks
for sales. The fact that television sales and also other risk factors in the long-term seem
to have a negative impact on HSNi’s market value, we have come to the conclusion that
these risk factors will occur sometime in the future.

Introduction to Accounting Analysis
One of the goals of performing an accounting analysis is to evaluate how well
the key success factors are being managed by the company. By performing an
accounting analysis it gives us insight to the cost behavior of the firm. The accounting
policies play a vital role in valuing a company because there is potential for the
company to change the observable value of the firm. The degree of potential
accounting flexibility is the ability for managers of the companies in the industry to be
able to choose what accounting policies they want to use for their financial statements
regarding estimations. This flexibility allows companies to disclose or move around
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accounts in different ways on their statements based off of the accounting policy that
they chose. The evaluation of the actual accounting strategy is based on the flexibility
of the company. “A firm’s reporting strategy, i.e., the manner in which managers use
their accounting discretion, has an important influence on the firm’s financial
statements” (Palepu, 1-8). The evaluation will show whether HSNi is a high or low
disclosure, and either conservative or aggressive with its data. The quality of disclosure
is based upon whether or not the company provides sufficient useful information that
answers our questions from the financial information given on the 10-K and other
financial statements. Potential “red flags” will be identified; for example, if there is
information that seems misleading to stockholders and potential investors. If we decide
that there is misstated information in the financial statements, the statements will be
restated based on our analysis. The overall goal of doing this accounting analysis is to
evaluate the degree to which HSNi’s accounting shows its fundamental business
economics.

Key Accounting Policies
Financial statements can be misleading. A better way to understand what is
really going on is to analyze the key accounting policies. The key accounting policies are
the “specific policies and procedures used by a company to prepare its financial
statements”

(Investopedia).

The

accounting

policies

include

any

“methods,

measurement systems and procedures for presenting disclosures” (Investopedia). The
key policies and estimates used to measure risks and critical factors for success will be
identified below. The accounting policies regard disclosure related to the activities that
drive corporation value, which we discussed earlier. Each activity will be divided into
either type 1 or type 2 key accounting policies.

Type 1
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The accounting policies that fall under type 1 are the accounts directly related to
the key success factors mentioned earlier in this report. The Type 1 Accounting Policies
not only apply to HSNi, but also the whole industry of specialty retail. The key success
factors that HSNi uses are innovation, investment in brand image, and customer loyalty.
These success factors add value to HSNi and the other companies in the specialty retail
industry to make them thrive in such a competitive industry. We will discuss each of
these Type 1 Key Accounting Policies in the sections below.

Investment in Brand Image
Brand image is an important factor in specialty retail because it can make or
break customer loyalty. A brand image is a company’s reputation, whether good or bad,
that is established through time. It is important that HSNi promotes their products
through advertisement in order to establish a customer base, and maintain a good
brand image through superior customer service. HSNi has an established TV channel
that runs 24 hours a day, seven days a week. The TV channel had reached 93.7 million
homes as of December 31, 2015 (HSNi 10-k) which is over 82% of all the homes in the
United States with a television set. The television program is able to market their
product variety and promote what the company has to offer its customers. The benefit
of this never ending television program is that HSNi is promoting their product
constantly, and are able to establish a loyal customer base due to the satisfaction of the
products offered. Also, because “no single vendor accounted for more than 10% of
HSNi’s consolidated sales in 2015, 2014, and 2013” (HSNi 10-k), that means that the
products offered are to a variety of consumers, in which helps promote brand image of
product variety. HSNi also has a website in which online purchases can be made, as
well as iphone apps. Some consumers believe is an easier alternative than ordering
products off the television channel. HSNi’s attention to the customer in order to make
the easiest possible alternative greatly increases customer loyalty and the brand image
that people think of HSNi. HSNi also offers a rewards program to its loyal customers by
offering eligible customers a credit card. This card offers special discounts and rewards
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to these customers, which in turn makes them purchase products in more mass
quantity, overall generating more sales. HSNi’s promotion of products and focus on
customer loyalty allows them to attract new customers and have them continue to
purchase their products.

Innovation
Developing new products or ideas is the definition of innovation. Innovation is
important with any company and especially ones in the specialty retail industry. With
this industry, it is nearly impossible to survive as a company without constantly
innovating. For example, if a company is a specialty retailer for home goods, such as
Cornerstone, it will have to keep up with current trends. The same theory holds for the
other industry product mixes. HSNi must maintain a high degree of differentiation
amongst other companies, as that is what they use as a competitive advantage in order
to create profit. The best way to differentiate products from one another is the use of
innovation. QVC, one of HSNi’s main rivals in the industry, primarily sells fashion and
beauty products. HSNi is able to differentiate themselves by not being as focused in the
market with fashion, but instead with new products that other specialty retailers do not
offer. Innovation is a key success factor in HSNi’s differentiation. HSNi has a consistent
sales growth year to year. They were able to succeed by such innovations as
customizing online experience, offering exclusive products, and changing the digital
experience. This allows the customers’ online experience, as well as products received
to be differentiated from other competitors such as QVC.

Customer Loyalty
Customer loyalty is important to companies because customers are more likely to
make future purchases from a specific company. Loyal customers will also tell their
friends and family how amazing their experience was, and therefore attract more
customers to the business. Companies, such as HSNi and Amazon, want customers to
keep making purchases from them so they came out with their own credit cards,
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according to their 10Ks. These credit cards make it easier for customers to make the
purchases they desire, even if they do not have the money right away. Besides its credit
card, HSNi also provides customers with FlexPay. As advertised on the HSNi website,
FlexPay is a “free and easy way to divide your purchase into low monthly payments
with your debit or credit card. Get it home now. Pay if off later” (HSNi). By offering
FlexPay to its customers, HSNi is expanding its customer base because more people will
be willing to buy things they cannot necessarily afford at the moment if they can pay
for them later.
HSNi’s “credit card program offers eligible customers a private label credit card.
All cardholders receive certain rewards and benefits which are designed to recognize
and promote client loyalty.” (HSNi’s 10-K). According to HSNi’s website, using HSNi’s
credit card can have many benefits like ExtraFlex, VIP Easy Returns, and VIP financing.
ExtraFlex are points that can be accumulated by using the HSNi credit card on beauty,
jewelry, and fashion products. The VIP Easy Returns gives the customers a $5 gift card
when they use the Easy Return label. Customers are allowed to return items and get
the $5 gift card up to six times a year. VIP financing allows customers to buy things and
make minimum monthly payments to eventually pay off their balance. The Amazon.com
Rewards Visa Card offers many benefits as well, which can be found on Amazon’s
website. One of these benefits include Amazon giving customers a $50 Amazon gift
card after being approved for the credit card. It also earns 3% back on Amazon
purchases, 2% back at gas stations, restaurants, and drugstores, and 1% back on other
purchases. The Amazon credit card also has no annual fee.
HSNi and Amazon offer credit cards that give many benefits to their customers in
order to make it easier for the customers to make purchases. Both companies want to
“promote client loyalty” by offering these credit cards (HSNi’s 10-K). HSNi stated in its
10-K that by offering its credit card to customers, it is “fostering greater customer
loyalty and driving more sales…[and also save on] interchange fees that it would incur if
its customers used third-party cards”. So HSNi is actually saving money by offering its
credit card to its customers. In Figure 4.1, the percentage of purchases made on the
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sales account with the HSNi credit card are shown for the years 2012 to 2015. Every
year since 2012, the percentage of purchases made with the HSNi credit card has
increased, which is good for the customer and HSNi. Customers get all the benefits
from using the credit card and HSNi does not have to pay any interchange fees.
Figure 4.1: Credit Cards Purchases that Effect HSNi’s Sales

The benefits to credit cards are not only for the customer but also an increase in
revenue to the companies offering the credit cards. Using credit cards allows an
“agreement adding “swipe fees” every time a retailer accepted a credit card. Since the
swipe fees are usually between 1.5-3% of a transaction” (Daily Finance). The swipe
fees cause extra revenue to the companies that the customer purchased the credit
cards from.
Competitors in the specialty retail industry are also offering other incentives to
create higher customer loyalty. Amazon, for example, offers Amazon Prime which is
valuable to its customers. Amazon Prime provides customers with many advantages
which can be found on Amazon’s website. Some of these advantages are fast 2-day
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free shipping, exclusive access to movies and TV shows, ad-free music, unlimited photo
storage, and Kindle books (Amazon.com). The Amazon Prime membership includes over
800,000 free ebooks. Another advantage of Amazon Prime, according to its website, is
that it gets customers 30-minute early access to Lightning Deals on Amazon, and shop
new events on MyHabit.com 30 minutes before other customers can access these
designer deals. Offering these benefits to its customers is not free for Amazon, but they
still offer them so it can create higher customer satisfaction and loyalty. For example, in
order for Amazon to “obtain video and music content [and make it] available to Prime
members [they must go] through licensing agreements that have a wide range of
licensing provisions and generally have terms from one to five years with fixed payment
schedules” (Amazon’s 10-K). Amazon has to pay for the rights to stream the videos and
music it offers to its customers.
Having customer loyalty in the industry is a key factor that could gain a higher
customer base. By having rewards or credit sales will give the customer more options to
pay and potentially sell more products. In the industry some companies have used a
third party source to distribute the credit sales so it does not acquire all the credit cost
associated. If a company want to compete in this industry, it is going to have to have
some kind of customer loyalty benefits like the leading competitors.

Type 2
Type 2 accounting policies are the significant items on the income statement and
balance sheet that managers have a high degree of flexibility or influence on. Managers
can potentially distort information and affect stockholders and potential investors’ view
of the balance sheet and income statement. By distorting information, managers will be
providing misleading results, which will lead to an overstatement or understatement of
the company’s financial position. The accounts for Type 2 accounting policies include
but are not limited to goodwill, leasing activities, and pensions. With regard to HSNi,
the accounts that will be discussed are goodwill and leasing activities.
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Goodwill
Goodwill is an intangible asset account on the balance sheet. When a company
buys another company above its fair market value it goes into the goodwill account.
The company that is paying more considers this to be a competitive advantage. The
difference in the fair market value and what the buying company pays is called a
premium and this is the balance in the account. There are many areas where this
account can be manipulated. One issue is that a company with a goodwill account will
keep it on its balance sheet longer than the competitive advantage is useful for. The
company does this by failing to properly disclose the impairments on the asset over
time. By not impairing the assets correctly, it overstates the assets. The current value of
goodwill on HSNi’s 2015 balance sheet is $9,858,000. This number has been stable over
the past 4 years.

Leasing Activities
A lease is “an arrangement where the lessor agrees to allow the lessee to use an
asset for a stated period of time in exchange for one or more payments” (Accounting
Tools). In other words, a lease is an agreement of payments which would classify it as
a liability. Companies can distort liabilities and classify the leases as operating instead of
capital leases. Classifying leases as operating leases does not account for the long-term
debt of the liabilities section, causing liabilities to be misinterpreted. We have come to
the conclusion that HSNi distorted its liabilities, because if HSNi capitalizes its operating
leases, it would increase the non-current liabilities by at least 20%. HSNi is the only
company, in the competitors we identified of special retailers, to not state capital leases
in the 10-K. We analyzed the 10-K’s for at least five years back and found that their
operating leases to long term debt ratios are usually in the 40% range.
HSNi overstating its net income gives a false estimate and makes HSNi look like
it's doing better than it actually is. QVC still has more net income but the most net
income lies with Amazon. QVC, Amazon, and Evine Live all state their operating leases
within 20% of their Long term liabilities. The industry in television sales need capital
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leases for broadcasting purposes. Amazon is the only company, in the competitors we
identified, that does not use the television to sell products, but they are soon going to
be getting into that part of the industry.
In capitalizing the operating leases, we show that the expenses recorded should
have been higher; therefore HSNi overstates its net income while understating its
liability. We have concluded that HSNi does overstate its operating leases and therefore
causes a distortion in their accounting policies. Later in the evaluation we will provide
the figures we have found and clear the distortion.

Conclusion
By understanding the Type 1 and Type 2 accounting policies, it should provide a
better understanding of the financial statements. The type 1 policies for HSNi includes
investment in brand image, innovation, and customer loyalty. These policies are directly
related to the key success factors, these specific policies are the ones that the company
actively participates in that adds value to the firm. The type 2 policies includes leasing
activities and goodwill. The type 2 policies are the accounts that can be potentially
distorted, based on the flexibility the manager is given. These policies are the ones that
we are more concerned with because we want to know how the manager can affect our
view. If we understand how these accounts can be distorted, we can fix it and have a
more clear view of what is going on in the business. In the next section, we will look
further into more detail on the degree of flexibility in these two accounts.

Assess Degree of Potential Accounting Flexibility
Flexibility describes the manager’s ability to use accounting policies and
estimates in different ways given the rules and conventions. Some managers provide
true results, and others see this as an opportunity to manipulate numbers. The degree
of flexibility determines how informative the data will be. The larger amount of flexibility
that the manager has, the more informative the accounting data is about the company
and vice versa. Basically, “corporate managers can choose accounting and disclosure
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policies that make it more or less difficult for external users of financial reports to
understand the true economic picture of their businesses” (Palepu, 1-8).
In the industry of specialty retail, companies have flexibility in many accounts.
The accounts that provide this flexibility for this specific industry include Operating
Leases, Goodwill, Pensions, and other intangibles. Specifically referring to HSNi, the
accounts of Operating Leases and Goodwill play the largest role in providing flexibility
for the managers. Accounts such as Pensions will not be discussed because HSNi does
not offer it. Therefore, Operating Leases and Goodwill will be the accounts analyzed
into detail. Another area of flexibility for HSNi is with contracts. According to HSNi’s
2014 10-k, its contract with television operators are on a month-to-month basis. This
gives HSNi the flexibility to be competitive. If the operator wants to increase prices,
HSNi is not held down by a long-term contract.

Operating Leases
There are statements in HSNi’s 10-K that gives us reason to believe that they are
trying to understate estimates in order to understate liabilities. Estimates are not
against GAAP (Generally Accepted Accounting Principles) so HSNi is not going against
any rules by understating estimates. HSNi discloses some of their liabilities in
footnotes, “We are not able to reasonably estimate the timing of payments in future
periods; therefore, the liability of $2.4 million has not been included in the contractual
obligations”(HSNi’s 10-K). HSNi also discloses what they classify in the operating leases
“HSNi leases a satellite transponder, warehouse and office space, equipment and
services used in connection with its operations under various operating leases” (HSNi’s
10-K). Although HSNi does distort the operating leases, it discloses information that is
valuable to understand what is in the operating lease account.
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Figure 5.1: Operating Lease Ratios
Operating Lease Ratios
Year

Operating Leases

Long-term Debt

Percentage

2011

$140,639

$240,000

59%

2012

$115,687

$250,000

46%

2013

$103,407

$240,625

43%

2014

$103,679

$228,126

45%

2015

$111,466

$640,000

17%

Figure 5.1 shows that HSNi has a distortion in their operating leases. 2015 is the
only year in the 5 years that doesn’t show a large percentage of operating leases to
long-term debt. In a disclosure they provided information that they had an interest
swap which made HSNi’s long-term debt increase in 2015. Since long term debt
increases, there is no distortion in 2015. We decided to restate the financials because
HSNi is usually on the 40% range of operating leases to long term debt in past years.

Goodwill
The cost of goodwill is HSNi paying extra to acquire a company’s competitive
advantage. The balance is calculated by the cost that it paid to acquire the business
minus the fair market value of real assets, the financial assets, and the liabilities. The
balance will be reduced if there is an impairment in the value.
The two areas that are often misstated are the value of the intangible assets and
the impairment of the account. The intangible assets can be misstated since the value is
based on the opinion, therefore, it can be easily overvalued, which overstates assets.
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The other area where the account balance can be misstated is when it is depreciated or
impaired. Depending on what method the company uses for depreciating, the expense
can also be easily understated. The impairment is also partly based on matter of
opinion. The manager could easily not record an impairment for a certain year because
they think that the account hasn’t incurred a decrease. HSNi’s 10k reports Goodwill as
$9,858,000. The balance is less than 30% of Net Fixed Assets, so there is no reason
that it needs to be restated. In Figure 5.2, Goodwill accounts are compared with HSNi
and its competitors. As shown, HSNi has the smallest amount of Goodwill, besides Evine
Live, that doesn’t carry any Goodwill.
Figure 5.2: Goodwill Across Specialty Retail Industry

Conclusion
As described, the manager has the ability to distort numbers depending on the
flexibility given. If they are given a lot of flexibility they can provide more information
about the business economics; however, it gives them more ability to distort the
numbers. Clearly, flexibility has its advantages and disadvantages. By understanding
where there is flexibility, it will help better understand how and where the financial
statements can potentially be misleading.
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Evaluate Actual Accounting Strategy
The actual accounting strategy involves two components. The first assessment is
whether HSNi is a high or low disclosure company. The second is whether they are
conservative or aggressive.

High vs Low Disclosure
Although GAAP has standards on the level of disclosure, the manager can use
his/her flexibility in reporting information. If the company is a low disclosure, this
means that it is only reporting the minimum amount that GAAP requires. It does not
voluntarily offer extra information on the accounting policies they use. On the other
hand, if the company is high disclosure, it provides the minimum amount plus extra.
High disclosure companies are easier to understand. The amount of disclosure is
important because if they are low, it will take more time and more assumptions to value
the company and understand what is actually going on.

Conservative vs Aggressive
Whether the company is conservative or aggressive depends on the amount of
flexibility. Being conservative means that the company has accounting choices that lead
to lower earnings. In contrast, aggressive leads to higher earnings because they are
understating certain accounts and overstating performance which leads to higher
earnings.

Moderate Disclosure
Although there is accounting rules for disclosure, the manager still has a great
amount of choice in how much. We have come to the conclusion that HSNi’s quality of
disclosure is moderate because they provide useful information that helps investors
decide whether it is a good company to invest in. However, they also use various
accounting strategies to misrepresent some of their accounts like operating leases.
HSNi also gives facts about having an interest rate swap in 2015 to show that the
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numbers have drastically changed from 2014 to 2015. A good disclosure they provide
is “Changes in interest rates on our variable rate debt could affect our earnings. We
are managing our future interest rate exposure through an interest rate swap with a
notional amount of $187.5 million and a fixed rate of 0.8525% that took effect January
2014 and expires in April 2017” (HSNi’s 10-K). It helps us understand what type of rate
we should use while forecasting and restating. They give good information on longterm debt but they don’t change much on how operating leases are stated. Some
disclosures are unnecessary and don’t provide enough information to understand
exactly how they are stating their leases and liabilities, which leads us to believe that
HSNi leaves some information out to make themselves look better.

Aggressive Accounting
We have come to the conclusion that HSNi’s accounting strategy is to lead to
higher reported earnings. They use an aggressive tactic to make themselves look more
appealing to potential investors. We use operating leases to come to this outcome.
They have overstated income by not capitalizing their leases. Also by not capitalizing
leases they report lower total assets which increases their return on assets. HSNi is
making its ratios seem higher which is why we have decided to restate its financials and
give a more accurate depiction of its ratios.

The Industry
Amazon, being the leader in the competitors we have analyzed takes a more
conservative approach in reporting. Amazon keeps its estimates high in order to “The
allowance for doubtful accounts was $153 million, $116 million, and $82 million as of
December 31, 2013, 2012, and 2011” (Amazon’s 10-K) They have increases estimates
on the allowance of doubtful accounts in order to be conservative. Increased estimates
lead to lower reported earnings. The rest of the industry is mostly competing to have
more online sales. They report in an aggressive manner to compete with one another
on

investments.
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Amazon also leads the industry in market capitalization. This means its market
value for all of its outstanding shares is the highest in the industry. Amazon leads the
industry at $5656.4 Billion. The second highest is Ebay with a market capitalization
$495.1 Billion. Amazon has 471.83 Million shares outstanding while Ebay has 1.15
Billion shares outstanding. Amazon generates more equity per share which makes
people willing to pay more for Amazon. Amazon is controlling the share price, this along
with lowering reported earnings shows that they are leading the industry. This big gap
between the leader and other companies in the industry makes us believe that other
companies are using aggressive reporting to compete.

Conclusion
HSNi and its competitors, except Amazon, use an aggressive type of accounting
to show higher earnings; therefore making it more appealing for investors. Amazon is
the only conservative company. Amazon has a high disclosure while the rest of the
competitors, including HSNi have a more moderate type of disclosure. The industry all
follow GAAP rules but HSNi tries to make themselves more appealing to the potential
investors and leaves out some elements in their disclosures.

Evaluate the Quality of Disclosure
Disclosures in annual reports are important because they state what type of
policies they use to report numbers. It also helps the potential investors understand the
policies used and compare it to other companies in the industries to check for
differences. A bad disclosure leads to a generalization to which policies they use. Bad
disclosures also provide little information to potential investors which makes companies
look like they are a bad company to invest in. The importance of disclosure is stated in
the quote below.
“A

superior

communicate

disclosure
the

strategy

underlying

will

enable

business

reality

managers
to

to

outside
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investors....Disclosure of proprietary information about business
strategies and their expected economic consequences may hurt
the firm’s competitive position” (Palepu, 1-9).
HSNi’s quality of disclosure should answer the following questions. “Does the
firm adequately explain its current performance?... What is the quality of segment
disclosure?” (Palepu, 3-11). HSNi’s problem is that it does not accurately represent its
cash account and also its operating lease account which leads to a distortion in its net
income.. HSNi’s footnotes do a moderate job of explaining differences in the accounts.
Some of the information stated is beneficial while other information is not clear. The
areas that are not explained in the footnotes is the changes in cash between the years.
Another area that is not disclosed well is for what reason did the net sales change on
the 2015 10-K for other years, which will be discussed in further detail later. HSNi
shows operating leases but are vague about the interest rate that was used in the
leases. The reason the quality of disclosure is needed here is because operating leases,
as we stated, is above 20% of the long term debt and without good disclosure
investors do not have a clear reason on how this happened.
HSNi does a transparent job of reporting its numbers in many ways based on
segmentation. On its financial statements, as shown earlier in the report section about
net sales, the managers provide clear information between Cornerstone and HSNi. It
provides differences between the two branches everywhere that is applicable. This
gives useful information about the accounts and breaks down how they sell things.

Conclusion
Overall, the information HSNi provides is moderate. Some of the information is
useful for investors to make decisions, and some of it is left unspecified. Comparing
HSNi to the industry, it is in the middle regarding level of disclosure. A competitor such
as Amazon provides transparent information that is useful for decisions. However, the
other two competitors, do not disclose as much of information as HSNi.
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Identify Potential Red Flags
“Red Flags” point to questionable accounting. Anything on the financial
statements that looks unusual or any unexplained changes is a good indicator that it
needs to be further examined. Red flags should be examined for years when a
particular account is bad, and possibly restated to make it look better the following
years. HSNi follows all principles of GAAP for its capitalizations and accounting policies,
but have potential distortions in their operating leases. (Figure 6.1)

Figure 6.1: Annual Reports for 2011-2015
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Figure 6.1 shows a different selling percentages in the 10-Ks for 2015 and 2014,
respectively. These differences in percentages makes us assume that they went back
and changed some of their percentages of sales for different sections in different 10-Ks.
We believe that this is an indication of more information being discovered or
reclassified.
We have also concluded that operating leases are above 20% of the long term
debt. As we stated in figure 5.1 and this causes concern about the disclosure of
liabilities. Operating leases being around 40% in the past four years shows that there is
a distortion which becomes a red flag on the accounting policies. Since there are red
flags and distortions, in order to provide an accurate evaluation, we have to undo the
accounts that were affected.

Undoing Accounting Distortions
The quote stated below describes the purpose of correcting distortions and the
areas where distortions are most likely to occur.
“The analyst’s primary focus should be on those
accounting estimates and methods that the firm uses to measure
its key success factors and risks. If there are differences in
estimates and methods between firms or for the same firm over
time, the analyst’s job is to asses whether they reflect legitimate
business differences or differences in managerial judgement or
bias. Differences arising from managerial bias will require
adjustment. In addition, even if accounting rules are adhered to
consistently, accounting distortions can arise because the rules
themselves do a poor job of capturing firm economics, creating
opportunities for the analyst to adjust a firm’s financials in a way
that presents a more realist picture of its performance.” (Palepu,
4-1)
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There are three reasons adjustments are needed. The first being if the numbers
do not correctly reflect a firm’s economic reality. Second reason is if the analyst has a
different point of view from the manager regarding estimations or assumptions. The
last reason adjustments are needed is if the analyst wants to compare different
companies that report using different accounting approaches.
Using financial statements such as the cash flow and footnotes, our accounting
analysis suggests that certain areas of reported numbers, such as Operating Leases, are
misleading. Using the financial statements provided by HSNi, we will restate the
numbers to reduce the distortion as much as possible. By restating the numbers based
on our analysis, it will remove any noise and biased opinions by the managers and
accounting rules. Operating leases are misleading because they are stated at more than
20% of the long term liabilities.
In order to accurately evaluate HSNi we have to clear the distortions we have
found. The present values of future operating leases allows us to accurately show the
expenses that should have been recorded.

Figure 6.2: HSNi Operating Leases PV (in thousands)
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Capitalization of operating leases causes different dollar amounts in the financial
statements. This alters the balance sheet and the income statement. An alteration to
the financial statements requires us to restate the statements for the past 6 years and
also changes the forecast amounts. Using the numbers from capitalizing the operating
leases we correct the distortion to get a true value for our evaluation.

Overall Conclusion
After identifying what areas provide flexibility for managers, evaluating the
estimates, assessing the degree of distortion in reported numbers, and correcting the
distortion to create unbiased data we have provided a correct accounting analysis. A
correct accounting analysis improves reliability. Based on research information provided
by the Business Analysis and Valuation book, “analysts who are able to identify firms
with misleading accounting are able to create value for investors” (Palepu, 3-15). HSNi’s
type 1 key accounting policies are net sales, innovation, and customer loyalty. These
three policies are key success factors in HSNi’s business model. Type two policies are
goodwill and operating leases. These are accounting policies that management has a
strong influence to fluctuate or change on. HSNi was able to reduce its liabilities by not
capitalizing its leases, which creates more value for the company and its stockholders.
HSNi takes an aggressive approach toward its accounting strategy. Although they are
within the rules of GAAP, they want to have a stronger approach in representing the
amount of sales shown on its financial statements. This is actually a good business
approach as it increases the stock of the company and encourages more shareholders
to buy. HSNi’s cash and cash equivalent account was very low in 2015 compared to
2014, but overall the disclosure was decent. HSNi received a moderate disclosure rating
because of the low cash account and net sales change being potential red flags, but
every other account seemed to disclose fairly. Overall, our accounting analysis shows
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that HSNi is reliable and trustworthy, only having to restate their operating leases, and
no fraudulent activity.

Introduction to Financial Analysis
The financial analysis includes restating the financials, analyzing ratios,
forecasting HSNi’s restated financials, and estimating the weighted average cost of
capital (WACC). Restating, analyzing and forecasting are essential to evaluate a
company. Restatements clear any distortions and gives us a true value in which we can
use in our analysis. Forecasting provides information that lets us compare companies in
the industry using reasonable estimates. Using this process we can effectively evaluate
the company.

Restatements
Restating the financials is the process of fixing the distorted material from the
Type 2 accounts, which are operating leases for HSNi. The process that is used to
restate operating leases is capitalizing them as needed. This is done because HSNi’s
operating leases were more than 20% of total long-term liabilities. Therefore, liabilities
are undervalued and need to be valued correctly. After correctly completing this section
and showing the difference between the As-Stated and Re-Stated, an outsider will be
able to have a transparent view on the company’s position regarding liabilities.

Ratio Analysis
For the next section, ratio analysis, a time series and cross-sectional analysis will
be performed. The purpose of computing ratios is to get a better understanding of
HSNi’s financial statements. Ratios provide an easier way to compare companies to one
another in the industry and also allow comparisons on how HSNi has changed over the
years. Based on the outcome of the ratios, conclusions can be made about how well the
companies are performing, how well they would be able to pay off their debts if HSNi or
its competitors go under, and important benchmarks and trends.
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Forecasting
After the financials have been restated and ratios have been performed, we will
forecast out 10 years. Forecasting is a good indicator of what HSNi’s position will be in
the future based on past information and the ratios. Forecasting can be valuable in
making important investment decisions. However, it is based on assumptions, so there
is room for error. The weighted average cost of capital (WACC) is estimated by
calculating the cost of equity and cost of debt for HSNi.

Conclusion
Overall, the purpose of completing these sections of the financial analysis is to
correct misstated information, provide and discuss quantitative information to make
decisions, get an idea of what the future looks like, and estimate the cost of capital. By
understanding and applying the information, one should get a better idea of what the
value of HSNi is.

Financial Representation Restatements
We restate the balance sheet and income statement to account for the operating
lease distortions.
As we stated in the accounting policies section, operating leases of HSNi were
the only account that we found to be distorted. In 2014, the operating leases were
$103,679, and the total contractual obligations were $228,126. The threshold we used
in order to capitalize operating leases was if it was more than 20% of the contractual
obligations. We found that operating Leases was above the threshold, it was 45% of
the total contractual obligations. Operating leases being that high relative to the
contractual obligation gives us a reason to believe that total liabilities were understated.
To capitalize operating leases, we had to depreciate the leases which would
affect the balance sheet as well as operating income because this causes us to restate
the amortization expense. We found that there was a fixed rate of 2% and it went up to
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11%. So we decided to use a middle value of those two and came up with 7% as a
good rate. The operating leases affected the income statement and the balance sheet
so we restated them to get the correct amount to use for our forecasting. After we got
the present value, we then took the depreciation and interest amount. HSNi did not
have the accounts we needed to show the changes that we had to make so we created
the accounts. We also took the loss from the net income and made a retained earnings
loss for the year, this was to report the balance statement in a good form. Using the
interest and depreciation, we were able to make an adjusted trial balance for the past 5
years (as shown in the appendix A). We used a net loss account in retained earnings to
account for the change from year to year. The restatements allowed us to forecast
without the distortions of operating leases.

Re-stated Balance Sheet
Capitalizing the leases affected the balance sheet statements significantly.
Liabilities, Equity, and Assets were all changed in the restatements of the balance
sheet. The accounts we created to report the restatements including operating leases
affected the valuation ratios we are going to use for the balance sheet. We held
everything else constant and only created accounts to show the change in assets and
liabilities. The changes in the Balance sheet are stated here:
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Consolidated Balance Sheet with Restatements (in thousands)
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The highlighted areas are the accounts that were created and restated to show
the effects of capitalizing HSNi’s operating leases. In restatements we went five years
back to clear the distortions. We found that HSNi’s liabilities were understated in the asstated portion of the balance sheet. We also created an asset account to report the
capital operating leases, as it is a long term investment and should be depreciated as
one.

Income Statement Restated
In the income statement, capitalizing operating leases affects the interest
expense in order to account for interest paid on the leases while depreciating them. The
outcome of increased interest expenses is a different net income. We also created an
amortization expense account that would affect the operating income of the income
statement. In order to account for the interest and depreciation; our adjusted trial
balance (shown in the Appendix A) shows the credits and debits we used. The income
statement showing restatements are:

(space left intentionally)
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Consolidated Income Statement with Restatements(in thousands)
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HSNi’s net income still increases but at a slower rate than it was as stated. The
reason for the restatements is to show that the ratios that we use when forecasting will
change and therefore, change the outcome of our forecast. We have also not
accounted for the taxes, so there is an estimation problem with the restated net
income. We left the as-stated accounts to show the change from as-stated to the
accounts highlighted. In the administrative expense, we put capitalization of operating
leases and depreciation expense. In the interest expense, we added interest paid for
operating leases which caused the interest expense to increase year to year.

Conclusion
HSNi restated financials allowed us to see a pattern with the net income. HSNi
uses operating leases to keep control of the channels that they currently have the rights
to, but they pay the leases on a monthly bases leading us to believe that their operating
leases are high. Since HSNi has operating leases that should be capitalized, this causes
HSNi to have higher expense chargers which is why they decided not to capitalize them.
HSNi, by not capitalizing their leases, has a higher liabilities which would cause better
debt to equity ratio but also they have a less times interest earned ratio. The total
assets, long term assets, liabilities will be affected, therefore, causing ratios to be
affected as well. It also affects the expenses and net income which will affect its net
profit margin.

Introduction to Financial Ratio Analysis
We will discuss in the financial ratio analysis section, performance ratios that
help determine the value of a company. We will be calculating these ratios for HSNi and
its competitors in the industry using cross-sectional data. The data will be taken from
the last five years (2011-2015) of HSNi’s balance sheet, income statement, and
statement of cash flows. We will then compute basic liquidity ratios, leverage, capital
structure, debt service profitability and credit quality measurements.

This data
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obtained through ratios will give us insight on how healthy HSNi and the industry
competitors are as a business. We are only analyzing QVC and Evine Live as the
industry benchmark and not Amazon because they are out of the range for
comparison.

Liquidity Ratios
Analysts use liquidity ratios to determine if the company will be able to pay its
short-term obligations, known as current liabilities. This takes place by converting liquid
assets into cash and then using that cash to pay for the liabilities or the company’s
debt. In this section, the liquidity ratios include the current ratio, quick ratio, inventory
turnover, accounts receivable turnover, working capital turnover, and cash to cash
cycle. All of these ratios will help us to determine if the business is on track to a
successful future.

Current Ratio
The current ratio is taken by an analysis to determine if the company can pay its
short-term debt. This is calculated by taking the total current assets and dividing it by
the total current liabilities. We calculated the current ratio from HSNi’s and determine
that it is able to pay for its short-term liabilities each year. Looking at the graph below,
in 2011, HSNi has a 2.04 current ratio, which means that its current assets are more
than twice its current liabilities. By comparing the current ratio with the industry
competitors, we assume that this decreasing current ratio is normal for this type of
business as it levels out during the more recent years. This does not mean that it will
continue to drop but more so level out over the years in the future.
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Quick Ratio
The quick ratio is a measure of the ability a company has to pay its short-term
liabilities with the most liquid assets on the balance sheet. This is calculated by the
current assets excluding inventories or including cash and equivalents, marketable
securities, and accounts receivable; dividing by all of its total current liabilities. By not
including inventory in the ratio gives the ratio a less distorted measurement, because
inventory might not be turned to cash as quickly.
We analyzing HSNi’s quick ratio on the graph below and determine that HSNi
depends on its inventory levels to pay for its debts. In 2011, the ratio was 1.30 and
dropped to below one, to .96 in 2012. Looking into more detail, we discovered that the
cash account (in thousands) decreased $159,716 dollars, from $381,808 to $222,092.
This decrease in the quick ratio continues to drop up until the most recent years to .72,
in 2015. Looking more in detail on why the 2015 year is low, we discover that a
decrease in the cash account of $159,985 to 63,926 has taken place from 2014 to
2015. This has dropped the quick asset ratio down. By comparing ratio, we discover
that HSNi uses its inventory to run the business.
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Inventory Turnover
The inventory turnover ratio is how efficient the company uses its inventory and
replaces it over a period of time. This is a good tracking measurement of inventory and
needs to be used while comparing it to other competitors in the industry. To calculate
this ratio, use cost of goods sold and divided by inventory. HSNi has a average
inventory turnover ratio of about 6.19 throughout the 5 year span. This means that
HSNi turns over its inventory about 6 times during the year. That is below average
compared to the industry average which is 6.73.
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Accounts Receivable Turnover
The accounts receivable turnover ratio is a measure of how many time a
company collects its accounts receivable within the period. The credit sales are extend
to the consumers and the ratio measures how well the company is able to collect these
funds from the customers. To calculate this liquidity ratio, take the sales for the year
and divide by accounts receivables which will produce the ratio. A company wants a
high number in this ratio because it shows that the company collects quickly on the
account.
By analyzing the graph below we can determine that HSNi has an above average
accounts receivable turnover ratio. This means that HSNi fully collects on its accounts
receivable an average of 12.61 times a year. They are the industry leader in turnover
because they offer unique payment options to better suit the customer.
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Days Sales Outstanding
The days sales outstanding measures how many days it takes the company to
receive cash that was extended to the customer for a sale of a product. A lower number
on this ratio is ideal because it means less days for a company to collect the cash and
then use the collected cash again to produce more business activities. To calculate this
ratio, take 365 days and divide by the Accounts Receivable Turnover Ratio.
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Looking at the graph below and the accounts receivable turnover ratio from the
last graph, we can determine that it only makes since for HSNi to be a below average
leader in this ratio. HSNi beats the next leading competitor by 15 days, with an average
of 29.1 days.

Cash to Cash Cycle
The cash to cash cycle is a calculation of how many days it takes for cash to
transfer through the cycle. It is calculated by taking the Days Sales Outstanding and
adding Days Supply Inventory (365/Inventory Turnover Ratio). Companies would like a
low number computed when using this ratio because it shows how fast cash is
converted from non-cash accounts.
Comparing the cash to cash cycle to the industry benchmarks let’s us as analysis
prove that HSNi is the leader in this ratio. They are below the industry average but
continue to rise steadily. This leading ratio can be assumed by HSNi having a variety of
ways to pay of the product it sells.
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Working Capital Turnover
Working capital is calculated by taking current assets and subtracting current
liabilities; the difference is the cash used to spend on the operations for the company
throughout the year. Working capital turnover ratio is used to measure how efficient the
per dollar spent on operations is compared to generating revenue. The working capital
turnover ratio is calculated by taking sales over working capital. The higher number
produced using the equation the more efficient the company is on turning cash into
revenue.
HSNi total average over the 5 years is above the industry average working
capital turnover. Its managers are efficient when turning its cash into revenue. This
measurement is useful in the specialty retail industry since there are many current
accounts affected.
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Conclusion
By analyzing the data obtained using the liquidity ratios, we have determined
that HSNi is above industry average in 6 out of 7 ratios. HSNi is able to pay for its short
term debts and receives its credit sales more quickly than the competitors. Inventory is
a factor on how it pays for its debt as shown in the quick asset ratio where it continued
to steadily decrease over the 5 years shown. Evine Live is the weak link of the
benchmark industries and QVC lies closer to the industry average in liquidity.

Profitability Ratios
Profitability Ratios are used to measure how well the company generates profits
through sales, assets, and equity. These ratios help to determine the success rate of
the company during a period of time. We will discuss ratios that will help determine if
the company is profitable or not.
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Sales Growth
Sales growth is a percentage of growth in sales by a company from the previous
year. The higher a percentage of growth the more a company’s sales have grown from
the previous year. There can be negative sales growth within a company as QVC
encountered in 2015, with -0.7%. HSNi has a range of sales growth percentages with
2.9% in 2015. This is the lowest percentage over the 5 years but still acceptable since it
has not fallen into the negative range.

Gross Profit Margin
Gross profit margin is a measure of how much of a company’s income is kept,
compared to the revenue produced. This ratio is calculated by taking the gross profit
(Revenue-COGS) from the income statement and dividing it by revenue, which
calculates a percentage.

78

HSNi is just below industry average with 35.9% over 5 years. This means that
for every dollar of revenue that HSNi’s earns, 35.9% or .359 cents were collected as
profit after all the cost for the sales have been deducted. Below is the industry
benchmark for gross profit margin. By looking at the graph, we can see that all of the
companies have around 36.3% of money at the end of the day.

In the industry, the companies are able to keep a steady percentage of gross
profit margin between each year. These percentages have a low of 34.4% to a high of
37.0%, which is only a 2.6% difference. This range of percentages does not affect any
of the companies drastically as they could still produce revenue. There was no restated
version of HSNi because no change took place in these accounts.

Operating Profit Margin
Operating Profit Margin is a percentages of sales revenue that is left after all the
operating expenses are subtracted out. This is used to measure a company’s pricing
strategy and operating efficiency. The higher the operating profit margin the more
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efficient the company. From this ratio we determined that HSNi is earning an average of
7.9% on its sales before interest and taxes. QVC has a higher percentage of 11.1%
throughout the 5 years, due to the lower operating income produced by the company.
HSNi restatements took a less than 1% drop in percentage. This was due to the
restatements of lease amortization on the income statement.

Net Profit Margin
Net profit margin is calculated by taking the net profit and dividing by revenue
and this will yield a percentage. This means that for every dollar a company makes in
sales, that percentage of net profit is made by the company. This ratio is a good way of
telling how efficient managers are at operating a company. The factors are determined
by this.
In the chart below, HSNi is above industry average over the 5 years, both with
and without the restatements for the company. It has a steady percentage throughout
the 5 years. This ratio tells us that 4.5% of revenue earned by the business is turned
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into profits. Evine Live has been the lowest in 2011, with -8.61%. The reason for the
negative percentage is that net income is negative for Evine Live.

Asset Turnover
The Asset Turnover ratio is measure of how well a company uses its assets to
produce sales. This per dollar amount calculation is computed by taking sales and
dividing by total assets from the previous year. A higher number is ideal for this ratio
but an industry benchmark needs to be used.
Looking at the graph below, HSNi in 2015 has a asset turnover of 2.75, which
means that 2.75 dollars in revenue was produced by each dollar of total assets. HSNi is
around the industry average and uses its assets to produce sales. As we statement in
the previous quick ratio, it uses inventory to produce these dollar amounts. QVC is
below industry average of about 1.5%. This is from the high dollar intangible account
on the balance sheet making the total assets rise. HSNi is more efficient at useing its
assets to produce revenue than QVC.
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Return on Asset
Return on Asset (ROA) ratio is a measure of how profitable a company is
compared it its assets it controls. Analysis use this measure to determine how efficient
management is at using the company’s assets to produce earnings. To calculate this
measure, use net income and divided it by the total assets. Return on assets also allows
analysis to determine the increasing growth of net income, so a higher number is ideal
in this ratio.
By analyzing the graph below, HSNi’s ROA is above industry average and so are
the restatements for the company. The industry average is low due to Evine Live having
a negative net income throughout the 5 years. Management for HSNi is more efficient
at using assets to produce earnings than its competitors.
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Return on Equity
Return on Equity (ROE) is calculated by taking the Net Income and dividing by
Shareholder’s Equity, which yields a percentage that measures how much profit is made
by using the shareholder’s investments. In the graph below, there is a steady flow of
ROE of 20% to 30%, from 2011 to 2014 for HSNi. Then in 2015, an increased spike of
86.75% points to 115.47% due to a major decrease in additional paid-in capital on the
balance sheet. This is because of the $10 dividends paid out to shareholders.
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Conclusion
HSNi was above average in the profitability ratio against its industry competitors.
Due to the negative net income of Evine Live, it lowered the percentage of industry
average. This was still used as a benchmark because of other balances produced by the
company. The restatements of operating leases for HSNi were not affected much by the
ratios. HSNi was profitable overall, and generated earnings to cover its expenses.

Capital Structure Ratios
A company uses capital structure ratios to express how it finances its assets that
are purchased. These ratios include debt to equity, times interest earned, altman’s zscore, internal growth rate, and the sustainable growth rate. These will be calculated in
this next section.
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Debt to Equity
The debt to equity ratio measures how much the debt of the company compared
to the shareholder’s equity. This is also used as a firm's financial leverage tool. The
higher leverage the higher the return on the ROE can produce. To compute this ratio
divided total liabilities by stockholders equity.
Looking at the graph below, HSNi stays constant throughout the years until a
spike of 8.2 in 2015. This increase was from taking on more liabilities during the 2015
year while equity stayed constant. HSNi has 8.2 more liabilities than its equity on the
balance sheet. The industry average is 2.1 which is around the ratio calculation all of
the companies in the industry have.

Times Interest Earned
The times interest earned ratio calculates the company’s ability to pay interest
expense from its operating income. The higher ratio will tell that the company is able to
pay its interest in a timely manner. It is calculated by taking the earnings before
interest and taxes (EBIT) and dividing by the interest expense.
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The time interest earned ratio that is graphed above has HSNi with a high of
41.1 in 2013. This means that it can cover its interest charges 41.1 times from the
operating income produced. The average interest expense over 5 years is only $16,000
(in thousand) which is easily covered by HSNi.

Altman’s Z-Score
The formula to calculate Altman’s Z-Score is shown below:

Z=1.2*(Net working capital/total assets) + 1.4*(retained earnings/total
assets) +3.3*(EBIT/total assets) + .6*(MVE/BVL) + (sales/total assets)

If the number is less than 1.81 then it is used to predict bankruptcy.

86

According to this calculation HSNi and QVC are above the 1.81 mark for
bankruptcy. Evine live has fallen below the mark every year for 5 years but has still
been in business. This could be because it is difficult to get out of an industry once the
company is already doing business.

Internal Growth Rate
The IGR is the highest growth rate that a company can grow without using any
outside sources for of financing. The equation that is calculated from this have key
features that can help determine with analyzing a company. When there are fewer paid
dividends that money will be reinvested back into the company and its IGR will be a
higher amount. To calculate this:

IGR=ROA * (1-Dividend Payout Ratio)

87

HSNi in 2014, can use 8% of growth to fund the company’s business operations
until it has to use an outside source of financing. The average for the company is 0.6%
because of the 10 share dividends paid to shareholders in the 2015 year. QVC has a
higher advantage over HSNi and could potentially keep business operations going
longer. Overall HSNi could fund the operations for an extended period of time.

Sustainable Growth Rate
The SGR is a growth rate that measures the maximum rate a company can grow
without increasing financial leverage. To compute this ratio:

SGR=ROE*(1-Dividend Payout Ratio)*(1+(Total Liabilities/ Book Value of
Equity))
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Analyzing the above graph, HSNi can grow to 19.1% in 2014 before it has to
increase financial leverage. The average was not taken for this graph because the 2015
year was -292.5%, due to an excess payment of dividends of 597,864 thousand. The
future for HSNi is questionable for the SGR ratio, because it depends on if it decided to
pay out excess dividends again. Looking at the other competitors, QVC can maintain its
own financing, but Evine Live is not even close by examining the chart.

Conclusion
HSNi’s financials computed with the capital structure ratios, is above the industry
average, even when restated. HSNi could finance assets that could be purchased in the
future and still be financially stable. The 2015 cash dividends paid made HSNi steady
ratios over the years go in opposite directions at times but still could analyze
information from the data. It will be interesting to see what HSNi does in the upcoming
year, or if it can maintain another payment of excess dividends to shareholders.
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Financial Forecasting
Analysts, like ourselves, need forecasts to help communicate and provide insight
to the investors of our view of HSNi’s expectations for the future. Forecasting is “a way
of summarizing what has been learned through business strategy analysis, accounting
analysis, and financial analysis.” (Palepu 6-1) Forecasting is a crucial step in finding the
value of the firm because we are predicting the future and using our predictions to
make decisions about if the firm is over or undervalued. Of all the forecasts, the shortterm is most important because a dollar today is worth more than a dollar in the future,
it is also more important because it is harder to find reliable numbers for long-term. We
forecast the income statement, balance sheet, and statement of cash flows in that
order. We forecast the financial statements by using trends, ratios, and assumptions.
We will forecast out each statement for 10 years. We also analyze ratios and the state
of the economy at this time. The best approach to forecasting is by doing it
comprehensively. If done comprehensively, it protects from inconsistencies and
unrealistic assumptions.

Income Statement
The first step is to forecast sales growth on the income statement. We start with
the income statement because numbers from the balance sheet and statement of cash
flows are directly related to it. We used logical assumptions based on trends from the
past five years for a basis of our forecast. HSNi peaked in 2011 and 2012, with a sales
growth rate of 6.42% and 6.43% respectively. According to HSNi’s 2012 10-K, the high
sales growth was due to several key initiatives targeting at customer acquisition and
retention. They decreased in 2013, then increased to 5.41% in 2014 then the sales
growth declined to 2.86% in 2015. The low sales growth rate in 2015 was a result of
lower sales in jewelry, lower sales in home, repositioning the business, and dropping
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sales in apparel brand based on information provided in its 10K. According to US
Census Bureau, the US average retail sales growth is 4.39%. The forecast is based on
information in the 2015 10K. HSNi stated the following about its closure of a distribution
center “We expect to realize the initial financial benefits associated with the supply
chain optimization initiative, including labor and transportation savings, beginning in the
second half of 2016. HSNi expects to utilize much of these savings to remain
competitive in the marketplace, including initiatives to drive future sales growth and
enhance customer service.” Since HSNi has repositioned the business to focus on the
growing areas of the company such as digital sales and not focus on the historically
growing areas but that are now declining like jewelry, we will assume that it will not
have another sales growth as low as 2015 and the future years will benefit from the
reposition. We will assume that the sales growth with stay within a 4%-6% growth. We
also forecast net income, gross profit, and operating income.
After projecting sales growth for the next 10 years, we created a common size
income statement. It is created by taking each line item and dividing it by total sales for
the same year. The purpose of showing the line items as a percentage of sales is
because it is easier to see trends and use that as a basis for future percentages. Gross
profit over the past five years has been stable. It varied between 35% - 36%, because
it has only varied less than 1% in the past 5 years, we will use the average and keep it
constant for forecasting. With the exception of 2012, operating income as a percentage
of sales has remained relatively the same. With this in mind, we will forecast it out
based on this. The forecasted income statement and common size income statement
are pictured below. The difference between as-stated and re-stated statements is the
capitalization of operating leases. Pictured below is the as-stated income statement first
then the re-stated after.
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Balance Sheet
After the forecast for the income statement and cash dividends paid have been
done, we are now able to start forecasting the balance sheet. The asset turnover ratio
is used to connect the income statement and balance sheet. With the exception of
2015, the ratio has been steadily increasing. The fall in asset turnover for 2015 could be
due to the special dividend of $10 per share. We will assume that it is unlikely to occur
again. Therefore, we believe that the ratio will remain constant at 2.88 for next 10
years. This number is based upon previous years.
We will use the forecasted asset turnover ratio and growth percentages from the
common size balance sheet to forecast the categories of assets based upon liquidity.
Total current assets, besides 2014, has been decreasing as a percentage of total assets.
We will continue with this trend until it hits 60% then keep it constant. We are
forecasting based upon historical percentages. HSNi’s competitors do not represent
where HSNi is at, for example, Evine Live’s current assets have been increasing each
year and the current assets percentage of total assets is around 70% - 80%. The
current assets are decreasing based upon the decreases in cash and cash equivalents.
The ratios that will be used to determine inventory is the inventory turnover
ratio. The inventory turnover ratio has overall been declining. This is due to both
inventory and cost of goods sold increasing but the inventory is rising more. We
forecast inventory by dividing the forecasted cost of goods sold by the inventory
turnover ratio.
After HSNi’s assets are forecasted, the next forecast to do is the total
stockholder’s equity and liabilities. We assume that no new shares are sold or bought
back. We calculated retained earnings by adding net income and subtracting dividends
paid for current year from the previous years retained earnings. Therefore, the only
change in stockholder’s equity will be the change in retained earnings. After finding the
stockholder’s equity, we are able to calculate total liabilities. Our main effort is to
forecast equity with as much certainty as possible because our objective is equity
evaluation. After the forecasts are projected for assets and equity, liabilities are plugged
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into the balance sheet in order for it to balance. The re-stated and as -stated balance
sheets are pictured below.
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Re-Stated Balance Sheet
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As-Stated Balance Sheet
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Statement of Cash Flows
The final step in forecasting is the statement of cash flows. This statement
includes three sections including cash flow from operations (CFFO), investing (CFFI),
and financing (CFFF). The areas we will focus on for HSNi is CFFO, CAPEX, and
dividends. The cash flow statement is the hardest out of all the statements to forecast
with accuracy. This is because of the difference between accrual and cash accounting.
First we will calculate CFFO based as a percentage of sales, operating income, or
net income and find which one has the best approximation based on the amount of
variation from year to year and stability. All three of the ratios for CFFO all have a trend
of increasing then decreasing then increasing again and so on. We found that
CFFO/Sales provided us with the best estimation because it has the least variation. We
will assume the same pattern of increasing then decreasing until 2021 it will stay
constant at .05.
Capital expenditures has been the only major part of CFFI. PP&E/sales is the first
ratio we calculate for CAPEX. This ratio provided us with a stable figure that varies
between 5% - 6%. We will assume the ratio will grow at a rate of .15% based on
the average of the growth for the first 5 years. We will use the growth from PP&E to
assume CFFI has the same growth.

HSNi started paying dividends in 2011 of $0.125 per share. With the exception of
February 25, 2015 when it paid a special dividend of $10 per share, each year HSNi has
increased its dividends by an average of 40%. HSNi has already paid a dividend of
$0.35 per share for the first quarter in 2016. The company also declared the second
dividend for 2016 to be the same $0.35 per share. In order to forecast properly, we
need to consider a large shareholder’s equity decrease because of the $10 special
dividend. The special dividend was funded by the proceeds of a new credit agreement,
105

which also refinanced prior debt. According to foxbusiness.com, “The company said it is
paying the dividend because of its confidence in its ability to grow and generate cash”.
Considering this decrease, it will inevitably reduce forecasted dividends. The company
cannot continue to meet this unrealistic dividend growth of 40%. Considering the $10
special dividend in 2015 and the unreasonable dividend growth, we will forecast our
dividends to increase by $0.40 every 2 years.

(space left intentionally)
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Cost of Capital Estimation
In this section, we will estimate HSNi’s cost of capital by calculating its weighted
average cost of capital, or WACC. Weighted average cost of capital is the “average rate
of return a company expects to compensate all its different investors. The weights are
the fraction of each financing source in the company’s target capital structure”
(InvestingAnswers). Companies, like HSNi, need to know its weighted average cost of
capital in order to measure the cost of future projects. In order to calculate the
weighted average cost of capital, we are going to need to calculate the cost of equity
and the cost of debt first.

Cost of Equity
Companies, like HSNi, can calculate its cost of equity by using the Capital Asset
Pricing Model, otherwise known as CAPM. Using regression analysis and the Capital
Asset Pricing Model, we will be able to calculate Ke, which is the cost of equity. The
formula includes the risk free rate (Rf), the market risk premium (MRP), the size
premium (SP), and the systematic risk (β).
Ke= Rf + [β * (MRP)] + SP
Using the St. Louis Federal Reserve website, we were able to find the risk free
rate (Rf). We used the 20-year treasury constant maturity rate in order to get the
yields. Since the yields were given in an annual basis, we converted the annual rates to
monthly rates so it could be easier to compare all the rates. We converted the annual
rates by dividing each rate by 1200; this gave us each monthly risk free rates. Once we
had the monthly rates, we found the appropriate risk free rate for the April 2016 20year Treasury bond to be 2.2%.
The market risk premium rate and the size premium rate we used are found in
the Business Valuation textbook; this table is shown below in figure 7.1. The market
risk premium was found to be understated due to government influence on interest
rates, so we changed the market risk premium to 8% instead. The size premium
depends on the market value of the company, which is also known as the market cap.
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In the table below, different size premiums are shown according to different company
sizes. According to Yahoo Finance, HSNi has a market cap of $2.7 billion. The sixth
decile on the table below has the closest market cap to HSNi’s so it has a size premium
of 1.8%.

Figure 7.1: Market Size Premium

Beta is a measure of systematic risk in comparison to the overall market risk. In
order to calculate beta for HSNi, we used regression analysis to compare the return for
HSNi and the return on the market as a whole. We used the S&P 500 to get the rate of
returns for the market. These returns were giving in monthly rates and will become the
X range for the regression analysis. We then were able to calculate the firm return, Y
range in the regression analysis, by adding this month’s closing amount and the
dividend together, then subtracting next month’s closing amount. We then took that
number and divided it by next month’s closing amount to get the firm return. Once we
calculated the x and y range, we computed the regression analysis five times with a
95% confidence level. The regressions were for 72 months, 60 months, 48 months, 36
months, and 24 months. We have provided each regression analysis in Appendix B so
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potential investors could look at it if needed. In the figure below, we made a table with
all the useful information from all the regression analyses.

Figure 7.2: Beta Regression Analysis

We had five different betas to pick from ranging from 0.8442 to 1.2845. The
beta that we have chosen came from the 72 month regression because it had the
highest r-squared, which was 31.5%. The beta, as highlighted above, is 1.1212. The
beta for the market is always 1, which means that there is no risk. HSNi having a beta
greater than 1 means that its security’s price is more volatile and risky than the market
as a whole. HSNi is approximately 12.12% more volatile than the market, which is not
that bad.
By using the Capital Asset Pricing Model, the regression analysis data allowed us
to calculate the cost of equity (Ke). In order to calculate the cost of equity, we plugged
in the beta, the risk free rate, the size premium, and the market risk premium into the
cost of equity formula stated above. After plugging in all the data, the cost of equity, or
Ke, for HSNi came out to be 12.97%. This calculated cost of equity represents the
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required rate of return that potential stockholders investing in HSNi can expect to earn
back from their initial investment.
After analyzing our results, we concluded that our results might be questionable
for multiple reasons. First, the highest r-squared in the 72 month regression only
explains 35.1%. This means that 64.9% of HSNi’s return is nonsystematic risk. The
nonsystematic risk could mean that our model had weaknesses when the cost of equity
was calculated. Another reason why we believed our results might have been
questionable is the different betas provided on multiple websites. Some of these
websites are the well-known Yahoo and Google Finance. Yahoo Finance has posted a
beta of 1.2676 and Google has a beta of 0.85 posted. The beta that we calculated from
the regression analysis is between both of these published betas. For this reason, we
will recalculate the cost of capital by using the backdoor cost of equity method instead.

Backdoor Cost of Equity
The cost of equity can also be calculated using the backdoor cost of equity
method. The formula for the backdoor cost of equity includes the price to book ratio,
return on equity (ROE), the cost of equity (Ke), and the growth rate (g). The formula is
as follow:
(Price/Book) - 1 = (ROE - Ke)/(Ke - g)
The difference between the regression method used above and the backdoor
cost of equity is that the regression method uses historical data; while the backdoor
cost of equity approach uses the current price to book ratio, the forecasted growth rate,
and the forecasted return on equity. The return on equity we used was the average of
all the return on equity we forecasted for the next 10 years. Similarly, we used the
average of all the growth rates in book value we forecasted for the next 10 years as g.
When we restated some of the financials, the book values changed causing the
return on equity and growth rates to change as well. Because of this change, we had to
calculate the as stated and restated cost of equity so we could get more accurate
numbers. On an as stated basis, we found that with a ten percent growth rate, our
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backdoor cost of equity would be 11.8%. When we restated our financials, including the
growth rate and the return on equity, we found the restated implied cost of equity to be
10.18%.
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Cost of Debt
A company’s cost of debt is how effectively a company is able to pay off its
current debt. It uses effective interest rates as an average discount rate to calculate
how fast a company is able to pay off debt. However, because of HSNi’s poor
disclosure, the 10-K did not provide us with the effective interest rates for the long term
debt. In order to find the most accurate cost of debt due to this lack of disclosure, we
used Yahoo finance in order to find the corporate cost of debt. HSNi discloses for the
past six years, so we used a maturity range between five and six years to find that the
current corporate cost of debt to be 4.749%. HSNi’s cost of debt correlates with its beta
in terms of risk, in which both are very normal compared to the corporate average.
Although HSNi has a fairly low interest rate in order to pay off its debts, the growth is
not sustainable enough for one to profit for investing.

Weighted Average Cost of Capital (WACC)
Weighted average cost of capital and funding of new projects have a positive
relationship. As the weighted average cost of capital decreases for a company, the cost
to fund new projects decreases as well. The formula for weighted average cost of
capital uses market value of the company’s equity (E), market value of the company’s
debt (D), total market value of the company (V), cost of equity (Re), cost of debt (Rd),
and tax rate (T):
WACC= ((E/V) * Re) + [((D/V) * Rd) * (1-T)]
or
WACC= % debt financing * Rd + % equity financing * Re
After reviewing HSNi’s balance sheet, we found that 80.75% of the firm was the
debt to equity ratio. The WACC of a company increases as the rate of return on equity
and beta increases. As WACC increases, the valuation of a company decreases and
becomes riskier. WACC is computed on a before and after tax basis, with the after tax
basis generally being the number used to evaluate the valuation and risk involved, we
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found the after tax to be about 4.79%. This number proves a relatively low risk in
investing into HSNi, which also could have been proved with our beta. The low
percentage also shows that HSNi is slightly overvalued within an overvalued industry,
which also correlates to our other comparables of the company.

Conclusion
We have concluded through our research, forecasting, and restatements that
HSNi is not a profitable investment. HSNi is facing the decline of television shopping
and is late in the online retail market to compete with bigger and much more profitable
companies like Amazon. We also see a decline of sales growth for HSNi according to the
pattern of its 10-K’s. HSNi is one of the leaders in the industry in television sales. In the
industry it looks to be overvalued since television sales are declining. The stock price
HSNi is high and does not reflect what it should be based on our findings. HSNi is
overvalued in the industry from the ratios we used when comparing them to other
companies.

Method of Comparable Valuation
This method uses a few ratios to check if a company is undervalued or
overvalued relative to other companies and the industry. The problem when using these
ratios is that is can be inaccurate. The main advantage of using the method of
comparables is that the ratios are easy to obtain through calculation. Also, because
these calculations are industry wide, they are able to be utilized through websites such
as yahoo finance that anybody could go and find the information. However, the results
found are only based off of one year. Therefore, this information could not be
historically relevant of the firm or industry, and numbers could be manipulated to show
improvement for only that year.

Price to Earnings (P/E) Trailing
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Price to earnings is a method to show how much investors are willing to invest
compared to the company's earnings. For example HSNi’s investors are willing to spend
$16.26 per $1 of net income that HSNi produces. The problem with this ratio and
comparing HSNi to its competitors is when looking at specialty retail, it has a wide
range of companies involved. Amazon is one of the top companies in specialty retail so
they are an outlier when comparing the companies we have chosen as benchmarks.
HSNi compares mostly to QVC, so we are using QVC as the main benchmark. A lower
P/E ratio is better, this means they get more money for less money they invest. HSNi is
overvalued compared to the closest relative but undervalued compared to the industry
as shown in the figure below. When using restatements our net income decreases and
therefore increases the P/E ratio. This will still be overvalued when comparing our
company to QVC. This model is not a good valuation because the stock prices of the
competitors are valued too differently.

Figure 8.1: Trailing P/E

Price to earnings (P/E) forward
The price to earnings forward is using forecasted information instead of historical
information like the trailing P/E uses. This ratio shows that based on future earnings the
investors are willing to invest this amount. Again, Amazon is an outlier due to the
amount of money they make and their ranking in the specialty retail industry. HSNi,
compared to Evine and QVC when forecasting, is undervalued. This is portrayed in the
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figure below. HSNi’s investors are willing to give $13.09 per $1 of the forecasted net
income. Using the 2016 forecasted net income we find that the ratio becomes 16.87
which is fairly valued to QVC but still undervalued in the industry. This ratio also has the
flaw of using estimations to calculate it, so it is not an accurate representation.

Figure 8.2: Forward P/E

Price to Book
The price to book ratio is the correlation between the value of stock and the
book value per share. The equation is the current price per share divided by the book
value per share. With the individual firms having the book value, the higher the price to
book ratio, the more overvalued the firm is in the industry. The industry average is
10.1, and with HSNi having a price to book ratio of 18.94, the firm is heavily
overvalued. However, the industry average of a 10.1 was heavily skewed by both HSNi
and Amazon, with Amazon having an even higher ratio with a 23.62. The other
competitors, QVC and Evine, had significantly lower price to book ratios with 1.78 and
1, respectively. The large difference in numbers shows that the industry is inconsistent
in its stock prices. The price to book ratio is not the best way to value a firm due to its
inconsistencies. However, HSNi would be heavily overvalued in this aspect. All the price
to book ratios are shown in the figure below.
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Figure 8.3: Price to Book Ratio
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Price to Sales
The price to sales ratio shows how much an investor is willing to pay for each
dollar of revenue per share. This information is useful in examining the individual firm in
the industry to see how much an investor would pay in comparison to its rivals. The
smaller the ratio, the more undervalued the company is. The industry average is a 4.09,
which is very high. This shows how overvalued our industry is in price to sales as a
whole. HSNi has a low price to sales ratio, simply because investors do not want to pay
a lot per share because HSNi is overvalued in many other comparables.

Figure 8.4: Price to Sales

Enterprise value to EBITDA
Enterprise value to EBITDA determines the value of a company in the eyes of an
acquirer. Other methods of comparables, such as price to earnings and sales, do not
account for debt in the equation. However, the enterprise value of a company is able to
determine the overall value, including its debt. Including the debt allows a more
accurate valuation of the company and how it is currently sitting financially. A lower
ratio would show that the company is undervalued. HSNi has a ratio of 10.44 with an
industry average of 8.81, which shows that the company is overvalued. These statistics
go along with all of our other comparables, showing that HSNi is overvalued within the
industry, while its competitor Amazon is an outlier in the valuation of the industry
because of its high results. Since there are many companies in the industry there are
various amounts of equity for the industry making this ratio useless.
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Figure 8.5: Enterprise Values to EBITDA

Price Earnings to Growth
The price earnings to growth ratio (P.E.G) is a more accurate form of price to
earnings because it takes the firm or industry’s earnings growth into account.
Calculating P.E.G is just taking the price to earnings ratio and dividing it by the earnings
growth. The as stated seems very low compared to QVC and Amazon. The restated is
more accurate because of the 8% growth rate we calculated instead of the -12% that
was used by yahoo. Because of this, an attractive P/E ratio can be changed due to a
small growth rate. A higher P.E.G shows that the company is overvalued, which is the
case for HSNi in a large industry average. This ratio relies on the estimates of growth
and therefore isn't a good model to use since estimations may vary from the actual
numbers of the future. Using the restated it seems to be fairly valued compared to the
other companies but undervalued to the industry.

Figure 8.6: P.E.G
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Price to Free Cash Flows
Price to free cash flows shows what the investors pay on the firm’s free cash
flows, or cash left over after payment to maintain the asset base. The free cash flow is
important to companies because it allows an opportunity to maximize shareholder
wealth through extra cash or investing into other opportunities. The specialty retail
industry has many companies, and therefore has a very high industry average. HSNi is
significantly lower than the industry average, thus being undervalued in an overvalued
industry.

Figure 8.7: Price to Free Cash Flow

Conclusion
In this method of comparable valuation, we used figures that only use one year
of the companies financials. This method uses simple ratios and compares the different
competitors and the industry. This method gives some valuable information but has
problems when comparing the companies using complex data.
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Figure 8.8: Method of Comparable Valuation

We have found through our calculations, that HSNi is undervalued when
compared to the industry as a whole. As restatements we show that only P.E.G and
forward change to be fairly-valued but we believe this is not enough of a change the
overall conclusion that HSNi is overvalued. HSNi was overvalued when we compared it
to its closest competitor, QVC. This method uses one year of the financials, this causes
a distortion because if the companies have an unusual year, it changes the ratios
making it seem undervalued. Also, another flaw from using this method include using
ratios that don’t look at all aspects of the business. So using this comparison of
companies uses quick but inaccurate data and therefore isn’t the basis of which we will
be valuing the company.

Intrinsic Valuation Models
The method of comparables are a simple way to value stocks, however they
have flaws. For this reason we are also going to compute value from intrinsic models,
which are better than the comparables because they use information that applies
specifically to HSNi. These models are based upon our forecasts for the next 10 years
previously stated, which is another advantage of these models because comparables
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only use a single year of data. We performed four models which include the dividend
discount, free cash flows, residual income, and the long run residual income. Each
model uses different discount rates such as WACC or Cost of Equity to discount it. For
each model we use a 10% sensitivity analysis because our forecasts might vary from
the actual numbers in the future so using this sensitivity analysis allows us to view the
value as a range instead of one value. The range is what we determine if the firm is
overvalued or undervalued.

Discounted Dividends Model
The discounted dividends model is the first model we computed to value the
firm. This model uses the present value of future dividends to value the stock price. The
problem with this model is that it does not take into account growth; the present value
of future dividends is discounted by the cost of equity. Since it does not add in growth
opportunities for the firm, it does not explain the value of the company into detail.
From this model we calculated that 34.4% of the stock price is supported by
dividends. This means that this model will not be fully accurate because dividends does
not explain the majority percent of our prices. Our dividends for this model match our
forecasted dividends of raising by $0.10 per share every two years. As shown below,
with this model HSNi’s price is overvalued based on our range of the cost of equity and
the perpetuity growth rate of 8.97% - 16.97% and 0% - 4%, respectively. Our restated financial statements do not affect dividends so there is no reason to do a re-
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stated version of this model.

Although the model agrees with our opinion that HSNi is overvalued, it has an
inaccuracy that does not need to be ignored. The weakness of this model is that the
majority of the price is not explained by dividends, which is the assumption of this
model. Only 34.4% of the price is supported by dividends. This means that it is not the
only factor to consider when valuing a firm. This model is ideal for firms that are high
dividend paying companies.

Free Cash Flows Model
The second model we will use to value HSNi is the discounted free cash flows
model. This model assumes that the market value of equity is equal to the difference of
the market value of liabilities and market value of assets. For the market value of
liabilities we use the book value, however, for market value of assets we use the
present value of future free cash flows. This model is similar to the dividend discount
model, but instead of dividends we use free cash flows. To find the future free cash
flows we use our forecasts of cash flows from operations (CFFO) and cash flows from
investing (CFFI) and find the difference of the two cash flows. We then find the present
value of the free cash flows for each year. We discount these cash flows by the before
tax weighted average cost of capital (WACC). We have to use the before tax rate to
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discount because the cash flows are already on an after tax basis and we do not want
to count for the impact of taxes twice.
After the cash flows have been discounted by the before tax WACC, we now
have all the information needed to value HSNi. The next step is to calculate the market
value of equity by finding the difference of the market value of debt and market value
of assets. The market value of equity is then divided by the total shares outstanding
and then we find the value from 3 months forward, so we have a time consistent price
at the date of April 1st, 2016. We used the same 10% sensitivity analysis as we did for
the discounted dividends model.

As shown in above, the majority of the model says that the firm is overvalued.
However, this model contradicts our opinion as analysts and other models. The issue is
that 59.9% of the value for this firm lies in the perpetuity of the cash flows. The 59.9%
was calculated with a growth rate of 0% and before tax WACC of 6.33%. This means
that most of the value is based upon what is expected to happen in the future, which is
not certain. It is not ideal to be making important decisions based upon this model
because the cash flows are not accurate when looking in the future and the model as a
whole is based upon assumptions. This model is also sensitive to changes in the rates,
as shown that the numbers vary greatly.
Due to the degree of uncertainty, high volatility, and inaccuracy of this model it
will not serve a key deciding factor in finding the value of HSNi.
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Residual Income Model
The third model we will use is the residual income model. This model is the most
accurate to use in the valuation analysis for many reasons. This model provides us with
the highest amount of explanatory power. This model is less responsive to changes in
the growth rate or cost of equity. Another advantage is that the forecast inputs like net
income and dividends are more accurate than the cash flow forecasts. Also this model
places more value on current performance rather than placing the majority of the value
in the perpetuity. Based on these advantages, and the fact that it seems to fix all of the
problems with the other models, this model plays a vital role in the valuation of this
firm.
The first step in this model is finding the difference between the net income and
dividends and adding it to the previous years book value of equity. The net income and
dividends is based upon the forecasts. The book value of equity for each year is then
multiplied by the cost of equity to find the benchmark income for next year. The
benchmark income is then subtracted by the forecasted net income to find the residual
income. If the residual income is a negative number, this means that the company is
taking on projects that are not adding value to the firm. In other words, they are
accepting negative NPV projects. Based on our forecasts, HSNi’s residual income is
positive for the next 10 years. This is good news because it means that the company is
creating value instead of destroying.
The residual income for the forecasted 10 years is then discounted to present
value. The year 11 perpetuity, which is an educated guess based upon past years
trends, is also discounted back to present value. By adding the current book value of
equity for 2015, the total present value of each year of residual income, and the
present value of the perpetuity residual income, we then have the market value of
equity. Like the free cash flows model, the market value of equity is then divided by the
shares outstanding then compounded forward 3 months to arrive at a time consistent
share price.
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Provided below are the values of the equity based on a growth rate range of 10% to -50% and a cost of equity range of 10.97% - 14.97%. The as-stated version of
the model has higher prices compared to the re-stated version of the residual income
model. However, it does not change the fact that the company is overvalued in this
model.

Long Run Residual Income Model
The last model for the valuation analysis that we use is the long run residual
income model.

When looking at the level of explanatory power, this model is higher

than the free cash flows and discounted dividends but lower than the residual income
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model. This model is different from the residual income model because it has three
variables. The three variables include return on equity (ROE), cost of equity (Ke), and
the perpetuity growth rates. We used the same negative growth rates that we used in
the residual income model because we assume that our company will not perform
higher or lower than its cost of equity in the long run. It is also not like the residual
income model because it doesn’t need annual income. However, it is the same as the
residual income model based on the fact that the value of the firm is calculated from
the market value of equity. Considering that this model has three variables, we will hold
one constant and vary the other two. The equation for this model is as follows:
MVE = BVE [ 1 + (ROE - Ke) / (Ke - g) ]
We use the above equation to calculate the market value of equity. We used the
average of each of the forecasted 10 years of ROE, which is the net income / last years
book value of equity as the long run ROE. The long run ROE we calculated for as-stated
and re-stated is 49.59% and 50.08%, respectively. As shown by the tables below, with
this model HSNi is overvalued in each. The re-stated version of this model is different
because of the re-stated version of ROE. The re-stated version still shows that HSNi is
overvalued. The long run residual income model differs from the results of the residual
model by how much is it is overvalued, but not the fact that HSNi is overvalued. The restated and as-stated versions of the long run residual income model is below. In the
models ROE is held constant at 49.59% for the as-stated and 50.08% for re-stated. The
growth rate is held constant at -30% and the cost of capital is held constant at 12.97%
for both the as-stated and re-stated versions.
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Final Recommendation
The first step we did to value HSNi was to understand the underlying business
and the industry of specialty retail. Its competitors include Amazon, Evine Live, and
QVC. We were able to gather how the firms in this industry operate, how they compete,
and get a better understanding of this industry as a whole by using the Five Forces
Model.
After we analyzed the industry, we analyzed HSNi’s accounting. We looked at the
key accounting policies and found some red flags. The major red flag was the operating
leases. The company takes part in classifying its leases as operating so it can keep
liabilities off of the balance sheet which inevitably makes the company look like it is in
better standing. We fixed this red flag by capitalizing the leases to the appropriate
amount. After the necessary re-statements have been computed, we forecasted the
numbers ten years.
We use our comparables and the intrinsic models as a final step in valuing HSNi.
The overall final recommendation is based upon all our past research and analysis. This
includes the industry analysis, accounting analysis, ratio analysis, the forecasting, and
the comparables and intrinsic models. The majority of our recommendation is based
upon the intrinsic models rather than the comparables because they have higher
explanatory power. The residual income model is the model with the most impact for
our recommendation. All of the models, except the free cash flows, stated that HSNi is
overvalued. All of the data we collected or computed has pointed to HSNi being
overvalued, thus bringing us to our recommendation to sell HSNi stock.
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Appendix A- Trial Balance Adjustments 2011-2015 (chronological)
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Appendix B: Regressions
72 Months Regression Analysis
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60 Months Regression Analysis

48 Months Regression Analysis
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36 Months Regression Analysis

24 Months Regression Analysis
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