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II. Overview of JC Penney

JC Penney was established in 19021. It has been the leading retailers and operating more

than 1000 stores in the United States and Puerto Rico. It offered a variety of clothing, shoes,

cosmetic and beauty, jewelries, accessories, and household products. With the customers in

mind, it offered products at affordable prices. It was traded as ‘JCP’ on New York Stock

Exchange. JC Penney is focused on the strategies for the long-term growth, including customer,

merchandise, associate, and performance. It has gained more market shares through the e-

commerce business, JCP.com.2

III. Historical Performances

1. Consolidated Statements of Earnings and Balance Sheets

 See the Appendix A-1 for Consolidated Statements of Earnings based on January

2005 to January 20093.

 See the Appendix A-2 for Consolidated Statements of Balance Sheets based on

January 2005 to January 20094.

2. Common-Sized Statements of Earnings and Balance Sheets

a. Purpose of Common-Sized

All the items in common-sized statements of earnings and balance sheets are

expressed as a percent of net revenues. Purpose of common-sized statements of earnings

and balance sheets is for easier comparison with inter- companies’ trend, competitors,

and industry5. It is important to know common-sized statements of earnings, for the

1 JC Penney website-Our history, http://www.jcpenney.net/about/ourhistory.aspx.
2

JC Penney website-Investor Fact Book 2009, http://phx.corporate-
ir.net/External.File?item=UGFyZW50SUQ9MTc3MjZ8Q2hpbGRJRD0tMXxUeXBlPTM=&t=1
3 ADVFN, http://www.advfn.com/p.php?pid=financials&btn=annual_reports&mode=&symbol=NYSE%3AJCP.
4 ADVFN. http://www.advfn.com/p.php?pid=financials&btn=annual_reports&mode=&symbol=NYSE%3AJCP.
5 Valuation by Koller, Goedhart, and Wessels (2005).



purpose of our analysis, what percentage of revenues are absorbed by different expenses6.

The common-sized shows us the up and down movement of the items in financial

statements.

b. Discussion of Margins

Gross Profit Margin

The company will be able to compensate the future operating costs and expenses

when it has a sufficient gross profit margin. It tells the investors the percentage of

revenues left after subtracting the cost of sales. The margin has increased from 2005 to

2006; however, it has decreased since 2007 (See Appendix A-1, common-sized

statements of earnings). The decrease in the past three years is due to a higher of cost of

sales. It also may be due to the economic downturn.

EBIT Margin

EBIT margin is a measure of profitability, where the earnings before interest and tax

are divided by net revenue. It shows the company’s operating performances to generate

the profits before net interest and income tax expenses. It can be used to analyze the

financial health of the company7. The EBIT margin has increased from 7.12 percent to

9.49 percent, in 2005 and 2007, respectively. The decrease in operating expenses and

depreciation leads to the increase in EBIT margin. However, it has dropped to 6 percent

in 2009 because a slightly increase of the operating expenses.

Net Profit Margin

Net profit margin is a measure of profitability, where the net income is divided by net

revenues. It shows how the company can generate the profit after all operating costs and

6
Valuation by Koller, Goedhart, and Wessels (2005).

7
Valuation by Koller, Goedhart, and Wessels (2005).



expenses, depreciation, net income tax and interest expenses, and income tax provision.

The increase in the net profit margin is almost double from 2005 to 2006 because the rise

in income tax provision. Then, it has declined to 3.09 percent in 2009 due to a higher

income tax.

c. Sales Growth Rate

When we look at the bottom of the Appendix A-1, the growth rate of sales is almost

three times increased from 1.94 percent to 5.97 percent, in 2006 and 2007, respectively.

This shows that there is more selling in 2007. However, the sales growth rate has

decreased to a negative 0.22 percent and 6.92 percent, in 2008 and 2009, respectively.

The economic downturn may lead to a lower growth rates in sales. Customers have spent

less these two years.

3. Historical NOPLAT, Invested Capital, and Free Cash Flow

a. Historical NOPLAT

NOPLAT includes profits available to both shareholders and bondholders. NOPLAT

represents total income generated from operations available to all investors. The formula

of NOPLAT is: Earnings before Interest and Tax (EBIT) * (1- operating cash taxes).8

The historical NOPLAT and the reconciliation to net income are shown in the Appendix

B-1. It is important to reconcile net income to NOPLAT to ensure that the organization

is complete9. To reconcile NOPLAT, first, the changes in deferred taxes is added or

subtracted from net income. Next, the after-tax interest paid is added back to determine

the profits available to all investors. To get the NOPLAT, we subtract the after-tax

interest and other income received. The NOPLAT has increased from $1,030.54 million

8
Valuation by Koller, Goedhart, and Wessels (2005).

9
Valuation by Koller, Goedhart, and Wessels (2005).



to $1,434.62 million, in 2006 and 2008, respectively. However, there was a loss of

$189.69 million in 2009 because of a low net income and changes in deferred taxes

compared to previous years.

b. Historical Invested Capital

The Invested Capital (IC), excluding goodwill, equals operating current assets minus

operating current liabilities, and plus the net plant and equipment and net others assets.

To compute the IC, including goodwill, we can add the goodwill to the IC. Total funds

invested equals IC, including goodwill, plus the non-operating assets.10 Alternatively,

total funds invested equals debt and its equivalents plus equity and its equivalents. As

shown in the Appendix B-2, the IC (including goodwill) has increased from 2005 to

2008, and dropped in 2009. The increase in IC was due to rising in operating working

capital and the net plant and equipment. Also, there was goodwill in 2007 and 2008.

Total funds invested had been fluctuating over the past five years.

Return on Invested Capital (ROIC) measures the ratio of NOPLAT to invested

capital. ROIC is used to measure how the company’s core operating performance has

changed and how the company compares with its competitors11. To calculate the ROIC,

we divide the ending of NOPLAT by the beginning of Invested Capital. As shown in the

bottom of Appendix B-2, there are four ROICs. The ROIC (including goodwill) in 2006

is 13.48 percent. The ROIC is 13.9 percent in 2007, and 16.72 percent in 2008. However,

it has dropped to a negative of 1.82 percent in 2009. This shows that the operating

performance of the company was not doing well this year because the net operating profit

is a negative.

10
Valuation by Koller, Goedhart, and Wessels (2005).

11
Valuation by Koller, Goedhart, and Wessels (2005).



c. Historical Free Cash Flow

Free Cash Flow (FCF) equals NOPLAT plus non-operating expenses minus

investments in IC. As shown in the Appendix B-3, FCF was $824.70 million in 2006

compared to $336.58 million in 2007. It has dropped to $2.78 in 2008, and then was up

to $458.19 million in 2009. It shows that the company has a very low FCF in 2008.

IV. Computation of Intrinsic Value

1. Assumptions

a. Panel A – Input for Present Value Calculations

It is important to project the future of JC Penney when we want to compute the

intrinsic value of its company. Most of these assumptions are based on the information

obtained from Value Line, Yahoo Finance, Morning Star, Advfn, annual report of JC

Penney, and current economic condition. Panel A can be found in Appendix C-1.

 Net Revenue and its Growth Rate

The sales growth rate in 2009 is calculated from, revenue in 2009 minus revenue in

2008, divided by revenue in 2008 (See Appendix C-1). It shows a negative 6.92 percent.

However, we predict that the sales growth rate is going to go up to a negative 2 percent

in 2010 because the economy began recovering (See Appendix C-1). People may spend

more on the non-durable goods in retailer. Also, JC Penney had opened 17 new stores

and added 12 Sephora inside the stores12. We expect these new openings will boost up

the sales for the next years. To find the net revenues for the next 10 years, we multiply

12
JC Penney Website-Press Release. (2009) http://ir.jcpenney.com/phoenix.zhtml?c=70528&p=irol-

newsCompanyArticle&ID=1355166&highlight=.



the ending revenue with one plus the sales growth rate.

 Earnings Before Interest and Tax (EBIT)

EBIT in 2009 is taken from the statements of earnings, shown in Appendix C-1. To

calculate the next 10 years EBIT, we assume its growth rate in Panel B. Then, we

multiply the EBIT growth rate with revenue. We see that EBIT has been increasing for

the next 10 years.

 Cash Tax Rate

The cash tax rate of JCP is 46.35 percent (Cell B26=(B19-(0.35*B15)-

(0.35*B14))/B18), shown in Appendix A-1. We use apply this rate for the next 10 years

(See Appendix C-1).

 Income Taxes

To calculate the income taxes, we multiply the EBIT with the cash tax rate. From

2009 to 2010, it shows that the income taxes have decreased; however, it has been

slightly increased since 2011.

 NOPLAT

We simply minus the EBIT with income taxes to get the NOPLAT. It has dropped

from 2009 to 2010. However, it has increased from 2011 to 2019 (See Appendix C-1). It

shows that when both EBIT and income taxes are higher, the NOPLAT is also higher.

 Depreciation

For 2009 depreciation, it can be found in the statements of earnings, shown in

Appendix A-1. To calculate the estimated depreciation for the next 10 years in Panel A,

we multiply the estimated depreciation growth rate, which is shown in Panel B, with net

revenues. It shows that the depreciation is slightly down from 2009 to 2010, and



increasing until 2014. Then, it is down and up again.

 Change in Working Capital

The change in working capital for 2009 shows a negative of $235.88 million. To

get this number, we subtract beginning with ending working capital (See Appendix A-

3). When we look at 2010, it starts to increase in the next 10 years. Assumption of

working capital over sales is needed, which will be explained more in next part. We

predict that the company’s current assets are large enough to cover the current liabilities.

 Change in Capital Expenditures

The change in capital expenditure for 2009 is calculated from subtracting the

beginning of net plant and equipment by ending of net plant and equipment plus the

ending of depreciation (Refer to Appendix A-3). It shows that it will decrease in 2010

and starts to pick up until 2014. Eventually, it will go down. If it goes up, it shows that

the company invests a slightly more in land or building. Otherwise, it reduces its

spending in investment.

 Change in Other Assets

For the change in other assets in 2009, it is a negative of $2,068 million due to a

low other assets in ending year compared to beginning year. It shows that the company

has less other assets this year. When we look at the next 10 years, the change in other

assets will go up and down. The assumption is made in the Panel B.

 Free Cash Flow

When we sum up the NOPLAT to the depreciation, change in working capital,

change in capital expenditures, and change in other assets, the FCF is a negative of

$1,645 million in 2009. If we look at the next 10 years, the FCFs of JCP show us



positive numbers. However, it is up and down. The estimated of FCF for the next 10

years are determined by the assumptions that we make. When one has a different

assumption, the amount of FCF will change.

 WACC

WACC is the company’s opportunity cost of funds and represents a required return

by the company’s debt and equity holders13. The WACC of JCP is 9.33 percent (See the

calculation in Appendix C-2). We apply this cost of capital from 2010 to 2019.

 Discount Factor

To calculate the discount factor at the time (t), we use the formula: (1 + WACC) t

(Refer to Appendix C-1).

 Present Value of Cash Flows

To compute the present value of cash flow, we divide the free cash flow by the

discount factor, shown in Appendix C-1. Since free cash flow is the cash flow available

to all investors and is independent of leverage, we must discount it back using the

WACC.14 We see that the present value is going up and down. These present values also

depend on the assumptions that we make in Panel A and Panel B. The different

assumptions give use different present value of cash flows. Then, we add all the present

value of cash flows from year 2010 to 2019. This present value is important to

determine the total value of JC Penney.

13
Valuation by Koller, Goedhart, and Wessels (2005).

14
Valuation by Koller, Goedhart, and Wessels (2005).



 Three Key Drivers of Value

We must focus on the three key drivers of value to have a good analysis, including

ROIC, growth rate, and FCF15. After analyzing the ROIC from 2006 to 2008, we project

13 percent for our RONIC to be used in valuation. The RONIC should be higher than

the WACC. For the revenue growth rate, we use non-constant rate to project the future.

For the growth rate of FCF, we use 6 percent instead of 5 percent to calculate the

continuing value. FCF growth rate should be lower than the WACC. Free cash flow,

which is driven by the revenue growth rate and ROIC, provides the basis for enterprise

discounted cash flow16.

b. Panel B – Operating Relationships

As shown in Appendix C-1, most of the items in Panel B are forecasted as a

percent of revenue. In order to determine the projections in Panel A, we should make the

assumptions in Panel B. The items include EBIT, NOPLAT, depreciation, working

capital/sales, working capital, capital expenditures, other assets/sales, other assets, and

free cash flow.

 EBIT

To calculate the EBIT over sales in 2009, we simply divide the EBIT by net

revenue in 2009. It shows that EBIT is 6 percent. Based on the EBIT/sales over the last

five years, shown in Appendix A-1, it shows the ratio is between 6 to 9 percents.

Therefore, we assume that it remains the same in 2010 and increases to 6.5 percent until

year 2012. Then, it will go up to 8 percent for 2014 and 2015 and go down to 6.5

percent from 2017 to 2019.

15
Valuation by Koller, Goedhart, and Wessels (2005).

16
Valuation by Koller, Goedhart, and Wessels (2005).



 NOPLAT

We compute the ratio of NOPLAT by dividing the NOPLAT by net revenue shown

in Appendix C-1 Panel A. The ratio of NOPLAT shows that it is 3.22 percent for 2009

and 2010. It will slightly go up to 3.49 percent for the next two years. It will reach 4.29

percent and starts to decrease to 3.49 percent. These NOPLATs as a percent of revenues

depend on the amount of NOPLAT that we get in Panel A.

 Depreciation

For the depreciation as a percent of revenues in 2009, it shows 2.54 percent. It is

computed by dividing the depreciation by net revenues. When we look at the past five

years, depreciation ratios are between 1.95 percent to 2.54 percent. Therefore, we

assume that it will remain the same for the next five years. Then, it will go down to 2

percent.

 Working Capital/Sales

The working capital over sales for 2009 is 17.81 percent. It is obtained from the

Appendix A-3. It is calculated by dividing the working capital in 2009 by net revenues

in 2009. When we look at the past three years, 2007-2009, it shows that the working

capitals over sales have been increased even though we were in recession. Therefore,

from 2010 to 2014, we assume it is going to go up to 18 percent and remain the same.

Then, it will increase to 18.5 percent for the rest of the years.

 Working Capital

The working capital for 2009 is obtained from the Appendix A-3. For year 2010

and on, we simply divide the working capital by the net revenues. It shows that in 2010,



the number is down due to lower net revenue. However, it will increase after 2011. It

will eventually reach $5295 million in 2019.

 Capital Expenditures

To calculate the capital expenditures over sales, we divide the change in capital

expenditures by net revenues, and multiply it by a negative one. It shows 4.74 percent in

2009. According JC Penney 2009 bridge plan released on June 25, 2008, it will reduce

capital expenditures from $1 billion in 2008 to $650 million next year (2009). That is

nearly 50% less than the $1.2 billion spent in 200717. From the historical data, we

assume that it is going to drop to 2.5 percent from 2010 to 2011. Then, it will increase to

a 4 percent for three years and starts to decrease 2 percent from 2017 to 2019.

 Other Assets/Sales

In 2009, other assets over sales of 2.29 percent is obtained from the Appendix A-3.

It is calculated by dividing the other assets by the net revenues. It is a very low ratio due

to low other assets in 2009. When we look at the past four years, the ratios are in

between 8 percent and 12 percent. (See Appendix A-3) Therefore, we assume that it is

going to go up to 4 percent for the next two years, 5 percent for the next three years, a 6

percent for the next two years, and then 8 percent from 2017 to 2019.

 Other Assets

To calculate the other assets, we simply multiply the other assets/sales with net

revenues. It shows that the numbers are increased over the next 10 years.

17
J.C. Penney Slashing 2009 Capital Expenditures,

http://multichannelmerchant.com/opsandfulfillment/jcpenney-budget-cuts-0625/.



 Free Cash Flow

The free cash flow over sales show a negative of 8.9 percent in 2009 because the free

cash flow is a negative. To compute this ratio, we divide the free cash flow by net

revenues. These ratios show that they are up and down over the next 10 years.

2. Valuation Model

a. Enterprise Model

There are many ways to value a company; however, we focus on one model such as

Enterprise Discounted Cash Flow. This model depends on the cash inflows and outflows

of the company, rather than on accounting-based earnings, which can lead to

misleading18. The enterprise DCF model discounts all the present value of future cash

flows using the WACC. We use the enterprise DCF model because it works better for

choosing long-term projects, business units, and companies that manage their capital

structure in the long-term19. Here is the step-by-step valuation for using the Enterprise

Discounted Cash Flow:

 Find the FCFt, where t is year 1 to 10

 Calculate the value of operations, where the formula is:

VO = FCFt + CV10 * (1 + WACC) 0.5

(1+WACC) (1+WACC)10

 Calculate the Enterprise Value, where the formula is:

EV = VO + Value of non-operating assets

 Subtract value of debt from EV to get value of equity (VE)

VE = EV - Value of debt

18
Valuation by Koller, Goedhart, and Wessels (2005).

19
Valuation by Koller, Goedhart, and Wessels (2005).



 Divide VE by the number of shares outstanding to get the intrinsic value of

the company’s stock

P0 = VE / number of shares outstanding

b. Computation of Continuing Value

The definition of continuing value is the value of the company’s expected cash flow

beyond the explicit forecast period20. There are three ways to compute the Continuing

Value when we use the enterprise DCF model, such as:

1. CV = FCF10 ( 1 + g)
WACC - g

2.

3. CV =EBITDA10 * EBITDA Multiple

The PV of continuing value using FCF approach is $8304.95 million. The PV of

continuing value using NOPLAT approach is $7,692.02 million. And, the PV of continuing

value using EBITDA approach is $7,975.24 million. (See the calculation in Appendix C-2)

c. Estimation of WACC

The key drivers to estimate the WACC are cost of debt, cost of equity, and weights

of debt and equity.

1. Formula of WACC

WACC = Debt*Cost of Debt (1 – Marginal Tax Rate) + Equity*Cost of Equity
Debt +Equity Debt + Equity

2. Estimation of Cost of Debt

Cost of debt is measured by the yield-to-maturity (YTM). First step of

estimating the cost of debt (kd) is to collect all the amount of bond outstanding that

20
Valuation by Koller, Goedhart, and Wessels (2005).
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have been issued at different dates. We can get this information from the S&P bond

guide in the library. We sum all the bonds and get the total of bond outstanding.

From this total amount of bond, we figure out the weight of each bond issued at

different dates. Second step is to collect YTM of each bond. Then, we multiply the

weight of each bond with its YTM. Third step is that we sum all the weight-YTM

to get the total of weight-YTM. This number will be the cost of debt before tax. To

the cost of debt after, we simply multiply the cost of debt before tax to one minus

marginal tax rate. As shown in Appendix F, the cost of debt before tax is 11.22

percent21. The marginal tax rate is 35 percent. The cost of debt after tax is 7.29

percent.

3. Estimation of Cost of Equity

To estimate the cost of equity (ke), we use the formula called Capital Asset

Pricing Model (CAPM). The formula of the cost of equity is ke = Rrf +b (RP)22. To

calculate the CAPM, we need to figure out the risk-free rate, beta, and market risk

premium. Risk-free rate is calculated from getting the average of 10-Year Treasury

Constant Maturity Rate based on January 2005 to January 2009, shown in

Appendix D. Beta is calculated using regression analysis, where the dependent

variable is JCP stock returns (monthly data for five years – 60 returns) and the

independent variable is S&P 500 stock returns (monthly data for five years – 60

returns). Historical excess returns are a reasonable approximation for future

premiums if the level of risk aversion has been the same over the last 75 years23.

21
S&P 500 Bond Guide-Library

22
Valuation by Koller, Goedhart, and Wessels (2005).

23
Valuation by Koller, Goedhart, and Wessels (2005).



The risk-free rate is 4.46 percent, shown in Appendix D24. The adjusted beta of JCP

is 1.33, shown in Appendix E25. For market risk premium, we use 5.5 percent26. As

shown in Appendix C-2 Panel C, the cost of equity is 11.78 percent.

4. Weights of Debt and Equity

First, we determine what are the debt and equity of the company. Debt is

interest-bearing debts, which equals long-term debt plus other non-current

liabilities. To get the equity, we multiply the current price of the company’s stock

based on January 31st, 2009 with the number shares of outstanding in year 2009.

Next, we sum the debt and the equity to get the total of enterprise value. Then, we

divide the debt with the total of enterprise value to get the weight of debt. Also, we

divide the equity with the total of enterprise value to get the weight of equity. The

sum of weighted-debt and weighted-equity should be equal to 100 percent. The

weighted-debt of JCP is 54.52 percent, where weighted-equity is 45.48 percent (See

the Appendix C-2 for calculation weights of debt and equity).

5. What is WACC of JCP?

Based on the calculation shown in Appendix C-2 Panel C, the WACC of JCP is

9.33 percent.

d. Free Cash Flow for 10 Years

Free Cash Flow as a percent of net revenue for 10 years can be found in Appendix

C-1 Panel B. The free cash flows of JCP have been fluctuating over 10 years. When we

look at the year 2009, it is a negative 8.9 percent. From year 2010 to 2019, the

24 GS10, 10-Year Treasury Constant Maturity Rate

25
Yahoo. Finance. JCP Historical Prices and S&P 500 Historical Prices.

26
Valuation by Koller, Goedhart, and Wessels (2005).



percentages of free cash flows over the sales have been positive. Based on the

assumptions we make on future revenues, depreciation, changes in working capital,

capital expenditures, and changes in operating assets, we have positive free cash flows

from year 2010 and on. This shows that there is a negative cash flow available to

investors in 2009. However, we assume that there are cash flows available to investors

from year 2010 to 2019.

e. Enterprise Value

From using three different continuing value approaches, we get three different total

enterprise values. The first total enterprise value using FCF approach is $11,360.41

million. The second total enterprise value using NOPLAT approach is $9,747.48

million. The third total enterprise value using EBITDA approach is $10,030.69 million.

We can see that using FCF approach, we get a higher total value of the enterprise.

However, we get a lower total value of the firm using NOPLAT approach.

f. Intrinsic Value

As shown in Appendix C-2 Panel C, we have three different intrinsic values. We

get different intrinsic values using three different continuing value approaches. To get

the intrinsic value per share, we divide the value of equity by the number share of

outstanding, shown in Appendix C-2. From using the FCF approach, the intrinsic value

is $26.53 per share. From using the NOPLAT approach, the intrinsic value is $23.77 per

share. From using the EBITDA multiple approach, the intrinsic value is $25.05 per

share. When we use FCF approach, the intrinsic value per share is higher. And, when we

use NOPLAT approach, the intrinsic value per share is lower compared to other two

approaches.



g. Comparison of Intrinsic Value and Market Value per Share

Based on January 31st, 2009, the current market price of JCP is $16.75 per share27.

When compare the intrinsic value of $26.53 to the current market price of the beginning

of 2009, it shows that the JCP’s stock is undervalued. If we compare to the intrinsic

value of $23.77 per share, it also shows that the stock is undervalued. When we compare

the current price of the beginning of 2009 to the intrinsic value of $25.05, the stock of

JCP is undervalued. In summary, based on the three approaches of continuing value, we

determine that the JCP stock price on January 31st, 2009 is undervalued. Therefore,

when we put ourselves in the beginning of 2009, we should buy the JCP stock.

V. Conclusion

In conclusion, there are many ways to value a company; however, we focus on one model

such as Enterprise Discounted Cash Flow. It is important to consider the three key drivers in

valuation, such as ROIC, growth rate, and FCF. To compute the PV of continuing value, we

27
Yahoo Finance. JCP Daily Historical Prices.

FCF Approach

NOPLAT Approach

EBITDA Approach

$26.53

$23.77

$25.05



use three approaches, including FCF, NOPLAT, and EBITDA approaches. Based on the

three approaches, I recommend the first approach which is FCF Approach because it

considers the shareholders value creation. The intrinsic value is also higher and more

reasonable compared to other two values.
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