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New accounting proceedures

Under the historical accounting principles, the Company was required to account for sales of both iPhone and

Apple TV using subscription accounting because the Company indicated it might from time-to-time provide

future unspecified software upgrades and features for those products free of charge. Under subscription

accounting, revenue and associated product cost of sales for iPhone and Apple TV were deferred at the time of

sale and recognized on a straight-line basis over each product’s estimated economic life. This resulted in the

deferral of significant amounts of revenue and cost of sales related to iPhone and Apple TV. Costs incurred by

the Company for engineering, sales, marketing and warranty were expensed as incurred. As of September 26,

2009, based on the historical accounting principles, total accumulated deferred revenue and deferred costs

associated with past iPhone and Apple TV sales were $12.1 billion and $5.2 billion, respectively.

The new accounting principles generally require the Company to account for the sale of both iPhone and Apple

TV as two deliverables. The first deliverable is the hardware and software delivered at the time of sale, and the

second deliverable is the right included with the purchase of iPhone and Apple TV to receive on a

when-and-if-available basis future unspecified software upgrades and features relating to the product’s software.

The new accounting principles result in the recognition of substantially all of the revenue and product costs from

sales of iPhone and Apple TV at the time of sale. Additionally, the Company is required to estimate a standalone

selling price for the unspecified software upgrade right included with the sale of iPhone and Apple TV and

recognizes that amount ratably over the 24-month estimated life of the related hardware device. For all periods

presented, the Company’s estimated selling price for the software upgrade right included with each iPhone and

Apple TV sold is $25 and $10, respectively. The adoption of the new accounting principles increased the

Company’s net sales by $6.4 billion, $5.0 billion and $572 million for 2009, 2008 and 2007, respectively. As of

September 26, 2009, the revised total accumulated deferred revenue associated with iPhone and Apple TV sales

to date was $483 million; revised accumulated deferred costs for such sales were zero.
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EPS PTP Sales

Original 6.28         7,984          36,537       

Restated 9.07         12,066       42,905       

Increase 2.79         4,082          6,368          

44% 51% 17%
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Beliefs

• Rule of 5 is correct –
– 1/5 will exceed my expectations

– 3/5 will generally meet my expectation

– 1/5 will not meet my expectations

• I don’t have a crystal ball.  100% confidence is not achievable.

• My judgment is as good as the analysts
– 2002 study reveals 59% of consensus forecasts are at least 15% off.

• Mr. Market is bi-polar.  
– He normally does a good job of representing the value of a company 

but occasionally presents unjustified manic optimism or unjustified 
depressed skepticism.

– Mr. Market’s opinions cannot be assumed are correct.

QUALITY REVIEW

Do I  want to own this stock?

Section 1 – Growth Rate

Nice quarterly results

Last 5 years looking very good!
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Section 2 – Managed Results

Good

Good

Very Good.

PERT A – Graph Growth Trends

Turning the corner.

How low?

Pert A

EPS PTP SalesEPS – OK

PTP – OK

Sales – Quarterly tending up - OK
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WHAT  DO THE ANALYSTS SAY?

Check analysts consensus estimates for consistency

Analyst 5 years estimates?

http://www.nasdaq.com/earnings/earnings_forecast.asp?symbol=AAPL&selected=AAPL

Forecasts being 

adjusted up.

Dip in 2013???

Only 1 analyst.

Add analyst estimates to section 1

Good start. 

Let’s check other analysts …
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Value Line

http://www.kcls.org/databases

Price appreciation – 10% to 21% OK

Safety = 3 - OK

Timeliness = 1 - Good
PE seems high

3-5 year EPS = $16.00

No dip!  Too high?

Nice growth rates.

Sales = 18.5%

Value Line Analysis

Lots of 

room to 

grow.

A bit too 

rosy?

MSN vs VL vs NASDAQ

Too optimistic?

MSN (Zacks) & NASDAQ (Thompson) 

seem to agree.

Results: Confident that next two years will not exceed 7.89 or 9.62 respectively.
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WHAT ABOUT SALES GROWTH?

I have a feeling for earnings but my projection is built on sales growth

Historical Sales Growth

Quarterly sales increasing quickly.  

Quarterly Trailing 4 quarters

Annual sales stable on 12.5%.

Let’s see what the analysts expect.

Estimating Sales Growth

10 year Sales 

growth =25.4%

VL Sales growth = 18.5% 

(too high)

TTM sales growth = 12.5%
Last Quarterly sales 

growth = 25%

18.5% is too high.  12.5% is minimum.    Choose 15% for this economy.
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USE SALES GROWTH TO ESTIMATE 

EPS GROWTH

Preferred Method

14.3% EPS growth

Sanity check

1. Sales projection visually seems reasonable. 

2. 5-year projected sales, $73,489, is lower than Value Line projection of $78,000.

3. 5-year projected EPS visually seems conservatively below ACE.

4. 5-year projected EPS, $12.26, is well below $16 Value Line projection.

5. 1-year projected EPS is $6.29 x 1.143% = $7.19 (above low forecast of $6.80)
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HOW DOES MANAGEMENT 

COMPARE WITH INDUSTRY?

Section 2 – Managed Results

AAPL Industry

Profit Margin 21.9% 6.5%

ROE 26.6% 16.5%

Debt/Equity 0% 34%
All good!

Yes, I want to own this company!

VALUE REVIEW

Buy today?
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PERT-B Outliers & PMG

Before

After

PMG P/E Analysis

1. Ave P/E fairly stable between 26-27

2. P/E from 12.4 to 39.4; mid = 25.9

3. 10 year P/E average = 25.8

4. 5 year P/E average = 26.7

Use 5 year average

Average High P/E = 37

Average P/E = 27

Average Low P/E = 17

PE=37

PE=17

PE=27

Price

P/E

Ave P/E

Section 3 – Price & P/E Analysis

PE = 31.5

RV = 117.5%

PEG = 1.9

Conclusions

• Too expensive to buy today.

• High Alert when P/E = 36.7 for sell  Price = 36.7 x 6.28 = 230.48

• Low Alert when P/E = 26.8 for buy Price = 26.8 x 7.18 = 192.42

Alt+B = Buy @ $191.75 with 3:1 U/D
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Section 4 – Low Price?

Support

Sections 4 & 5 – Risk/Reward

Results

• Price on 1/23/2010 = 197.75

• DCF = $112.66   Intrinsic Value = 254.56

• UB=$193.70

• MA=$154.56 (trend up)

• LB= $115.41

• News: 

– Apple/Google competition. 

– Announcing tablet?

– Rumors of replacing Goggle search on iPhone with Microsoft bing.

• Industry PE = 22 (mi)  S&P 500 P/E = 87 DJIA P/E = 17  VL Industry = 19/98

• PE = 31.5 RV=117.5% PEG=1.9 U/D=2.7

• Return = 17.9% PAR=10.6%

• Alt+B Price = 191.75 (U/D=3)

• Conclusion: Too much risk/price too expensive today despite 17.9% potential return.  Expecting 

price to expand as high as $230 (up 16%) before market pulling quickly down to $192.

• High Alert when P/E = 36.7 for sell  Price = 36.7 x 6.28 = 230.48 (u/d = 1.8, RV = 137%)

• Low Alert when P/E = 26.8 for buy Price = 26.8 x 7.18 = 192.42 (u/d = 2.96; RV = 100%) 

Price above UB

Price above DCF

Price below Intrinsic Value

Serious competitive change

P/E RV PEG all too high
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Online References

• BI S&P data service

• www.nasdaq.com (5 years ACE)

• http://Moneycentral.msn.com (financials & industry)

• http://kcls.org for Value Line online access

• http://www.manifestinvesting.com (financials & industry)

• http://finance.yahoo.com (price movement & competitors)

• http://online.barrons.com/public/page/9_0210-
indexespeyields.html for S&P 500  & DJIA PE

• http://alerts.yahoo.com (price alerts via email)

• www.gurufocus.com for DCF calculation

• www.valuepro.net for Intrinsic Value calculation

• www.bob-adams.net for Annual Report analysis spreadsheet

• http://biwiki.editme.com/Spreadsheets for TKPorfolio spreadsheet


