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General Information

1. Apple Inc., formerly known as Apple Computer, Inc., incorporated under the laws of the
State of California on January 3, 147The company engages in design, manufacture, and
marketing of personal corafers and related software solutions worldwide. It also provides a
line of portable digital music players, as well as related accessories and services, including the
online distribution of digital content via iTunes music store. Recently Apple Inc. addes t
product offerings by launching a new line of smart phones (iPhone), distributing it through an
exclusive multiyear agreement with AT&T wireless division.

Steve Jobs, Steve Wozniak, and Ronald Wayne founded Apple on April 1, 1976. Apple
was incorpoated in 1977 to sell its first product, OApple | Personal Computer KitO. The original
Apple was hand built by Steve Wozniak. Two hundred units of the initial Apple | was sold as an
assembled circuits board, but lacked the basic parts we came to knowalws keyboard and
monitor. Apple differentiated itself from other major rivals by offering color graphics and open
architecture, which allowed introduction of third party applications and easier integration with
the device. Apple sustained growth thrbagt the 1980s mainly due to its leadership in the
education sector. A deal negotiated by Steve Jobs established AppleOs presence in all schools
throughout California.

As the company continued to grow, an internal power struggle developed between Steve
Jabs and the new CEO John Sculley in 1985. AppleOs board of directors sided with the CEO and
Steve Jobs resigned. After resigning, Jobs founded RleXfich was acquired by Apple for
$400 million in 1998, As Apple continued improving product offerings andorporating new

technology, research and development costs skyrocketed. Growing development of Microsoft

! Sabrient, AAPL Research, pg 5
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Windows continued to cut deeply into Apple Inc. profits. Instead of a clear marketplace
response Apple sued Microsoft for theft of intellectualperty; the lawsuit dragged on for
years. Although the case was later thrown out, it distracted management and caused several
major product flops and missed deadlines. In 1997 Steve Jobs returned to Apple as consultant,
and then became an interim CEO; i©@0he took the CEO position full time.

Although opinions may vary on acquisitions, Apple tends to focus on small companies
that can be integrated into the projects that are already being developed internally. Some of its
more notable acquisitions incluénal Cut Pro from Macromedia (now Adobe Inc.) as well as
purchase of small German company called EMagic in 2002.

Apple IncOs. early litigation dates back to 1978 when Apple Corps Records, owned by
The Beatles record label filed suit for trademark infrmgat. The case was settled in 1981 for
$80,000 paid to Apple Corps (Beatles owned company). In addition, Apple Inc. agreed to stay
out of music business. This case came back again in 1989, Apple Inc. settled in 1991 with similar
terms and additional $26.illion. However, in September 2003, Apple Corps, sued Apple
again, this time over the iTunes music store. The trial, which was held in the UK, ended in
victory for Apple Inc. Similarly, in January 2007, Cisco sued Apple Inc. for the name OiPhoneO.
This cae was settled out of court without financial damage to the company.

Apple Inc. has a rich corporate history thatOs been prone to radical change. From
introduction of new products to maintaining customer relations by offering rebates, Apple Inc. is
continwally striving to become a prominent figure in the personal technology world. Much of the
recent success for Apple can be attributed to Steve Jobs who in recent years has transformed the

company he once helped to build.



2. As stated earlier, Apple Inc. eages in the design, manufacturing, and marketing of
personal computers and related peripherals, software, and networking solutions worldwide. It
also provides the online sale of thpdrty audio and video products to enhance the experience of
the users Ptheir line of portable digital music players. Apple offers products such as the
Macintosh desktop and portable computers, the Mac OS X operating system, and iPod storage
products, which are complimented by the iTunes store. The company has a vagif array
products from computers, storage devices, software, and supplies.

Apple Inc. sells its products to education, business, consumer, and government
customers. They use online stores, a direct sales force, and retail stores to sell their products.
The ompany had 173 retail stores as of March 9, 2007 in the United Stapes, United
Kingdom, and Canada.

3. On December 27, 2006 SEC announced that Apple was under investigation by the federal
government in connection to some illegal activity with regaodbackdating stock options.

On January 17, 2007 Apple announced that it expéttguarter 2007 revenue of $4.8
$4.9 billion and EPS of $0.54 to $0.56. Analysts, however, believed the company to report EPS
of $0.60 on revenues of $5.24 hilli duringthe same time peridd.

Then, on February 21, 2007 and agreement was finally announced between Apple and
Cisco Systems regarding their dispute over the OiPhoneO trademark. Within the agreement both
companies are free to use the OiPhmagémark on theiproducts.

On April 12, 2007 Apple made an announcement to delay the launch ofrdeopa

Macintosh operating systefn.
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Only twelve days later, on April 24, 2007 the SEC charged two former Apple Inc.
executives over their alleged roles in backdating stiutions. Fred Anderson, former Chief
Financial Officer immediately settled and agreed to pay $3.5 million in fines and penalties.
Nancy Heiner€attorneys fought the chargdes.

Good news struck for Apple on May 17, 2007 when it announced the U.S. p@walp
of the iPhone for sale in the United States. The iPheres sold by AT&T in late Jun@.

On July 25, 2007 Apple announcell duarter expectations below that of what analysts
expect. Apple expected fourth quarter 2007 revenues of $5.7 billilnearnings of about
$0.65 per share. Analysts expected the company to earn $6.03 billion in revenues atddyene
$0.82 earnings per shdre.

Apple Inc. introduced new iPod Nano, iPod Touch, and iPod Classic on September 5,
2007. New features were bght to these devices offeringome useifriendly capabilities?

4. A ticker symbol is a tool used to identify a mutual fund or stock. These symbols may be
made up of & letters depending on what market they are tradédl ofpple IncorporatedOs
ticker ymbol is OAAPLO. AppleOs stock is traded on NASDAQ.

5. Apple Computer Inc. was incorporated on January 3, 1977 in the state of Cdflffomia
January 2007 Apple Computer Inc. changed its name to Apple Inc. and today they are

headquartered in Cupertin®alifornia.

8 http://www.macworld.com/news/2007/04/12/leopard_reax/index.php
° http://www.msnbc.msn.com/id/18279935

O hitp:/Mmww.wirelessinfo.com/content/FGBpprovesiPhone.htm

Y hitp:/Mvww.apple.com/pr/library/2007/07/25results.html

2 hitp:/Mww.apple.com/pr/library/2007/09/05classic.html
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Report of the Independent Accountant / Auditor

6. The independent Auditors for apple are KPMG LIKPPMG is a member of KPMG
international they are located in 148 countries and in 731 cities worldfgmle Inc. conducts
extensive busineswith KPMGOs San Francisco branch located at 55 Second Street, San
Francisco. However certain auditing activities are performed abroad via numerous KPMG
offices worldwide.
7. The Auditors report dated December 29, 2006 covers the three year period ending
September 30, 20066 which includes the rstatement reports for fiscal years 2004 and 2005.
The Auditors report for fiscal year 2005 is dated November 29, 2005 and the report for fiscal
year 2004 is dated November 30, 2004.
8. The independent auditors aesponsible for:
* Assuring that the financial statements give a true and fair view of, the financial position
of the company, their expenses and income for the year in question;
* They make sure that the statements have been prepared properly in accoittance w
relevant legislation and applicable accounting standards;
¢ The auditors make sure that the statements are free from material OmisstatementO due to
fraud or irregularity;
- Auditors also make sure that the company has complied with the relevant requsrement

for accounting presentatidf;

1 Source: www.apple.com/investor
" Source: www.apple.com/investor
'8 http://www.auditcommission.gov.uk/reports/NATIONAREPORT.asp?CategorylD=&ProdID=A9F9AD95

AE7D-4755935B-94700E020A9E&Section|D=sect3#



These responsibilities differ from the companyOs management responsibilities in that
auditors provide an outside and presumably untainted picture of company records the true
amount of the companyOs value in their finant¢@kements. In addition, auditing company

operates with a significant amount of freedom from organization and its management.

Basedon the reviews and discussiaaisove, the AudiCommittee recommended to the
Board of Directors that the financial statemeeferred to above be included in the Company's

Annual Report on Form 1R for the fiscdyear ended September 27, 2003.

9. The auditorOs report points out that Apple Computer, Inc. used incorrect measurement
dates for its stock option grantS herefore he company ratated its 2004 and 2005 financial
statements in 200Borm 10-K. The auditors also added four specific matpengaining to stock

optionsthatoccurredduring the period:

* The procedures that the company used for granting, accounting, paorting of stock
option grants did not include adequate protections that were important in order to prevent
manipulation

* The selected grant dates for a number of grants were used or picked to attain favorable
exercise prices

* Two former officers of the congmy were involved in some questionable transactions
related to granting, accounting, recording, and reporting of stock options

« Steve Jobs, the companyOs CEO, was well informed about the selection of some
favorable grant dates. He recommended this actien éwugh he did not receive any

financial benefit from these grants.



These specific matters should be included in auditorOs report so that the public would
know whether or not the company follows the appropriate accounting principles. From an auditor

repat, public would know about some unusual aspects that happened in the company.

10.  Oln our opinion, the consolidated financial statements referred to above present fairly, in
all material respects, the financial position of the company as of Septemb20@@®D,and
September 24, 2005 and the results of their operations and their cash flows for each of the years
in the threeyear fiscal period ended September 30, 2006, in conformity with accounting
principles generally accepted in the United States of Améic This shows that the audit

report is an unqualified audit report because it contains and unqualified opinion which means the

auditors are not calling attention to anything wrong with the financial statements.

The Financial Statements

11.  The companyTiscal year end date is Septembét.30
12. Changes in Revenues over the Last 2 Years.

During 2006, the net revenues/net sales of Apple Computer increased by $5.4 billion or
39% from 2005. One of the reasons for this increase was that 2006 compngeekS3vhereas
2005 comprised 52 weeks. Another reason was the net salesO increase in most of the companyO
products during 2006 compared to 2605.

iPod net sales experienced a $3.1 billion increase or a 69% increase from 2005 to 2006.
The company sold 39.aillion units of iPods in 2006. In comparison, the company only sold

22.5 million units of iPods in 2005. This 75% increase in unit sales during 2006 was due to the

¥ http://media.corporate.net/media_files/ird10/107357/reports/10K_FY2006.pdfpg. 118
ZApple Inc. 10K 2006 Form, Pg. 55



introduction of iPod video in October 2005, the introduction of iPod nano in Septemlier 200
and the expansion of iPod distribution poiAts.

Macintosh net sales experienced a $1.1 billion increase or an 18% increase from 2005 to
2006. The company sold 769,000 units more of Macintosh products in 2006 than it did in 2005.
This 17% increase in itrsales was due to the strong demand for the-b#séd MacBook and
MacBook Pro systems. While the portable products such as MacBook, iBook, MacBook Pro, and
PowerBook increased by 42% in 2006; desktop products such as iMac, eMac, Mac mini, Mac
Pro, Powe Mac, and Xserve decreased by 3% in 2006. The sales of the Macintosh desktops
decreased in 2006 because many customers delayed their purchases of the companyOs
professionabriented desktop products in anticipation of the tbded Mac Pro. Also, many
consumers preferred portable computers to desktop comptiters.

Other music related products and services consist of iTunes Store sales, iPod services,
Apple-branded iPod accessories, and tpuadty iPod accessories. The net sales of other music
related prducts and services experienced a $986 million increase or 110% increase from 2005 to
2006. The increase of these products was primarily due to the increase in net sales from the
iTunes Store. iTunes Store opened in Japan during August 2005 and in AdsitialipOctober
2005. These openings affected the companyOs 2006 net sales of other music related products anc
services greatly. The availability of videos, television shows, and fdangth movie
downloads in iTunes Store also affected the increasieeirompanyOs 2006 net sales of other
music related products and servites.

Software, service, and other sales products consist of Aypafeled operating system,

application software, thirgarty software, AppleCare, and Internet services. The net dales o

2L Apple Inc. 16K 2006 Form, Pg. 55
22 apple Inc. 16K 2006 Form, Pg. 55
2 Apple Inc. 16K 2006 Form, Pgs. 580



these products experienced a $188 million or a 17% increase from 2005 to 2006. This increase
was mainly due to the sales of AppleCare Protection Plan and the sales of application software.
The sales of Mac OS X were lower in 2006 than in 2005 becausertimgany released Mac OS
Tiger in April 2005 so that the sales of Mac OS X were very high in 2005.

Peripheral and other hardware products consist of Apgleded displays, thirgarty
displays, wireless connectivity, networking solutions, and other lamedaccessories. Unlike the
other products mentioned above, peripheral and other hardware products experienced a decrease
of $26 million or 2% in 2006 net sales. This decrease was primarily due to price decrease in
2006. Also, the shift in mix from desktap portable systems caused the sales of displays to drop
in 2006°.

Changes in Profits over the Last 2 Years

Apple ComputerOs gross profit increased by $1.6 billion during 2006 compared to 2005.
However, the gross profit percentage remained 29% in 2006naR@05. The company had
higher overall revenue, which was offset by higher cost of sales during 2006. The company
experienced more favorable pricing on LCD -fi@nel displays and DRAM memory but the
company had more production costs from these commodityponents. On the other hand, the
companyOs average selling prices for all iPods decreased during 2006 but the company was able
to sell 75% more iPods in 2006 compare to 2005. Thus, the companyOs gross margin percentage

stayed the same in 2006 even thotige companyOs gross profit increased in dollars.

24 Apple Inc. 16K 2006 Form, Pgs. 580
% Apple Inc. 16K 2006 Form, Pgs. 5%0
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The companyOs net income increased by 50% during 2006 compared to 2005. This was
because the company generated higher net sales even though the company had to cover higher
operating expenses, other expes) and taxes in 2008.

13.  Since Apple Computer, Inc. had to restate its consolidated financial statements due to
stockbased compensation and the related tax adjustments, some of the information needed to
calculate commoisize balance sheet in 2004ist available. Also, the 2004 balance sheet report

on Form 16K would not be reliable because it did not reflect the stided compensation and

the related tax adjustments.

Commonsize balance sheet analysis is very effective in identifying changes in a
companyOs asset mix and financial structure. Corsimerincome statement analysis is very
useful in identifying changes in a companyOs cost structure and profitability. Caizenon
information reveals something that is not apparent in the raw numbensafreeview of a
balance sheet and an income statement in a particular year. Cesizmdimancial statements
are the easiest, most intuitive, and fastest tool available to analyze a companyOs comprehensive
financial statements. The companyOs commsize kalance sheet and commsize income
statement for the past three years are located on page 13 and page 14 of this paper.

Apple Inc.Os commesize income statement shows that the companyOs operating income
and net income has continued to grow in the pgstaBs. The company has been able to keep its
cost of sales in the same percentage range in the past 3 years. The companyOsizemmon
balance sheet shows that the company has been efficient in generating its cash and cash
equivalents. The companyOs casth eash equivalents jumped by 6.84% in 2006 compared to

2005. The companyOs current assets in 2006 were lower than in 2005 becausetétsnshort

26 Information for question 12 was derived frovw.apple.com/investof2006 16K Annual Report)
%" Financial Accounting Reporting & Analysid Edition by Stice, pg 886
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investments dropped dramatically in 2006 compared to 2005 since many of itdéeghort
investments matured iB005. Moreover, the companyOs current liabilities during 2006 were
higher than they were during 2005 and the companyOs common stocks in 2006 were lower than
they were in 2005.

14. As shown in the &K form Apple Inc. did not have any extraordinary items or
discontinued operations reported on the income statement. However, some financial data was
restated on the most recent statement to reflect adjustments related toaseaticompensation
expense and associated tax impact. Cumulative effects of accociméinges, net of income tax

as restated for fiscal year 2003 was reduced by $12 million and for fiscal year 2002 income was
reduced by $23 million. These items are reported separately on the income statement to reflect
the adjustments to income statement to allow shareholders to evaluate the restated figures.

15.  Apple Inc. uses straighine method to compute depreciation for the Property, Plant and
Equipment (PP&E). All PP&E assets are stated at cost. Apple Inc. reported following on the

most recentricome statement filing:

Depreciation Method Depreciation Terms
o _ . Lesser of 30 years or

Buildings StraightLine o _

remaining useful life
Equipment StraightLine Up to 5 years

_ . Lesser of lease terms of 10

Leasehold Improvements StraightLine

Years
Internal Ug Software StraightLine From 3to 5 Years

Depreciation and amortization expense on property and equipment for year 2006 was

$180 million.
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COMMON SIZE BALANCE SHEETS
(ln millions. exeent share smounts)

ASSETS

Cumrest ssets:
Cash snd cash equivalents
Shoet-teres inveslments
Toeal cash, cash oquivaleres, and shor-term imvestmenes

Accoures receivable, loss allowances of $52 and $46, rospectively

Invertones
Doferred tax asscts
Crber current aeaets
Toral corrent aseets
Property, plam, end oquipement, aet
Goeodwall
Acquired incangible assms, net
Ocher assrs
Toeal assns

LIABILITIES AND SHAREHOLDERS EQUITY

Current liabilities:
Accoures payatlo
Accrued expermes
Toral cerrent liabaluaes
Nea-currers Labilities
Toral Badelines

Commitmests and cortagencies

Sharckolders oguity

Commoa siock, no poe value; 1,800,000 000 shares authonzed;
BS5.262.568 and §15,019.564 shaees issued and cutstanding,
respectvely

Deferred stock compensation

Retmaed camings

Accemulmed other comprelensive intome
Toral sharekolders oguity
Toral Badelines and sharcholiess oguity

September 3, 2008 Commea-sice September 24, 2005 Cemsmmon-size September 28, 1004 Common-size
200s (As Restated) 205 (NOT Restated) 004
s 6,392 37.18% 1491 3031% 2,99 3638%
3,718 21.61% 47 41420 2,455 30.99%
10,110 SE 6% K261 TLT% 5464 67 88%
1,282 T.28% 895 1% s 961%
N0 1.5 168 145% 101 1.25%
&7 35Ms 3 257% bl 28T%
2,270 13.19% 643 5.63% 435 6.02%
14,509 84.33% 10300 944 7,055 87.64%
1,281 T.A8% 817 T09% o7 R78%
38 022% L 0.£0% 30 0.99%
159 081% P 1) 0.25% 1?7 021%
1,238 T.200% 303 2463% 151 23M%
$ 17,208 1 00,0085 11516 10000%  § 8,050 1000075
$ 3,3%0 19.N% 1.9% 1545% 1451 1R02%
3,081 17.91% 1,708 14.53% 1,229 18.27%
6471 3T.61% 31487 30.28% 2,630 33.29%
750 4.36% 601 5.22% 94 165%
7,221 £1.97% 4083 35.50% 2,974 36,945
4,158 25.31% 1504 3 .95% 2,514 312
- 0.0 (ol) 0.53% 155) -1.16%
5607 3259% 3925 33.08% 2,670 3™
22 013% - 0.00% (15) 0195
9,584 S8.03% T4 64.50% 5,076 63.06%
S 17,208 1 00.00% 11516 10000% S 3,050 100.00%%
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CONSOLIDATED STATEMENTS OF OPERATIONS

(In millions, except share amounts)
Three fiscal years ended September 30, 2006 2006 Common-size 2005 Common-size 2004 Common-size
2006 (As Restated) 2005 (As Restated) 2004

Net sales $ 19515 100.00% & 1393] 100.00% S 8,279 100.00%
Cost of sales 13,717 71.02% 9,889 T0.59% 6,022 72.74%

Gross margin 5,598 28.98% 4,042 29.01% 2,257 27.26%
Operating expenses:

Research and development M2 3.69% 535 3.84% 491 5.93%

Selling, general, and administrative 2,433 12.60% 1864 13.38% 1,430 17.27%

Restructuring costs - 0.00% - 0.00% 23 0.28%

Total operating expenses 3,145 16.28% 2,399 17.22% 1.944 23.48%

Operating income 2453 12.70% 1,643 11.79% 313 3.78%
Other income and expense 3635 1.89% 165 1.18% 57 0.69%
Income before provision for income taxes 2818 14.59% 1,808 12.58% 370 447%
Provision for income taxes 829 4.29% 480 3.45% 104 1.26%
Net incorme S 1989 10.30% 8 1328 953% S 266 321%
Earnings per cormmon share!

Basic S 236 s 1.64 S 0.36

Diluted < 2.27 s 1.55 S 0.34
Shares used in computing camings per share (in thousands):

Basic 844,058 RO8, 439 743,180

Diluted 877,526 856,878 7187976
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16.  Debt

a. In February of 2004 Apple inc. repaid the complete amount of their notes upon maturity
resulting in the elimination of their total long term debt.

b. Presently speaking Apple Inc. does not operate with a high number of contingent
liabilities, the company states the following, Oln the opinion of the management, the Company
does not have a potentiability related to any current legal proceedings and claims that would
individually or in the aggregate have a material adverse on its financial condition, liquidity or
results of operation®. Being that there is very little risk of any legal implicass and the fact

that Apple has not been forced to make any payments the company did not record these costs as
of either September 30, 2006 or September 24, 2005.

However, though Apple may at the moment not have any legal liabilities, one form of
contingen liabilities they do operate with are limited parts and labor warranties and the cost for
the last three years are presented below and can also be found in Note to Consolidated Financial
Statemenfs.

2006 2005 2004

Beginning accruedEEEEEEEEEEEEEEEE$188  $105 $67

Cost of warranty claimsEEEEEEEEEEEEEE(267) (188) (105)

Accruals for product warrantiesEEEEEEEEEEE. 363 271 143

Ending accrued warranty and related costsEEEEEE..$284 $188 $105

17. Common Stock
a. As of September 30, 2006 AppleOs balance sheet informs us that the company was
authorized to issue 1,800,000,000 shares of common stock and in comparison to the last four

years the numbers have not seen significant gina@n September 24, 2005 the number of

28 Notes to Consolidated Financial Statements pg. 108 Net€diimiments and Contingencies
29 Apple Inc. Form 16K 2006 Note 10 pg. 107
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shares was authorized 1,800,000,000. On September 25, 2004 there were shares authorized
900,000,000. On September 27, 2003 the numbers of shares authorized were 900,000,000. The
changes in authorization of sharesha last four years are due to the stock splits.

b. The number of shares the company had issued at the end of each the four fiscal years has
not changed much. They had issued 835,019,364 shares of common stock in 2006. They had
issued 835, 019,364 shares2005. They had issued 391,443,617 shares in 2004. They issued
366,958,989 shares in 2003.

c. There were 358,958,989 shares outstanding in 2003. There were 366,726,584 shares
outstanding in 2004. Due to the stock splits in February 2005, there wa&87234 shares
outstanding in 2005. In 200fhere were 835,019,364 shares outstanding.

d. Apple does not pay dividends. Moreover, they state, OThe Company did not declare pay
of cash dividends in either 2006 or 2005. The company anticipateddhahe foreseeable

future, it will retain any earnings for use in the operation of its busifiess.O

18. Cash Flows.

a. Operating Activities

i) In 2006, 2005 and 2004 the companyQOs operations were a source of cash being
that numbers were posi@y*

2006 2005 2004
Cash generated by operating activities 2,220 2,535 934

ii)  Operating Incont@
2006 2005 2004
2,453 1,643 313

%0 United States Securities And Exchange Commission Annual Report Pursuant To Section 13 or 159(d) of the
securities exchange act of 193¥pple Computer, INC. pg 46.

31 Consolidated tanents of Cash Flows pg. 76

32 United States Securities And Exchange Commission Annual Report Pursuant To Section 13 or 159(d) of the
securities exchange act of 1934. Apple Computer, INC. Consolidated Statement of operations pg.74
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Operating income differs from cash generated by operating activities in that the
cash flow from operations is whatOs generated from the day to day business transactions in
addition the numbers for cash flow are derivedytalterations to the net income. Moreover,
depreciation is added back in the operating income as opposed operating activities where it is
recorded as a deduction in the cash flow.

iii)  The cash flow information can tell us specific data regardingdbk position in a
company where as net income is calculated through earnings not in how much cash was received
and spent. For example, the income statement could show positive earnings but not the ability to
pay debt, after all the cash flow is what pdlye bills.

b. Investing Activities

i) The Company@sajor sources and uses of cash from investing activities in the

most recent fiscal year as follow:

Proceeds from maturities of shoerminvestmentEEE.EEEEEEEEE. 7,226

ii) Observing the fact that most of the sources and use of cash are deriving from the
purchase of shoterm investment and the proceeds from maturities it is safe to assume that this
is a growing company. In additiohis not necessary for them to sell their assets in order to
continue their operations.

c. Financing Activities

i) The companyOs major sources and uses of cash from financing activities in the

most recent fiscal year is the following:

Repurchases of common stockEEEEEEEEEEEEEE..EEEEEEEEE(355)

ii) The company has not paid dividends to preferred stockholders since 1996.
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iii)  The company has not paid dividends to common stockholders since 1996.
d. The cash flow statement shows that the company is prosperous and growing. Apple uses
cash flow from operations and inflows from financing activities to acquire investments and the
repurchase of stocks.
19. Ratio Analysisl33

a Profitability

Profitability:

2006 2005 2004
Profit Margin 10.30% 9.53% 3.21%
ROE 19.92% 17.88% 5.24%
ROA 11.56% 11.53% 3.30%
EPS-Basic $2.36 $1.64 $0.36
EPS-Diluted $2.27 $1.55 $0.34

Overall, the fhnancial health of the company seems to be very good. There is an obvious
increase in profitability over the last three years and a significant jump in profitability during the
first two. The profit margin ratio for Apple indicates in the last two ydwatsfor each dollar of
sales the company is able to contribute about ten cents towards net income. However, in 2004,
the profit margin was only about three cents for each dollar in sales. The return on assets ratio
indicates that in the last two yearspM@ has earned over an eleven percent profit on the amount
that is invested in assets. This return is favorable as long as it is higher than the rate that these
assets are financed for. Since Apple, for the most part, uses no long term debt thisvgisid is
favorable. Return on equity indicates that Apple shareholders earned a 19.92% return in 2006, a
favorable 17.88% in 2005, and in 2004 a 3.21% was realized. The high sales revenue that Apple
has generated in 2005 and 2006 helps to explain the atifferin 2004. Net income was
increased because of the larger volume of sales more so than the increase in shareholderOs equity

in the years following 2004. Because Apple uses no long term debt, all assets are financed using

33 All information is basedn figures taken from Apple Inc. Financial Statements as reporteddrfdins.
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ownerOs equity and sales rexenEarnings per share have increased from 2004 through 2006 to
indicate more profits per share of outstanding stock.

Apple uses a model of business that does not includetéongdebt. Since assets equals
liabilities & ownerOs equity the ROE ratio igher than ROA since the assets are primarily
financed using owners equity.

b. Short-term Liquidity

Short-Term Liquidity:

2006 2005 2004
Current Ratio 2.24 2.95 2.66
Quick Ratio 1.76 2.63 2.46

Over the last three years the liquidity position of tbmpany has declined some. In the
year 2005 Apple seems to be the most liquid. While current assets have increased over the past
three years so have current liabilities. The most significant change seems to be in accounts

payable. Accounts payable hamost tripled in the last three years.

C. Efficiency

Efficiency:

2006 2005 2004
Average Collection Period 20.29 2548 40.03
# of Days' Sales in Inventory 5.79 4.91 4.76
Fixed Asset Turnover 1.61 1.56 1.51

At first look at these calculations thesti thing that stands out is the number of daysO
sales in inventory numbers. During the last three years this number has been close to 5 for each
year. Fixed asset turnover has also fluctuated relatively little. Meaning, sales have increased,
but so hae the fixed assets. The average collection period has managed to decrease over the last
three years. In 2004 a 40 day average has been cut in half by 2006 to a 20 day period of time. In

either case this is a relatively short collection period. Alsalewdales are increasing the
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company has been able to collect the revenue in a shorter period of time and increase their

efficiency by almost 100 percent in this category.

d. Solvency and Leverage
Solvency & Leverage:
2006 2005 2004
Total Debt to Equity Ratio 72.33% 55.04% 58.59%
Long-term Debt to Equity Ratio 0.00% 0.00% 0.00%
Debt to Total Assets 41.97% 35.50% 36.94%
Times Interest Earned N/A N/A 128.67

Apple is able to pay itOs debts by a fair margin. Total debt to equity has increased in year
2006 to about 72 percent. The two years prior the ratio was between 55 and 59 percent. The
company uses no long term debt so current liabilities are the only obligations that must be
accounted for. Apple has had in the last three years about a 40% detatl tassets ratio.
Because Apple hasnOt used much on any long term debt the times interest earned ratio is not
definable. However, in 2004 some interest expense was recorded, because in February 2004 all
secured longerm notes payable were paid off.

e. Cash Flow Ratios

Cash Flow:
2006 | 2005 2004
Cash Flows to Net Income 1.12 | 1.90 3.38
Cash Flow Adequacy 3.38 | 9.75 5.31
Cash Times Interest Earned N/A N/A | 348.00
Cash Flows from Operations to Current Liabilities 0.34 | 0.73 0.35

Other Industries:

Honda 0.21 | 0.14 0.20
Wal-Mart 0.39 | 0.36 0.35

There is always some kind of textbook standard that is necessary. However, by looking
at AppleOs numbers and the numbers of other profitable businesses in differémésnithas
ratio may be a little harsh. The standard of 0.4 for the CFO to CL ratio for each of these

companies has never been reached in the last three years. The company seems to be healthy
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judging by other ratios. For instance, the cash flows tongetme ratio indicate that cash flows
from operating activities exceed net income.

The largest industry characteristic that seems to be a factor in this ratio is the cost of
inventories & equipment. These expensive assets must be financed and as labiitiel

increase. For Honda the cost of these assets is much greater than for Apple-&attWidt is

interesting to see the similarities between \Malkt in this ratio.

f. Market & Dividend Ratios (Using end of fiscal year as market pjice
Market & Dividend Ratios:
2006 2005 2004
Price-Earnings Ratio 30.80 46.10 90.90
Market-to-Book Value 6.50 7.20 4.50
Dividend Yield 0.00 0.00 0.00
Dividend Payout Ratio 0.00 0.00 0.00

20.  The Competition.

AppleOs primary competitor is Dell.
21. Apple vs. Dell Key Ratios

AppleOs key ratios and DellOs key ratios in the past three years are provided on page 25 of
this paper.
i Profit Margin

Gradually, Apple has been able to generate greater profit on each dollar of its sales from
2004 to 2006. Orhe other hand, Dell has been able to maintain the amount of profit that the
company generated on each dollar of its sales. Dell was more profitable in 2004 but Apple was

more profitable in 2005 and 2006.
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ii. Earnings per Share

EPS for both Apple andell increased from 2004 to 2006. Compared to DellsO
shareholders, however, AppleOs shareholders associated greater amount of net income with each
share of their stocks. Apple was more profitable than Dell.
iii. Return on Assets

In 2004, Apple only gesrated 3.30 cents of net income by each dollar of its assets
compared to Dell that generated 13.70 of net income for each dollar of its assets. There was a big
difference in 2004. However, Apple was optimizing the use of its assets to generate income in
2005 and 2006. Apple generated close to 12 cents of net income by each dollar of its assets
during those years.
iv. Return on Equity

Even though both Apple and Dell have gradually increased the amount of profits that
their investors earn from their instenent, DellOs investors have earned more profits than AppleOs
investors have for each dollar that they invest. In 2006, DellOs investors earned four times as
much of profits as AppleOs investors for each dollar that they invest.
V. Current Ratio

Compare to Dell, Apple had smaller ability to pay its debts in the short run. This is not
necessarily a bad thing consider the fact that Apple had netdomgdebts. Dell had greater
ability to pay its debts because Dell also financed its company usingelonglebts.
Vi. Cash Flows from Operations to Current Liabilities

AppleOs Cash Flow from Operations to Current Liabilities ratio has been higher than that

of Dell. This shows that Apple has lower shi@nm liquidity risks than Dell does.
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Vii. Total Debt to Equity

Looking at the overall debts of Apple and Dell, AppleOs shareholders had greater
potential return than DellOs investors did in 2004 through 2006. In 2006, for example, AppleOs
shareholders only borrowed $0.72 for every dollar that thay iowthe company. In contrast,
DellOs shareholders borrowed $4.60 for every dollar that they own in the company in 2006.
viii.  Long-term Debt to Equity

Since Apple do not finance its company with ldagn debts. AppleOs loteym debt to
equity ratiois zero. Meanwhile, Dell investors had 12 cents of {tamgn liability in 2006 for
every dollar that they invested in the company.
ix. Times Interest Earned

Since Apple did not have loftgrm liabilities, they did not have interest expense. They
had nterest expense in 2004 since they paid off all of their-teng notes in February 2004. In
2004, Apple could cover 128 times of its interest payments with its operating earnings while Dell
could cover 267 times of interest payment with its operatingiregs. In 2004, Dell was doing
better in terms of Times Interest Earned but Apple was doing better in 2006 since they didnOt
even have to pay interest at all.
X. Cash Times Interest Earned

Apple did not have interest expense in 2005 and 2006 and ideliodl have interest
expense in 2005. In 2004, however, Apple could pay 348 times of its interest from the cash that
it had from its operating activities before it paid interest expense and tax expense. Dell could
only pay 340 times of its interest frometlsash that it had form its operating activities before it
paid interest expense and tax expense. That is why Apple seemed to be more efficient than Dell

did in using its cash.
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Xi. Price-Earnings Ratio

Dell®Os FE ratio has been going down from 20042@06, which is not a very good
indication of the companyOs growth potential. In 2006, ApplEQati® was 30.80 and DellGs P
E ratio was only 17.70. This shows that AppleOs investors were willing to pay more than DellOs

investors were for each dollar efrnings. Thus, Apple has more potential growth than Dell

does.
Xii. Dividend Yield

Both Apple and Dell do not pay dividends.
xiii.  Dividend Payout Ratio

Both Apple and Dell do not pay dividends.
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APPLE's and DELL's Key Ratios
For the Last Three Year Periods

Key Ratios APPLE DELL
2006 2005 2004 2006 2005 2004
Profit Margin 10.30% 9.53% 3.21% 6.39% 6.18% 6.38B%
Earmings per Share {(Basic) $2.36 31.64 $0.36 $1.50 $1.20 $1.03
Earnings per Share (Diluted) $2.27 31.55 $0.34 $1.47 $1.18 31.01
Retlurn on Assels 11.56% 11.53% 3.30%] 1546%]| 13.113%| 13.70%
Return on Eqguity 18.92% 17.88B% 5.24%| B65.51%| 46.92%| 42.12%
Current Ratio 2.24 2.85 2.66 1.11 1.20 0.98
Cash Flows from Operations to Current Liabilities 0.34 0.73 0.35 0.30 0.38 0.34
Total Dedt to Equily 0.72 0.55 0.59 4.60 2.58 2.08
Long-term Debt to Equity 0.00 0.00 0.00 0.12 0.08 0.08
Times Interest Earned N/A N/A 128.67 164.36 N/A|  267.00
[Cash Times Interest Earned N/A NJ/A 348.00] 209.61 N/A|  340.21
Price-Eamings Rato 30.80 46.10 30.80 17.70 23.20 41.70
Dividend Yield O 0 0 O 0 O
Dividend Payoul Ratio O O ) O O C

DELL doesn? pay dividends
DELL’s interest expense was 30.00 during 2005

APFLE do not have Jong term liabilities.
APFPLE doesnt pay dividends

APFPLE did not have inferes! expense in 2005 and 2006

Source: http://finance.yahoo.com
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22. Executive Compensation

a. The compensation of the AppleOs CEO, Steve Jobs, was $1.00 for each year of the three
years under studf/.

b. Steve Jobs does not receive any other forms of compensation besides the $1.00 salary per
year®

c. CEO Stock Ownership

i. As of March 20 2007, Steve Jobs own 5,546,451 shares of AppleOs stock, which
includes the 120,000 shares of common stock that he has the right to acquire by exercise of stock
options®®

ii. The CEO owns 0.64% of the total shares outstariding.

iii. The level of CEO stk ownership should influence the CEOOs management of the
company to maximize the value of the shareholdersO investment. Since the market value of the
company is a direct measure of the shareholder wealth, CEO would be interested in increasing
the stock pice when the CEO owns shares in the company.

iv. The level of the CEO stock ownership can influence CEO or top management
decisionmaking in a negative way because it can cause an unhealthy fixation otteamort
stock fluctuations. CEO and/or top managat might try to increase profits in the short term to
boost the stock price and maximize the value of their stocks. Moreover, some boards might grant
excessive stock options to top managers since the same CEO usually chair the top management

and the boals of directors?®

3 htp:/rwww.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idefl4a.htm
® http://www.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idef14a.htm
3 http: //www.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idefl4a.htm
3" http: /fwww.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idefl4a.htm
38 Financial Accounting book, page 712
3 Financial Accounting book, page 712
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d. Stock Options

i. The value of the stock options granted to the CEO is $8,541600.

ii. The CEO acquired 120,000 shares upon the exercise of stock options. The value
realize from the exercise w&$71.23"
e. Given my analysis fothe financial data and stock prices of the company, | believe that
the executives of Apple Company are appropriately compensated. As a matter of fact, the CEO
of the company only received $1.00 of compensation each year. The CEO was granted 120,000
stock options that hevoluntarily cancelled in March 2003. All current executive officers and
directors own 1.00% of common stocks outstanding as of March 20, 2007. This means that the

company does not grant excessoptions to the top managéfs.

23. (a) Stock Price Analysis
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L htip:/fwww.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idefl4a.htm
2 http: /fwww.sec.gov/Archives/edgar/data/320193/000110465907028382/a07-9991 Idefl4a.htm
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b. If Apple stock was purchased on Jan 1, 2003 (or Jan 13 as it was the first day of trading
in 2003) and held until 31of October 2007 this very wise investor would of accrued investment
gains of approximately 2150%.

Although if purchased in January 2004 Apple stock would have value of approximately
$12, almost double of that from a year before, this would still be a lucrative deal as it continued
to rise and reached $32 by end of the year. Further, if purchased in 2005 AARLbwast a
price tag of around $34, which is three times as much as it would have cost early 2004. However
considering the increase in price of the stock we still believe Apple would have been a great
investment as the stock went on to 2:1 split on FebrR8r2005, hence virtually doubling the
original investment overnight. If purchased on January 2006, Apple stock would carry a price tag
of $76 and go on to finish of the year with modest 25 % increase in stock value with closing
price on December 29, 20@6# $85.40. Purchase on January 2007, would have been one of the
smartest moves for any investor. From starting on Jantfhay $86.29 Apple sees market gains
upwards of %2100. Although most recent market downturn caused Apple to shed some of its
value, f stock was purchased on January 2007 and sold dof3dctober 2007 the sale would
occur prior to the downturn, thus insuring a return of over %115.

c. As shown on the chart below AAPL increased in value in access of 2000% since early
2003. However albf the major indexes (S&P500, NASDAQ, DOW) remained flat in

comparison.
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DOW
Nav 19, 2007 = Open 166.10 High 172.35 Low 162.10 Close 171.54 Volume 156,514,650
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24, Conclusions

a. Conservative of value

Apple is a stock that has a great track record over the past years. However, as with many

technology stock companies it may not be fihst pick for a conservative investor. Technology

is a fast changing environment for a business. Lately, Apple has been able to stay ahead of the

curve by introducing new products that the market loves. This could be something that may not

always behe case and to a conservative investor may create an element of risk. Also, at the

current price around $172 per share an investor would need a large amount of financial resources

in order to purchase this stock and yet diversify the portfolio througgn pthrchases. For a

conservative investor the recommendation would be a hold. If the stock is currently held then it

has probably been a great performer. There is nothing that indicates a reason to doubt that this

performance wonOt continue to providEagreturns.
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b. Aggressive/Speculation

With AppleOs innovative products there is plenty of room for speculation of new products
with even more features. Apple Inc. is a great investment for an aggressive investor. High
returns have been realized andvth all stocks it greatly fluctuates due to publicity and the new
product announcements. The announcement of new products provides a good opportunity for
speculation. For this investor the stock would be rated as a buy. Apple is entering the holidays
and represented are products in great demand for the shopping season. Stock price may benefit
as a result of the holiday shopping and provide good returns for the investor.
c. Growth

Apple would be a great growth stock if purchased five years ago. Tdkepsioe has
increased from about $7 per share to $172 per share. For the growth investor that has purchased
this stock, a hold is recommended. With the stock price at $172 per share the typical growth
investor may view this stock to be too inflated twghase for the long haul. Apple will have its
market swings, but lonaterm investors may not realize the returns that they would like to see in
their growth stock.
25.  This project would be more beneficial in the future if it was done by a group no large
than three people. The primary reason for this is because it was very difficult to get everyoneOs
schedules to line up.

Another recommendation to help this project be more advantageous in the future is for
peer evaluations to be given at each suliomnissf a draft of the paper. This would give a sense
of responsibility to each member for every part of the project. This would also allow the group
to overcome some problems and operate more effectively in the submissions yet to come.

Learning to be wik in a team and accountability is a valuable part of this project.
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