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Creating a Corporate Financial Model for McDonalds 

If you have ever turned on the television to watch Bloomberg News or MSNBC, it would not be 

surprising to see stock quotes at the bottom of the screen or financialcommentatorsand Wall Street 

analyst discussing valuations of the S&P 500 companies. How do financial commentators and Wall Street 

analyst derive at the valuations of a company? What methods and procedures are they using to 

estimate the intrinsic value? To calculate a value of stock, investment bankers, equity research analyst 

and portfolio managers use corporate financial models to project the financial statements (pro-forma) 

of a company. The outputs of the models allow them to use a method such as the discounted cash flow 

to derive at the price of the business (thorough explanation on DCF will be provided later in the guide) 

The pro-forma financial model allows the analyst to assess the following: 

 How much free cash flow will the company generate in the future under different economic 

scenarios (financial parameters) 

 How will margins due to increased competition affect operating income (Earnings before 

interest & taxes) 

 The earnings drivers of a company  

 The level  of working capital and fixed assets at a particular sales growth 

 The level of equity and debt financing to achieve a certain sales growth and its effects on the 

company’s capital structure  

Creating a corporate financial model requires the analysis of the economy, industry, business, and 

historical corporate financial statements. Only after analyzing these elements can we build a pro-forma 

model that translates the operating and financing activities of a firm into a simple spreadsheet, which 

will allow us to estimate the value of a company. To carry out this process, we will use a real world 

company such as McDonalds Corporation. 

This systematic guide will give you the tools and ability to understanding how to predict the economic 

and financial performance of McDonalds. We will use the historical financial statements to calculate 

financials ratios from the balance sheet and income statements to obtain parameters to forecast how 

the future financial performance of the firm.  

To increase your learning aid, I have created an excel spreadsheet for McDonalds using historical 

financial statements from 2004-2013. In addition, there is a PowerPoint explaining all of the parameters, 

procedures, and calculations to speed your learning effectiveness. It will also prove useful to download 

McDonald’s 2012 annual report to understand the intuition behind the accounting numbers as we go 

through the analysis from economic, industry, business, historical, & projected financial statements and 

valuation analysis. 



 

Economic & Industry Analysis  

Before we can understand the drivers of McDonald’s operations, we have to analyze the economy and 

industry, to assess whether or not McDonalds’s strategy, product, & market focus is aligned with the 

current environment. According to Standard & Poor’s Restaurant Industry Survey as of December 2012, 

“restaurant sales are driven by consumer spending.” The main factor driving how much a consumer 

spends is based on their employment prospects. Thisis quantitatively captured through the   

unemployment rate and personal disposable income, which is the amount of income a consumer has 

available to spend after netting, taxes. 

Unemployment Rate  

The U.S unemployment rate as of May 2013 is 7.6%, far below the level at 10.2% in 2009. 

Unemployment rate is important to consider in our analysis because it can determine a restaurant 

strategy in terms of product mix and what targets market it chooses to focus. At high unemployment 

rates, restaurant operators will focus their product mix on value offerings. For instance, in the second 

half of 2012, McDonald has experienced softer performance in the U.S and adjusted its product mix on 

everyday value offerings while providing menu variety. Restaurant operators in the fast casual industry 

such as Panera Bread and Chipotle will not try to compete on price with McDonalds (Limited-Restaurant 

Industry) even if unemployment rates are excessively high. The customers at Panera Bread and Chipotle 

are willing to a price premium (pricing power) for higher quality food items. There are willing to allocate 

more of their disposable income to obtain these items. 

Real disposable Income (Personal Income – Personal Income Tax Payments) 

As stated in the S&P 500 RestaurantIndustrySurvey, U.S consumers’ real disposable income rose 3.7% in 

the 1st quarter of 2012 and 3% in the second quarter of 2012 and grew only 0.8% in the third quarter. S& 

P Capital IQ is expecting 2013 real disposable personal income to grow by 3.4% in 2013. With such low 

growth in real disposable income, some restaurant companies are expanding to the emerging markets 

such as China and Indiato generate more earnings and cash flows due to their rising middle class and 

increased purchasing power. According to the 

industry, survey “the annual per capita disposable 

income of the urban population increased with a 

compound annual growth rate (CAGR) of 11.8% 

between 2000 and 2010, according to the National 

Bureau of Statistics of China.” In 2011, the per 

capita disposable income of urban residents grew 

by 8.4% 

Analyzing the industry-Competitive Rivalry 



Operating in a highly fragmented industry, McDonalds faces competition at every corner. According to 

the National Restaurant News, the restaurant market consist of eight segments with their respective 

market segments:   Buffet -0.8% convenience store -1.9%, Bakery Café- 2.0%, Hotel- 2.6% , Snack-7.7%, 

family – 5.5%, chicken-6.7%, pizza-6.9%, casual dining-17.0%, sandwich- 46.3% and other-2.6%. With a 

market share of 46.3%, the sandwich segment consist of hamburgers, chicken, fish sandwiches, tacos 

and burritos.  As indicated in the figure to left, the total combined domestic sales of the top 100 chains 

as of 2011 are $205.7 billion dollars. Companies operating in the restaurant industry compete based on 

price, convenience, service, menu variety, and product quality. 

Price 

The price a restaurant operator charges depends on its market segment. According to EuroMonitor 

International, a leading source of market data with respect to the global restaurant industry, the 

restaurant categories consist of quick-service eating establishments, casual dining full-service 

restaurants, 100% home delivery/takeaway providers, street stalls or kiosks, specialist coffee shops, 

juice/smoothie bars and self-service cafeterias. Pricing within the quick-service industry is highly 

competitive due to the minimal start-up cost. To increase traffic and guest counts, Companies such as 

McDonalds’s, Jack-In-Box and Wendy’s offer value menus to appeal to the value conscious consumer. An 

economy of scale in purchasing supplies and being located high traffic areas allows these three 

restaurant chains to remain price competitive. 

Convenience  

A restaurant company can make itself more convenient by being in the right location, expanding to over 

geographical markets, and extending its operating hours. For instance, most restaurants seek to situate 

near office complexes, hotel & entertainment centers, and retail centers. Comparable sales, which are a 

key industry metric, are driven by changes in guest counts and average check. Highly populated areas 

increase the chance that guest counts and sales will rise .Furthermore, a restaurant operator can make 

its self-more convenient by expanding into various geographical segments. For instance, in 2013 

McDonald’s is planning to expand its market presence in Europe and APEMA (Asia/Pacific, Middle East, 

and Africa).  

Service  

Service in financial terms with respect to the quick-service restaurant industry is how fast they can turn 

their inventory into cash. Because the quick-service restaurant industry is highly volume driven, 

transaction speed is very important. Higher transaction speed means lower wait times, which helps 

drive volume and sales. We can measure the efficiency of a restaurant by using the inventory turnover 

ratio and days in inventory ratio. 

Menu variety  

Menu variety can be a source of innovation that allows a restaurant company to generate sales through 

more menu items. In addition, new menu items can raise traffic without margin pressure or price 



discounting. Average check size for quick or limited service restaurants are always less than $7. To avoid 

margin pressure and the increase in commodity & labor cost occurring in quick-service industry, 

restaurant companies seek to differentiate themselves by offering premium products that generate 

more margins. We can observe the success of a McDonald’s menu variety by assessing its gross and 

operating margins. 

Product Quality – 

Higher quality meals and food items can increase the average check size for a restaurant operator and 

contribute to margin expansion if a restaurant is able to control operating expenses. Higher product 

quality can also be analyzed through observing a company’s gross and operating margins.  

Labor and Commodity cost  

Labor and commodity cost remains one of the largest expenses for a restaurant operators and can have 

a significant effect on the restaurant margins if the firms operating in the  industry are not positioned 

whether through pricing, product mix  or location. According to the Standard & Poor’s Restaurant 

Industry Survey as of December 2012, “higher labor cost continued to impact the retail industry in 2011, 

due to an increase in hourly compensation payments caused by increase in the federal wage. As a result, 

many restaurant operators are resulting to price increases to compensate.”  As reported by National 

Restaurant Association 2010 Restaurant Industry Operations Report, 29.4% of the Limited Service 

Restaurant industry dollar was allocated towards wages and benefits and 31.9% was allocated towards 

the cost of food and beverages. Restaurant operators seek to mitigate the vicissitudes of raw material 

prices by negotiating with suppliers to lock in at a certain price in the future, also known as hedging. 

Firms like McDonald’s use their there market size and financial capital to obtain raw materials at 

competitive prices further increasing their gross, operating, and net margin. Below are the allocation of 

the industry dollar for restaurant industry provided by the National Restaurant Association’s for 2010 

Industry Operations Report.61.3% of the industry dollar for limited service restaurants  was allocated 

towards cost of food & beverages and wages & Benefits. Labor and commodity cost alongside a firm 

product mix and sales volume are key components affecting a restaurant operator sales. 

 

Industry Growth 
The industry growth of a firm’s industry can be a key driver for its financial performance and its intrinsic 
value (the actual value of company determined by estimating the future cash flows and discounting it at 
the appropriate rate of return). It is stated by Hoover’s/ D& B subsidiary First Research, the output of US 
Food Services and drinking places, an indicator for fast food and quick service restaurants, is forecasted 



to grow at annual rate of 4 percent between 2013 and 2017. On the other hand, under the industry 
profile section of the S&P 500 Industry Survey, S&P Capital IQ (S&P) expects revenues to rise about 2%-3 
in 2013. In our valuation model, we will adhere to a long-term free cash flow growth rate i/a/o 3.0% 

 

Analyzing the Business 

Company Overview 

McDonald’s corporation operates and franchises restaurants globally. At the end of 2012, 27,882 

restaurants were franchised or licensed and the company operated 6,598 restaurants.  McDonald’s has 

geographical presence in markets such as Europe, Asia/Pacific, Middle East and Africa (“APMEA”). The 

U.S., Europe and APMEA account for 32%, 39% and 23% of total revenues, respectively. Sales generated 

by McDonald’s corporation consist of company-operated restaurants and fees from restaurants 

operated by franchisees, rent and royalties from conventional franchised restaurants based on a percent 

of sales along with minimum rent payments and initial fees. Furthermore, McDonald’s receives a royalty 

based on a percent of sales, which include initial fees from affiliates and developmental licensees.   

McDonald’s core strategy as of 2012 is optimizing their menu, modernizing the customer experience and 

the accessibility of its brand all over the world. Some of McDonald’s main products and services are Big 

Mac, Quarter Pounder with Cheese, Filet-O-Fish, Snack Wraps, Egg Mcmuffin with egg and Mccafe 

beverages. McDonald’s customer profile reaches all groups ranging from the budget conscious and 

premium customers. To ensure reliable and consistent supplies to meet inventory demand, McDonalds 

relies upon numerous independent suppliers.  

Operations Overview  

The success of McDonald’s operation its efficient supply chain management system that allow them to 

leverage scale to obtain competitive prices which benefits their margins all while staying price 

competitive in market. To mitigate the risk high commodity cost, McDonald’s enter into forward 

contract to stabilize food cost. McDonald’s innovative distribution capability enables them to achieve 

superior inventory turnover alongside with robust profit margins. By having extended hours, an efficient 

drive-thru service, multiple order points to maximize drive thru capacity alongside the implantation of 

1,500 hand-held order takers to improve customer service, McDonald’s wide economic moat remains 

untouched.  Below are McDonald’s business tactics and future plans.   



 

 

U.S 

 900 existing restaurants were remodeled with the majority adding drive thru capacity to 

improve the customer experience and to grow customer traffic. 

 1,500 hand held orders takers have been implemented to improve transaction speed and 

efficiency. 

 Enhancing the dollar menu and developing new products at multiple price points to attract a 

large array of customers. 

 McDonalds seek to reimage (buildings and improvements) 800 locations by 2013 to initiate 

guest counts. 

Europe 

 McDonald’s has conducted over 750 restaurant reimages to enhance the customer experience 

 2,220 restaurants in Europe have a new point of sales system, which expands McDonald’s 

product offering, and order accuracy. 

 Technological investments in the self-order kiosks, side-by-side thru and point of sale has 

increase McDonald’s production and service capabilities. 

 McDonald’s seeks to open nearly 300 restaurants and reimage approximately 450 restaurants.    

APEMA 

 Opened over 75 new restaurants in APMEA of which 250 were in china. 

 To execute on convenience, McDonald has offered delivery in over 1700 restaurants, which 

consisted of 550 restaurants in China.  

 A product shift towards value items will be a key strategy and growth driver as it seeks to attract 

the price conscious consumer. 

 McDonald’s seeks to open approximately 850 restaurants while reimaging about 225 existing 

restaurants.  

 

 

 

 

 

 



 

 

Situational Analysis  

 

Analyzing the Historical Corporate Financial Statement 

With an understanding of the economic landscape, industry drivers, and the business overview, we will 

have a better understanding of the financial model. Before proceeding to forecast McDonald’s financial 

statements, it will prove helpful to go over some financial statement terms. 

Current Assets: Current assets are the assets expected to convert into cash with one year or less to pay 

for short term obligations, to sell to customers such as inventory. Currents assets generally exhibit a high 

degree of liquidity and can converted in to cash with little difference between the bid and offering price. 

Currents assets for a typical nonfinancial company consist of the following: Cash, short-term 

Investments or marketable securities, accounts receivable, Inventories, prepaid expenses, and other 

current assets. 

Cash and Cash equivalents: cash consist of coins, petty cash, currency, checking account balances, 

checks, money orders, bank checks, and certified checks held in a bank account. Furthermore, cash 

equivalents assets are liquid short-term investments such as U.S. government Treasury bills, bank 

certificates of deposit, bankers' acceptances, corporate commercial paper, and other money market 

instruments. Although having a lot cash on the balance sheet is favorable from a liquidity standpoint, it 

earns very low returns. Companies invest cash in operating assets such as inventory, property, plant, 



and equipment because it can generate a return by producing cash flow. The operating assets of a 

company, which excludes cash, are those assets involved in selling goods and services. We will keep the 

cash balance constant from 2012 to 2017. 

 

Accounts receivable:Accounts receivable is simply the money owed to the company by customers. An 

accounts receivable is created when a customer pays with credit, such as a McDonald’s patron walking 

in having little cash and decides to pay with a credit card. To analyze McDonald’s ability to collect 

payments from credit sales we can utilize a formula named Days Sales Outstanding (Accounts 

Receivable/ Sales *365). The days sales outstanding tells how “ well a company is managing the 

collection of its A/R by measuring the number of days it takes to collect a payment after the sale of a 

product or service”. McDonald’s DSO from 2010 to 2012 is 18, meaning on average its McDonald’s 18 

days to collect cash from a credit sale. Various factors can affect a company ability to collect receivables 

such as worsening customer credit, change in product mix, and an ineffective credit policy. Although 

accounts receivable can be forecasted by using the DSO formula, we will predict A/R for the financial 

statements by taking the historical average of (Accounts receivable /Sales) from 12/31/2004 to 

12/31/2012 and multiplying it by its year’s sales. This method is more simplistic and makes economic 

sense. As McDonald’s expands to more countries and build, more restaurants the number customers 

they serve will grow and payments occurring with a credit card will likely grow. In the valuation 

spreadsheet in cell D52 enter $C$12*D30.  

 

 

     

Inventory: Inventory is the unsold finished product valued at cost on the balance sheet. For a restaurant 

company, its very important inventory is brought into the store and sold quickly. Food unlike durable 

products (durable products experience technological obsolescence and or substitution) have a limited 

economic life span and ties up cash. The faster a company can turn its inventory into cash, the more 

financially flexible they will become.  To analyze McDonald’s efficiency, we utilize two ratios, days in 

Inventory and Inventory turnover. Days in Inventory measures the number of days it takes a company to 

sell its inventory. Inventory turnover “measures the rate at which a company purchases and resells 

products to customers.” Inventory turnover measures a company selling abilities, purchasing practices, 

manufacturing/ distributing efficiency and merchandising ability. McDonald’s Days in Inventory 

from12/31/2009 to 12/31/2012 was 9.9, 10.0, 9.0, and 2.9 respectively. Furthermore, inventory 

turnover from 12/31/2009 to 12/31/2012 was 37.3, 36.6, 40.7, and 125.4. In 2012, it took McDonald’s 

approximately three days to sell its inventory (or approximately 125 “inventory turns” per year”). Why 



was McDonald so efficient with its inventory practices? This is explained in “Analyzing the Business” 

under operations overview. By having extended hours, an efficient drive-thru service, multiple order 

points to maximize drive thru capacity alongside the implementation of 1,500 hand-held order takers to 

improve customer service, McDonald’s is able to turnover its inventory quickly. 

 

Although McDonald’s levels can be forecasted using the days in inventory formula, we simply estimate 

McDonald’s inventory levels as a percentage of sales. This is simplistic and makes economic sense. If 

McDonald’s wants to achieve its business plan by growing its market share it has to build more 

restaurants and with more restaurants comes more inventory. In the valuation spreadsheet in cell D53 

enter $C$13*D30.

 

 

 

Prepaid expenses and Other Assets:Prepaid expenses are the payments of unreceived benefits. A prime 

example is an insurance policy. To protect their assets from theft or unexpected weather conditions, a 

company will buy property insurance to cover any material damages if these events were to occur. In 

addition, items falling under the category of other assets are long-term prepaid expenses, prepaid 

pension cost, non-current receivables, assets in special funds, deferred income taxes, properties held for 

sale, and restricted cash or securities. For financial modeling, we will forecast these assets as a 

percentage of sales. To calculate 2013 prepaid expenses and other assets, we use the following formula: 

 

 In the valuation spreadsheet in cell D54 enter $C$14*D30. 

 

Noncurrent assets or Long-term assets 

Gross plant and Equipment- To conduct their day-to-day operations, McDonald’s will need to purchase 

buildings, furniture, equipment, and machines. Gross property, plant, and equipment also include 



additions and improvements to land and buildings.  Furthermore, building improvements such as 

reimaging the restaurants are debited to gross plant and equipment. Gross property and plant makes up 

a significant portion of McDonald’s balance sheet. If McDonald’s wants to grow their sales and broaden 

the exposure, they will need buy to more plant and equipment or make improvements and additions to 

their existing buildings (reimaging or adding a multiple drive thru). To calculate the 2013 Gross Plant and 

Equipment we using the following formula: 

 

In the spreadsheet, named valuation enter D58+D59 in cell D57. 

Accumulated depreciation- Buildings, equipment, and machines experience wear and tear throughout 

their useful lives. Depreciation expense is the cost allocation method to account for the value of aging 

assets. Accumulated depreciation is “the sum of all the depreciation charges taken since the asset was 

first acquired.” To calculate the 2013 accumulated depreciation, we use the following formula: 

 

 

In the spreadsheet,named valuation enter C58+D34 into D58. 

Net Property, Plant, and Equipment (Gross Plant and Equipment – Accumulated depreciation) Net 

property, plant and equipment is the sum of the gross plant and equipment minus accumulated 

depreciation. Property, plant, equipment, and NPP& E make large percentage (69.73%) ofMcDonald’s 

assets. The large amount of net property, plant, and equipment can be explained in the operations 

overview under “Analyzing the business.” On page 24 of McDonald’s annual report, it is stated that they 

spent approximately $3 billion in capital expenditures to reimage existing restaurants and open new 

restaurants. The investment helped remodeled over 900 existing restaurants by adding drive-thru 

capacity to capture additional guest counts thus furthering sales. Because there is a positive relationship 

between the amount investments McDonald’s makes in reimaging (such as adding a multiple drive thru) 

and opening new stores to sales, we will predict net fixed assets as a percentage of sales. To calculate 

2013 net fixed assets we use the following formula: 



 

 

In spreadsheet named valuation enter D30*$C$15. 

 

Other Assets- Investments in Unconsolidated Subsidiaries, Goodwill,    

 

 In the Figure above, I have deconstructed other assets to bring more light on the accounting of 
other assets. According to Investopedia, an unconsolidated subsidiary is “a company that is owned by a 
parent company, but whose individual financial statements are not included in the consolidated or 
combined financial statements of the parent company to which it belongs.” On page 21 of McDonald’s 
annual report it states that it actively participates but do not control its unconsolidated affiliates or 



partnerships. Some of these affiliates represent the nearly 3300 restaurants that McDonald’s have in 
Japan. The company receives a royalty based on a percent of sales and records its share of net results in 
equity in earnings of unconsolidated affiliates. 
 
Furthermore, an in-depth definition of goodwill is provided on page 34 of McDonald’s annual report  
 

GOODWILL 

Goodwill represents the excess of cost over the net tangible assets and identifiable intangible assets of 

acquired restaurant businesses. The Company's goodwill primarily results from purchases of McDonald's 

restaurants from franchisees and ownership increases in subsidiaries or affiliates, and it is generally 

assigned to the reporting unit expected to benefit from the synergies of the combination. If a Company-

operated restaurant is sold within 24 months of acquisition, the goodwill associated with the acquisition is 

written off in its entirety. If a restaurant is sold beyond 24 months from the acquisition, the amount of 

goodwill written off is based on the relative fair value of the business sold compared to the reporting unit 

(defined as each individual country). 

 

To forecast 2013 other assets, we use the following formula: 

 

In the spreadsheet named valuation enter C63*(1+$C$16) into D58. 

 

Liabilities and Owner Equity 

Accounts Payable or Trade Accounts Payable- 

Accounts payable are the unpaid bills to suppliers that McDonald incurred to purchase supplies such as 

hamburgers, buns, and other food items for the production of goods and services. We can assess 

McDonald’s efficiency of paying its suppliers by the utilizing the formula days payable outstanding, 

which “measures the number of days it takes for a company to make payment on its outstanding 

purchases of goods and services.” In 2012, McDonald’s days payable outstanding was 27, a significant 

decrease of 74 in 2011. A day’s payable outstanding of 27 in 2012 implies that McDonald’s took 27 days 

on average to pay its suppliers. A higher day’s payable outstanding (within reason) is beneficial for the 

company because it increases their short-term liquidity (cash) to use in the business.  

 

Although we can predict accounts payable using day’s payable outstanding, we will forecast 

McDonalds’s accounts payable based on the level sales it generates in a particular year by using the 

following formula: 



 

In the spreadsheet named valuation enter $C$19*D30 in cell D67. 

 

Accrued Expenses- 

Accrued expenses are unpaid operating liabilities such as accrued wages, income taxes payable, and 

interest payable to banks. We will forecast McDonald accrued expenses by using the formula: 

 
 
In the spreadsheet named valuation enter $C$20*D30 in cell D68. 

 
 
Short Term Debt & Current Portion 
Due LT Debt. 
 
Current portion of long-term is the amount of debt due within one year owed to lenders such as banks 
and insurance companies, and private debt placements. For predicting McDonald’s debts levels and free 
cash flow, we exclude short-term debt from current liabilities and lump it together with long-term debt. 
The reason for doing so is perfectly explained by Simon Z. Benninga, Visiting Professor of Finance, 
Wharton School, and University of Pennsylvania, “Current Liabilities, in our pro forma model, don’t 
contain Short-Term Debt or the Current Portion of Long-Term Debt. This is because these are financial 
liabilities, not operating liabilities, and as such they are not directly related to Sales.” Stephen H. 
Penman, George O. May Professor at the Graduate School of Business, Columbia University, provides a 
further explanation on why we separate short term-debt from current liabilities,  
 

Reformulating balance sheets involves distinguishing assets and liabilities that are used in   

business operations- where the firm makes its money- from assets and liabilities that are used in 

financing- to raise cash for operations and temporarily store excess cash from operations. A firm 

“makes its money” by selling goods and services to customers, the firm is delivering to 



customers, so identifying the operating assets requires knowledge of goods and services the 

firm is delivering to customers.”  

When calculating the free cash flow generated by McDonald’s operations, we only consider the cash 

flows generated by the operating assets and liabilities. Short-term debt or long-term debt does not 

generate cash flow for McDonald’s operations. To predict McDonald’s future debt levels, we will use the 

Debt/Assets formula as indicated below: 

 

In the spreadsheet named valuation enter $C$23*D64 in cell D71. 

 

Debt to Assets measures how company assets are financed. For every dollar invested in McDonald’s 

total assets in 2012, 38.52 cents came from debt holders and 61.48 cents came from equity 

shareholders.  

Other Current Liabilities (Income Taxes payable, Accrued Interest, other taxes) - 

 Income taxes payable are the unpaid taxes that McDonald’s owes to the government. Accrued interest 

is the interest not paid to the creditors of the organizations. Other taxes consist of sales tax, federal 

income tax, benefits and taxes related to foreign operations. For financial modeling purposes, we will 

keep this constant throughout the model. 

Long Term Debt- 

Long-term debt is that portion of the principal long-term that has to be paid off in the next fiscal year. 

Long-term liabilities include mortgages, loans, and bonds that need to be repaid at some point in the 

future. As stated earlier we will lump short-term debt and long-term debt into the financial model to 

distinguish it between the operating liabilities of the company. 

Provision for Risks and Charges  

Provision for risks and charges are set aside to cover losses or liabilities that are certain or probable, but 

which the amount or timing cannot be determined at the end of the period. We will classify this under 

other liabilities in the financial model. 

Deferred Taxes 

Deferred taxes are the “taxes that will have to be paid to the federal and state governments based on 

accounting income, but are not due yet. Deferred taxes arise when different methods of accounting are 



used for financial statements and for tax purposes.” For financial modeling purposes, we will project to 

2013 deferred taxes by using the following formula: 

 

In the spreadsheet named valuation enter D72*(1+$C$2). 

Other Liabilities  

Other long-term  liabilities consist of the value of leases, futureemployeebenefits, deferred taxes and 

other obligations not requiring interest payments during the next year. For financial modeling purposes, 

we will project to 2013 other liabilities by using the following formula: 

 

 

In the spreadsheet named valuation enter C77*(1+$C$29) in cell D74. 

Owner’s Equity of the Balance sheet  

Owner’s Equity or net worth is the “residual interest in the assets of an entity that remains after 

deducting its liabilities in a business enterprise, the equity ownership interest.” Assets are financed from 

threesources, liabilities (financing creditors), contributed equity (equity shareholders), and earned 

equity (retained earnings).  

 

Common stock 
Common stock is calculated by multiplying the number of shares of the company stock by the par value 
of the stock. Par value is the stated or face value, of a security established at the time of issuance. On 
page 30 of McDonald’s Annual report, a detailed description of shareholder’s is provided. For our 
financial model, we group common stock-$16.6, additional paid-in capital-$5,778.9 and accumulated 
other comprehensive income -$796.4 under common stock for 2012 and throughout the forecast 
period. This will amount to $6,592.  

http://www.investorwords.com/5209/value.html
http://www.investorwords.com/2749/lease.html
http://www.investorwords.com/9809/future.html
http://www.investorwords.com/9809/future.html
http://www.investorwords.com/461/benefit.html
http://www.investorwords.com/5972/taxes.html
http://www.investorwords.com/3373/obligation.html


 
Preferred Stock 
 When a company has preferred stock in its capital structure (capital structure is the combination of 

debt and equity used to finance the firm assets), it must pay periodic dividends to its preferred 

stakeholders. Since there is no preferred stock in McDonalds’s capital structure as of 12/31/2012, we 

exclude it from the model. 

Paid In capital 

Paid in capital  is the “ capital received by a company from the floatation of common stock through an 

initial public offering, rights issue or add on.” In 2012, McDonalds’s additional paid-in-capital was 

approximately $5.78 billion. For our financial model, we make no distinction between common stock 

and paid-in capital. Add additional-in-paid capital to common stock. 

Retained Earnings 
Retained earnings are the undistributed accumulated profits generated by a firm since its inception. In 
2012, McDonald retained earnings were approximately $39.2 billion. To forecast McDonald’s 2013 
retained earnings, we sum the 2012 accumulated retained earnings on the historical balance sheet and 
the year 2013 projected retained earnings. 
 

 

In the spreadsheet, named valuation enter C79 + D44 in cell D79. 

Treasury Stock  

Treasury stock is the stock that a company issues to shareholders and then repurchases from them. On 

McDonalds’s 2012 Annual report, common stock at treasury was approximately $30.5 billion. In our 

model, this figure will be inputtedas less: treasury stock. The treasury stock will also be our plug in our 

model to ensure assets and liabilities & owners’ equity are equal. By choosing treasury stock as our plug 

to close the financial model, we are assuming that the cash generated by McDonald’s operation are 

used to repurchase or buy back stock. The formula to calculate the plug is the following: 

 

In the spreadsheet named valuation enter –D64+Sum (D67:D69) in cell D80. 

Total Stockholder’s Equity  

To forecast 2013 stockholder’s equity, we use the following formula 



 

In the spreadsheet named valuation enter (D77:D79)-D83 in cell D82. 

Before proceeding, it will prove helpful to go over Income Statement terms before forecasting 

McDonalds’s Income Statement. 

 

Sales 

Sales are the total revenue generated by a company products and services. Sales generated by 

McDonalds’s are consisted of the following 

 Company operated restaurants and fees 

 Recognized a cash basis  

 Fees from franchised restaurants operated by conventional franchises  

 Rent and royalties based on a percent of sales with minimum rent payments and 

initial fees. 

 Developmental licenses and foreign affiliates  

 Royalty based on a percent of sales and may include initial fees 

On page 11 of McDonald’s annual report, it states that comparable sales, a key industry metric in the 

restaurant industryare driven by “changes in guest counts and average check, which is affected by 

changes in pricing and product mix.” For simplicity, we lump sales generated by company-operated 

restaurants and revenues from franchised restaurants. To forecast 2013 sales, we use the following 

equations: 



 

In the spreadsheet named valuation enter C30 * (1+$C$2) in cell D30. 

 

Cost of Goods Sold  

Cost of goods sold is the cost incurred to produce the product. As indicated in the components of an 

income statement, there are five variables affecting cost of goods sold which are opening (beginning) 

inventory, purchases, production labor, factory overhead, and ending inventory. The main variables 

affecting McDonald’s cost of goods sold is purchases (commodity cost) and production labor. As 

indicated in the industry analysis, 29.4% of the Limited Service Restaurant industry dollar was allocated 

towards wages and benefits and 31.9% was allocated towards the cost of food and beverages. To 

forecast 2013 Cost of goods sold for McDonald’s, we use the following equation: 

 

In the spreadsheet named valuation enter D30 * $C$3 in cell D1. 

 

Gross Margin 

Gross Margin is the residual profit earned by the company after subtracting the cost directly related to 

the production of its product and services. Gross profits measures a company’s pricing power (mark-up), 

their efficiency of manufacturing, and their ability to control production cost such as raw materials and 

labor. As indicated on the historical financial statement, gross margin from 2004 to 2011 was 

approximately around 80% and 44.64% in 2012. McDonald’s high gross margin can be explained by its 

efficient supply chain management system that allows them to leverage their scale to obtain 

competitive prices as indicated in “Analyzing the Business” section under operations overview. To 

calculate the gross margin, we use the following formula: 

 



In the spreadsheet named valuation, enter D30-D31 in cell D32. 

Furthermore, we can capture the average check size through the gross margin by adjusting the 

COGS/Sales parameter. For instance, changing the COGS/Sales parameter to 20% (ceteris paribus) 

produces an intrinsic value of $110.32, higher than the prior valuation.  By reducing the cogs/sales 

parameter, we are stating that McDonald’s is selling its product for a greater amount than what it cost 

to produce them. McDonald’s can achieve this strategy by focusing its product mix on higher check 

items such as the Cheddar Bacon Onion Premium Sandwiches and  cutting labor expense by 

implementing its self-serve kiosks. 

Selling, General, and Administrative Expenses (SG&A) 

Selling, general, and administrative expenses are the operating expenses incurred by a business to sell 

the product. SG&A consist of sales salaries, travel & entertainment, advertising expense, delivery 

expense, and telephone expense. Administrative expenses consist of officers’ salaries, utilities expense, 

insurance expense, and office expenses. To forecast McDonald’s SG&A expense’s, we use the following 

formula: 

 

In the spreadsheet named valuation, enter D30*$C$4 in cell D33. 

 

Depreciation and Amortization Expense 

Depreciation expense is the cost allocation method of accounting for the wear, tear, and obsolescence 

of fixed assets such as a piece of equipment or a building. It is capitalized on the balance sheet at the 

time of the purchase and gradually expensed on the income statement over its useful economic life. To 

forecast McDonald’s 2013 depreciation expense, we use the following formula: 

 

In the spreadsheet named valuation enter Average (C57:D57)*$C$5 in cell D34. 



 

  

Operating Income before Depreciation (EBIT) 

Operating margin or earnings before interest and taxes is a measure operating performance and is 

calculated by taking the gross margin and subtracting the operating expenses, EBIT is the earnings 

generated by core operations. It encompasses product cost and operating expenses. As indicated in the 

industry and business analysis, EBIT is affected by food & beverage cost, product mix, sales volume, and 

labor cost. To calculate the operating EBIT for 2013, we use the following formula:

 

 

Interest Expense on debt 

Interest expense is the expensed that is incurred for borrowing money via loans, debt issuances or 

certain other liabilities. We forecast 2013 interest expense by using the following formula: 

 

In the spreadsheet named valuation enter Average (C71:D71)*$C$6 in cell D37. 

 

Non-operating Income (Expense) and Special Items 

Non-operating income is the income generated outside the core operations of McDonald’s business. On 

page 22 of McDonald’s annual report, 28 million was generated in interest income consisted of short-

term cash investments. For financial modeling purposes, we will keep non-operating income constant 

throughout pro-forma. 

Pretax Income or Earnings before Taxes 



This is taxable income of McDonald’s corporation. To calculate the 2013 pre-tax income we use the 

following formula: 

 

In the spreadsheet named valuation, enter D35-D37-D38in cell D39. 

Income Taxes –Total 

Income taxes are the amount the amount of taxes a corporation is liable to pay to the federal 

government on that year’s income. On Page 15 of McDonald’s annual report, under Provision for 

Income Taxes, it states that effective income tax rates from 2010 to 2012 were 29.3%, 31.3%, and 32.4% 

respectively. The Company expects the effective income tax rate for the full-year 2013 to be 31% to 

33%. The tax rate can also be calculated by using the following formula: 

 

In the spreadsheet named valuation enter D39*$C$7 in cell D40. 

 

Net Income  

Net Income is the “earnings available to equity holders once all of the company’s obligations have been 

satisfied (e.g. suppliers, vendors, service providers, employees, utilities, lessors, lenders, state and local 

treasuries.)’’ Net Income measures the overall profitability of the firm by factoring its cost of goods sold, 

operating expenses, other income and expenses, interest expenses, and taxes. Why is net income 

important? To understand the importance of earnings lets assess the depiction below. Earnings are 

important to shareholders because it “reflects the return to equity holders under the period of 

consideration… Earnings approximate the increase or decrease in equity before considering distributions 

to and contributions from equity holders.” The net worth or net assets of a company can increase 

through increased profitability of the business (earned contribution) or increased capital investment by 

the equity holders (contributed equity). Equity holders have claims on the cash flow that the operating 

assets produce for the company. If the operating assets increases the earning power of the business 

over time, equity holders claims grows larger and their net worth is commensurate to the increase. 



 

The formula for 2013 Net Income is the following 

 

In the spreadsheet named valuation, enter D39-D40 in cell D42. 

Dividend 

Dividends are the portion of free cash flow distributed to shareholders. We forecast 2013 dividends 

using the following equation: 

 

In the spreadsheet named valuation enter C43*(1+$C$22) in cell D43. 

Dividends are the portion of free cash flow paid to a firm’s equity holders and/or preferred 

shareholders. As stated earlier, a company can use its free cash flow to invest in new projects, 

repurchase shares, pay down debt, increase its liquidity, or pay down debt or pay dividends. To obtain 

McDonald’s dividend history, we follow the preceding steps : 

1. Search Yahoo Finance  

2. Enter the MCD as the symbol 

3. Click Historical Prices  

4. Enter Start Date- Nov 13,2012 and End Date- Nov 21, 2013 

5. Select the Dividends only option  

Decreases 

Net Worth  

Increases 

Net Worth  



6. Click get prices 

7. At the bottom left of the page click download to spreadsheet.  

 

Dividend Growth Quarterly Calculation 

In the spreadsheet named dividend growth calculations, we utilize the following formulas to find the 

dividend growth rate: 

 

Dividend Growth Rate Annualized Calculation 

 



Retained Earnings  

Retained earnings are the undistributed earnings that will be deployed into the company for future 

growth (buy operating assets such as inventory, equipment) or can be used to pay down existing debt. 

The formula for retained earnings is the following: 

 

In the spreadsheet named valuation, enter D42-D43 in cell D44. 

Historical Balance Sheet 12/31/2012-12/31/2004 

 



 

Historical Income Statement 12/31/2012-12/31/2004 

 

 

 

 



Forecasted Balance Sheet (12/31/2012-12/31/2017) 

 

Forecasted Income Statement (12/31/2012-12/31/2017) 

 

 

 

 



 Forecasting Cash Flow (The Cash flow generated by the business that can be distributed to all the 

firm’s supplier of capital  

Free cash flow is the cash available to all security holders (bondholders, equity holders, preferred 

stockholders, and convertible holders) from the company operations after making the necessary 

investments in fixed assets to sustain its productive growth in the future, and working capital 

investments to provide liquidity for the day-to-day operations, and less changes in other assets. We add 

back after tax interest expense because that is cash flow available to debt holders. Free cash flow can be 

used to pay down debt, purchase assets for future growth, distributed to shareholders as dividends, or 

to repurchase stock.   

 

Profit after tax 

Profit after tax is the operating profits available to all investors . In our financial model, profit after taxes 

equates to the net income generated by McDonalds. Net Income represents the wealth decrease or 

increase of the equity stockholders. 

 

Add back depreciation 

As stated earlier, depreciation expense is the cost allocation method of accounting for the wear, tear, 

and obsolescence of fixed assets such as a piece of equipment or a building. It is capitalized on the 

balance sheet at the time of purchase and gradually expensed on the income statement over its useful 

economic life. No cash was dispensed to pay for depreciation expense and thus it should be added back 

into the calculation of free cash flow. 

 

 

 

 



Changes in Net Working Capital 

To understand why we account for the changes in net working capital in free cash flow, it will prove 

helpful to go over the operating cycle of the business. 

 

The operating cycle is the “ amount of time from commitment of cash for purchases until the end of the 

collection of cash resulting from sales of good or services. It is the process by which a company converts 

cashin short-term assests and back into cash as part of its ongoing operating activities.” A company’s 

operating cycle can be elongated or shortened depending how efficient its operations . When a 

company buys (increase) inventory its cash dcreases, however if a company sells (decrease)its inventory 

itcan become cashor a receivable. How is this possible? The sale of inventory can generate a receivable 

(customers paying with credit card) or it can generate a cash payment. Futhermore, when Mcdonald’s 

buys inventory it can choose to pay cash or it can pay its suppliers within n/30, n/60 or n/90 days 

(increasing liquidty and cash flow). If Mcdonald’s does not pay its suppliers immediately, accounts 

payables increases and the increase is considered extra cash flow that Mcdonald’s can use to satisfy past 

obligations, distrubute to shareholder’s or retain in the business for growth. However, if Mcdonald’s 

chooses to pay its suppliers for its goods that bought from past periods, free cash flow will decrease. 

In 2012, Mcdonalds cash conversion cycle, which is the average time it takes to convert currents assets 

into cash was 48 days, a big decrease from 2011 levels. The cash coversion cycle can be calculated using 

the following formula: 

 

 

 

 



 

For Financial Modeling purposes we define net working capital as operating assets (excluding cash) 

minus the operating liabilties (excluding the financial liabilties such as current portion of long-term debt 

and long-term debt). As stated earlier, we only consider the operating assets and operating liabilties that 

generate cash flow for Mcdonald’s corporation. The calcualation of net workings is as follows: 

 

Besides the interepretation of the operating cycle , working capital can plays a key role in a company’s 

expansion. For instance, in the operations overview on page 8, Mcdonald states that its plans to open 

approximately 850 new restaurants to reach its goal of 2000 restaurants by the end of 2013. Doing so 

requires increase in operating working capital and capital investments, which is deducted from the free 

cash flow available to all capital providers. To calculate the net working capital, we use the following 

formula: 

 

In the spreadsheet named valuation enter +Sum (C52:C54)-Sum (D52:D54) in cell D89. Furthermore, in 

cell D90 enter Sum (D67:D69)-Sum (C67:C69). 

Subtract capital expenditures  

Free cash flow is the cash available to all capital providers after all expenses and investments have been 

made. To achieve  higher sales growth and market share, Mcdonalds will have to spend more money on 

capital investments such as buildings, land, and equipment. This expendture is needed to maintain the 

productive capacity of Mcdonald’s and will not be available to the owners  of the firm. 

 

In the spreadsheet named valuation, enter C57-D57 in cell D91. 

Subtract increase in other assets  



Other assets which consist of investments in unconsolidated subsidaries, other investments , goodwill 

and miscellaneous are subtracted from free cash flow because these assets help generate cash flow for 

Mcdonald’s.  

 

In the spreadsheet, named valuation enter –D63+C63 in cell D92. 

Add back after-tax interest  

Free cash flow  measures the cash generated by the company without taking into affect how the firm is 

financed. To neuatrlize the effects of interest payments on the firm profits, we add back after-tax cost 

interest on debt (after-tax since it interest payments are tax deductible). 

 

In the spreadsheet named valuation enter (1-$C$23)*D37 in cell D93. 

Free Cash Flow to Shareholders  

This is the cash flow that Mcdonalds can use to pay down debt, pay for operational expenses, distrubute 

to shareholders in the form of dividends or sharebuybacks or retain in the business for future growth. 

The free cash flow will be our numerator in the discounted cash flow analysis. 

 

In the spreadsheet named valuation enter Sum (D86:D93) in cell D94. 

Creating a Valuation Model Technology  

Before proceeding value to value  Mcdonald’s operations it will prove helpful to go over the intuition of  

discounted cash flow analysis. 

To estimate the intrinsic value ( the value of a company ), we use a method called the discounted cash 

flow. The discounted cash flow is a method we use in finance to convert the forecasted free flow 

generated by the firm to its present valueby discounted it cost of capital ( the average return that all 

capital providers expect to make from holding the stock). To calcluate the intrisic value we use the 

following formulas: 



 

 

 

WACC 

The weighted average cost of capital is the average cost of return that the company has to pay to its 

shareholder for them to be willing forgo (opportunity cost) other similar investments. Viewed from the 

perspective of the firm, average cost of capital is “the cost associated with raising one more dollar.” We 

compute the WACC using the following formula:  

 

rd is the cost of debt, re is the cost of equity and E and D is the market value of equity and market value 

of debt respectively and Tc is the corporate tax rate. To assess McDonald’s weighted average cost of 

capital, I have obtained the WACC from the Bloomberg Terminals.   



 

Long Term Free Cash growth Rate (gFCF) 

For the long-term free cash flow growth rate, we will adhere to S&P 500 estimate of $3% for 2013. 

Terminal Value  

According to Johnathan Berk, professor at the University of Californa, Berkerly and Peter DeMarzco 

professor at Stanford University, the terminal or continuation value is the “remaining free cash flow 

beyond the forecast horizon called the terminal or continuation of the project. This amounts represents 

the market value (as of the last forecast period) of the free cash flow from the project at all future 

dates.” To calculate the terminal value, we use the following formula: 

 

 

 

Enterprise Value (Firm Value or value of the Business Operations)  

The enterprise value is the total price you would have to pay to buy and control 100 % of McDonald’s 

corporation. The enterprise value of a business is the discounted value of the projected free cash flows 

plus its terminal value. We calculate the enterprise value using the following formula: 



 

Furthermore, enterprise value is interpreted as the “net cost of acquiring the firm’s equity, taking its 

cash, paying of all debt, and owning the unlevered business. To understand why this is the cash, we look 

at enterprise from a different mathematical formula.  

 

From this mathematical formula, we can see that the enterprise value is the “sum of all ownership 

interests in a company and claims on its assets from both debt and equity holders.” To calculate the 

enterprise value, we use the following formula: 

 

Midyear Discounting  

When discounting the free cash flow accruing to the firm, the NPV formula assumes that the cash flows 

are received at the end of the year. We adjust the NPV formula to reflect that cash is received 

throughout the year by using the following formula: 

 

 

Assets Value  

To calculate the asset value add the 2012 cash balance i/a/o $2,479 to the enterprise value.  

Implied Equity Value  

Before equity holders can take over the business, the must pay off all debt holders (bondholders, 

lenders, preferred stockholders). Equity holders can use the cash and cash equivalents on the balance 

sheet to pay down the debt of the firm.   



To calculate the equity value (the value of equity claim in the business) of McDonalds’s Corporation, we 

manipulate the enterprise value formula by subtracting debt (bondholders, debt holders, lenders, 

preferred shareholders) and adding the 2012 cash balance (cash that can be used to pay off the debt 

obligations) indicated on the balance sheet. To calculate the market value of equity, we add the cash 

balance and subtract the value of debt from the enterprise value. 

 

 

Total number of shares outstanding 

The number of shares outstanding of the registrant’s common stock as of January 31, 2013 was 

1,002,791,769. 

 

Implied Value per Share (The intrinsic value) 

Taking the implied equity value and dividing it by the number of shares outstanding gives an intrisic 

value of Mcdonalds Corporation of $ 98.35. Below is the stock prices for Mcdonald’s from 2003 to Year 

to Date. According to R.J Hottovy, CFA, Global Director of Consumer Cylcical and Defensive Research at 

Morningstar, the fair value, which is the output of Morningstar discounted cash-flow valuation is 

$105.00 – $6.65 below our intrinsic valuation.  

 

 

 



Sensitivity Analysis  

To assess the intrinsic value under different financial drivers, we conduct a sensitivity analysis. 

Sensitivity analysis can help you assess different ranges of intrinsic value under different economic 

scenarios.  In our model, financial drivers is the weighted average cost of capital (the average return that 

investors expect to earn on a stock) and long term free cash flow growth rate. To perform a sensitivity 

analysis, we conduct the following steps: 

1. In cell D116, enter an if-then statement IF (C98>C99,C113,”nmf”) 

2. List the Long Term FCF Growth Rate in line E118, then under financial variable, list following 

growth rates (1%, 2%, 3%, 4%, 5%) horizontally starting with cell E119 to I119 

3. List the WACC in line C123, then starting from D120 to D126; list the growth rates in following 

order (6.0%, 6.5%, 7.20%, 7.5%, 8.0%, 8.5%, and 9.0%).  

4. Highlight D119 (the stock price) all the way to I126 (WACC-7.20%; Long-Term FCF Growth Rate – 

3.00%). 

5. Click the Data Tab (to the right of formula’s tab), go to Data Tools and click on what if analysis. 

6. Click on the Data Table selection 

7. The Row input will be cell C99- the long-term free cash flow growth rate. The column input 

button will be C98 -the weighted average cost of capital. 

8. Press OK 

 

A financial driver does not have to consist of only the WACC or the long- term free cash flow growth 

rate; it can also consist of sales growth rate. 

The effect of sales growth on McDonald’s valuation 

How can a high sales growth be detrimental to the value of McDonald’s? Let assess the intrinsic value of 

McDonalds Corporation at a sales growth of 15%, (ceteris paribus).  



 

If McDonald’s want to achieve a sales growth of 15% percent, it will have to allocate a lot of capital 

towards working capital and capital expenditures (building restaurants) which will decrease the amount 

of cash flow available  to all capital providers. Instead of intensifying its investment in new restaurants, 

McDonald has remodeled (less capital intensive) its existing restaurants by adding additional drive-thru 

capacity to serve more customers. As stated on page 15 of McDonald’s annual report its states’ “More 

than 1,600 restaurants worldwide are expected to be reimaged, including locations in affiliated and 

developmental licensee markets that require no capital investment from the Company.” Since 

McDonald’s is not responsible for the capital expenditures, more free cash flow will be available to 

McDonald’s shareholders.  

Conclusion 

The ability to value a company is based on how well we can interpret and transform information 

regarding a company’s industry and business operations into an understandable spreadsheet. The skills 

required to successfully model any company operations requires a understanding of accounting, finance, 

economics, business strategy (with respect to the company industry), and a little mathematical intuition. 
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