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Lowering Our Estimates Again May 28, 1993
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Fiscal Year End: December

S&P 500
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INVESTMENT SUMMARY:

We are again reducing our 1993 earnings
estimate, thi's time from $1'.75 to $1 . 35, down
drastically from the $1 .70 earned last year. and
our 1994 estimate from $1 .95 to f 1 .75. Given
the company's existing structute, we thinr that
Borden is only capable of generating about 7%
annual earnings growth over the long term . We
note that Borden reported an 8% decline in net
sales during the March period, while operating
profits were offsome 25%+($103 million versus
$127 million) in the quarter- reflecting profit
declines in all major business segments .
Operating profits im the Grocery Products
segment. which comprises roughly 25% of total'
sales, declined signiftcantly ; the result of
weakness inthe foodservice and past,a operations.
Sales and operating profits in, the Snacks and
lnternational Consumer Pnxlucis segment, 26%
of sales, decreased as weU' - reflecting
substantially lower results from~ the North
American Snacks operationl Meanwhile, the
worldwide Packaging and Industrial Products
division (30% of sales) also suffend fromiower
operating profits on lower sales. P'mally, we
note that operating earnings in the U .S. Dairy
segment. 199fo of sales, fell shacply as a nesult of
lower volume in, fluid mi11tL

period of, transition. Costs assoctiated with
downsizing and streamlining the segment -
shedding unprofitable regional brands, unifying
distribution channels and' introducing line-
extensions (the primary source of growth in salty
snacks) - we believe will' dampen earnings
longer, than expected. Plus, with such stiff
competition, particularly from PepsiCo's hrioo-
Lay unit,c~,witaiizing Borden's snacksegmentto
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In our opiniom the snack business, amidst a
major consolidatkxt, is clearly suffering in this
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We now forecast second quarter earnings in x
$0.6 U-SO.62 pershare rartge„adouble-digitidecWe
ftom the $0.68 earned in the year-ago quarter .
Reportedsales are likely to be down (perhaps 3%
or so), reflecting the negative impact of foreign
currency and softworldwide volume growth in the
period We currentlyfotecastJune perioddomestic .
ready-to-eat cereal volume will be down 5% .
versus a very difficult volume gain in tlie year-ago
periodi

Meanwhile . we look for a more modest 4% unit
volume gain in the international cereal operations .
'Ihus, overall volume growth in the ready-to-eat
cereal business should be softin the second quarter .
As a result of the softer~domestic volume outloor,
we expectsecond quartergtoss margins to contract,
perhaps almost one percentage-point (to the 52%+
level), despite mote favorable raw material costs .
OveralL we now expect Kellogg's operating m argin
to siip by about one percentage-point (to the 15%
mark), while the level of absolute SG&Aspending

remains essentially flat withia year ago . We still
expect a more normal 36% tax rate forthe full year
and, given, the company's strong cash flow, we
expect heavy share! repurchase activity (which
should serve to lift ttported';eamings per shan):

We continue to rate this top-quality stock HOLD .
These shares have been beaten down of late,
reflecting eoncern, over brand-name consumer
stocks and'the lackluster near-term profit outlook .
Still, given our expectations for only modest
quarterly earnings comparisons and ; ongoing
softness in the packaged food' group, we would
prefer to remain on the sidelines at this juncture .
The sizable stock buyback program should prov ide
support for these shares at about a25 % premium to
Kellbgg"s weil-defined long-term earnings growth
rate. Clearly Kellogg's dominant global market
shaie in the growing teady-to»eat cereal category
offers cansiderable ope rating ptofit g>7owth potential
and, in our opirdon, the capacity to sustain volume-
driven 13-15% long-term earnings gains .
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Borden. Inc .
Earnings Mod'eli
(ini Millions)

}t

11991 ; 1992(A) 1993(E) 1994(E) 1995(E)

i
Net Sales 7235!0 7142 :6 6657 .2 6878 .0 7221.9
17c Gruwth - -1 .3% , -6 .8% 3.3% 5.0%

~ COGS 5070 .8' 5057.2 4686 .2 4808 .7 5023,8
Gross Margin 29:9% 29:29b 29.6% 30.1% 30.4%
% Gr Marg Y-Y - -0.72% 0.41% 0.48% 0.35%

MGA 1462.0 1565 .7 1487.4 1531 .8 16'19 :3'
,MGA/Sales 20.2% 21 .9% 22.3% 22:3% 22.4%
%'.v1GA Y-Y - 1 .71% 0.4296 -0.07% 0.15'%

DeprlAmrt 216.9 227:6 241.3 255.7 271 .1
D& AlS .11es 3.0% 3.2% 3.6% 3,790 3:896

Op Income 702 .2' 519.7 483 .5 537 .5 578.8
i Op Margln, 9.7% 7.3% 7.3% 7.8% 8.0%
% Marg Y-Y - -2.43% -0.01% 0.55% 0:20%

[nterest ezp. 198 .4 148.0 152.5 143 .01 154.4
Affli'Min (inc.) (21 .1) 20 .3 21 .5 16.0' 17.3
Other (Inc .) (7.5) 1 .3 22.2 12.0 13 .0

Pretax Inc 532.4 350.1 287 .3 366 .5 394 :1
Taxes 193.6 110.6 97 .1 122:8 132.0
Tax Rate 36,496 31.6% 33+8% 33.5% 33.5%

Net Income 338 .9 239.5 190.2 243.7 262.1
Net Margin 4.7% 3.4% 2.996 3,596 3.6%

Shasea 147 .60, 143 .38 140.80 139.63 138 .00
EP'S 52.30 $1.70 S1.35 S1'.75 51.90
96 CAsnge - -25 .996 -20.596 29.2% 8.8%

Source: NatWest Securities
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Price 52-Wk Earnings Per Share PIE Ratios lndicated S-Yr. Proj. ;Kkt.'
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S&P 500
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INVESTMENT SUMMARY :

Kellogg management has indicated that second
quarter and fulT-year resuits wiil'likely fall'short
of our previous forecast. Slower than expected
volume sales - notably in the U .S. as well as
overseas - along with unfavorable currency
translations are expected to result in second
quarter earnings about 10% below the S0.68 per
share eamed in tlie year-ago period Accordingl'y, .
we are lowering our second quarter earnings
estimate from 50 .73 to $0:62 per shaie, our

: annual estimate from 53.10 ta a S2.95-S3.00 per
share range and our 1994 estimate from €3 .55 to
a S3.35-53.40 range.

The downward revision in the June quarter is
predicated on lackluster worldwid'e ready-to-eat
cereal volume growth. Overall tonnage growth
will probabl)y be off slightly in the period, well'
below our previous 3-4% volume growth
estimate. lnte mational operations ( roughly 40%
of Kellogg's total) ! will likely produce only
about 4% volume growth in the period, versus
our prior forecast for a 5•7% unit gain in the June
quarter .

year, we aie modifying our domestic tonnage
gtowth estimate to about 2%-3% from our
previous 3%-4% cange. Concurrently, we now
expect international volume growth in the 4-6%
range. off from our previous 5-7% fortxast . In
our opinion: overseas economic sluggishness,
unfavorable currency translations and increased
campetitiveness-notably form Snack Ventutes
Europe (General Mills and Nestlt's jointvetwue)
will slow overseas volume expansion in the
curtent year. .
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Meanwhile, domestic volume will lilcely drop
- we had been expecting a$atdsh oesul't - byy
about 5%, compued'tfl a double-digit increase
in the year-agoperlod. We ttut>ruttatmeaningful
inventory adJnatmenta by' the trade, combined
with the dilticdt comparison and heavy new
prodnct~ activity in the category, caused the
surprisingly sharp volume sholtfall. For the full
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