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Apple’s Holiday Quarter: Adding to the Castle and Reinforcing the Moat 
 
Apple (AAPL) officially closed its holiday quarter last Saturday (December 27th) and by all accounts, it will be a 
blockbuster quarter when the company reports its operating results on January 27th.  The company has been the 
beneficiary of a tremendous tailwind after it announced its revamped iPhone lineup in early September with the 
iPhone 6 and iPhone 6+.  Additionally, AAPL unveiled its long awaited entry into the ‘wearables’ category with Apple 
Watch, and its new payments platform, Apple Pay – a solution that combines NFC and TouchID with a device’s 
secure enclave.  Looking back over 2014, shareholders on April 22nd (the day before AAPL reported its fiscal Q2 
results and announced its stock-split) would have enjoyed a whopping 46% return.  With the market clearly favorable 
to AAPL once again and analysts raising price targets and estimates throughout the holiday quarter, here is a 
preview of what we should see in a few weeks: 
 
The Expectations for FQ1 (December-2014)1 (Courtesy of my friend Chuck Jones at Forbes): 
 

 
 
 
My Expectations: 
 
Overall: 
  
AAPL is going to post a blockbuster quarter with a capital ‘B’.  With the most impressive refresh to the iPhone lineup 
ever, the demand for AAPL’s most profitable devices has never been stronger. Although the world economy is 
mixed, it’s not worse than in previous years (with a few exceptions).  The Chinese and Japanese economies have 
seen better days, but the appetite for AAPL’s products as status symbols remains extremely robust in those 
incredibly important.  In China, the increased distribution of the iPhone on all three major carriers, combined with 
the massive 4G rollout will prove to be a huge catalyst for the iPhone 6 and 6+.  The U.S. economy is the strongest 
it has been in years with low gas prices, declining unemployment, and record-high consumer confidence. 
 
I fully expect AAPL to post revenue that exceeds $70 billion, which is mind-boggling when put in perspective.  Just 
five years ago (fiscal 2010), AAPL posted revenue of $65 billion – for the entire year.   
 
 
 
 
 

                                                            
1 ‘AAPL Guide’ refers to guidance provided on the company on its October 20th earnings call for FQ4-2014.  “Mid” guide was derived using an 
average.  ‘AAPL Guide’ for EPS was derived using the company’s revenue and gross margin guidance with some other basic assumptions, 
including the weighted average fully-diluted share count. 
 
‘Sell-Side Analysts’ include Andy Hargreaves (Pacific Crest), Katy Huberty (Morgan Stanley), Steve Milunovich (UBS), Gene Munster (Piper 
Jaffray) and Ben Reitzes (Barclays) 
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My Projections: 
 

 
 
 
The iPhone: 
 
The iPhone 6 and 6+ have been selling like crazy by all accounts.  On its fiscal Q4 earnings call in late October, 
AAPL management reiterated time-and-again that the demand was “off the charts” and that the new phones’ 
popularity had exceeded all previous launches (as defined by “sell-through”) by “a wide margin”.  There was 
additional commentary by Controller Luca Maestri about that underlying sell-through, which gives investors and 
analysts further reasons to be optimistic: 
 

We sold 39.3 million iPhones, an increase of 5.5 million over last year or 16% growth. Underlying demand 
was even stronger with sell-through growth of 26%...We increased iPhone channel inventory by just 
under one million units during the September quarter this year, significantly less than the 3.3 million 
unit increase in the September quarter a year ago. [Emphasis Added] 

 
Tim Cook, who is often very careful with his words added the following about the new phones’ demand: 
 

“…today demand is far outstripping supply. It is unclear looking at the data when supply will catch up 
with demand…And so, I couldn’t be happier with the way the demand looks…At this point, we're selling 
everything we made.” [Emphasis Added] 

Product Summary Units ('000s) Rev ($mm) ASP Unit Growth Rev Growth
iPhone (1) 70,500          48,293$      685$           38% 49%

iPad (1) 23,000          9,890          430              -12% -14%

Mac (1) 5,800            7,250          1,250          20% 13%

iTunes / Software / Services (2) 4,500          2%

Other (3) 2,830          0%

Total AAPL Revenue 72,763$      26%

Cost of Sales 61.8% 44,967$      

Gross Margin 38.2% 27,795$      

OpEx (4) 4,800          

Operating Income 22,995$      

Other Income & Expense (4) 200              

Income Before Taxes 23,195$      

Taxes (4) 26.1% (6,054)         

Net Income 17,141$      31%

EPS 2.88$          39%

Fully-Diluted Share Count (millions) 5,950          

Notes:

[1]

[2]

[3]

[4]

Includes deferrals and amortization of related software upgrade rights and services

Includes revenue from Apple Pay, iTunes Store, the App Store, the Mac App Store, iBooks, AppleCare and other Licensing

Includes revenue from iPod, Apple-branded accessories, Beats hardware, and 3rd Party Accessories

Provided by AAPL management on FQ4-2014 Earnings Call on October 20, 2014

AAPL Estimates - FQ1 2015 (December 27, 2014)
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The real constraint on iPhone shipments in the holiday quarter will be supply.  It appears that U.S. AAPL 
retail stores reached some semblance of supply-demand balance very late in the quarter and since AAPL 
typically allocates the majority of its supply to its own stores first, it is very likely that it was not able to fill 
sufficient channel inventory to its reseller partners like wireless carriers and big box retailers.  Additionally, 
it is highly unlikely that AAPL was able to satisfy demand internationally.  With China’s aggressive 4G rollout 
fully underway and all three major Chinese telecoms officially on-board, residual demand will no doubt 
overflow into the March quarter.  Forbes’ Chuck Jones has provided lead times across the world for the 
new iPhones and there is quite a bit of backlog that will serve as tailwind for iPhone unit shipments in the 
March quarter. 

 
With a projected 70.5 million units shipped in the holiday quarter with an average unit selling price (“ASP”) of 
$685, the iPhone will contribute $48.3 billion of AAPL’s $72.8 billion total projected revenue for the quarter.  This 
is about $16 billion more than the year-ago period and will represent about two-thirds of AAPL’s revenue.  While 
AAPL’s increasing dependence on the iPhone revenue stream is creating much concern for some analysts, another 
way to look at this is that the most important product to the most valuable company in the world is firing on all 
cylinders.  Additionally, the iPhone is a gateway to AAPL’s sticky ecosystem – think Apple Pay, the App Store, 
iMessage, iTunes, and a host of other services that users have grown accustomed to and perhaps more importantly, 
dependent on.  The biggest testament to this ecosystem is the massive number of iPhone users in the installed 
base that upgrade to a new iPhone every year, or every other year, which makes this handheld device an incredibly 
lucrative annuity.    
 
iPhone ASP: 
 
For the first time in a long time, iPhone ASP is a big unknown.  The reasons for this are the following: 
 

 AAPL switched up the pricing on storage by offering 16GB, 64GB and 128GB models at unsubsidized 
prices of $649, $749, and $849, respectively. 

 The iPhone 6+ starts at an unsubsidized price of $749 for 16GB.  64GB and 128GB models sell at $849 
and $949 unsubsidized price points, respectively. 

 
In many ways, the change in the storage pricing was genius.  The 16GB entry model has long been the most 
popular.  However, by keeping the 16GB at the same price, but providing a large jump up in storage for only an 
extra $100, AAPL effectively locked in its traditional margins on the entry-level, while also convincing more people 
to jump up to the 64GB model.  Prior to the unveiling, many had suggested that AAPL might make the entry-level 
32GB and still keep the same $649 unsubsidized price, which would have only cut into their margins while providing 
little incentive to move to the next level of storage configuration.  The 6+ phone priced at a $100 premium will also 
help average unit selling prices, although it is unclear what the sales mix between the 6 / 6+ is – commentary that 
will be probed when AAPL hosts its earnings’ call on the 27th.  The following table shows a simplistic view of how 
different iPhone ASPs affect iPhone revenue, total AAPL revenue, and ultimately EPS: 
 

 
 
When holding unit shipments constant at 70.5 million, each $10 increment to iPhone ASP adds $705M of revenue 
and approximately $0.03 to EPS.  Granted, this is a simplistic calculation as changes in ASP would flow through to 
gross margin as well and further impact EPS (either to the positive or negative). 
 

(Rev - $ millions) 610$       620$       630$       640$       650$       660$       670$       680$       690$       700$       

iPhone Rev 43,005$  43,710$  44,415$  45,120$  45,825$  46,530$  47,235$  47,940$  48,645$  49,350$  

Total AAPL Rev 67,475$  68,180$  68,885$  69,590$  70,295$  71,000$  71,705$  72,410$  73,115$  73,820$  

EPS 2.63$      2.66$      2.70$      2.73$      2.76$      2.79$      2.82$      2.85$      2.88$      2.91$      

iPhone ASP Projections - Hypothetical Effect on Revenue / EPS (70.5M Units)
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The iPad: 
 
The iPad has been in a ‘funk’ for three straight quarters now and FY14 was the first year since the product’s 
introduction in 2010 of declining unit sales.  Last year, Tim Cook made good on his promise of an “iPad Christmas” 
and AAPL shipped a very strong 26M iPad units in the holiday quarter.  That strong number was bolstered by a 
number of factors: 
 

 The iPad Air was a significant re-design from the 4th generation iPad, which prompted many with 2nd, 3rd 
and even 4th generation iPad owners to upgrade; 

 The beloved iPad Mini finally received the long-awaited retina display upgrade in mid-November; and, 
 The original entry-level iPad Mini was reduced to a $299 price-point. 

 
When probed by analysts, Cook has continued to reiterate that any speed bump in sales is merely that, a temporary 
pause to an amazing product with a strong value proposition.  Cook continues to point to both enterprise (via the 
partnership with IBM) and education as strong drivers to grow the current installed base.  However, he did make 
interesting commentary confirming the notion that the upgrade cycle of an iPad is much closer to that of a Mac 
computer than to that of an iPhone.  Additionally, Cook also acknowledged the likely tradeoff that many consumers 
have been forced to make when deciding whether to purchase an iPad, a MacBook or even an iPhone 6+.  This 
year, Apple made the following main adjustments to the iPad lineup: 
 

 Introduced the iPad Air 2 (its flagship tablet), which is thinner than the iPad Air, packs a more powerful 
A8X chip, directly laminated screen, sports an anti-reflective coating, and has TouchID; 

 Dropped the iPad Air by $100 with an entry-level price of $399; 
 Introduced the iPad Mini 3, which is essentially the same device as the iPad Mini 2 with the addition of 

TouchID; and, 
 Dropped the iPad Mini 2 by $100 with an entry-level price of $299. 

 
With the original iPad Mini starting at $249 now, consumers have the widest array of options and price-points for 
the iPad.  When you combine the choices, lower price-points, and the numerous incentives that big-box retailers 
were offering on Black Friday, I actually think the iPad performed decently for the holiday quarter.  My projection of 
23 million units is still a 12% drop year-over-year, but it could be worse.  An additional tailwind that should be 
accounted for is the extra week of channel inventory that AAPL is now targeting for both the iPhone and the iPad 
(previously 4-6 weeks and now 5-7 weeks).  That additional week should provide a one-time benefit to unit 
shipments and I expect that the iPad will benefit from this tailwind this holiday quarter. 
 
The Mac: 
 
The Mac was the star of AAPL’s last earnings report and it is widely expected for that strength to continue.  AAPL 
exited FQ4 (September-2014) below its channel inventory target, which means it had catching up to do in the holiday 
quarter.  My guess is that they were short on desktops and not portables, with the Retina 5K iMac hitting stores in 
late-October.  Here were the major updates to the Mac lineup that will impact the holiday quarter sales: 
 

 Introduced the 27” Retina 5K iMac – a stunning display that has received rave reviews and was priced at a 
very reasonable $2,499, which is not bad considering most high-quality 4K display (not full computers) 
come in between $2,500 and $3,000; and, 

 Refreshed the beloved Mac Mini.  The Mac Mini has somewhat of a cult following – it won’t move the needle 
for the quarter, but was a nice little upgrade for those that had been waiting. 

 
While the desktop refreshes described above will help, the strength of the Mac lineup continues to be the portables 
– specifically the MacBook Airs.  The 13” MacBook Air, which is actually fairly long-in-the-tooth now is still a long-
standing favorite amongst students, and has even seen nice penetration in enterprise.  With the 13” MacBook Air 
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starting at just $999 for 128GB of flash storage and 12-hours of battery life, many find it hard to resist.  AAPL’s 
willingness to continue to bring prices down on its portables (both the MacBook Airs and MacBook Pro Retinas) 
has served the company very well to grow market share in a segment that continues to contract worldwide.  I expect 
AAPL to have shipped 5.8 million Macs during the holiday quarter, which will be an all-time record and further 
evidence of AAPL’s commitment to the Mac as a core peg of its stool. 
 
Gross Margin: 
 
I expect this holiday quarter’s results to be no different.  I am projecting gross margin to come in at 38.2%, which 
would be 30 basis points higher than the same period a year ago.  The 38.2% would also be toward the high-end 
of the range that AAPL guided to in October, which was 37.5% to 38.5%.  My 38.2% could very well be a 
conservative number considering that AAPL has been consistently coming it at the very high-end, or in some cases, 
even exceeding its gross margin guidance.  Here are some considerations for gross margin: 
 

 Forex: Maestri was very adamant on the October earnings call that forex was going to be a ‘significant’ 
negative tail wind to gross margins in the December quarter – particularly the weakness of the Japanese 
Yen, where AAPL derives significant sales.  Maestri did acknowledge the company has hedges in place, 
but cautioned that they would only provide a limited offset.  The dollar was relatively strong throughout the 
quarter and the company actually did some price ‘harmonization’ in places like Russia (another story 
altogether) to help with falling currencies. 
 

 Components: AAPL didn’t give too much detail as to the state of component costs on its October call, but 
generally indicated that the price of the most prevalent components in its products (DRAM, NAND, etc.) 
would either fall or remain flat during the quarter. 
 

 iPhone Sales and Storage Configurations: The iPhone has the highest margin of any of AAPL’s main 
products and with the blockbuster quarter it had, it is going to provide a nice tailwind for the overall corporate 
gross margin.  Additionally, as mentioned above, AAPL’s new storage capacity pricing strategy could 
provide a huge boost to both iPhone ASP and gross margins.  With many buyers opting for the 64GB or 
even 128GB versions, it will benefit gross margins: 
 

 
 

Based on the table above, you can see why AAPL does not want consumers adding their own micro SD 
cards to their iPhones – there is about 80% margin to AAPL every time a customer opts for a higher storage 
capacity.  The margins on storage are astounding.  The likely uptake of higher storage configurations of the 
new iPhones will definitely benefit the corporate gross margin, with the iPhone poised to account for nearly 
two-thirds of the company’s total revenue for the quarter. 
 

 Transition Costs: Anytime AAPL refreshes its products, it incurs transition costs whether that be sales 
promotions on older phones, marketing expense that is charged directly to the products, depreciation of 
tooling and machinery, etc.  While the iPhone 6 and 6+ were dramatic revamps, I don’t expect any unusual 
surprises that the company normally incurs during refresh cycles. 

 
 Miscellaneous: “Bend-gate” may have created some YouTube stars, but I don’t expect it to have much 

impact on the warranty accrual, which does hit gross margin.  Product freight costs also hit margin and the 
continuous decline in oil prices throughout the quarter could provide some benefit to AAPL with all of those 

Configuration
Incremental Cost 
to Consumer

Est. Incremental 
Cost to AAPL Gross Percentage

64GB 100.00$               20.00$                 80.00$     80.0%
128GB 200.00$               47.00$                 153.00$   76.5%

Margins
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freighters that it uses to deliver iPhones around the world.  However, like with passenger air travel, those 
benefits may not be passed on to the customer, which would be AAPL in this case.  The leverage on the 
higher revenue base will likely be the largest benefit to gross margin. 

 
Operating Cash Flow: 
 
It is no secret that AAPL is a ‘cash cow’.  The company’s cash conversion cycle is the best in the world and that is 
only accelerating.  Historically, I have looked at the company’s operating cash flow as a percentage of revenue.  
For the past three holiday quarters, it has averaged about 40.2% - meaning that for every dollar of revenue, a little 
over 40 cents is converted to cash during the quarter, with the rest resulting in working capital changes (receivables, 
revenue deferrals, etc.).  When applying the 40.2% conversion to my projected $72.8 billion in revenue, I estimate 
that the company will have generated an astounding $29.2 billion in operating cash flow during the quarter. 
 

 
 
 
So What Will Everybody Be Looking for in the January Report? 
 
Guidance: For the most part, Wall Street is a “what have you done for me lately” culture.  A blow out holiday quarter 
will be nice, but not if the March quarter guidance is significantly below expectations.  Currently, 38 analysts polled 
by Yahoo! expect revenue to come in between $47.79B and $53.31B, with EPS estimates between $1.82 and $1.99 
per share.  Here is what I am expecting: 
  

 
 
Over the past two holiday earnings reports, AAPL has gotten ‘smashed’ in after-hours trading because of 
disappointments with two main things: 
 

 Lower than expected iPhone shipments 
 Lackluster guidance 

 
 
 
 
 
 
 

Projected
Dec-11 Dec-12 Dec-13 Total Dec-14

Operating Cash Flow (OCF) 17,554$   23,426$   22,670$   63,650$    29,231$     

Total Revenue 46,333$   54,512$   57,594$   158,439$  72,763$    

OCF as % of Revenue 37.9% 43.0% 39.4% 40.2%

AAPL - Holiday Qtr Operating Cash Flow 

$ (billions) Low Mid High

Revenue 52.00$    53.50$    55.00$    

Gross Margin 38.5% 39.0% 39.5%

OpEx 4.60$      4.70$      4.80$      

OI&E 0.20$      0.23$      0.25$      

Projected Guidance (FQ2-2015 / March-2015)





 
www.aapl-pi.com 

Analyzing the Insanely Great. 
 

Apple Holiday Quarter Earnings Preview (January 5, 2015) 
 
  

8 | P a g e  
 

 Product stack – I will be interested that given a full quarter of iPhone 6 / 6+ sales has elapsed, 
does the company have any better read on the relative popularity of the 6 vs. the 6+?  Even if they 
know this, they will likely only provide ‘crumbs’ to follow.  I will also be interested on any commentary 
in storage configuration preferences as compared to previous iPhone models.  
 

 ASP – We will be able to compute the ASP using AAPL’s data sheet that it provides in its 8-K 
earnings release filing, but additional commentary on this, including sell-in of legacy models (5S / 
5C) would be interesting. 

 
iPad: 

 Product Reinvigoration – With all the rumors floating around about a potential iPad Pro to focus 
on professionals and enterprise, will be interested to see if Management gives any indication that 
something is in the works. 
 

 Fate of the iPad Mini – There have been some rumors that AAPL will discontinue the Mini because 
of the iPhone 6+ and low gross margins.  The lack of any significant upgrade to the iPad Mini 3 
actually lends credence to this rumor. 

 
Apple Pay: 

 Statistics – Any statistics that the company can provide in terms of number of transactions, dollar 
value of transactions, additional retailers signing up, etc. would all be welcome.  Although Apple 
Pay doesn’t appear to have material financial impact at this time, it certainly is important for the 
ecosystem. 

 
Apple Watch: 

 Anything Please – Any details regarding the approximate time of the launch, whether it will be a 
staggered launch, and pricing would be extremely helpful.  It would also be very helpful to know if 
any financial impact of the Watch is modeled into the March guidance – my guess is that if it is, the 
impact is limited. 

 
Apple TV: 

 Hobby or Product? – Last year, AAPL said that Apple TV had graduated from hobby status, yet it 
hasn’t updated the product in a long time.  I don’t think anybody except Piper Jaffray’s Gene 
Munster is asking for a full TV set right now, but an upgrade to the current hockey-puck device 
would be nice.  
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