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Page 1 UPDATE: Hanesbrands Inc.    (HBI)    ($23.23)  
Hanesbrands, the world’s largest basic apparel company, boasts a portfolio of first-rate brands that hold the #1 or #2 market share 
position in underwear, intimate apparel, hosiery, and activewear in 12 countries. The Company’s marquee brands include Hanes, 
Champion, Maidenform, Bali, Playtex, DIM, Berlei, and Bonds. A key component of HBI’s business model is the replenishment nature of 
its products (~85% of total revenues). Several issues have weighed on HBI shares over the past 2 years, culminating in a sharp sell-off in 
the stock after the Company reported poor 4Q 2016 results. HBI’s Innerwear segment (43% of sales and nearly 60% of operating profit) 
exhibited surprising weakness in the quarter as soft retail traffic trends were not fully offset by rapidly growing online sales. We do not 
believe that this recent weakness represents a secular shift in the purchasing frequency of HBI’s products, however. Rather, we believe 
that HBI is challenged by a temporary transition as customer purchasing migrates to online distribution channels from brick-and-mortar 
establishments. Online sales at HBI, which currently account for just 11% of U.S. sales, are exhibiting accelerated growth (28% growth in 
4Q 2016, compared to mid-teens growth in 1Q 2016). Notably, HBI maintains its leading market shares in online channels. HBI should be 
able to conservatively deliver ~5% annual EBITDA growth over the next 3 years given the meaningful synergies it has yet to extract from 
its prior acquisitions, and from the growth of the Champion brand (~10% long-term projected growth; ~17% of HBI’s revenues). By 2019, 
we believe, the U.S. transition from brick-and-mortar sales to online sales should be significantly more mature, contributing to greater 
stability of HBI’s revenues. Our intrinsic value estimate is $30.48 at the end of 2019, offering upside of 31% (61% from the $18.98 closing 
price on February 3, 2017), or an IRR of 12.1% (20.3%), including the dividend. 

Page 19 UPDATE: Legg Mason, Inc.     (LM)    ($33.47)   
Legg Mason, Inc., is a well-established operator within the asset management industry, possessing a wide range of investment products 
and capabilities. The Company has experienced significant growth during recent decades but encountered difficulties about 10 years ago 
related to issues such as poor investment performance, declining AUM, and depressed profits. LM has since undergone significant 
changes that reflect the strategy developed by its current management team. In our view, the management has largely executed on the 
initiatives they outlined at the beginning of their tenures. They have created efficiency through restructuring, consolidation and divestiture 
of smaller affiliates, and cost cutting. LM’s AUM trends have gained stability, and several fund performance metrics suggest favorable 
long-term trends. Approximately 70% of LM’s strategies are outperforming benchmarks from 1-year and 3-year perspectives; and the 
figure for the 5-year and 10-year perspectives exceeds 80%. The Company has also reduced its shares outstanding by 40% and has 
raised its dividend 7 times since 2010. However, LM shares have failed to achieve significant outperformance despite the Company’s 
strategic advances. In large part, this likely reflects the difficult fundamentals currently impacting the actively managed fund sector. Based 
on the Company’s current value, LM is trading at approximately 0.7% of AUM, a substantial discount from how comparable firms have 
historically been valued in transactions. In addition, LM trades at roughly a 12% free cash flow yield. For LM, we have assumed a 
blended price/AUM multiple of ~1%. This 1% blended multiple implies an intrinsic value of ~$62 per share for LM, implying upside 
potential of over 80% during the next 2-3 years. If LM’s valuation remains at current levels for an extended period, the Company could be 
an attractive target for a strategic or financial buyer.  

Page 31 UPDATE: Liberty Global plc (Liberty Global Group)    (LBTYK)    ($35.00)  
Liberty Global Group is the largest European cable systems operator. LGI shares have experienced an 18% bounce in the first month of 
the new year but have declined 7% since AAF initially profiled the Company, in September 2014. LGI has faced a number of headwinds, 
both fundamental and non-fundamental. Currency fluctuations have been unfavorable, particularly with the post-Brexit devaluation of 
GBP (the source of 34% of LGI’s earnings). The dilutive LGI stock-funded acquisition of CWC in 2016 has been a source of much 
disappointment and has raised governance concerns among some investors. Short-term investors who bid up shares in 2014-2015 while 
speculating on an acquisition by Vodafone have rushed for the exits. Recent financial results have also disappointed relative to 
management guidance; as a result, LGI shares have de-rated to ~9x EV/OCF, below their longer-term average of ~10x—offering a 
bargain, in our view, for a high-margin, recession-resistant business best positioned to capitalize on the secular growth in internet data 
usage. LGI holds the #1 or #2 market position in all its major markets and is generally the only cable-based (or fiber) broadband internet 
provider. LGI is underpenetrated in its existing network and has plans to expand its footprint by 6-7 million homes in the coming years. 
LGI is also in the initial stages of integrating fully owned mobile services in two countries, and if the projected synergies come to fruition, 
this could dramatically boost LGI’s financial outlook. We conservatively project that LGI will not reach 7% annual OCF growth (the bottom 
end of its 2016-2018 target) until 2019 as the benefits from its expansion plans and M&A synergies slowly accelerate. Placing a 9.5x 
EV/OCF multiple on 2019 projections, our intrinsic value estimate is approximately $51 per share. In the interim, elimination of the current 
tracking stock structure and outsized share repurchase activity could be catalysts for the value gap to close. 
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Hanesbrands Inc. 
NYSE: HBI 

Dow Jones Indus:  19,890.94 Initially Probed: Volume XXXVII, Issue I @ $5.62 
S&P 500:  2,279.55 Last Probed: Volume XXXIX, Issue XI & XII @ $16.80 
Russell 2000:  1,361.23 Trigger: No 
Index Component:     S&P 500 Type of Situation: Business Value; Consumer Franchise 
 

 

 

Overview 
Hanesbrands (“HBI,” or “the Company”), 

the world’s largest basic apparel Company, 
generated $6.1 billion of sales in 2016. HBI boasts 
a portfolio of first-rate brands that hold the #1 or #2 
market share position in underwear, intimate 
apparel, hosiery, and activewear in 12 countries, 
including the United States, Canada, Brazil, 
Germany, France, and Australia. The Company’s 
marquee brands include the flagship Hanes brand 
as well as Champion, Maidenform, Bali, Playtex, 
DIM, Berlei, and Bonds. A key component of HBI’s 
business model is the replenishment nature of the 
Company’s products (~85% of total revenues), 
which helps it produce strong and consistent cash 
flow. Based on our projections for 2017, HBI will 
have returned ~$1.7 billion to shareholders via 
dividends and repurchases during the preceding 5 
years, representing nearly 25% of the Company’s 
current market cap. Notably, this has occurred even 
as the Company has deployed over $2 billion for 
acquisitions.  
 

Subsequent to our initial profile on 
Hanesbrands in January 2011, shares were a 
strong performer, increasing by 516% to peak 2015 
levels (vs. a 63% increase in the S&P 500). 
However, shares have pulled back of late, declining 
by 33% from recent 2015 highs through February 
1, 2017. (Note: As we were going to press with this 

Price: $ 23.23 
Shares Outstanding (MM):  379.5 
Fully Diluted (MM) (% Increase):  382.1 (0.7%) 
Average Daily Volume (MM):  7.2 

Market Cap (MM): $ 8,876 
Enterprise Value (MM): $ 12,158 
Percentage Closely Held:                      Insiders: 1.0% 
52-Week High/Low: $ 31.18/21.53 
5-Year High/Low: $ 33.67/5.77 

Trailing Twelve Months   
Price/Adj. Earnings:  12.6x 
Price/Stated Book Value:  7.3x 
Net Debt (MM): $ 3,282 
Upside to Estimate of  
Intrinsic Value:  31% 
Dividend: $ 0.60 
Yield:  2.6% 
Net Revenue Per Share:   

2016: $ 15.68 
2015 $ 14.20 
2014 $ 13.05 
2013 $ 11.36 

Adjusted Earnings Per Share:   
2016: $ 1.85 
2015: $ 1.66 
2014: $ 1.41 
2013: $ 0.98 

Fiscal Year Ends: 
Company Address: 
 
Telephone: 
CEO: 

December 31 
1000 East Hanes Mill Road 
Winston-Salem, NC 
336-519-8080 
Gerald Evans 
 
 

Clients of Boyar Asset Management, Inc. own 108,417 shares of 
Hanesbrands Inc. common stock at a cost of $5.79 a share. 
Analysts employed by Boyar’s Intrinsic Value Research LLC own 
shares of HBI common stock. 
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report, shares declined by over 16% to $18.98 a share on February 3, 2017, leaving them 45% below 2015 
highs after a weak 4Q 2016 earnings report and outlook). Although multiple items have weighed on the 
Company’s shares over the past 2 years, the poor 4Q 2016 results posted by the Company’s Innerwear 
segment (the largest and most profitable of HBI’s segments, accounting for 43% of sales and nearly 60% of 
segment operating profit) were particularly unnerving for investors. While the weak Innerwear results were 
disappointing, we don’t believe this represents a secular shift in the purchasing frequency of these products. 
Rather, we believe this is a temporary transition as customer purchasing of these replenishment items migrates 
to online distribution channels. Online sales currently account for just 11% of HBI’s U.S. sales but are growing 
rapidly (28% growth in 4Q 2016). Notably, HBI maintains its leading shares online, so the Company should be 
positioned well as this distribution channel continues to gain traction. Furthermore, with ~18% of apparel sales 
being made online, per capita consumption of innerwear products has increased or remained steady over the 
past 15 years.   

Following its 2006 spinoff from Sara Lee, HBI built a world-class supply chain in low-cost geographies 
capable of serving ~70% of the world’s GDP. HBI has reaped the benefits of all the heavy lifting it did post-
separation in the form of markedly improved profitability, with Innerwear profit margins increasing nearly 1,000 
basis points (22.5% in 2016 vs. 12.8% in 2009) and Activewear experiencing 950 bps of operating profit 
expansion (14.5% vs. 5%). In addition to bolstering the profitability of its core business, the Company’s supply 
chain has served as a platform for future growth due to the meaningful synergies (both SG&A and 
manufacturing) that HBI is able to generate by bringing the acquired business into the fold. While 
liquidity/leverage issues initially prevented HBI from maximizing its premier supply chain via acquisitions, M&A 
has become a high priority in recent years ($2.3 billion deployed for 5 acquistions since 2013) as the Company 
reduced its leverage (net debt/EBITDA) to its targeted 2.0x to 3.0x (leverage is currently at 3.2x as a result of 
two major acquisitions completed in 2016, but should return to targeted levels by year-end 2019, assuming $300 
million in annual share buybacks. If HBI applied all of its FCF toward deleveraging, it would achieve its targeted 
leverage ratio by early 2018.). Globally, the basic apparel business is highly fragmented, which should allow HBI 
to continue to leverage its attractive supply chain via accretive M&A.  

HBI’s recent results have been pressured by elevated charges associated with recent acquisitions, 
including $139 million and $266 million in 2016 and 2015, respectively. However, despite the completion of 2 
major transactions in 2016 for ~$1 billion, acquisitions-related charges are expected to decline significantly 
going forward, with just ~$85 million in acquisition charges expected in 2017. This reduction in integration 
expenses, coupled with ongoing synergy benefits, is expected to drive a meaningful acceleration in free cash 
flow. Based on our projections, we believe the Company could generate $610 million of free cash flow in 2018 
(7% FCF yield). We are encouraged by the Company’s recent dividend raise (36% increase announced in 
January, for a 2.6% yield) and announcement in conjunction with its disappointing 4Q 2016 earnings that it 
intends to repurchase $300 million of its shares in 2017. Although most companies typically refrain from 
pursuing such shareholder-friendly initiatives in the wake of disappointing results, we believe that this further 
demonstrates management’s conviction in the business’s future free cash flow generation, especially because 
these actions could preclude future acquisitions, a key component of HBI’s strategy.  

At current levels, HBI trades at just 10x our 2019E projected EBITDA. In our view, this valuation is 
inconsistent with the Company’s portfolio of first-rate brands and strong cash generation abilities. Applying a 12x 
multiple to our 2019E EBITDA, we derive an estimate of intrinsic value of $30.48 a share, representing 31% 
upside from current levels (61% upside from the February 3, 2017, close). While we have applied a premium 
multiple relative to precedent industry transactions, we believe it is justified based on the Company’s unmatched 
brands, cash generating abilities, and opportunities for future growth. Notwithstanding the recent Innerwear 
shortfall, Hanesbrands looks poised to capitalize on its recent innovation—FreshIQ, an odor control 
technology—which is currently being rolled out across its portfolio. Activewear results have been strong, and the 
Company’s recent acquisition of Champion Europe presents meaningful opportunities considering the 
underpenetration of the brand by both geography and product type (Champion Europe’s portfolio is skewed 
toward traditional cotton products). Meanwhile, the Company’s most recent acquisition (and largest to date) of 
Pacific Brands also presents HBI with the opportunity for meaningful revenue synergies in addition to cost 
savings. We believe further upside is possible should the Company continue to execute against its acquisition 
strategy that involves accretive M&A. If HBI shares were to languish, we would not be surprised if the Company 
found itself as an acquisition candidate, and a transaction could be appealing to either a strategic or a financial 
buyer. 
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Background 
In 2006, the apparel business now known as Hanesbrands was spun off from conglomerate Sara Lee. 

Under the Sara Lee umbrella, Hanesbrands was primarily managed for near-term cash flow rather than long-
term growth/profitability. However, the management team of the newly independent apparel operation had a 
strong incentive, via equity compensation, to drive future growth and improve profitability. Following the 
separation, management took the necessary actions to improve the Company’s operations; a key priority was 
addressing the businesses’ inefficient supply chain, which still had a significant presence in high-cost labor 
markets. Just prior to the spinoff, 22% of the Company’s labor was still in the United States, accounting for 71% 
of total labor costs, but by 2010 just 7% of its labor force was based in the United States. Between 2007 and 
2009, high-cost manufacturing and distribution facilities in the United States and Mexico were shuttered. 
Simultaneously, the Company expanded its supply chain in 3 tightly clustered and low-cost regions (Caribbean, 
Central America, and Asia) capable of serving ~70% of the world’s GDP.  

Hanesbrands Has Created a Global Supply Chain in 3 Low Cost Regions 

 
Source: Hanesbrands presentation, February 2016 

Hanesbrands was spun off with a high level of financial leverage (~5.2x) thanks to a $2 billion dividend it 
paid to its former parent. The Company was initially comfortable operating at elevated debt levels, but the 2008-
2009 financial crisis prompted it to rethink its leverage targets, especially with the bulk of its debt consisting of 
near-term maturities. Subsequent to the Great Recession, Hanesbrands began de-levering quickly toward its 
new targeted leverage level of net debt/EBITDA between 2.0x and 3.0x (HBI is comfortable going above the 
high end of its range temporarily to complete a deal). Having brought leverage within targeted levels, HBI 
initiated a quarterly dividend in April 2013 of $0.05 a share that has grown 3-fold through 4 subsequent 
increases, including a 36% increase announced in January 2017 (current yield: 2.6%). 
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Hanesbrands Leverage Summary – Net Debt/EBITDA ($MM) 

 

Hanesbrands’ ability to rapidly improve its financial position and begin returning capital to shareholders 
via dividends (and subsequently repurchases, which became meaningful in 2015) has been due in part to its 
increasing level of profitability. The operating margins of HBI’s 2 largest segments have expanded markedly in 
recent years. The Company’s Innerwear segment’s (43% of sales) operating margins have increased by nearly 
1,000 bps from 12.8% in 2009 to 22.5% in 2015. Similarly, HBI’s Activewear segment (26%) has experienced 
nearly 950 basis points of margin expansion, with operating margins increasing from 5% in 2009 to 14.5% in 
2016. (Note: Activewear margins declined in 2016 vs. 2015, due in part to the addition of the lower-margin 
Champion Europe business and sporting goods retailer bankruptcies.). Margin expansion has come from a 
number of sources, including benefits/synergies from acquisitions (e.g., Gear for Sports, Maidenform Brands) 
and the Company’s Innovate-to-Elevate strategy (it should be noted that Activewear margins, formerly 
Outerwear, have been favorably impacted by HBI’s exit from its private label and Outer Banks printwear 
businesses in 2012).  

Acquisitions Have Become a Key Component of HBI’s Strategy 
The Company’s low-cost supply chain has not only helped drive improved profitability of its existing 

business but also served as a platform for future growth. Although HBI did complete a small acquisition as it was 

HBI: Summary of Operating Performance ($MM)* 

        
 

2010 2011 2012 2013 2014 2015 2016 
Net Sales $4,326.7 $4,434.3 $4,525.7 $4,627.8 $5,324.7 $5,731.5 $6,028.2 
Operating Profit* $381.0 $447.1 $440.1 $596.0 $762.9 $861.2 $914.2 
Margin (%) 8.8% 10.1% 9.7% 12.9% 14.3% 15.0% 15.2% 

                *Note: Operating profit excludes one-time charges and expenses. 
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de-levering (Gear For Sports in 2010), its improved liquidity profile enabled HBI to pursue a number of 
transactions to further capitalize on its low-cost supply chain and new product innovation capabilities. A key 
component of the Company’s acquisition strategy is the ability to realize significant synergies from its targets by 
running the acquired company’s operations through its own supply chain. Following the Company’s acquisition 
of Maidenform Brands in 2013, HBI’s then CEO, who now serves as the Company’s chairman, succinctly 
detailed the opportunity by stating, “The simplest way to conceptualize this integration is that we bought the 
brand and the business, but we are going to close the company.”  

Hanesbrands - Summary of Major Acquisitions ($MM) 

 
*Note: "Multiple with Synergies" was communicated at the time the respective transaction was announced and not what was or has been realized. 
After-Tax IRR was communicated by management at the time of the transaction. 

Following HBI’s 2016 acquisitions of Pacific Brands and Champion Europe, the Company’s leverage 
increased to ~3.7x, though this ratio declined to ~3.2x by year end 2016. We expect management to focus on 
integrating the 2016 deals and deleveraging in the near term and estimate that HBI’s leverage ratio will fall to 
2.8x by the end of 2019 (assuming 5% growth in EBITDA, $300 million in annual share buybacks, and no 
growth in the dividend), allowing the Company to eventually pursue other deals. Although we currently project it 
could take until year-end 2019 for HBI to return to targeted leverage levels based on the Company’s intent to 
repurchase $300 million of shares in 2017 (we are also projecting ~$300 million in annual repurchases in 2018 
and 2019), we would note that HBI expects the majority of synergies from its recently completed Pacific Brands 
and Champion Europe acquisitions to kick in during 2018, which could enable it to reduce leverage at a faster 
pace than we are projecting. The Company could achieve its targeted leverage ratio earlier than our expectation 
through a better than projected macro environment and/or greater than expected synergies from recent 
acquisitions. We would view incremental M&A at HBI favorably if it continues to diversify the Company away 
from the U.S. brick-and-mortar retail channel.  

HBI’s Recent Share Price Decline—Multiple Items Have Weighed on Share Price 
We initially profiled shares of HBI in January 2011 at $5.62 a share (split adjusted), as the Company 

had put its liquidity issues behind it and looked poised to capitalize on all the heavy lifting it had done to 
restructure its operations in the previous 5 years. Although commodity prices presented a significant headwind 
at the time, with cotton surging to record levels, we reasoned that the Company’s portfolio of brands, which 
enjoy good pricing power, would be able to offset rising input costs. In addition, HBI was also securing additional 
shelf space with its largest customers that we believed would likely favorably impact future results. Shares 
subsequently rose nearly 6-fold to 2015 highs versus a 63% increase for the S&P 500 (we provided an update 
in June 2012 with shares trading at $6.78 a share), though at current levels, shares trade 33% below peak 2015 
levels (45% below peak levels following the 16% decline on 2/3/2017 in the wake of weak 4Q 2016 results). 

A portion of the multi-year decline likely reflects a valuation correction after shares traded up to a 
nosebleed level of 20x trailing EBITDA at its 2015 peak. In addition to valuation concerns, shares have been 
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pressured by a number of items, including uncertainty over recent acquisitions (~$600 million in one-time 
charges taken over the past 4 years associated with integration efforts); the retirement of HBI’s long-time CEO, 
which was preceded by a large disposition of that executive’s equity holdings; an unusually low tax rate; FCF 
sustainability due to large working capital uses of cash; a weak retail environment that has impacted HBI’s major 
customers (Wal-Mart, Target, and Kohl’s represent ~40% of total sales); and selling by the Company’s largest 
shareholder (T. Rowe Price reduced its stake to ~3% at year end 2016, from 17% at the beginning of the year). 
While we believe many of these concerns to be overblown (and address each hereafter), the Company’s weak 
4Q 2016 earnings (released on February 2, 2017, as this report was going to press), driven by its Innerwear 
results have unnerved investors. During 4Q 2016, the Company’s typically resilient Innerwear business (HBI’s 
largest and most profitable segment) experienced an 8% decline in sales. Management attributed the shortfall 
primarily to inventory de-stocking by a major customer (Wal-Mart), which contributed to ~600 bps of the 
innerwear sales decline, and weak retail traffic. While the sales decline is disappointing, we would note that the 
innerwear category is characterized as a replenishment business. With these products worn daily and subject to 
wear and tear due to regular washing/drying, they tend to be repurchased by consumers on a regular basis. 
While weak retail traffic trends may have impacted the timing of consumer innerwear reordering, we don’t 
believe the recent results are an indicator that these products are in a secular decline or need to be replenished 
any less frequently. Rather, we would expect these products to be purchased on a more regular basis as 
consumers become accustomed to purchasing the products online over time. HBI’s U.S. online sales account 
for just 11% of its U.S. revenues and weren’t able to pick up the slack in the recent quarter, but this channel is 
growing rapidly, including an acceleration in growth throughout each quarter of 2016, culminating in a 28% 
increase in 4Q 2016. In addition, Amazon is emerging as a sizable distributor for the Company and is now HBI’s 
fifth-biggest (and fastest-growing) customer. It should be noted that Hanesbrands also maintains its strong 
market share position in the online distribution channel.  

Business Overview 
Hanesbrands is the largest basic apparel Company in the world. The Company’s product portfolio 

consists of apparel essentials, including T-shirts, bras, panties, men’s and kid’s underwear, socks, hosiery and 
activewear. Hanesbrands reports the results of its operations within the following 4 business segments: 

• Innerwear (43% of 2016 sales; 59% of segment operating profit; 22.5% margin): Sells basic 
branded products that are replenishment in nature under the product categories of men’s 
underwear, panties, children’s underwear, socks, hosiery and intimate apparel, which includes 
bras and shapewear. 

• Activewear (26%; 23%; 14.5%): Sells basic branded products that are primarily seasonal in 
nature under the product categories of branded printwear and retail activewear, as well as 
licensed logo apparel in collegiate bookstores, mass retail, and other channels. 

• Direct to Consumer (5%; 1%; 1.8%): Includes the Company’s value-based (“outlet”) stores and 
retail Internet operations that sell products from the Company’s portfolio of leading brands 
directly to consumers. 

• International (25%; 18%; 11.7%): Includes the sale of products that span the Innerwear and 
Activewear reportable segments of Europe, Asia, Latin America, Canada, and Australia. 

Innerwear Is an Attractive Category with Favorable Investment Characteristics 
Within the United States, innerwear represents a large and stable market opportunity. Over the past 5 

years (through 2015), the basics portion of the U.S. innerwear market, which accounts for about 2/3 of the total 
market, increased at a 3.4% rate compared with 2.4% growth overall. Innerwear is worn by consumers every 
day of their lives and consists of relatively low-priced replenishment products ranging from socks to T-shirts. 

 



Hanesbrands Inc. 

- 7 -

Source: Hanesbrands investor presentation, February 2016 

While innerwear represents a $21 billion market opportunity (at retail) in the United States, the global 
innerwear market is substantially larger, estimated at $160 billion. Following the acquisition of Pacific Brands 
(July 2016), Hanesbrands now holds the #1 or #2 market share position for underwear, intimate apparel and 
hosiery in 12 countries: the United States, Australia, France, Japan, Canada, Germany, Italy, Mexico, Spain, 
Brazil, South Africa, and New Zealand. Hanesbrands’ overall Innerwear business (including Innerwear sales in 
its International segment) accounts for ~65% of total revenues and offers a number of favorable investment 
characteristics. 

• Strong Brands: The Company’s portfolio of strong brands is anchored by the flagship Hanes
brand. The Hanes brand is unrivaled with nearly 100% brand recognition, and can be found in 8
of 10 U.S. households. Over the past 3 years, Hanes has spent ~$180 million on advertising
(3.1% of its total sales), which is significantly more than its competitors spend—a major factor in
its brand awareness. In addition to Hanes, the Company’s portfolio of innerwear brands in the
United States includes Maidenform, Bali, Playtex, Hanes, JMS/Just My Size, Lilyette,
Champion, and 3 brands operated under license: Donna Karan, DKNY, and Polo Ralph Lauren.
Outside the United States, the Company has brands that rival the brand recognition and market
share position of the Hanes brand in the United States, including DIM, which is akin to Hanes in
France, and Bonds, which is akin to Hanes in Australia.

• Replenishment Business Generates Strong/Consistent Cash Flows: The replenishable
nature of the innerwear business enables HBI to generate strong and consistent free cash flow.
HBI’s categories have purchase dynamics that are similar to consumer staples such as coffee,
deodorant, and shampoo.

• Minimal Private-Label Threat: The Innerwear category is heavily branded, minimizing private-
label completion. In fact, branded innerwear products have actually gained share versus private
label in the United States, increasing from 82% share of innerwear in 2010 to 85% in 2015.
Once consumers find a product they like and trust, they tend to reorder the same product for
many years, if not decades. A key determinant in the purchasing decision is the brand, with the
price of the product ranking as a distant #5.
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Source: Hanesbrands investor presentation, February 2016 

• Limited Fashion Risk: Another important characteristic is the limited/minimal fashion risk 
associated with the Company’s products. Since innerwear products are not typically driven by 
fashion, there is limited markdown risk. Accordingly, the Company is able to hold product in 
inventory and can sell it at full price during the following season or when conditions improve.  

Activewear Boasts Strong Global Growth Opportunities 
The Activewear category in the United States is currently a $42 billion market opportunity and is 

increasing at a low double-digit rate. HBI’s Activewear business, which has a combined share of ~15%, has 
benefited from long-term mega lifestyle trends whereby consumers are wearing active apparel in more usage 
occasions than ever. In 2013, HBI cited findings showing that 93% of consumers wore their active apparel for 
activities other than exercising, which was up 600 bps from 2009. Activewear products include performance and 
outerwear T-shirts, shorts, fleece, and sports bras. Champion is the Company’s second-largest brand, having $2 
billion of sales at retail, and is responsible for the bulk of the Company’s Activewear sales. The Champion brand 
is positioned as a “better” national brand (in the good, better, best hierarchy), and its brand awareness (>90%) 
rivals other top brands. During its 2014 Investor Day presentation, HBI noted that the Champion brand had an 
11.1% dollar share (up from 6.4% in 2008) and was the number 3 player (number 2 in units) behind Nike (~45% 
share) and Under Armour (~15% share). Champion boasts the #1 position in the sports bra category. In addition 
to Champion, HBI’s Activewear is sold under a number of other brands, including Hanes, JMS/Just My Size, and 
Duofold. The Company also generates Activewear sales under the C9 by Champion brand pursuant to a 
program with Target and via the sale of licensed collegiate logo apparel through a variety of distribution 
channels under the Gear For Sports, Champion, and Knights Apparel brands. 

Outside the United States, the Activewear category is estimated to be ~$100 billion. HBI has taken a 
number of actions recently to capitalize on international opportunities, including reacquiring the rights to 
Champion Europe and Champion Japan and the acquisition of retail stores both in Italy, where the Champion 
brand currently has a large presence, and in geographies where the brand currently does not have exposure.  
HBI currently generates $1.2 billion in Champion sales worldwide (at wholesale) and management believes that 
revenue can increase at a high single-digit/low double-digit growth rate going forward and could approach $2 
billion (~10% annual revenue growth) within ~5-6 years. While these growth goals may look fairly ambitious, it is 
worth noting that the recently acquired Champion Europe business has historically focused on just a few 
geographies (mainly Italy and Greece) and predominantly markets traditional cotton-based products. 
Accordingly, there could be a substantial opportunity to introduce performance-based products, which are 
experiencing faster growth rates and typically command higher margins. 
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Recent Developments 
4Q 2016 Impacted by Accelerated Weakness in U.S. Retail as Consumers Shift To Online 

 It is no secret that the U.S. consumer is increasingly shopping online at the expense of brick-and-mortar 
retail. This transition was especially disruptive in 4Q 2016 for HBI, as its 28% growth in online sales (a rapid 
acceleration from mid-teens growth in 1Q, but nonetheless representing just 11% of U.S. sales) could not offset 
the greater-than-expected weakness in traditional retail channels. Despite facing easy comparisons against a 
record warm winter in 4Q 2015 (when retail traffic declined at a high single-digit rate), HBI noted that retail traffic 
experienced an accelerated decline in 4Q 2016. In addition, Wal-Mart did not replenish its basics supplies in line 
with prior years, rather taking its inventories to record low levels at the end of December (levels usually seen in 
the low sales months of June/July). Finally, 1,200 retail doors were closed in the United States in 2016. HBI 
reported an ~5.3% overall organic revenue decline in the quarter (revenues were up 11.8%, including 
acquisitions), with 230 bps of the headwind coming from Wal-Mart’s inventory reduction. The adverse conditions 
mostly impacted HBI’s important Innerwear segment, where revenues were down ~8%.   
 
 In 2017, management expects to counter the recent Innerwear segment weakness by allocating more 
resources toward further growing its online business and directing over 50% of media spent to digital while 
planning for further retail store closures and inventory reduction. 1Q 2017 appears to be the final quarter of 
declines, as management expects stabilization in 2Q and modest growth in 2H—driven by easier comparisons 
and an uplift from FreshIQ, discussed hereafter. Overall, management expects Innerwear revenues (39% of 
total revenues in 4Q 2016 subsequent to recent acquisitions) to be flat in 2017, with overall organic growth of 
0%-2% driven by strong growth in online and International. 

FreshIQ 
 HBI introduced FreshIQ, its new advanced odor protection technology, near the end of 3Q 2016 and 
supported it with a substantial launch campaign (including TV and digital advertising). FreshIQ is HBI’s most 
significant innovation in 10 years, and initial consumer response has been quite favorable. HBI used off-shelf 
displays that offer trial and bonus packs to entice consumers to try the products. Historically, when HBI sold trial 
packs, it has often seen repeat purchases. FreshIQ is being rolled out with a modest price premium, but there is 
the potential to further raise prices over the longer term if the innovation is successful. Innerwear organic 
revenues increased by 2% in the first 9 months of 2016, and FreshIQ should drive this number higher over the 
medium term. While FreshIQ is initially being launched in men’s underwear, socks, and certain Champion 
products, the technology could be implemented across a broader spectrum of products over time.  

Sporting Goods Retailer Bankruptcies 
 HBI felt the brunt of the distress at sporting goods retailers—primarily because of the liquidation of 
Sports Authority, which shut 460 stores—in 3Q 2016. Activewear sales (24% of revenues following recent 
acquisitions) declined by 2% in 3Q 2016. Excluding the one-time impact of bankruptcies, sales increased by 1%. 
HBI laps the bankruptcy effect in 1Q 2017. Moreover, Activewear’s margins began rebounding in 4Q 2016 as 
full-margin sales replaced liquidation sales.  

Champion Europe Acquisition 
 HBI announced the acquisition of Champion Europe in April 2016 for 10x EBITDA pre-synergies. 
Champion Europe’s largest wholesale end markets are Italy and Greece. It also has 130 retail stores in these 
countries. HBI believes that it can grow revenues in Europe from €200 million to €250 million over the next 3 
years while expanding operating margins from 15% to 25%. HBI plans to take its broader U.S. product line to 
Europe while also expanding Champion Europe’s revenues throughout Western and Central Europe and 
growing its online channel. 

Pacific Brands Acquisition 
 Also in April 2016, HBI announced the acquisition of Australia’s largest innerwear company for 10x -11x 
EBITDA, pre-synergies. Generating $600 million in revenues (8.5% of HBI’s total revenues), Pacific Brands is 
essentially the Hanes of Down Under. Its Bonds brand boasts 90% consumer awareness and holds the #1 
share in men’s, women’s, and kids’ underwear as well as in bras, socks, and hosiery. Pacific Brands is #2 in 
babywear and casual clothing. Underwear revenues at Pacific Brands have grown at a 7% CAGR over the last 3 
years, and HBI sees a long runway for continued mid- to high single-digit growth due to Pacific Brands’ remix of 
distribution from wholesale to its owned retail stores under the Bonds brand, as well as to online sales. The shift 
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results in a migration from lower wholesale prices to higher retail prices. Direct sales represent 40% of Pacific 
Brands’ revenues, with further penetration potential remaining. In addition, Pacific Brands’ operating margin is 
set to improve from the high single-digits to the mid-teens as manufacturing (majority of Pacific Brands’ 
production was sourced from third parties) is transitioned to HBI’s low-cost supply chain (predominantly in 
Vietnam). By 2019, Pacific Brands’ operating income is projected to increase by 79% to $100 million, from $56 
million in 2016. CEO Gerald Evans described the added synergies that Pacific Brands offers HBI as follows:   

“But this opportunity goes beyond the typical 15% to 20% cost reduction we expect to 
achieve by in-sourcing their high-volume styles. Their products are very similar to our Hanes 
Europe  products, which means as we harmonize these products, we'll increase the total 
number of high-volume styles that can be brought in house. In other words, this acquisition not 
only drives manufacturing synergies on its own—it also creates incremental synergy benefits for 
prior acquisitions, and that underscores the power of our company-owned supply chain. 

- Gerald Evans, CEO, Pacific Brands acquisition call, April 2016

T. Rowe Price Selling
In our view, a large contributor to the recent share price decline reflects selling by T. Rowe Price, which

held 17% of HBI’s shares at the beginning of 2016 but reduced its position to ~3% at year end (significant selling 
in 4Q 2016). T. Rowe’s selling looked especially prescient in light of the decline in HBI’s stock price in the wake 
of its disappointing 4Q earnings and outlook. However, we believe that at the Company’s current valuation 
(10.7x LTM EBITDA and 9.0x 2019 EBITDA), many of the concerns/challenges are more than discounted in the 
Company’s stock price.   

Addressing the Bear Case 
Although HBI shares are down ~33% from their peak of $34.50 in 2015 (45% lower as of February 3, 

2017), there remains a healthy bear case on the name, as evidenced by a short interest of 9% of the float. In our 
view, the bear thesis, painting Hanesbrands as a rollup with questionable accounting practices, is exaggerated. 
Seemingly poor earnings quality in recent quarters is the result of charges to extract synergies from acquisitions 
(a key component of HBI’s growth strategy), while concerns over insider selling are overblown, in our view.  

One-Time Items Resulted in the Appearance of Deteriorating Earnings Quality 
The bear thesis centers around concerns over the Company’s acquisition- and integration-related 

charges, which management adds back to GAAP EPS to arrive at Adjusted EPS. The ratio of acquisition 
charges to GAAP EPS grew from 20% in 2013 to 57% in 2015. Moreover, with management pointing to 
Adjusted EPS growth, which had been significantly greater than GAAP EPS growth through 2015, bears felt that 
management was being less than honest. However, charges fell to 32% of GAAP EPS in 2016 and are 
expected to decline to just 7% in 2017. Moreover, in 2016 and 2017, Adjusted EPS will likely increase at a lower 
rate than GAAP EPS. 

GAAP EPS vs. Adjusted EPS 

2013 2014 2015 2016 2017E
GAAP	EPS $0.81 $0.99 $1.06 $1.40 $1.76
Acquisition	Charges $0.17 $0.42 $0.60 $0.45 $0.22
Adjusted	EPS $0.98 $1.41 $1.66 $1.85 $1.98

GAAP	EPS	growth 	--	 22% 7% 32% 26%
Adjusted	EPS	growth 	--	 44% 18% 11% 7%
Acquisition	Charges/GAAP	EPS 20% 42% 57% 32% 13%
Note: 2017E numbers reflect the midpoint of management’s guidance as of February 2, 2017. 
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HBI’s FCF/Adjusted EBIT ratio—a measure of earnings quality—fell to 15% in 2015 from 113% in 2012. 
Although recent investors in HBI likely saw the decline as concerning, we, having been followers of the 
Company since its spinoff, are well aware that FCF volatility is a part of the HBI story (as seen by the low 
FCF/Adjusted EBIT ratio in 2010 and 2011).     

FCF/Adjusted EBIT 

2010 2011 2012 2013 2014 2015 2016 2017E
Free	Cash	Flow $27 $78 $499 $548 $444 $128 $515 $580
Adjusted	EBIT $381 $447 $440 $596 $763 $861 $914 $955
FCF/Adjusted	EBIT 7% 17% 113% 92% 58% 15% 56% 61%

A few one-time factors negatively impacted FCF in 2015. Due to one of the warmest winters on record, 
4Q 2015 retail traffic saw high single-digit percent declines, and HBI chose not to mark down its products. 
Because HBI’s goods have little fashion risk, the products can typically be sold the following year at full price. 
Accordingly, higher inventories at year end 2015 resulted in a $290 million use of cash. In addition, HBI’s 
underlying FCF generation was masked by the Company’s decision to make a $100 million cash contribution 
into its pension plan in 2015, which some erroneously saw as ongoing (the Company’s minimum required 
contribution was $60 million, and management chose to put in an incremental $40 million). Finally, HBI took 
$266 million in acquisition-related charges in 2015, about a third of which were cash. Adding back all of the one-
time cash uses, normalized FCF/Adjusted EBIT approximated 70% in 2015. Moreover, as these items reversed 
in 2016 (inventories swung to a $132 million source of cash, excluding acquisitions, and pension contributions 
fell by $60 million while cash charges increased modestly due to 2 additional acquisitions), FCF/Adjusted EBIT 
came in at a respectable 56%. Management’s midpoint guidance for 2017 FCF of $580 million and Adjusted 
EBIT of $955 million suggests a ratio of 61%, revealing 2015 as an anomaly. 

Underfunded Pension Plan Concerns Are Exaggerated 
After the Company’s early 2016 pension contribution of $40 million, HBI’s U.S. pension plan was 104% 

funded, though its foreign plans were underfunded, contributing to an overall underfunded status of $363 million 
at the end of 2015. The underfunding was greater in the past ($480 million in 2011), and yet the average annual 
contribution the Company made into its plans over the last 6 years was just $50 million. Benefits under most of 
HBI’s pension plans were frozen in 2005. Given the current funded position (94% as of 12/31/2016) of HBI’s 
U.S. plan, the Company has no minimum required contribution for 2017. The same was the case in 2016, but 
the Company chose to make a voluntary contribution of $40 million last year. With the current underfunding 
representing a fraction of HBI’s ~$580 million in annual FCF, we do not see a cause for concern. In addition, the 
prospect of higher interest rates could lead to HBI applying a higher discount rate to its pension assumptions, 
thereby resulting in a lower present value for its pension obligation and potentially a smaller underfunded status. 
HBI’s discount rate on its plan obligations at the end of 2016 (4.15%) was 76 basis points below its 10-year 
average. Each 100 basis point increase in the discount rate reduces the benefit obligation by $125 million 
(~10%). 

Gildan Competitive Threat Is Overblown 
The bear case further claims that competitor Gildan is taking share from HBI. Gildan, a Canadian 

apparel company whose original focus was on printwear (blank activewear which others decorate with designs 
or logos) began expanding into innerwear in 2011. Through large investments in manufacturing and advertising, 
Gildan has captured 7% market share in men’s underwear (compared to 45% share for Hanes and 30% for Fruit 
of the Loom). The bear thesis argues that Gildan’s gains have come at the expense of HBI and that Gildan will 
continue gaining share. In our view, Gildan, being a “value” brand with lower quality, has more likely taken share 
from private-label and other lower-price/lower-quality brands such as Fruit of the Loom and Jockey. Gildan 
made a splash in 2013 by taking out a Super Bowl ad. However, Gildan spent just $13.8 million on U.S.-
measured media in 2014 compared to $67.7 million for Hanes and $32.7 million for Fruit of the Loom, according 
to Kantar Media.1 While Gildan’s ads feature unknown millennials (as it is targeting that demographic), Hanes 
has had Michael Jordan as its spokesman for 27 years. Finally, U.S. men’s underwear (where Gildan is gaining 

1 http://adage.com/article/cmo-strategy/apparel-wholesaler-gildan-takes-hanes-fruit-loom/298754/ 
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share) represents just 20% of the $21 billion U.S. innerwear market and 2.5% of the $160 billion global 
innerwear opportunity.          

Putting the Large Share Sales by Long-Time CEO Noll into Perspective 
 HBI’s long-time CEO, Richard Noll, sold ~$42 million (pre-tax) of his personal ownership in HBI between 
January 2015 and January 2016 (at share prices between $26.75 and $32.34). In 2016, Noll announced his 
retirement as CEO, but he has maintained his role as executive chairman. While bears claim that Noll is jumping 
off a sinking ship, it is important to put his sales into perspective. Most of Noll’s compensation since the 2006 
spinoff has been equity-based, and he did not make any significant sales prior to 2015. HBI traded between 6x-
11x EBITDA from 2007 to 2012 and then experienced a sharp upward revaluation in 2014/2015 to a high-teens 
EBITDA multiple. With Noll ostensibly aware that he was going to retire and with the stock trading at a record 
valuation, we see his sales as opportunistic and logical from an estate planning/diversification viewpoint. In 
August 2016, Noll reversed course and purchased 20,000 shares at $25.74 ($515,000 investment), his first 
open market purchase since 2009, when he had purchased a split-adjusted 200,000 shares at $1.75 ($350,000 
investment). Noll still retains a substantial stake in HBI, with beneficial ownership of 910,135 shares worth ~$21 
million. His beneficial ownership recently increased following stock option exercises.  

High Customer Concentration Concerns Are Diminishing  
With 43% of revenues coming from Wal-Mart (23%), Target (15%), and Kohl’s (5%), bears view recent 

weak traffic trends at retail as indicative of continued poor sales for HBI. While this concern is valid to a large 
extent, it ignores the other side of the coin; U.S. consumers are increasingly shifting their shopping from brick-
and-mortar stores to online. Thus far, the transition has not been even, and revenue losses at physical retail 
stores have not been fully recouped through online sales at HBI (or the websites of its customers). However, 
Amazon.com today is HBI’s 5th biggest and fastest-growing large customer (Amazon was not even a top 20 
customer 3 years ago). Amazon.com reported 22% overall revenue growth in 4Q 2016. In addition, HBI is 
seeing strong sales through its retailers’ websites as well as double-digit growth through its own website. We 
believe the high-replenishment nature of HBI’s sales has not changed much—rather, only the channels through 
which consumers make purchases. It is inconvenient for most people to repeatedly try on underwear, resulting 
in high brand loyalty to innerwear apparel. With that said, we do acknowledge that the transition from brick-and-
mortar to online will continue to pose challenges in the near term. It is interesting to note that per capita 
purchases of the Company’s innerwear products have increased/remained steady even as apparel sales have 
shifted online (~18% of all apparel sales are currently made online). Accordingly, we don’t believe that future 
consumption will shift as online apparel spending continues to gain traction, though we acknowledge that there 
could be some temporary disruption as key customers grapple with declining traffic trends. Finally, we would 
note that Hanesbrands also maintains its strong share position in the online distribution channel, which should 
enable it to capture sales as they migrate online.  

U.S. Innerwear Market

Globally, Innerwear is a heavily branded category that consists of replenishment 
products with stable consumption patterns.  The market is large and mature with 
relatively stable low single-digit annual growth and rational competitive dynamics.
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 HBI is further diversifying away from the U.S. brick-and-mortar channel through acquisitions. The 
percent of sales that HBI derives from its top 3 customers is down 9 percentage points from a peak level of 52% 
in 2013, reflecting a number of acquisitions that did not have the same outsized exposure to these retailers. We 
expect this percentage to decline further (to ~35%-40%, from 43% at the end of 2015) following the acquisitions 
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of Pacific Brands and Champion Europe, which operate in foreign markets. International revenues will make up 
30% of overall revenues in 2017, compared to 15% in 2014.   

Tax Rate Sustainability Concerns Were Recently Put to Bed by the IRS 
The bear case also argues that HBI’s single-digit tax rate (6% in 2016) is suspect and unsustainable. 

The tax rate comes about from HBI’s manufacturing operations in low-tax-rate jurisdictions. For example, HBI 
owns textile facilities in El Salvador, which produce and cut fabric. Those cut parts are then sold to HBI’s sewing 
facilities in Honduras at a markup, as the textile operation acts as a standalone business. The Honduras sewing 
plant sews the cut parts into finished products and sells them into the United States, again at a markup. HBI 
captures a significant portion of the total profit in El Salvador and Honduras, where it pays virtually no taxes, and 
the rest is captured in the United States, where its tax rate is ~36%. In 2016, the IRS concluded a 24-month 
audit of HBI. The agency spent 2,000 hours investigating the Company’s transfer pricing and found no issues. In 
fact, the IRS sent HBI a check for $4.5 million. 

The election of Donald Trump, however, adds the potential for a new risk to HBI, in the form of a border 
adjustment tax. While HBI would be heavily exposed to such a potential tax in the U.S., as virtually all of its 
manufacturing is done overseas, its competitors are largely in the same boat. HBI management has stated that 
it would increase prices to offset the tax, which conceivably its competitors would do as well. Former Treasury 
Secretary Larry Summers, and others, have expressed the believe that the dollar would rise as a result of a 
border tax, lowering the impact on companies like HBI. While such a tax remains a risk, we are comforted by the 
fact that HBI’s main competitors would likely be impacted to a similar extent as HBI. In our view, it is likely that 
the consumer bears the brunt of this tax. Furthermore, branded companies such as Hanesbrands have tended 
to fare better than private label companies during periods of rising input prices. 

Supply Chain Competitive Advantage Leads to M&A Competitive Advantage 
Subsequent to its spinoff in 2006, HBI established a premiere low-cost supply chain capable of serving 

geographies covering 70% of global GDP. In 2006, HBI had ~130 subscale manufacturing facilities, with 80% of 
its labor expenses in higher-cost areas in the United States and Mexico. Between 2007 and 2010, HBI moved 
the vast majority of its manufacturing to low-cost regions in the Caribbean, Central America, and Asia. HBI’s 
U.S. employee base declined by 40% over 4 years as the Company swapped $18/hour workers in the United 
States for ~$1/hour labor in Asia. HBI benefited not only from a lower cost structure (HBI makes 80%-90% of 
everything it sells and, in certain categories, is the low-cost provider) but also from a lower tax rate due to 
manufacturing in low tax rate jurisdictions. HBI’s low-cost/low-tax supply chain gives it a competitive advantage 
in M&A since it can extract substantial synergies by moving the manufacturing of the acquired company onto its 
own platform. When an acquisition provides HBI with greater scale with respect to volume per style, the 
Company’s margins further benefit. During HBI’s 2014 Investor Day, the Company’s Chief Global Operations 
Officer detailed these opportunities: 

“Quite simply, we use our manufacturing-process knowledge and capability to negotiate 
the lowest possible cost for the materials we use as well as products that we choose to source. 
However, when the volume per style increases, we can internalize those products, realizing as 
much as 15% to 20% in savings.” 

- Mike Faircloth, President, Chief Global Operations Officer at HBI, 2014 Investor Day

The amount HBI manufactures internally is now below 75% after its most recent acquisitions, but should 
increase back to the 80-90% level over the next couple of years as Champion Europe and Pacific Brands are 
integrated into the supply chain.   
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Source: Hanesbrands, “Investor Day 2014,” February 27, 2014 

HBI targets acquisitions which can generate a low to mid-teens after-tax IRR with low risk, and its 
historic deals have fallen in this range. The Company’s acquisition criteria is as follows: (1) it fits in HBI’s core 
categories; (2) it provides complementary growth opportunities in consumer segments, channels, and 
geographies; (3) it produces cost synergies that leverage HBI’s supply chain and SG&A; and (4) it is accretive to 
earnings in year 1, excluding integration costs. With over 200 apparel companies worldwide generating +$100 
million in revenues, we believe HBI is well positioned to continue benefiting from its acquisition strategy. In our 
view, HBI will likely emerge as the global acquirer of choice as basic apparel companies around the world are 
forced to make decisions to improve their competitiveness. Even a company the size of Pacific Brands (~$600 
million of revenues) discovered that it was more beneficial to be acquired by HBI than go it alone and make the 
necessary supply chain investments. As Deutsche Bank Analyst Simon Mawhinney stated in the wake of the 
Pacific Brands transaction, “The offer reflects very little of the upside…But [PacBrands] are not in a position to 
do that themselves – that’s the value that [Hanes] brings to the table.”2 

Long-Term Outlook 
Management’s official outlook is for mid-single-digit revenue growth and double-digit EPS growth. 

However, this outlook assumes continued acquisitions and their accompanying synergies driven by the 
Company’s low-cost supply chain. In our view, management’s honest communication that acquisitions will 
remain a part of the HBI story contributes to the lingering bear case, as serial acquirers are often perceived to 
have high risk. While we are comfortable with HBI’s acquisition strategy (all acquisitions completed to date have 
fit its key criteria) and view it as differentiated and low-risk, we prefer to exclude M&A from its future outlook). On 
an organic basis, we believe HBI can sustain low single-digit revenue growth and mid-single-digit EBITDA 
growth. A large part of HBI’s operating leverage is driven by SG&A growing at about half the rate of revenues. 
Management guided to 0%-2% organic growth in 2017, with the low end assuming another challenging year as 
U.S. consumer spending unevenly transitions from brick-and-mortar establishments to online. 

 With the Champion brand (~17% of HBI’s revenues) projected to generate ~10% organic revenue 
growth over the next 5-6 years, if HBI’s other businesses merely remain flat, HBI would generate 1.7% overall 
organic revenue growth. Except for the possibility of another challenging year in 2017, we believe an outlook for 
low single-digit organic revenue growth over the long-term is likely conservative. 

Dividends and Share Repurchases to Remain Robust Following Earnings Shortfall 
We are encouraged by the Company’s recent dividend increase (36% increase announced in January; 

2.6% yield) and announcement, in conjunction with its disappointing 4Q 2016 earnings, that it intends to 
repurchase $300 million of its shares in 2017. Hanesbrands allocated modest amounts toward share 
repurchases in 2007 and 2008 ($44 million and $30 million, respectively) and then went dormant on buybacks 

2 The Australian Financial Review, Hanesbrands’ $1.1 billion offer for Pacific Brands follows years of stalking, April 2016 
http://www.afr.com/business/retail/hanesbrands-11b-offer-for-pacific-brands-follows-years-of-stalking-20160429-goi9k4 
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for 6 years. During the past 2 years, the Company has deployed ~$730 million ($351 million in 2005, and $380 
million in 2016) in the repurchase of 26.3 million shares at an average cost of $27.69 a share. In April 2016, 
HBI’s Board approved a new 40 million share repurchase authorization (~$1 billion at announcement) with full 
authorization available at year end. While we expect buybacks to continue going forward, it is worth noting that 
share repurchases are the Company’s lowest priority for FCF, as capital investments, dividends, and M&A take 
preference. 

Valuation and Conclusion 
HBI shares experienced a sharp upward revaluation beginning in early 2014, from ~13x EBITDA to 

+20x EBITDA, which was subsequently reversed. We demarcate two periods in HBI’s trading history: the
postspinoff period, from 2006 to 2012, when 11x EBITDA served as a ceiling, and the 2013-present period
(when the market gained confidence that HBI’s acquisition-driven strategy adds substantial value), when 11x
EBITDA became a floor on the valuation.

Hanesbrands Historical Valuation – EV/LTM EBITDA 

Source: FactSet 

Precedent transactions have been completed at a median and average of 8x-9x EBITDA. However, we 
note that HBI’s recent acquisitions have been at the high end of the precedent range (7.5x-11x) given the 
strength of the brands it purchased and the large synergy potential from the deals.  
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Precedent Branded Apparel Transactions 

Year Target Buyer LTM	EV/EBITDA
2016 Pacific	Brands Hanesbrands	Inc. 11.0x
2016 Champion	Europe Hanesbrands	Inc. 10.0x
2015 Knights	Apparel Hanesbrands	Inc. 8.0x
2014 DBA	Lux	Holding Hanesbrands	Inc. 7.5x
2014 Doris	Inc. Gildan	Activewear 7.9x
2013 Maidenform	Brands Hanesbrands	Inc. 10.1x
2012 Warnaco PVH	Corp.	 9.7x
2012 Schiesser	AG Delta	Galil 8.2x
2012 Eveden	Group Wacoal	Holdings 11.5x
2010 Gear	for	Sports Hanesbrands	Inc. 7.5x
2010 Tommy	Hilfiger	Corp. PVH	Corp.	 8.3x
2006 Russell	Corp. Berkshire	Hathaway 7.2x
2002 Fruit	of	the	Loom Berkshire	Hathaway 8.8x

Median 8.3x
Average 8.9x

We have assumed no benefit from future acquisitions and have modeled low single-digit organic 
revenue growth and 5% EBITDA growth going forward, which should be achievable even if macro conditions 
remain challenging as HBI has meaningful synergies left to extract from its prior transactions. As discussed 
above, Champion’s growth outlook alone should yield low single-digit overall organic revenue growth. We have 
also assumed that HBI deploys $300 million annually toward share repurchases, reducing its share outstanding 
by 7.5% over the next 3 years (net of dilution from option grants). HBI trades at just 10.4x our 2019 EBITDA 
estimate (9.0x as of its closing price of $18.98 on February 3, 2017), in line with the 10x-11x it paid to acquire 
some of its strongest brands (i.e., Maidenform, Champion Europe, Pacific Brands).  

Financial Projections ($MM) 

2016A 2017 2018 2019
EBITDA $1,017 $1,068 $1,121 $1,177
EBITDA	growth 5% 5% 5% 5%
FCF $515 $580 $609 $639
FCF	growth	 304% 13% 5% 5%
Dividend $167 $226 $223 $221
FCF-Dividend $348 $354 $386 $419
Share	Repurchase $380 $300 $300 $300
Net	Debt $3,610 $3,556 $3,470 $3,351
Net	Debt/EBITDA 3.5x 3.3x 3.1x 2.8x
EV $12,486 $12,432 $12,346 $12,227
EV/EBITDA 12.3x 11.6x 11.0x 10.4x

Assumed	Repurchase	Price $23.00 $26.00 $30.00
Shares	Repurchased 13.0 11.5 10.0
Share	Creep 2.0 2.0 2.0
Year-End	Shares	Outstanding 371.1 361.5 353.5

Given the unmatched strength of HBI’s brands (Hanes and Bonds in particular) and its supply-chain-
related competitive advantages, we value HBI at 12x EBITDA, a small premium to what HBI paid to acquire 
some of its top brands and a small discount to its current 12.3x LTM EBITDA multiple (10.7x as of the closing 



Hanesbrands Inc. 
 

   - 17 - 

price of $18.98 on February 3, 2017). By 2019, we believe the transition to online sales from brick-and-mortar 
establishments in the United States should be more mature and therefore less disruptive, contributing to greater 
stability and predictability of HBI’s revenues. In addition, although we haven’t given HBI credit for future 
acquisitions, we expect management to continue using M&A to diversify globally. In 2019, HBI could derive 
+40% of revenues from the international markets (versus 30% today), further justifying an improved valuation. 
Our intrinsic value estimate is $30.48 at the end of 2019, offering upside of 31% (61% from the $18.98 closing 
price on February 3, 2017), or an IRR of 12.1% (20.3%) including the dividend. 

HBI – Estimate of Intrinsic Value 

2019E	 $1,177
EV/EBITDA	Multiple 12x
EV	 $14,128
Net	Debt $3,351
Market	Cap $10,776
FD	Shares	Outstanding 353.5
Estimate	of	Intrinsic	Value	per	Share $30.48

Implied	Upside	to	Intrinsic	Value 31%

3-Year	IRR 9.5%
Dividend	Yield 2.6%
3-Year	IRR	+	Yield 12.1%  

Risks 
The Company’s primary risks include, but are not limited to, the following: 

• An increase in the price of key input commodities, such as cotton (~6% of the Company’s cost of 
sales). 

• Unfavorable foreign currency moves, with Hanesbrands now generating approximately 30% of its 
sales outside the United States versus just 12% as recently as 5 years ago.  

• Challenges facing its key brick-and-mortar customers and the potential inability to migrate sales that 
have historically been made in traditional retail channels online. 

• Inability to successfully integrate recently completed or future acquisitions. 

• Consumers stretching out the replenishment cycle of HBI’s products. 

• Consumers trading down to lower-quality “value” brands. 

• A border adjustment tax is implemented in the U.S. 

Analyst Certification 
Asset Analysis Focus certifies that the views expressed in this report accurately reflect the personal 

views of our analysts about the subject securities and issuers mentioned. We also certify that no part of our analysts’ 
compensation was, is, or will be, directly or indirectly, related to the specific views expressed in this report. 
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HANESBRANDS INC. 
CONSOLIDATED BALANCE SHEETS 

(Dollars in thousands, Unaudited)  

ASSETS December 31, 2016 January 2, 2016 
Current assets: 

Cash and cash equivalents  $460,245  $319,169 
Trade accounts receivable, net 814,178 680,417 
Inventories 1,840,565 1,814,602 
Other current assets 137,535 103,679 
Current assets of discontinued operations      45,897             — 

Total current assets 3,298,420 2,917,867 
Property, net 692,464 650,462 
Trademarks and other identifiable intangibles, net 1,285,458 700,515 
Goodwill 1,098,540 834,315 
Deferred tax assets 464,872 445,179 
Other noncurrent assets 67,980 49,252 
TOTAL ASSETS  $6,907,734  $5,597,590 
LIABILITIES AND STOCKHOLDER'S EQUITY 
Current liabilities: 

Accounts payable  $761,647  $672,972 
Accrued liabilities and other: 

Payroll and employee benefits 154,697 142,154 
Advertising and promotion 111,902 125,948 
Other 330,450 192,231 

Notes payable 56,396 117,785 
Accounts receivable securitization facility 44,521 195,163 
Current portion of long-term debt 133,843 57,656 
Current liabilities of discontinued operations        9,466             — 

Total current liabilities 1,602,922 1,503,909 
Long-term debt 3,507,685 2,232,712 
Pension and postretirement benefits 371,612 362,266 
Other noncurrent liabilities    201,601    222,812 
TOTAL LIABILITIES 5,683,820 4,321,699 
Stockholders’ equity: 

Preferred stock, $.01 par value — — 
Common stock, $.01 par value 3,787 3,917 
Additional paid-in capital 260,002 277,569 
Retained earnings 1,396,116 1,389,338 
Accumulated other comprehensive loss (435,991) (394,933) 

TOTAL STOCKHOLDERS’ EQUITY 1,223,914 1,275,891 
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY  $6,907,734  $5,597,590 
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Legg Mason, Inc. 
NYSE: LM 

Dow Jones Indus:  19,890.94 Initially Probed: Volume XXXVIII, Issue X @ $25.48 
S&P 500: 2,279.55 Last Probed: Volume XLII, Issue XI & XII @ $31.00 
Russell 2000: 1,361.23 Trigger: No  
Index Component:    S&P 500 Type of Situation: Business Value  

Overview 
Legg Mason, Inc. (“LM” or “the Company”) 

is a formidable player within the asset 
management industry, possessing impressive 
scale and a diverse line of well-established 
products catering to a full range of investment 
styles and asset classes. Through its affiliates, LM 
offers investment management and other related 
services to both institutional and retail clients via 
the Company’s mutual funds, separately managed 
accounts, ETFs, and other investment vehicles. LM 
offers its products and services through a host of 
intermediaries, and many of these products retain 
the brand identity of each individual subsidiary. 
The firm has a global presence, with offices 
located across several continents, although much 
of its business still originates from the United 
States. LM now has approximately $710 billion in 
AUM (Assets Under Management) and more than 
3,000 employees across its organization. 

The Company experienced significant 
growth during recent decades but encountered 
difficulties about 10 years ago related to issues 
such as poor investment performance, declining 
AUM, and depressed profits. However, during 
recent years, LM has undergone significant 
changes that reflect the strategy developed by its 
current management team. In our view, the 
management team has largely executed on the 

Price: $ 33.47 
Shares Outstanding (MM): 99.6 
Fully Diluted (MM):  99.4 
Average Daily Volume (MM): 2.0 

Market Cap (MM): $ 3,334 
Enterprise Value (MM): $ 4,844 
Percentage Closely Held:  Insiders ~2% 
52-Week High/Low: $ 35.83/24.93 
5-Year High/Low: $ 58.92/23.43 

Trailing 12 Months 
Price/Earnings: NM 
Price/Stated Book Value: 0.8x 
Net Debt (MM): $ 1,510 
Upside to Estimate of 
Intrinsic Value: 86% 
Dividend: $ 0.88 
Yield: 2.6% 

Net Revenue Per Share: 
2016: $ 24.34 
2015: $ 24.26 
2014: $ 22.91 
2013: $ 19.60 

Earnings Per Share: 
2016: $ (0.25) 
2015: $ 2.04 
2014: $ 2.33 
2013: $ 1.99 

Fiscal Year Ends: 
Company Address: 

Telephone: 
CEO: 

March 31 
100 International Drive 
Baltimore, MD 21202 
410-539-0000
Joseph Sullivan

Clients of Boyar Asset Management, Inc., own 3,209 shares of Legg 
Mason, Inc. common stock at a cost of $34.18 per share. 
Analysts employed by Boyar’s Intrinsic Value Research LLC do not 
own shares of LM common stock. 
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initiatives they outlined at the beginning of their tenure. They have created efficiency through restructuring, 
consolidation and divestiture of smaller affiliates, and cost cutting. LM’s AUM trends have gained stability, and 
several fund performance metrics suggest favorable long-term trends. Approximately 70% of LM’s strategies are 
outperforming benchmarks from 1-year and 3-year perspectives, and the figure for the 5-year and 10-year 
perspectives exceeds 80%. The Company has also reduced its shares outstanding by 40% and has raised its 
dividend 7 times since 2010 (2.6% dividend yield). As management has accomplished this turnaround, potential 
growth opportunities have begun to receive renewed attention. LM has completed several acquisitions recently, 
largely in the form of bolt-on transactions—all deals intended to enhance LM’s product line in response to 
evolving client needs. However, deal flow is expected to be less meaningful going forward. 

LM shares have failed to achieve significant outperformance despite the Company’s strategic advances. 
During the past year, the shares have advanced 19%, roughly in line with the S&P 500. However, shares have 
materially underperformed from a 2-year perspective. Based on the Company’s current value, LM is trading at 
approximately 0.7% of AUM, a substantial discount from how comparable firms have been valued historically in 
transactions. We believe the current valuation to be a very modest one that awards the Company little credit for 
past progress or future opportunities. For LM, we have assumed a blended price/AUM multiple of ~1% (using a 
2% multiple for the equities and alternatives businesses, a 1% multiple for the fixed-income business, and no 
value for LM’s money market business). This 1% blended multiple implies an intrinsic value of ~$62 per share 
for LM, implying upside potential of over 80% during the next 2-3 years. In the event LM’s valuation remains at 
current levels for an extended period, the Company could be an attractive target for a strategic or financial 
buyer. 

Business Overview 
Legg Mason has been in operation for over a century, and has undergone its fair share of change. The 

firm experienced strong growth in AUM through the 1990s and early 2000s, with its assets exceeding $900 
billion by 2007. During recent decades, the Company also shifted its business model away from brokerage 
toward asset management—a transformation aided by several significant acquisitions including those of 
Western Asset Management (1986), Royce & Associates (2001), and Citigroup Asset Management (completed 
in 2005; later rebranded as Clearbridge Advisors). However, by 2008, LM’s growth trajectory had become 
interrupted, with poor fund performance and challenging industry fundamentals translating into AUM outflows 
and disappointing financial results. As AUM approached $600 billion by 2009, the need for an operational 
turnaround became apparent. Accordingly, Trian Partners, led by activist investor Nelson Peltz, purchased a 
10% stake in LM; Peltz would go on to join the board of directors before departing to focus on other 
opportunities. This provided an additional catalyst for change at the Company. By 2012, LM was undergoing an 
operational turnaround that included an overhaul of the management team, significant restructuring initiatives, 
and a meaningful return of capital to shareholders via dividends and share repurchases. LM’s AUM trends have 
since gained greater stability, and several fund performance metrics depict favorable long term trends. 
Approximately 70% of LM’s strategies (based on AUM) are outperforming benchmarks from 1-year and 3-year 
perspectives, and the figure for the 5-year and 10-year perspectives exceeds 80%. LM’s operational 
improvements have allowed management to once again pursue growth opportunities via product launches and 
bolt-on M&A (discussed later in this report). 

Affiliate Area of Expertise % of LM’s AUM 

Western Asset Management Fixed Income 59% 
Clearbridge Advisors Fundamental Equities 14% 
Brandywine Asset Management Value Oriented Equities & Fixed Income 9% 
Clarion Partners Private Equity Real Estate 6% 
EnTrustPermal Global Alternatives Funds-of-Funds 3% 
Royce & Associates Value Style Equities: Small-Caps & Mid-Caps 3% 
QS Investors Quantitative Equity 3% 
Martin Currie Global Fundamental  Equities 2% 
RARE Global Infrastructure Investing 1% 
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As the preceding table illustrates, LM’s group of affiliates spans a wide range of strategies and asset 
classes. Through its affiliates, LM offers investment management and related services to both institutional and 
retail clients (mutual funds, ETFs, separate account management, etc). It is important to note that LM maintains 
a relatively decentralized operating structure, allowing affiliates a relatively high degree of management 
autonomy. Although LM retains ultimate control over these organizations, it has established revenue sharing 
arrangements with these firms in many cases. LM relies on a mix of intermediaries to distribute its products, 
which often retain the original branding of the underlying affiliate. Legg Mason possesses centralized U.S. and 
international distribution groups, but some individual subsidiaries retain their own internal distribution and 
marketing capabilities. LM’s AUM currently stands at $710 billion. In terms of asset class mix, LM’s AUM breaks 
down as follows: fixed income 54%, equities 24%, money market 12%, and alternatives 10%. Institutional clients 
account for 76% of AUM, and 24% of AUM originates from the retail channel. LM now employs approximately 
3,000 people across its organization, and its global market presence is supported by offices across several 
continents. Over 30% of LM’s current AUM hails from overseas markets, but LM’s corporate headquarters 
remains in Baltimore, Maryland. 

Management & Governance 
Management Team 

Executive Officers Joined LM Prior Position/Background 
Joseph Sullivan, President & CEO 2008 Stifel Nicolaus executive 
Peter Nachtwey, CFO 2011 Carlyle Group CFO 
Terence Johnson, Head of Global Distribution 2005 Citigroup Asset Management 
Ursula Schliessler, Chief Administrative Officer 1988 Various management roles at LM 
Thomas Hoops, Head of Business Development 2014 Wells Fargo executive 

In the early part of this decade, LM underwent significant management changes. These developments 
reflected a new strategic direction for the firm, and were likely influenced by the presence of activist investor 
Nelson Peltz on the Company’s board of directors. More recent years have been characterized by management 
stability and a focus on a combination of internal issues and external opportunities (i.e. M&A). Since our last 
report on LM in the October-2015 edition of Asset Analysis Focus, the Company’s senior management team has 
remained unchanged. CEO Joseph Sullivan was promoted from interim CEO to permanent CEO in 2013, and 
had previously been a senior executive at LM for several years. To this point, we believe Sullivan and the other 
senior executives at LM have been successful in developing and executing a coherent strategy while stabilizing 
the overall trajectory of the firm. 

Trian sold its stake in LM last year. Trian had been an investor in LM since 2009, and Trian founder 
Nelson Peltz joined LM’s board of directors later that year. The activist investor’s relationship with the Company 
was largely constructive, and his influence could be seen in the firm’s strategic direction (restructuring, return of 
capital to shareholders, etc.). Peltz left LM’s board in 2014 to pursue other investment opportunities, and Trian 
exited its stake in 2016. In April of 2016, Trian sold its remaining 9.9% ownership position in LM to Shanda 
Group (a Singapore-based investment company). Shanda Group focuses on value investment opportunities in 
financial services, technology, and healthcare services. In December-2016, Shanda announced it was planning 
to increase its stake in LM to 15%, and invest up to $500 million in LM affiliate products. In addition, it was 
announced that 2 senior executives from Shanda will be joining LM’s board of directors (CEO Tianqiao Chen 
and President Robert Chiu have since been elected to the board effective February 1st).  

LM’s board of directors consists of 13 members, and 12 of these individuals are considered 
independent according to NYSE guidelines. It is the firm’s policy that at least three-quarters of its board 
members meet the NYSE independence standard, and board members are subject to annual election by 
shareholders. In addition, no descendants of the firm’s founders are present on the board or senior 
management team. The Company utilizes options and other stock-based compensation methods to incentivize 
shareholder oriented value creation. During recent years, overall stock-based compensation expense has been 
approximately $70-90 million per year. Performance metrics include fund flows, revenue, earnings growth, and 
stockholder return. The majority of senior executives’ compensation is variable (incentive-based), and 
executives are subject to stock ownership requirements and clawback provisions. 



Legg Mason, Inc. 

- 22 -

Key Developments 
Legg Mason Pursues M&A Opportunities 

LM made significant inroads during recent years in addressing issues such as restructuring and cost 
reduction. As management has executed on these initiatives and stabilized the overall business, potential 
growth opportunities began to receive renewed attention. In addition to organic growth considerations such as 
new product launches (discussed later in this report), LM began to pursue external growth opportunities via 
M&A. These transactions have largely taken the form of bolt-on transactions, designed to enhance LM’s product 
line in a way that responds effectively to the evolving needs of its clients. The following summarizes recent 
transactions undertaken by LM: 

• RARE Infrastructure: In July of 2015, LM announced it would acquire a 75% stake in RARE
Infrastructure Limited, an Australian asset management firm that specializes in global infrastructure
investing. RARE possessed AUM of $7.6 billion at the time of the deal announcement, with a client base
of both retail and institutional investors. The specific terms of the transaction were not publicly disclosed,
but LM indicated that it expected the deal to be accretive to EPS within the first year of closing. LM
management indicated that infrastructure investing represented a part of the marketplace that had been
generating significant client interest, yet LM’s product line had minimal exposure to this area previously.
Infrastructure equity investments have historically exhibited several attractive characteristics, including
relatively stable, predictable returns, a low correlation with other asset classes, and resilience to
inflation. Such investments often relate to infrastructure assets such as roads, airports, and utilities in
both developed and emerging markets.

• Clarion Partners: In January of 2016, LM announced it was acquiring an 82% interest in Clarion
Partners for $585 million (the balance is held by Clarion’s management). As part of the deal, Lightyear
Capital (a private equity firm and Clarion’s previous majority owner) agreed to fully exit its position in the
firm.  Clarion Partners is a private equity company headquartered in New York, specializing in real
estate investing. At the time of the announcement, Clarion had AUM of approximately $40 billion. The
transaction is expected to be modestly accretive to LM’s EPS within the first year of closing. From a
strategic perspective, this acquisition bolsters LM’s product presence within the real estate segment of
the alternative investments space. Clarion owns a wide range of real estate assets including office,
industrial, hotel, retail, and residential. Clarion offers its clients several investment strategies with
varying degrees of risk, capital preservation, growth potential, and income.

• Entrust Capital: Concurrent with the Clarion Partners announcement, LM indicated that it would also
merge its Permal Group affiliate with EnTrust Capital. EnTrust is a leading hedge fund investor with
AUM of approximately $12 billion at the time of the deal. The transaction creates an entity with over $26
billion in AUM, and LM will hold a 65% stake in the newly created company. The firm will be branded
EnTrustPermal and its CEO is EnTrust co-founder Gregg Hymowitz (who owns a 35% stake in
EnTrustPermal). The transaction is designed to create an alternative investments provider with a
broader investment platform and overall scale, better positioned to compete in the industry over the
long-term. The combination is expected to yield $35-$40 million in annual cost savings, and be modestly
accretive to LM’s earnings during its first year of operation. In connection with the Clarion and EnTrust
deals and other financial needs, LM borrowed approximately $1.16 billion via bonds and a credit facility
(discussed in greater detail within the Balance Sheet section later in this report).

Fiscal 3Q Earnings Report Exceeds Expectations 
In early February LM reported fiscal 3Q-2017 EPS of $0.65, $0.01 above expectations. The positive 

surprise was achieved despite an industry backdrop that continued to be challenging. According to LM 
management, the actively managed fund sector has now experienced 7 consecutive quarters of outflows. LM’s 
AUM totaled approximately $710 billion at the end of the quarter, representing a 3% sequential decline (an 
outflow from money market funds was the biggest factor). However, the Company indicated that its has 
approximately $7 billion in unfunded mandates in the pipeline, and several new products (primarily ETFs) are 
scheduled to be launched during the next 6 months. Importantly, fund performance trends continue to improve, 
and the percentage of strategies outperforming indices actually increased from a sequential perspective. 
Operating revenue totaled $715 million for fiscal 3Q, a 4% decline from the previous period. LM’s adjusted 
operating margin was 23.9% for fiscal 3Q, an increase of 120 basis points from 2Q and reflecting a sequential 
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decline in operating expenses. LM continues to reduce its share count via buybacks (down 6% year over year). 
During 3Q, LM repurchased 3 million shares for approximately $90 million. 

Industry Overview 
Despite some of the important progress made by LM during recent years, share performance has been 

disappointing. After showing strong performance during the 2012-2014 period, LM shares are now down over 
40% during the past 2 years. In our view, industry related challenges have been among the primary drivers of 
this disappointing performance. As the following table depicts, LM’s industry peers have also seen share price 
declines over the past 2 years despite a 12% gain in the S&P 500 during the same time frame. In our view, 3 
primary factors have contributed to this broad-based weakness. First, the pronounced multiyear trend away from 
active investment management toward passive management products such as index funds and ETFs has been 
an ongoing headwind, negatively affecting fund flows and industry profits. Second, participation in equity 
markets by retail investors has yet to fully recover to pre-recession levels, further detracting from industry AUM 
trends. Third, regulatory uncertainty pertaining to the Department of Labor’s “Fiduciary Rule” has created an 
additional overhang for future industry fundamentals. Given the performance and valuations of players within 
this space, it appears that investors are assuming that these issues are destined to persist for the foreseeable 
future. However, we believe such conclusions would be erroneous and premature. Investors would be well 
served to consider the cyclical aspects of the current fund flow challenges. Moreover, the 2016 U.S. election 
results suggest a less strict regulatory approach may be applied to financial institutions going forward. 

2-year Price Δ
Eaton Vance (EV) (1%) 
Franklin Resources (BEN) (24%) 
Invesco (IVZ) (23%) 
Legg Mason (LM) (41%) 
T Rowe Price (TROW) (12%) 
Waddell & Reed (WDR) (60%) 
Average (27%) 
S&P 500 12% 

The trend away from active management toward passive management has been a well publicized 
development within the industry impacting the sector for several years (see following graph). Among U.S. active 
equity funds for example, there has not been a calendar year of inflows since 2005. This topic has been 
explored in several previous editions of Asset Analysis Focus, and many themes previously discussed remain 
relevant today. However, we believe that some initial encouraging signs suggest that this headwind may prove 
to be more of a cyclical issue rather than a new industry paradigm. For the past decade, active managers have 
largely underperformed index-based investment products. This consideration, along with the lower fees typically 
associated with passive products, has driven the mass migration of assets from active funds to passive funds—
a trend that continued throughout 2016, as documented by a recent Morningstar report. Passive strategies 
experienced inflows of over $500 billion during the period, representing a 21% increase from 2015. In contrast, 
actively managed funds experienced $340 billion of outflows for the year, a 47% deterioration from 2015. 
Importantly, these trends were fairly broad based across the majority of investment fund categories. Not 
surprisingly, Vanguard (a predominantly passive investor) was the manager receiving the greatest inflows for 
the year ($277 billion of inflows). Vanguard’s AUM now stands at $3.6 trillion. 
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Although the cost advantage offered by passive products is likely to persist over the long term, we are 
less convinced that the outperformance by passive products will prove as sustainable. The period following the 
U.S. presidential election (admittedly a small sample) displayed a sudden uptick in performance dispersion 
among stocks (typically a positive for active management). According to the Wall Street Journal, November saw 
the biggest gap between best and worst performing S&P 500 sectors since April 2009. In addition, the prospect 
for higher interest rates in the future may help active managers as they attempt to improve relative performance. 
In a 2015 article on active managers, Barron’s examined the performance of active funds in a rising interest rate 
and noted that “from 1962 to 1981, when the 10-year Treasury yield more than tripled, from 3.85% to 15.8%, the 
median cumulative return for large-company mutual funds was more than 62 percentage points better than the 
S&P 500, or an average of 3.2 percentage points per year.” Considering the prospect for markedly higher 
interest rates during the next 2-3 years, active equity funds could be particularly well positioned for some form of 
recovery. 

Another consideration contributing to the fund flow headwinds has been relatively modest market 
participation by investors despite the robust equity market of recent years (the S&P 500 has roughly tripled from 
its 2009 lows). According to a report by BlackRock, approximately $50 trillion in cash is being held on the 
sidelines around the world. This hesitance to participate in the equity market has been pronounced among retail 
investors. The Federal Reserve has estimated that U.S. retail investors hold approximately $11 trillion in cash 
and cash equivalents. However, some initial indications signal that retail investors may be warming to equity 
markets once again in the wake of the recent U.S. presidential election. The American Association of Individual 
Investors (AAII) sentiment survey revealed that bullish sentiment among retail investors had more than doubled 
to almost 50% (a recent record) by November 24, from ~24% on November 3 (just prior to the election). 
According to Barron’s, this represented the biggest 3-week surge in bullish sentiment in more than 6 years, 
driving the S&P 500 up nearly 6% in less than a month. A continuation in bullish sentiment, combined with 
further market appreciation and economic expansion, should bode well for retail investor participation and fund 
flows during the coming years. 

The regulatory environment for asset managers has been another concern for investors recently. The 
fiduciary rule announced by the Department of Labor last year has received particular attention. The fiduciary 
rule represents stricter standards applied to financial advisors as it pertains to the management of retirement 
assets (IRAs, 401Ks, etc.). The intent of these regulations is to ensure that advisors make recommendations 
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that are fully aligned with client interests. Given that passive investment products generally offer the lowest 
management fees, such a regulation could place actively managed products at a competitive disadvantage, 
further pressuring future fund flows and AUM. Moreover, the Security Industry and Financial Markets 
Association estimates that increased compliance costs could approach or exceed $5 billion over the next 
decade. The new regulations were originally scheduled to take effect in April 2017. However, the recent U.S. 
presidential election suggests that these regulations may be subject to change or review (confirmed by a recent 
executive order issued by President Trump). As most investors are aware, President Trump has repeatedly 
expressed his desire to reduce regulatory burdens with the U.S. economy. The ultimate outcome of this situation 
remains unclear, but the overall regulatory environment in the United States seems likely to be reformed in a 
way favorable to asset managers, financial institutions, and other U.S. companies during the coming years. 

“We’re going to be cutting regulation massively. The problem with the regulation that we 
have right now is that you can’t do anything. I have people telling me they have more people 
working on regulations than doing product.” 

-U.S. President Donald Trump, January 23, 2017

LM’s Strategy & Outlook 
LM has undergone significant changes during recent years, reflecting the strategy developed by the 

current management team. In our view, CEO Joseph Sullivan and LM’s senior executives have largely executed 
on the initiatives outlined at the beginning of their tenures. Efficiency has been addressed via restructuring, 
consolidation and divestiture of smaller affiliates, and cost cutting. Departures have included well-known 
portfolio manager Bill Miller, who bought out Legg Mason’s stake in affiliate LMM so that he could operate that 
firm independently (LMM has about $1.8B in AUM). Performance profiles for the majority of LM’s funds have 
improved and now largely outperform relevant benchmarks. Concurrent with these considerations, management 
has followed through on its pledge to return significant capital to shareholders via dividends and share 
repurchases. As a result of the firm’s strategic progress, the Company has gradually shifted its focus from 
internal issues to external growth opportunities in the form of M&A (discussed earlier in this report). We would 
expect LM to maintain a consistent strategic focus during the coming years, with a continued commitment to 
previously identified priorities such as products, performance, and distribution. Although industry headwinds 
may hinder Company progress with fund flows and profits in the short term, we believe LM’s strategic execution 
has bolstered its long-term competitive position, profit potential, and future growth opportunities. 

Importantly, M&A activity is expected to be a less meaningful part of LM’s strategy going forward. 
Management believes the Company’s product line is more diversified and complete at this stage—aided by both 
M&A and the launch of several new products (including ETFs). Additionally, integration of recent transactions is 
expected to be management’s chief focus for the foreseeable future. Management’s goal has been to create a 
product line that is fully responsive to client needs on a global basis, offering customers what management 
describes as “Choice Through Diversification.”  However, these choices are not limited to LM’s traditional areas 
of strength, such as mutual funds and separately managed accounts. Management has recognized the growing 
importance of the ETF market, expected to be a $5 trillion market by 2020 within the United States alone. 
Management has begun to adjust its product line and capabilities accordingly. LM’s ETF business is still at a 
relatively embryonic stage, but it has launched several new ETFs over the past 12-18 months (actively managed 
ETFs and Smart Beta ETFs). LM’s ETF capabilities are supported by its affiliate QS Investors (which focuses on 
quantitative equities), and a recent minority investment (20% interest) in Precidian Investments, a firm focused 
on ETFs and other related client solutions. 

“We have pursued our strategy of expanding choice for our global clients though 
diversification. That diversification encompasses asset classes and investment capabilities, 
products and vehicles, and distribution and client access across various channels and 
geographies.” 

-CEO Joseph Sullivan, October 28, 2016
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A full and diverse product line alone, however, is insufficient for long-term competitive success. 
Products must be accompanied by strong performance profiles in order to attract and retain client investments. 
As referenced earlier in this report, this has been a key aspect of LM’s operational turnaround during recent 
years. Approximately 70% of LM’s strategies (based on AUM) are outperforming benchmarks from 1-year and 
3-year perspectives, and this figure exceeds 80% for the 5-year and 10-year perspectives. Importantly, this
outperformance has been fairly broad based across its strategies. Assuming that fundamentals for active
managers eventually show some signs of recovery, this solid performance record should be helpful in attracting
new assets across LM’s affiliates. In our view, LM’s affiliate structure helps support strong performance of its
investment products, and represents a source of differentiation relative to competitors within the asset
management industry. The relatively high degree of operational autonomy retained by LM’s affiliates ensures
that the successful cultures within its affiliates can be preserved. Moreover, the financial mechanics associated
with the affiliate relationships (such as revenue sharing arrangement in place with most of LM’s affiliates) help
preserve an entrepreneurial culture that help to align the financial interests between LM and its employees.

Distribution remains a key focus of LM’s strategic approach as well as, in our view, a source of 
competitive strength. The Company’s global reach is supported by centralized capabilities (consisting of both a 
domestic and an international division, with offices in 13 countries), affiliate groups, and third-party 
arrangements. Consistent with its decentralized approach, each affiliate retains its own distribution and market 
groups to best serve both retail and institutional channels. Although LM’s exposure to the retail channel is 
relatively modest (about 24% of AUM), the previously mentioned fiduciary rule from the Department of Labor 
has the potential to be somewhat disruptive to the distribution model for LM and its competitors. The timing and 
extent of any fallout from the fiduciary rule remains somewhat ambiguous at this stage (complicated by the 
Trump administration’s executive order to delay implementation and potentially change it). However, we believe 
LM is relatively well positioned to weather potential disruptions that could arise in the future. In addition to its 
fairly modest retail exposure, its diverse platform of products and strong fund performance profile should remain 
key sources of differentiation for financial advisors and investors who are seeking retirement solutions. To 
bolster its client service capabilities so that LM is well positioned to satisfy future regulatory standards, the 
Company acquired an 82% interest in robo-adviser Financial Guard last year (deal terms not disclosed). 

LM’s history has included periods of substantial growth, such as the late 1990s and the early 2000s. 
However, recent growth trends have been more muted, reflecting the industry headwinds already discussed. We 
do not conclude that active investment managers are permanently impaired from a competitive perspective, but 
the time frame for realizing sustained inflows may be a multi-year scenario. Near-term financial comparisons for 
LM are positioned for some improvement, in our view, but are unlikely to fully exhibit the firm’s underlying long-
term earnings potential. In the next 2-3 years, some improvement in flow activity may be achievable, but our 
projections only assume relatively flat AUM for the sake of conservatism. However, benefits of past 
restructuring, synergies from recent M&A, and continued share repurchase activity should provide catalysts for 
positive EPS comparisons during coming quarters. Investors should also remember that the prospect for higher 
interest rates should provide some relief for LM’s money market products, which currently provide investors with 
$70 million in annual fee waivers. Eventual elimination of such waivers could provide a one-time boost of 10-
15% to LM’s annual operating income. For FY 2019 (fiscal year ending March 2019), we believe EPS of 
approximately $3.50 should be achievable, representing growth of over 50% relative to consensus projections 
for the current fiscal year. Our EPS projections assume annual reductions of 5-6% in LM’s shares outstanding, 
in line with the Company’s buyback activity of recent years. Looking at LM’s business from a more normalized 
perspective, we believe that its long-term earnings power could substantially exceed our projections if fund flows 
turn positive for a sustained period.  

Balance Sheet and Financial Position 
During most of its recent history, LM has maintained a strong balance sheet with modest leverage. 

However, the costs of the previously discussed M&A have materially added to the firm’s financial leverage. As of 
the most recent quarter, LM possessed net debt of $1.5 billion (annual EBITDA is over $500 million). It also 
warrants highlighting that LM generates significant free cash flow (averaging over $400 million annually over the 
past 3 years). We would expect debt reduction to be among the top priorities for future free cash flow, and 
management has maintained an active dialogue with the ratings agencies relating to its current leverage and its 
intention to de-lever over the next 1-2 years via debt paydown and EBITDA growth. It warrants mention that 
recently issued debt was priced at favorable terms (mid-single-digit interest rates, with no maturities for almost 
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10 years). LM does not plan to pursue any other significant M&A opportunities for the foreseeable future, likely 
focusing on integration of recent acquisitions instead. 

 Share repurchases have been among LM’s chief ways of returning capital to shareholders over recent 
years. The Company has reduced its shares outstanding by 40% since 2010, and we would expect share 
repurchases to be a recurring theme going forward. Management has also been committed to growing the 
dividend over time, as illustrated by 7 dividend increases since 2010. The current annual dividend of $0.88 per 
share offers investors a yield of 2.6%. Based on consensus EPS projections for the current fiscal year, LM’s 
dividend payout ratio is approximately 40%. Since FY 2011, LM has returned over $3 billion to shareholders via 
dividends and buybacks while supporting ample reinvestment in its businesses (see following graph). The firm 
also sometimes provides seed capital to new or growing investment strategies within its product line. The 
Company currently has approximately $345 million in seed capital invested across its strategies. LM has also 
accumulated significant NOLs and other tax benefits during recent years; management believes it can shield up 
to $3.4 billion in future income from state and federal taxes. 
 

Debt Levels and Cumulative Capital Deployment 

 
Source: Legg Mason, “Bank of America/Merrill Lynch Banking & Financial Services Conference,” 16 Nov 2016. 

Valuation & Conclusion 
 LM shares have failed to achieve significant outperformance recently despite the strategic advances 
made by the Company. Over the past year the shares have advanced 19%, roughly in line with the S&P 500. 
From a 2-year perspective, the stock has declined 41%, underperforming the S&P 500 by more than 50 
percentage points. As already discussed in the industry overview section, weak share performance has been a 
common occurrence among asset management firms over the past 2 years. Despite favorable equity market 
performance trends, industry headwinds for active managers have been a substantial obstacle to fund inflows, 
profit growth, and share appreciation. In the case of LM, the exit of Nelson Peltz from the board (combined with 
Trian’s later sale of its 10% LM stake), likely served as another negative catalyst for performance as event-
oriented investors exited LM positions for other opportunities. These various issues have obscured the 
operational progress made by LM in our view, along with the substantial return of capital to shareholders via 
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dividends and buybacks. We believe LM’s current valuation is very modest, and gives LM little credit for its past 
progress or future opportunities. Based on the Company’s current market capitalization, it is trading at 
approximately 0.7% of AUM, a substantial discount to how comparable firms have been valued in M&A during 
recent years (see following table). In addition, LM trades at roughly a 12% free cash flow yield. 

Selected Precedent Industry Transactions—Asset Managers 

Date Target Acquirer AUM (MM) 
Price 
(MM) AUM

Implied Price Based 
on Purchase of: 

2015 First Eagle Investment Management Blackstone/Corsair $100,000 $4,000 4.0% majority stake 
2014 Nuveen Investments TIAA-CREF $221,000 $6,250 2.8% 
2014 Quilter Cheviot Old Mutual £16,700 £585 3.5% 
2013 Epoch Investment Partners TD Bank $25,900 $668 2.6% 
2011 Neuberger Berman Management $183,000 $2,480 1.4% 48% stake 
2011 American Century Investments CIBC $112,000 $2,075 1.9% 41% stake 
2011 Gartmore Group Henderson Global Investors $25,700 $520 2.0% 
2010 DundeeWealth Scotiabank $83,000 $2,805 3.4% 82% stake 
2010 Artemis Investment Management AMG and Artemis Management $16,100 $400 2.5% 
2010 Rensburg Sheppards Investec $18,400 $623 3.4% 53% stake not already 

owned by Investec 
2008 J. & W. Seligman Ameriprise Financial $18,000 $440 2.4% 
2008 Phillips, Hager & North Royal Bank $68,000 $1,340 2.0% 
2008 Monte Paschi Asset Management Clessidra $34,000 $585 1.7% 
2008 Psagot Investment Management Apax Partners $31,900 $822 2.6% 76% stake 
2007 Jupiter Asset Management TA Associates and Management $37,000 $1,440 3.9% 
2007 Marsico Capital Management Thomas Marsico $94,000 $2,700 2.9% 

Average: 2.7% 
Sources: Cambridge International Partners Inc. via Pensions and Investments; Others. 

We favor utilizing a price/AUM approach (adjusted for asset class mix) when estimating the intrinsic 
value of LM shares. As the preceding table shows, most transactions have been priced in the 1.5%-3.5% of 
AUM range, and the average multiple for industry deals has been approximately 2.7% of AUM over the past 
decade. Obviously, not all firms or transactions are identical: Factors such as brand, asset mix, and 
performance record can and do materially influence valuations. Clearly, considering the higher fees typically 
associated with equity strategies (relative to fixed income), firms having greater equities exposure would 
command premium multiples. For LM, we have assumed a blended price/AUM multiple of ~1% (using a 2% 
multiple for the equities and alternatives businesses, a 1% multiple for the fixed-income business, and no value 
for LM’s money market business). This 1% blended multiple implies an intrinsic value of ~$62 per share for LM, 
implying upside potential of over 80% during the next 2-3 years. This estimate also implies an 18x P/E multiple 
relative to our projection of FY 2019 EPS. Importantly, this estimate of intrinsic value assumes no growth in 
AUM beyond current levels. To the extent that LM can organically grow AUM during the coming years, LM could 
have the potential to exceed our estimate of intrinsic value over the long term.  
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LM Estimate of Intrinsic Value 
FY 2019  Value ($MM) 

LM @ 1% of AUM (as of 12/31/16) 7,104 
Net Debt (as of 12/31/16) (1,510) 
Equity 5,594 

Shares Outstanding (FY 2019) 90.0 

Intrinsic Value Per Share $62.16 

Implied Upside Potential 86% 

In our view, LM offers long-term investors an attractive risk/reward scenario. We expect management to 
continue the firm’s positive strategic direction and meaningful return of capital to shareholders. LM shares 
should benefit from significant downside protection via its share repurchase activity and growing dividend. Over 
the past 3 years, LM reduced its share count by over 15%, and we believe a similar scenario could be realized 
during the next 3 years. In order for LM to realize its full valuation potential, an eventual normalization in asset 
management sector fundamentals (investor rotation back to active managers) will likely be required. Predicting 
the timing of such a scenario is inexact at best, but we believe such a landscape is not unrealistic when 
assessing LM and the industry from a long-term perspective. In the event that LM’s valuation remains at current 
levels for an extended period, the Company could be an attractive target for a strategic or financial buyer. 

Risks 
The Company’s primary risks include the following: 

• Outflows of assets from Company investment funds could diminish operating results and negatively
impact valuation of LM shares.

• Poor performance of funds or challenging market conditions could hamper future growth and
profitability.

• LM may fail to effectively integrate recent M&A.

• LM’s high exposure to fixed income investment strategies could result in underperformance relative
to industry peers in an environment of increasing interest rates.

• Investor apathy toward actively managed equity funds could continue over the long term, negatively
affecting profitability for LM and the entire industry.

Analyst Certification 
Asset Analysis Focus certifies that the views expressed in this report accurately reflect the personal views 

of our analysts about the subject securities and issuers mentioned. We also certify that no part of our analysts’ 
compensation was, is, or will be, directly or indirectly, related to the specific views expressed in this report. 
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LEGG MASON, INC. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF FINANCIAL POSITION 

(Dollars in thousands, Unaudited) 

ASSETS Sep. 30, 2016 Mar. 31, 2016 
Current Assets: 

Cash and cash equivalents  $570,868  $1,329,126 
Cash and cash equivalents of consolidated investment 
vehicles 2,835 297 
Restricted cash 18,688 19,580 
Receivables: 484,839 409,616 
Investment securities 446,610 515,335 
Investment securities of consolidated investment vehicles 66,564 48,715 
Other 71,072 55,405 
Other current assets of consolidated investment vehicles             —        6,970 

Total Current Assets 1,661,476 2,385,044 
Fixed assets, net 165,765 163,305 
Intangible assets, net 4,089,766 3,146,485 
Goodwill 1,958,654 1,479,516 
Deferred income taxes 209,334 206,797 
Other 161,113 139,215 
Other assets of consolidated investment vehicles 8,442 84 
TOTAL ASSETS  $8,254,550  $7,520,446 

LIABILITIES AND STOCKHOLDERS’ EQUITY 
Current Liabilities: 

Accrued compensation  $353,216  $430,736 
Accounts payable and accrued expenses 199,331 201,572 
Short-term borrowings — 40,000 
Contingent consideration 11,315 26,396 
Other 110,834 138,301 
Other current liabilities of consolidated investment vehicles     6,649     4,548 

Total Current Liabilities 681,345 841,553 
Deferred compensation 87,698 65,897 
Deferred income taxes 301,215 260,386 
Contingent consideration 40,738 58,189 
Other 162,761 141,886 
Long-term debt 2,221,896 1,740,985 
TOTAL LIABILITIES 3,495,653 3,108,896 
Redeemable noncontrolling interests 676,164 175,785 
Stockholders' equity: 

Common stock, par value $.10 10,098 10,701 
Additional paid-in capital 2,535,249 2,693,113 
Employee stock trust (25,451) (26,263) 
Deferred compensation employee stock trust 25,451 26,263 
Retained earnings 1,612,875 1,576,242 
Accumulated other comprehensive loss, net (98,675) (66,493) 
Nonredeemable noncontrolling interest      23,186      22,202 

TOTAL STOCKHOLDERS' EQUITY 4,082,733 4,235,765 
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY  $8,254,550  $7,520,446 
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Liberty Global Group 
Nasdaq: LBTYA, LBTYB, LBTYK 

Dow Jones Indus:  19,890.94 Initially Probed: Volume XL, Issue VII & VIII @ $41.98 
S&P 500: 2,279.55 Last Probed: Volume XLII, Issue XI & XII @ $29.12 
Russell 2000:  1,361.23 Trigger: No 
Index Component:  N/A Type of Situation: Business Value, Consumer Franchise 

Overview 
Liberty Global Group (“Liberty Global,” 

“Liberty,” “LGI,” “LBTY A/B/K,” or the “Company”) is 
the tracking stock for Liberty Global plc’s European 
cable assets. LGI is the largest European cable 
systems operator, having 26 million unique 
customers. Although LGI shares have experienced 
an 18% bounce in the first month of the new year, 
shares have underperformed since AAF initially 
profiled the Company in September 2014, declining 
7% (including LiLAC share distributions) versus the 
14% increase in the S&P 500. LGI has faced a 
number of headwinds, both fundamental and non-
fundamental. Currency fluctuations (strengthening 
USD) have been unfavorable, particularly with the 
post-Brexit devaluation of GBP (the source of 34% 
of LGI’s earnings). The dilutive LGI stock-funded 
acquisition of Cable & Wireless Communications in 
2016 has been a huge disappointment and has 
raised governance concerns among some 
investors. Short-term investors who bid up shares in 
2014-2015 while speculating on an acquisition by 
Vodafone have rushed for the exits. Recent 
financial results have also disappointed relative to 
management guidance, reflecting a bruising market 
share battle in the Netherlands and a slower-than-
anticipated network expansion in the United 
Kingdom, among other factors.  

Price: $ 35.00 
Shares Outstanding (MM): 906 
Fully Diluted (MM) (% Increase): 930 (3%) 
Average Daily Volume (MM): 3.2 
Market Cap (MM): $ 32,926 
Enterprise Value (MM): $ 70,668 
Percentage Closely Held: John Malone 

3% econ. 
25% voting 

52-Week High/Low: $ 38.52/26.71 

Trailing Twelve Months 
Price/Earnings: NM 
Price/Stated Book Value: 2.5x 
Long-Term Debt (MM): $ 36,948 
Upside to Estimate of  
Intrinsic Value: 

46% 

Dividend: N/A 
Yield: N/A 
Net Revenue Per Share: 

TTM $ 17,358 
2013 $ 17,063 
2012 $ 17,044 
2011 $ 13,187 

Earnings Per Share: 
TTM $ N/A 
2013 $ N/A 
2012 $ N/A 
2011 $ N/A 

Fiscal Year Ends: December 31 
38 Hans Crescent 
London, SW1X 0LZ 
United Kingdom  
44 20 7190 6449 
Michael T. Fries 

Clients of Boyar Asset Management, Inc., do not own shares of Liberty 
Global plc common stock. 
Analysts employed by Boyar’s Intrinsic Value Research LLC own 
shares of Liberty Global plc common stock. 

Company Address: 

Telephone: 
CEO: 
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LGI shares have de-rated to ~9x EV/OCF (LGI’s preferred operating metric, equivalent to adjusted 
OIBDA), below their longer-term average of ~10x, a bargain valuation for a uniquely high-quality business. LGI 
operates a high-margin, recession-resistant business best positioned to capitalize on the secular growth in 
internet data usage. LGI holds the #1 or #2 market position in all its major markets and is generally the only 
cable-based (or fiber) broadband internet provider, competing against inferior DSL-based service providers. LGI 
is underpenetrated in its existing network and has plans to expand its footprint by 6-7 million homes in the 
coming years, with extremely attractive economics on incremental subscriber gains. LGI is also in the initial 
stages of integrating fully owned mobile services in two countries, and if the projected synergies come to 
fruition, this could dramatically boost LGI’s financial outlook. It could also bring Vodafone back to the table to 
discuss additional partnerships or even a full merger. 

Looking forward, we conservatively project that LGI falls short of its three-year OCF growth target of 7-
9% (annualized 2016-2018) and that it will not reach 7% annual OCF growth until 2019 as the benefits from its 
expansion plans and M&A synergies slowly accelerate. Placing a 9.5x EV/EBITDA multiple on 2019 projections, 
our intrinsic value estimate is approximately $51 per share for Liberty Global, implying 46% upside from current 
levels over three years. In the interim, LGI’s leveraged return on equity strategy, aided by $10 billion in deferred 
tax assets and a €2.2 billion payment from the close of the VodafoneZiggo JV in early 2017, could lead to 
upward of $7 billion in share repurchases between 2017 and 2019. The elimination of the current tracking stock 
structure, possible as soon as 2H17, could also be a catalyst for LGI shares.  

Background: Reassessing Liberty Global’s Record 
Liberty Global plc is “Cable Cowboy” legend John Malone’s (LGI chairman, 3% economic, 25% voting 

stake) investment vehicle for European and Latin American cable assets. Not surprisingly, Liberty Global has 
been busy since we profiled the Company in September 2014. (Note: Please refer to our September 2014 report 
on Liberty Global for details on the Company’s prior history1.) Perhaps the most controversial developments 
have been transactions involving LGI’s Latin America business. In July 2015, LGI management completed the 
initial step in its plan to separate the Latin American operations by creating the Liberty Global Latin America and 
Caribbean Group (LiLAC) tracking stock. LiLAC shares debuted strongly but quickly sold off in the following 
months, likely due to typical “orphaned spin-off” selling pressure considering the relative size (1-for-20 
distribution ratio) and geographical mismatch versus Liberty Global Group.  

Shortly thereafter, in November 2015, Liberty announced the all-stock acquisition of leading Caribbean 
and Panama cable/telecom operator Cable & Wireless Communications plc (CWC) for approximately £3.6 
billion in LBTYA/LBTYK stock, or £5.4 billion including debt. This followed CWC’s acquisition of competitor 
Columbus International for $3.3 billion in March 2015. John Malone was a large Columbus shareholder and 
retained a 13% stake in CWC after the two companies merged. Mr. Malone accepted an ~8% discounted offer 
and former Columbus executives John Risley and Brendan Paddick (23% stake in CWC) accepted an even 
more discounted offer from LGI. All three received a LiLAC-heavy share mix instead of Liberty Global Group 
shares. 

The deal massively increased LiLAC’s scale, but it quickly became apparent that the CWC purchase 
price was excessive (10.7x TTM 3Q15 EV/EBITDA, including $125 million in previously projected cost synergies 
from the CWC/Columbus merger, but not including CWC/LiLAC synergies, later projected at $150 million), as 
CWC revenue growth has turned negative—and translation to U.S. GAAP accounting methods reduced 
earnings by another ~5%. LiLAC shares are down ~55% since their debut.  

The decision to dilute Liberty Global Group tracker shareholders rather than using LiLAC shares was 
somewhat puzzling, and the extremely disappointing subsequent performance of CWC/LiLAC left Liberty Global 
Group shareholders feeling as if they were stuck holding the bag while Malone and company were enriched by 
the CWC deal. Liberty Global Group received an ~67% inter-group interest in LiLAC in exchange for issuing 
stock, which it distributed to shareholders in June 2016. Although a sensible step toward full separation of 
LiLAC, it caused another even larger bout of forced selling. The distribution of 117 million LiLAC shares 
represented >2x the existing float. LiLAC shares declined 12% in just two days in the wake of the 
announcement and are now ~50% below the pre-announcement price.  

1 September 2014 report available at http://boyarresearch.com/bvg-pdf/libertyglobal2014.pdf 
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Liberty Global has become a popular, or “crowded,” stock among hedge funds in recent years, and the 
negative optics surrounding the LiLAC transactions likely led to an extreme level of shareholder turnover. LGI 
shares were also long buoyed by incessant speculation about an acquisition by Vodafone, talk that finally 
subsided in 2016. Although the CWC/LiLAC transactions have not been successes to date, an assessment of 
LGI’s management and its M&A strategy should be afforded a longer-term perspective. John Malone’s broader 
Liberty empire has produced almost unrivaled shareholder returns throughout the decades, with particular 
success in the cable industry. Liberty Global CEO Mike Fries has led the Company since its creation in 2004, 
and despite the recent underperformance, shares have returned 295% since 2004 versus ~90% for the S&P 
500. Mr. Fries’s incentives are closely aligned with those of shareholders, considering his stake of ~4 million 
shares in Liberty Global and right of first refusal if John Malone sells his supervoting LBTYB shares.  

Reassessing Liberty’s fuller M&A track record in recent years is also instructive. Although the record is 
mixed, on the whole it is positive. The Virgin Media acquisition in 2013, completed at <8x forward OCF, was the 
Company’s largest transaction and has the potential to be a home run. It is still too early to assess the 2014 
Ziggo acquisition, for deal synergies were not expected to ramp until 2017-2018, but the 11x OCF multiple paid 
appears excessive. It is also too early to judge the price tag for the Ziggo/Vodafone and BASE mobile 
transactions as we wait to see whether the purported long-term synergies arrive, but Ziggo was favorably valued 
(for LGI shareholders) and the strategic rationale was compelling for each deal. LGI has also shown some 
prudent restraint in its M&A strategy over the years. The Company has opportunistically exited markets that 
were less attractive or sub-scale, such as Scandinavia, France, Japan, and Australia, and has avoided 
overpriced cable deals in more economically troubled European countries such as France, Spain, and Italy. LGI 
sold its primary programming business, Chellomedia (a collection of European and Latin American networks), to 
AMC Networks for $1.0 billion in January 2014 at an attractive ~10x forward EBITDA in a tax-efficient 
transaction after deeming it non-strategic. 

We believe that long term shareholders are likely to benefit from LGI’s decision to remain independent 
while it completes strategic goals that include separating the Latin America business, expanding the cable 
footprint, and testing various options in mobile. A later tie-up with Vodafone could still be completed, with LGI 
negotiating from a greater position of strength. Also of note, LGI management still plans to initiate a “hard spin,” 
or full legal separation, of LiLAC as soon as 2H17. Finally, we wish to highlight recent insider purchases of 
Liberty Global (and LiLAC) shares, including 30K LBTYA shares by CEO Fries at $30.46 a share in November 
2016.  

Business Overview 
The Liberty Global Group tracking stock (LBTY class A/B/K) principally reflects the economic 

performance of LGI’s European cable assets. Liberty Global is the largest broadband communications multiple-
system operator (MSO) in Europe, having cable (and to a much lesser extent, satellite and mobile) operations 
under a number of consumer brands in 12 countries. As of September 30, 2016, Liberty Global Group provided 
services to 25.8 million unique customers accounting for 54.1 million subscription services or revenue-
generating units (RGUs) across video (22.5 million), broadband internet (17.3 million), and fixed-line telephony 
(14.4 million). LGI also has 6.8 million mobile subscribers in Europe.  

As illustrated in the following tables, the Company’s earnings base is fairly diversified across its Western 
European businesses outside the U.K./Ireland, where Virgin Media contributes approximately 1/3 of revenue 
and adjusted OIBDA. The other “big 5” regions are Germany (18% of adj. OIBDA YTD 3Q16), through 
subsidiary Unitymedia; the Netherlands (16.9%), under the Ziggo brand; Belgium (13.7%), through 57.5%-
owned subsidiary Telenet Group Holding N.V.; and Switzerland/Austria (12.2%), through wholly owned UPC 
Holding. UPC Holding also operates in 5 Eastern and Central European countries that collectively contribute 5% 
of adjusted OIBDA.  
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Liberty Global Performance by Geography (USD millions) 

Revenue: YTD 3Q16 % 
 

Adjusted OIBDA YTD 3Q16 % 
European Operations Division:     

 
U.K. + Ireland (Virgin Media) 2,206 33.8% 

U.K.  4,658  35.7% 
 

Germany (Unitymedia KabelBW) 1,188 18.2% 
The Netherlands  2,030  15.6% 

 
The Netherlands (Ziggo) 1,108 16.9% 

Belgium  2,011  15.4% 
 

Belgium (Telenet) 892 13.7% 
Germany  1,900  14.6% 

 
Switzerland + Austria 795 12.2% 

Switzerland  1,034  7.9% 
 

Total Western Europe 6,189 94.7% 
Ireland  328  2.5% 

 
Central and Eastern Europe 346 5.3% 

Poland  295  2.3% 
 

Central and other (244) — 
Austria  286  2.2% 

 
Total European Division 6,291   

Hungary  203  1.6% 
    The Czech Republic  134  1.0% 
    Romania  128  1.0% 
    Slovakia  44  0.3% 
    Other   6  0.0% 
    Total LGI Europe  13,056  100% 
     

In addition to its numerous cable properties, Liberty Global Group also includes a smaller collection of 
programming assets and other investments. Liberty Global recently built a 10% stake in leading independent 
British broadcasting group ITV and purchased a 3.4% stake in Lionsgate. Liberty Media’s other investments 
include a 50% stake in All3Media (acquired at a £550 million enterprise value), a small stake in Sumitomo Corp. 
(publicly valued at approximately $600 million), and a 17% stake in Polish DTH operator ITI Neovision SA 
(formerly Canal+ Cyfrowy SA), valued at upward of $200 million. 

Market Overview and Financial Performance 
LGI faces unique competitive conditions in each of its 12 European markets. But from a more general 

perspective, investors should be aware of some differences in conditions between LGI’s European markets and 
those faced by U.S. media/telecom companies. Liberty Global principally competes against former national 
telecom monopolies in most countries, some of which still have significant government ownership. In most 
markets, LGI is the only infrastructure-based competitor; the level of true fiber (fiber to the home, or FTTH) 
competition varies from country to country, but LGI faces large-scale FTTH overbuilders only in Switzerland and, 
to a lesser extent, the Netherlands. Although many telcos have been slowly extending their fiber to the curb 
(FTTC), cable networks are still far superior to FTTC and the investment required for FTTH tends to be 
daunting/uneconomical for telcos. This significant structural advantage can be partially offset by more 
burdensome regulatory environments, such as higher tax regimes, open access provisions, and rate 
regulations. Some European telcos also have exhibited a greater tendency to engage in irrational price 
competition from time to time. 
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OECD European Fixed Broadband Subscriptions by Technology, December 2015 
(Per 100 inhabitants) 

 
Total DSL Cable Fiber Other

1 Switzerland 51.9 26.0 14.8 10.3 0.8

2 Denmark 42.4 19.8 12.3 10.0 0.3

3 Netherlands 41.3 16.6 19.1 5.6 0.0

4 France 40.4 33.3 4.5 2.1 0.5

6 Norway 39.4 13.2 12.2 13.1 0.8

7 United Kingdom 37.9 30.6 7.2 0.0 0.0

9 Germany 37.6 28.9 8.1 0.6 0.1

10 Belgium 36.8 17.9 18.7 0.1 0.1

12 Sweden 35.7 11.4 6.6 17.5 0.2

13 Luxembourg 35.2 26.0 3.8 5.4 0.0

15 Greece 31.7 31.6 0.0 0.0 0.1

16 Finland 31.6 15.6 7.4 8.2 0.4

18 Portugal 30.3 10.0 10.2 8.1 2.0

21 Spain 29.2 16.5 5.5 6.8 0.3

21.5 OECD 29.0 13.3 9.3 5.6 0.8

22 Austria 28.5 18.7 9.1 0.5 0.2

23 Ireland 28.2 19.0 8.1 0.1 1.1

25 Czech Republic 28.0 9.0 5.1 4.5 9.4

26 Hungary 27.6 8.3 13.4 4.5 1.4

27 Slovenia 27.6 11.8 8.6 6.8 0.5

29 Latvia 25.5 6.9 0.7 15.5 2.4

30 Italy 24.5 21.1 0.0 0.6 2.8

31 Slovak Republic 23.5 8.9 2.9 6.3 5.3

32 Poland 18.6 7.0 6.7 1.0 3.9  
Source: OECD 

Broadband Business Far from Mature 
Broadband internet penetration is relatively high in Western Europe, but true high-speed adoption is still 

limited, and LGI principally competes against inferior DSL-based (copper wire) broadband. LGI’s speed 
advantage presents a compelling opportunity to continue to gain share. Switzerland (at 20%) is the only country 
in LGI’s footprints where 20% of broadband subscriptions are FTTH, according to the OECD. For another 
example, next-generation broadband access (defined as 24 Mb/s or faster) was 90% in the U.K. as of 2015, but 
penetration was still just 9.2 million of 24.7 million eligible homes (37%). Overall, LGI’s broadband penetration 
rate is just 35.7% in Western Europe. This has been increasing by ~1% per annum, on average (34.3% at the 
end of 2014). Penetration rates are even lower in Central and Eastern Europe (29.4% for LGI). LGI has 
achieved penetration rates between the mid-40% to mid-50% range in more mature markets, and we see little 
reason why this could not be replicated across LGI’s European footprint over the long run. 
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LGI Group Subscriber Penetration Rates (September 30, 2016) 
(In thousands) 

 Homes 
Passed 

Customer 
Relationships 

Total 
RGUs 

Total  
Video 
Subs 

Internet 
Subs 

Telephony 
Subs 

United Kingdom 13,155 5,250 13,000 3,724 4,868 4,409 
penetration rate 

 
39.9% 2.5x 28.3% 37.0% 33.5% 

Germany 12,879 7,157 12,741 6,430 3,264 3,047 
penetration rate 

 
55.6% 1.8x 49.9% 25.3% 23.7% 

The Netherlands 7,070 4,013 9,649 3,993 3,133 2,524 
penetration rate 

 
56.8% 2.4x 56.5% 44.3% 35.7% 

Belgium 2,974 2,156 4,874 2,029 1,594 1,251 
penetration rate 

 
72.5% 2.3x 68.2% 53.6% 42.1% 

Switzerland 2,227 1,290 2,485 1,245 745 496 
penetration rate 

 
57.9% 1.9x 55.9% 33.4% 22.3% 

Austria 1,386 653 1,402 489 498 415 
penetration rate 

 
47.1% 2.1x 35.3% 35.9% 30.0% 

Ireland 842 458 1,028 312 364 352 
penetration rate 

 
54.4% 2.2x 37.1% 43.2% 41.8% 

Total Western 
Europe 40,532 20,977 45,180 18,220 14,465 12,495 

penetration rate  51.8% 2.2x 45.0% 35.7% 30.8% 
Poland 3,095 1,430 2,925 1,207 1,086 632 

penetration rate 
 

46.2% 2.0x 39.0% 35.1% 20.4% 

Hungary 1,692 1,112 2,147 956 621 570 
penetration rate 

 
65.7% 1.9x 56.5% 36.7% 33.7% 

Romania 2,811 1,259 2,226 1,251 525 450 
penetration rate 

 
44.8% 1.8x 44.5% 18.7% 16.0% 

Czech Republic 1,445 710 1,218 601 466 152 
penetration rate 

 
49.1% 1.7x 41.6% 32.2% 10.5% 

Slovakia 560 271 448 242 126 80 
penetration rate 

 
48.3% 1.7x 43.2% 22.5% 14.4% 

Total CEE 9,604 4,782 8,964 4,257 2,823 1,884 
penetration rate 

 
49.8% 1.9x 44.3% 29.4% 19.6% 

Total Liberty 
Global Group 50,135 25,758 54,143 22,477 17,288 14,378 

penetration rate 
 

51.4% 2.1x 44.8% 34.5% 28.7% 
       

Additionally, LGI has footprint expansion opportunities in large regions such as the U.K. and Germany. 
As we detail later, Virgin Media’s cable footprint still covers <50% of the U.K. but Virgin is implementing a major 
expansion project. LGI is still a regional fixed broadband player in Germany and Belgium but has the highest 
speed broadband offering in its markets—and it is expanding. In Germany, primary competitor Deutsche 
Telekom (DT) is steadily moving toward a near-nationwide fiber to the curb network but this will only enable max 
speeds of 50 Mb/s and DT has not revealed any FTTH plans. LGI is currently pursuing a modest organic 
expansion strategy in Germany, but is set to accelerate the pace of expansion going forward. An eventual tie-up 
with cable peer Kabel Deutschland is possible if regulatory hurdles could be overcome. In Belgium, Telenet 
principally competes against former national telco monopoly Proximus Group (still majority-owned by the 
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Belgian government). Mobile operator Mobistar is also getting into the fixed market, including via a wholesale 
arrangement to use Telenet’s network. Telenet has achieved a remarkable 53.6% broadband penetration rate in 
its footprint of Flanders and part of Brussels, leaving limited room for growth there. But as recently as December 
2016, Telenet announced it would acquire SFR’s (affiliated with Altice) cable business in Belgium and 
Luxembourg (SFR BeLux) for EUR400 million. SFR BeLux’s 90,000-customer base has a complementary 
footprint that will provide Telenet with an initial entry into Belgium’s southern region Wallonia and increase its 
coverage in Brussels to two-thirds of the capital region. 

Pay-TV: Less Challenged Than U.S. Market 
Pay-TV penetration in Western Europe is lower than in the U.S. (~57% vs. ~80%), reflecting more 

robust free-to-air (FTA—i.e., broadcast) video competition as well as differences in consumption patterns. Exact 
conditions vary from market to market, but in the U.K. video market, for example, there were 17.9 million 
traditional pay-TV households at the end of 2015, up from 14.4 million in 2010 but still representing <60% 
penetration, according to the U.K.’s Office of Communications (Ofcom). Americans watched 28% more live 
television than Brits in 2015, on average, according to Ofcom. As illustrated in the following charts, broadcasters 
account for almost half of programming spending, and film/sport packages account for the bulk of pay-TV 
services in the U.K. Sky (the leading pay-TV provider, having more than 11 million subscribers) and, more 
recently, BT offer popular sport packages but are required to provide wholesale access, and Virgin is a reseller. 
Virgin has achieved 3.7 million video subs or 28% penetration, well short of its 37% broadband penetration. In 
Germany, video represents over 50% of LGI’s RGUs, but enhanced next-generation video penetration is <25% 
of its video base and ARPU per customer relationship (LGI does not break out product-level ARPU) is only €24. 
Bulk, volume-discounted basic video agreements with housing associations contribute approximately two-thirds 
of LGI’s German video subs. 

U.K. Network TV Programming Spend by Sector: 2015 

 

Source: Ofcom/broadcasters 

Overall, LGI’s pay-TV penetration rate is still an impressive 45% in Europe. But bundles tend to be 
smaller and less rigid, programming costs are lower, and next-generation technology (enhanced set-top boxes, 
digital video) has gained less penetration than in the U.S., making pay-TV a lower-ARPU product in Europe. 
Accordingly, pay-TV is a smaller driver of results than implied by subscriber counts. This does not mean that 
pay-TV cannot be a source of growth in many markets for LGI. Approximately 34% of LGI’s video subscribers 
still do not receive digital TV feeds. Digital TV migration enables “more than twice” the analog ARPU, according 
to CEO Fries. The Company is also in the earlier innings of transitioning subscribers to its next-generation digital 
video products, Horizon TV and TiVo (in the U.K.). Horizon TV features on-demand and DVR services and 
utilizes technology developed in partnership with the leading U.S. cable companies. LGI also offers the Horizon 
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Go app, which enables internet streaming. Next-generation TV accounted for 7.4 million, or just 38% of video 
subs as of 3Q16, but this is up from just 6.2 million a year earlier. LGI management estimates that Horizon 
subscribers provide ~15% ARPU uplift and ~15% reduction in churn versus traditional digital subscribers. 

Financial Performance 
LGI’s recent results have disappointed relative to management’s targeted growth rates. LGI’s rebased 

(constant currency and pro forma for acquisitions) adjusted OIBDA (which LGI alternatively refers to as OCF) 
growth slowed from 5.3% in 2014 to 3.5% in 2015. LGI management guided for 5-7% rebased OCF growth in 
2016, excluding the Netherlands, and 7-9% annualized rebased OCF growth over the three years from the end 
of 2015 to 2018. But OCF growth has come in at just 2.3% YTD 3Q16. LGI has faced particularly heavy 
competitive pressures in the Netherlands from KPN, and growth has yet to turn positive there. Macroeconomic 
conditions in Europe have also been less than helpful. LGI’s business is relatively recession-resistant (having 
recorded growth for 45 consecutive quarters), but a weak employment/consumer spending environment can 
limit LGI’s pricing power and increase customer churn. 

Liberty Global Historical Financial Performance ($ millions) 

 
2014 2015 

 

YTD 
3Q15 

YTD 
3Q16 

Total revenue $17,044 $17,063 
 

$12,773 $13,068 
Total revenue growth, rebased 2.9% 3.2% 

  
2.6% 

Adjusted OIBDA $8,046 $8,176 
 

$6,111 $6,128 
Margin 47.2% 47.9% 

 
47.8% 46.9% 

Adjusted OIBDA growth, rebased 5.3% 3.5% 
  

2.3% 
U.K./Ireland 7.1% 6.3% 

  
3.4% 

The Netherlands (0.9%) (2.0%) 
  

(1.8%) 
Germany 9.0% 7.1% 

  
6.7% 

Belgium 6.9% 5.6% 
  

2.2% 
Switzerland/Australia 3.5% 6.0% 

  
4.5% 

Central and Eastern Europe 1.5% (2.7%) 
  

(1.0%) 

Despite the recent results, there are reasons for optimism. Although the European economy broadly 
continues to operate below potential, there are some signs that deflationary pressures are easing and GDP 
growth increasing. Excluding the Netherlands, rebased OCF growth has averaged over 3% in 2016 and 
accelerated to 5.2% in 3Q16. Management maintained its 2016 and 3-year rebased OCF growth targets, 
implying confidence that growth will continue to accelerate. LGI is implementing a wide-reaching efficiency/cost 
savings program aimed at keeping indirect costs flat from 2016 to 2018, and the full effects of the program 
should start to show in 2017 financials. LGI is also ramping up broadband expansion plans in key markets such 
as the U.K. and implementing new mobile strategies in the Netherlands and Belgium, discussed hereafter.  

We also note that currency is a major factor in Liberty Global’s reported financial results. With a U.S. 
stock listing and a U.S. dollar reporting currency, LGI’s stock price and reported financial results fluctuate with 
changes in the USD/EUR and USD/GBP exchange rates. U.S.-based investors should properly treat LGI as a 
European stock having unhedged exposure to the euro and British pound. LGI Group has minimal dollar-based 
revenue and only modest corporate-level expense exposure, and LGI does not substantially hedge its profit 
stream into dollars. Of particular importance, LGI also matches the currency of its debt with its revenue base, 
with nearly all debt held by the respective operating businesses rather than at the holding company level. 

U.K. Broadband Outlook: Long Runway for Virgin 
LGI’s Virgin Media subsidiary has 5.2 million internet subscribers across the U.K. (4.88MM) and Ireland 

(364K) as of 3Q16. Virgin’s primary competition in the U.K. broadband market is from incumbent former 
monopoly telecom operator BT, which provides both direct and wholesale internet services. BT holds ~33% 
direct retail share of the market, having 8.1 million subscribers at the close of 2015. Sky (6 million broadband 
subs) and TalkTalk (3.1 million retail broadband subs, or 4 million total subs including 780K “fiber”) are the other 
major internet providers, but they principally utilize BT’s local network under regulated terms (local loop 
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unbundling). BT’s Openreach business provides BT’s consumer segment as well as wholesale customers with 
access to BT’s local network. A large portion of internet services provided by BT wires are still DSL-based 
services which utilize inferior copper wire, but Openreach has also been expanding its fiber network over time. 
However, it should be emphasized that BT’s “fiber” network does not extend to the home but rather still relies on 
inferior copper wires for the last mile. At the close of 2016, Openreach had 4.7 million direct and 7.2 million total 
(retail and wholesale, residential and business) fiber broadband subscribers, or 27% penetration of homes 
passed and 51% of its retail broadband subscribers. 

U.K. Broadband Market Landscape 

 
 

 
Source: Ofcom, operator data 

 As the only major network-based provider other than BT, without BT’s burdens of a legacy lower-
capacity copper system and open access requirements, Virgin Media is in a uniquely strong competitive 
position. Peak internet data traffic is growing at ~50% per year and expected to continue, putting a premium on 
network speed/capacity. The market for high-speed broadband in the U.K. is still relatively immature but is 
growing quickly; the proportion of U.K. residential broadband subscribers having 30 Mb/s or faster advertised 
speeds increased 9% Y/Y to 42% in 2015. While BT has made gains with its network, it is still playing catch-up 
to Virgin in terms of network capability. Virgin Media offers best-in-class broadband: marketed speeds up to 200 
Mb/s utilizing DOCSIS 3.0 technology, or ~3x the maximum advertised speeds for BT, Sky, and TalkTalk “fiber” 
packages. Over time, Virgin expects to transition to DOCSIS 3.1 technology offering maximum speeds up to 1 
Gb/s. BT is only in the trial stage of developing a next-generation “ultrafast” broadband offering with anticipated 
marketed speeds of 300 Mb/s to 500 Mb/s. BT expects to have 500K homes and businesses covered with 
ultrafast broadband by April 2017 and aims for 10 million lines by 2020 given “the right regulatory environment.” 
If history is a guide, BT is unlikely to meet this longer-term target. 

A wildcard in the U.K. broadband landscape is the regulatory status of BT’s Openreach business. 
Regulators and wholesale customers (Vodafone, Sky, TalkTalk) allege that Vodafone has taken advantage of its 
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market position to charge excessive rates while underinvesting in network upgrades. Ofcom has been pressing 
BT to legally separate Openreach so as to spur investment. However, BT has resisted efforts to completely 
separate the business. The U.K. government has also offered tax incentives to spur additional fiber competition, 
but there has been minimal progress to date, and tax incentives are unlikely to materially improve the 
challenged economics of the fiber overbuild model. TalkTalk is trialing a fiber buildout in York in partnership with 
CityFibre, but this is targeting only ~50K homes in a market not covered by BT. Sky recently exited the JV.  

Project Lightning 
Virgin Media has an extremely attractive runway to continue to gain U.K. market share for many years to 

come. In early 2015, Virgin unveiled a massive 5-year network expansion project named “Project Lightning.” 
Virgin aims to expand its network by 4 million homes and businesses in the U.K., bringing coverage from ~50% 
of the U.K. to close to 2/3. A large portion of the expansion is “infill” of homes that may be within only 20 meters 
of Virgin’s network, which will reduce construction costs. The network build is projected to cost £3 billion, 
including network planning and construction (GBP2.4 billion) and variable costs, and will consist of ~50% hybrid 
fiber-coaxial (HFC) cable and ~50% fiber-to-the-premises (FTTP). LGI has laid out extremely attractive 
economic projections for Project Lightning, including up to ~30% unlevered return on investment. This is based 
on achieving 35-40% penetration rates over 4-5 years, generating upward of GBP1 billion in revenue at 60% 
contribution margins. 

LGI completed 250K line extensions in 2015 and, despite a slower-than-expected start in 2016, had 
completed 250K line extensions by 3Q16 and is expected to report the completion of 450-500K line extensions 
by the close of 2016. The pace of expansion will ramp up in 2017 with a projected £800 million of investment, 
followed by £1 billion in 2018. Considering that Virgin is already achieving close to 30% penetration in the first 
12 months for new buildouts and has achieved ~40% or greater penetration in some more mature markets, 
there could be upside to its penetration targets over time. 

Pricing Pressure Abating? 
As illustrated in the following chart, there has been an increased level of competitive pricing action in the 

U.K. in recent years. We see some potential for the recent spate of promotional offerings to subside. BT 
announced price increases for its broadband and BT Sport products in January 2017, effective in August. Sky 
also recently announced a video price increase, and Virgin increased prices in November 2016. BT’s recent 
financial challenges could also lead it to take a more restrained approach to pricing. On January 24, 2017, BT 
revealed the shockingly massive scale of an accounting scandal at its Italian offices, which included charges in 
excess of £500 million as well as a nearly £200 million revision to annual EBITDA, and wiped out 20% of the 
company’s market cap. This could potentially even force the company to roll back its planned increase in capital 
spending for Openreach in the coming years.  

 

 

 

Source: Simplify Digital via Ofcom  

Promotions as a Proportion of Total Monthly Price for Dual-Play and Triple-Play 
Bundles 
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Additional European Cable Network Expansion 
Virgin Media will account for the bulk of LGI’s greenfield expansion plans in the coming years, but the 

Company still has meaningful opportunities to grow its footprint in several other markets. LGI believes that it can 
add approximately two to three million additional passings over the next 3-4 years, principally in Germany and 
Central and Eastern Europe. 

LGI’s Mobile Strategy Evolving  
Broadly, the cable/high-speed internet business tends to be less competitive and less regulated than 

mobile telephony services—helping to make it, in our view, more attractive from an investment standpoint. 
However, there is a growing convergence between fixed and mobile services both from a consumer market 
perspective (from voice-driven to data-driven mobile device usage) and, to some extent, a technological one 
(4G/LTE, WiFi/fiber backhaul, etc.). The level of convergence varies by market but generally is still in the early 
stages. LGI has rolled out mobile products in most of its territories and now has 6.8 million mobile subscribers in 
Europe, but LGI has relied on capex-light MVNO (mobile virtual network operator) arrangements in which it 
leases wholesale network capacity from a third party. MVNO arrangements can vary from “thin” arrangements 
that are essentially only branded resale agreements to “thick” or “full” MVNOs based on the level of technology 
integration and control over the customer/plan. LGI’s mobile ARPU (monthly) is only ~$20, and the margin on 
MVNO products tends to be modest. 

Until recently, LGI CEO Mike Fries and his management team had expressed little interest in becoming 
a full-scale mobile operator, averse to the more crowded marketplace and less compelling financial model. But 
over the past year or two, the Company has reversed this strategy. In some markets in Europe, unlike in the 
U.S., LGI already competes against nationwide telecom operators that already have integrated mobile and 
internet offerings—which may be forcing its hand. Mike Fries stated in January 2017 that “throughout 
Europe…ultimately there will be two fixed-mobile [converged] players in every country. We want to be one of 
them.” As we detail in the following sections, LGI recently moved to a fully converged model in two major 
territories, and more mobile M&A could be on the horizon. Although it is too early to reach a verdict, LGI’s 
strategy of building out MVNO products and then opportunistically moving to a fully converged model appears 
sensible. For one, quadruple-play (broadband, video, fixed and mobile telephony) products substantially lower 
churn rates. Building a large MVNO subscriber base would also create a valuable asset if LGI were to later 
transition to a fully owned network via M&A. A fully owned mobile business makes particular strategic sense in 
markets where LGI has a wide enough cable footprint to extract synergies. The list of potential areas of synergy 
is long, including combined sales and marketing efforts, bundled services with joint billing (which reduces 
subscriber churn), and wireless network backhaul via fixed cable network assets.  

Netherlands: Transformative Merger  
The strategic rationale for Liberty to seek a full-fledged mobile partnership was particularly strong in the 

case of Liberty’s Dutch cable assets. For background, LGI completed the acquisition of leading Dutch cable 
operator Ziggo in November 2014, which more than doubled LGI’s scale and created a nearly nationwide cable 
footprint after merging with its existing UPC Nederland unit. However, Ziggo’s results have not lived up to 
expectations over the first two years. While Ziggo faces no major competition from other cable upstarts in the 
broadband business, Ziggo has continued to face heavy pressure from KPN, the Netherlands’ incumbent former 
national telecom monopoly. KPN operates an integrated national broadband and mobile telephony network. 
KPN has been transitioning from inferior DSL-based internet services to fiber and has overbuilt fiber on ~30% of 
Ziggo’s footprint.  

KPN has an estimated 41% broadband market share in the Netherlands versus Ziggo’s 43%—Ziggo’s 
market share having stalled in recent years. In the video business, although Ziggo maintains over 50% market 
share, KPN has also been gaining traction and now holds ~29% TV market share. KPN is the leading fixed 
telephony (51% share) and top mobile operator in the Netherlands, having ~44% direct market share (consumer 
and business) and LTE services. KPN has taken advantage of its leading mobile position to win subscribers by 
offering attractively priced triple- and quadruple-play bundles, with 37% of its broadband subscribers taking up 
fixed-mobile bundles as of 4Q16, up from 29% a year earlier. Ziggo’s MVNO service has not gained traction 
since launching in late 2013 (<1% market share at year-end 2015), and its lack of a true mobile offering has 
been a major weakness. 
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On February 15, 2016, Liberty Global and Vodafone announced that the two companies had reached a 
transformative agreement to combine their respective Dutch businesses, Ziggo and Vodafone Netherlands (NL), 
in a 50/50 joint venture. The deal received regulatory approval and was completed at the close of 2016. The 
Dutch JV offers compelling strategic and financial rationales. Vodafone NL will provide LGI the ability to fully 
compete against KPN in mobile; Vodafone Netherlands is a strong #2 in the mobile business with ~35% market 
share. Ziggo’s nationwide cable footprint allows the combined entity to fully leverage the synergies from 
fixed/mobile convergence and bundled product offerings. The pro forma combined VodafoneZiggo entity would 
have generated €4.3 billion of revenue and €1.8 billion of OCF YTD 3Q16 across 15 million RGUs (4.0 million 
video, 3.1 million broadband, 2.5 million fixed telephony, and 5.2 million mobile). The companies estimate that 
VodafoneZiggo will produce €210 million in annual run-rate cost and capex synergies within 5 years. This 
represents approximately 5% of the JV’s current revenue base, which does not appear to be an unreasonably 
ambitious figure. In addition, the companies expect to generate revenue synergies having a net present value of 
at least €1 billion. Overall, LGI estimates that the present value of all synergies from the transaction could total 
€3.5 billion, net of transaction costs.  

VodafoneZiggo Pre-Merger Financials 

 
FY 2015 

 
Ziggo Vod. NL 

Rev. € 2,484 € 1,929 
OCF/EBITDA € 1,352 € 643 
Less Shareholder Recharges € (81) € (48) 
OCF, Net € 1,272 € 595 
PPE € (484) € (338) 

 

 According to the terms of the deal, Ziggo was contributed to the JV with €7.7 billion in debt, whereas 
Vodafone NL was contributed on a debt-free, cash-free basis. LGI also received an ~€0.8 billion equalization 
payment to reflect its contribution of more valuable cable assets. The JV aims to maintain leverage at 4.5x-5x 
EBITDA, and the initial recapitalization transactions generated €2.8B in proceeds, to be returned to the JV 
partners. LGI also received over €500 million in cash from Ziggo between the announcement and close of the 
JV. After taking into account the €0.8 billion equalization payment, LGI received €2.2 billion in cash payments 
after the deal closed (Vodafone received €0.6 billion). Strong underlying free cash flow, combined with a 
growing EBITDA base, should allow significant cash to continue to be up-streamed to LGI and Vodafone on a 
regular basis.  
 

Belgium: Mobile Acquisition  
Liberty Media’s majority-owned Belgian subsidiary Telenet also recently became a full mobile network 

operator through the acquisition of BASE N.V. from KPN for €1.325 billion, announced in April 2015 and 
completed in February 2016. BASE was the third-largest mobile operator in Belgium, having 3.3 million 
subscribers, or 21% market share. The price tag represented a hefty valuation multiple for a mobile business, at 
8x 2015E EBITDA (7.8x 2014 EBITDA), and BASE was investing heavily in capex (€164 million in capex in 
2014 vs. €171 million in adj. EBITDA). But LGI saw significant synergy potential from the mobile acquisition, 
projecting a massive €150 million of annual run-rate synergies by 2019. The bulk of the synergy target comes 
from recapturing more mobile gross margin as Telenet’s mobile subscribers (just over 1 million prior to the 
BASE acquisition) are migrated from Telenet’s MVNO relationship with Mobistar/Orange Belgium (which lasts 
through 2018) to the BASE network. Telenet expects meaningful additional opex synergies and ~€5 million in 
capex synergies. Net of the synergies as well as projected investments and other one-off costs of €240 million, 
the projected valuation multiple paid by Telenet dropped to a much more attractive 5x adjusted EBITDA. 
Telenet’s decision to acquire a full mobile operator also makes more strategic sense in light of the subsequent 
acquisition of SFR BeLux. SFR already had an MVNO relationship with BASE, and the acquisition will enable 
Telenet to offer fully-controlled quad-play services across more of Belgium.  
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Telenet has shown some early signs of progress with the BASE integration. Telenet’s new quadruple-
play bundle gained 99,000 subscribers in just over three months from launch, bringing total quadrupleplay 
penetration to 23% of Telenet’s cable subscribers. Telenet also boosted its synergy target to €220 million by 
2020, with ~70% from COGS savings on the transition from MVNO to owned services. This reflects the steadily 
growing mobile data demands and limited cost leverage in the MVNO contract. As it transitions subscribers to 
the BASE network, Telenet estimates it will be able to utilize its fiber network to backhaul ~75% of mobile data in 
Flanders and Brussels. The integration upside is being tempered in the near term by competitive pricing 
pressures and steady prepaid subscriber losses in the legacy BASE business as well as regulatory headwinds 
impacting roaming revenue. Telenet also increased its projected one-off costs and investments associated with 
the BASE acquisition to €300 million.  

U.K.: Multiple Options  
Virgin has 3.0 million mobile subscribers (2.4 million postpaid) through its MVNO relationship with EE, 

which was recently extended through 2021 with terms that will provide Virgin with more product flexibility. LGI 
has felt less pressure to pursue a full-fledged mobile business in the U.K. until recently, being the only major 
provider with a converged service offering. But SKY (via the O2 network) recently entered the mobile business 
via MVNO, and BT purchased EE in January 2016, which could lead LGI to rethink its position at some point. 
LGI CEO Mike Fries has described Virgin’s current position as one of “complete optionality.” LGI should be in 
the driver’s seat in any M&A negotiations, considering Virgin’s premium network assets.  

Balance Sheet and Free Cash Flow 
Liberty Global is a prototypical John Malone company from a balance sheet/FCF perspective. The high-

margin, fixed-cost nature of the cable business makes it amenable to a leveraged balance sheet. Management’s 
targeted leverage ratio is 4-5x OCF, and consolidated net leverage was 4.6x at the Liberty Global Group level 
as of 3Q16. LGI also has ~$10 billion in deferred tax assets, including $6 billion in NOLs, which should shield 
the Company from paying significant cash taxes for years to come. LGI’s U.K. domicile and absence of U.S. 
assets should continue to shield it from U.S. corporate tax rates once its tax assets are exhausted.  

This is the classic playbook for John Malone’s “levered return on equity” investment philosophy. If LGI 
can achieve its 7-9% medium-term annualized OCF growth target, this should translate to mid-teens annualized 
FCF growth for equity holders. However, the underlying FCF growth will be hidden in the interim, as the 
Company is ramping up capex to support Project Lightning in the U.K. along with additional network expansion 
plans. LGI’s current capex levels are running at an elevated 23-24% of revenue, ~5-6% above normalized 
levels. Even at these levels, Liberty Global Group produced ~$1.8 billion in free cash flow in each of 2014 and 
2015 (~$2/share) and should record similar levels of FCF in 2016-2017. LGI has plowed FCF into share 
repurchases, repurchasing $3.9 billion between 2014-2015 (avg. price ~$45) and an additional $1.5 billion in the 
first three quarters of 2016 as part of a planned two-year, $4 billion repurchase program. The €2.2 billion 
payment from the close of the VodafoneZiggo transaction will provide some additional firepower.  

Liberty Global Group (Tracker) Free Cash Flow and Leverage ($ millions)* 

 
2014 2015 

 

YTD 
3Q15 

YTD 
3Q16 

CFFO $5,324 $5,399 
 

$3,958 $3,814 
PPE additions $3,653 $3,910 

 
$2,821 $3,110 

% Revenue 21.4% 22.9% 
 

22.1% 23.8% 
Capex 

     Capex % Revenue 18.8% 17.1% 
 

17.3% 15.3% 
FCF $1,671 $1,489 

 
$1,137 $704 

Adjusted FCF $1,753 $1,771 
 

$1,405 $735 
Net Debt/OCF 4.7x 5.4x 

  
4.6x 

Repurchases  $1,585   $2,321  
  

 $1,504  
*Note: Financials are inclusive of Ziggo and not pro forma for VodafoneZiggo JV closed 12/31/16 

Although investors should be skeptical of the unverifiable “normalized” capex levels that companies 
often cite, LGI’s capex levels were as low as 17% of revenue in 2013 and 18.8% in 2012. This should set LGI up 
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for explosive FCF growth near the end of the decade if the Company’s network expansion tapers off. Projecting 
OCF growth at or below the low end of LGI’s target at 7% through 2020, normalized capex of 18%, and a tax 
rate of 18%, we estimate LGI could generate upward of $3 billion (~$4.50/share) in fully-taxed FCF by 2020 
including up-streamed earnings from VodafoneZiggo.  

M&A is likely to continue to be a part of LGI’s capital deployment strategy as well. But outside of a 
transformative deal (e.g. Vodafone), the scale of M&A will almost necessarily be more limited going forward; LGI 
management has noted that its European cable markets are no longer in need of major roll-up other than in 
Poland (a relatively small market), where LGI’s UPC Poland only passes ~20% of homes. On cue, in October 
2016, LGI announced it would acquire Multimedia Polska for $760 million or ~8x EBITDA. The deal will expand 
LGI’s footprint in Poland by 1.6 million homes, or ~50%, pending regulatory approval. Germany and Belgium are 
two other areas where M&A is necessary for LGI to gain national coverage, but doing so would require the 
willing participation of Vodafone (Kabel Deutschland) in Germany and Voo in Belgium.  

Programming is another area of investment around the edges for LGI. In May 2014 LGI acquired 50% of 
U.K.-based global production company All3Media (in a 50/50 joint venture with another Malone-affiliated entity, 
Discovery Communications) from Permira at a £550 million valuation (8.5x EBITDA). All3Media and LGI recently 
reached a deal to create four original dramatic series that will exclusively air across LGI’s territories. Other 
recent transactions include the purchase of a 3.4% stake in film/TV studio Lionsgate for $195 million in 
November 2015 and the build-up of a 10% stake in the leading commercial British broadcaster ITV during 2014-
2015 at an aggregate cost of ~£860 million. ITV has been a frequent target of M&A rumors, and we would not 
be surprised to see LGI make a bid at some point. With U.K. competitors Sky and BT scaling up their owned 
programming, LGI could feel compelled to establish a more significant presence. While price always matters 
most, ITV is a high-quality asset. 

Valuation and Conclusion: Sum-of-the-Parts Discount Has Widened 
Liberty Global shares have been on a tear to start 2017, rising 18% in January. From a longer 

perspective, shares have underperformed since Asset Analysis Focus initially profiled the Company in 
September 2014, declining 7% (including the value of LILAK share distributions) versus a 14% increase in the 
S&P 500. However, it should be noted that the Euro Stoxx 600 Index has increased only 6% over the same 
timeframe, and U.S. dollar-based returns on European stocks would be far worse. For example, the U.S. dollar-
based Vanguard European Stock Index Fund has declined 13%, in line with LBTYK shares since September 
2014.  

Despite the recent rebound, LGI shares are arguably even more compelling now than in 2014. LGI 
shares have de-rated to ~9x OCF versus a longer term average of ~10x. LGI offers a unique investment in a 
European business that is recession-resistant, that has a highly defensible market position, and that still has a 
tremendous long-term runway for growth. Liberty Global has superior broadband offerings in each of its markets 
and should only continue to pull away from inferior copper-wire-based competition (DSL) as it begins to roll out 1 
Gb/s capable products within the next 3-5 years. Consumer data usage has been growing at ~50% or higher per 
annum, and this growth seems poised to continue, driven by video consumption migrating from television to the 
internet and higher-bitrate video, gaming, and so forth. LGI’s broadband penetration rate is still just 35% of 
addressable homes but growing ~1% per annum, and we see ~45% as an achievable long-range target. This is 
roughly on par with cable penetration rates in the U.S. (which are growing at record rates) and LGI’s penetration 
in the Netherlands (and well below Telenet’s 54% penetration of its Belgian footprint)—suggesting that there 
could be even more room to the upside. At the same time, LGI is organically expanding its European footprint by 
~15% over the next 3-4 years with attractive buildout economics.  

Currency movements, particularly USD/GBP post-Brexit, will continue to create headwinds for LGI’s 
reported results in 2017 based on current exchange rates. However, LGI’s underlying results are already 
showing early signs of acceleration as the network expansion plan ramps. OCF growth reached 5.2% in 3Q16, 
up from ~2.5% in 1H16. Looking forward, the pace of new passings added to the network will increase by ~50% 
between 2016 and 2018, and new markets should grow subscribership at outsized rates for 4-5 years or longer 
before approaching maturity. Additionally, business-to-business accounts for only ~10% of LGI’s revenue in 
Europe but is growing at ~10% in 2016, and LGI has penetrated only ~9% of the market opportunity. 
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Nonetheless, in our base case, we conservatively project that LGI only reaches a 7% annualized OCF 
growth rate in 2019. By comparison, management has reiterated its forecasted 3-year annualized OCF growth 
target of 7-9% from 2016 through 2018, which translates to ~8-11% growth in 2017 and 2018, considering the 
slower growth in 2016. Assuming minimal valuation multiple expansion, at 9.5x 2019E OCF, we estimate that 
Liberty Global Group’s intrinsic value could reach $51/share in three years. In the interim, we project that LGI 
could deploy upward of $7 billion into incremental share repurchases between 2017 and the close of 2019. The 
separation of the Latin American business and move from a tracking stock to a fully independent entity—
potentially as soon as 2H17—could also be a catalyst for a re-rating of Liberty Global Group shares.  

Liberty Global Group: Estimate of Intrinsic Value ($MM) 

2019E OCF (Consolidated) $ 7,427 
Assumed Multiple  9.5x 
Implied Enterprise Value $   70,556 
Less Net Debt, 2017E $ (35,210) 
Equity Value $ 35,346 

Plus 50% Equity in VodafoneZiggo @ 8.5x EV/OCF $      4,014 
Plus Investments $ 2,244 
Less Minority Interests $  (3,382) 
Equity Value, Liberty Global Shareholders, 2017E $      38,222 

Diluted Shares Outstanding, 2019E  

 LBTYA  185.1 
LBTYB  11.1 
LBTYK  553.9 

Liberty Global Estimate of Intrinsic Value Per Share, 2019E $    50.96 
   

 Current Share Price  
 LBTYA $ 36.23 

LBTYB $ 39.41 
LBTYK $ 35.00 
Implied Upside, LBTYK @ Zero Discount   46% 

Additional upside to our estimate could come from success with LGI’s mobile convergence strategy, 
which will begin its first test with fully owned mobile businesses in the Netherlands and Belgium in 2017. The 
Netherlands has been LGI’s worst-performing region in Western Europe for years, but the just-completed 
combination with Vodafone could be the catalyst for a turnaround. The companies have pegged the present 
value of projected synergies from the combination at €3.5 billion, including €1 billion value from revenue 
synergies. This represents nearly 20% of the pre-synergy market value of VodafoneZiggo, using a conservative 
valuation. In our base case for VodafoneZiggo, we project that the JV will achieve only approximately one third 
of its targeted synergies by the close of 2019 and that underlying revenue only stabilizes in 2017 before growing 
at 2% per annum and underlying OCF margins hold flat. At 8.5x EV/OCF, we estimate that LGI’s 50% equity 
stake in the JV is worth $4.0 billion in 2019 while producing ~$600 million in dividends up-streamed to LGI in the 
interim. If the JV can achieve its full synergy target by 2021, the value of LGI’s equity stake would be closer to 
$5.6 billion. In Belgium, Telenet estimates that synergies from the recent BASE mobile acquisition could reach 
€220 million by 2020, or close to 20% of the purchase price on an annual basis. 
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  Base Case Projections Full Synergy Upside 
Financial Projections: TTM 3Q16 2017 2018 2019 2020 2021 
Revenue € 4,229 € 4,229 € 4,314 € 4,400 € 4,554 € 4,713 

growth rate 
 

0.0% 2.0% 2.0% 3.5% 3.5% 
Core OCF € 1,836 € 1,836 € 1,876 € 1,914 € 1,981 € 2,050 

margin 43.4% 43.4% 43.5% 43.5% 43.5% 43.5% 
Cost Synergies 

 
€ 0 € 25 € 70 € 100 € 210 

Rev. Synergies (Net) 
 

€ 0 € 10 € 40 € 80 € 120 
Integration Costs 

 
€ (280) € 0 € 0 € 0 € 0 

Net OCF € 1,836 € 1,556 € 1,911 € 2,024 € 2,161 € 2,380 
margin 43.4% 36.8% 44.3% 46.0% 47.5% 50.5% 

Valuation Projections: 
      EV/OCF 
  

8.5x 8.5x 8.5x 8.5x 
Enterprise Value 

  
€ 16,247 € 17,203 € 18,368 € 20,232 

LGI Equity Value (USD) 
  

$3,503 $4,014 $4,637 $5,635 
Annual Distribution to LGI (USD) 

 
$89 $224 $263 $306 $382 

 

If the synergy projections from LGI’s initial mobile convergence experiments in the Netherlands and 
Belgium come anywhere close to projections, the implications for the rest of Liberty Global could be enormous. 
Together, the two countries accounted for only about a quarter of LGI’s OCF in 2016 (net of non-controlling 
interests), so the synergy impact from a successful mobile convergence strategy in the U.K., Germany, and so 
on would have a much larger impact on LGI’s bottom line. Additionally, we believe that a successful 
VodafoneZiggo JV could re-open the door for Vodafone and Liberty Global to explore a full merger. A merger 
has particularly compelling rationale in the both the U.K. and Germany, LGI’s largest markets. In the U.K., Virgin 
competitor BT’s purchase of mobile operator EE could lead LGI and Vodafone to come back to the negotiating 
table. In Germany, in addition to the mobile synergies, Vodafone and LGI have the dominant cable businesses 
but non-overlapping footprints.  

Vodafone CEO Vittorio Colao has made his interest in LGI clear over the years. However, LGI chairman 
John Malone has suggested that he has no interest in exiting LGI considering the outsized compounded annual 
return on equity that he believes LGI can achieve over the long term. But some prior analyst estimates of the 
synergies from a Vodafone/Liberty Global merger have ranged as high as £20 billion in net present value, which 
does not look unattainable. A stock-based merger would allow Malone continued ownership to capitalize on 
these synergies and would also be tax-efficient. 

In estimating the potential valuation that LGI could achieve in a transaction, the VodafoneZiggo deal 
provides a uniquely relevant comp. LGI management has claimed that Ziggo was valued at ~11x OCF in the 
transaction with Vodafone, but the valuation (EV/OCF) ascribed to each business under the terms of the JV is 
co-dependent on the other. The following table provides the implied valuation for Ziggo across a range of 
assumed EV/OCF multiples for Vodafone NL (from 4.5x to 8x). We believe that 11x is too high an assumed 
multiple for Ziggo, implying a lofty value of ~8x for Vodafone’s mobile assets (although this is the pre-synergy 
multiple Telenet recently paid to acquire BASE mobile). Rather, we believe that 10x is a more conservative 
approximation, which implies that Vodafone Netherlands was valued at slightly below 6x, closer to an average 
multiple for a mobile business. This is below the 11x multiple LGI paid for Ziggo in 2014 but still above LGI’s 
current valuation. Furthermore, NL is LGI’s most mature and competitively challenged market in Western 
Europe. Arguably, the Company as a whole should garner a meaningfully higher multiple. This suggests that our 
base-case Liberty Global valuation of 9.5x EV/OCF could prove to be very conservative in an acquisition 
scenario. 
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VodafoneZiggo Transaction Implied Valuations (2015 EV/OCF) 

Vodafone 4.5x 5.0x 5.5x 6.0x 6.5x 7.0x 7.5x 8.0x 
Ziggo 9.4x 9.7x 9.9x 10.1x 10.4x 10.6x 10.8x 11.1x 

Note: Based on FY2015 OCF less incremental shareholder charges per the underlying Framework Agreement 

Risks 
Risks that Liberty Global may not achieve our estimate of the Company’s intrinsic value include, but are 

not limited to, general economic weakness impacting the Company’s businesses; negative foreign exchange 
rate movements; excessive price competition from other distributors; television programming cost inflation or 
failure to negotiate carriage arrangements; unfavorable regulatory rulings impacting network sharing, pricing, or 
M&A activity; inability to generate expected synergies from acquisitions; excessive balance sheet leverage 
limiting financial flexibility; dilutive M&A transactions; and loss of key personnel.  

Analyst Certification 
Asset Analysis Focus certifies that the views expressed in this report accurately reflect the personal 

views of our analysts about the subject securities and issuers mentioned. We also certify that no part of our 
analysts’ compensation was, is, or will be, directly or indirectly, related to the specific views expressed in this report. 
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LIBERTY GLOBAL PLC 
CONSOLIDATED BALANCE SHEETS 

(Dollars in millions, Unaudited) 
September 30, 2016 

 
 

 
Attributed to: 

  
ASSETS 

Liberty 
Global Group LiLAC Group 

Inter-Group 
Eliminations 

Consolidated 
Liberty Global 

Current assets: 
    Cash and cash equivalents  $506.1   $471.0   —   $977.1  

Trade receivables, net 1,220.4 508.0 — 1,728.4 
Derivative instruments 410.6 6.2 — 416.8 
Prepaid expenses 171.2 105.3 — 276.5 
Other current assets    260.0    295.2 (29.4)    525.8 

Total current assets 2,568.3 1,385.7 (29.4) 3,924.6 
Investments  2,149.9 93.9 — 2,243.8 
Property and equipment, net 17,786.4 3,819.8 — 21,606.2 
Goodwill 18,030.6 6,329.4 — 24,360.0 
Intangible assets subject to amortization, net 2,785.3 1,290.9 — 4,076.2 
Assets held for sale 18,546.6 — — 18,546.6 
Other assets, net 5,022.9 1,233.6 (40.4) 6,216.1 
TOTAL ASSETS  $66,890.0   $14,153.3   $(69.8)  $80,973.5  
LIABILITIES AND EQUITY 

    Current liabilities: 
    Accounts payable  $851.0   $249.2   $(7.9)  $1,092.3  

Deferred revenue and advance 
payments from subscribers and others 962.3 179.5 — 1141.8 
Current portion of debt and capital lease  
obligations 1996.7 158.7 — 2155.4 
Accrued income taxes 529.4 26.5 — 555.9 
Accrued capital expenditures 451.9 50.2 — 502.1 
Accrued interest 441.0 57.0 — 498.0 
Derivative instruments 449.4 33.1 — 482.5 
Other accrued and current liabilities 1726.3   503.8 (21.5) 2208.6 

Total current liabilities 7408.0 1258.0 (29.4) 8636.6 
Long-term debt and capital lease obligations 35947.9 5852.5 (8.3) 41792.1 
Liabilities associated with assets held for sale 13411.7 — — 13411.7 
Other long-term liabilities   2935.4 1264.5 (32.1)   4167.8 
TOTAL LIABILITIES 59703.0 8375.0 (69.8) 68008.2 
Equity attributable to Liberty Global 
shareholders 7700.1 4298.4 — 11998.5 
Noncontrolling interests  (513.1) 1479.9  —     966.8 
TOTAL EQUITY 7187.0 5778.3 — 12965.3 
TOTAL LIABILITIES AND EQUITY  $66,890.0   $14,153.3   $(69.8)  $80,973.5  
     

 
 

 
 




