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Introduction – Boyar’s Guide to Profiting from Uncertainty 

Today’s financial markets are sending a number of conflicting signals that have created a great deal of 
uncertainty for investors. While the domestic equity markets continue to hit new highs, individual investors 
remain concerned about the markets. Typically, new highs are accompanied by euphoria among retail investors. 
Meanwhile, consumer sentiment has reached pre-recession highs, but retail sales have remained under 
pressure. In the political arena, there is a tremendous amount of uncertainty created by two presidential 
candidates that are equally reviled by their own party members. Global macroeconomic conditions are tenuous 
and the recent decision by the U.K. to exit the European Union has created an additional layer of uncertainty 
about future growth conditions.   

In this year’s Summer Issue, we begin with a review of behavioral finance and come to the conclusion 
that uncertainty cannot be arbitraged away (unlike some common pockets of opportunities such as spinoffs), 
and will continue to produce mispriced investments. So where should an investor look in the current 
environment to benefit from uncertainty? This summer we have highlighted several out of favor or overlooked 
themes within the stock market that, once mined for high quality companies, offer some attractive investment 
opportunities whose potential success should be relatively uncorrelated with the broader market. We have 
attempted to find high quality companies that have been mischaracterized for various reasons. This includes a 
play on the reversal of the underperformance of value vs. growth and active vs. passive investment 
management strategies; a growing hotel franchise recently disrupted by its derivative oil and gas industry 
exposure; a high quality global industrial company overly punished by macro/currency headwinds; and a unique 
health care opportunity created by M&A/regulatory overhang. 

Uncertainty and Behavioral Finance 

As we explored topics for this year’s Summer Issue, we were drawn to the theme of top-down 
uncertainty and why it results in attractive investment opportunities. More so than just stating the obvious—as 
we believe most value investors understand that pockets of the market where uncertainty/controversy loom are 
fertile hunting grounds for undervalued equities—we were curious to understand the “why” behind this 
phenomenon. Interestingly, the question led us to behavioral finance and ultimately the very makeup of the 
human brain. 

To those with little interest in behavioral finance, we will offer the punch line right up front. The old Wall 
Street adage “the market hates uncertainty more than any known negative” is all one really needs to know on 
the topic. Where uncertainty is present, there will be fewer analysts doing deep fundamental research, resulting 
in pricing inefficiencies. However, this understanding has been around for decades. Why has the opportunity not 
been eliminated? After all, Joel Greenblatt’s You Can Be a Stock Market Genius: Uncover the Secret Hiding 
Places of Stock Market Profits, which was originally published in 1999 and became required reading at many 
funds, contributed to a noticeable shrinkage in the bargains available in spinoffs. By shedding light on what was 
once an area of large neglect, Greenblatt’s book sparked the narrowing of the massive margins of safety that 
used to be available in spinoffs in the 1990s. While spinoffs still outperform the market, old hands are keenly 
aware that there are a lot more eyes watching the spinoff niche than before Greenblatt spilled the beans. 

So are we about to spill the beans and forever ruin the uncertainty theme? Well, no, because we do not 
believe this niche can cease to exist due to the intrinsic wiring of the human brain. David Rock, co-Founder of 
NeuroLeadership Institute, a research organization pioneering the marriage of neuroscience and leadership, 
explains that much of human behavior is governed by an overarching principle of minimizing threat and 
maximizing reward. His SCARF model details the brain’s threat/reward circuitry in five domains of human 
experience: Status, Certainty, Autonomy, Relatedness and Fairness. Our focus here will be on Certainty, or the 
lack thereof. 

“The brain is a pattern-recognition machine that is constantly trying to predict the near 
future…The brain likes to know the pattern occurring moment to moment, it craves certainty, so 
that prediction is possible. Without prediction, the brain must use dramatically more resources 
involving the more energy-intensive prefrontal cortex…Even a small amount of uncertainty 
generates an ‘error’ response in the orbital frontal cortex…This is like having a flashing printer 
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icon on your desktop when paper is jammed – the flashing cannot be ignored, and until it is 
resolved it is difficult to focus on other things…[On the other hand] the act of creating a sense of 
certainty is rewarding…[and] generates an increase in dopamine levels in the brain, a reward 
response.”1    

Warren Buffett, in a November 2008 Forbes article, essentially demonstrated that the human brain is 
threatened by uncertainty by highlighting the poor capital allocation decisions of pension fund managers. Buffett 
referred to data showing that this group collectively allocated more money to bonds when economic conditions 
were uncertain and stocks were cheap, and directed increasing amounts into stocks as uncertainty diminished 
and stocks sold at greater premiums to book value. Buffett then offered his perspective: 

“The future is never clear; you pay a very high price in the stock market for a cheery 
consensus. Uncertainty actually is the friend of the buyer of long-term values.”2    

Followers of Buffett know that he has been saying essentially the same thing in different ways for 
decades (“be fearful when others are greedy, be greedy when others are fearful”). So why is his advice so hard 
to implement? Why is it not as simple as merely paying attention to spinoffs? The answer, we found, is that our 
brains actually work against us in executing on the perfectly logical strategy of buying when uncertainty creates 
bargains.        

“It turns out the brain craves certainty in a similar way, and using similar circuits, for 
how we crave food…and other primary rewards. Information is rewarding. A sense of 
uncertainty about the future generates a strong threat or ‘alert’ response…Your brain doesn’t 
like uncertainty – it’s like a type of pain, something to be avoided. Certainty on the other hand 
feels rewarding, and we tend to steer toward it.”3   

“Contrarian” is the name given to people, like Warren Buffett, who can stand apart from the crowd and 
buy when others are paralyzed by uncertainly and/or fear. Between October 2008 and February 2009, a period 
marked by the panic of the Great Financial Crisis, Buffett invested over $25 billion in six companies 
(Mars/Wrigley, Goldman Sachs, Bank of America, General Electric, Dow Chemical and Swiss Re). Is Buffett’s 
brain simply wired differently from the rest of us? While this may certainly be possible (it is more likely that 
through experience his brain became re-wired to see opportunity where others see risk) we would propose an 
entirely different possibility. In our view, Buffett’s genius is that he switches his attention away from the 
uncertainty, which cannot be analyzed and therefore produces a debilitating response in the brain, to something 
of far greater certainty: the competitive advantages, or “moat,” of the business in question. History has proven 
that wide moat businesses with strong balance sheets often emerge from difficult conditions even stronger. 
Wide moat businesses frequently gain share during uncertain times, either organically or by acquiring distressed 
competitors.  

It is entirely possible that Buffett’s brain is not wired differently, but that he simply uses his brain 
differently, creating an advantage for himself. While others become paralyzed by focusing on the uncertainty 
(e.g., reading articles and sell-side downgrades relating to the uncertainty), Buffett directs his brain toward an 
empowering reward response. By finding wide moat businesses whose stocks are on the bargain counter due to 
the uncertainty, his mind is in the pleasurable state of certainty (or near certainty) as he has history and data on 
his side supporting the outperformance of wide moat businesses through crises. In Berkshire Hathaway’s 1994 
shareholder letter, Buffett essentially confirmed that this very switch of focus is one of his advantages in 
investing:    

“We will continue to ignore political and economic forecasts, which are an expensive 
distraction for many investors and businessmen…Indeed, we have usually made our best 
purchases when apprehensions about some macro event were at a peak…If we can identify 

                                                           
1 NeuroLeadershipJournal, 2008, David Rock, “SCARF“ 
   http://www.scarf360.com/files/SCARF-NeuroleadershipArticle.pdf 
2 Forbes, November 2008, Warren Buffett, “You Pay A Very High Price In The Stock Market For A Cheery Consensus” 
 “http://www.forbes.com/2008/11/08/buffett-forbes-article-markets-cx_pm-1107stocks.html 
3 Psychology Today, December 2011, David Rock, “A Hunger for Certainty”  
   https://www.psychologytoday.com/blog/your-brain-work/200910/hunger-certainty 
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businesses similar to those we have purchased in the past, external surprises will have little 
effect on our long-term results.”4 

The human brain is wired for physical survival. It was very appropriate in pre-historic times that anything 
remotely uncertain should produce a threat response in the brain. In modern times, however, a person can live a 
long life and never encounter a wild tiger a hundred feet away. While we can’t change the nature of our brains, 
astute investors should become aware of how we are wired and use their brains to their advantage. Since we 
don’t expect a substantial portion of the investing public to adopt the change of focus that helped Warren Buffett 
become extraordinarily wealthy, we would argue that the theme of uncertainty will continue to produce mispriced 
securities. Indeed, in a U.S. stock market near all-time highs, we have uncovered situations where the dark 
clouds of uncertainty have resulted in wide moat businesses trading at substantial discounts to intrinsic value.   

Market Complacency? 

Are the markets as a whole reflecting complacency or uncertainty? As this issue headed to press, the 
slow but steady post-Great Recession recovery had passed the 7-year mark. As we are all aware, much has 
changed over that time. The major stock indices continued to set new highs this summer, with the S&P 500 up 
220% from the market bottom. But in many ways, current market signals appear to be full of contradictions. 
Throughout the summer, the CBOE Volatility Index (VIX) hovered around 12 or little more than half its longer 
term average (2004-present) of 19.25 and just above its pre-recession low of 9.89 reached in January 2007. 
This combination typically signals extreme investor complacency in an upward trending market. In fact, after a 
brief post-Brexit spike, realized market volatility in July-August was among the lowest periods on record looking 
back over the past half-century.   

CBOE Volatility Index vs. S&P 500 (2004-Present) 

 

 

Despite the record highs and low volatility, the average individual investor remains wary of the stock 
market. Bullish sentiment as measured by the American Association of Individual Investors (AAII) survey has 
averaged just 28.1% YTD which would be the lowest annual average since 1990’s 27.3% reading. This figure 
has rebounded with the market somewhat in recent months, but bullish sentiment remains well below long term 
averages—currently 28% versus a long-term average of 38.5%. Normally individual investor sentiment is 

                                                           
4 Berkshire Hathaway Inc., Shareholder Letter, March 1995 
  http://www.berkshirehathaway.com/letters/1994.html 
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positively correlated with recent market performance, and some studies suggest it is a contrarian indicator.5 The 
current divergence between market performance and investor outlook likely reflects lingering investor wariness 
after so many painful experiences in the stock market since the turn of the millennium. Perhaps it also reflects 
the underlying sentiment among so many in middle America (as made apparent in the unusual current political 
environment) that they have been left behind during this recovery. Equity fund flows also suggest many 
investors remained on the sidelines for the recent rally.   

To further muddle the picture, this negative investor sentiment is at odds with broader consumer 
sentiment levels. The University of Michigan Consumer Sentiment Index is close to post-recession highs and 
within the range of long-term averages. As illustrated in the following chart, the current divergence between the 
two statistics is at near-record levels.  

AAII vs. UM Consumer Sentiment: Record Divergence  

 

 

This negative investor sentiment also appears to be reflected in recent market performance across 
different sectors and styles/themes. We would highlight a few (related) factors that appear to be driving flows 
and diverging performance in the stock market of late. Defensive/low volatility investing and yield seeking is 
particularly evident in recent performance. During 1H 2016, more defensive, higher yielding sectors within the 
S&P 500 dramatically outperformed with utilities up 23.4%, telecom shares up 24.8%, and consumer staples up 
10.5% versus the broader index’s modest 3.8% return. While this trend has moderated somewhat in recent 
weeks, S&P 500 Dividend Aristocrats (companies that have increased dividends for at least 20 consecutive 
years) have outperformed the broader index YTD, at +7.9% vs. +4.7%, respectively. Utilities were up 15% YTD 
through August (as measured by the SPDR utilities ETF, XLU), roughly tracking the appreciation in long-term 
Treasury bonds. As illustrated in the following charts, trailing P/E ratios for both the utilities and consumer 
staples sectors are well above levels reached during the previous market peak.  

                                                           
5 AAII Journal, June 2013, “Is the AAII Sentiment Survey a Contrarian Indicator?” 
  http://www.aaii.com/journal/article/is-the-aaii-sentiment-survey-a-contrarian-indicator 
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Staples, Utilities Sectors at Record P/E Multiples 

  

 
This relative outperformance of “safety stocks” corresponds to investor caution as well as extreme yield 

seeking behavior. Global central bank easing/bond purchasing has continued to expand, driving bond yields in 
many cases to zero—literally, with $13 trillion in negative yielding debt globally and TIPS offering negative real 
yields out for more than a decade. It appears the ever-expanding hunt for “safe” assets has increasingly moved 
to the U.S. stock market. Additionally, we believe the continued surge in passive investment strategies (ETFs) is 
exacerbating herding patterns and is behind the recent trends. As we detail later in the introduction, fund flows 
support this theory. High yield and low volatility fund flows have exploded, and their resulting recent 
outperformance has been amplified by momentum-driven investment strategies.  

At this point, we cannot help but recall the summer 2010 issue of AAF which focused on high-quality 
dividend paying stocks with strong pricing power, with a concentration in consumer staples companies. While 
our caution on bonds proved to be misplaced, as a whole our “bond-like equity” picks have performed 
remarkably well. Today, it appears the pendulum has swung the other way, with these stocks generally among 
the most expensive areas of the market. At this point, we believe too many investors are treating certain stocks 
like bond substitutes—which they definitely are not.   

So where are investors to find value in this market? As we detail in the following section, macro 
conditions suggest a certain amount of investor caution is reasonable. The S&P 500 currently trades at 18x 
operating EPS—not quite nosebleed territory, but above pre-crisis levels and the highest reading since the dot-
com boom. However, the market does not appear uniformly expensive; recent market performance has been 
concentrated in a few pockets with limited market breadth. The broader market as measured by the NYSE 
Composite has underperformed the S&P 500 by a whopping 52 percentage points over the past 5 years and 
actually remains 6% below its 2014 peak. 

S&P 500 vs. NYSE Composite, Trailing 5 Years (rebased) 
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The most recent outperformance aside, cyclical stocks like energy and materials have drastically 
underperformed since both the prior market peak and the 2009 bottom and are the most statistically cheap 
sectors. Later, we provide a brief outlook for the energy sector. However, Asset Analysis Focus has generally 
shied away from commodity-driven, cyclical stocks given our aversion to macroeconomic forecasting. While we 
feature one derivative energy play in the lodging industry in this issue, this year we have also hunted for less 
cyclically exposed stocks overly punished by various types of investor uncertainty.  

Macro Environment Overview & Disconnect 

The performance of the equity markets in both the United States and abroad has been relatively robust 
over the past year. The returns by themselves have been impressive, and these gains are even more striking 
when one considers the risks and uncertainties that have persisted across the global markets. In our view, this 
apparent disconnect between market appreciation and underlying market fundamentals suggest that some 
measure of caution is warranted when assessing the investment landscape. Although some pockets of attractive 
valuations certainly exist, a discriminating approach to stock selection becomes more crucial with each new day 
of market gains and new highs. As we consider the outlook, it is important to recall the various uncertainties that 
have arisen, and that could continue to have relevance going forward. Among the most noteworthy sources of 
risk and uncertainty, we would highlight a few particular issues that merit continued monitoring. First, the recent 
and unexpected vote in the United Kingdom to exit the European Union could have significant ramifications for 
both Europe and world markets. Second, the deceleration of economic expansion within several emerging 
markets (such as Brazil and China) has been an unfavorable development hindering growth prospects on both a 
global and company-specific level. Third, the uncertainty related to U.S. Federal Reserve monetary policy and 
the unexpected persistency of low interest rates and U.S dollar appreciation relative to other currencies have 
also presented its own set of challenges, and will likely remain a relevant factor for investment fundamentals. 
However, we would argue against completely abandoning equity markets in response to these various issues. 
Such considerations can also create attractive opportunities, especially among high quality stocks that have 
been disregarded by market participants during this recent period of strong appreciation.  

          BBVA Research Uncertainty Index  BBVA Research Uncertainty Index Components 

 
Source: BBVA Research & Haver Analytics, July 2016  Source: BBVA Research & FDIC, July 2016 

 

The decision by British voters to leave the European Union, commonly referred to as  “Brexit,” occurred 
on June 23rd of this year. Although most polls and surveys predicted a different outcome, voters in the United 
Kingdom supported the “leave” option by a margin of 52% to 48% (supported by a referendum turnout of 72%). 
The drivers of this outcome will likely be debated by economists and political scientists for years to come. 
However, the immediate take-away from this event was that it represented a new source of uncertainty that had 
not been anticipated by the financial markets. Following the news, European markets experienced a swift one-
day sell-off (at least 3%-5% in most cases), and in the U.S. the S&P 500 declined by 3.6%. In addition, the value 
of the British pound approached 30-year lows relative to other currencies while gold prices approached 52-week 
highs. Yet, the fall-out for equity markets proved to be short lived, as investors largely shrugged off this issue 
once the initial surprise from the vote had been processed. Since the initial post Brexit sell off, the S&P 500 has 
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appreciated by over 7% from its June 27th close of 2000.54. (Curiously, the rebound of the U.K. stock market 
has been even stronger.) We do not want to overstate the potential ramifications from Brexit, but it is an 
additional uncertainty that will not gain full visibility for several years (formal Brexit process will take at least 2 
years to complete). The trading relationships between the U.K. and the European Union will likely undergo 
changes. Moreover, the economic and political viability of the remaining European Union could be under 
pressure, posing a whole new set of questions for markets in both Europe and across the world. To the extent 
that this vote represents a political trend that translates to other regions of the world, there could be additional 
risks not fully appreciated by investors.  

Over the past decade, global economic expansion has been enhanced by several key emerging 
markets (including countries such as Brazil and China). However, the growth trajectory from these areas has 
weakened materially during the past 1-2 years, adding to the already uncertain market landscape across the 
globe. After recording robust economic growth for several years, the situation in Brazil has significantly 
deteriorated. The economy there has been in a recession for over a year (3.8% GDP decline in 2015), partially 
attributable to the significant correction in commodity prices. These headwinds have been compounded by 
political unrest in Brazil, as well as publicized reports of high level government corruption that ultimately led to 
charges against former president Luiz Inacio Lula da Silva, and suspension from office of his successor Dilma 
Rousseff. To make matters worse, the country’s bond ratings have returned to junk status. Brazil remains the 
fifth largest country in the world with ample natural resources (including massive offshore oil reserves). It would 
be premature to disregard the country’s long-term potential, but the near term outlook remains uncertain at best. 
A recent assessment by Moody’s helps to capture the situation, and confirms that Brazil is likely to remain a 
complicating factor for global market fundamentals: 

“Despite the recent improvement in market sentiment…Brazil is still grappling with a 
range of problems. Slowing investment, rising household debt, accelerating inflation and high 
unemployment are still weighing on the economy…The ongoing political turmoil complicates the 
government’s fiscal repairs and delays structural reforms to support growth and curb the 
government’s debt burden.” 

 – Moody’s Investor Service, August 1, 2016 

Among the emerging markets, no country has been a bigger player than China. The size and growth 
profile of the Chinese market has been among the most significant economic stories of the past decade, and 
has been a key driver of global expansion. However, the rate of growth for China has clearly slowed during 
more recent years, having broad reaching ramifications for world economies and multinational corporations. The 
precision of economic data provided by the Chinese government is sometimes questioned by market 
participants, but the overall slowing trend is difficult to refute. After annual GDP growth rates reported to be 
consistently above 10% for many years, Chinese GDP growth has fallen below 7% during recent quarters, and 
other recent economic indicators have also indicated a less robust level of activity. In July for example, Chinese 
exports (the life blood of the economy there) fell by 4.4%, representing the 12th monthly decline within the past 
13 months. Additionally Chinese imports declined by 12.5% during the same month, representing the 21st 
consecutive monthly decline for the country’s imports. These various signs of economic weakness have 
occurred despite significant efforts by government officials to stimulate growth (relaxation of banking regulations, 
interest rate reductions, etc.). The future outlook is equally uncertain, as projections for Chinese GDP continue 
to be revised downward. In a recent analysis by the IMF, Chinese economic growth was forecasted to further 
weaken with GDP growth expected to fall below 6% by 2020. Clearly China’s long-term potential and 
significance should not be disregarded by investors, but the robust growth profile of the past may be difficult to 
replicate. Moreover, the near-term outlook for the economy continues to be ambiguous at best, providing 
another source of uncertainty for investors attempting to assess the market landscape.  

The economic backdrop in the United States retains its fair share of challenges as well. Given the new 
highs recently established by the U.S. equity market, investors seem to be largely disregarding the uncertainties 
that are present. Domestic economic indicators have been a mixed bag at best, and the post-recession 
economic recovery has been anemic from a historical perspective. Annual GDP growth has been approximately 
2% since mid-2009, representing the weakest economic recovery of the post World War II era. Labor trends 
have improved during this period, but have been short of robust. The U.S. unemployment rate has been 
trending around 5% during recent months (a significant improvement from the recessionary period). However, 
labor participation rates are at 40-year lows in the U.S., suggesting that employment fundamentals are still 
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somewhat tenuous. Consumer confidence has recovered to pre-recession levels according to the University of 
Michigan’s Index of Consumer Sentiment. Yet, other indicators of consumer behavior such as retail sales and 
weak earnings comparisons for the retail industry suggest that a general mood of apprehension remains in the 
U.S. economy. Not surprisingly, these mixed signals have caused many market observes to conclude that the 
outlook for the U.S. economy is far from strong. Apparently, this less than optimistic view is shared by the U.S. 
Federal Reserve which has maintained a historically easy monetary policy despite over 6 years of GDP growth.   

The actions by the Federal Reserve Open Market Committee (FOMC) during recent years have 
reflected the uncertainty of the U.S. marketplace as long-anticipated increases in interest rates have largely 
failed to materialize. With the exception of a lone 25 basis point increase to the federal funds rate last December 
to 0.50%, monetary policy remains highly accommodative. Investors have expected a tightening of policy for 
several years (a topic we have covered extensively in past issues of Asset Analysis Focus). According to a 
recent poll conducted by Reuters, economists believe there is a probability of roughly 70% that another rate hike 
will occur by the end of this year. A recent statement from the FOMC suggests that openness to further hikes 
may be increasing (see following excerpt from their July 27th press release). Despite these historically low 
interest rates, the U.S. dollar has strengthened considerably relative to other currencies: the U.S. dollar index 
has gained more than 20% over the past 5 years. In our view, this somewhat surprising strength of the U.S. 
dollar likely stems from a “flight to quality” as investors view the U.S. as a relative safe haven in an uncertain 
global market. In our view, it would be erroneous to assume that these interest rate and currency trends 
represent a new long-term paradigm for the markets, though the timing of any potential normalization remains 
difficult to predict.  

“The Committee currently expects that, with gradual adjustments in the stance of 
monetary policy, economic policy will expand at a moderate pace and labor market indicators 
will strengthen. Inflation is expected to remain low in the near-term…Near-term risks to the 
economic outlook have diminished.”  

 – FOMC Press Release, July 27, 2016 

Regardless of the timing of these events, investors should consider high quality stocks that have 
become temporarily out of favor in this environment. In particular, we would highlight companies such as Harley 
Davidson Inc. (profiled in Asset Analysis Focus in 2015) and Tiffany & Co. (profiled in 2016) as potentially 
attractive stocks that could benefit from an eventual normalization of global currency markets. Each firm has a 
significant sales exposure to overseas markets: Harley Davidson and Tiffany have foreign sales exposures of 
37% and 56% respectively. The strength of the U.S dollar has negatively impacted financial results and stock 
performance for both companies. Yet in both cases, we do not believe that share underperformance reflects any 
impairment in underlying brand power or long-term competitive position. An eventual uptick in interest rates 
could also be beneficial to several high quality firms, especially within the financial services sector. As rates 
eventually climb higher, companies such as BNY Mellon (last profiled in October 2014) and Charles Schwab 
(profiled in Summer 2013) could exhibit a meaningful increase in earnings power as net interest margins expand 
and money market fee waivers are eliminated.  

Energy Overview: Beware or Be Bold? Derivative Energy Theme 

Global macroeconomic factors will also feed directly into the energy sector, which as noted has been 
the most obviously out of favor sector in recent years. Oil prices have rebounded from early 2016 lows, but are 
still nearly 60% below peak 2014 levels. Likewise, while the energy sector has been a strong outperformer since 
February 2016 (up over 20% from its lows as measured by XLE, the S&P 500 energy sector SPDR ETF), the 
sector is still the worst performer since the market bottom in early 2009. 
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Source:Nasdaq 

 

Does this represent an opportunity for long-term investors? We believe some areas are safer than 
others. Beginning with the exploration and production (E&P) industry, performance will be driven by oil and gas 
prices, and assessing the fundamental outlook for energy prices remains a challenge as always. From a supply 
perspective, global oil production surged from 90 million barrels per day (BPD) at the start of 2013 to over 
97 million BPD by mid-2015, reaching significantly oversupplied levels. This was driven by the development of 
fracking technology in the U.S., as U.S. crude oil production nearly doubled from 2010 to 2015 to nearly 10MM 
BDP. Domestic drilling activity has fallen in response to oil prices since 2014, with the U.S. oil and gas rig count 
cut from >1,800 in late 2014 to 700 in 2015 and close to 400 by early 2016. However, rig count stats can be 
misleading and there are signs that the recent slowdown could be short lived. As illustrated in the following 
chart, U.S. production of crude oil has declined by only ~10% from a peak of 9.6 million BPD in mid-2015 to 
8.6 million BPD currently. Production levels have stabilized in recent months and rig counts have already moved 
back up modestly from a low of ~400 to ~500. The short fracking drilling times and a lower cost curve driven by 
recent efficiency gains among U.S. producers (production costs have been cut by as much as 40% since 2014) 
suggest domestic supply will quickly return with a modest increase in prices. There is also a large number of 
drilled but uncompleted wells (DUCs), and companies with liquidity issues could feel pressure to bring these 
online. An estimated 1,800 DUC wells would translate to 300K-1MM BPD of additional supply if all are brought 
online at once.6 

                                                           
6 Reuters, Commodities, March 2016,  
  http://www.reuters.com/article/us-usa-shale-ducs-idUSKCN0WN0BK 
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Weekly U.S. Field Production of Crude Oil 

 

Source: U.S. Energy Information Administration 

So where does this leave us? Given these dynamics, the prospects for a significant rise in oil prices 
within the next couple years appear dim—barring either unexpected global macroeconomic improvements or 
OPEC and other major producers implementing production freezes. Barring an agreement, Saudi Arabia 
continues to pump out oil at record levels while Iran and Iraq are expanding production. Russian output is 
expected to grow by 590K barrels per day (BPD) over the next 3 years unless the country participates in a 
coordinated output freeze with OPEC. Meanwhile, the International Energy Agency (IEA) recently downgraded 
their forecast for 2016 oil demand growth to 1.3MM BPD, and they expect global growth to decelerate further to 
1.2MM BPD in 2017. At this pace, global supply/demand is not expected to reach equilibrium again until at least 
the second half of 2017.  

  

Source: International Energy Agency, Oil Market Report, September 2016, 
https://www.iea.org/oilmarketreport/omrpublic/ 

 

From a longer-term supply perspective, exploration spending has recently fallen off a cliff after a period 
of overinvestment, and a significant long-term investment gap for bringing new supply to market may be 
developing. Some large long-term projects like the Brazilian deepwater projects (est. 1MM-2MM BPD potential) 
are in question. Russian sanctions have also limited Russian companies’ ability to find partners for large-scale 
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development projects. But sanctions will likely fade and technological advances continue to lower the break-
even cost for new projects. Demand growth may have to reaccelerate beyond 2017 to exceed current supply 
expectations and push oil prices significantly higher. Emerging markets consumption patterns are a key factor, 
which presents some additional downside risk. China has been a long-term driver of demand and now accounts 
for ~12% of global oil demand. But Chinese oil demand growth has fallen to <1% in recent months and is only 
expected to average a meager 2% in 2017. As noted, there are signs of slowing growth it China. If the Chinese 
growth engine continues to slow, this would pose significant downside risk to longer term demand growth and 
the timeline for oil prices to return to pre-2015 levels. India could pick up some of the slack; India is expected to 
account for 1/4th of global oil demand growth over the next 25 years. But at just 4MM BPD in 2015, Indian 
demand is unlikely to move the needle in the next few years. Any additional U.S. dollar strength—which appears 
very possible if the Fed continues to be the only major central bank raising interest rates—would further crimp 
the upside for oil prices.   

Chinese Oil Imports 

 

Source: Bloomberg/EAM 

 

While AAF remains positive on select companies in the energy sector (e.g. Devon Energy, profiled in 
March 2015), we do not believe it is necessarily the most fruitful place for value investors to hunt for out of favor 
stocks at this point given the recent outperformance and lingering global macro uncertainties which dampen our 
expectations for a quick further rebound in commodity prices. Instead, we have directed our attention toward 
non-energy businesses with varying degrees of exposure to customers/consumers in energy regions. In a 
classic case of “throwing the baby out with the bathwater,” many of these higher quality, less cyclical companies 
were overly punished over the past 12-18 months due to temporary hiccups caused by derivative energy 
exposure.  

In assessing the impact of the energy sector stress on the U.S. consumer and the most affected 
regions/workers in particular, it is important to note that the oil and gas industry only accounted for ~500,000 
jobs prior to the market collapse. A whopping 119,600 oil and gas jobs (22%) were eliminated from Sep. 2014 to 
early 2016 according to Dallas Fed.7 For some states like Wyoming (oil, gas, and mining contribute 70% of 

                                                           
7 The Wall Street Journal, April 2016, “Laid-Off Oil Workers Struggle to Pay Loans, Credit Cards” 
  http://www.wsj.com/articles/texas-oklahoma-wyoming-oil-woes-start-to-hit-hard-1461749401 
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Wyoming state revenue) and South Dakota, the impact is stark. But larger, more diverse states have managed 
the downturn; the unemployment rate in Texas remains below the national average at just 4.6%. With energy 
company cost structures drastically reduced and prices stabilizing, it appears the brunt of the job losses and 
related hit to affected consumer spending are behind us. On the flip side, lower energy prices are having a less 
concentrated but collectively substantial positive impact for the average consumer’s wallet.  

A recent AAF name that fits the theme of higher quality businesses with large energy customer 
exposure is Colfax (profiled in January 2016). In this issue, we highlight La Quinta (LQ), a hotel operator whose 
heavy exposure to oil and gas regions (11% of hotels) has caused a 55% decline in shares since early 2015 
highs. LQ shares now trade at the lowest multiple among its major hotel peers. LQ will have much easier Y/Y 
comparisons going forward, and we believe the recent challenges have led investors to overlook the long-term 
opportunity presented by LQ’s refranchising and real estate divestiture strategy.   

Political & Regulatory Uncertainty 

In our view, the upcoming 2016 presidential election is another significant source of uncertainty for the 
stock market as we cannot recall an election as controversial as the one coming up in November. It seems that 
for many Americans the major party candidates offer a lesser of two evils choice, as both candidates have 
received the highest disapproval ratings in U.S. history. For many voters, Hillary Clinton elicits serious ethical 
and credibility concerns. Despite her substantial political experience, a significant portion of the nation does not 
want a Washington insider. Donald Trump, on the other hand, certainly embodies the anti-status quo. For a 
position where diplomacy and consistency were historically seen as desirable attributes, Trump is unfiltered and 
unpredictable. He promises to shake things up in Washington, and his supporters crave just that.   

The election may ultimately come down to who is disliked the least. Suffice it to say that, given the 
strong negative opinions facing both candidates, whoever is elected will likely leave a substantial portion of the 
nation unhappy and concerned about the future. Unpredictability coming out of the White House in the next four 
years is virtually a given and the uncertainty over whether the economy will improve or deteriorate under either 
candidate has rarely been so high. 

Adding to the presidential uncertainty, the U.S. Department of Justice (DOJ) seems to have become 
less consistent regarding the criteria it uses to approve mergers. This was evidenced in the recent blocking of 
the Staples/Office Depot deal. In addition, this summer the DOJ announced it will go to court to prevent two 
proposed health insurance mergers: Aetna/Humana and Anthem/Cigna.   

Health insurance appears to be ground zero for the political and regulatory uncertainty hanging over the 
stock market as no matter who gets elected, the industry faces threats. Hillary Clinton is the long-standing rival 
of the industry and her anti health insurer comments often cause the stocks to sell off. Before Donald Trump 
entered the race, any candidate would have been seen as more favorable to the health insurers than Clinton. 
However, Trump has called the Affordable Care Act a “disaster” and has stated that, if elected, he would repeal 
it. While such a change would need to pass Congress, the possibility of another overhaul to healthcare 
regulation, so soon after the Affordable Care Act which was implemented in 2014, means Trump offers 
potentially more uncertainty to the industry than Clinton. It comes as no surprise that the large health insurers -- 
Aetna, Humana, Anthem and Cigna -- are down double-digit percentages from their all-time high share prices, in 
a market near record highs. We chose Anthem, Inc. (ANTM) for our Summer Issue not only because it is the 
cheapest stock in the group but also because its shares offer a rare risk/reward profile: solid downside 
protection in a worst case scenario coupled with spectacular return potential in a best case scenario.  

Active vs. Passive Management and Value Investing Implications 

The continued flow of funds into passive investment products has created challenges for active 
managers in recent years. Not only have active managers of all sorts found it difficult to attract retain/new 
assets, but an increasing amount have failed to keep up with their benchmarks. As illustrated in the following 
graphic, just 9.5% of actively managed large cap domestic equity funds outpaced the return of the S&P 500 on a 
rolling five-year basis as of August 2016 according to fund researcher Morningstar. 
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Active Managers of Large-Cap Stocks Post Worst Performance Since 1999 

 
Note: Results show percentage of active large-cap U.S. stock funds that beat the S&P 500 over rolling five-year periods  
ending August 31 

Source: Morningstar via Bloomberg Markets, September 2016 

 

The underperformance has driven assets out of these active managers and into passive products. Over 
the past five years, the ~3,000 actively managed funds in the large cap category have experienced $422 billion 
in redemptions compared with inflows of $480 billion into passive strategies over that same time period. The 
performance challenges have not been limited to traditional long only, large cap asset managers as hedge funds 
have also found it difficult to beat the S&P 500 in recent years. As illustrated in the following graphic, the 
S&P 500 index has outperformed the HFRI fund weighted composite index by a factor of two to one since 2009.  

 
Source: Thomson Reuters Datastream; Investment Company Institute; Eurekahedge via Financial Times, May 2016. 

 

The inability to keep pace with the S&P 500 Index coupled with the high fees associated with the asset 
class has prompted institutional investors to eliminate or significantly reduce their exposure. In 2014, public 
pension fund CALPERS liquidated its ~$4 billion in exposure to the asset class while New York City Employees’ 
Retirement System announced its decision to exit its hedge fund holdings in April 2016. A number of other high 
profile institutional investors have decided to pare their hedge fund exposure including the state of New Jersey, 
which had $9.1 billion invested in the asset class as of May 2016. In August 2016, the New Jersey Investment 
Council stated that they will reduce their hedge fund allocation to 6% from 12.5%. 
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According to hedge fund industry researcher eVestment, investors withdrew $28 billion from hedge 
funds during the first half of 2016, representing the largest monthly outflows since they began tracking flows in 
2009. In addition to the outflows, the challenges facing the hedge fund industry can be seen by the record 
number of hedge fund shutdowns with 979 funds closing their doors in 2015 compared with 968 launches, which 
was the first time closures outpaced openings since 2009 according to industry researcher HFR.   

Passive Investing Continues to Gain Traction 

Fund flows toward indexing from passive investors are not a recent phenomenon as index-based 
products have continued to capture an increasing market share. Two important milestones that helped give rise 
to the significant influence of index investing include the formation of Vanguard, a pioneer of low cost mutual 
fund investing in the mid-1970s and the debut of the first S&P 500 exchange traded fund in the early 1990s. In 
1976, Jack Bogle of Vanguard introduced the first S&P 500 market weighted fund while the first exchange-
traded fund (Standard & Poor’s Depositary Receipts AKA SPDR) was launched by State Street Global Advisors 
in 1993.   

Assets in Active Funds Have Plunged 

% of U.S. All-Equity Mutual Fund Assets Held in Active Funds, 1980-2009 

 
Source: Financial Analysts Journal, 69/4 (2013) via Company blog, February 2015 

 

More recently, the growth of the ETF industry has been a catalyst for continued growth into passive 
based strategies. The amount of assets worldwide in ETF products increased from $715 billion in 2008 to more 
than $3 trillion by the beginning of 2016. It should be noted that the growth of the ETF industry AUM is not 
confined to the equity asset class with approximately $585 billion invested in fixed income ETFs accounting for 
about 20% of industry ETF assets.  
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Fixed Income ETF AUM 

 
Source: IHS Markit March 2016  

 

A recent study by PwC suggests that there will be continued growth in global ETF assets. Specifically, 
the firm’s recent survey projects that Global ETF assets will likely increase to $8.2 trillion by 2021 with U.S. 
assets increasing to $6.2 trillion from $2.3 trillion over that same time frame.  

Safety Investment Products Gaining Traction – Low Vol’ and Smart Beta 

A recent phenomenon that is driving some of the growth of ETF assets is the rise of “safety strategies” 
including low volatility funds and so-called “smart” or “strategic” beta funds. Low volatility strategies invest in 
stocks that are believed to go down less in market selloffs, but appreciate less during bull markets. According to 
Morningstar, low volatility mutual funds and ETFs attracted $15.1 billion during the first seven months of 2016. 
The rise of this strategy recently prompted Jeffrey Gundlach of asset manager Doubleline to state in a recent 
Financial Times article, “Low volatility stock funds are probably the most dangerous thing out there.” 
Mr. Gundlach went on to say, “People that own them think that they don’t go down. It’s when you think it’s safe 
and it starts going down that you get mass selling.” In addition to low volatility funds, “smart” or “strategic” beta 
products are another recent category that is garnering a lot of attention. iShares, which is the world’s largest 
manager of exchange traded funds (ETFs), recently announced that it projects smart beta ETF assets will reach 
$1 trillion globally by 2020 and $2.4 trillion by 2025, up from $282 billion in current smart beta assets. In contrast 
to investing in cap weighted indices, smart beta products utilize a "rules based" approach that puts more weight 
on other factors, such as valuations, dividends, momentum or volatility to determine which stocks to buy and 
their weighting. The impact from the flow of funds into low volatility and smart beta ETFs can be seen by looking 
at sector valuations.  

Value Investing Under Pressure, but Cycle Could be Reversing 

In our view, the fund flow trends into ETFs and safety products discussed above have been a 
contributing factor in the multi-year outperformance of the growth style. While there are other factors that have 
been cited for the growth dominance including the low interest rate and low economic growth environment, we 
would not dismiss the impact from flows into passive products. Between 2007 and 2015 there was $1.2 trillion 
cumulative net flows (including reinvested dividends) into ETFs while domestic equity mutual funds have seen a 
net outflow of $835 billion over that same time frame despite the inclusion of reinvested dividends.  
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Some of the Outflows from Domestic Equity Mutual Funds Have Gone to ETFs 

Cumulative flows to and net share issuance of domestic equity mutual funds and index ETFs,  
$B; monthly, January 2007–December 2015 

 
Note: Equity mutual fund flows include net new cash flow and reinvested dividends. Data exclude mutual funds that invest 
primarily in other mutual funds. 

Source: ICI, 2016 Investment Company Factbook 

 

The fund flows have powerful implications for growth and value stocks since money flowing into index 
products is typically bidding up growth stocks (index funds/ETFs as a rule generally purchase more of stocks 
that have increased in price and therefore weighting). Meanwhile, the assets flowing out of active strategies, 
many of which are attributed to value managers, create selling pressure on value stocks. In last year’s summer 
double issue we cited the underperformance of the value investing style relative to growth in recent years. In 
that issue we stated that the value’s underperformance may be coming to an end. While 9 months may not mark 
the start of a long-term trend, we note that the Russell 1000 value is currently pacing ~250 bps ahead of the 
Russell 1000 growth (8.4% vs. 5.9%) as of September 2016. With the prospect for higher rates going forward 
including a high probability that the Fed will increase rates during 2016, we would not be surprised if value was 
able to sustain its current momentum. This would go a long way towards a more sustained increase in the value 
style with its outsized exposures to financials (~28% of Russell Value vs. 6% of Growth) and Energy (14% vs. 
7%). 

Index – Weight by Sector June 2016 

 
Source: FactSet, Russell Investment Group, Standard & Poor’s, J.P. Morgan Asset Management via JPMorgan Market Insights, June 2016 
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Identifying Opportunities Created by the Flow of Funds Into Passive Investments 

“Because passive funds take no view of business fundamentals or valuation, they bear 
significant and unnecessary investment risks, in our view. For example, investors buying a 
global index fund in 1989 would have had the bulk of their investment (44%) in Japan at the 
absolute worst time to buy Japanese stocks. A decade later, they would have had nearly 25% of 
their investment in technology companies that were grossly overvalued.” 

 – Franklin Templeton Investments, February 2015 

With fund flows into ETFs purchasing shares of stocks regardless of valuation, some stocks and sectors 
undoubtedly get left behind. Companies in the S&P Staples and Utilities sectors, which have been a beneficiary 
of fund flows to “safety products”, as discussed above are currently trading at premiums to their long term 
averages. For example, the Consumer Staples sector is trading at 23.7x trailing earnings compared with a 20 
year average of 21.2x and the utilities sector is trading at 22.1x trailing earnings compared with 20 year average 
of 15.5x (as of June 2016). Meanwhile the S&P Financials sector is currently trading at 14x trailing earnings 
compared with 17.2x for its 20-year average and the Industrials are trading at 18.8x compared with a 20-year 
average of 20.4x. We believe that shares of Franklin Resources (BEN), which have been adversely impacted 
by the flow of funds from passive to active managers and the growth style outperformance in recent years, look 
attractive. While its current investment style is out of favor, history has shown that styles can remain out of favor 
for a number of years, but for the most part eventually come back into vogue. 
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Anthem, Inc. 

NYSE: ANTM 

Dow Jones Indus:  18,212.48   

S&P 500: 2,147.26  
Russell 2000:  1,227.02  Trigger: Yes 
Index Component:    S&P 500 Type of Situation: Business Value  

 

Overview 

The old Wall Street adage “the market hates 
uncertainty more than any known negative” is on full 
display in the shares of Anthem, Inc. (“ANTM” or “the 
Company”). ANTM’s legal battle with the Department 
of Justice (DOJ), which sued to block its acquisition of 
Cigna, as well as its lawsuit against Express Scripts 
(ESRX), which Anthem claims is overcharging the 
Company by $3 billion annually on its pharmacy 
benefits management (PBM) contract, has left the 
market brain-blocked over how to project ANTM’s 
future. With ANTM shares trading at just 11.5x 
management’s 2016 EPS guidance (at the low end of 
their historic trading range), we believe the risk/reward 
profile is very attractive.  

Anthem is the U.S.’s second largest managed 
care organization (MCO), insuring close to 40 million 
people. ANTM is the exclusive licensee of the Blue 
Cross Blue Shield brand, the most valuable brand in 
health insurance, in 14 U.S. states. Anthem holds the 
#1 or #2 share in those states, with an aggregate 
market share of 28%. Anthem also offers health and 
specialty insurance (dental, vision and life & disability) 
products nationwide under other brands and is a 
significant player in the administrative services only 
(ASO), Medicare and Medicaid markets.   

Price: $ 124.34 
Diluted Shares Outs. (MM):  268.2 
   
Average Daily Volume (MM):   1.9 

Market Cap (MM): $ 33,348 
Enterprise Value (MM): $ 47,336 
Percentage Closely Held:                    Insiders < 1% 

52-Week High/Low: $ 150.41/115.63 

Trailing Twelve Months   
Price/Earnings:  11.6x 
Price/Stated Book Value:  1.38x 

Net Debt (MM): $ 13,988 
Upside to Estimate of  
Intrinsic Value:  59% 

Dividend:  $ 2.60 
Yield:  2.09% 
   

Net Revenue Per Share:   
  2015: $ 290.06 
  2014: $ 258.39 
  2013: $ 233.78 
  2012: $ 189.34 
   

Earnings Per Share:   
  2015: $ 10.16 
  2014: $ 9.35 
  2013: $ 8.52 
  2012: $ 7.56 
   

Fiscal Year Ends: 
Company Address: 
 
Telephone: 
CEO: 

December 31 
120 Monument Circle 
Indianapolis, IN 46204 
317-488-6000 
Joseph R. Swedish 

Clients of Boyar Asset Management, Inc. do not own shares of  
Anthem, Inc. common stock. 

Analysts employed by Boyar’s Intrinsic Value Research LLC own 
shares of ANTM common stock. 
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We believe health insurance is a great business due to the industry’s ability to pass through medical 
cost inflation and essentially grow revenues without any enrollment growth. For example, in the last 10 years, 
ANTM grew fully-insured lives at a 0.2% CAGR while premiums (94% of revenues) grew at a 6.1% CAGR. The 
difference, representing a 5.8% CAGR in premiums, is largely attributable to price increases in order to pass 
through underlying medical cost inflation. With the aging of the population and medical innovation continuing to 
drive mid-to-high single-digit medical cost inflation in the U.S., ANTM’s revenues should continue to grow 
regardless of whether the Company grows membership.  

Over the last decade, the Company returned an astounding 105% of its current market cap to 
shareholders in the form of share buybacks ($32.6 billion) and dividends ($2.3 billion). The Company reduced its 
shares outstanding by 57% during this period at an average share price of $68.92, reflecting 55% of its current 
share price, which is itself undervalued. The prior decade was a challenging period for the Company as its 
results suffered due to an underperforming CEO (2007-2012), the Great Recession (2008-2009) and the 
Affordable Care Act (“ACA”, implemented on January 1, 2014) which negatively impacted industry margins. 
Nonetheless, ANTM’s robust FCF generating capabilities and aggressive share buybacks leveraged its 1% 
CAGR in net income into a 9.7% CAGR in EPS.  

More importantly, ANTM’s future looks better than its past. The ACA set out to reduce the large 
uninsured population in the U.S., thereby expanding the health insurance market and providing a newfound 
tailwind to the Company. In addition, new CEO Joe Swedish, a healthcare industry veteran who joined in 2013, 
guided investors to expect 10%-14% long-term EPS growth from Anthem, and Swedish has been delivering. 

In July 2015, Anthem announced it would acquire Cigna, creating the U.S.’s #1 health insurer with over 
53 million covered lives. The Department of Justice (DOJ) sued to block the deal and Anthem reported it will 
fight the government in court. The judge presiding over the case is expected to rule by the end of January 2017. 
Anthem conservatively projects $3.00 per share in accretion from the deal, taking its 2018 EPS guidance of 
$14.00 per share to $17.00 if the merger goes through. 

In March 2016, Anthem sued Express Scripts (ESRX) claiming ESRX is overcharging the Company by 
$3 billion annually on its pharmacy benefits management (PBM) contract. If ANTM wins the case, it would retain 
20% of the savings for itself and pass through the rest to customers, resulting in an EPS boost of $1.24 per 
share annually.     

Given the various combinations of outcomes, with the variables being the closing/not closing of the 
Cigna acquisition and the repricing/not repricing of the PBM contract, we calculated six possible scenarios for 
ANTM and their EPS impact. In our worst case scenario, where ANTM significantly misses its $14.00 EPS 
target and trades at the low end of its historic valuation range, the shares offer a modestly positive return if held 
for 2 years. In our best case scenario, a 54% IRR is generated over the next two years. It is worth noting that 
Anthem shares produced a +80% IRR from late-2004 to the end of 2005 after the Company closed on the 
WellPoint acquisition, a similar transaction to the pending Cigna merger. Giving an equal weight to all six 
scenarios, we arrive at an expected fair value of $197 per share at the end of 2018, offering upside of 59%, or a 
2-year IRR of 28% including dividends.    

A Brief Primer on Health Insurance: How a Managed Care Organization Works  

Warren Buffett once explained that after researching each stock, he mentally puts the investment in one 
of three buckets: “yes,” “no” or “too hard.” Over the years, we have observed that a disproportionate percentage 
of investors automatically put managed care stocks in the “too hard” bucket without doing much work. There 
seems to be a belief among some investors that the sector is outside their circle of competence. We view this as 
unfortunate because not only is managed care easy to understand, but the Big 5 public health insurers are great 
businesses with recurring revenues and pricing power which have trounced the S&P 500 over the last 15 years. 
Even if one owned the worst performing MCO of the Big 5, one would have realized 3.8x the return of the 
market over the last 15 years.  
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“Big Five” Managed Care Stocks, Performance Over the Last 15 Years 

 
Percent 
Return 

Multiple of 
S&P 500 Return 

Aetna 1,377% 15.7x 

Humana 1,288% 14.7x 

UnitedHealth Group 675% 7.7x 

Anthem 499% 5.7x 

Cigna 334% 3.8x 
   

S&P 500 88%  

Performance from Oct. 1, 2001 to Sept. 15, 2016, excluding dividends 

Source: Yahoo! Finance 

In a nutshell, if one can understand an auto insurer, one can understand a health insurer. Both are 
short-tail insurance businesses with one-year policies. Both collect premiums, pay claims and manage 
investment portfolios. The main difference is that an auto insurer pays claims when the car under coverage is 
involved in an accident or is stolen, while a health insurer pays claims when the insured visits a doctor or 
hospital and/or takes prescription medication. An auto insurer will see a spike in losses when bad weather 
causes increased accidents, while a MCO will see claims rise due to a bad cold/flu season. Both businesses 
have fairly stable loss and expense ratios over time.      

The largest revenue source for a MCO is premiums on at-risk policies. Administrative fees, or the 
revenues from self-insured clients who contract a health insurer for administrative services only (ASO), are a far 
smaller, yet higher margin, revenue source. Net investment income, from the MCO’s primarily fixed income 
portfolio, makes up the bulk of the remaining revenue sources.      

The biggest expense for a MCO is benefit expense which is the equivalent of claims expense for a P&C 
insurer. This line item represents the payments for doctor/hospital/pharmaceutical expenses the MCO has 
contracted to cover under its at-risk policies. Benefit expense as a percent of premiums is known as the 
“medical loss ratio” (or “medical care ratio” as some insurers, due to customer sensitivity, do not like to refer to 
healthcare expenses as “losses”). A portion of benefit expense entails accrued expenses for incurred but not 
reported (IBNR) claims. This accrual, estimated through actuarial calculations, reflects claims that have been 
incurred – meaning the insured has visited a doctor/hospital or begun taking prescription medication – but have 
not yet been reported to the MCO by the end of the reporting period. Since GAAP accounting calls for the 
matching of revenues and expenses, the MCO accrues an estimate (a reserve) for this expense. When such 
claims are actually reported to the MCO, the insurer can verify how accurately it set reserves. The 
“development” of reserves can either be favorable (actual claims come in less than estimates, meaning earnings 
were understated) or unfavorable (actual claims come in greater than estimates, meaning earnings were 
overstated). The remainder of a MCO’s expenses include selling, general & administrative expenses, interest 
and taxes.                

A MCO’s profits from at-risk insurance policies (i.e., non-ASO business) are generated within regulated 
insurance subsidiaries. Those subsidiaries are able to dividend virtually all of their earnings to the parent 
company as long as they meet risk based capital (RBC) requirements designed to ensure they are well 
capitalized and can pay future claims even under stressed conditions. Typically, the subsidiary pays an annual 
dividend to the parent based on its prior year earnings. The parent company’s sources of cash are subsidiary 
dividends and ASO profits. The parent company uses this cash flow to pay interest on debt and return capital to 
shareholder via dividends and share buybacks.        

Health insurers are a negative working capital business since premiums come in before claims are paid 
out. This results in free cash flow (FCF) generally being greater than net income when the business is growing. 
However, since MCOs generate most of their FCF within regulated insurance subsidiaries there is typically a 
1- to 2-year lag between when the FCF is generated and when it can be dividended up to the parent company.    
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In economic expansions, employers typically migrate toward full-insured plans as they are willing to pay 
up for the certainty in premiums. When times get tough, a greater percentage of employers, looking to cut costs, 
consider switching to self-insurance. The switch from fully-insured to self-insured essentially takes out a portion 
of the insurer’s profit. With ANTM earning an ~8% operating margin across its commercial & specialty segment, 
in theory an employer could realize an 8% reduction in premiums by self-insuring. But this benefit is only one-
time in nature as medical costs typically rise each year. In addition, the employer is “at risk” making self-
insurance more of a gamble. Self-insured employers typically mitigate their risk by purchasing stop-loss 
insurance.   

The least appreciated quality of the health insurance industry is also its best feature: pricing power. 
Healthcare cost inflation runs at a mid-to-high single-digit rate in the U.S. While MCOs, through various medical 
cost management methods – such as precertification, care coordination, case management, formulary 
management, medical policy, quality programs, provider engagement and preventative health services – are 
able to reduce the unmanaged trend for their clients, medical cost inflation still rises at a mid-single-digit rate 
each year. MCOs are pass-through businesses which raise prices each year in line with medical cost trends. In 
2015, Anthem’s medical cost trend was 6.75% across its entire book of business. On its at-risk book of 
business, Anthem therefore raised prices by ~6.75% last year. For 2016, ANTM projects a 7%-7.5% rise in 
medical costs and the Company will put through on average a 7%-7.5% price increases across its client base. 
Without any growth in members – although Anthem expects solid enrollment growth this year – Anthem will 
generate ~7% revenue growth in premiums (94% of revenues) just from passing through the inflation rate of 
medical costs. While no one likes their health insurer due to the annual prices increases they receive, the MCO 
is simply passing along medical cost inflation. Being long medical cost inflation in the U.S. is an intelligent 
investment. 

Back when Gillette was an independent company (it was acquired by Proctor & Gamble in 2005) and it 
was a large holding for Berkshire Hathaway, Warren Buffett used to say that he sleeps well at night knowing that 
hair continually grows on men’s faces, continually creating demand for Gillette’s shaving products. In our view, 
managed care investors ought to sleep even better at night knowing that the aging of the population and 
medical innovation forebode continued high rates of medical cost inflation in the U.S. With pass-through pricing 
power yielding mid-to-high single-digit premiums growth, enrollment growth being additive, and operating 
leverage and share buybacks further contributing to EPS growth, the managed care industry is poised for high 
single-digit/low double-digit EPS growth over the long term. Anthem’s EPS compounded at a 9.7% growth rate 
over the last decade, one which included the Great Recession.  

We would refer readers again to the previous table illustrating the outperformance of MCO stocks over 
the last 15 years and underscore that the factors which led to that outperformance have not changed much 
when looking out at the next 15 years. The industry’s public market valuation is currently depressed due to a 
perfect storm of political and regulatory uncertainty and ANTM’s valuation is the most depressed in the group. 
We have included this primer in our report in hopes of reducing the percent of readers who will blindly put 
Anthem, Inc. in the “too hard” bucket, as the opportunity available in its shares is extremely compelling.  

Company History 

Anthem is the product of the 2004 merger of WellPoint Health Networks Inc. and the old Anthem Inc. 
Both companies originated as non-profit mutual health insurers owned by policyholders and both demutualized, 
or converted to for-profit status, and subsequently went public. WellPoint’s predecessor, Blue Cross of 
California, began operations in the 1930s. The company ran into trouble several decades later and in 1986, 
gushing red ink and on the verge of bankruptcy, brought on Leonard Schaeffer as CEO to turn it around. 
Schaeffer implemented strict pricing discipline and completely exited government business (Medicare and 
Medicaid) which was grossly underpriced at the time. The turnaround was successful and WellPoint was the first 
“Blue” to demutualize. It held its IPO in 1993.  

The 1990s were characterized by a rapid migration from indemnity (unmanaged) to managed care plans 
in the U.S. Most managed care organization CEOs had a “land grab” mentality, looking to enroll as many lives 
as possible, and growth investors rewarded MCO stocks for membership growth, no different than with internet 
stocks and clicks at the time. WellPoint’s disciplined focus on profits over growth did not excite growth investors 
and the stock often traded at a discount to peers. However, much of the rapid enrollment growth WellPoint’s 
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competitors reported would later be exposed as unprofitable growth. As the only tortoise in a land of hares, 
WellPoint would be vindicated every couple of years when one of its competitors would report a large reserve 
deficiency causing that stock, and the entire MCO group, to sell-off. Those were the good ol’ days when every 
sell-off in WellPoint proved to be a buying opportunity as WellPoint was almost always conservatively reserved. 
WellPoint’s earnings calls were often islands of consistency and discipline during the frequent panics that hit the 
managed care space. 

CEO Schaeffer ultimately completed 17 acquisitions – including the Blue Cross Blue Shield (BCBS) 
health plans of Georgia, Missouri and Wisconsin – expanding WellPoint far beyond its California roots. 
Schaeffer’s many accolades include WellPoint being named by Fortune as America’s Most Admired Health Care 
Company for six consecutive years and by BusinessWeek as one of the 50 best performing public companies 
for three consecutive years. Schaeffer was also selected by Worth as one of the 50 Best CEOs in America. We 
remember Schaeffer not only for his managerial brilliance but for his colorful personality. Referring to the near-
bankrupt California insurer he joined in 1986, Schaeffer recalled: “We lost a lot of money and we were damn 
good at it. We were so good at losing money, we had people whose full time job it was to stand by the window 
and throw hundred dollar bills out the window.” During his tenure, the value of WellPoint increased from an 
estimated $11 million in 1986 to $16.5 billion in 2003 when it was acquired by Anthem Inc., representing an IRR 
of 54% before factoring in dividends.  

Anthem Inc. originated in the 1940s as two mutual insurance companies which later merged to form 
Blue Cross and Blue Shield of Indiana. In subsequent years, the company merged with the BCBS health plans 
of Kentucky, Ohio, Connecticut, New Hampshire, Maine, Colorado and Nevada. Anthem held the #1 market 
share in all of the states where it was the exclusive BCBS licensee, except for Nevada where Sierra Health 
Services (acquired by UnitedHealth Group in 2007) dominated.  

Anthem demutualized and went public in 2001. CEO Larry Glasscock believed in disciplined growth and 
conservative pricing and reserving practices, signaling that he was well aware of Leonard Schaeffer’s playbook 
at WellPoint. A year later, Anthem acquired Trigon Healthcare, the publicly-traded BCBS licensee in Virginia, 
which held the #1 market share in the state. The acquisition left Anthem, WellPoint and WellChoice – the BCBS 
licensee in New York State – as the only remaining publicly-traded “Blues.” In December 2004, after settling a 
regulatory battle with the California Department of Insurance, Anthem and WellPoint merged, creating the 
country’s largest managed care organization with 26 million medical members. The deal was structured as an 
acquisition of WellPoint by Anthem, however the combined company took the name WellPoint Inc. and the ticker 
WLP (until December 2014 when a new CEO changed the Company’s name back to Anthem, Inc.). Less than a 
year after the Anthem/WellPoint merger, the Company acquired WellChoice, the parent company of Empire 
Blue Cross Blue Shield and the #1 health insurer in New York State. The Company became the only remaining 
publicly traded “Blue” licensee; all of the other Blues are non-profit mutual insurers, operating in other states.  

In 2007, CEO Glasscock surprised investors by announcing his retirement at the age of 58 for family 
reasons. Even more surprising was the appointment of Angela Braly, the Company’s general counsel, as CEO. 
Braly’s standing with shareholders eventually became tarnished due to earnings misses, declining membership 
(resulting in UnitedHealth Group surpassing the Company as the largest MCO) and the questionable acquisition 
of eyewear retailer 1-800-Contacts Inc. After a disappointing 2Q 2012 earnings report, shareholder pressure 
reached firestorm levels, with major shareholders Omega Advisors and T. Rowe Price Group sending letters to 
the board calling for a management change. Braly and the board mutually agreed that she should step down.  

After an extensive search, Joseph Swedish, a seasoned hospital executive, was named as the 
Company’s CEO in early 2013. Investors did not look favorably on Swedish’s lack of managed care experience 
and the Company’s shares dropped 7% over the following four days, bottoming at $60.41 on February 19, 2013. 
Swedish however proved his critics wrong and returned the Company to the consistent growth that was part of 
its heritage for decades. In 2014, the Company sold 1-800-Contacts Inc. to Thomas H. Lee Partners. Later that 
year, it changed its name back to Anthem Inc. and its ticker symbol to ANTM. In July 2015, ANTM announced 
the acquisition of rival Cigna and in mid-2016 the Department of Justice (DOJ) announced it would sue to block 
the deal. The trial is expected to being in November 2016. In early 2016, ANTM announced it is suing Express 
Scripts (ESRX) for overcharging the Company on its pharmacy benefits management (PBM) contract.  
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Business Description 

Anthem, Inc. is the second largest health insurer in the U.S. serving 39.8 million medical members, or 
1 in 9 Americans. The Company is the exclusive licensee of the Blue Cross Blue Shield brand in 14 states 
(Virginia, Indiana, Maine, New Hampshire, Connecticut, Kentucky, California, New York, Ohio, Georgia, 
Missouri, Colorado, Nevada, Wisconsin). In the remaining 36 states, mutual non-profit insurers license the 
BCBS brand. Nationwide, 1 in 3 Americans are covered by a Blue Cross Blue Shield health plan. The Blue 
Cross and Blue Shield Association is the licensor of the “Blue” brand and grants one exclusive license per U.S. 
state. Anthem is the largest of 36 independent licensees of the BCBS brand. According to the rules of the 
Association, only a BCBS licensee can acquire another BCBS licensee and retain the BCBS brand in the 
acquiree’s state. The BSBC brand is the most valuable brand in health insurance. In ANTM’s 14 states, the Blue 
Cross Blue Shield brand’s recognition is almost triple that of the next competitor.  

Blue Cross Blue Shield Brand Recognition  
in ANTM’s 14 States vs. Competition 

41%

15%

8%

3%

BCBS in WLP's 14 States United Health Group Aetna Cigna
 

Note: On December 3, 2014 the Company changed its name to Anthem from WellPoint and its 
ticker symbol to ANTM from WLP.  

Source: 2011 Mid-year WellPoint Competitive Marketplace study conducted in WLP’s 14 Blue 
states, via WellPoint 2014 Investor Day Presentation.  

 
Anthem holds the #1 or #2 market share position in its 14 “Blue” states. The Company’s commercial 

(i.e., non-government) business market share ranges from 43% in Virginia to 13% in Wisconsin. ANTM’s overall 
market share is 28% across its 14 Blue states.  

Commercial Market Share by State 

 
Note: On December 3, 2014 the Company changed its name to Anthem from WellPoint and its 
ticker symbol to ANTM from WLP.  

Source: Management estimates based on 2012 Census data via WellPoint 2014 Investor Day Presentation.  

28% 
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In 2015, Anthem generated $78.4 billion in revenues and $4.8 billion in operating profit (6.1% operating 
margin). The Company breaks out its results into three reportable segments: Commercial and Specialty 
Business, Government Business and Other. 

Commercial and Specialty Business (48% of revenues, 60% of operating profit, 7.6% op. margin)  

Anthem offers a wide array of managed care and specialty products (dental, vision and life & disability) 
to individuals and employer groups ranging from small employers up to the national company level. The 
Company’s health insurance products include: 

Health Maintenance Organization (HMO): An HMO is one of the most offered health insurance plans by 
U.S. employers. In an HMO policy, members are given access to a participating network of doctors, hospitals 
and other providers. An HMO member must typically select a primary care physician (PCP) from the network. 
The PCP, sometimes called a gatekeeper, is the first point of contact for health needs and gives referrals, when 
needed, within the plan’s network. PCPs generally are family practitioners, internists or pediatricians who 
provide necessary preventive and primary medical care, and are generally responsible for coordinating other 
necessary health care services. HMO plans have varying levels of deductibles and co-payments, resulting in 
different levels of premium rates charged to the employer. A HMO is considered the most restrictive health plan 
since service outside of the network may not be covered at all. 

Preferred Provider Organization (PPO): A PPO plan also provides a network of doctors, specialists and 
hospitals but does not require members to choose a PCP, and referrals to specialists may not be necessary. 
Premiums and deductibles are higher than those of an HMO plan. Certain out-of-network services may be 
covered by a PPO plan, but will be accompanied by higher deductibles and co-payments. Benefits are 
reimbursed at a higher level when care is received from a participating network provider because the health 
insurer contracts with certain providers who offer discounted rates for the patient volume the insurer is able to 
direct. 

Point of Service (POS): A hybrid of HMO and PPO plans, the POS has a network requiring a primary 
care physician and also allows out-of-network visits. Members have comprehensive HMO-style benefits through 
participating network providers with minimum out-of-pocket expenses (e.g., co-payments) and can also go 
directly, without a referral, to any provider they choose, subject to certain deductibles and coinsurance. Member 
cost sharing is limited by out-of-pocket maximums. Out-of-network visits require more work on the part of the 
member as paperwork and receipt submission is handled by the individual. Members of a POS essentially make 
a trade-off: lower medical costs in exchange for less choice. 

Traditional Indemnity, or “Fee for Service” (FFS): A FFS plan is the least restrictive plan type since the 
member has the option to see any healthcare provider for covered services. This plan type has been 
problematic as doctors historically treat patients having a FFS plan with more services than those with other 
plans. Members typically pay 20% out-of-pocket for every service towards a preset deductible. The plan will also 
specify the maximum amount to be paid by the member, called an “out-of-pocket maximum.” FFS plans, which 
were the norm in the U.S. prior to the advent of managed care, are almost unheard of these days as they are 
among the most costly plans an employer can offer.   

BlueCard: Designed by the Blue Cross Blue Shield Association, the BlueCard program requires that 
each of the 36 BCBS licensees work cooperatively to create competitive advantages for the BCBS brand, 
especially when competing for large, multi-state employers. As a result, each BCBS licensee is able to take 
advantage of other BCBS licensees’ substantial provider networks and discounts when a policyholder works or 
travels outside of their home state. The BlueCard program lets a BCBS insured essentially take their health 
benefits with them across the country. BlueCard is a source of fee revenues to ANTM when the Company 
provides services in its 14 states to BCBS members from other states, as Anthem is compensated for its 
administrative services by the host plan. BlueCard is an expense to Anthem when its members travel outside of 
the Company’s 14 “Blue” states. However, BlueCard’s advantage is not in generating incremental administrative 
revenues but in acting as a competitive advantage for Anthem in winning large account business.         

Health insurers offer commercial clients two distinct funding arrangements for their managed care plans, 
where risk is borne either by the insurer or by the client (employer).  

http://www.fairhealthconsumer.org/reimbursementseries/installment_two.aspx
http://www.fairhealthconsumer.org/reimbursementseries/installment_two.aspx
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Fully-insured: A full-insured arrangement is akin to a typical insurance policy. The client (e.g., an 
employer) pays the insurer a fixed premium – health insurance premiums are priced on a “per member per 
month” (PMPM) basis – and the insurer pays all of the medical benefits specified under the plan. The insurer is 
“at risk” of medical expenses being greater than what was assumed in pricing the policy. Health insurance 
almost always entails one-year policies so any mispricing of an account can only hurt the insurer for a year. 
Fully-insured plans give the client certainty for the one-year term of the policy, but this certainty comes with a 
price as the insurer needs to be compensated for the risk it bears.    

Self-insured (or self-funded, or administrative services only [ASO]): A self-insured arrangement is 
cheaper to the client, but the client bears the risk on medical expenses and the insurer performs administrative 
services only (ASO). Also known as an ASO arrangement, the client pays fees to the insurer for such services 
as claims processing, underwriting, actuarial, medical cost management, disease management and wellness 
programs. Self-insured arrangements allow the client to benefit from the insurer’s provider network and the 
volume discounts the insurer is able to obtain. The client can also design certain health benefits in accordance 
with their own requirements and objectives. Typically, only large employers self-insure and such companies 
often purchase stop loss insurance to cap medical costs. Anthem and other large insurers underwrite such stop 
loss insurance. In 2015, Anthem derived 94% of its revenues from fully-insured business (premiums) and 6% 
from ASO fees.  

Government Business (52% of revenues, 42% of operating profit, 4.8% operating margin)  

ANTM’s Government segment includes various managed care products for recipients of government 
health benefits through three programs: Medicare, Medicaid and the Federal Employees Program (FEP). 
Medicare and Medicaid were created in 1965 in response to the inability of older and low-income Americans to 
buy private health insurance. They were part of President Lyndon Johnson’s “Great Society” vision of a general 
social commitment to meeting individual health care needs. Medicare and Medicaid are social insurance 
programs that allow the financial burdens of illness to be shared among healthy and sick individuals, and 
affluent and low-income families. 

Medicare is the federal health insurance program for people 65 or older, certain younger people with 
disabilities and people with End-Stage Renal Disease (permanent kidney failure requiring dialysis or a 
transplant). The aging of the Baby Boomers will result in Medicare being a growth business for many years to 
come.  

Medicaid is a jointly-funded federal and state health insurance program for low income people. Medicaid 
also offers benefits not normally covered by Medicare, like nursing home care and personal care services. 
People who are eligible for both Medicare and Medicaid are called “dual eligibles.” In order to reduce the 
uninsured population, the Affordable Care Act (ACA) sparked an expansion of the Medicaid program, resulting 
in Medicaid being a growth business for many years to come. 

Federal Employees Program (FEP) is a system through which employee health benefits are provided to 
federal employees, retirees and their families. Launched in 1960, FEP covers 4.6 million members nationwide, 
and Anthem serves the 1.3 million members who live in its designated service areas.   

Other (<1% of revenues)  

Includes other businesses that do not meet the quantitative thresholds for an operating segment, and 
corporate expenses. 

Industry Overview 

Managed care is a relatively young industry that was launched by the Health Maintenance Organization 
Act (federal HMO Act) of 1973. The Act was the culmination of the work of Dr. Paul M. Ellwood, Jr., often 
referred to as the “father of the health maintenance organization” with advisors to the Nixon administration who 
were looking for ways to curb medical cost inflation. It provided grants and loans to start/expand health 
maintenance organizations (HMOs), and required employers with 25 employees or more to offer federally 
certified HMO options if they offered traditional health insurance to employees. It did not require employers to 
offer health insurance. The dual choice provision expired in 1995.  
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In the early days, the industry was populated by multi-line property & casualty (P&C) insurance 
companies as well as managed care companies and the business took on characteristics of P&C insurance, 
namely volatile underwriting cycles. In the 1970s and 1980s health insurance underwriting cycles were typically 
three years up (the industry would be able to raise prices in excess of medical cost trends and experience 
margin improvement) followed by three years down (price increases were less than medical cost trends 
resulting in declining margins). However, by the early 2000s, the nature of the industry changed considerably for 
the better, resulting in far greater margin stability. The personal auto insurance industry went through a similar 
transition decades ago from a fragmented, undisciplined industry with volatile underwriting cycles to a business 
known today for having among the most stable margins in the insurance sector. The positive changes that led to 
a similar shift in managed care at the beginning of this century included: 

Consolidation: From 1995 to 2003 the combined market share of the top 10 MCOs increased from 27% 
to 41%. In addition, the vast majority of P&C insurers – the most undisciplined competitors – exited the business 
during the 1990s. Consolidation continued since that time and today the industry consists of five national 
players: Aetna (AET), Humana (HUM), Anthem (ANTM), Cigna (CI) and UnitedHealth Group (UNH). In 2015, 
AET announced the acquisition of HUM and ANTM announced the acquisition of CI. The DOJ sued to block the 
deals and both AET and ANTM stated they will defend their proposed deals in court. The trials are expected to 
being within months. If these deals go through, the industry will consolidate down to a “Big 3” at the national 
level.     

Wall Street’s Incentives Changed: In the early days, investors in managed care stocks were growth 
investors who liked the rapid growth of the industry. Companies which grew enrollment the fastest were 
rewarded with the highest multiples. However, the fastest growers were often the least disciplined with respect 
to pricing. The result of this undisciplined behavior was that almost every publicly traded MCO had at least one 
large blow-up in the 1990s due to inadequate pricing. Wall Street eventually grew tired of the continual reserve 
deficiencies and began rewarding companies that focused on profitability over growth. 

New Managements: The managements of over half the publicly traded companies changed between 
the mid-1990s and early-2000s. By 2003, it was hard to find one public MCO that was not pricing for profitability 
first and foremost. Discipline, for the first time, became a hallmark of the industry, and remained so.  

Improved Underwriting Practices: The substantial investments in IT that the industry made in the late-
1990s to early 2000s greatly improved its ability to predict medical cost trends. The migration to electronic 
claims from paper claims greatly reduced claims cycle times giving MCOs far more of a real-time view of cost 
trends, allowing them to more accurately price business. Today, the large MCOs receive well over 90% of their 
claims electronically.  

The Cost of Healthcare Has Increasingly Been Shifted to the Consumer: Through higher co-payments 
and deductibles, utilizing healthcare has become more expensive for the consumer, placing downward pressure 
on cost trends. In addition, the industry successfully migrated members to cheaper generic pharmaceuticals, 
further benefiting cost trends.  

Weakened Private Competitors: By 2003, roughly half of the U.S. market was held by publicly traded 
companies. The rest of the industry consisted of local and regional insurers that had not been able to keep up 
with respect to IT systems, product diversity and customer service, and were consistently losing share to the 
public companies.  

On January 1, 2014, the 900+ page Patient Protection and Affordable Care Act (aka, Obamacare) took 
effect and sparked sweeping changes to the healthcare system. The Act sought to extend health insurance to 
the roughly 32 million uninsured Americans by expanding both private and public insurance. The “employer 
mandate” required businesses with 50 or more employees to offer health insurance to full-time employees or 
face penalties. The Act also set minimum medical loss ratios for MCOs, requiring that 80%-85% of premium 
dollars be spent on health benefits. The Act further launched private and public exchanges to encourage 
competition, and expanded the Medicaid program to cover an additional 9-10 million people as of 2016.        
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Managed Care: Far from Perfect but a Viable Solution to Runaway Healthcare Spending 

It is no secret that the U.S. is facing a healthcare crisis. Healthcare spend as a percent of GDP rose 
from 13.1% in 1995 to 17.1% in 2014. The U.S. spends more on healthcare as a percent of its economy than 
any other country. In 2014, Japan spent 10.2% of its GDP on healthcare, Germany 11.3%, Switzerland 11.7%, 
U.K. 9.1%, France 11.5%, Canada 10.4% and Scandinavia 10.5%. Worldwide spend was 9.9%. The U.S. will be 
lucky if it can merely keep healthcare spending at its already bloated ~17% of GDP.        

U.S. Healthcare Expenditures as a % of GDP, 1995 - 2014 

 
Source: The World Bank, World Health Organization Global Health Expenditure database 

 
The two main drivers of the U.S.’s growing healthcare spend are medical innovation, where advances in 

healthcare technology are almost always more expensive than what they replace, and an aging population.  
In 2014, there were 46 million people age 65 and over in the United States, accounting for 15% of the 
population. This represents a 15-fold increase from the 3 million people who were 65+ in 1900. The Baby 
Boomers – those born between 1946 and 1964 – began turning 65 in 2011, and the number of people age 65+ 
is projected to increase by another 61% to 74 million by 2030, representing 21% of the population. 

America’s Rapidly Aging Population 

 
Source: U.S. Census Bureau via Federal Interagency Forum on Aging-Related Statistics, “Older Americans 2016” 
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In addition, as people age their spending on healthcare increases dramatically. Americans between the 
ages of 55-64 spend 9% of annual household expenditures on healthcare and 12% on food. In the 75+ 
category, healthcare spend rises to 16%, overtaking food which remains at 12%.  

% Distribution of Annual Household Expenditures by Category and Age Group, 2014 

 
Source: Bureau of Labor Statistics, Consumer Expenditure Survey via Federal Interagency Forum on Aging-Related 
Statistics, “Older Americans 2016” 

 
Healthcare spend per capita is estimated to grow at a mid-single-digit rate over the next decade. With 

consensus forecasts projecting 2%-2.5% U.S. GDP growth going forward, healthcare spend is on a course to 
continue gaining share as a percent of GDP. The growth rate of healthcare spend decelerated substantially from 
12.1% in the 1970s to 5.5% in the 1990s. The single biggest contributor to this favorable development was the 
introduction of managed care and the migration of a large portion of the insured base from indemnity 
(unmanaged) to managed care plans.  

Average Annual Growth Rate of U.S. Healthcare Spend per Capita, 1970s - 2024 

 
Source: The Kaiser Family Foundation, “How much is health spending expected to grow?” 
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National HMO Enrollment, 1987 - 2016 

 
Source: MCOL Research compiled from historical Managed Care Fact Sheet National 
Managed Care Enrollment data for HMOs, 2016 

In recent years, high-deductible health plans (“HDHP,” formerly known as “catastrophic health 
insurance”) have gained large market share in the U.S. Roughly 24% of employees enrolled in employer-
sponsored high-deductible plans in 2015 compared with 4% in 2006.1 The trend toward higher deductibles is 
especially pronounced among employers with less than 200 employees, where 65% of workers are covered by 
HDHPs. By shifting a greater portion of expenses onto the employee – via requiring the insured to pay for all 
healthcare expenses out-of-pocket until a relatively high deductible (on average $2,000 annually at smaller 
firms) is met -- these plans offer lower premiums to the employer.2  

There is evidence that some employees are shunning preventative medicine. In one study, 43% of 
insured patients said they delayed or skipped physician-recommended tests or treatment due to the high 
associated costs.3 While so far, the results are inconclusive, there is some concern that longer-term this trend 
may lead to higher healthcare expenses. The relatively low-cost tests or treatments that are being avoided today 
could lead to expensive hospital stays down the road. Nonetheless, even if this risk materializes, the health 
insurance industry, being essentially a conduit, will simply raise prices in line with cost trends as it always has.      

2015: A Milestone Year for Industry Consolidation 

In 2015, Centene announced the acquisition of Health Net (the deal closed in March 2016), Aetna 
reported it would buy Humana, and Anthem disclosed a merger with Cigna. Large health insurance transactions 
receive immense regulatory scrutiny, as there is a perception that consumers may be gouged. There is no such 
thing as a happy health insurance customer due to the consistent rate increases health plans pass through, in 
line with medical cost inflation. Large mergers, which can be seen a reducing competition, need to be handled 
cautiously by managements. After the ANTM/CI and AET/HUM merger announcements, presidential candidate 
Hillary Clinton issued a press release stating: 

“I have serious concerns about the proposed mergers between Anthem and Cigna, and 
between Aetna and Humana. ...These mergers should be scrutinized very closely with an eye to 
preventing the undue concentration that they appear to create. These companies should 
commit to passing on savings and efficiencies to consumers as lower premiums and out-of-
pocket costs…companies proposing to merge bear the heavy burden of demonstrating that 
consumers will benefit. As president, I would strengthen the antitrust enforcement arms of the 

                                                      
1 Becker’s Hospital CFO, May 2016, “21 statistics on high-deductible health plans”   
   http://www.beckershospitalreview.com/finance/21-statistics-on-high-deductible-health-plans.html 
2 The Wall Street Journal, September 2016, “The Missing Debate Over Rising Health-Care Deductibles” 
   http://blogs.wsj.com/washwire/2016/09/18/the-missing-debate-over-rising-health-care-deductibles/  
3 Becker’s Hospital CFO, http://www.beckershospitalreview.com/finance/21-statistics-on-high-deductible-health-plans.html 
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Department of Justice and the Federal Trade Commission and appoint aggressive regulators to 
take on troubling concentration whenever it occurs in the health insurance industry…”  

 – Hillary Clinton, Democratic presidential candidate, October 21, 2015  

The Department of Justice has sued to block both the ANTM/CI and AET/HUM mergers. Both trials are 
expected to begin later this year. As we discuss later in this report, while the arbitrage spreads on these deals 
reflect large skepticism that the mergers will go through, we believe ANTM and AET have solid arguments in 
court. While the “Big 5” MCOs do not disclose market share data, we put together the chart below based on 
2015 assessed ACA health insurance provider (HIP) fees, which the companies do disclose and are based on 
market share. To pay for some of the services under the ACA, the government levied new fees onto the health 
insurance industry; the trade off being that the ACA expanded the health insurance market. The HIP fee is 
based on an insurer’s proportion of premiums for both commercial and government risk business to the industry 
total. In 2015, the federal government collected $11.3 billion in HIP fees and Anthem paid out $1.2 billion of this 
amount, meaning the Company’s market share approximates 10.6%. Note that ASO revenues are excluded 
from this tax, and it is precisely for this reason that Cigna, which is primarily an ASO provider, appears to be a 
smaller player than its overall revenues would indicate. In our view, the DOJ’s antitrust argument is based on 
perception – four large cap health insurers will consolidate down to two – while the reality is that almost 60% of 
the fully-insured market is held by smaller insurers. If the mergers go through, ANTM+CI will hold 13.3% share 
of the market and AET+HUM will command 15.3%. We simply do not see a cause for alarm.           

Fully-Insured Health Insurance Market Share, 2015 

ANTM
10.6% CI

2.7%
AET
7.6%

HUM
7.7%

UNH
11.5%

Others
59.9%

 
Source: Company 10-Ks, based on 2015 assessed ACA health insurance provider fees  

Anthem’s Solid Performance during a Challenging Decade Underscores the Resiliency of its Business  

Over the last 10 years ANTM’s premiums grew at a 6.1% CAGR while fully-insured membership grew at 
just a 0.2% CAGR. The difference, accounting for a 5.8% CAGR in premiums, is largely explained by pass-
through price increases. We know of no business that can grow revenues at a mid-to-high single-digit rate with 
little volume growth. ANTM’s net income grew at a 1.0% CAGR over the last decade, which the Company 
leveraged to a 9.7% EPS CAGR through aggressive share repurchases. The sub-par net income growth of the 
last decade was due to margin contraction (from an 8.6% operating margin in 2006 to 5.9% in 2015) as a result 
of the Affordable Care Act, a mix shift to lower-margin government business, and the Company losing share 
during the Angela Braly years (2007-2012). Despite a challenging decade, which included the Great Recession 
in 2008-2009, ANTM had only one year of declining EPS, down just 1.3% in 2008, which we believe 
underscores the resiliency of its business model. The next decade entails more tailwinds than the prior decade 
as the ACA’s aim to reduce the uninsured population made Medicaid a growth business and the aging of the 
Baby Boomers is just beginning, making Medicare a growth business for many years to come. Given these 
relatively new tailwinds, current management’s long-term outlook for the Company is for 6%-9% operating 
income growth and 10%-14% EPS growth.      

“Big 5” hold 40.1% share 
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ANTM, 10-Year Summary Financial Metrics 

 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 
10-Year 
 CAGR 

Premiums ($MM) $40,680 $51,972 $55,865 $57,101 $56,382 $53,974 $55,970 $56,497 $66,119 $68,390 $73,385 6.1% 

Fully-insured membership (000s) 14,633  17,356  17,072  16,529  15,434  13,733  13,745  15,954  15,359  14,699  14,933  0.2% 

            5.8% 

             

ASO fees ($MM) $2,719  $3,595  $3,675  $3,837  $3,840  $3,730  $3,855  $3,934  $4,032  $4,591  $4,977  6.2% 

Self-funded membership (000s) 14,436  16,745  17,737  18,520  18,236  19,590  20,506  20,176  20,294  22,800  23,666  5.1% 

            1.2% 

             

Adj. Net Income ($MM) $2,464 $3,095 $3,345 $2,868 $2,927 $2,801 $2,555 $2,456 $2,588 $2,673 $2,718 1.0% 

Adj. EPS $4.01 $4.78 $5.55 $5.48 $6.09 $6.74 $7.00 $7.56 $8.52 $9.35 $10.16 9.7% 

             

Adj. CFFO ($MM) $3,136 $4,044 $4,345 $2,535 $3,039 $2,625 $3,374 $2,745 $3,052 $3,369 $4,116 2.8% 

Capex $162 $194 $322 $346 $378 $451 $520 $545 $607 $627 $603 14.1% 

FCF $2,974 $3,850 $4,023 $2,190 $2,661 $2,173 $2,855 $2,200 $2,445 $2,743 $3,513 1.7% 

             

            
10-Year 

Average 

Medical Loss Ratio  –   81.2% 82.4% 83.6% 83.6% 83.2% 85.1% 85.3% 85.1% 83.1% 83.3% 83.6% 

SG&A Ratio –  15.7% 14.5% 14.6% 15.0% 15.1% 14.1% 14.3% 14.2% 16.1% 16.0% 15.0% 

Operating Margin –  8.6% 8.6% 5.1% 5.9% 7.4% 6.5% 6.3% 5.4% 5.9% 5.9% 6.6% 

             

Reserve Development* –  1.6% 0.8% 0.6% 1.7% 1.5% 0.5% 1.1% 1.3% 1.0% 1.4% 1.2% 

FCF/Adj. Net Income –  124% 120% 76% 91% 78% 112% 90% 94% 103% 129% 102% 

* Prior year redundancies in the current year as a percent of prior year net incurred medical claims. 

Source: ANTM reports 

The best determinant of earnings quality for a MCO is reserve development, and ANTM has had 
favorable development in each of the last 10 years. The Company’s 10-year average of 1.2% favorable 
development means that ANTM overstated its benefits expense by on average 1.2% annually and therefore 
understated its earnings. In our view, ANTM’s consistent favorable reserve development illustrates that the 
Company has an efficient claims processing operation, a solid actuarial staff and a conservative management 
team.   

Warren Buffett-Inspired Capital Allocation Has Created Enormous Shareholder Value 

At its 2014 Investor Day, ANTM included the following quote from Warren Buffett in its slide deck, 
stating that it best summarizes the Company’s share repurchase philosophy: 

“Charlie [Munger] and I favor repurchases when two conditions are met: first, a 
company has ample funds to take care of the operational and liquidity needs of its business; 
second, its stock is selling at a material discount to the company’s intrinsic business value, 
conservatively calculated.” 

 – Warren Buffett, Berkshire Hathaway 2011 Shareholder Letter 

Over the ten-year period 2006-2015, Anthem returned $35 billion to shareholders in the form of share 
buybacks ($32.6 billion) and dividends ($2.3 billion), representing an astounding 105% of its current market cap. 
Imagine an investment returning all of an investor’s capital in 10 years and the investor is left still owning a 
growing, cash-generating business. We believe the next decade for ANTM shareholders will not be materially 
different from the prior decade. ANTM began paying a dividend in 2011 and has increased the dividend every 
year, something we expect to continue.        

The Company reduced its shares outstanding by 57% over the last decade, repurchasing on average 
8.1% of its shares outstanding annually. Note that ANTM’s remarkable 14.7% share shrink in 2010 was made 
possible by utilizing the proceeds from the sale of its PBM to ESRX. On a gross basis, the Company 



Anthem, Inc. 

 

 - 33 - 

repurchased 474 million shares from 2006-2015, representing 75% of the 629 million shares outstanding at the 
beginning of the period. Net shares outstanding declined by 361 million shares (57%), meaning the Company’s 
equity grants to management totaled 113 million shares over the 10-year period, or 1.13 million shares per year 
on average, which we view as very reasonable. The average price of the stock repurchased from 2006-2015 
was $68.92, representing 55% of the current share price, which is itself substantially undervalued in our view. In 
other words, ANTM retired more than half of its shares outstanding in the last decade at an average price of less 
than half of the Company’s current intrinsic value per share. We know of few companies that have executed on 
Warren Buffett’s share repurchase philosophy as masterfully as ANTM.           

 
Share Repurchases ($MM) and Shares Outstanding (MM) 

$4,550

$6,151

$3,276

$2,638

$4,360

$3,040

$2,497

$1,620

$2,999

$1,516

627.0

570.6

508.5

461.1

393.4

349.6

307.4 301.7
281.0

268.0

$0

$1,000

$2,000

$3,000

$4,000

$5,000

$6,000

$7,000

$8,000

$9,000

$10,000

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

S
h

a
re

 R
e

p
u

rc
h

a
s

e
s

  
  
$

M
M

0

100

200

300

400

500

600

700

Y
e

a
r 

E
n

d
 F

D
 S

h
a

re
s

  
M

M

Share Repurchase ($MM) Year End FD Shares
 

 

 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 
10-Year 

Total/Avg. 

Annual Reduction in Year-End FD Shares 0.3% 9.0% 10.9% 9.3% 14.7% 11.1% 12.1% 1.9% 6.9% 4.6% 8.1% 

Gross Shares Bought (MM) 60.7 76.9 56.4 57.3 76.7 44.5 39.7 20.7 30.4 10.4 473.7 

Net Share Reduction (MM) 2.0 56.4 62.1 47.4 67.7 43.8 42.2 5.7 20.7 13.0 361.0 

Avg. Repurchase Share Price $74.96 $79.99 $58.09 $46.05 $56.85 $68.31 $62.89 $78.27 $98.64 $145.75 $68.92 

Source: Company Reports 

Recent Developments 

One year after taking over as CEO, at the Company’s March 2014 Investor Day, Joe Swedish offered a 
2018 EPS target of +$14.00, up 64% over a 5-year period from the $8.52 ANTM earned in 2013. This 
represents a 10.4% EPS CAGR and is consistent with ANTM’s 9.7% EPS CAGR from 2006-2015. At the same 
meeting, Swedish further explained that there could be upside to the +$14.00 number from the repricing of a 
pharmacy benefit management (PBM) contract and from potentially higher interest rates. Two years later, on the 
Company’s 4Q 2015 earnings call, Swedish reiterated his commitment to the +$14.00 2018 number but stated 
the Company would get there through a greater reliance on cost cuts, as certain growth assumptions – for 
healthcare exchanges and individual business – had subsequently proven optimistic.  
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Cigna Acquisition: Potential for Large EPS Accretion if the Deal Gains Regulatory Approval  

In July 2015, Anthem announced it would acquire Cigna three weeks after Aetna announced the 
acquisition of Humana. Almost overnight, the industry was reshaped as the top five would potentially become 
three. ANTM increased its 2018 EPS target to +$17.00 from +$14.00, reflecting $2 billion in merger synergies. 
The ANTM/CI transaction would create the largest health insurer in the U.S. by medical membership, insuring 
over 53 million people. ANTM committed to passing along the majority of the merger synergies to customers in 
the form of lower premiums and fees. However, this condition for gaining merger approval most likely 
incentivized management to low-ball synergy projections, as was the case in the 2004 Anthem/WellPoint 
merger. (See Appendix: The 2004 Anthem/WellPoint Merger Saga: Déjà Vu of Anthem/Cigna?, page 46.)  
In addition, Anthem has a history of providing conservative guidance. For example, in January 2015 
management gave full-year 2015 EPS guidance of +$9.30. ANTM likes to give guidance of “greater than __” 
indicated by the “+”. Actual 2015 EPS came in at $10.16, or 9% above guidance despite some business 
segments performing below plan. ANTM incorporates a large margin of safety into its guidance, and the 2015 
example of delivering above-guidance EPS even when unexpected headwinds arose, has been a consistent 
theme throughout ANTM’s history, with the exception of Angela Braly’s term as CEO. 

 
Anthem/Cigna Merger 

EPS Accretion Medical Enrollment of Top MCOs (thousands of lives) 

  

Source: Anthem/Cigna Merger Presentation, July 2015 

Despite being a highly accretive deal, the ANTM/CI merger came about with dark clouds passing over 
the talks between the two companies. The “Background of the Merger” section in the S-4 filed on October 1, 
2015 revealed that discussions began in early 2014, but Anthem decided not to move forward with a deal and 
gave Cigna no explanation for why it backed away, preferring to keep its options open. In early 2015, Humana 
put itself up for sale and Anthem hastily communicated to Cigna that it wanted to “aggressively reengage with 
Cigna on a potential transaction.” Cigna management wanted to know why Anthem had changed its stance 
since ceasing discussions, but never got a satisfying answer. The S-4 stated that Humana’s exploring of 
strategic options sparked ANTM to consider “the risk of being left out of the remaining consolidation in the health 
benefits industry.” In addition, The Wall Street Journal subsequently reported that CEO Joe Swedish 
communicated to Anthem employees that he didn’t want “Anthem to end up as an also-ran,” and that a merger 
with Cigna guaranteed ANTM would be “a survivor, a competitor.”4 The rapid reemergence of merger 
discussions was followed by weeks of haggling over the price and who would run the company. In the end, Joe 
Swedish agreed to step down in two years with no firm commitment that the top spot would go to Cigna CEO 
David Cordani, who would become Chief Operating Officer of the combined company. Tension persisted 

                                                      
4 The Wall Street Journal, May 2016, “Anthem, Cigna Privately Bicker as They Seek Merger Approval” 
  http://www.wsj.com/articles/anthem-cigna-privately-bicker-as-they-seek-merger-approval-1463909404 
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between the two companies and in May 2016 The Wall Street Journal disclosed behind the scenes bickering in 
an article titled “What Anthem and Cigna Are Fighting About.”5 A series of letters exchanged between the two 
competitors revealed disputes over Cigna’s tardiness in providing data to the DOJ, as well as governance and 
integration disagreements. Adding further uncertainty to the picture, Anthem’s well-respected CFO Wayne 
DeVeydt resigned in May 2016 to focus on family and philanthropic work. Mr. DeVeydt served as ANTM’s CFO 
for nine years and was well liked by Wall Street.    

The market had been skeptical of the ANTM/CI merger receiving regulatory approval and the deal’s arb 
spread remained consistently wide. In July 2016, a year after the deal was announced, the DOJ confirmed the 
market’s skittishness, disclosing it would sue to block both the ANTM/CI and AET/HUM deals. Attorney General 
Loretta E. Lynch stated that the proposed mergers “would leave much of the multitrillion-dollar health insurance 
industry in the hands of three mammoth insurance companies.” Both Anthem and Aetna issued statements 
vowing to fight the DOJ’s challenge in court. ANTM’s July 21, 2016 press release stated, “The DOJ’s action is 
based on a flawed analysis and misunderstanding of the dynamic, competitive and highly regulated healthcare 
landscape and is inconsistent with the way that the DOJ has reviewed past healthcare transactions…Anthem is 
fully committed to challenging the DOJ’s decision in court but will remain receptive to any efforts to reach a 
settlement with the DOJ that will allow us to complete the transaction and deliver its benefits at a critical time 
when American consumers are seeking high quality healthcare services with greater value at less cost.” Anthem 
further argued that a substantial portion of the merger synergies will be passed along to consumers in the form 
of lower prices, making the deal pro-competition.  

Cigna’s response was less enthusiastic. In its July 21, 2016 press release the company stated, “Given 
the nature of the concerns raised by the DOJ and the overall status of the regulatory process, which under the 
terms of the merger agreement was led by Anthem, Cigna is currently evaluating its options consistent with its 
obligations under the agreement. In light of the DOJ's decision, we do not believe the transaction will close in 
2016 and the earliest it could close is 2017, if at all.” Cigna stands to collect a $1.85 billion breakup fee from 
Anthem if the deal fails on antitrust grounds. Given all of the bickering with Anthem, Cigna management may 
prefer to remain independent.  

It is important to note that the DOJ cannot unilaterally block a merger, it must convince a judge to do so. 
U.S. District Judge Amy Berman Jackson who is presiding over the Anthem case set a trial date of November 
21, 2016 and stated she aims to rule by the end of January. Anthem had been pushing for a decision this year 
out of concerns that Cigna may jump at an opportunity to back out of the transaction. Anthem can extend the 
merger agreement to April 30, 2017, but if the deal does not close by then, Cigna can walk away with the 
breakup fee. Anthem wants to expedite the trial, and stated it would need at least 120 days after a favorable 
court ruling to secure regulatory approvals from the remaining state insurance regulators. The arbitrage spread 
on the deal reflects large skepticism that the merger will gain regulatory approval. CI shareholders stand to 
make a 45% annualized return if the deal closes on April 30, 2017.   

                                                      
5 The Wall Street Journal, May 2016, “What Anthem and Cigna Are Fighting About” 
   http://blogs.wsj.com/moneybeat/2016/05/23/what-anthem-and-cigna-are-fighting-about/ 
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ANTM/CI Arbitrage Spread 

CI shareholders receive:  
Cash per share $103.40 
ANTM shares for each CI share 0.5152 
  
CI share price $128.64 
ANTM share price $124.34 
  
CI 2Q 2016 FD shares 259.5 
  
Cash value ($MM) $26,832 
ANTM Share Value ($MM) $16,624 
Total consideration ($MM) $43,456 
  
Total consideration per CI share $167.46 
  
CI upside to total consideration 30.2% 
Annualized multiplier* 1.5x 
CI annualized return* 45.3% 

* Assumes the deal closes on April 30, 2017, in ~8 months 

 

In our view, the odds of the deal going through are not as dire as the arb spread would suggest. When it 
comes to consolidation, we believe managed care is different from other industries. A highly consolidated health 
insurance sector is the only way to make a dent in the U.S.’s consistently high rate of medical cost inflation. 
Only large MCOs can make the necessary investments in IT and data & analytics required to implement medical 
cost management and wellness programs. In addition, only large insurers can gain sufficient leverage over 
healthcare providers and pharmaceutical manufacturers to demand volume discounts. Cigna is the industry’s 
gold standard in implementing progressive initiatives such as wellness programs and provider engagement 
which have had tangible impacts on medical costs. For example, in 2015 Cigna’s rate of medical cost inflation 
was an industry low of 5%, while Anthem’s was 6.75%. An overlooked benefit of Anthem combining with Cigna 
is that ANTM would implement CI’s wellness programs across its book of business, lowering its own medical 
cost trend. Health insurers with the lowest cost trends can offer the lowest rates, while maintaining margins, 
resulting in market share gains. This synergy benefit is not included in management’s $2 billion estimate and 
could be substantial over time. We believe the combined company’s ability to lower the rate of medical cost 
inflation for its customers as Anthem’s strongest argument in court. It is also important to keep in mind that the 
Affordable Care Act set minimum MLRs for the industry, essentially placing a ceiling on gross margins and 
therefore preventing consolidation from leading to excess margins. We simply do not see how ANTM combining 
with CI results in customers getting gouged in an industry where margins are regulated and believe ANTM has 
strong arguments on its side in its battle for merger approval. While merger arbitrage is not in our circle of 
competence, we would encourage investors with expertise in this area to look at the ANTM/CI deal. As another 
alternative, a small speculative position in CI call options (reflecting a dollar amount the investor is willing to 
lose, as most options expire worthless) could generate a spectacular return if the deal goes through. These two 
ideas are high-risk/high return speculations, while our report is focused on the low-risk/high-return investment in 
ANTM shares.            

ANTM stopped buying back shares in 3Q 2015 to raise funds for the cash portion of the Cigna deal. If 
the transaction goes through, the Company’s debt-to-capital ratio will jump to 50% from 39.8% at 2Q 2016. 
Management committed to deleveraging back to ~40% over a two-year period and maintaining the Company’s 
investment grade credit rating. From then on, we would expect Anthem to continue returning nearly 100% of 
FCF to shareholders.  

Potential PBM Contract Repricing Offers Meaningful Upside 

In 2009, under CEO Angela Braly, Anthem sold its pharmacy benefits management subsidiary to 
Express Scripts (ESRX) for $4.675 billion and entered into a 10-year contract for ESRX to provide certain 
pharmacy services to ANTM. The two companies signed an agreement under which ANTM or a consultant 
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would conduct market analyses every three years to ensure ANTM was receiving competitive drug prices. In the 
event Anthem determined that its pricing terms were not competitive, it would be able to propose renegotiated 
pricing terms to ESRX. In return, ESRX agreed to negotiate in “good faith” over the proposed new pricing terms. 
The deal was structured as more of a gentleman’s agreement, and without any formulaic provision stipulating 
how pricing would be revised. In 2012, under ANTM’s old CEO, both sides agreed on revised pricing. However, 
on December 1, 2015, when the repricing provision became effective again, the two sides were miles apart on 
pricing. What changed between 2012 and 2015 was Anthem’s management and its interpretation of the 
contract. In fact, ANTM’s new management concluded money was left on the table in the 2012 negotiation. 
ANTM concluded it is entitled to $3 billion in annual savings on the contract and is therefore overpaying by this 
amount. ESRX did not agree with ANTM’s interpretation, and in January 2016 Joe Swedish went public with 
ANTM’s assertion, something ESRX then-CEO George Paz felt was in very poor taste. Unable to reach a 
resolution, ANTM sued ESRX in March 2016 for $15 billion – the sum of the alleged overpayments over the final 
4 years of the contract plus the phase-out period – claiming ESRX violated its contract through excessive 
pricing. ANTM also sued to terminate the contract.6  

A month later, ESRX countersued ANTM claiming that before the contract was signed, ESRX gave 
ANTM a range of alternatives for structuring the transaction. At one end of the spectrum, ESRX would pay 
ANTM less money upfront to purchase its PBM but would offer lower pricing over the 10-year life of the contract. 
At the other end, ESRX would pay significantly more upfront, but would charge higher pricing. ESRX’s suit 
states that “Anthem elected to receive $4.675 billion upfront in lieu of lower pricing during the life of the PBM 
Agreement. Although Anthem could have passed this upfront money through to its members – in the form of 
reduced drug pricing – instead, Anthem used the upfront payment to repurchase its stock.” In addition, ESRX 
states that “Anthem has taken the erroneous position ... that Anthem has a contractual right to ‘competitive 
benchmark pricing.’ ESI’s position ... is that Anthem has, at most, a contractual right to propose new pricing 
terms ... and that the parties thereafter have an obligation to negotiate over those proposed new pricing terms in 
good faith. However, ESI has no obligation to agree to Anthem’s proposed new pricing terms, or to otherwise 
ensure that Anthem is receiving competitive benchmark pricing.” 7 Comically, as almost a throw-away at the end 
of the suit, ESRX is asking for its $4.675 billion back.   

The legal battle seems to center around the contractual obligation to negotiate in “good faith.” Black’s 
Law Dictionary, the standard in the legal profession, defines “good faith” as something done “honestly, 
objectively, [and] with no deliberate intent to defraud the other party.” We read both lawsuits and were left 
speechless at how two multi-billion dollar corporations could have structured such a vague contract. It appears 
ANTM is still cleaning up legacy mismanagement issues from the term of Angela Braly, who prior to serving as 
CEO was the Company’s general counsel! While ANTM does not have a trial date yet, our understanding is that 
such cases take roughly 2 years to go to court. We believe there is a good chance the two parties settle and that 
ANTM comes out gaining more than ESRX. ANTM is ESRX’s largest customer accounting for 16% of its 
revenues. Clearly, ESRX does not want to lose the ANTM account, and has said so publicly. In addition, if 
ANTM closes on the CI transaction, it becomes an even bigger account for ESRX. Despite the overhang the 
lawsuit has created on ANTM stock, we believe Joe Swedish was smart to push hard on pricing as Anthem has 
substantial bargaining power over ESRX. 

In the event ANTM saves $3 billion annually on its PBM contract, the Company projects it will retain 
20% of the savings for itself and pass 80% along to customers in the form of lower pricing, enhancing retention 
and its ability to win new business. In a best-case scenario ANTM could gain $1.24 per share in sustained 
incremental EPS (20% of the $3 billion in savings = $600 million, taxed at 44.7% = $333 million, on 268 million 
fully diluted shares = $1.24 per share). If the CI deal goes through, ANTM could potentially add CI’s ~15 million 
medical members to its PBM contract. However, we have not factored in any added benefit here as we have no 
information on what CI’s PBM pricing terms are relative to ANTM’s. We simply acknowledge that ANTM has the 
incremental opportunity to consolidate its own and CI’s members under one PBM contract and command even 
better unit pricing. For conservatism, we have kept the PBM savings amount the same under the scenario 
where ANTM acquires CI, which results in less savings per share, specifically $0.87, given the greater shares 

                                                      
6 U.S. District Court filing: Anthem, Inc. vs Express Scripts, Inc., March 2016 
  http://www.modernhealthcare.com/assets/pdf/CH104433321.PDF 
7 U.S. District Court filing: Anthem, Inc. vs Express Scripts, Inc., Counterclaims, April 2016 
  http://www.modernhealthcare.com/assets/pdf/CH104895420.PDF 
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outstanding post deal ($600 million taxed at a pro forma tax rate of 41.7% = $350 million, on 402 pro forma 
shares outstanding = $0.87 per share). In a worst case, the PBM contract will expire in 2019 and ANTM would 
rebid the business, yielding the Company a substantial EPS boost in 2020. 

Long-Term Outlook 

After the Company’s inconsistent performance under CEO Angela Braly (2007-2012), at its 2014 
Investor Day, ANTM management disclosed a much-welcomed long-term EPS growth outlook of 10%-14%. The 
Company believes it can sustain 6%-9% organic operating income growth, enhanced by share repurchases 
and/or M&A which would contribute another 4%-5% to EPS growth. We believe ANTM can achieve its targeted 
level of growth with minimal membership growth as it consistently raises prices each year in line with medical 
cost inflation. This, in our view, is what makes MCOs great businesses: pricing power related to passing through 
mid-to-high single-digit medical cost inflation each year. It continues to bewilder us that MCO stocks typically 
trade at a discount to the S&P 500, as the growth outlook for the U.S. economy does not come close to the 
consistent and predictable growth of health insurers.     

Long-Term EPS Growth Outlook 

Organic Operating Income Growth 6%-9% 

Share Repurchase/M&A 4%-5% 

Long-Term EPS Growth Target 10%-14% 

Source: ANTM 2014 Investor Day Presentation 

 

Management’s 2016 adjusted EPS guidance is for +$10.80 per share, representing 12.4% growth over 
$9.61 in 2015 adjusted EPS, and falling right in the middle of management’s 10%-14% long-term growth range. 
ANTM will rely more heavily on cost cuts this year as it is not buying back stock to raise cash for the Cigna deal.  

Anthem is Levered to Higher Interest Rates 
It is no secret that U.S. interest rates have remained at record lows since the Great Recession. The 

Federal Reserve raised rates by 25 bps in December 2015 and subsequently talked about incremental 
increases but thus far has not acted given inconsistent economic data in the U.S. and the financial market 
turmoil caused by the Brexit vote. While a negative central bank rate – as is presently the case in the EU, 
Denmark, Sweden, Switzerland and Japan – is a remote possibility, U.S. interest rates should have far more 
upside than downside over the long-term.   

Effective U.S. Federal Funds Rate 

 
Source: Board of Governors of the Federal Reserve System via FRED, September 2016 

 
Anthem has an investment portfolio of roughly $20 billion, 92% of which is invested in fixed income with 

8% invested in equities. This asset, largely representing float, accounts for 60% of ANTM’s market cap and 7.8x 
its 2015 net income. In 1H 2016, the Company realized a 3.65% yield on its investment portfolio. Net investment 
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income represented a depressed 13.3% of earnings in 1H 2016 compared to 19.0% in 2007, the year before the 
Fed began cutting rates to near zero. Each 100 bp increase in yield on the investment portfolio adds 
approximately $0.41 to EPS, or ~4% to 2016 EPS. As ANTM continues to reduce its shares outstanding over 
time, its EPS leverage to higher interest rates rises as well.     

Leverage to Higher Interest Rates  ($MM) 

1H 2016 Average Invested Amount $20,059.1 

1H 2016 Net Investment Income (NII) $366.0 

Annualized NII $732.0 

Calculated NII yield 3.65% 

Each 100 bps increase adds $200.6 

Tax Rate 44.7% 

After Tax $110.9 

2Q 2016 FD Shares Outstanding 268.2 

Each 100 bps increase adds (per share) $0.41 

Percent of $10.80 2016 EPS Guidance 3.8% 

 

Single-State BCBS Licensees Are Akin to “Reserves in the Ground” for Anthem 

There are 15 U.S. states where a single-state mutual insurer BCBS licensee commands dominant 
market share in the large group market. Since only a Blue licensee can buy another Blue licensee and retain the 
Blue license, and ANTM has consolidated all of the formerly publicly-traded Blues, these mutual Blue plans 
represent potential acquisitions that only ANTM can make. We see these mutual insurers as “reserves in the 
ground” for Anthem. These insurers would first have to demutualize and convert to for-profit status, but the 
incentives are certainly there as demutualizations have historically enriched management teams with substantial 
equity ownership. In a demutualization/sale, substantial proceeds often go to the respective state as well.   

A 2012 study by Deloitte suggested that single-state Blues may be getting squeezed. Collectively they 
spent 4% of revenues on capex while the Big 5 MCOs collectively spent 1%. The ACA has made it more 
expensive to operate as a MCO.8 ANTM’s predecessors – Anthem and WellPoint – collectively acquired 5 
publicly-traded single-state Blue plans and all of the deals were accretive. The managements of those insurers 
chose to IPO first, create value by cutting the bloated cost structures of their mutual insurers, and then sell to 
Anthem or WellPoint. The IPO-then-sale model, as well as the demutualization-and-immediate-sale model, 
remain potential wealth creation vehicles for the 15 mutual Blues listed below. We believe their dominant large 
group market shares would certainly be attractive to ANTM.  

                                                      
8 Healthcare Finance, October 2014, “Some Blues trapped in a business tower “ 

  http://www.healthcarefinancenews.com/news/some-blues-trapped-business-tower 
 



Anthem, Inc. 

 

 - 40 - 

Single-State Blues with Dominant Large Group Market Share 

State #1 Insurer LG Market Share 

South Carolina BCBS of SC 92% 

Alabama BCBS of AL 91% 

Alaska Premera Blue Cross 84% 

Nebraska BCBS of NE 82% 

Vermont BCBS of VT 79% 

Arkansas Arkansas BCBS Group 77% 

Rhode Island BCBS of RI 76% 

Wyoming BCBS of WY 76% 

Tennessee BCBS of TN 74% 

North Carolina BCBS of NC 72% 

Idaho Blue Cross of ID 67% 

Massachusetts BCBS of MA 56% 

New Jersey BCBS of NJ 54% 

Michigan BCBS of MI 51% 

Kansas BCBS of KS 45% 

Source: Kaiser Family Foundation, 2013 

Scenario Analysis 

We view ANTM a large cap special situation in which a worst case scenario is fully priced in and various 
upside scenarios are being completely ignored as investors are “brain blocked” by the uncertainty over the 
Company’s litigation against the DOJ over the Cigna acquisition and its litigation against ESRX regarding its 
PBM contract. Below we detail the return profile of six scenarios, from worst to best, with the variables being the 
closing/not closing of the Cigna deal and the repricing/not repricing of the PBM contract. For conservatism and 
to incorporate the facts that ANTM 1) has stopped buying back stock due to the pending Cigna merger, and 
2) may have to pay a $1.85 billion breakup fee (roughly half of annual FCF) if the deal fails, we’ve pushed the 
Company’s $14.00 2018 EPS target out one year to 2019.        

1) Worst Case Scenario: No Downside Risk if the Shares are Held for Two Years 

In our worst case scenario, we have assumed the Cigna merger does not go through, the PBM contract 
is not repriced and ANTM grows earnings by only 6% annually going forward, generating 2019 EPS of $12.86, 
and falling well short of its $14.00 target. Since ANTM has stopped buying back stock to raise funds for the cash 
portion of the Cigna deal, the 4%-5% component of EPS growth from share repurchase/M&A will not be there in 
the near-term. In addition, we have used the low end of the Company’s 6%-9% operating income growth target 
in our worst case. ANTM shares currently trade at 9.7x our 2019 worst case EPS estimates. Using a trough 
multiple of 10x forward EPS (explained below), ANTM offers a 3.4% positive return if the shares are held until 
the end of 2018 when the market will be looking out at $12.86 in 2019 EPS. When adding in ANTM’s 2.1% 
dividend yield, ANTM offers a 2-year IRR of (positive) 3.8%, under a worst case scenario. We believe the main 
component of a great investment is limited downside risk, and the risk-reward of ANTM goes one step further 
where a positive absolute return is offered in a worst case scenario if the stock is held for 2 years; a truly rare 
situation. Finally, ANTM has just ~8% near-term downside risk to 10x 2017 EPS, assuming disappointing EPS 
growth of 6% in 2017, limiting any portfolio damage the stock can cause while investors wait for clarity on the 
two important lawsuits.    

Downside Risk to 10x Forward EPS Assuming 6% EPS Growth 

 2016 2017 2018 2019 

EPS $10.80 $11.45 $12.13 $12.86 

EPS growth 12.4% 6.0% 6.0% 6.0% 

Share Price at 10x Forward P/E – $114 $121 $129 

Downside Risk – (7.9%) (2.4%) 3.4% 
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Downside Risk at End of 2018 

2019 EPS $12.86 

2019 P/E 9.7x 
  

Trough P/E 10.0x 

Fair Value $129 

Upside 3.4% 

2-year IRR 1.7% 

Dividend Yield 2.1% 

IRR + Yield 3.8% 

 

MCO stocks are typically valued on a forward P/E basis. In the last 15-years, ANTM has traded between 
5x-18x forward earnings with a median multiple of 12x. We believe it is important to normalize ANTM’s valuation 
range for the 2008-2013 period which was negatively impacted by 1) Angela Braly’s disappointing term as CEO 
(2007-2012), 2) the Great Recession of 2008-2009, and 3) the uncertainty caused by the anticipation of 
“Obamacare” and its impact on industry margins beginning in 2010 until its implementation in January 2014. 
Note that post Braly’s resignation in August 2012, ANTM shares experienced a massive revaluation from ~7x to 
16x before the current uncertainties (DOJ and ESRX legal battles) pressured the shares below 11x. From 2002-
2007 and from mid-2013 to the present, 10x forward earnings served as a floor for ANTM shares. We view 
these periods as more relevant to ANTM today as the ACA has already been implemented, current CEO Joe 
Swedish has earned substantial credibility with investors and the economic environment is far from 
recessionary.  

ANTM 15-Year Forward P/E 

 
Source: FactSet 

To further support our view that 10x forward EPS should serve as a floor for ANTM, we examined two 
historic sell-offs in the Company’s shares outside of the 2007-2012 Angela Braly/Great Recession/ACA 
uncertainty time frame.   

1996: The health insurance industry at the time was far less mature and consolidated than today. 
Undisciplined pricing and underwriting cycles were the norm. Anthem was still a mutual company, but half of 
current-ANTM, namely WellPoint Health Networks, was publicly traded. 1996 marked the second year in a row 

CEO Angela Braly 
June 2007 – August 2012 



Anthem, Inc. 

 

 - 42 - 

of down earnings for WellPoint during a brutal down cycle. WellPoint hit its lowest valuation since going public in 
1993 of 10.2x forward EPS in 1996.  

2004: Anthem and WellPoint announced a transformative merger in 2004. The deal received approval 
from every regulatory body except the California Department of Insurance (DOI) which blocked the transaction 
in a highly controversial ruling. Anthem filed a lawsuit against the California DOI to have the ruling overturned. A 
couple of months later, New York State Attorney General Eliot Spitzer announced an investigation into unethical 
practices at Marsh & McLennan (MMC) and several P&C insurance carriers. Mr. Spitzer further stated that his 
investigation would broaden into the entire insurance industry including employee benefits, of which health 
insurance is a subset. Insurance stocks plunged in an epic sell-off. Anthem bottomed at 9.9x forward EPS.  

Finally, ANTM’s 10%-14% long-term EPS growth target was communicated to investors as recently as 
2014. We find it unrealistic for a business with recurring revenues, pricing power, stable margins and a double-
digit EPS growth profile to trade at a single-digit P/E multiple, outside of another financial crisis. For these 
reasons, we believe 10x forward earnings will serve as a floor valuation for ANTM shares going forward.     

2) The Cigna Merger Does Not Go Through, the PBM Contract is Not Repriced and ANTM Achieves 
its $14.00 EPS Target in 2019  

ANTM shares currently trade at 8.9x 2019 EPS under this scenario. For conservatism, we assumed fair 
value for ANTM is 12x forward EPS, its median multiple over the last 15-years despite this multiple being 
depressed by the 2007-2012 Angela Braly/Great Recession period. This scenario yields an end-of-2018 price 
target of $168, upside of 35%, and a 2-year IRR of 18.3% including dividends. 

2019 EPS $14.00       

2019 P/E 8.9x       

        

Fair Value P/E 10x 11x 12x 13x 14x 15x 16x 

Fair Value $140 $154 $168 $182 $196 $210 $224 

% Gain 13% 24% 35% 46% 58% 69% 80% 

2-year IRR 6.1% 11.3% 16.2% 21.0% 25.6% 30.0% 34.2% 

Dividend Yield 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 

IRR + Yield 8.2% 13.4% 18.3% 23.1% 27.6% 32.0% 36.3% 

 

3) The Cigna Merger Does Not Go Through, but the PBM Contract is Repriced ($1.24 per share 
Annual Benefit)  

Under this scenario, we project ANTM will earn $15.24 in 2019: its $14.00 EPS target plus $1.24 per 
share in savings on a renegotiated PBM contract. ANTM trades at 8.2x 2019 EPS. Applying a 12x multiple 
yields an end-of-2018 price target of $183, upside of 47%, and a 2-year IRR of 23.4% including dividends.  

2019 EPS $15.24       

2019 P/E 8.2x       

        

Fair Value P/E 10x 11x 12x 13x 14x 15x 16x 

Fair Value $152 $168 $183 $198 $213 $229 $244 

% Gain 23% 35% 47% 59% 72% 84% 96% 

2-year IRR 10.7% 16.1% 21.3% 26.2% 31.0% 35.6% 40.0% 

Dividend Yield 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 

IRR + Yield 12.8% 18.2% 23.4% 28.3% 33.1% 37.7% 42.1% 

 

4) The Cigna Merger Goes Through, but the PBM Contract is Not Repriced  

In this scenario, ANTM earns the $17.00 EPS target it laid out when it announced the Cigna merger 
($14.00 plus $3.00 per share in merger accretion). ANTM shares trade at 7.3x 2019 EPS under this scenario. 
Applying a 12x multiple yields an end-of-2018 price target of $204, upside of 64%, and a 2-year IRR of 30.2% 
including dividends. 
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2019 EPS $17.00       

2019 P/E 7.3x       

        

Fair Value P/E 10x 11x 12x 13x 14x 15x 16x 

Fair Value $170 $187 $204 $221 $238 $255 $272 

% Gain 37% 50% 64% 78% 91% 105% 119% 

2-year IRR 16.9% 22.6% 28.1% 33.3% 38.4% 43.2% 47.9% 

Dividend Yield 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 

IRR + Yield 19.0% 24.7% 30.2% 35.4% 40.4% 45.3% 50.0% 

 

5) The Cigna Merger Goes Through and the PBM Contract is Repriced  

In this scenario, ANTM’s $14.00 EPS target is boosted by $3.00 from merger accretion and another 
$0.87 from post-deal savings on a repriced PBM contract, yielding 2019 EPS of $17.87. ANTM trades at 7.0x 
2019 EPS under this scenario. Applying a 12x multiple yields an end-of-2018 price target of $214, upside of 
72%, and a 2-year IRR of 33.4% including dividends. 

2019 EPS $17.87 
   

  
  2019 P/E 7.0x 

   
  

  

       
(Best Case) 

Fair Value P/E 10x 11x 12x 13x 14x 15x 16x 

Fair Value $179 $197 $214 $232 $250 $268 $286 

% Gain 44% 58% 72% 87% 101% 116% 130% 

2-year IRR 19.9% 25.7% 31.3% 36.7% 41.8% 46.8% 51.6% 

Dividend Yield 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 2.1% 

IRR + Yield 22.0% 27.8% 33.4% 38.8% 43.9% 48.9% 53.7% 

 

6) Best Case Scenario 

Given 1) ANTM’s history of providing conservative guidance, 2) the high likelihood that the $2 billion in 
CI merger synergies is understated (as was the case in the 2004 Anthem/WellPoint merger), 3) the potential to 
consolidate CI’s members into a new PBM contract and realize even greater savings, and 4) the potential for 
CI’s superior wellness programs to reduce ANTM’s medical cost trend creating substantial revenue synergies, 
there is a very real best-case scenario where 2019 EPS comes in meaningfully higher than the $17.87 assumed 
in scenario 5. Since quantifying this earnings power is difficult, we believe applying a 16x multiple to $17.87 in 
2019 EPS is a better way of capturing ANTM’s best-case scenario. Not only is 16x the median market multiple 
since WW II, but ANTM traded at a high of 16.5x forward earning as recently as June 2015 and at over 17x 
earnings in 2005 after the Anthem/WellPoint merger closed. If ANTM earns $17.87 in 2019, it will have 
generated a 3-year EPS CAGR of 18% (compared to its long-term outlook of 10%-14%) off of its guidance for 
$10.80 in 2016 EPS, making a 16x multiple very realistic in our view. Under our best case scenario, ANTM’s 
end-of-2018 fair value is $286, offering upside of 130%, and a 2-year IRR of 53.7% including dividends. It is 
worth noting that ANTM generated a +80% IRR from late-2004 to the end of 2005 upon the closing of the 
WellPoint merger.  

Conclusion 

The stock market, utterly brain-blocked by the uncertainty regarding ANTM’s lawsuits against the DOJ 
regarding the CI acquisition and ESRX regarding its PBM contract, is offering investors a very compelling 
risk/reward in ANTM shares. An investor does not need to have a view on ANTM’s exact future as all likely 
outcomes, including a worst case scenario, lead to a positive return if the shares are held for 2 years.  When 
looking out 2 years, it is easy to envision both lawsuits likely being resolved. The spectrum of outcomes ranges 
from a worst case scenario where capital is preserved to a best case scenario where a spectacular return is 
generated.       
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“Too many investors look at the present. The present is already in the price. You have 
to think out of the box and visualize 18-24 months from now what the world is going to be and 
what securities might trade at. If you can see something in two years that’s entirely different 
than the conventional wisdom, that’s how you make money.”9 

– Stanley Druckenmiller, Duqesne Family Office, LLC 

We believe applying probability weightings to our six scenarios is a futile exercise as it is anyone’s 
guess how the future will play out. Therefore, we have applied an equal weight to all six scenarios, and we 
arrive at an expected fair value of $197 at the end of 2018, representing upside of 59%, or a 2-year IRR of 
28.1% including dividends.  

ANTM Equal Weight Expected Fair Value at End of 2018 

Scenario 
Fair Value 
per Share 

1) Worst case $129 

2) ANTM stand-alone, no PBM repricing benefit $168 

3) ANTM stand-alone, with PBM repricing benefit ($1.24) $183 

4) ANTM + CI, no PBM repricing benefit $204 

5) ANTM + CI, with PBM repricing benefit ($0.87) $214 

6) Best case $286 

Equal Weight Expected Fair Value (per share) $197 

% Gain 58.7% 

2-year IRR 26.0% 

Dividend Yield 2.1% 

IRR + Yield 28.1% 

 

Risks 

1) Over the last decade, ANTM has repurchased on average ~8% of its shares outstanding each year. 
The company has stopped buying back shares since announcing the Cigna merger to raise funds for the cash 
portion of the deal. With the Company out of the market, ANTM’s shares are more susceptible to selling 
pressure.  

2) Hillary Clinton being elected president would be a big psychological negative for health insurers, as 
she has made negative comments about the industry throughout her career. We would view any sell-off on her 
election as a buying opportunity since the industry is so consolidated and so important to the U.S. in slowing its 
high rate of medical cost inflation that we see the national health insurers as one notch below SIFIs 
(systematically important financial institutions).  

3) Donald Trump has talked about repealing the Affordable Care Act (aka, Obamacare). If he is elected 
president and Congress remains in GOP hands, a repeal becomes possible. However, Trump is not in favor of 
leaving Americans without affordable health insurance and wants to replace Obamacare with what he believes 
is a better plan. Whether Obamacare remains or is repealed, the national health insurers would be part of the 
solution as there are no other alternatives.  

4) The Affordable Care Act set minimum MLRs for the industry by line of business. In theory, these 
minimums could be raised and/or fees and taxes increased, resulting in lower margins for the industry. 
However, the implementation of the ACA was conducted with respect between the government and the industry. 
We see an unofficial partnership between these two parties in providing affordable health insurance to every 

                                                      
9 Stanley Druckenmiller- Unconventional Investing, August 2015, YouTube 

  https://www.youtube.com/watch?v=c6LgojkA6bo 
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American and bringing down the country’s high rate of medical cost inflation. The government cannot achieve 
these two important goals without the health insurance industry as its partner.  

5) A recession, resulting in increased layoffs and a rising unemployment rate, would be detrimental to 
ANTM as the covered lives (employees) at clients would decline. In addition, a recession would cause more 
employers to consider self-insurance, leaving ANTM with lower revenues on an account even if it retained the 
account, as the employer would switch from a fully-insured plan to an ASO plan.  

6) ANTM’s Medicaid margins are currently above sustainable levels. Management expects margins to 
begin reverting to the mean this year, and incorporated this outlook into 2016 EPS guidance of $10.80. 
Continued margin reduction in this business could modestly weight on 2017 growth.  

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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APPENDIX: The 2004 Anthem/WellPoint Merger Saga: Déjà Vu of Anthem/Cigna? 

 
In the early 2000s, sell-side analysts often wrote about Anthem and WellPoint as making for a very 

logical and highly strategic combination. Surprisingly, when the Anthem/WellPoint merger was actually 
announced in late 2003, creating the U.S.’s largest health insurer by membership, both stocks sold off heavily 
and analysts took a negative view of the deal. The consensus view at the time was concerned over the health 
insurance underwriting cycle and WellPoint CEO Leonard Schaeffer’s “selling out” was seen as confirmation 
that industry conditions were about to get much worse.   

The proposed merger received approval from every single regulatory body except the California 
Department of Insurance (DOI), which blocked the deal. Insurance Commissioner John Garamendi, planning to 
run for Lieutenant Governor of California in the next election, made a highly controversial ruling, causing many 
to speculate it was politically driven. Anthem filed a lawsuit against the California DOI to have the ruling 
overturned, and the uncertainty over the merger left Anthem trading at a depressed 11x-12x forward earnings in 
late 2004.   

In October 2004, New York State Attorney General Eliot Spitzer announced an investigation into 
unethical practices at Marsh & McLennan (MMC), the largest P&C insurance broker, and several P&C insurance 
carriers including American International Group (AIG). Mr. Spitzer stated his investigation would broaden into 
the entire insurance industry including employee benefits, of which health insurance is a subset. Insurance 
stocks sold-off sharply and Anthem plunged another 16% bottoming at a mere 9.9x forward earnings.   

Health insurance, for numerous reasons, is distributed very differently than P&C insurance and the 
unethical practices in the P&C market were practically impossible to replicate in managed care. This later came 
to light, lifting one cloud off of the MCO sector. But first, on November 9, 2004, Anthem reached a win-win 
settlement with the California DOI, which granted approval for its merger with WellPoint. On December 1, 2004, 
the deal was completed. Anthem shareholders who held on and/or added to their positions as the dark clouds of 
uncertainty came and went were richly rewarded. Even if one had purchased Anthem at the worst price in 2004, 
~$47 per share, a 70% gain was realized by the end of 2005 when the stock reached $80. 

Anthem, Inc. Price Chart, 2003 - 2007 

 
Source: FactSet 

 
 

Dec. 1, 2004 
WellPoint acquisition closes 

Nov. 9, 2004 
WellPoint acquisition approved 

Oct. 14, 2004 
Eliot Spitzer announces investigation 
into P&C insurance industry 
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The spectacular gain in Anthem shares was attributable to a revaluation from ~10x forward earnings at 
the peak of pessimism in late 2004 to ~17x by late 2005, coupled with an accelerating EPS growth profile. 

Anthem, Inc. Forward P/E Multiple, 2003 - 2007 

 
Source: FactSet 

Having held its IPO just a few years prior in 2001, Anthem went public with a bloated expense base, as 
it spent its entire history as a non-profit mutual insurer. Its SG&A ratio was 19.6% in 2001 compared to 17.5% 
for WellPoint which had been a public company for eight years. Anthem posted industry-leading EPS growth 
(25% to 51%) from 2001-2004 as it reduced its expense ratio. But by 2004, Anthem narrowed the gap between 
its SG&A ratio and WellPoint’s to 140 bps, from an average of 257 bps in the 2001-2003 period, and 
management gave guidance for a deceleration to 10%-15% long-term EPS growth going forward. 

The merger with WellPoint was supposed to be “modestly dilutive” in the first six months and “accretive 
thereafter.” The shaded portion of the table below illustrates the post-merger performance of the Company. The 
suspicion among some investors that Anthem low-balled cost synergy projections in order to facilitate gaining 
merger approval proved accurate. The “modestly dilutive” deal turned out to be highly accretive immediately, 
and EPS growth remained above Anthem’s 10%-15% sustainable rate for the next three years.         

Anthem, Inc. Adjusted EPS Growth and SG&A Ratio, 2001 - 2007 

 
Adjusted 

EPS 
Adjusted  

EPS Growth 
SG&A 
Ratio 

WellPoint 
SG&A Ratio 

SG&A Ratio  
Delta 

2001 $1.65 51% 19.6% 17.5% 210 bps 

2002 $2.06 25% 19.3% 16.4% 290 bps 

2003 $2.64 28% 18.8% 16.1% 270 bps 

2004 $3.32 26% 17.1% 15.7% 140 bps 

2005 $4.01 21% 16.5%    

2006 $4.78 19% 15.7%   

2007 $5.55 16% 14.5%   

Shaded numbers reflect post-merger results. 

Source: Anthem and WellPoint SEC filings 

 
The magnitude of management’s low-balling was striking. Cost synergies of “at least $250 million” by 

year three were communicated upon the announcement of the deal, representing 7.6% of WellPoint’s SG&A 
base and a mere 3.9% of combined SG&A. The pro forma SG&A ratio of the combined company was 17.4% 

Dec. 1, 2004 
WellPoint acquisition closes 

Nov. 9, 2004 
WellPoint acquisition approved 

Oct. 14, 2004 – Eliot Spitzer 
announces investigation into 
P&C insurance industry 
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pre-synergies, and 16.7% post-synergies, supposedly by year three. Yet, as shown above, the combined 
company achieved a 16.5% SG&A ratio in year one and a 14.5% SG&A ratio by year three, extracting a multiple 
of the $250 million in communicated synergies.        

2004 Anthem/WellPoint Merger: Initially Communicated Synergies 

     Initially Communicated Synergies 

 Anthem WellPoint Combined Absolute ($MM)  
Percent of  
WellPoint 

Percent of  
Combined 

2003 Revenues $16,477 $20,360 $36,837     

2003 SG&A $3,110 $3,285 $6,395 > $250 Revenues: 1.23% 0.68% 

SG&A Ratio 18.8% 16.1% 17.4%  SG&A: 7.60% 3.90% 
        

Post-Synergies Implied SG&A Ratio 16.7%     

 

In examining the ANTM/CI merger, the $2 billion in communicated synergies does not appear as 
egregious of a low-ball as on the Anthem/WellPoint merger. Representing 9.7% of the combined SG&A base 
(versus 3.9% in the Anthem/WellPoint deal), the ANTM/CI cost synergy estimate is 2.5x greater than that 
communicated on Anthem/WellPoint. It may very well be that you only get to fool the government once. 
Nonetheless, we would not be surprised if the $2 billion in cost synergies is conservative as well. Anthem by 
nature issues conservative guidance. In talking about the savings expected on repricing its PBM contract with 
ESRX, management communicated a range of $500 million - $700 million to investors for about a year while 
negotiating with ESRX in private. When negotiations did not move forward and it looked like a lawsuit would be 
required, ANTM management came public with the real number: $3 billion in annual savings, or 5x what it had 
been guiding investors to expect.  

More importantly, we believe the revenue synergies of the deal could dwarf the cost synergies over 
time. The benefit of rolling out CI’s industry-leading provider engagement and wellness programs across 
ANTM’s book of business is the greatest long-term synergy the deal offers. Recall that in 2015 Cigna’s medical 
cost trend was 175 bps lower than ANTM’s (5% vs. 6.75%). If Cigna’s expertise can lower ANTM’s cost trend, 
ANTM’s pricing becomes more competitive leading to greater market share gains on the ANTM side. 
Conversely, ANTM estimates that by simply applying its provider discounts to Cigna’s book of business, $2 
billion could be saved and passed along to CI’s clients in the form of lower premiums, making CI more 
competitive in the market. The revenue synergy and share gain potential of the combined company has been 
completely overlooked by investors. In conclusion, while the 2004 Anthem/WellPoint merger resulted in above-
trend EPS growth for 3 years, we believe the Anthem/Cigna combination may lead to EPS growth above or near 
the high-end of management’s 10%-14% long-term guidance for a more sustained period of time.   

Anthem/Cigna Merger: Initially Communicated Synergies 

     Initially Communicated Synergies 

 Anthem Cigna Combined Absolute ($MM)  
Percent of  

Cigna 
Percent of 
Combined 

2015 Revenues $79,082 $37,819 $116,901     

2015 SG&A $12,535 $8,122 $20,657 $2,000 Revenues: 5.29% 1.71% 

SG&A Ratio 16.0% 21.5% 17.7%  SG&A: 24.60% 9.70% 
        

Post-Synergies Implied SG&A Ratio 16.0%     
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ANTHEM, INC. 
CONSOLIDATED BALANCE SHEETS 

(in millions) 
 

ASSETS 
June 30, 2016 

(Unaudited) 
December 31, 2015 

 

Current assets:     

Cash and cash equivalents $   1,582.7 $   2,113.5 

Investments available-for-sale, at fair value: 20,196.7 18,361.8 

Accrued investment income 168.7 170.8 

Premium and self-funded receivables 5,260.9 4,602.8 

Other receivables 2,134.2 2738.0 

Securities lending collateral 1,512.4 1,300.4 

Other current assets    2102.1    1574.8 

Total current assets 32,957.7 30,862.1 

Long-term investments available-for-sale 542.9 589.2 

Other invested assets, long-term 2,088.1 2,041.1 

Property and equipment, net 1,989.8 2,019.8 

Goodwill 17,562.2 17,562.2 

Other intangible assets 8,059.7 8,158.0 

Other noncurrent assets 862.2 485.4 

TOTAL ASSETS $ 64,062.6 $ 61,717.8 

      

LIABILITIES AND SHAREHOLDERS’ EQUITY     

Current liabilities:     

Policy liabilities:     

Medical claims payable $  7,498.6 $  7,569.8 

Reserves for future policy benefits 69.5 71.9 

Other policyholder liabilities 2,390.8 2,256.5 

Total policy liabilities 9,958.9 9,898.2 

Unearned income 832.8 1,145.5 

Accounts payable and accrued expenses 4,272.2 3,318.8 

Security trades pending payable 110.9 73.1 

Securities lending payable 1,512.0 1,300.9 

Short-term borrowings 440.0 540.0 

Current portion of long-term debt 927.9 — 

Other current liabilities   2,762.1   2,816.1 

Total current liabilities 20,816.8 19,092.6 

Long-term debt, less current portion 14,202.4 15,324.5 

Reserves for future policy benefits, noncurrent 625.1 631.7 

Deferred tax liabilities, net 2,704.9 2,630.6 

Other noncurrent liabilities   1,479.8     994.3 

TOTAL LIABILITIES 39,829.0 38,673.7 

Shareholders’ equity:     

Common stock, par value $0.01 2.6 2.6 

Additional paid-in capital 8,677.5 8,555.6 

Retained earnings 15,918.4 14,778.5 

Accumulated other comprehensive loss    (364.9)     (292.6) 

TOTAL SHAREHOLDERS’ EQUITY 24,233.6 23,044.1 

TOTAL LIABILITIES AND SHAREHOLDERS’ EQUITY $ 64,062.6 $ 61,717.8 
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Introduction/Overview 

“We believe the firm remains well positioned 
from an investment capability and strategy perspective, 
particularly when interest rates begin to normalize. 
Such an environment has traditionally correlated with 
the out performance of active managers relative to 
passive approaches, and has tended to favor value 
investing and those managers who take contrarian 
views.” 

 – Franklin Resources’ Chairman/CEO Greg Johnson  
in 2015 Annual Letter to Stockholders 

Franklin Resources (“Franklin,” “BEN,” or “the 
Company”) provides global and domestic investment 
management to retail, institutional and sovereign wealth 
clients in over 180 countries. The Company offers its 
investment services under a number of brands including 
Franklin, Templeton, Mutual Series, Bissett, Fiduciary 
Trust, Darby, Balanced Equity Management and K2.  
As of August 2016, Franklin had $740 billion in assets 
under management that were invested in the following 
asset classes: Equities (41%); Fixed Income (39%); 
Hybrid (19% - includes balanced products and alternative 
strategies) and Cash Management (1%). Approximately 
50% of BEN’s AUM is invested in Global/International 
equity and fixed income strategies, while nearly 30% of 
assets are held by clients outside of the U.S.  

Price: $ 35.75 
Shares Outstanding (MM):  578.9 
Fully Diluted (MM) (% Increase):  578.9 (0.0%) 
Average Daily Volume (MM):  2.9 

Market Cap (MM): $ 20,696 
Enterprise Value (MM): $ 11,096 
Percentage Closely Held:         Johnson Family: ~40%  

52-Week High/Low: $ 41.92/30.67 

5-Year High/Low: $ 56.72/27.05 

Trailing Twelve Months   
Price/Earnings:  13.2x 
Price/Stated Book Value:  1.8x 

Net Cash/Investments (MM): $ 9,600 
Upside to Estimate of  
Intrinsic Value:  52% 

Dividend: $ 0.72 
Yield:  2.0% 

Net Revenue Per Share:   
TTM: $ 11.61 
FY 2015: $ 12.93 
FY 2014 $ 13.58 
FY 2013 $ 12.59 

Earnings Per Share (adjusted):   
TTM: $ 2.71 
FY 2015: $ 3.29 
FY 2014 $ 3.79 
FY 2013 $ 3.37 

Fiscal Year Ends: 
Company Address: 
 
Telephone: 
CEO/President: 

September 30 
One Franklin Parkway 
San Mateo, CA 
650-312-2000 
Gregory E. Johnson 

Clients of Boyar Asset Management, Inc. do not own shares of 
Franklin Resources, Inc. common stock. 

Analysts employed by Boyar’s Intrinsic Value Research LLC do not 
own shares of BEN common stock. 
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In February 2009, Asset Analysis Focus provided a timely profile of Franklin Resources. At that time, we 
believed that shares of BEN, which were trading nearly 60% below their then 52-week high, were well 
positioned to gather assets as market conditions stabilized. Indeed, between March 2009 and June 2014 
(Franklin’s peak AUM Quarter) BEN’s AUM increased at a 18% CAGR increasing from $391 billion to 
$921 billion. Franklin’s fund flows benefited, in part, from the rotation from equities to fixed income, particularly 
the Company’s Global/International fixed income products. Subsequent to our report, shares rose roughly four-
fold to their peak levels in January 2014, surpassing the S&P 500’s nearly 150% gain over that same time frame 
by a wide margin. However, with shares retracing a portion of those gains recently we believe the sell-off (down 
37% from 2014 peak levels) is once again presenting investors with an opportunity to own a high quality 
investment management business at a very attractive valuation.  

Franklin’s shares have been pressured recently due to adverse fund flows reflecting a number of items 
including poor investment performance, a recent regulatory change and ongoing migration of assets from active 
to passive managers. As of August 2016, BEN’s AUM had declined by 20% from peak 2014 levels to 
$740 billion. Among the items that have impacted BEN’s investment performance are the underperformance of 
economically sensitive stocks (Franklin has outsized exposure to the Energy and Materials sectors within its 
equity and fixed income portfolios), pressure on emerging market equities and adverse foreign currency 
exchange rate movements (Templeton has historically not hedged much of its funds’ FX exposure). While these 
items were a drag on FY 2015, many are now pivoting to tailwinds driving strong YTD performance that is 
boosting key 3-year and 5-year performance stats. Despite the performance challenges, BEN’s top five U.S. 
mutual funds (~25% of AUM) boast extremely favorable long term performance with the majority ranking in the 
top quartile for the 10-year and 15-year time frames.  

The recent Department of Labor (DOL) Fiduciary Ruling has created an overhang on both BEN’s share 
price and fund flows. However, we believe that the uncertainty of the new ruling (April 2017 implementation) that 
aims to address conflicts of interest between advisors/brokers and clients, is more than discounted in the current 
share price. BEN is less exposed than many of its peers to the ruling due to its heavy concentration in retail 
assets offshore, its municipal bond exposure and its limited/minimal 401k assets. It is also worth noting that less 
than 9% of BEN’s funds are currently being sold with a commission and that existing mutual funds that do not 
meet the new requirements will likely be grandfathered by broker/dealer clients as they begin complying with the 
new standards. While passive investment strategies have garnered a great deal of attention and flows in recent 
years, we believe that active managers such as Franklin will see improved flows as performance rebounds. 

Franklin has a number of attractive future growth opportunities including liquid alternatives, 
investments/joint ventures in rapidly growing managers outside of the U.S., an opportunity to attract 
retail/institutional assets in international/emerging markets and new product introductions such as a line of smart 
beta ETFs. While we discuss each of these items in greater detail within the report, we note that some of these 
initiatives may be slow, or even fail, to materialize though we would not be surprised if a few became a 
meaningful component of the Company’s future valuation.  

Franklin’s robust profitability (35%-40% operating margins) coupled with its minimal capital intensity 
(capex/revenues: ~1.0%) enables it to generate an enormous amount of free cash flow. Over the past ~7 years, 
BEN has generated $11.4 billion of free cash flow representing 55% of its current market cap and 103% of the 
Company’s enterprise value. This strong cash generation has enabled the Company to return over $13 billion to 
shareholders via share repurchases and dividends over the past 10 years or 64% of its current market cap 
(120% of its enterprise value).  With net cash/investments of $9.6 billion representing 46% of BEN’s current 
market cap, we believe that BEN should be able to unlock value with its excess capital by continuing its 
aggressive repurchases at currently depressed share price levels. BEN has a history of opportunistic share 
repurchases and shareholder friendly initiatives and we would note that Franklin has stepped up its pace of 
repurchases over the past ~2 years ($2.1 billion of repurchases at an average price of $40.79 a share). In 
addition, Franklin’s strong balance sheet should enable it to capitalize on the dislocations outside of the U.S. 
with international M&A due to the fact that ~$5.8 billion of its cash is held overseas. 

At current levels, and adjusting for the Company’s net cash/investments, shares of BEN trade at just 
1.5% of current AUM or ~7x TTM EPS. Even backing out $2.9 billion of current cash held for regulatory 
purposes, shares trade at just 1.9% of current AUM (8.7x TTM EPS) representing a meaningful discount to 
precedent transactions that have occurred at roughly 2.7% of AUM. Assigning a conservative 2.5% multiple to 



Franklin Resources, Inc. 

 

- 53 - 

our projected 2018E AUM, we derive a value of $55 a share, representing 52% upside from current levels.  If 
BEN’s shares continue to languish, we would not be surprised if it finds itself as an acquisition target given its 
attractive valuation. In our view, potential suitors could include large banks or financial services firms seeking to 
bolster their fee income. In addition, we would not rule out the possibility that the Johnson family looks to take 
the business private and note that their large stake (~40%) coupled with BEN’s large excess cash balance, 
could make such a transaction a reality. Although BEN’s contrarian investment strategy is currently out of favor, 
we believe that it will come back in vogue at some point in the coming years. In the meantime, we believe 
Franklin’s strong balance sheet provides a good margin of safety and investors are currently compensated with 
a robust 2% dividend while they wait for the value cycle to turn.   

History 

The Company now known as Franklin Resources was founded in 1947 in New York by Rupert H. 
Johnson, Sr., who ran a successful retail brokerage firm from an office on Wall Street. He named the Company 
after U.S. founding father Benjamin Franklin because Franklin epitomized the ideas of frugality and prudence 
when it came to saving and investing. The Company's first line of mutual funds, Franklin Custodian Funds, was 
a series of conservatively managed equity and bond funds designed to appeal to most investors. 

After Rupert Sr. retired, his son, Charles B. Johnson (Charlie), took over as president and chief 
executive officer in 1957 at age 24. There were only a handful of employees at that time and the funds had total 
assets under management of $2.5 million. By the early 1960s, with the Company growing slowly in a market 
dominated by large insurance companies, Charlie took on a number of roles at the Company including mutual 
fund manager, wholesaler, and accountant. In his early years as CEO, Charlie would often pitch in with 
answering busy phone lines greeting callers with:  "Franklin shareholder services, this is Charlie. How can I help 
you?" Charlie’s brother Rupert Johnson, Jr., joined the Company in 1965.  

Franklin went public in 1971, trading on the over-the-counter markets, which gave Charlie and his team 
the capital needed to grow the business and position it for the future. In 1973, the Company acquired Winfield & 
Company, a San Mateo, California-based investment firm, and moved Franklin's offices from New York to 
California. The combined organization had close to $250 million in assets under management and 
approximately 60 employees. In 1979, the Franklin Money Fund began a growth surge that made it Franklin's 
first billion-dollar fund and launched the Company's tremendous asset growth in the 1980s. 

Starting in 1980, the Company's total assets under management nearly doubled every year for the next 
six years. The Company's stock began trading on the New York Stock Exchange in 1986 under the ticker 
symbol “BEN.” In the same year, the Company opened its first office outside the U.S. in Taiwan. In 1988, 
Franklin acquired L.F. Rothschild Fund Management Company. Assets under management for Franklin grew 
from just over $2 billion in 1982 to more than $40 billion in 1989 (the 1987 market crash had little impact on 
Franklin's income and bond funds). During the late 1980s/early 1990s, Franklin’s management looked to 
broaden its product offerings away from its traditional focus on fixed income investments to other asset classes. 

Strategic acquisitions in the 1990s helped Franklin diversify its investment management capabilities 
beyond fixed income and also expand its global footprint throughout Europe and Asia. In 1992, after striking a 
deal with famed global investor Sir John Templeton for acquisition of Templeton, Galbraith & Hansberger Ltd., 
Charlie Johnson was named Fund Leader of the Year for spearheading what was then the largest merger of an 
independent mutual fund company in history. Templeton gave the Company a strong portfolio of international 
equity funds as well as the expertise of emerging markets guru Dr. Mark Mobius, who has spent more than 30 
years investing in emerging markets and currently leads a team of emerging markets analysts and manages 
emerging markets portfolios.  

In 1996, in an effort to broaden its line of domestic equity products, Franklin Templeton bought Heine 
Securities Corporation, investment advisor to Mutual Series Fund, Inc., from Wall Street icon Michael Price. 
Several more key acquisitions solidified the Company's position as a premier global investment management 
organization including Bissett (Canada, Equity and Fixed Income Funds) in 2000, Fiduciary Trust (high net worth 
individuals) in 2001 and Darby (emerging markets, private equity, and mezzanine finance) in 2003. 

In order to capitalize in the growth of assets in emerging markets, the Company acquired the rest of 
Brazilian investment manager Bradesco Templeton Asset Management that it hadn’t already owned in 2006. 
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Franklin has also established a number of joint ventures outside of the U.S. as part of its growth and 
diversification initiative. Notable JV’s include China Life Franklin Asset Management (26% stake; established in 
2007) and a 49% stake in Vietcombank Fund Management formed in 2008. In an effort to add local expertise in 
markets where the Company was looking to expand, BEN acquired UK fund manager Rensburg Fund 
Management in 2010, Balanced Equity Management, a Australia-based fund manager in 2011 and Mexico City-
based investment manager Heyman y Asociados in 2013.  

Seeking to bolster its alternative asset management capabilities and diversify beyond traditional equity 
and fixed income products, Franklin acquired a 69% stake in K2 Advisors in 2012 for $183 million. K2 is a hedge 
fund of fund solutions firm that had $9 billion in assets under management at the time of the acquisition, nearly 
doubling the amount of assets Franklin had that were invested in alternative strategies. Franklin has agreed to 
acquire the remaining K2 stake over a multi-year period beginning in 2017.  

In June 2013, Charlie Johnson, who had been working at Franklin for 56 years and served as a board 
member since 1969, stepped down as Chairman, a position he had held since 1999. Charles was succeeded as 
Franklin’s Chairman by his son Greg, who is currently Franklin’s President (since 1999) and CEO (since 2004). 
Franklin has experienced good, though somewhat uneven, growth in assets under management under Greg’s 
leadership with AUM increasing from $362 billion at the end of FY 2004 to $921 billion at the end of 
2Q FY 2014. However, assets under management have been under pressure in recent years due to a number 
of factors including investor redemptions owing to poor investor performance within a number of the Company’s 
large funds/strategies. At August 2016, Franklin’s assets under management totaled $740 billion, down about 
20% from peak 2014 levels.  

Business Overview 

Franklin Resources provides global and domestic investment management to retail, institutional and 
sovereign wealth clients in over 180 countries. The Company offers its investment services under a number of 
brands including Franklin, Templeton, Mutual Series, Bissett, Fiduciary Trust, Darby, Balanced Equity 
Management and K2. In addition to its investment management operations, the Company provides a variety of 
services including fund administration, sales, distribution, marketing shareholder servicing, and trust, custody 
and other fiduciary services. Through specialized teams, the Company has expertise across all asset classes – 
including equity, fixed income, alternative and custom solutions. As of August 2016, BEN had $740 billion in 
AUM with about 50% of the total invested in Global/International equity and fixed income strategies.  

AUM by Investment Objective – August 2016 ($B) AUM Mix ($B) 

Fixed 

Income

 $291 

  39%

Equity

 $305 

  41%

Hybrid

 $138 

  19%

Cash 

Management

 $6 

   1%

 

 August 2016 % of Total 
Equity:   
  Global/International $202.6 27.4% 
  U.S. $103.4 14.0% 
Total Equity $306.0 41.3% 
   

Hybrid $137.8 18.6% 
   

Fixed Income:   
  Tax Free $76.8 10.4% 
  Taxable:   
  Global/International $160.1 21.6% 
  U.S.   $53.3   7.2% 
Total Fixed Income $290.2 39.2% 
   

Cash Management $6.1 0.8% 
   

Total $740.1 100.0% 
 

Equity – Growth potential, income potential, value or various combinations thereof 

Hybrid – Asset Allocation, balanced flexible, alternative and income mixed funds 

Fixed Income – Global/International, U.S. tax-free and U.S. taxable 

Cash Management – Short-term liquid assets  
 

 

Total AUM $740 B 
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Retail investors account for approximately 75% of the Company’s AUM with institutional investors 
accounting for the balance (~25%). Franklin boasts strong global distribution and its global client base is a 
distinguishing feature of its business relative to its U.S. asset management peers. At June 2016, approximately 
32% of Franklin’s assets were derived from non-U.S. investors. In fact, there are currently 16 countries/regions 
where Franklin derives more than $5 billion (in U.S. dollars) of AUM. The following provides a breakdown of the 
Company’s client base (based on AUM) by major region as of June 2016: 

AUM by Client Region – June 2016 ($B) 

 U.S.

$498

  69%

 EMEA

$104

  14%

Asia-Pacific

$82, 11%

Latin 

America

$18

 2%

Canada

$31

 4%

 

 
Franklin Resources’ U.S. funds (including open-end and closed-end funds and its insurance products 

trust) accounted for $434.2 billion of AUM (60% of the total) with the top five funds responsible for about 25% of 
total AUM (as of September 2015). Meanwhile, the Company’s three largest cross border funds (investment 
funds principally domiciled in Luxembourg and registered for sale in 39 countries) represented about 8% of 
AUM. These funds include the Templeton Global Bond Fund, The Templeton Global Total Return Fund and the 
Templeton Growth (Euro) Fund. The following provides a summary of the Company’s largest U.S. funds: 

Top Five Franklin Resources Funds by Assets – September 2016  

    Morningstar Rank in Category (%): 

Mutual Fund Ticker AUM ($B) Type Overall Rating YTD 1 Year 3 Year 5 Year 10 Year 15 Year 

Franklin Income Fund FKINX $79.60  Hybrid  2% 6% 56% 10% 17% 5% 

Templeton Global Bond Fund TPINX $45.2 Fixed Income  98% 98% 94% 56% 3% 2% 

Franklin Mutual Global Discovery TEDIX $21.9 Equity  39% 57% 59% 46% 23% 17% 

Franklin Rising Dividends FRDPX $17.7 Equity  1% 2% 65% 74% 52% 7% 

Franklin Mutual Shares Fund TESIX $15.1 Equity  6% 13% 38% 13% 67% 53% 

 

As illustrated above, the Company’s largest fund, the Franklin Income fund, boasts very favorable short 
term and long term investment performance. With the exception of the 3-year time period, the Franklin Income 
Fund currently ranks in the top 25% of its peer group. As we discuss in greater detail in the following section, 
there has been some near term performance issues at many of Franklin’s funds that have impacted fund flows, 
but the strong recent performance of a number of the Company’s larger funds should go a long way toward 
reversing these adverse trends.  

Assets Under Management (AUM) Under Pressure Following Meaningful Growth 

In the wake of the Great Recession, Franklin experienced solid growth in AUM reflecting both fund flows 
and market appreciation. Between March 2009 and June 2014 (Franklin’s peak AUM quarter) BEN’s AUM 
expanded at a 18% CAGR increasing from $391 billion to $921 billion. Franklin’s fund flows benefited from the 
rotation from equities to fixed income, particularly the Company’s Global/International fixed income products.   

Total AUM $732 B 
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Franklin Resources Assets Under Management  1994-2016 ($Billions) 
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Franklin’s declining AUM in recent years reflects net outflows that have been experienced for the past 
2-3 years. While redemptions have slowed during 2016 in both the 3 month and 9 month to date term, long term 
sales (new fund sales) have been under pressure declining by 40% for both time frames.  

Components of the Change in AUM  ($B) 

 
FY ended  

September 30, 2014 2015 
9 Months ended 

June 30, %  

 2013 2014 2015 vs. 2013 vs. 2014 2015 2016 Change 
Beginning AUM $749.9  $844.7  $898.0 13% 6% $898.0 $770.9  (14)% 
         

Long-term sales 215.6 192.6 161.4 (11)% (16)% 130.9 79.0 (40)% 
         

Long-term redemptions (190.0) (197.5) (209.0) 4% 6% (150.9) (142.3) (6)% 
Net cash management (1.3) 0.3 (1.2) NM NM (0.2) (1.1) 450% 
         

Net new flows 24.3 (4.6) (48.8) NM 961% (20.2) (64.4) 219% 
Reinvested distributions 21.3 21.6 28.5  1% 32% 23.7 19.0 (20)% 
         

Net flows 45.6 17.0 (20.3) (63)% NM 3.5 (45.4) NM 
         

Distributions (26.2) (26.1) (33.8) 0% 30% (27.8) (22.4) (19)% 
Acquisitions 9.3 — — (100)% NM    
         

Appreciation (depreciation) 
 and other1 66.1 62.4 (73.0) (6)% NM (7.2) 29.0 NM 
         

Ending AUM $844.7  $898 .0 $770.9  6% (14)% $866.5  $732.1  (16)% 
1Includes foreign exchange revaluation. 

There have been a number of factors that have pressured the Company’s net flows including poor 
investment performance and global/international exposure. In addition, and discussed in greater detail in a later 
section, regulatory uncertainty associated with a recent Department of Labor (DOL) ruling has also likely 
weighed on the sale of Franklin Funds in recent quarters.  It should also be noted that the continued growth in 
passive investing strategies has likely impacted fund flows at Franklin, which predominantly employs a 
fundamentally driven approach in its investment strategies.  

Performance Under Pressure, but Equity/Hybrid Returns Improving 

A key contributor to the Company’s adverse fund flows has been poor near term performance, which 
has pressured both new fund sales and led to investor redemptions. As illustrated in the table below, while long-
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term fund returns remain favorable, poor performance in the short term has impacted a number of the key 
performance time frames. Whereas 58% and 75% of the Company’s equity hybrid assets were ranked in the top 
two peer groups in FY 2014 for the 3 year and 5 year time frame, respectively, just 40% and 43% of Equity and 
Hybrid assets were able to rank in the top two peer groups for the 3-year and 5-year period ending FY 2015.  

Percentage of Long-Term Assets in the Top Two Peer Group Quartiles 

10-Year Period ended Sep. 30, 2014 10-Year Period ended September 30, 2015 

  

Source: Lipper or Morningstar via Company presentations, October 2014 and October 2015 

 

In addition to the poor equity performance, BEN’s fixed income funds have also suffered with just 13% 
of its fixed income assets placing in the top half of its peer group in the 3-year time frame. 

Percentage of Total Long-Term Assets ($484 billion) in the Top Two Peer Group Quartiles 

 
Source: Lipper or Morningstar via Company presentations, July 2016 

There have been a couple of factors worth highlighting that have been responsible for the Company’s 
weak equity performance including outsized exposure to the Energy sector and the fact that many of  Franklin’s 
International funds/products (under the Templeton banner) have not hedged their foreign currency exposure 
historically. At September 30, 2015, the Energy sector was the Franklin Income Fund’s second largest sector 
exposure within its equity holdings at 11% of total fund assets, with Energy accounting for the top sector among 
its fixed income holdings at nearly 7% of total fund assets. While the high energy exposure was a drag in FY 
2015, the sector overweight has helped drive strong YTD gains as the S&P 500 energy sector was up by ~18% 
YTD vs. a 7% increase for the S&P 500. As illustrated in the table in the preceding section, three of Franklin’s 
top five equity Hybrid Funds (Franklin Income, Franklin Rising Dividends and the Franklin Mutual Shares Fund) 
have posted very strong 1 year and YTD performance, which should go a long way toward improving key 
intermediate performance metrics (i.e. 3-year and 5-year).  

The Company’s fixed income performance has been adversely impacted by the same factors impacting 
equity performance including energy and currency exposure. In addition, with Franklin’s fixed income strategies 
generally positioned for a rising interest rate environment, the ongoing decline in global interest rates has 
adversely impacted performance. There have also been some adverse impacts from weakness in emerging 
markets and exposure to micro events impacting countries such as Ukraine, Greece and Puerto Rico, which 
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have weighed on the Company’s assets under management. Despite the performance challenges, BEN’s top 
five funds boast extremely favorable long term performance with four for the top five funds ranking in the top 
20% of their peer group for the 15-year time frame and 3 of the top five ranking in the top quartile for the 10-year 
time period as of September 2016. 

Unfavorable Trends Associated with Passive/Active and Growth/Value Investing  

The majority (amount not disclosed) of the Company’s products/strategies on both the equity and fixed 
income side are fundamentally driven, value based strategies. Both fundamental and value strategies have 
been out of favor in recent years. While value has outperformed growth to date in 2016, growth has generally 
been outperforming in the wake of the 2008/2009 downturn.  Furthermore, passive strategies such as ETFs 
have continued to gain momentum at the expense of active fund managers such as BEN. Although the 
Company’s global bond franchise was the beneficiary of strong fund flows immediately following the 2008/2009 
downturn, global equity flows have been pressured over the past 2-3 years. 

Global/International – Net New Flows ($ Billions) 

 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014 FY 2015 
9 Mos 

FY 2016 

Equity ($8.7) $2.9  ($8.2) ($2.4) ($4.7) ($2.1) ($14.8) ($4.6) 

Taxable Fixed Income $4.8  $55.7  $56.7  ($1.1) $27.8  ($8.0) ($18.3) ($2.9) 

 
After the global financial crisis, correlations between overall flows and gross outperformance lessened a 

bit reflecting the growth of BEN’s global bond franchise though global equity flows have generally struggled 
throughout. The following graphic provides a historical context of BEN’s organic growth during periods of value 
underperformance/outperformance.    

FY 2015 in Historical Perspective: Pre-Market Organic Growth vs. S&P 500 Value / S&P 500 Growth 

 
1. Pre-market organic growth is calculated as total net new flows divided by beginning assets under management for each fiscal year. Fiscal years 2011 and 2012 

exclude previously disclosed low-fee redemptions of $12.0 and $11.1 billion, respectively.  
2. Source: Bloomberg. The ratio of the S&P 500 Value Index vs. the S&P 500 Growth Index measures the relative performance of value against growth.  

Source: Company presentation, October 2015   
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A Closer Look at Templeton’s Global Bond Group 

The Templeton Global Bond Group is led by Michael Hasentab, who serves as the Chief Investment 
Officer of Templeton Global Macro (the group that oversees the fixed income business) and portfolio manager of 
a number of Templeton’s fixed income strategies including the Global Bond Fund. Dr. Hasenstab has been 
portfolio manager of the Global Bond Fund since 2005 after having joined the Company in 1995 (note: 
Dr. Hasenstab rejoined the Company in 2001 after a leave of absence to obtain his Ph.D). Dr. Hasentab’s group 
was responsible for nearly $200 billion in Franklin’s total AUM as recently as 2014, but given the 
aforementioned recent challenges Templeton Global Macro now oversees approximately $130 billion. The 
Global Bond Fund (~$45 billion of AUM) is a go anywhere fund and as we noted above positioned for a rising 
interest rate environment. At June 30, 2016, the fund had a duration of just 0.19 years vs. 8.02 years for its 
benchmark and a weighted average maturity of 3.26 years compared with 9.66 years. In addition, nearly 25% of 
the fund’s assets were held in cash as of the end of the most recent quarter. The following provides a summary 
of the composition of the fund as of June 2016: 

Geographic Composition (%) 

 Templeton  
Global Bond Fund 

Citigroup World  
Government Bond Index 

Mexico 15.77% 0.69% 

Brazil  15.11% 0.00% 

South Korea  12.06% 0.00% 

Indonesia  9.51% 0.00% 

Ukraine  5.26% 0.00% 

Malaysia  4.82% 0.36% 

India  4.76% 0.00% 

Poland  3.58% 0.44% 

ST Cash and Cash Equivalents  24.40% 0.00% 

Other  4.73% 98.51% 

Source: Company fact sheet, June 2016 

 

History Doesn’t Repeat, But It Often Rhymes 

The current issues impacting Franklin’s fund flows are not too dissimilar from challenges it has faced in 
the past. In fact, during 1999, the Company’s AUM, which at the time stood at $230 billion, were under pressure 
reflecting its out of favor investment philosophy and emerging market challenges, among others. The following 
is an excerpt from a January 1999 Wall Street Journal article about Franklin’s then predicament that could easily 
have been written today.1 

“These are tough days for investors in Franklin’s publicly traded stock as well. The 
stock dropped $2.1875, or 6.6%, to $30.8125 Thursday after the company posted fiscal first-
quarter earnings that included a $46.1 million pretax restructuring charge (to partly cover the 
elimination of 7% of its work force) and that were in line with diminished Wall Street 
expectations. Franklin shares have fallen by nearly half since April 1998. 

Who knows when things will turn around? A major factor will be what happens in 
emerging markets, particularly Brazil, where the Franklin Templeton funds have made far larger 
bets than some other fund firms. 

With stock-market performance dominated by the big-company growth stocks that 
pepper the Standard & Poor’s 500-stock index, it’s difficult for value players like Franklin to 
prosper. ‘There are times the market moves away from value, and it has rebounded in each and 
every case,’ Franklin’s Mr. Johnson says, adding, ‘now is not the time to move out’ of the 
company’s funds.” 

                                                      
1 The Wall Street Journal, January 22, 1999, “Franklin’s Assets Decline As Investors Shun Its Style”  
   http://www.wsj.com/articles/SB916979205725097500 
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Franklin ultimately recovered from its challenges back then and we believe that the Company will likely 
prove resilient once again as the current headwinds wane. In our view, Franklin is well positioned for a recovery 
as soon as the current Company-specific and macro issues pass.  

Department of Labor Conflicts of Interest Ruling Creates Overhang 

In our view, the Department of Labor’s April 2016 ruling regarding fiduciary standards when managing 
retirement assets (IRA’s, 401ks, etc.) has created an overhang on BEN’s share price and new fund flows. 
Provisions of the rule will begin to take effect in April 2017 and are expected to be fully implemented by January 
2018. The goal of the new rule is to make sure that all financial advisors make recommendations that are in the 
best interests of the clients when managing client retirement assets. Previously, brokers were only required to 
give “suitable” advice. The rule takes aim at what some believe are the excessive fees associated with offering 
advice for retirement accounts. According to a 2015 study conducted by the White House, “An estimated 
$1.7 trillion of IRA assets are invested in products that generally provide payments that generate conflicts of 
interest. Thus, we estimate the aggregate annual cost of conflicted advice is about $17 billion each year.” 

It would be an understatement to call the new rule controversial and it is worth noting that Republican 
house speaker Paul Ryan went so far as to call it “Obamacare for financial planning.” Franklin has stated that 
one of the potentially negative implications of the rule is that individuals that are most in need of advice will no 
longer be able to receive/afford it. According to a recent study from industry consultant A.T. Kearney, the new 
DOL Fiduciary rule will impact the brokerage industry by $11 billion (in lost revenues) over the next four years. 
In addition to the lost fee revenue, the Security Industry and Financial Markets Association estimates that 
increased compliance costs over the next 10 years could be between $2.4 billion to $5.7 billion based on 
projections of $240 million to $570 million in incremental annual compliance spending. Attempts to block the 
new rule failed as Republicans were unable to generate the required bipartisan support (no Republican voted 
against a resolution to stop the fiduciary rule with no Democrat supporting it) though President Obama indicated 
that he would have vetoed the resolution as he has made the fiduciary rule one of his top initiatives.  

Franklin Resources has stated that the new rule directly impacts about $130 billion or ~18% of its assets 
under management ($180 billion of AUM including sub-advised annuities). On a positive note, BEN has a lower 
exposure to the new rule than many of its peers for a number of reasons including its heavy concentration in 
retail assets offshore, its municipal bond exposure and limited/minimal 401k assets. While it is unclear how each 
of the individual firms that Franklin does business with will integrate the new standards contained in the 1,000+ 
page documents,2 it’s clear that the rule has created a drag on fund sales and BEN’s share price. While the rule 
is aimed at retirement assets, one of the concerns is that firms will likely look to adopt one set of standards firm 
wide, which would potentially impact other non retirement assets such as Franklin’s funds that are sold with front 
end load or trailing commissions (12b-1 fees). Approximately 23% of Franklin’s assets were attributed to the fee 
heavy Class A shares of the Company’s funds and these potentially carry both the front end load and the trailing 
fee (in some instances Class A shares are sold with the load waived). In July 2016, LPL Financial announced 
that it would not allow its brokers to sell Class A shares (existing accounts are grandfathered) though they will 
be unable to receive a trailing fee for existing funds or new sales of funds on its managed account platform. 
Clearly this industry development is worth monitoring. As firms gear up compliance initiatives to comply with the 
new rule, some industry observers expect that there will be a shift among advisors to low-fee, passive 
investment options. However, it is worth noting that less than 9% of BEN’s funds are currently sold with a 
commission according to a management statement on their 2Q 2016 earnings call. Furthermore, BEN noted on 
its 1Q 2016 conference call that it had 40% of its sales generated from non 12b-1 share classes up from ~30% 
in the prior year.  

Growth Opportunities 

Liquid Alternatives 

The liquid alternatives asset class (alternative investment strategies available through mutual funds, 
ETFs, closed end funds, etc.) could provide a nice future growth opportunity for Franklin Resources. In 2012, 
Franklin acquired K2 Advisors, a hedge fund of funds solutions provider, to bolster its alternative capabilities. 
While BEN took a $28 million impairment charge during 2Q 2016 associated with its K2 business, Franklin 

                                                      
2 U.S. Department of Labor, Employee Benefits Security Administration 
   https://www.dol.gov/agencies/ebsa/laws-and-regulations/rules-and-regulations/completed-rulemaking/1210-AB32-2 
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management noted that the charge was for K2’s legacy hedge fund of fund business that primarily serves 
institutional investors. Franklin believes that there is a meaningful opportunity to benefit from the increased 
adoption of alternative investment strategies by retail/individual investors. According to a 2014 Citigroup study, 
liquid alternatives are expected to become a $1.8 trillion market by 2018, up from $678 billion in 2013.  

Forecast Growth in 40 Act Alternative Mutual Funds & ETFs Forecast Growth in Alternative UCITS 

 
 

Source: Citi Investor Services based on data from HFR, Morningstar and SEI, May 2014 

Notwithstanding the recent impairment charge, the Company’s liquid alternatives have posted some 
encouraging recent results. During 2015, BEN noted that the U.S. and cross border versions of the Franklin 
Alternative Strategies Fund that were launched in late 2013/early 2014 had a combined $1.9 billion in AUM, 
making it one of the fastest growing new fund launches in the history of the Company. While institutions have 
led the way in terms of allocating capital to the alternative asset class with an ~25% allocation to the alternative 
asset class, broker/dealers and advisors have made just an ~4% weighting in the asset class. According to 
projections from industry researcher Cerulli the allocation to liquid alternatives within retail/individual investor 
accounts could increase to ~10% in the coming years.  

Local Asset Management and International/Emerging Market Joint Ventures 

Franklin has long been developing local asset management capabilities to capitalize on the growth of 
savings within many international and emerging market countries. At present, BEN’s local asset management 
teams currently manage about $45 billion in AUM. Franklin started establishing local presences in markets 
many years ago (i.e. India in 1993 and South Korea in 1997), as a way to capitalize on additional savings from 
individuals. During Franklin’s 2014 investor day, the Company’s then head of global distribution (now Co-COO) 
Vijay Advani stated, “If you just offer global products, you’re really playing in the 5%, 10%, 15% of somebody’s 
savings. So how do we really capture the balance 80%?” More recently the Company’s local country expertise 
and the track record it has established has helped attract assets from institutions outside of the local markets 
that want country specific exposure.  

Franklin has a number of joint ventures outside of the U.S. including JVs in China and Vietnam. Of 
particular note is the 2007 JV the Company formed with China Life Group. China Life’s asset management unit 
controls 50 percent of CLFAM, a China Life affiliate called China Life Insurance (Overseas) Company, which 
has a 24 percent stake and Franklin Templeton Strategic Investments controls the remaining 26 percent. Upon 
the establishment of the JV, the initial goal was for the entity to manage China Life Group’s non-renminbi foreign 
assets with the longer term objective to provide investments management and advisory services to other 
Chinese institutional investors. CLFAM is currently believed to have $15.6 billion in assets under management, 
up 56% from the ~$10 billion in AUM as of January 2014. The Company’s JV investments are currently 
accounted for on the balance sheet within the broad “investments” category in a sub-category entitled 
“investment in equity method investees” and this amount totaled $790.3 million as of June 2016. In our view, the 
Company’s JV investments are worth monitoring and could become a meaningful “hidden asset” as the 
investment operations in emerging markets gain further traction.  

ETFs – Strategic Beta Products 

In June 2016, Franklin Resources rolled out a line of ETF products in order to participate in the growth 
and popularity of the fund product. In 2015, the ~$3 trillion invested in ETFs surpassed the amount of dollars 
invested in hedge funds for the first time. Franklin is not abandoning its fundamental investment philosophy, but 
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has branched out into the ETF industry with offerings that it believes are superior to cap weighted index funds. 
In contrast to most ETFs, which are cap weighted products, Franklin’s LibertyQ ETFs have incorporated 
“strategic beta” or “factor investing” in its approach to the ETF investing. Franklin notes that unlike cap-weighted 
indexes, strategic beta indices seek to capture investment “factors” or market inefficiencies.” Franklin’s LibertyQ 
ETFs track the Company’s LibertyQ indices, which are constructed with four factors – quality, value, momentum 
and low volatility – and are intended to provide lower volatility and higher risk-adjusted returns over the long-
term versus relevant cap weighted indexes. Franklin believes that these ETFs address many of the risks 
embedded in traditional cap weighted indices including weighting risks due to the fact that the highest-priced 
companies (often the ones that are trading at a premium) make up the largest portion of an index.   

Emerging Affluent 

In 2015, BEN noted that it had entered into a relationship with Citigroup to develop a suite of funds to 
cater to the needs of Citi’s emerging affluent segment. Franklin expects a phased rollout beginning in mid-2016 
of the products targeted towards this group. During BEN’s 4Q 2015 earnings call, CEO Johnson stated, “We are 
excited about this new initiative, which represents a significant opportunity to strengthen our global brand 
alongside one of the premier global financial institutions, and believe this initiative could drive meaningful sales 
over the next few years.”  

Expense Management Should Help Maintain High Levels of Profitability in a Challenging Environment 

Although BEN’s profitability has been impacted by the decline in AUM, the Company has implemented 
meaningful cost reduction initiatives, which should help maintain relatively robust levels of profitability going 
forward. During Franklin’s 4Q 2015 earnings call, management noted that it expects its FY 2016 expenses 
(excluding sales and distribution expenses), to be roughly 3%-4% below 2016 levels. BEN management noted 
that some of the expense savings will be offset by strategic investments such as the aforementioned 
smart/strategic beta initiative.  

Operating Margin (%) vs. Average AUM 

(in U.S. $ Billions for the fiscal year ended) 

 
1. Fiscal year-to date operating income is annualized for CAGR calculation. CAGR is the compound average annual growth rate 
over the trailing 10-year period. 

Source: Company presentation, July 2016 

While management has targeted 3%-4% reduction in operating expenses (excluding sales, distribution 
and marketing expenses) in FY 2016, recent comments suggest that there could be additional opportunities to 
reduce its cost structure. During the Company’s 2Q FY 2016 earnings call Franklin’s CFO Ken Lewis stated, “I 
think there’s more room to drive expenses down in a number of different areas.” BEN management also recently 
stated that it would even look at outsourcing its fund accounting, administration and back office, an area that has 
traditionally been off limits in terms of potential expense reductions. During BEN’s 1Q 2016 earnings call, CEO 
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Johnson noted, “And then looking forward, I did mention, there’s a question about outsourcing. But there are 
several things that we’re looking at. We’re looking at offices. We’re looking at business lines. Of course, the 
variable compensation is a lever that we can use and did use this quarter to a degree. And so all of those things 
are on the table.” 

Free Cash Flow, Balance Sheet and Capital Management 

As many readers of this publication are intimately aware, well run investment management businesses 
are extremely profitable. The strong profitability that Franklin has exhibited over the years (average operating 
margin past ~7 years: 36%) coupled with the business’ minimal capital intensity (Capex/Revenues past ~7 years 
average: 1.7%) has enabled Franklin to generate an enormous amount of free cash flow. Over the past ~7 years 
BEN has generated $11.4 billion of free cash flow representing 55% of its current market cap and 103% of the 
Company’s enterprise value. 

Franklin Resources - Free Cash Flow Summary ($MM) 

  FY 2010 FY 2011 FY 2012 FY 2013 FY 2014 FY 2015 9 Mos 2016 

Net cash provided by operating activities $1,651.0 $1,621.8 $1,066.2 $2,035.7 $2,138.0 $2,252.0 $1,165.4 

Additions of property and equipment, net ($57.4) ($131.7) ($78.4) ($62.2) ($53.1) ($68.8) ($61.4) 

Free Cash Flow $1,593.6 $1,490.1 $987.8 $1,973.5 $2,084.9 $2,183.2 $1,104.0 
                
Capex/Sales 1.0% 1.8% 1.1% 0.8% 0.6% 0.9% 1.2% 

 

Franklin Resources, consistent with the conservative heritage of its Ben Franklin namesake, boasts 
extremely high levels of liquidity and a very strong balance sheet. At June 2016, Franklin had $9.6 billion of net 
cash and investments ($8.1 billion of cash and cash equivalents) though it is worth noting that $5.8 billion of its 
cash and cash equivalents was held outside of the U.S. In addition, $2.9 billion of the cash balance was held for 
regulatory purposes ($880 million for U.S. operations; $2.0 billion for international). Franklin’s strong cash 
generating abilities and robust balance sheet has enabled it to return a significant amount of value to 
shareholders in recent years and we believe this is a function of the owner/operator structure of the Company. 
At present, approximately 40% of BEN’s shares are held be descendants of the Company’s founders, a number 
of which have executive/board positions with the Company including current Chairman and CEO Greg Johnson 
(note: Greg’s father Charlie stepped away from his chairmanship at the Company in 2013 and held a 17% stake 
in BEN at that time.). Over the past ~10 years, BEN has repurchased nearly $9 billion of its shares (at prices 
approximating current levels) reducing shares outstanding by nearly 25%. In addition to its buyback program, 
BEN has returned a meaningful amount of capital to shareholders via dividends and special dividends. In 
December 2015, BEN increased its quarterly dividend by 20% and it is worth noting that Franklin’s dividend has 
risen by 3-fold over the past 10 years to $0.60 a share (current yield: 2.0%) from $0.20 a share. Meanwhile, the 
Company has paid four special dividends since the beginning of FY 2010 totaling $3.17 a share (split adjusted). 
Taken together, the Company has returned over 64% of its current market cap (nearly 120% of its current 
enterprise value!) to shareholders in the form of dividends and repurchases over the past 10 years. 
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BEN Shares Repurchased ($MM) and Shares Outstanding (MM) 
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 FY2007 FY2008 FY2009 FY2010 FY2011 FY2012 FY2013 FY2014 FY2015 
9 Mos  

FY2016 

Annual Repurchases ($MM) $1,289 $1,543 $377 $676 $954 $797.4 $491.0 $622.2 $1,059.8 $1,057 

Shares Repurchased (MM) 30.3 42.6 16.5 19.8 24.6 22.5 10.5 11.5 22.5 29.4 

Average Repurchase Price $42.53 $36.23 $22.84 $34.13 $38.79 $35.44 $46.76 $54.10 $47.10 $35.95 

 

Opportunistic Share Repurchases 

While the Franklin buyback does not look overly impressive on the surface, there are a couple of items 
to note. During the depths of financial crisis, when most financial services personnel were hiding under their 
desks, Franklin was aggressively repurchasing shares. In fact, in FY 2008 BEN repurchased $1.5 billion of 
stock, a peak buyback in recent years. In addition, we view favorably management’s recent decision to 
accelerate share repurchases as shares have come under pressure and would note that BEN recently added in 
June 2016 an additional 50 million shares to its buyback authorization and currently has 58 million shares 
available for repurchase. We often see companies fail to take advantage of their share price declines by pulling 
back on share repurchases at the exact time that they should be buying shares. At current levels, we believe 
management’s share buybacks are a prudent use of the Companys’ excess capital.   

International M&A? 

Given that a large portion of Franklin’s cash is held overseas, international M&A will likely be an outlet 
for the Company’s excess capital. While the Company has a preference for share buybacks over dividends, and 
will likely continue to remain opportunistic regarding buybacks, M&A is a high priority for the Company. 
However, Franklin is viewed as a very disciplined acquirer and is very sensitive about cultural issues when 
making acquisitions. Nevertheless, we believe that volatility in international/emerging markets could present 
BEN with an opportunistic/accretive acquisition that provides a good outlet for a portion of the Company’s 
excess capital. During the Company’s most recent earnings call (3Q FY 2016), CEO Johnson stated, “…as 
we’ve said before, the M&A probability, and certainly with some of the currency shifts in Europe, and the 
sterling, make M&A activity that much more attractive to something that we have had on our wish-list. So I would 
say again, as I said in prior calls that that’s the most probable area for us.”  
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Recent Results and Outlook 

9 Months FY 2016 

During 3Q 2016, BEN’s operating revenues declined by 18% on a year over year basis to $1.63 billion 
though revenues were up 1% on a sequential quarter basis. Franklin’s diluted earnings per share declined 6% 
on a YoY basis, but were up by 26% from the prior quarter with diluted EPS benefiting from a lower share count. 
Franklin’s total assets under management were $732.1 billion at June 2016 representing a 16% decline from the 
year ago quarter and a 1% decline from the prior quarter (March 2016). There were a couple of encouraging 
signs during BEN’s most recently reported quarter. While there were $19.2 billion in net new outflows, 
redemptions dropped to their lowest level since the second quarter of 2013. Although overall sales activity 
remained under pressure, international retail sales increased on a sequential basis ($6.5 billion vs. $5.5 billion) 
for the first time since the second quarter of FY 2014. The following summarizes the change in BEN’s AUM for 
the 9 months ending June 2016. 

(in billions) Equity  Fixed Income   

for the nine months ended 
June 30, 2016 

Global/ 
International 

United 
States Hybrid Tax-Free 

Taxable 
Global/ 

International 

Taxable 
United 
States 

Cash 
Management Total 

AUM at October 1, 2015 $212.1 $100.8 $138.3 $71.7 $182.7 $58.5 $6.8 $770.9 

Long-term sales 17.0 10.2 11.5 6.3 27.9 6.1 —    79.0 

Long-term redemptions (35.7) (17.7) (21.8) (6.7) (48.0) (12.4) —    (142.3) 

Net exchanges (0.9) 0.6 (0.4) 0.7 (0.3) (0.1) 0.4 — 

Net cash management      —  —     —  —      —   — (1.1) (1.1) 

Net new flows (19.6) (6.9) (10.7) 0.3 (20.4) (6.4) (0.7) (64.4) 

Reinvested distributions 3.5 5.0 4.7 1.5 3.3 1.0 —    19.0 

Net flows (16.1) (1.9) (6.0) 1.8 (17.1) (5.4) (0.7) (45.4) 

Distributions (4.1) (5.5) (5.2) (1.8) (4.3) (1.5) —    (22.4) 

Appreciation and other1      3.8      7.7      7.9     4.4      4.0     1.2    —        29.0 

AUM at June 30, 2016 $195.7 $101.1 $135.0 $76.1 $165.3 $52.8 $6.1 $732.1 

 1 Includes foreign exchange revaluation 

 Source: BEN 10-Q, June 30, 2016 
      

Historical Results 

The following summarizes BEN’s operating results over the past 5 years: 

 as of and for the fiscal years ended September 30,  

Summary of Operations (in millions) 2011 2012 2013 2014 2015 

Operating revenues $7,140.0 $7,101.0 $7,985.0 $8,491.4 $7,948.7 

Operating income $2,659.8 $2,512.2 $2,921.3 $3,221.2 $3,027.6 

Operating margin 37.3% 35.4% 36.6% 37.9% 38.1% 

Net income attributable to Franklin Resources, Inc. $1,923.6 $1,931.4 $2,150.2 $2,384.3 $2,035.3 

Source: BEN 10-K, September 30, 2015 

Insider Ownership and Institutional Investors 

At present, insiders that are descendants of the Company’s founders currently own approximately 21% 
of Franklin’s shares. In addition to these insiders, Charlie B. Johnson, held ~17% of BEN’s outstanding shares 
at the time of his 2013 retirement and is believed to still own a large amount of the Company’s shares. Outside 
of the Franklin Family, the top ten shareholders of the Company as of June 2016 were as follows: 
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Top 10 Shareholders, June 2016 

Institution Name % Ownership Shares Mkt Value (000) 

Massachusetts Financial Services Co. /MA 4.9% 28,097,899 1,002,814 

Vanguard Group, Inc. 4.4% 25,374,475 905,615 

State Street Corp. 3.2% 18,264,152 651,848 

Highfields Capital Management LP 2.8% 15,974,407 570,127 

Vulcan Value Partners Llc 2.5% 14,330,506 511,456 

Pzena Investment Management, Llc 1.9% 10,670,335 380,824 

Blackrock Institutional Trust Company, N.A. 1.7% 9,645,658 344,254 

FMR LLC 1.4% 8,268,898 295,117 

Abrams Capital Management, L.P. 1.4% 7,945,023 283,558 

Morgan Stanley 1.2% 7,133,239 254,585 

 

It is worth highlighting the ownership of BEN’s shares by Abrams Capital Management. Abrams is a well 
regarded hedge fund manager founded by David Abrams in 1999, following a successful run at legendary hedge 
fund manager Baupost. According to SEC filings, Abrams established his position in Franklin Resources during 
the fourth quarter of 2015.  

Valuation and Conclusion 

At current levels, and adjusting for the Company’s net cash /investments, shares of BEN trade at just 
1.5% of current AUM or ~7x TTM EPS. Even backing out $2.9 billion of current cash held for regulatory 
purposes, shares trade at just 1.9% of current AUM (8.7x TTM EPS), representing a meaningful discount to 
precedent transactions that have occurred at roughly 2.7% of AUM.  In our view this valuation is inconsistent 
with the Company’s strong brand and robust cash generating abilities. While fund flows have been under 
pressure in recent years, we do not believe that this represents a secular decline in the Company’s operations, 
but rather largely reflects normal ebbs and flows of its business as its investment style has been temporarily out 
of favor. As illustrated in the table below, precedent industry transactions have taken place at an average of 
2.7% of AUM. 
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Selected Precedent Industry Transaction - 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 

 

While some investors may be reluctant to assign a similar multiple to Franklin because of its high fixed 
income exposure, we note that Franklin’s effective fee rate (annualized investment management fees/average 
AUM) has generally been stable over time despite the fact that its fixed income assets as a % of total AUM have 
increased from ~20% of total AUM to 40% of the total. The Company’s Global/International fixed income 
products, which have been a major driver of the increase, typically carry much higher fees than domestic fixed 
income products. 

Franklin Resources - Fee Rates, Margins and Fixed Income Assets as a % of AUM 

  FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014 FY 2015 
9 Mos 
FY 2016 

Effective Fee rate (bps) 61.4 60.9 58.3 62.6 65.3 63.2 62.7 62.7 61.3 59.8 

Operating Margins 33.3% 34.8% 28.7% 33.5% 37.3% 35.4% 36.6% 37.9% 38.1% 35.7% 

                      

% AUM in Fixed Income 21% 29% 32% 37% 40% 45% 44% 40% 40% 40% 

Note: Effective fee rate is calculated as annualized investment management fees/average AUM 

 
It should also be noted that the Company’s average fee rate of 60 bps is well above the average 

industry fee rate for domestic managers of global/international equity assets (55 bps) and for domestic 
managers of U.S equities (39 bps). Nevertheless, in determining our valuation for Franklin, we have applied 
what we view as a discounted (relative to precedent industry transactions) 2.5% multiple to our 2018 projected 
AUM.  
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Franklin Resources, Inc. - Estimate of Intrinsic Value 

 
Value ($MM) 

BEN @ 2.5% of Estimated 9/30/18 AUM $20,370.8 

Cash and Investments FY 2018E   $8,461.1 

Equity Value $28,831.8 
Shares Outstanding FY 2018E 528.9 
Per share $54.51 
Implied Upside to Estimate of Intrinsic Value 52.48% 

 

In determining our valuation, we have estimated that assets under management increase just 5% in each of 
the next two years (FY 2017 and FY 2018), following a year end 2016E asset base of ~$740 billion, which is 
approximately 5% below FY 2015 levels. In our view, our projected 2018 AUM amount could prove extremely 
conservative if the value investing style is able to sustain its recent outperformance. In determining Franklin’s 
investment management fee revenue, we have utilized an effective fee rate of 61 bps, which is in line with FY 2015 
levels. While this is slightly higher than the recent run rate of ~60bps, we note that it is well below peak FY 2011 levels 
of over 65 bps. Should Franklin’s value/contrarian equity style come back in vogue and/or if the Company gains 
greater than expected traction with liquid alternatives, this amount could be conservative with these products 
commanding higher fees. Based on our estimates for operating expenses, we project Franklin’s operating margin to 
be ~35%-36% over the next two years, which is near the low end of the range of what BEN has posted over the past 6 
years (35.4%-38.1%). Finally, we have also assumed that Franklin maintains its robust buyback program over the 
next two years by repurchasing ~$2.3 billion of its shares at an average price of $46.20 a share, resulting in an ~9% 
reduction in shares outstanding. Taken together we derive an estimate of intrinsic value of $55 a share representing 
52% upside from current levels. We believe this is a conservative projection and would note that we have not given 
the Company credit for its ~2.2 million square feet of building space including its corporate headquarters in San 
Mateo, California. In addition, we have not factored in the possibility that Franklin could potentially create shareholder 
value with accretive M&A. 

If BEN’s shares continue to languish, we would not be surprised if it finds itself as an acquisition target 
given its attractive valuation. In our view, potential suitors could include a large bank or financial services firms 
seeking to bolster their fee income. In addition, we would not rule out the opportunity that the Johnson family 
looks to take the business private and note that their large stake (~40%) coupled with minimal debt ($9.6 billion 
of net cash and investments) could make such a transaction appealing. It is interesting to note that CEO 
Johnson recently stated, “I think we're always out looking on behalf of shareholders and trying to create value and if 
that's a merger, if that's an acquisition, we're open to any and all.” If Franklin were acquired we believe it would 

command a premium valuation given its strong brand, global distribution capabilities and good international 
growth opportunities. The following table illustrates BEN’s valuation at various AUM multiples and growth rates. 

9/30/18 AUM                 Annual Growth in AUM (FY 2017 and FY 2018)   

 -2.5% 0.0% 2.5% 5.0% 7.5% 10.0% 12.5% 

Projected Amount ($MM) $702,583 $739,075 $776,491 $814,830 $854,094 $894,281 $935,392 
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1.0% $28.86 $29.68 $30.53 $31.40 $32.30 $33.23 $34.18 

1.5% $35.43 $36.62 $37.84 $39.11 $40.41 $41.75 $43.13 

2.0% $42.00 $43.56 $45.16 $46.81 $48.51 $50.26 $52.07 

2.5% $48.58 $50.49 $52.47 $54.51 $56.62 $58.78 $61.01 

3.0% $55.15 $57.43 $59.79 $62.22 $64.72 $67.30 $69.96 

3.5% $61.72 $64.37 $67.10 $69.92 $72.82 $75.82 $78.90 

4.0% $68.29 $71.30 $74.42 $77.62 $80.93 $84.33 $87.84 
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Risks 

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

 Outflows of assets from the Company’s investment strategies could pressure operating results 
and adversely impact BEN’s valuation 

 Poor investment performance associated with the Company’s key investment strategies 

 Prospect for future M&A activity could destroy value if BEN is not able to properly integrate 
acquisitions.  

 BEN’s various growth initiatives including liquid alternatives, ETFs or smart beta investment 
strategies could fall short of expectations 

 The prospect for unfavorable corporate governance policies by the controlling Johnson family 

 The loss of key investment personnel or investment teams, which could potentially negatively 
impact the Company’s assets under management.  

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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FRANKLIN RESOURCES, INC. 

CONDENSED CONSOLIDATED BALANCE SHEETS 

(in millions) 

Unaudited 
      
ASSETS June 30,2016 Sept. 30,2015 

Cash and cash equivalents $  8,115.8 $  8,184.9 
Receivables 812.6 838.0 
Investments  2,604.3 2,459.2 
Assets of consolidated sponsored investment products:     

Cash and cash equivalents 61.0 108.5 
Investments, at fair value 897.9 977.4 

Assets of consolidated variable interest entities:     
Cash and cash equivalents 65.3 74.7 
Investments, at fair value 568.8 672.5 

Property and equipment, net 508.4 510.1 
Goodwill and other intangible assets, net 2,213.5 2,257.0 
Other 149.9 253.4 

TOTAL ASSETS $ 15,997.5 $ 16,335.7 

   
LIABILITIES, REDEEMABLE NONCONTROLLING INTERESTS AND 
STOCKHOLDERS’ EQUITY     

Compensation and benefits $     355.0 $      433.2 
Accounts payable and accrued expenses 193.0 232.1 
Dividends 105.6 92.6 
Commissions 307.5 359.9 
Debt 1,441.0 1,348.0 
Debt of consolidated sponsored investment products 80.3 81.2 
Debt of consolidated variable interest entities 642.5 726.1 
Deferred taxes 140.8 241.4 
Other    320.9    265.8 

TOTAL LIABILITIES 3,586.6 3,780.3 

REDEEMABLE NONCONTROLLING INTERESTS 39.4 59.6 

Stockholders’ Equity:     
Preferred stock, $1.00 par value — — 
Common stock, $0.10 par value 57.7 60.4 
Retained earnings 12,076.9 12,094.8 
Accumulated other comprehensive loss   (352.5)   (314.2) 

Total Franklin Resources, Inc. stockholders’ equity 11,782.1 11,841.0 

Nonredeemable noncontrolling interests     589.4     654.8 
TOTAL STOCKHOLDERS’ EQUITY 12,371.5 12,495.8 

TOTAL LIABILITIES, REDEEMABLE NONCONTROLLING INTERESTS AND 
STOCKHOLDERS’ EQUITY $ 15,997.5 $ 16,335.7 
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Hexcel Corporation 

NYSE: HXL 

Dow Jones Indus:  18,212.48  
S&P 500:  2,147.26  
Russell 2000:  1,227.02   Trigger: No 
Index Component:    Russell 3000 Type of Situation: Business Value  

 

 

 
 

Overview 

Hexcel Corporation (“HXL” or “the Company”) is 
a leading manufacturer and provider of advanced 
composites and related materials. HXL serves three 
primary end markets: Commercial Aerospace (69% of 
sales), Space & Defense (18% of sales), and Industrial 
(15% of sales). Its product line includes carbon fibers, 
structural adhesives, honeycombs, and other materials 
and components such as fabrics, multiaxials, prepregs 
and resins. The firm generated over $1.8 billion in 
revenue in 2015, with nearly half of sales derived from 
outside of the United States. HXL has been in operation 
for over 60 years, and is headquartered in Stamford, 
Connecticut.  

The firm has established an impressive record 
of growth and profitability, supported by innovative 
technology and strong customer relationships. During 
the 2011-2015 period, HXL achieved steady increases 
in operating margins while increasing its EPS by over 
80%. HXL has a high degree of customer concentration 
(over 60% of HXL’s revenue is derived from Boeing, 
Airbus, and related contractors). However, these 
relationships are protected by several barriers to entry 
including long-term contracts and a high degree of 
operational integration. In our view, HXL’s long-term 
customer relationships and its well established 
capabilities in technology and manufacturing represent  
 

Price: $ 43.84 
Shares Outstanding (MM):  93.1 
Fully Diluted (MM):   94.6 
Average Daily Volume (MM):   0.6 

Market Cap (MM): $ 4,081 
Enterprise Value (MM): $ 4,751 
Percentage Closely Held:                     Insiders ~2% 

52-Week High/Low: $ 48.33/37.54 
5-Year High/Low: $ 54.15/19.75 

Trailing Twelve Months   
EV/EBITDA:  10.9x 
Price/Stated Book Value:  3.3x 
   

Net Debt (MM): $ 669 
Upside to Estimate of  
Intrinsic Value:  42% 

Dividend: $ 0.44 
Yield:  1.0% 
   

Net Revenue Per Share:   
2015: $ 19.15 
2014: $ 18.80 
2013: $ 16.44 
2012: $ 15.47 
   

Earnings Per Share:   
2015: $ 2.32 
2014: $ 2.16 
2013: $ 1.85 
2012 $ 1.56 

Fiscal Year Ends: 
Company Address: 
 
Telephone: 
CEO: 

December 31 
281 Tresser Boulevard  
Stamford, CT 06901 
203-969-0666 
Nick Stanage 

Clients of Boyar Asset Management, Inc. do not own shares of Hexcel 
Corporation common stock. 

Analysts employed by Boyar’s Intrinsic Value Research LLC do not 
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important competitive advantages which should be sustainable from a long-term perspective. In addition, the 
firm has consistently maintained a strong financial position, funding significant growth opportunities and allowing 
HXL to return capital to shareholders via stock buybacks and dividends.  

The Company has significant opportunities for future growth, supported by favorable industry 
fundamentals and increased capital expenditures for capacity expansions. The ramp-up in capital expenditures 
during recent years has caused a temporary contraction in HXL’s free cash flow, but this should be positioned 
for a significant reversal as these investments are completed during the coming years. By 2020, HXL is 
targeting sales of $3 billion and EPS of $4.50. Moreover, HXL expects to generate total free cash flow of 
$1 billion during the 2016-2020 period (representing about 25% of HXL’s current market value). In our view, the 
firm’s future growth objectives should be achievable and are likely not fully appreciated by investors at this 
stage. 

Despite HXL’s strong competitive position and track record of success, the shares have been out of 
favor during recent months. The stock has declined by 8% over the past year, underperforming the broader 
market by 15 percentage points, and underperforming its peer group by 22 percentage points. In our view, this 
has largely been a function of the near-term pressure on HXL’s financial results related to factors such as 
heightened capital investment and the negative effects of currency translation. However, this weakness is not a 
reflection on the Company’s long-term outlook or competitive position in our opinion. Rather, it reflects an 
investor mindset that is placing undue emphasis on HXL’s near-term results, while overlooking HXL’s 
competitive position and long-term profit potential.  

Looking ahead, HXL’s valuation based on our projections for 2019 appears to be very reasonable. At 
the stock’s current price, HXL is trading at an EV/EBITDA multiple of 7.8x and a P/E multiple of 12.4x relative to 
our 2019 estimates. Based on our estimate of potential free cash flow generation in 2019, the stock is currently 
valued at a free cash flow yield of 9%. Assuming HXL can trade at multiples of 11.0x EV/EBITDA and 
17.0x EPS (applied to 2019 projections), this produces a blended estimate of intrinsic value of approximately 
$62 per share (42% upside). In our view, this estimate could prove to be conservative over the long-term given 
the firm’s 2020 objectives. If the Company can achieve its 2020 objectives of $3 billion in revenue and $4.50 in 
EPS (an attainable scenario in our view), the stock’s estimate of intrinsic value could eventually exceed $70 per 
share. We believe HXL’s risk/reward as a stand-alone entity is sufficiently compelling to warrant the immediate 
attention of long-term investors. However, the Company’s valuation, along with its strong competitive and 
financial positions could also make HXL a potentially attractive target for either a strategic (industrial 
conglomerate, aerospace industry player, etc.) or a financial buyer. 

Background & Business Overview  

HXL’s roots originate from the late 1940s, founded by 2 engineering classmates from University 
California-Berkley. Co-founders Roger Steele and Roscoe Hughes were intrigued by new materials and 
technology developed during World War 2, and how these innovations might have new applications in 
aerospace. In particular, they developed a refined plastic product called honeycomb, a material that was lighter 
and stronger than previously used materials for aerospace manufacturing. The newly formed business won a 
bid to produce this material for the U.S. military’s B-36 bomber plane in 1949. The firm grew its operations 
during the 1950s, and eventually named itself Hexcel (derived from the hexagonal cell-shaped honeycomb 
materials the Company produced). Much of the firm’s early history focused on military contracts, and growth 
accelerated further as U.S. military spending ramped up during the Vietnam War era. However, Hexcel 
eventually branched out into other markets such as the private aerospace sector, and other industries where its 
innovative materials could have commercial applications. These diversification efforts also included acquisitions 
during the 1970s outside of its original core businesses, but the firm later elected to simplify its operations by the 
late 1970s as the broader economic backdrop began to deteriorate. Hexcel underwent several changes in 
management and strategy during its early decades, but its affiliation with U.S. government projects remained a 
core focus. Hexcel’s products were utilized in several well known projects including the Apollo space missions 
and the development of the B-2 stealth bomber. Sales approached $300 million by the late 1980s, but the end of 
the Cold War era presented new challenges to Hexcel as U.S. military spending faced potential cutbacks. The 
business outlook was further complicated by de-regulation of the airline industry, causing commercial aerospace 
customers to scale back operations. Hexcel faced significant financial difficulties during the 1990s, leading to a 
bankruptcy filing in 1993. The firm emerged from bankruptcy in 1995, and reshaped itself with several key M&A 
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transactions including a merger with Ciba-Geigy (a Swiss chemical concern) and the acquisition of a competing 
composites producer from Hercules Incorporated. Hexcel eventually built itself into a leading producer of 
advanced composites through a strong focus on innovation and manufacturing efficiency. By 2004, annual sales 
at Hexcel had reached over $1 billion. 

HXL has continued to build its industry position over the past decade, and has established an 
impressive record of financial results in the process. As of the most recent fiscal year, HXL had revenues of 
more than $1.8 billion and operating income in excess of $300 million. The Company remains a leading 
manufacturer and provider of advanced composites. Its product line includes carbon fibers, structural adhesives, 
honeycombs, and other materials and components such as fabrics, multiaxials, prepregs and resins (see 
following table for additional details). The Composite Materials segment is the primary driver of HXL’s sales 
(78% of revenue in 2015). The remaining 22% of sales is derived from HXL’s Engineered Products segment. 
The Engineered Products product line largely supports the manufacture of aircraft, and includes composite 
structures, engineered honeycomb, molded composite parts, and tooling.  

Composite Materials Segment 

Products   Primary End-Uses 

Carbon Fibers  Raw materials for prepregs, fabrics and specialty reinforcements 

 Filament winding for various aerospace, defense and industrial 
applications 

Fabrics, Multiaxials and Specialty 
Reinforcements 

 Raw materials for prepregs and honeycomb 

 Composites and components used in aerospace, defense, wind 
energy, automotive, recreation, marine and other industrial 
applications 

Prepregs, Other Fiber-Reinforced 
Matrix Materials and Resins 

 Composite structures 

 Commercial and military aircraft components 

 Satellites and launchers 

 Aeroengines 

 Wind turbine and helicopter blades 

 Cars, boats and trains 

 Skis, snowboards, bicycles and hockey sticks 

Structural Adhesives  Bonding of metals, honeycomb and composite materials 

Honeycomb  Composite structures and interiors 

 Impact and shock absorption systems 

 Helicopter blades 

 
HXL provides its products to 3 primary end markets: Commercial Aerospace (69% of sales), Space & 

Defense (18% of sales), and Industrial (15% of sales). Within Commercial Aerospace, HXL’s relationships with 
Airbus and Boeing are a key focus, as well as its relationships with several other industry players. In Space & 
Defense, government contracts involving rotorcraft, military aircraft, launch vehicles, and satellites are among 
HXL’s core areas. Within Industrial, important drivers of revenue include wind energy, automotive and 
recreational equipment. It should be noted that HXL has a high degree of customer concentration (over 60% of 
HXL’s revenue is derived from Boeing, Airbus, and related contractors). The Boeing and Airbus relationships are 
included in the commercial and aerospace segment (and this unit also serves other industry players). However, 
the high degree of operational integration, the long-term nature of supply contracts with its customers, and other 
barriers to entry within the industry mitigate this risk to a significant extent in our view (discussed in more detail 
later in this report). Hexcel is a truly global operator as well; during 2015 the Company derived 51% of sales 
from the United States and 49% of sales were derived from Europe and China. To best serve its international 
revenue base, HXL has established a significant network of manufacturing facilities across the world (8 in the 
United States, 10 in Europe, 1 in China). HXL does employ currency hedging to some extent to mitigate the risk 
associated with its overseas business, with the majority of sales and costs denominated in U.S. dollars, Euros, 
or British Pounds. HXL’s facilities and offices are staffed by approximately 5,900 employees spread throughout 
the world (18% of workers are part of collective bargaining agreements).  Key raw materials include acrylonitrile 
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(used to manufacture high performance carbon fiber), glass yarn, aramid, epoxy, and other types of resins. 
Capacity enhancements and product innovation are supported by $40-$50 million in annual research & 
technology expenditures. HXL currently has over 1,300 patents and pending patent applications across the 
world. Although aerospace is the primary business supported by Hexcel, in many ways the firm positions itself 
as a leading technology company. 

“We are a technology driven company focused on Advanced Composites, targeting 
markets with long-term growth potential where we can establish a sustainable competitive 
advantage.”  

 – Hexcel Investor Presentation, August 2016 

It warrants mention that the markets served by HXL can sometimes be subject to cyclicality reflecting 
the various phases of activity in those markets or in the broader economy. This consideration can add an 
additional element of volatility to HXL’s financial results over time, and underscores the importance of 
maintaining a solid financial position that can endure a full range of business scenarios. Despite some of these 
challenges, HXL has managed to establish an impressive record of growth and profitability over recent years, 
illustrating its strong competitive position and strategic execution. The steady expansion in operating margin has 
been realized through a combination of increased operating leverage, more profitable sales mix, and cost 
savings (but the impact of these factors are not individually quantified by HXL). The following table depicts 
HXL’s impressive financial results during recent years.  

5-Year Financial History 

 2011 2012 2013 2014 2015 

Sales  $1.39B $1.58B $1.68B $1.86B $1.86B 

Operating Margin 13.6% 15.2% 16.2% 16.8% 17.8% 

EPS $1.24 $1.56 $1.85 $2.16 $2.32 

Debt/EBITDA 1.0x 0.8x 0.8x 1.0x 1.3x 

 

Management & Governance 

 

Management Team 

Executive Officers Background 

Nick Stanage, President & CEO Appointed in 2013, promoted from COO post 

Wayne Pensky, Executive VP & CFO CFO since 2007, various positions at HXL since 1993 

Kimberly Hendricks, VP & Corporate Controller Hired in 2009, held senior finance roles at various firms 

Michael Canario, President: Aerospace, Americas Joined HXL in 1996 as part of Ciba-Geigy merger 

Thierry Merlot, President: Aerospace: Europe/MENA Joined as part of Ciba-Geigy merger 

Timothy Swords, President: Industrial Hired in 2011, former executive at GE Aviation 

 

HXL’s solid operating history, competitive position, and financial footing reflect positively on 
management’s strategic execution and long-term business approach. Given that much of HXL’s executives have 
a significant history with the firm, this supports confidence for continued operational execution in the coming 
years. Although insider ownership is modest (director and officers own about 2% of HXL shares), the 
management team does have meaningful performance incentives. To align management incentives with 
shareholders, over 50% of target compensation for the CEO role is linked to equity awards. Metrics are usually 
measured from a multi-year perspective, and emphasize factors such as ROIC and total shareholder return. 
During recent years, annual stock-based compensation expense has been in the $17 million-$19 million range 
(2.3 million options outstanding, weighted average exercise price of $23.75).  

As the following table depicts, the vast majority of HXL’s board members (10 of 11) are considered 
independent under NYSE standards. Each director is elected annually, and must receive a majority of 
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shareholder votes. However, it warrants mention that HXL does not separate the roles of Chairman and CEO. 
The Company’s institutional ownership profile largely consists of recognized investment firms (no significant 
activist presence).   

Board of Directors 

Board Member Independent Background 

Joel Beckman  Managing Partner, Greenbriar Equity Group 

Lynn Brubaker  Retired executive from Honeywell 

Jeffrey Campbell  CFO at American Express 

Cynthia Egnotovich  Retired executive from United Technologies 

Kim Foster  Retired CFO from FMC Corporation 

Thomas Gendron  Chairman & CEO of Woodward Governor Company 

Jeffrey Graves  President & CEO of MTS Systems Corporation 

Guy Hachey  Retired COO from Bombardier Aerospace 

David Hill  Retired President & CEO of Sun Chemical 

David Pugh  Retired CEO of Applied Industrial Technologies 

Nick Stanage  President, CEO, Chairman of the Board at Hexcel Corp. 

 

Recent Developments 

HXL reported 2Q-2016 EPS of $0.70, an 11% year over year increase and 6 cents above consensus 
projections. Total Company sales advanced by approximately 10% during the period, as healthy growth in the 
commercial aerospace and industrial divisions more than offset negative comparisons for space & defense. 
Revenue from commercial aerospace (70% of quarterly sales) was about 14% higher, driven by several recently 
launched aircraft programs at Boeing and Airbus (models such as B787, A350 XWB, A320neo, and B737 MAX). 
Sales from the industrial segment increased 15%, aided by wind energy demand and the impact of M&A 
(i.e. Formax, an acquisition completed in January). These factors more than offset a 7% drop in space & 
defense sales, reflecting lower rotorcraft demand. HXL’s overall operating income increased by nearly 11% 
during 2Q, aided by a 20 basis point expansion in the operating margin to 19.2%. Due to heightened capital 
expenditure levels, HXL did not generate positive free cash flow during 2Q, but this metric is expected to turn 
positive during the second half of the year. Management indicated that growth programs which have been the 
focus of increased capital spending (such as increased capacity) continue to be on track. The firm’s strong 
financial position and outlook allowed it to continue to return capital to shareholders during 2Q. HXL 
repurchased $20 million of its stock during the period, while also increasing its quarterly dividend by 10% to 
$0.11 per share. In conjunction with the 2Q earnings report, management revised its full year financial guidance 
to more narrow ranges relative to past forecasts. However, the Company made no changes to its long-term 
financial guidance and objectives for 2020 (discussed later in this report). HXL’s updated guidance included the 
following: 

 Full year 2016 revenue is expected to be in the $1.99-$2.05 billion range, up from the $1.86 billion 
in sales generated by HXL during 2015. 

 EPS for 2016 is expected to be in the $2.48-$2.56 range (compared to $2.32 in 2015).  

 Free cash flow for the full year is expected to be in the $20-$60 million range (that figure was 
-$4 million in 2015).  

 2016 capital expenditures remain on track to be approximately $300 million (roughly in line with 
2015 levels). 

Industry Overview 

Advanced composites have become an increasingly important business over time. The superior 
strength-to-weight profile of these materials is a key driver of its increased penetration, supplanting commonly 
used materials of the past such as steel and aluminum.  The products provided by Hexcel and its peers have 
benefited from many years of investment, research, and technological innovation. Advanced composites play a 
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key role across several large market segments, and the fundamental outlook suggests that significant growth 
opportunities remain during the coming years. In the case of Hexcel, its primary end markets are reflected by its 
respective business divisions: Commercial Aerospace (69% of sales), Space & Defense (18% of sales), and 
Industrial (15% of sales). Each of these areas relies heavily on advanced materials in order to create innovative, 
high performance products that maintain economic relevance within increasingly competitive and evolving 
sectors. Moreover, the unique capabilities and requirements associated with the advanced composites business 
produce potential barriers for new entrants, and sources of sustainable competitive advantage for existing 
players.  

The commercial aerospace industry has been experiencing a period of extended expansion for several 
years. Demand for new aircraft has been steadily growing over time, driven by key factors such as increasing 
usage of airliners for travel (measured by revenue passenger miles), an increasing trend toward larger aircraft 
with increased distance capabilities (to support international travel) and continued replacement of the existing 
aircraft fleet (see graph). Growth in aircraft deliveries from prominent aerospace manufacturers such as Boeing 
and Airbus (87% of HXL commercial aerospace sales come from these companies and their related 
subcontractors) can exhibit volatility from year to year, but the long-term upward trend is difficult to dispute. Just 
during the 2010-2015 period, total aircraft deliveries from Boeing and Airbus increased by over 40%. 
Importantly, higher usage of aircraft helps to stimulate replacement activity, and replacement is further bolstered 
by increasingly strict regulatory standards set by various aviation regulatory authorities around the world. 
Importantly, the positive underlying fundamentals for aircraft demand are expected to continue in the years 
ahead. According to Boeing, global passenger airline traffic and cargo traffic are both projected to grow at an 
average rate of over 4% per year during the next 20 years. China will likely remain a key driver of traffic and 
demand, where the number of airports is expected to increase by more than 20% during the next 5 years alone. 
Advanced composites are primarily used in the manufacturing of new aircraft (advanced materials are designed 
to last for the aircraft’s useful life, so aftermarket opportunities are limited), and offer significant performance 
advantages to new aircrafts relative to the previous generations that are being replaced. Today’s advanced 
materials offer benefits such as increased strength, lighter weight, and enhanced durability, helping to create 
better performing aircraft with improved range and fuel efficiency (and ultimately more profitable for HXL’s 
customers).  

Airbus & Boeing Deliveries and Backlog 

 
Source: Airbus & Boeing websites via Company presentation, August 2016 
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Given the economic and regulatory demands that advanced composites help to satisfy, it should not be 
surprising that these materials continue to gain an increasing presence in newly built aircraft. To provide some 
historical context, these types of materials had little or no use in the early decades of commercial air travel. 
However, this began to change by the 1980s and advanced composites have only gained operational relevance 
since then. By the 1990s, some new aircraft consisted of at least 10% advanced composites. Today, many new 
aircraft are constructed with over 50% advanced composites. As a result, Hexcel’s revenue per aircraft for 
models such as the A350 (Airbus) has increased from $1 million to $6 million within the past 6 years. This 
increased penetration of advanced composites is expected to be a continuing trend within the commercial 
aerospace industry, suggesting ample additional growth opportunities for Hexcel and other providers in the 
future. The increasing backlog trend that is evident in the previous chart, further illustrates this point and helps to 
provide some visibility for advanced composites demand during the coming years.    

Advanced composites have significant applications within the space and defense industry as well. The 
space and defense sector has often been a key driver of innovation, as new technology helps clients to realize 
needs for enhanced performance. Government defense budgets (especially related to aircraft) represent the 
most important sources of demand, and such entities often rely on well established, private companies to supply 
key products such as jet fighters, military transport planes, and helicopters. Importantly, private operators are 
usually required to satisfy qualification requirements in order to be eligible for government contracts, thus 
creating obstacles to new entrants (HXL is qualified to support over 100 U.S. space and defense programs). Not 
surprisingly, the U.S government has the most prominent presence in the global defense spending realm (about 
$600 billion in annual spending, over 30% of worldwide military expenditures). Global defense spending trends 
have been somewhat mixed, and the outlook suggest similar dynamics will be in place for the foreseeable 
future. Although the world has its share of geopolitical uncertainty (typically a positive for defense spending), 
many governments are grappling with budgetary challenges which are limiting growth in expenditures. However, 
expenditures have already been curtailed materially in the U.S. for example, where the U.S. air force fleet now 
has an average age of over 27 years. Similar to the trends seen within the commercial aerospace market, space 
and defense products have become increasingly reliant on advanced composites within the manufacturing 
process. This trend has been particularly apparent for the production of helicopter blades, as products such as 
carbon fiber and prepregs can enhance blade performance for both new helicopter models and retrofitted older 
models. In the case of HXL, rotorcraft products now account for over 50% of space and defense sales. 

The industrial market for advanced composites is relatively diverse, including customers within wind 
energy, automotive, and recreation equipment. The wind energy business is a growing and increasingly 
important area for HXL and the rest of the sector. In the case of HXL, wind energy is the largest source of 
revenue within industrial. About half of HXL’s industrial segment sales are derived from wind energy (from a 
relationship with Vestas Wind Systems, a Danish wind turbine provider). The growth prospects for wind energy 
should continue to be positive during the coming years, as many governments seek to bolster energy production 
from sources viewed as more environmentally responsible. Just within the United States, wind power has grown 
from less than 1% of electricity production to approximately 5% of electricity production within the past decade. 
This trend is expected to accelerate going forward as increased wind energy scale makes it a more cost 
competitive energy source. The U.S. government is targeting a 20% contribution from wind power to national 
electricity needs by 2030.  Advanced composites are a crucial component for the manufacture of turbine blades 
utilized in wind energy generation. Lightweight advanced composites also continue to gain prominence within 
auto manufacturing and public transportation as customers seek ways to enhance performance, fuel efficiency, 
and safety.  

Hexcel’s Strong Competitive Position & Growth Outlook 

In our view, HXL’s strong competitive position and long-term strategic vision help to differentiate the 
Company. These factors, combined with favorable industry fundamentals, have allowed HXL to generate 
attractive financial results and shareholder returns during recent years. During the 2011-2015 period, HXL 
achieved steady increases in operating margins while increasing its EPS by over 80%. However, it is important 
to note that HXL’s management orientation is not toward near-term profits, rather it is focused on maintaining a 
strong competition position over the long-term. As recent years illustrate, HXL is willing to make significant 
capital investments to ensure its future position. As mentioned earlier, capital spending is currently experiencing 
a temporary increase as the Company invests in its future capacity. These investments, along with several 
sustainable competitive advantages held by the firm, help to create a higher degree of business visibility from 
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our perspective. In particular we would highlight its manufacturing and technology capabilities, and its long-term 
customer relationships as key sustainable competitive advantages that support HXL’s long-term outlook for 
growth.  

 The Manufacturing and Technology Advantage: HXL has been in operation for over 6 decades. 
During that time, the firm has built the large scale manufacturing and engineering capabilities that 
are required to be a well established provider of advanced composites and engineered products. 
HXL has 19 manufacturing facilities across the United States, Europe, and China that reflect the 
large scale, and global needs of its client base. HXL’s operational efficiency and supply chain 
management benefit from a high degree of vertical integration within its manufacturing. In addition, 
HXL’s ability to meet its customers’ needs is supported by significant Company investment in 
technology and innovation. Annual research and technology expenses have been in the 
$40-$50 million range (about 2.5% of revenue), and new products and technologies are sometimes 
developed in conjunction with HXL customers. Product development is often a multi-year process 
requiring extensive testing and collaboration with customers. Additionally, as mentioned earlier, HXL 
now holds approximately 1,300 patents across the world. HXL continues to build its capacity for 
advanced composites manufacturing as illustrated by its heightened capital expenditures (expected 
to be about $300 million this year). In our view, these capabilities and levels of investment represent 
barriers to entry for potential new competitors in HXL’s businesses.  

 The Long-Term Customer Relationship Advantage: HXL’s high degree of customer 
concentration does present a potential risk for investors to consider (Airbus and Boeing, and related 
contractors account for over 60% of HXL’s sales). However, we believe the nature of these key 
relationships help to mitigate that risk. HXL’s contracts with its customers tend to be long-term in 
nature (often spanning 10-15 years), reflecting the extended nature of aerospace projects. In order 
to be an eligible supplier to a large aerospace concern, a long and onerous certification process is 
often required. The certification process required by customers and government air safety 
regulators can take several quarters to complete and costs can be significant (representing potential 
barriers to new industry entrants). However, once a firm becomes a supply partner within the 
aerospace sector, the relationships are often very sticky, enduring for many years through all 
phases of the industry cycle. In the case of HXL, its relationships with Boeing and Airbus span over 
30 years. Importantly, there is also a high degree of operational cooperation between HXL and its 
key customers, making replacement of HXL within the supply chain a prohibitive proposition from a 
logistical perspective.  

HXL’s strong competitive position, paired with the favorable long-term outlooks for the industries it 
serves (especially commercial aerospace), suggest there are meaningful opportunities for growth during the 
coming years. Moreover, future financial comparisons should further benefit as HXL reaps the rewards of its 
investments and capital spending levels begin to normalize to more typical levels. Management believes that 
double-digit sales growth should be attainable for its commercial aerospace business for several years to come. 
In addition, organic growth opportunities could be supplemented with potential bolt-on M&A during the coming 
years. However, it will likely require at least 3-4 years for the Company’s earnings and cash flow potential to be 
fully realized. Management has set the following financial objectives, and HXL reiterated during its 2Q 
conference earning call that the firm remains on track to meet these benchmarks within the targeted time frame: 

 Target $3 billion in sales in 2020 

 Achieve EPS of $4.50 by 2020 

 Generate $1 billion in free cash flow in the 2016-2020 period 

For the purposes of estimating intrinsic value and maintaining relatively conservative assumptions, we 
have elected to focus on financial projections for 2019. Assuming the firm fully realizes its financial objectives by 
2020, our estimate of intrinsic value could prove to be modest. During the next 2-3 years, we have assumed that 
HXL’s overall sales growth is in the high single-digit range, and that the corresponding operating leverage 
translates to modest margin expansion relative to recent levels. These assumptions exclude any impact of 
future M&A, and assume 10%-15% annual sales growth for HXL’s commercial aerospace business, and 
low-mid single-digit annual sales growth for the balance of HXL’s business mix (space & defense and industrial). 
Overall, our 2019 projections for HXL are for $2.6 billion in sales, $600 million in EBITDA, $3.50 of EPS, and 
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$350 million in free cash flow. These projections imply significant growth from 2015 levels, and suggest that 
HXL will remain on track to meet its 2020 performance benchmarks. Additional expansion of HXL’s operating 
margin should also be attainable, benefiting from ongoing efficiency initiatives and additional gains in operating 
leverage from higher sales volumes. Management is targeting a 25% operating margin on incremental sales 
going forward (HXL’s overall operating margin was 17.8% in 2015). As capital spending levels revert to more 
normalized levels (approaching maintenance cap-ex levels of $60 million per year), free cash flow should be 
positioned for marked expansion as well. By our estimates, annual free cash flow of $400 million should be 
achievable by 2020 (implying a free cash flow yield of approximately 10% based on HXL’s current market 
value). As free cash flow accelerates during the coming years, HXL’s $1 billion free cash flow objective for the 
2016-2020 period should be attainable from our perspective. 

Balance Sheet and Financial Position 

Despite its substantial increase in capital investment during recent years, HXL continues to retain a solid 
balance sheet and financial position. As of the most recent quarter, HXL possessed a relatively modest 
$669 million in net debt on its balance sheet (representing 1.5x 2015 EBITDA), with no debt maturities occurring 
for the foreseeable future. HXL’s modest degree of financial leverage is consistent with the Company’s recent 
track record and overall management philosophy. Management is committed to maintaining its investment grade 
credit ratings, and a Debt/EBITDA ratio of under 2.5x. It also warrants mention that this leverage is supported by 
relatively stable and growing cash flow (see following charts). During 2015, HXL issued $300 million in senior 
unsecured notes maturing in 2025 with an interest rate of 4.7% (rated Baa3 with a stable outlook at Moody’s). 
Moreover, the firm announced in June 2016 that it had successfully extended the maturity of its $700 million 
senior unsecured credit facility from September 2019 to June 2021 (interest rate is a modest premium to 
LIBOR). HXL has manufacturing facilities and sales offices located across the world (both owned and leased), 
and HXL lists approximately $28 million in total minimum lease payments associated with these properties. 
HXL’s strong financial position has allowed it to fund its capital investment plans while also returning capital to 
shareholders. The Company recently increased its annual dividend by 10% to $0.44 per share (1% dividend 
yield), and it has also been repurchasing its own shares. HXL repurchased $55 million of stock through the first 
6 months of 2016, and it had $149 million remaining on its authorization as of the most recent quarter. Overall, 
management ranks organic growth opportunities as its top capital investment priority, with M&A opportunities 
ranked second and return of capital to shareholders ranked third. As HXL grows its cash flow during the coming 
years, there should be ample resources to support additional commitments in all three of these areas. 

 
Source: Company presentation, August 2016 

As mentioned earlier, HXL has been undergoing a period of heightened capital investment, with peak 
spending levels expected to occur during the 2015-2017 period. Capital expenditures totaled $300 million 2015 
and a similar level of spending is planned for 2016. Capital spending levels are expected to reach more 
normalized levels by the 2019-2020 period (maintenance-level capital spending is about $60 million per year), 
as expansion projects are completed. HXL’s annual capital expenditures averaged $236 million during the 2011-
2015 period, roughly double the average annual level of the previous 5 years. It is important to note that the firm 
uses a 15% ROIC (after tax) hurdle rate for new capital projects, and capital growth projects are only pursued 
when supported by a customer contract. The expected normalization of annual capital spending levels, paired 
with the future profit streams associated with these initiatives is expected to yield a substantial acceleration in 
free cash flow generation for the Company during the coming years (guidance: total free cash flow of $1 billion 
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in the 2016-2020 period). As mentioned previously, our estimates suggest that annual free cash flow could 
reach $400 million by 2020. It is important to note that HXL also has a well established record of generating 
attractive returns on its investments (see previous chart). The firm occasionally supplements its organic growth 
opportunities with selective bolt-on M&A (often in the form of purchasing smaller firms with attractive new 
technologies or products). In terms of recent M&A, the most noteworthy development was the announcement to 
purchase the remaining 50% interest in Formax in January for $12 million (a private UK manufacturer of 
advanced composites). HXL acquired an initial 50% stake in the company at the end of 2014 for $10 million. 
Earlier this year, HXL also purchased a minority stake in Oxford Performance Materials (for approximately 
$15 million). Oxford produces thermoplastic, carbon fiber reinforced 3D printed parts for use in Commercial 
Aerospace, Space, and Defense. 

Valuation & Conclusion 

Despite HXL’s strong competitive position and track record of success, the shares have been out of 
favor during recent months. The stock has declined by 8% over the past year, underperforming the broader 
market by 15 percentage points, and underperforming its peer group by 22 percentage points. In our view, this 
has largely been a function of the near-term pressure on HXL’s financial results related to factors such as 
heightened capital investment and the negative effects of currency translation. However, this weakness is not a 
reflection on the Company’s long-term outlook or competitive position in our opinion. Rather, it reflects an 
investor mindset that is placing undue emphasis on HXL’s near-term results, while overlooking the firm’s long-
term earnings power. Growth during the coming quarters may remain relatively modest, but HXL’s future profits 
should be poised for acceleration during the next 2-3 years as Company investments bear fruit and commercial 
aerospace fundamentals provide a favorable industry backdrop. At the stock’s current price, HXL appears very 
reasonable in a historical context from both absolute and relative perspectives. As the following table illustrates, 
HXL’s profitability compares favorably to similar companies, yet its shares are priced at a discounted valuation 
(which is not warranted in our view).   

Peer Comparison Table 

Company Ticker 
TTM 

Operating Margin 
TTM 

EV/EBITDA 
TTM  
P/E 

Barnes Group B 14.5% 10.0x 17.9x 

B/E Aerospace BEAV 18.3% 11.5x 17.1x 

Curtiss-Wright CW 13.8% 11.0x 22.6x 

Esterline Technologies ESL 7.1% 12.2x NM 

HEICO Corp. HEI 19.8% 15.7x 31.3x 

Teledyne Technologies TDY 12.1% 11.8x 19.8x 

Woodward Inc. WWD 12.3% 13.7x 22.8x 

Peer Average  14.0% 12.3x 21.9x 

Hexcel HXL 17.8% 10.9x 18.2x 

 

Looking ahead, HXL’s valuation based on our projections for 2019 also appears very reasonable. At the 
stock’s current price, HXL is trading at an EV/EBITDA multiple of 7.8x and a P/E multiple of 12.4x relative to our 
2019 estimates. Based on our estimate of potential free cash flow generation in 2019, the stock is currently 
valued at a free cash flow yield of 9%. On these metrics, HXL is trading toward the bottom of its historical range. 
We believe these considerations, combined with the Company’s strong competitive position, financial position, 
and outlook for accelerating profit growth translates to a favorable risk/reward scenario for long term investors. 
Assuming HXL can trade at multiples of 11.0x EV/EBITDA and 17.0x EPS (applied to 2019 projections), this 
produces a blended estimate of intrinsic value of approximately $62 per share (42% upside). In our view, this 
estimate could prove to be conservative over the long-term given the firm’s 2020 objectives. If the Company can 
achieve its 2020 objectives of $3 billion in revenue and $4.50 in EPS (an attainable scenario in our view), the 
stock’s estimate of intrinsic value could exceed $70 per share. Additionally, given HXL’s strong competitive 
position and opportunities for future growth, the multiples utilized for our estimate of intrinsic value may prove to 
be relatively modest over the long term. 
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HXL Estimate of Intrinsic Value   

FY 2019 Value ($MM) 

P/E                                      17.0x $60.01 

EV/EBITDA                         11.0x 6,645 

Net Debt*  (707) 

Equity 5,938 

Shares Outstanding  92.0 

Intrinsic Value Per Share $64.55 

Blended Intrinsic Value Per Share $62.28 

Upside from Current Price 42% 

Dividend Yield 1.0% 

Implied Total Return Potential ~45% 

*includes pension obligations  
 
Patient investors who can hold HXL for a multi-year period should eventually reap significant rewards in 

our opinion. As HXL begins to demonstrate its long-term earnings power and it ability to reach its performance 
benchmarks, multiple expansion for HXL shares should coincide with increasing profits, providing multiple 
drivers of appreciation for the stock during the coming years. We believe HXL’s risk/reward as a stand-alone 
entity is sufficiently compelling to warrant the immediate attention of long-term investors. However, the 
Company’s valuation, along with it strong competitive and financial positions could also make HXL a potentially 
attractive target for either a strategic (industrial conglomerate, aerospace industry player, etc.) or a financial 
buyer. As the following table depicts, this industry had its share of M&A activity over the years, and recent 
transactions suggest our multiple assumptions could prove conservative in a potential take-out scenario. A deal 
announced last year by Berkshire Hathaway to acquire Precision Castparts for $32 billion further highlights 
recent M&A activity in this space (valued at a multiple of approximately 13.0x EBITDA). In our view, these 
transactions’ valuations help to provide additional context to our estimate of HXL’s intrinsic value, though our 
investment thesis does not assume the pursuit of strategic alternatives by the firm.  

Aerospace M&A Activity 

 
Source: Harris Williams & Co., January 2016 
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Risks 

The Company’s primary risks include: 

 Continued strength in the U.S. dollar could be a headwind for future results. 

 Future M&A may negatively impact shareholder value or undermine the firm’s financial position.  

 A downturn in aerospace industry fundamentals could negatively impact HXL’s sales and margins, 
and jeopardize achievement of the Company’s financial objectives.  

 HXL’s significant presence in overseas markets exposes the firm to potential risks related to 
international trade.  

 HXL operates in a cyclical industry with significant capital requirements, causing increased volatility 
in the firm’s financial results. 

 HXL is highly reliant on a few key customers (such as Boeing and Airbus), and any deterioration in 
these relationships could negatively impact future sales and profits. 

 HXL has meaningful exposure to U.S. military spending, and potential cuts to future spending or 
programs could adversely impact HXL’s business. 

 HXL’s meaningful exposure to union workers may increase the probability of labor disruptions in the 
future.  

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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Hexcel Corporation and Subsidiaries 
Condensed Consolidated Balance Sheets 

(Unaudited) 
(in millions) 

 

ASSETS June 30, 2016 December 31, 2015 

Current assets:     

Cash and cash equivalents $      38.9 $      51.8 

Accounts receivable, net 290.3 234.0 

Inventories 331.5 307.2 

Prepaid expenses and other current assets   23.9   40.8 

Total current assets 684.6 633.8 
      

Property, plant and equipment 2,240.6 2,099.4 

Less accumulated depreciation  (717.7  (673.8 

Property, plant and equipment, net 1,522.9 1,425.6 
      

Goodwill and other intangible assets 74.8 58.9 

Investments in affiliated companies 48.4 30.4 

Other assets 38.9 38.7 

TOTAL ASSETS $ 2,369.6 $ 2,187.4 

      

LIABILITIES AND STOCKHOLDERS' EQUITY     

Current liabilities:     

Current portion of capital lease $       0.8 — 

Accounts payable 140.4 148.9 

Accrued liabilities 130.4 143.7 

Total current liabilities 271.6 292.6 

      

Long-term debt 706.8 576.5 

Other non-current liabilities    166.1    138.7 

TOTAL LIABILITIES 1,144.5 1,007.8 
      

Stockholders' equity:     
Common stock, $0.01 par value 1.1 1.1 

Additional paid-in capital 730.2 715.8 

Retained earnings 1,147.3 1,044.4 

Accumulated other comprehensive loss (134.5) (123.9) 

  1,744.1 1,637.4 
Less – Treasury stock, at cost   (519.0)   (457.8) 

TOTAL STOCKHOLDERS' EQUITY 1,225.1 1,179.6 

TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $ 2,369.6 $ 2,187.4 
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La Quinta Holdings Inc. 

NYSE: LQ 

Dow Jones Indus:  18,212.48  
S&P 500:  2,147.26  
Russell 2000:  1,227.02 Trigger: No 
Index Component:   NA Type of Situation: Consumer Franchise, Broken IPO 

 

Price: $ 11.05 

Shares Outstanding (MM):  116.8 

Fully Diluted Shares (MM):  117.5 

Average Daily Volume (MM):  0.8 

Market Cap(MM): $ 1,298 

Enterprise Value (MM): $ 2,940 

Major Holders: Blackstone: 35.2 MM (30%)  

52-Week High/Low: $ 18.97/9.61 
All-Time High/Low $ 24.89/9.61 

Trailing Twelve Months   
EV/Adj. EBITDA:  7.7x 

Price/Stated Book Value:  2.1x 

Long-Term Debt (MM): $ 1,706 
Upside to Estimate of  
Intrinsic Value:  75% 

Dividend:  NA 

TTM Payout:  NA 

Yield:  NA 

Net Revenue (MM):   
2015 $ 1,030 
2014 $ 977 
2013 $ 874 
2012 $ 818 

Adj. EBITDA (MM):   
2015 $ 394 
2014 $ 370 
2013 $ 327 
2012 $ 298 
   

Fiscal Year Ends: 
Company Address: 
 
Telephone: 
President/CEO: 

December 31 
909 Hidden Ridge  Suite 600 
Irving, TX 75038 
(214) 492-6600 
Keith A. Cline 

Clients of Boyar Asset Management, Inc. do not own shares of   
La Quinta Holdings Inc. common stock. 

Analysts employed by Boyar’s Intrinsic Value Research LLC do not   
own shares of La Quinta Holdings Inc. common stock. 

 

 
 

Overview 

La Quinta Holdings (“LQ,” “La Quinta,” or “the 
Company”) is a lodging company that owns and 
operates 336 hotels and franchises another 553 
locations, primarily in the midscale segment. An April 
2014 re-IPO following Blackstone’s LBO in 2006, 
La Quinta is now also a “broken IPO” with shares 
declining 55% from their May 2015 highs and resting 
35% below the IPO price. A strong post-recession 
recovery in hotel occupancy/rate trends and the 
inherent leverage in the lodging business allowed 
La Quinta to expand EBITDA by 61% from 2010-2014, 
but by mid-2015 LQ’s prospects began to rapidly 
reverse. The hotel portfolio’s concentration in Texas 
(24% of rooms) means it is overexposed to the oil and 
gas industry. We estimate RevPAR has been down 
~20-30% at the Company’s hotels in oil regions (~11% 
of rooms) in recent quarters. This has produced a 
series of earnings misses, lowered guidance, and 
management turnover. 

So what is the cause for optimism? Despite the 
headwinds, RevPAR is still expected to be roughly flat 
in 2016, the oil industry appears to have stabilized at a 
low base, and comps will be far easier in 2017.  
LQ shares currently trade at just 8x 2016E EV/EBITDA 
and ~10x 2016E FCF, among the lowest multiples in 
the industry. The current $2.9 billion enterprise value is 
barely more than our estimate of the Company’s 
underlying real estate value (~$2.5-$2.6 billion).   
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La Quinta is shedding its worst-performing owned hotels with 24 properties recently sold/under contract 
and another 50 recently identified for sale. The Company is also accelerating its renovation schedule at the 
remaining hotels, which should help reposition the brand toward the upper midscale segment. La Quinta also 
has a rapidly growing franchise business, with franchised hotels up from 56 in 2002 to 553 today and the largest 
franchise development pipeline among peers (as a % the of current base) at 48% of rooms. In our sum-of-the-
parts intrinsic value estimate, we conservatively assume LQ sells additional hotels at 7x EV/EBITDA while the 
remaining hotels only achieve low-single digit annual RevPAR growth through 2019. At 8.5x 2019E EBITDA, we 
value the remaining owned hotel portfolio at $2.24 billion. Valuing the capital-light, higher ROIC, faster growing 
franchise and management business at 12.5x EBITDA and backing out corporate expenses and other liabilities, 
our 2019E intrinsic value for La Quinta exceeds $19/share or 75% above the current share price. In the interim, 
asset sales and underlying free cash flow should allow the Company to revisit large-scale share repurchases 
after 2016 (the Company spent $200 million on repurchases in 2015-1H16). Incremental asset sales are also 
possible, which could allow LQ to further exploit the valuation gap between the private market value of its real 
estate and the current share price. We also believe LQ could be legally free to revisit a REIT structure 
(abandoned in April 2014) beginning in 2019, which offers intriguing FCF and valuation multiple expansion 
potential. Finally, La Quinta arguably would be better off as part of a larger hospitality company, and we would 
not dismiss the possibility that LQ reconsiders this option.  

History 

Founded in San Antonio, Texas in 1968, La Quinta was one of the pioneers of the limited-service hotel 
model that cuts out lower margin full-service offerings like in-house restaurants, bars, and room service. This 
model enabled the Company to offer midscale quality rooms at lower prices than the full-service competition 
while generating higher hotel margins and ROIs and also reducing sensitivity to macroeconomic cycles. By the 
close of 1997, La Quinta had grown to 270 economy and midscale hotels concentrated in the southern and 
western U.S. This included 36 La Quinta Inn & Suites, a second-generation model aimed more toward the upper 
midscale segment.  

The longtime Wall Street darling La Quinta stock faced pressure beginning in late 1997 as lowered 
guidance exacerbated concerns over overbuilding in the economy/midscale hotel sector. This led La Quinta to 
explore a sale of the Company, and in January 1998, La Quinta reached a deal to be acquired by Meditrust for 
$2.1 billion in cash and stock plus the assumption of its ~$900 million in debt—approximately 12x EV/NTM 
EBITDA. Meditrust was traditionally a health care REIT that began to diversify in 1997 starting with the 
acquisition of racetrack operator Santa Anita Cos. for $383 million in 1997, principally to obtain its grandfathered 
tax-advantaged paired share REIT structure which allowed the REIT to run operating businesses.1 Meditrust 
also acquired golf courses and related operating businesses, but by late 1998 its stock was down 50% on the 
year and Meditrust was forced to restructure due to excessive debt and a massive liability from an underwater 
forward-equity offering. Meditrust began divesting its non-lodging real estate assets in order to reduce debt, 
divesting $1.6 billion in 2 years and completing the divestiture of $1.8 billion in healthcare assets by 2002. The 
Company also switched its name of incorporation from Meditrust to La Quinta in 2001 to reflect the 
reorganization. In 2002, La Quinta merged its two paired stock entities in order to maintain its REIT status after 
tax changes threatened the grandfathered paired share REIT structure.  

La Quinta had paused its expansion efforts by 1998 in the face of the growing industry supply glut. 
These industry headwinds pushed down LQ’s occupancy rates, but the Company was able to largely offset this 
with rate increases through 1999. In late 2000 LQ also began to pivot toward a capital-light growth strategy by 
licensing La Quinta hotel franchises. But LQ was not able to escape the repercussions of the economic 
recession and 9/11 terrorist attacks which punished the entire industry during 2001-2003. La Quinta’s stock 
bottomed at $3/share in 2003. Results began to improve rapidly in 2004, with Adjusted EBITDA rebounding 16% 
to $180 million. La Quinta’s recovery continued to accelerate in 2005, with RevPar up 10% at Company-owned 
La Quinta hotels through 3Q05. 

La Quinta continued to make progress in selling potential franchisees on the relatively low upfront real 
estate costs associated with the La Quinta hotel model; by the close of 2004 LQ had 125 franchise hotels and 

                                            
1 The Wall Street Journal, November 1998, “Meditrust Plans Major Restructuring”  
  http://www.wsj.com/articles/SB910831210175465500 
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today the Company has over 550 franchised hotels. La Quinta also began to pursue an M&A strategy in 2004 
with the acquisition of the Baymont franchise of 178 hotels (84 franchised) from The Marcus Corporation for 
$395 million in cash. La Quinta raised $165 million in equity capital in 2005 to reduce debt and pursue additional 
acquisitions, but by September 2005 the board had concluded that large-scale M&A was unfeasible due to the 
escalating valuations being placed on lodging companies by private equity buyers and LQ’s limited financial 
capacity to acquire larger peers. LQ reversed course and instead began exploring a sale of the Company. By 
November 2005, Blackstone had reached an agreement to acquire La Quinta for $11.25 per share or a 37% 
premium to LQ’s prevailing share price. This was one of Blackstone’s many forays into the hotel industry around 
this time, with the private equity firm also acquiring Extended Stay, Wyndham International, Boca Resorts, 
Prime Hospitality, and of course the blockbuster Hilton deal. The acquisition translated to an equity value of 
$2.3 billion and a $3.1 billion enterprise value, valuing LQ at approximately 12.5x 2005 EV/EBITDA. 

Blackstone placed approximately $3.2 billion in debt on LQ prior to the financial crisis, putting its 
investment at risk once the cycle turned. However, favorable debt terms with low interest rates and some 
incremental contributions allowed Blackstone to maintain full control over La Quinta through the crisis and de-
lever once the market turned. Blackstone reportedly explored a sale during 2013 before deciding to take the 
Company public. LQ sold 44 hotels in late 2013-early 2014 including all Baymont-branded hotels, and LQ 
converted from a REIT structure prior to the IPO. La Quinta sold 44 million primary shares at $17/share through 
its April 2014 IPO, netting $710 million. Blackstone did not sell shares in the IPO but sold 23 million shares at 
$20/share in a secondary offering in November 2014 and another 23.9 million shares at $23.71/share in April 
2015, reportedly earning profits of ~3x on its initial investment. However, La Quinta’s rosy prospects quickly 
soured in 2015 as its outsized exposure to oil markets turned from a tailwind to a major headwind. After several 
disappointing quarters and a negative earnings preannouncement in September 2015, CEO Wayne Goldberg 
abruptly left “by mutual agreement.”  

Current Ownership & Management 

Former CEO Wayne Goldberg had been with the Company since 2000 and took over when Blackstone 
assumed ownership in 2006. CFO Keith Cline was appointed interim CEO in conjunction with Goldberg’s 
departure and given the position on a permanent basis in February 2016. Prior to accepting La Quinta’s CFO 
role in January 2013, Mr. Cline served as CFO at women’s jewelry and fashion retailer Charming Charlie and 
SVP of Finance at Express. Chief accounting officer Jim Forson was named permanent CFO in February 2016. 
La Quinta also replaced longtime COO Angelo Lombardi in April 2016. He was replaced by John Cantele (age 
55), who has served as global head of select hotels at Hyatt since 2011. 

Blackstone has not sold any additional shares since the April 2015 secondary offering and continues to 
hold 35 million shares (30% stake). Blackstone maintains the right to nominate at least 30% (20%) of directors 
to the board so long as it maintains a 30% (20%) stake, dropping to 10% of directors above a 5% ownership 
threshold. Blackstone currently retains 3 representatives on the 10-person board in addition to one retired 
former Blackstone executive. Mitesh Shah (unaffiliated, age 46) has served as chairman since November 2014. 
His fund Noble Investment Group is a major franchisee and investor in the hospitality sector. 

Business Description 

As of June 30, 2016, La Quinta owned 336 hotels (including 1 controlled JV and 13 hotels held for sale) 
and franchised 553 hotels with combined room capacity of 87,900 (42,900 owned rooms and 45,000 franchised 
rooms). La Quinta’s owned hotel portfolio is on average larger and older than franchised hotels, with an average 
age of 29 years and 130 rooms per hotel versus 14 years and 80 rooms for franchised hotels. Eighteen of the 
owned properties are subject to ground leases/subleases. La Quinta also owns/jointly owns interest in ~70 
properties adjacent to its hotels which are typically leased to third party restaurants. La Quinta principally 
operates select service hotels (limited offerings such as basic breakfast, lobby/business area, and swimming 
pool) in the midscale segment. Based on price point, approximately 28% of La Quinta’s hotel rooms are 
classified as upper midscale and 53% as midscale as defined by industry group Smith Travel Research (STR), 
with another 10% in the economy segment (principally Company-owned hotels) and the remainder above the 
upper midscale segment. The average hotel is ~50,000 square feet with three or more stories and ~100 rooms. 

La Quinta operates almost exclusively under its namesake brand umbrella, with most of its newer hotels 
placed under the La Quinta Inn & Suites flag (654 hotels) which features standards such as interior corridors 



La Quinta Holdings Inc. 

 

- 88 - 

and guest suites. La Quinta Inn branded hotels are generally older and principally Company owned (151 owned 
vs. 75 franchised) and account for most of LQ’s economy segment hotels—particularly the 101 owned and 
4 franchised exterior (open air) corridor hotels. Franchise growth has been almost exclusively pursued via the 
La Quinta Inn & Suites standard since 2007. The Company also franchises 9 hotels under the LQ Hotel brand in 
Mexico, Central and South America. 

La Quinta Hotels in Operation as of June 30, 2016 

Company Owned Hotels: Hotels Rooms 

La Quinta Inn & Suites (interior corridor) 182  

La Quinta Inn & Suites (exterior corridor) 3  

La Quinta Inns (interior corridor) 50  

La Quinta Inns (exterior corridor) 101  

Total Owned 336 42,900 

Franchised Hotels:   

La Quinta Inn & Suites (interior corridor) 466  

La Quinta Inn & Suites (exterior corridor) 3  

La Quinta Inns (interior corridor) 71  

La Quinta Inns (exterior corridor) 4  

LQ Hotel (interior corridor)     9  

Total Franchised 553 45,000 

Total Hotels 889 87,900 

 

From a geographical perspective, LQ is highly concentrated in the United States, where it derives over 
99% of revenue. As illustrated in the following table, La Quinta’s hotel footprint reflects its historical roots in the 
southern U.S. and in particular its native state of Texas. At year-end 2015, Texas accounted for 75 of 341 
owned hotels, 155 of 535 franchised hotels, and 24% of total rooms. Florida (10% of rooms), California (7%), 
and Georgia (4%) are the next largest contributors. Texas and Florida accounted for 22% and 17% of total 
Company revenue in 2015, respectively. LQ’s international footprint is almost negligible and principally 
concentrated in Mexico (1% of rooms) but is an area of focus for long term growth.  

La Quinta Geographical Footprint (YE 2015) 

 Owned #  Franchised #  Total # 

 Hotels Rooms  Hotels Rooms  Hotels Rooms 

Texas 75 10,020  155 11,214  230 21,234 

Florida 53 6,566  22 1,897  75 8,463 

California 22 3,271  34 2,923  56 6,194 

Georgia 14 1,696  23 1,650  37 3,346 

Colorado 15 1,894  11 919  26 2,813 

Louisiana 13 1,796  15 948  28 2,744 

Tennessee 8 988  18 1,451  26 2,439 

Illinois 10 1,337  10 867  20 2,204 

Oklahoma 2 236  24 1,906  26 2,142 

New Mexico 8 914  11 758  19 1,672 

Other states 121 14,840  212 18,194  333 33,034 

United States Total 341 43,558  535 42,727  876 86,285 

Mexico – –  7 901  7 901 

Canada – –  2 133  2 133 

Honduras – –  1 110  1 110 

Total 341 43,558  545 43,871  886 87,429 
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The Company’s direct sales operations include approximately 35 global sales managers and 
32 regional sales managers. Approximately 49% of LQ’s bookings are made directly at La Quinta properties via 
phone or walk-in, with another 9% made through its call center and 19% booked on LQ.com. Online travel 
agencies (OTAs) and global distribution systems (Sabre, Amadeus, etc.) used by traditional travel agents and 
corporate accounts account for the remainder. Corporate accounts directly contributed 24% of room revenues in 
2015, although management believes the Company’s mix of business vs. leisure travelers is roughly 50/50. The 
Company’s La Quinta Returns loyalty program has 2.8 million active members.  

La Quinta Booking Sources 

Online Travel 

Agency

18.0%

Call Center

8.0%

LQ.com

19.0%

Property 

Direct

49.0%

Global 

Distribution 

Systems

4.0%

 

Business Segments and Financial Overview 

La Quinta principally reports operations in three segments: owned hotels, franchise and management, 
and corporate and other. Owned hotels are La Quinta’s primary profit generator, generating $887 million in room 
revenue and Adj. EBITDA of $314 million (73% of pre-corporate EBITDA) in 2015. This reflects an average daily 
rate (ADR) of $82 at Company-owned hotels in 2015 and average occupancy of 67%, translating to revenue per 
average room (RevPAR) of $55.  

La Quinta Historical Segment Performance ($K) 

Revenue FY 2015 FY 2014 FY2013 

Owned hotels $911,491  $870,061  $778,898  

Franchise & management 114,610  94,002  55,542  

BMF - Franchise and Management 23,204  21,481  19,065  

Corporate & other 126,469  116,805  97,177  

Intersegment Eliminations (145,800) (125,411) (76,789) 

Total Revenue $1,029,974  $976,938  $873,893  

    

Adj. EBITDA    

Owned hotels 314,278  312,067  311,809  

Franchise & management 114,610  94,002  55,542  

Corporate & other (34,846) (36,180) (40,544) 

Total Adj. EBITDA 394,042  369,889  326,807  

 
The management & franchise segment includes franchise and licensing fees derived from franchised 

hotels, principally consisting of monthly franchise fees. The franchise system reported an ADR of ~$91 and 68% 
occupancy in 2015, translating to RevPAR of $62.15 or slightly higher than the Company-owned average. For 
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franchise agreements signed prior to April 2013, La Quinta charges royalty fees of 4.0% of gross room revenue, 
increasing to 4.5% after 24 months. In April 2013, La Quinta raised the royalty fee for new contracts by 0.5% to 
4.5% (first 24 months) or 5% (thereafter), while also instituting a 0.5% rebate incentive if franchisees achieve 
certain defined customer satisfaction levels. La Quinta also charges franchisees a modest initial franchise fee 
when new hotels enter the Company’s system or upon change of ownership (up to $55,000). La Quinta does not 
provide management services to any third party hotels.  

Careful attention should be paid to La Quinta’s presentation of franchise and management segment-
level results: Interestingly, since the IPO La Quinta also records intercompany fees charged to Company-owned 
hotels as revenue in the franchise and management segment. La Quinta reports intercompany franchise fees of 
4.5% of gross room revenue and hotel management fees of 2.5% of gross operating revenue for owned hotels. 
The franchise fee is generally consistent with the rate charged to external franchisees and the management fee 
is in line with market rates for comparable select service hotels. However, it must be recognized that this is not 
externally generated revenue, and it could be lost if La Quinta sold off hotels without retaining franchise and 
management agreements. If the franchise and management fees were added back to the owned hotel segment, 
the latter would be responsible for a much higher 88% of pre-corporate EBITDA (2015E). 

La Quinta also charges a 2% reservation fee against gross room revenue at both owned and franchised 
hotels, which is recorded in the corporate and other segment. This covers costs of reservations as well as the 
Company’s loyalty program and other joint brand-building and other initiatives. Additional charges include 
marketing fees (2.5% of gross room revenue) from franchised hotels to support its Brand Marketing Fund 
(BMF). LQ discloses this revenue and matching expenses as separate line items on the income statement. BMF 
fees/expenses totaled $23.2 million in 2015. 

 As of and for the year ended December 31, 

Number of Hotels in Operation 2015 2014 2013 2012 2011 

Company Owned Hotels      
La Quinta Inn & Suites (interior corridor)  183 184 184 185 185 
La Quinta Inn & Suites (exterior corridor)  3 3 3 3 3 
La Quinta Inns (interior corridor)  51 56 56 56 56 
La Quinta Inns (exterior corridor)  104 110 114 142 142 

Total Owned  341 353 357 386 386 
Franchised/Managed Hotels      

La Quinta Inn & Suites (interior corridor)  459 417 373 349 325 
La Quinta Inn & Suites (exterior corridor)  3 3 5 3 3 
La Quinta Inns (interior corridor)  77 84 89 92 98 
La Quinta Inns (exterior corridor)  4 10 10 5 4 
LQ Hotel by La Quinta (interior corridor)  1 – – – – 
LQ Hotel (interior corridor)      1     –     –     –     – 

Total Franchised/Managed  545 514 477 449 430 
Total  886 867 834 835 816 
Occupancy Percentage      

Company Owned Hotels  67.0% 66.5% 64.4% 62.7% 61.2% 
Franchised/Managed Hotels  68.2% 67.3% 64.3% 62.8% 61.0% 

Total  67.5% 66.8% 64.4% 62.7% 61.1% 
Average Daily Rate      

Company Owned Hotels  $82.05 $78.81 $75.09 $70.55 $67.22 
Franchised/Managed Hotels  $91.08 $88.33 $84.96 $81.80 $78.11 

Total  $86.21 $83.02 $79.46 $75.21 $71.59 
RevPAR      

Company Owned Hotels  $54.95 $52.40 $48.36 $44.21 $41.11 
Franchised/Managed Hotels  $62.15 $59.41 $54.61 $51.37 $47.64 

Total $58.23 $55.48 $51.14 $47.17 $43.74 
      

RevPAR Index (system-wide) 96.6 97.0 96.5 NA NA 
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Recent Results: Energy Sector Crunch Disproportionately Hits La Quinta 

La Quinta’s historical concentration in Texas means its portfolio is over-indexed to the oil and gas 
industry. The fracking boom that took hold between 2010-2014 was a tailwind for La Quinta’s hotels located 
near exploration and production hotspots such as Midland and Odessa in West Texas. During the oil exploration 
and production peak some La Quinta hotels in these areas even experienced near-constant full occupancy and 
ADRs at 2x-3x the average of the rest of its system. This helped drive system-wide RevPAR growth of 8% or 
higher for several years, lasting through much of 2014. However, this tailwind would eventually reverse direction 
as oil prices began a deep slide in 2H14 and the industry idled rigs and cut jobs in 2015.  

La Quinta management initially talked down the potential impact the plunge in oil prices would have on 
the Company’s results. On the Company’s 4Q14 earnings call in February 2015, then-CEO Wayne Goldberg 
stated that oil and gas corporate accounts contributed only 3% of system-wide room revenue and remarkably 
even claimed, “…we have not seen and do not anticipate an impact to our system-wide performance in 2015 
[from lower oil prices]. To be clear, we view lower oil prices as a net positive to our business.” LQ initially 
provided 2015 guidance calling for RevPAR growth of 5.5%-7% and Adj. EBITDA of $398-$410 million (6%-9% 
growth), and management raised the low end of guidance in April 2015. However, this outlook soon proved 
optimistic; guidance was reduced in July with management citing several unique circumstances but not oil 
prices. This included record flooding in Texas in 2015 and the unanticipated closure of one of the Company’s 
largest owned hotels in Minnesota for repairs in 2H15. 

By September, LQ preannounced that results would be even worse than guidance and Mr. Goldberg 
abruptly departed, sending shares down 15% in one day to $16. RevPAR ultimately increased 3.5% in 2015 and 
Adj. EBITDA came in near the low end of revised guidance at $394 million. Negative trends have continued in 
2016, with RevPAR down 1.1% YTD 1H16 and management reducing its range of full-year RevPAR forecasts 
by ~200 bps in early August to (0.75%) to +0.75%. 

Clearly, the downturn in the oil and gas industry has been more pronounced than expected and 
La Quinta management drastically underestimated the impact it would have on its business. After trends turned 
more negative in 2H15, the Company has done a better job of disclosing more details about the exposure. 
La Quinta management estimates approximately 11%-11.5% of its system-wide room count is located in “oil 
tract” regions as defined by STR.  Excluding these regions, full year 2015 RevPAR growth would have been 220 
bps higher at +5.7%. By 4Q15, the gap had widened to 330 bps (or +3% excluding oil regions). The differential 
was 200 bps in 1Q16 (reported RevPAR decline of 250 bps vs. down 50 bps excluding oil tracts) and 140 bps in 
2Q16 (+0.2% reported vs. +1.6% excluding oil tracts). LQ now forecasts Adj. EBITDA to decline from 
$394 million in 2015 to $361-$371 million in 2016, reflecting the outsized impact of occupancy deleveraging at 
owned hotels. It should be noted that 2016 figures also include ~$10mm EBITDA impact from hotel divestitures 
and ~$5MM from wage pressures and higher bonus payouts. 

Clearly, the oil industry will continue to be an overhang for La Quinta going forward. As discussed in the 
introduction to the AAF Summer 2016 Double Issue, a strong case can be made that oil prices will remain 
depressed over the medium term. But even assuming no major rebound in oil prices or production activity in the 
U.S., La Quinta’s quarterly comps should begin to ease in 2H16-early 2017 as the worst of the downturn began 
in 3Q15 and bottomed in 1Q16. The hotels in the energy hotspots were built before and were profitable prior to 
the energy boom, and at this point ADRs and occupancy have reverted to the status quo ante. Additionally, 
while there is certainly some spillover effect into the broader Texas economy, the impact appears limited. The oil 
and gas industry still only accounted for 3% of employment in Texas by 2014, and most major layoff programs 
have already been implemented. Texas’ unemployment rate has edged up only modestly to 4.6% as of 
July 2016 from 4.4% a year earlier and is still below the national average.  
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Oil and Gas Employment in Texas  
% of Total Employment 

 
Source: OGJ, BLS 

 

Franchise Position & Growth Potential 

La Quinta’s hotels range from the economy to upper midscale segments, but most of its portfolio falls 
within the midscale segment. Management is making efforts to shift more of the portfolio over the midscale line 
into the more lucrative upper midscale segment ($90 ADR is generally viewed as the dividing line), via both 
divestitures and new hotel developments. The new hotel growth strategy is essentially exclusively concentrated 
in the franchise business; La Quinta has not built a new Company-owned hotel since 2009. As detailed in the 
following section, LQ is paring its Company-owned portfolio while renovating most of the remaining properties. 

La Quinta only began to utilize a franchise strategy at the start of this century, but its franchise portfolio 
has increased at an impressive 13% CAGR from 153 franchised hotels in 2005 to the current 553. Looking 
forward, LQ still has a very attractive long-term runway to continue to scale this business. La Quinta’s franchise 
development pipeline is healthy and growing, with 238 hotels (43% of the current franchise total) and ~21,500 
rooms (48%) in its pipeline. Notably, this is up from 18,600 rooms a year earlier, suggesting the oil industry 
decline has not impacted franchise demand. While not all franchise agreements ultimately are completed, 
approximately 1/3 of the projects have reached the developmental stage. Approximately 88% of the hotels in the 
pipeline are new construction units, with the remainder conversions from other hotel franchises or former 
independents. New units typically take 3-4 years to complete construction and enter the system, while 
conversions can take 12-18 months from initial contract signing. Assuming some delays and departures, this still 
translates to the potential for double-digit net franchised unit growth per annum over the next several years.  

In assessing whether it is feasible for LQ to maintain historical franchise growth and current growth rate 
embedded in its pipeline over the longer term, it is important to recognize that competition is intense to sell 
franchise development contracts domestically, and La Quinta faces formidable competition from many larger 
peers. Holiday Inn Express (owned by InterContinental Hotels Group; ticker IHG) and Hampton by Hilton 
(recently branded from Hampton Inn and owned by Hilton; ticker HLT) are the clear leaders among the midscale 
to upper-midscale limited service chains. They have a big head start against La Quinta in terms of market 
penetration: Hampton Inn has just under 2,000 franchised properties in the U.S. and over 2,100 across the 
Americas, while there are over 2,100 Holiday Inn Express (HIE) franchise locations in the Americas. This scale 
brings along advantages in terms of brand awareness and as part of larger hospitality umbrellas they also 
benefit from deeper marketing, booking, and rewards programs. While not disclosed, these brands carry 
meaningfully higher ADRs and RevPAR Index levels, and we believe higher customer satisfaction ratings, 
versus La Quinta.  



La Quinta Holdings Inc. 

 

- 93 - 

U.S. Lodging Industry Breakdown (2015) 

Chain Scale Brand Examples 
Room 
Count 

% of 
Total 

Avg. No. 
of Rooms 
per Hotel 

Luxury Four Seasons, Ritz Carlton, W Hotel, JW Marriott 108,485 2.2% 338.0 

Upper Upscale Marriott, Hilton, Hyatt, Sheraton 583,906 11.6% 355.4 

Upscale Courtyard, Residence Inn, Hilton Garden Inn, 
Cambria Hotels & Suites 

660,640 13.1% 150.6 

Upper Midscale Comfort Inn, Holiday Inn Express, Hampton Inn, 
Fairfield Inn 

888,843 17.6% 97.6 

Midscale Quality Inn, Sleep Inn, La Quinta, Baymont 479,040 9.5% 85.0 

Economy Econo Lodge, Super 8, Days Inn, Motel 6    784,149 15.6% 76.0 

Sub-Total Brand Affiliated 3,505,063 69.6% 111.6 

Independents   1,533,422 30.4% 68.2 

Total All Hotels   5,038,485 100% 93.5 

Source: Smith Travel Research via Choice Hotels 

La Quinta faces challenges in beating these competitors to sign agreements with developers for prime 
street corner real estate, and LQ would acknowledge they are not the leaders in their target market. However, 
La Quinta management believes they are a strong contender for the #3 position with huge room to grow. We 
would be somewhat less sanguine in our assessment of the brand’s position; the competition is much deeper 
than Hampton and HIE. Choice Hotels (CHH) is also a significant competitor through its Quality Inn (~1,400 
hotels with a midscale concentration; ~$79 ADR) and Comfort Inn (~1,140 mostly upper midscale; ~$94 ADR) 
brands. CHH’s relative fledgling Sleep Inn brand (380 hotels; $84 ADR) is also aimed to compete with La Quinta 
with its relatively low build-out cost and similar amenities. Wyndham (WYN; ~5,600 domestic hotels, ~$69 ADR 
globally) is concentrated in the economy segment but has some overlap with La Quinta with such brands as 
Microtel (334 properties, $65 ADR). Hilton also recently launched a new midscale concept aimed at millennials 
called Tru by Hilton and has already placed 119 hotels in the pipeline. 

Midscale Franchise Competition: La Quinta has Largest Pipeline 

 System Portfolio  
(U.S./Americas) 

Pipeline (Domestic/Americas) 

 New Construction Total Pipeline 

 Franchised Hotels ADR # Hotels % Growth # Hotels % Growth 

La Quinta 551 $94.48 ~208 38% 238 43% 
       

Wyndham 5,600 $68.30 216 4% 505 9% 

Holiday Inn Express 2,106 – – – 449 21% 

Sleep Inn 380 $83.93 83 22% 83 22% 

Quality Inn 1,395 $78.61 47 3% 52 4% 

Comfort Inn 1,138 $93.87 34 3% 114 10% 

Hampton by Hilton 2,115 – – – ~300 15% 

Note: Not all periods and geographical areas correspond 

Source: Company disclosures and Boyar Research estimates 

The field is crowded, but La Quinta’s relative under-penetration should allow the Company to grow at a 
significantly faster percentage rate than its competitors. La Quinta is both under-indexed within many of its 
existing markets and has yet to even enter one-third of U.S. regional markets (as defined by STR). For example, 
La Quinta’s new construction pipeline is roughly on par with Wyndham’s entire new construction pipeline (216 
new construction properties at year-end 2015) across all segments, despite LQ only having ~10% as many 
franchised hotels. Choice Hotels has just 164 new construction hotels in the pipeline across its three directly 
competing brands. Overall CHH’s pipeline represents a modest ~8% of its existing portfolio with Sleep Inn the 
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major contributor with 83 hotels planned (22% growth). HIE’s pipeline is larger at ~450 hotels or ~44K rooms, 
but on a relative basis this represents only approximately half of LQ’s pipeline measured as a percentage of 
franchise hotels, and we believe it may include a substantial number of conversions. Hilton does not regularly 
disclose Hampton’s pipeline but we estimate it is roughly 300 domestically (disclosed to be 445 globally, ~100 in 
Europe as of June 2015). It should also be recalled that approximately 30% of the domestic lodging market 
remains independent, but this figure continues to shrink by ~50 bps annually, creating a nice additional long-
term source of franchising growth.  

La Quinta’s current pipeline includes hotels in 42 new STR market tracts, which would bring the 
Company’s presence up to 73% of the U.S. The Company is focusing on higher RevPAR markets, principally in 
suburban areas (~20% of the pipeline is in urban areas). La Quinta is also developing a new prototype called 
Del Sol, which appears to be gaining early traction with developers. Del Sol properties have a more leisure 
oriented design (e.g. pools) than La Quinta urban prototypes, but carry a comparable cost per key. Developers 
appear to be embracing the concept: at year-end 2015, three Del Sols were operating, 18 more were under 
construction, and an additional 62 were in development. International markets are another huge long-term 
opportunity for La Quinta. La Quinta currently has only 10 international franchised hotels, but 26 are in the 
pipeline across Mexico, Central and South America. While these franchises will bring lower ADRs, the growth 
opportunity is there and the La Quinta brand should resonate in Hispanic regions. 

Industry Outlook 

The lodging industry faces a high degree of cyclicality, driven both by consumer demand and hotel 
supply trends. For hotel owners and managers, the relatively high degree of fixed costs means marginal pricing 
and occupancy movements have an outsized impact on profitability. Additionally, the long lead time between 
permitting, construction, and opening of new hotels can create supply/demand imbalances that sometimes 
exacerbate macroeconomic pressures. Most of the largest hospitality companies operate or have transitioned to 
the franchise model in order to create a more stable financial model. While LQ is in the process of this transition, 
the Company is still predominantly an owner/operator. As noted, after reallocating franchise segment revenue 
charged to the Company’s owned hotels, LQ generates approximately 88% of pre-corporate EBITDA from the 
owned portfolio. Therefore, LQ is very exposed to industry conditions.  

Historical Domestic Lodging Supply Growth 

 
Source: JLL Research, Smith Travel Research 

 
Where are we in the current cycle? The post-recession era has been characterized by a slow but steady 

recovery in demand/occupancy trends, combined with unusually low supply growth starting in 2011 as new 
construction ground to a halt after 2007. As illustrated in the following table, ADRs have consistently increased 
at an average of ~4% per annum from 2011-2015 while RevPAR growth has been significantly higher due to the 
lack of additional supply. We are no macroeconomic wizards and forecasting demand trends going forward 
sounds to us to be a fool’s errand, but the market does not appear to be at a peak. The domestic consumer 
environment still appears benign and low fuel prices are a positive factor (outside of the oil tracts, as LQ is all 
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too well aware). From a supply perspective, the domestic hotel development pipeline is at its highest since 
2008. But supply growth is expected to remain below the long term average of ~2% for the sixth consecutive 
year in 2016. According to JLL Research, the current industry supply of hotels under construction is 3.3% of 
existing rooms. With roughly ½ of the construction pipeline typically flowing into year-ahead supply growth, this 
implies growth will remain at or below 2% in 2017. Supply growth may accelerate beyond 2017, a risk which 
bears watching. We expect this to keep industry growth rates at low single digits going forward versus the high 
single digits seen in recent years. But after supply growth running below average for 6-8 years, in a reasonable 
macro environment the market should be able to manage some incremental supply.  

U.S. Lodging Industry Trends: 2001 - 2015 

Year 
Occupancy 

Rates 

Average Daily 
Room Rates 

(ADR) 

Change in ADR 
vs. 

Prior Year 

Change in CPI 
vs. 

Prior Year 

Revenue per 
Available Room 

(RevPAR) 

New Rooms 
Added 
(Gross) 

2001 60.1% $84.85 (0.5)% 2.9% $50.99 101,279 

2002 59.2% $83.15 (2.0)% 1.6% $49.22 86,366 

2003 59.1% $83.19 0.1% 2.3% $49.20 65,876 

2004 61.3% $86.41 3.9% 2.7% $52.93 55,245 

2005 63.1% $90.84 5.1% 3.4% $57.34 65,900 

2006 63.4% $97.31 7.1% 3.2% $61.69 73,308 

2007 63.1% $104.04 6.9% 2.8% $65.61 94,541 

2008 60.3% $106.96 2.8% 3.8% $64.49 146,312 

2009 54.5% $98.17 (8.2)% (0.4)% $53.50 142,287 

2010 57.5% $98.06 (0.1)% 1.6% $56.43 73,976 

2011 59.9% $101.85 3.9% 3.2% $61.02 38,409 

2012 61.3% $106.25 4.3% 2.1% $65.15 43,879 

2013 62.2% $110.30 3.8% 1.5% $68.58 54,020 

2014 64.4% $114.92 4.2% 0.8% $74.04 63,346 

2015 65.6% $120.01 4.4% 0.7% $78.67 85,596 

Source: Smith Travel Research and US Department of Labor 

La Quinta’s Owned Properties & Strategic Review 

In recent years, La Quinta has begun to execute a strategic review of its owned hotel portfolio. We 
believe this review could have several positive effects including boosting the quality of La Quinta’s portfolio and 
thereby its brand value, reducing LQ’s cyclical exposure, and potentially enabling capital markets arbitrage via 
asset sales and share repurchases. As noted, on the whole La Quinta’s owned hotels are older and lower 
performing compared to its franchised hotel portfolio. The goal of LQ’s strategic review is to identify 
underperforming hotels and either (1) invest in renovations and capex to bring them up to the standards (and 
rates) of newer competing hotels toward the upper end of the midscale range, or (2) remove underperforming 
hotels from the system that do not have the projected ROI to justify extensive renovations. The Company initially 
targeted for divestiture at least 50-100 hotels that they consider “brand detractors,” which fall within the 
economy segment and are less productive although they may still be meaningfully profitable. 

Asset Sales Underway  

La Quinta sold 44 properties between 2013 and early 2014, including the 11 legacy owned properties 
still operating under the Baymont franchise. The Company entered into discussions to sell an additional 24 
properties during 2015, which triggered a $42.5 million impairment charge on the adjustment of the book value 
of these properties to estimated fair value (~$70-$75 million). The Company sold 11 of the properties for 
$34.1 million (net of transaction costs) during 4Q15 and sold another 3 for $9.1 million during 2Q16. LQ has 
reached definitive purchase agreements for the remaining 10 properties for ~$37.5 million with expected close in 



La Quinta Holdings Inc. 

 

- 96 - 

3Q16, bringing total proceeds from the 24 properties to $71 million. LQ also identified approximately 50 
additional hotels as candidates for divestiture during 1Q16 and reclassified the assets for possible sale with an 
estimated fair value of ~$250 million, which triggered an impairment charge of $80 million. 

LQ management has publicly characterized the aggregate price tag on the batch of 24 properties 
sold/under contract as an extremely attractive ~13x EV/EBITDA. However, this only accounts for owned hotel 
segment EBITDA and excludes revenue LQ records in the franchise and management and corporate segments. 
This is misleading as LQ is not selling the properties encumbered by franchise or management agreements but 
rather expects to remove all but one from the system. Overall, the 24 hotels contributed $9.6 million in adjusted 
EBITDA in 2015 implying the aggregate sales multiple was much lower—this suggests it was closer to 
7x EV/EBITDA. While no longer accretive at this multiple, it must be emphasized that the transactions include 
many of the oldest, lowest performing hotels in the system. La Quinta now owns and operates 151 La Quinta 
Inns (including 101 exterior corridor Inns which are probably the lowest performers)—down from 198 prior to 
initiating the asset sales in 2013, and this should come down materially further after the incremental sales. Even 
at the lower transaction multiple, LQ appears to be pursuing a sound strategy to remove low quality hotels that 
do not justify (from an ROI perspective) the significant renovation expenditures needed to bring them up to the 
brand standard. These hotels could be damaging to the La Quinta brand, and notably, in many cases it also 
opens up the opportunities to replace the hotels with newly constructed franchise units in the same vicinity.  

Renovation Needs 

In assessing the quality of LQ’s remaining owned portfolio, it is important to recognize the investment 
made by the prior private equity owner. La Quinta had been deferring renovations prior to the sale to Blackstone 
and the performance of its properties had fallen noticeably below peer averages. LQ spent $310 million on 
“repositioning” capital under Blackstone’s stewardship between 2007-2013 in order to bring neglected properties 
up to industry standards and to convert select Baymont and other non-La Quinta properties to the La Quinta 
brand. This repositioning capex included $222 million across the owned portfolio in addition to $42 million on 
developing the Company’s new flagship hotel in Chicago and $45 million for technology infrastructure upgrades. 
La Quinta also spent another $449 million in recurring maintenance capex over this time. This helped drive LQ’s 
owned portfolio RevPAR Index (an STR measure of RevPAR across a competitive set of hotels, indexed to 100) 
up by a whopping 990 bps from 2007-2013 to 98.5%. 

Considering this high level of investment and improved performance figures, it would be difficult to 
argue that Blackstone deferred capex or allowed the owned properties to deteriorate in order to maximize cash 
flow. Nonetheless, LQ hotels’ relative performance and ratings still remain well below top tier midscale, and 
especially upper midscale competition. LQ’s system-wide RevPAR Index (aggregated across the owned and 
franchised portfolio) has hovered around the 97% level the past 3 years. In conjunction with the owned portfolio 
strategic review, LQ is identifying hotels in attractive locations that could benefit from accelerated renovations to 
drive RevPAR growth. The Company typically earmarks ~$60 million per year on maintenance capex for larger-
scale renovations on ~25-30 owned hotels (or ~$20,000 per key), but is looking to renovate another 100-120 
over the next two years. This will cost roughly $60 million in incremental capex per year, implying more modest 
spending per key of ~$10K. This will negatively impact LQ’s free cash flow profile in the interim, but we believe it 
is an important step to close the ADR gap vs. its newer franchised properties and improve customer satisfaction 
levels. After completion, LQ should have at least moderately upgraded roughly two-thirds of its owned hotel 
properties over the course of 3 years. We believe this is a prudent investment, and incremental investment may 
be necessary if LQ is to truly compete nationally in the upper midscale segment. 

Additional Divestitures? 

We believe the evaluation of strategic alternatives should be extended to all of the Company’s owned 
portfolio—if it has not already been. Hotel capitalization rates are hovering near historic lows while La Quinta 
shares are trading at a depressed valuation, potentially offering capital market arbitrage opportunities. While 
there is much variation, capitalization rates on limited service hotel sales transactions have averaged around 9% 
(based on a mix of trailing and NTM NOI) in recent years according to data from industry consulting firm HVS. 
JLL Research also pinpoints current select service cap rates at 9%. LQ does not provide enough financial 
disclosure (revenue, renovation capital needs, D&A, etc.) to compare these cap rates to LQ’s recent property 
transactions with precision. Still, we can make a rough estimate. Assuming the recent batch of 24 sold 
properties generated $10MM in adj. EBITDA and $4MM in normalized depreciation, this translates to a 
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transaction cap rate of approximately 8.5% of NOI or 7x EV/EBITDA. As discussed, these were some of LQ’s 
oldest and least valuable hotels; even the 50 additional underperforming hotels identified for sale in 1Q16 were 
revalued at a meaningfully higher average of $5 million per property. With LQ shares trading at just 8x 
EV/EBITDA and the franchise segment worth a significant premium, LQ’s board must at least closely evaluate 
the opportunity to sell off additional higher quality real estate. 

Hotel Capitalization Rates – Historical Sales Transactions 

 
Source: HVS 

Balance Sheet and Free Cash Flow 

La Quinta was able to maintain a highly leveraged balance sheet throughout the course of Blackstone’s 
ownership including the credit crisis and its aftermath, reflecting the Company’s high operating margins (adj. 
EBITDA margins remained above 32%), capex flexibility, low borrowing costs and continued access to capital 
given its underlying property value.  Blackstone had placed approximately $3.2 billion in debt on LQ by 
mid-2007, and debt peaked above $3.4 billion in 2009. But favorable debt terms and a recovering economy 
allowed Blackstone to make only ~$300 million in additional contributions post-crisis while reducing debt to 
$2.7 billion by the close of 2013. LQ used the $710 million in proceeds from the April 2014 IPO to further reduce 
debt. The Company also refinanced its credit agreements in conjunction with the IPO, securing a new 
$2.1 billion senior secured term loan facility that matures in 2021 (LIBOR + 275-300 bps, 1% LIBOR floor) and a 
$250 million revolving credit facility maturing in 2019 (LIBOR + 250 bps with three 25 bps step-downs tied to 
leverage ratios). The term facility restricts a portion of excess cash flow to debt prepayment above certain 
leverage levels (50% above 5.25x leverage, 25% from 4x-5.25x) and mandates net proceeds from asset sales 
(if not reinvested) be used to prepay debt. There are no covenant restrictions until reaching 8x net leverage.  

La Quinta Historical FCF and Capital Deployment ($MM) 

 YTD FY 

 2Q16 2015 2014 2013 2012 2011 
Adj. EBITDA 190 394 370 327 298 258 
OCF 121 290 286 233 248 220 
Capex (58) (101) (79) (116) (103) (96) 
FCF 63 190 207 117 145 125 
       
Proceeds from Asset Sales 22 38 7 106 2 – 
Acquisitions – – (78) – – – 
Share Repurchases  (101) (106) – – – – 
       
Debt 1,706 1,712 1,860 2,720 2,900 3,158 
Cash 64 87 109 137 154 152 
Net Leverage (TTM) 4.5x 4.1x 4.7x 7.9x 9.2x 11.6x 

*Note: Historical FCF is inflated due to the tax shield from NOLs and former REIT status 

La Quinta has produced outsized free cash flow since the IPO, recording $207 million in FCF in 2014 
and $190 million in 2015. In addition to underlying EBITDA growth and debt reduction, FCF has been aided by 
the tax shield from net operating loss carryforwards (NOLs). This strong FCF has enabled LQ to deleverage 
further while simultaneously returning capital to shareholders. LQ made an incremental voluntary debt 
prepayment of $153 million in 2015, taking net leverage (TTM EBITDA/net debt) to 4.1x at the close of 2015 
versus 8x pre-IPO. LQ spent another $106 million to repurchase 6.6 million shares in 2015 (~$16/share; ~5% of 
outstanding shares). The Company initiated a second $100 million share repurchase in early 2016 in response 
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to the share price weakness, and had completed the authorization by the close of 2Q16 (8.1 million shares 
purchased or ~6% at ~$12/share). 

Net debt stood at 4.5x EBITDA (TTM) as of 2Q16, above the 4x limit at which all cash deployment 
handcuffs are removed but still far below pre-IPO levels and well within management’s comfort level. Given the 
accelerated share repurchases in 1H16 and projected EBITDA declines in 2016, incremental free cash flow and 
cash from asset sales in 2016 will likely go toward debt reduction. At roughly the midpoint of the Company’s 
2016 EBITDA forecast, we estimate LQ will generate $127 million in FCF (~$1.10/share) in 2016 bringing 
leverage down to 4.3x and leverage should fall below 4x in 2017 after additional asset sales. Free cash flow 
(excluding asset sales) will be hampered in the next couple of years as the Company accelerates capex, 
transitions to a full taxpayer, and (we assume) divests 50 additional hotels. But we estimate fully taxed FCF 
could rebound to ~$129 million (>$1/share) by 2019. With leverage projected to fall below 4x in 2017 and 3x by 
2019, we believe La Quinta could have plenty of room to reconsider large-scale share repurchases as early as 
next year. 

La Quinta Projected FCF and Leverage ($MM) 

 
FY 

   
 

2016E 2017E 2018E 2019E 
Adj. EBITDA 363 337 332 353 
OCF 257 210 209 221 
Capex (130) (130) (115) (95) 
FCF 127 80 97 126 
Proceeds from Asset Sales 40 220 - - 
Acquisitions - - - - 
Share Repurchases  (101) - - - 
Debt 1,646 1,346 1,248 1,117 
cash 87 87 87 87 
Net Leverage (TTM) 4.3x 3.7x 3.5x 2.9x 
Boyar Research projections. Assumes 50 hotels divested at mid-year 2017. 

Tax Considerations 

Historically, LQ has paid minimal cash taxes due to a combination of its REIT tax structure (with taxable 
REIT subsidiaries) pre-IPO, an interest tax shield, and NOLs post-IPO. Going forward, tax considerations will be 
a more important factor in LQ’s FCF generation. LQ had approximately $300 million (gross value) in NOLs 
available prior to the IPO, and the Company converted its REIT subsidiaries to LLCs and converted the parent 
to a C-corporation prior to the IPO at least in part in order to utilize these NOLs. This has shielded the Company 
from cash taxes post-IPO to date. But there were only $124 million of NOLs remaining at year-end 2015, and 
LQ is expected to become a full cash taxpayer before the close of 2016. In addition, La Quinta’s REIT 
conversion/IPO triggered the recording of a $321 million deferred tax liability on the balance sheet. LQ expects 
the difference between book and tax basis of its assets to translate to a modest $2-$8 million in incremental 
cash taxes above GAAP taxes annually going forward. However, La Quinta’s heavy capex budget for at least 
2016-2017 should provide some offsetting tax benefits. 

Taxes are also an important consideration as La Quinta evaluates asset sales. Tax leakage on the 
property sales to date has been modest given the relatively depressed prices received for these lower quality 
assets. Taxes on the additional 50 properties held for sale should also be limited, considering the Company took 
an $80 million write-down on their book value. Going forward, any additional asset sales would likely present 
greater risk of tax leakage considering the remaining assets are higher quality (likely to sell above tax basis).  

LQ may still have options available to tax-efficiently monetize its owned properties and/or their cash 
flow. We would not dismiss the possibility that LQ could revisit a REIT structure for its owned hotels or sell the 
hotels to a REIT in a tax efficient manner. For example, Blackstone and others historically have utilized stock-
based property sales to REITs in exchange for operating partnership units that avoid capital gains until 
conversion. Like-kind 1031 exchanges are also possible. In terms of REIT conversion, as noted, La Quinta was 
structured as a REIT prior to the IPO with the operating assets held in a taxable REIT subsidiary. According to 
La Quinta management commentary after the IPO, the Company is restricted from re-electing to use a REIT 
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structure for 5 years following the April 2014 de-conversion but could revisit it thereafter. Recent IRS rulings and 
legislation (passed in December 2015) effectively eliminates REIT spinoffs, and it is unclear if this could impact 
LQ’s flexibility.  

IRS Dispute 

It should be mentioned that LQ has an outstanding dispute with the IRS over back taxes. Portions of the 
Company’s disclosure are cited below: 

“On July 7, 2014, we received an IRS 30-Day Letter proposing to impose a 100% tax on 
the REIT [the former La Quinta Corporation REIT] totaling $158 million for the 2010 and 2011 
tax years. The IRS has asserted that the rent charged for these periods under the lease of hotel 
properties from the REIT to the taxable REIT subsidiary exceeded an arm’s length rent. ... In 
response to a supplemental analysis submitted by the IRS economist to the Appeals Officer and 
provided to us on August 18, 2015, we submitted responses dated September 3, 2015 and 
October 1, 2015. Our discussions with the Appeals Officer are ongoing. We believe the IRS 
transfer pricing methodologies applied in the audits contain flaws and that the IRS proposed tax 
and adjustments are inconsistent with the U.S. federal tax laws related to REITs... On 
November 25, 2014, we were notified that the IRS intends to examine the tax returns of the 
same entities subject to the 2010 and 2011 audit in each case for the tax years ended 
December 31, 2012 and 2013. That examination is in process; as of June 30, 2016, we have 
not been advised of any proposed adjustments.” 

La Quinta has not reserved against this issue, and for what it’s worth, LQ management vigorously 
disputes the charges. They note the Company relied on third party pricing in line with arm’s length provisions 
and peer practices, and the sharp deterioration in RevPAR during the recession could not have been anticipated 
in their transfer pricing structure. We can provide little additional insight into this matter, but have reserved a 
liability of 50% of the IRS’ initial claim (which tend to be notoriously high) in our intrinsic value estimate. 

Valuation & Conclusion 

La Quinta shares have declined 55% from their peak in spring 2015 and now sit 35% below their April 
2014 IPO price. La Quinta’s drastic underperformance principally reflects the fallout from the oil bust in its home 
state of Texas. After several years of impressive high-single digit RevPAR growth, it has ground to a halt in 
2016. La Quinta’s financial results are still principally driven by its owned hotel segment, so this topline 
slowdown has an outsized impact on profitability given the inherent fixed cost leverage embedded in the lodging 
operations. Financial leverage has exacerbated the impact on LQ’s share price, and there may be some 
additional overhang from Blackstone’s remaining 30% stake.   

While the energy headwinds are substantial, we are cautiously optimistic that as comps begin to ease 
over the next couple of quarters, investors will no longer see La Quinta as just a derivative energy stock to 
avoid. In fact, the stock’s lack of reaction (down 1% on the day) to the meaningful guidance cut announced in 
August 2016 suggests investor sentiment may have already bottomed. We also remain optimistic about the 
Company’s longer term prospects. La Quinta is transitioning to a franchise-driven growth model, a low capex, 
high ROIC model which will reduce the Company’s operating volatility over time. The La Quinta brand is still 
markedly underpenetrated in the U.S., and its franchise pipeline is the largest among its major competitors at 
48% of the existing franchise base. At the same time, La Quinta is in the process of evaluating its owned 
portfolio. Older, underperforming hotels are being divested while the Company is accelerating the renovation 
schedule where the ROI is attractive. These actions should help maintain/improve the La Quinta brand image 
and also creates some public/private market arbitrage opportunities. 
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La Quinta Comps ($MM) 

Company Name Price 
Market 
Value 

Enterp. 
Value 

Total 
Debt/ 

EBITDA 
EBITDA 
Margin 

Enterp. 
Value/ 

EBITDA 

EV/ 
EBITDA 

FY1 

EV/ 
EBITDA 

FY2 

Price/ 
FCF 

Actual 

Price/ 
FCF 
FY1 

Price/ 
FCF 
FY2 

EBITDA 
Margin 

FY1 

Hilton Worldwide Hldgs  23.10 22,864 32,197 3.9x 23.0% 12.1x 10.6x 9.8x 20.5x 28.4x 30.6x 25.6% 

Hyatt Hotels A 51.30 6,810 7,520 2.3x 14.5% 11.7x 9.8x 9.3x 24.5x 16.3x 19.5x 17.4% 

Wyndham Worldwide  68.05 7,477 12,233 4.3x 22.7% 9.7x 7.7x 7.3x 10.0x 9.3x 8.5x 24.3% 

Extend Stay  14.27 2,920 5,892 4.8x 44.8% 10.3x 9.1x 8.6x 18.5x 11.4x 9.5x 47.2% 

Accor  39.80 11,331 12,293 3.1x 17.8% 11.4x 10.7x 9.2x 29.2x –    20.5x 18.0% 

Choice Hotels Intl  46.80 2,626 3,320 3.7x 26.9% 13.7x 13.1x 12.1x 20.3x 16.9x 17.6x 27.1% 

Marriot A 69.29 17,627 21,308 2.8x 10.4% 13.7x 11.4x 11.0x 14.3x 16.1x 14.7x 12.2% 

InterContinental Hotels  42.72 8,438 10,265 2.9x 45.0% 13.2x 13.0x 12.0x 13.2x 21.4x 16.4x 44.7% 

             

Average 44.42 10,011 13,128 3.5x 25.6% 12.0x 10.7x 9.9x 18.8x 17.1x 17.2x 27.1% 

Median 44.76 7,957 11,249 3.4x 22.9% 11.9x 10.7x 9.5x 19.4x 16.3x 17.0x 24.9% 

             

La Quinta 11.05 1,291 2,935 5.0x 33.7% 8.5x 8.0x 7.9x 7.8x 15.3x 11.2x 36.2% 

Source: FactSet 9/15/16 

 
At the current share price, La Quinta trades at just 8x 2016E EV/EBITDA—the lowest valuation among 

its major lodging peers. (Wyndham trades at a similar multiple but this reflects the lower multiples typically 
ascribed to its timeshare exchange and development businesses.) On a free cash flow basis, we estimate 
LQ trades at just 10x 2016E FCF. To properly crystallize the discount, we have taken multiple approaches to 
roughly estimate the underlying value of La Quinta’s owned real estate. La Quinta’s property and equipment is 
carried on the balance sheet at $2.5 billion, net of $1.35 billion in accumulated depreciation. Land and buildings 
and improvements were valued at $3.4 billion prior to accumulated depreciation. Replacement cost based on 
new La Quinta hotels is currently ~$85,000/key excluding land, on average. We deduct $25,000/key in projected 
renovation requirements per building given the properties’ age. Valuing La Quinta’s properties at $60,000 per 
key produces a similar total value of $2.6 billion. Considering the Company already renovated/is set to renovate 
many of these properties, and we add back no incremental land value (LQ owns the land at all but 18 hotels as 
well as 70 neighboring properties), we believe this is a fairly conservative estimate. Some older properties are 
worth much less, but La Quinta also has some higher value urban properties including a flagship 141K sq. ft. 
property in downtown Chicago that LQ spent over $40 million to convert to a 241 room hotel in 2009. 

We have also evaluated recent comparable industry transactions which support a similar valuation for 
LQ’s owned hotels. As previously noted, data from multiple industry consulting firms pinpoint current select 
service hotel transaction cap rates at ~9%. We have also observed recent one-off transactions for higher quality 
midscale/upper midscale branded properties at cap rates in the range of 7%-9% or EV/EBITDA multiples of 
roughly 10x-12x. Starwood Capital also recently acquired multiple midscale select service and extended stay 
portfolios at average prices per key of $50K-$75K. Checking the La Quinta franchise portfolio, the 56 room 
La Quinta Inn & Suites franchise in Corsicana, TX is listed for sale at $3.9 million, translating to $70,000/key, 
3.8x revenue or a 9% cap rate (implying 34% operating margins; this likely does not include a 
capex/replacement reserve which would lower operating margins and the implied cap rate).2 At just 25% 
operating margins and a 9% cap rate, La Quinta’s owned hotel portfolio would be worth at least $2.5 billion. 

For what it is worth, we would also note that La Quinta acquired 14 higher quality La Quinta Inn hotels 
from Blackstone affiliates for $162 million prior to the IPO in 2014. This equated to a price of $115,000 per key 
or 1.9x property and equipment value (net) of $86 million. The properties generated approximately $39MM in 
revenue and $13.5 million in EBITDA, implying a transaction multiple of 12x trailing EV/EBITDA. We suspect 
this was not necessarily conducted at arm’s length, but it does point to the value of some if its higher quality 
owned hotels. 

                                            
2 Tabani Realty, http://properties.tabanirealty.com/165444-sale 
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In deriving a sum-of-the-parts estimate of intrinsic value for La Quinta, we conservatively project hotel 
operating performance does not stabilize until 2017 and then settles at a low single digit growth rate. Backing 
out LQ’s 50 additional underperforming owned hotels held for sale and valuing the remaining portfolio at 
8.5x EV/EBITDA, we estimate the business could be worth $2.24 billion (or $2.5 billion including 
pending/planned divestitures). With a current enterprise value of $2.9 billion, these estimates imply investors 
can purchase La Quinta’s real estate at roughly market value and receive the higher quality, low capital 
intensity, faster growing brand/franchise business at next to zero cost. Our positive outlook for the franchise 
business is tempered slightly by the potential for incremental divested properties to leave the franchise system, 
but with 248 hotels projected to be in the pipeline at year-end 2016, we estimate the segment could still grow 
EBITDA over the next few years even if another 50 divested owned hotels leave the system. We value the 
franchise and management segment at $1.5 billion based on 12.5x 2019E EBITDA and corporate expense at a 
blended 10x EBITDA to derive a sum-of-the-parts intrinsic value in excess of $19/share for La Quinta looking 
out to 2019 (19% IRR).  

Given the current discount in the share price and LQ’s strong underlying free cash flow, we would not 
be surprised to see the Company initiate another large-scale share repurchase program in the interim. Barring 
any incremental capital deployment, we estimate LQ’s net leverage ratio will fall to 3x by 2019. At the current 
share price, this implies the Company would have the capacity to repurchase in excess of 40% of shares 
outstanding over the next 3 years if it maintained leverage at 4.5x. At some point, LQ could also consider 
additional asset sales in order to take advantage of the private vs. public market value differential of its real 
estate. Alternatively, we believe La Quinta could revisit a REIT structure once it becomes technically possible 
in 2019.  

 

La Quinta Estimate of Intrinsic Value ($MM) 

Owned Hotels - 2019E EBITDA 263.8 
  multiple        8.5x      
Value 2,242.1 
   
Franchise & Management - 2019E EBITDA 118.3 
  multiple      12.5x      
Value 1,479.0 
   
Corporate - 2019E EBITDA (29.0) 
  multiple       10x      
Value (290.0) 
   
Enterprise Value 3,431.1 
Net debt - 2019E (1,038.7) 
Tax liability Reserve      (79.0) 
Equity Value 2,313.4 

Diluted Shares - 2019E 119.5 

Intrinsic Value per Share - 2019E 19.36 

Current Share Price 11.05 

Implied Upside 75% 

IRR @12/31/19 19% 

 

Finally, it is worth noting that the lodging industry is highly fragmented but continues to consolidate at a 
rapid rate—especially at the top, most recently with Marriott’s acquisition of Starwood. Long term uncertainty 
over the impact of OTAs and AirBnB/the sharing economy, and the related importance of strong booking, 
rewards, and marketing programs all support the case for consolidation. Given LQ’s modest scale, there could 
also be significant cost synergies from eliminating duplicative corporate public costs. Peers such as Wyndham 
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and Choice Hotels would be prime candidates to acquire LQ given their competitive overlap. Both companies 
reportedly expressed some interest in LQ when Blackstone explored a sale before deciding to take LQ public.  

Risks: 

Risks that La Quinta may not achieve our estimate of the Company’s intrinsic value include, but are not 
limited to, ongoing overhang from Blackstone’s ownership or from additional secondary offerings; failure to 
complete real estate divestitures at attractive prices; failure to close franchise pipeline agreements and/or 
increase the pipeline; incremental negative impacts from the oil industry; a decline in the Texas economy; 
increased industry supply growth and competitive pressures; incremental tax liabilities; outstanding or future 
litigation; and general macroeconomic and leisure/tourism industry risks causing a deep or prolonged downturn 
in lodging industry occupancy and rate trends.  

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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LA QUINTA HOLDINGS INC. 
CONDENSED CONSOLIDATED BALANCE SHEETS 

(Unaudited) 
(in thousands) 

 

ASSETS June 30, 2016  December 31, 2015  

Current Assets:     

Cash and cash equivalents $       64,051 $      86,709 

Accounts receivable, net of allowance for doubtful accounts  43,803 37,625 

Assets held for sale 37,504 35,523 

Other current assets   19,059   12,066 

Total Current Assets 164,417 171,923 

Property and equipment, net of accumulated depreciation 2,486,549 2,623,472 

Intangible assets, net of accumulated amortization 177,525 178,095 

Other non-current assets 12,180 12,354 

Total Non-Current Assets 2,676,254 2,813,921 

TOTAL ASSETS $ 2,840,671 $ 2,985,844 

   

LIABILITIES AND EQUITY     

Current Liabilities:     

Current portion of long-term debt $     17,514 $     17,514 

Accounts payable 30,236 27,572 

Accrued expenses and other liabilities 64,600 63,120 

Accrued payroll and employee benefits 32,760 30,918 

Accrued real estate taxes   19,692   21,705 

Total Current Liabilities 164,802 160,829 

Long-term debt 1,688,491 1,694,585 

Other long-term liabilities 39,495 30,330 

Deferred tax liabilities    325,540    353,588 

TOTAL LIABILITIES 2,218,328 2,239,332 

Equity:     

Preferred Stock, $0.01 par value; — — 

Common Stock, $0.01 par value 1,317 1,310 

Additional paid-in-capital 1,158,615 1,152,155 

Accumulated deficit (318,644) (294,718) 

Treasury stock at cost (208,542) (107,699) 

Accumulated other comprehensive loss (13,215) (7,436) 

Noncontrolling interests     2,812     2,900 

TOTAL EQUITY 622,343 746,512 

TOTAL LIABILITIES AND EQUITY $ 2,840,671 $ 2,985,844 
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