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“Price fluctuations have only one significant
meaning for the true investor. They provide him
with an opportunity to buy wisely when prices fall
sharply and to sell wisely when they advance a
great deal.”
– Benjamin Graham

A Look Back at Our 2015 Predictions
• Implications for Higher Interest Rates and a Steeper Yield Curve
As we highlighted in last year’s Forgotten Forty, the wait for Fed action has been much
more extended than expected. The long wait finally ended this December, with an initial
25 basis point increase in the federal funds rate. Barring a pullback in economic fundamentals,
this would appear to be only the beginning of a gradual series of increases from the rock-bottom
federal funds rates that had become a “new normal” following the 2008/2009 recessionary
period. Yet, despite this recent shift in Federal Reserve policy it warrants mentioning that overall
interest rate levels remain at historically low levels, and the expected steepening of the yield
curve has yet to materialize. At this time last year, the 10-year Treasury yield stood at 2.2%.
The current 10-year Treasury yield remains at roughly the same level, reflecting a muted
outlook for future inflation expectations. As was mentioned in our discussion last year, this
gradual return to higher rates has several significant ramifications for the financial markets.
Among the primary effects is a potential widening of net interest margins for financial institutions
(such as Bank of America) and a heightened level of equity market volatility as investors are
fixated on projecting future actions by the Fed. Moreover, the prospect of increased interest
rates, paired with some recent dislocations in the high yield market, may bring a renewed
appreciation for the potential risks associated with fixed income investing.
• Europe Structural Changes Similar to U.S.
A year ago, we noted the significant underperformance of European stocks over the
prior year (12% or 22% in currency neutral terms) and the ongoing economic malaise and
political turmoil. But we noted the ECB was poised to reverse its balance sheet contraction and
“from a contrarian perspective … this could be a prime opportunity for finding underappreciated
European listed equities.” This held dramatically true until the last month of 2015, with the Stoxx
Europe 600 index up 17.2% from last year’s Forgotten Forty through November 2015 versus
5.5% for the S&P 500. The December market swoon (through date of publication) has been
particularly hard on European stocks but the performance gap still stands at 6.5%. Notably, the
two European shares included in last year’s Forgotten Forty turned out to be the #2 performer
(Campari, +46.4%) and a modest outperformer (Vivendi, +6.2%).
• Will the U.S. Dollar Rally Continue?
Last year we noted a furious rally in the U.S. dollar versus the euro since May 2014 had
brought it below $1.25, a level not seen since early 2006. We are not currency experts (nor are
we sure such a category of people truly exists) and noted risks to both sides of the trade, but
that U.S. multinational corporate earnings in particular were at risk. The downside proved much
larger than we imagined, with EUR/USD falling all the way to the current $1.09. Commoditysensitive and emerging markets currencies depreciated even faster against the dollar. With the
Fed finally raising rates while the ECB is contemplating additional easing, it is possible these
trends will continue in 2016.
• Spinoffs and Activist Investors
Last year we predicted that spinoffs and activist investing would remain robust, possibly
contributing to an increase in overall M&A activity. These predictions proved correct. Activist
investing continued its rise, illustrated by large asset management firms such as Neuberger
Berman purchasing a 20% stake in well-known activist investor Jana Partners, and activists
agitating for change at some of the world’s largest companies such as Mondelez, General
Electric and DuPont. While Nelson Peltz’s Trian Fund Management lost its well-publicized proxy
battle with DuPont, they may have won the war as they appear to have been influential in the
recently announced merger with Dow Chemical (another company targeted by an activist
investor). It is interesting to note that the Dow Chemical/DuPont merger strategy seeks to
combine and then spin off complimentary divisions.
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There were 79 completed spinoffs to date 2015 valued at ~$244 billion according to
Dealogic. This is the highest amount by dollar value in at least 20 years. The performance of the
largest spinoffs was subpar, with seven of the top ten largest U.S. spinoffs closing as of
December 8th below the level they began trading as independent companies. Notable 2015
spinoffs from the Asset Analysis Focus universe include General Electric’s spinoff of Synchrony
Financial, MSG Network’s spinoff of The Madison Square Garden Company (see our October
2015 issue of Asset Analysis Focus), eBay’s spinoff of PayPal Holdings (see our October 2015
issue of Asset Analysis Focus), DuPont’s spinoff of Chemours, Energizer Holdings’ spinoff of
Edgewell Personal Care, and Graham Holdings’ spinoff of Cable ONE.
Global M&A activity had its largest year by dollar volume surpassing 2007’s record of
$4.29 trillion with U.S. deal volume alone surpassing $2 trillion. Wall Street seems to be
embracing this surge in M&A, as according to Ernst & Young shares of U.S. publicly traded
companies that announced acquisitions north of $1 billion have increased on average by 2% on
the day the deal was announced The two leading sectors for M&A were technology and
healthcare. Major announced deals include Dell’s pending $65.7 billion acquisition of EMC
Corp, Pfizer’s $160 billion announced merger with Allergan, and InBev’s $108 billion acquisition
of SABMiller. According to The Wall Street Journal there were 9 proposed/pending transactions
valued at $50 billion or greater and 58 valued over $10 billion. It is worth noting that some major
deals have been or are currently being blocked due to regulatory scrutiny. These deals include
the aborted Comcast/Time Warner Cable tie-up, the Staples/Office Depot merger currently
being contested by the FTC, and Sysco’s failed attempt to merge with U.S. Foods.
• Retail Investors Still Not Fully Participating
Last year we pointed out that individual investors’ participation in the U.S. equity market
was well below historical norms. A potential increase in individuals’ stock exposure could act as
a catalyst to drive stocks higher. We are quite certain the stock market’s volatility during 2015
caused a large number of potential new investors to shy away from the U.S. equity market.
Factors contributing to the market’s gyrations included ISIS; the problems in China, Syria, and
Iran; the Federal Reserve’s timetable for raising interest rates; as well as the precipitous decline
in the price of energy. As of October 2015, according to the Investment Company Institute, total
equity outflows were $125 billion, and this trend appears to be continuing. Bull markets usually
do not end when money is being pulled from the stock market, they most often die with a
speculative fever. Furthermore, it is quite unusual for individual investors not to join the party:
they usually come late, and they invariably show up at precisely the wrong time.
• Consumer Discretionary Stocks Likely to be Beneficiary of Lower Gasoline Prices
The decline in gasoline prices experienced during 2014 continued throughout 2015,
reflecting anemic market trends for crude oil. Domestic crude oil (West Texas Intermediate) is
now trading below $40 per barrel and average gasoline price of approximately $2 per gallon is
approaching 2009 lows. These types of conditions are typically positive for consumer activity
and related stocks. However, modest domestic economic growth and weakening trends in
several emerging markets made this relationship more tenuous during the past year. Consumer
confidence as measured by The Conference Board Index declined during November, setting a
new 15-month low. Moreover, performance for consumer stocks has been relatively mixed.
Over the past 12 months, well known consumer discretionary ETF XLY has appreciated by
14%, aided by a 10% weighting in Amazon. Conversely, performance for retail stocks has been
fairly anemic, illustrated by significant year-over-year price declines for companies such as Bed
Bath & Beyond and Kohl’s. The performance of retail stocks was likely further penalized by
investor concerns pertaining to the uncertain industry impact of e-commerce. Ultimately,
consumer related stocks did not post the types of appreciation during 2015 many would have
anticipated, given the precipitous decline in energy prices.
• Buyer Beware – Corporate Share Repurchases at Record Levels
Last year we noted that the trend in share buybacks was worth monitoring as we
believed their elevated amounts could be an ominous sign. After posting double-digit returns in
each of the past three years and five of the past six years, the S&P 500 is on pace for a low
single-digit return at best, with the index up less than 1% YTD through December 14, 2015.
Furthermore, many sectors have posted negative returns this year, with 5 of the 10 S&P 500
GICS sectors in negative territory. Share buybacks have continued unabated in 2015 and we
believe that their robustness continues to be a warning signal for investors. While not likely to
surpass pre financial crisis levels, share buybacks during 2015 are on pace to register their
highest level since 2007. According to recent research by S&P, Dow Jones Indices, more than
20% of all companies in the S&P 500, reduced their share count by at least 4% over the 12
months through 3Q 2015, marking the seventh quarter in a row that at least 20% of the S&P
500 companies reported that kind of share reduction. A June 2015 article in The Wall Street
Journal that was skeptical of share buybacks stated, “Chief executives can be just as faddish as
anyone else, and currently, corporate buybacks are what all the cool kids are doing.”
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A Closer Look at the Performance of the 2015 Forgotten Forty
The 2015 Forgotten Forty (+2.07%) underperformed the S&P 500 (+2.49%) by just over
40 bps, narrowly ending the 3-year streak of outperformance. Like 2014, 2015 was a difficult
year for active managers, reflecting the outperformance of large cap stocks over small cap
stocks and in particular, the outperformance of large cap tech. For example, the Russell 2000
Index actually declined by 2.06% over the past year while the Nasdaq 100 Index returned an
impressive 11.75% over the past year. This is reflected in the 2015 Forgotten Forty
performance, with Dow Jones component McDonald’s (+31.0%) and Dow Jones and Nasdaq 100
component Microsoft (+21.9%) both placing among the top 6 performers. The top performers of
2015 were Vulcan (+52.5%) which benefited from improvements in the outlook for the domestic
economy and federal transportation spending in particular, and Campari (+46.4%) which
benefited from an improved economic outlook in its home country of Italy and a belated
recognition of its global brand power. Notably, only 2 of the top 10 performers from last year are
included in this year’s list. Last year’s Forgotten Forty results suffered from heavy concentration
in the retail sector (7 of the bottom 11 performers are retail-oriented businesses) which suffered
a 15% swoon over the past 6 months (as measured by the S&P Retail ETF, XRT). With 5 of
these 7 stocks holdovers in our 2016 list, any improvement in sentiment toward the sector
should have an outsized impact on the 2016 Forgotten Forty performance.
The Performance of the Forgotten Forty for the Past Ten Years
The Forgotten Forty’s trailing 10-year performance improved slightly versus the S&P 500
as the roll-off of the Forgotten Forty’s underperformance in 2005 (-1.0% vs. +3.6%) more than
compensated for the slight underperformance in 2015. As a result, the Forgotten Forty’s longterm outperformance versus the S&P remains strong. Over the last 10 years, the Forgotten
Forty has demonstrated a compound annual growth rate of +6.38% per year versus +4.63% for
the S&P 500.

Date Published

Forgotten Forty 1, 2

S&P 500

2015

2.07%

2.49%

2014

11.66%

11.11%

2013

34.84%

24.13%

2012

28.87%

15.31%

2011

-6.37%

-2.31%

2010

20.71%

11.84%

2009

43.65%

25.29%

2008

-48.19%

-39.16%

2007

-6.12%

2.06%

2006

18.68%

13.45%

2005

-1.04%

3.55%

2004

19.70%

12.90%

2003

33.07%

18.09%

2002

-11.80%

-20.34%

2001

29.23%

-13.10%

3 year CAGR

15.40%

12.23%

5 Year CAGR

13.15%

9.75%

10 Year CAGR

6.38%

4.63%

15 Year CAGR

8.36%

2.75%

1

Equal weighted portfolio exclusive of dividends. S&P 500 also exclusive of dividends.

2

The 2001 through 2015 returns were prepared in-house. Returns exclude dividends and represent the approximate
performance of the hypothetical Forgotten Forty from the periods: December 26, 2000 to December 18, 2001,
December 18, 2001 through December 16, 2002, December 16, 2002 through December 16, 2003, December 16,
2003 through December 29, 2004, December 29, 2004 through December 27, 2005, December 27, 2005 through
December 19, 2006; December 19, 2006 through December 18, 2007; December 18, 2007 through December 18,
2008; December 18, 2008 through December 16, 2009; December 16, 2009 through December 13, 2010;
December 13, 2010 through December 14, 2011; December 14, 2011 through December 17, 2012.; December 17,
2012 through December 12, 2013; December 12, 2013 through Dec. 16, 2014; December 16, 2014 through
December 14, 2015.
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Results of the 2014-2015 Forgotten Forty by Company
SYMBOL Company

Price
12/16/2014

Price
12/14/2015

%
Change

$62.10
$5.22
$7.27
$88.72
$59.15
$45.22
$38.77
$27.85
$43.12
$30.14

$94.69
$7.64
$9.65
$116.26
$76.60
$55.14
$46.47
$32.94
$50.79
$34.74

52.5%
46.4%
32.7%
31.0%
29.5%
21.9%
19.9%
18.3%
17.8%
15.3%

$28.12
$33.45
$55.94
$50.17
$16.95
$19.59
$54.53
$70.81
$39.73
$887.80
$47.75
$39.62
$72.33
$68.62
$16.72
$27.55
$39.09
$67.23
$36.96
$34.97

$32.25
$36.87
$63.05
$54.40
$18.14
$20.81
$57.37
$73.67
$41.21
$912.41
$48.96
$40.39
$72.72
$68.97
$16.80
$26.69
$36.77
$61.39
$33.55
$31.09

14.7%
13.9%
12.7%
8.4%
7.0%
6.2%
5.2%
4.0%
3.7%
2.8%
2.5%
1.9%
0.5%
0.5%
0.5%
-3.1%
-5.9%
-8.7%
-9.2%
-11.1%

$26.05
$60.42
$12.35
$57.21
$8.11
$49.84
$72.60
$43.77
$54.11
$17.25

$23.02
$52.55
$10.67
$46.76
$6.27
$38.12
$52.20
$30.25
$31.54
$9.40

-11.6%
-13.0%
-13.6%
-18.3%
-22.7%
-23.5%
-28.1%
-30.9%
-41.7%
-45.5%

TOP 10
VMC
CPR.MI
ELY
MCD
AMCX
MSFT
CDK
STRZA
CCL
ISCA

Vulcan Materials Company
Davide Campari-Milano S.P.A
Callaway Golf Company
McDonald’s Corporation
AMC Networks Inc.
Microsoft Corporation
CDK Global, Inc.
Starz
Carnival Corporation
International Speedway Corporation
MIDDLE 20
SCHW The Charles Schwab Corporation
LMCK Liberty Media Corporation
EBAY eBay Inc. 1
WRB
W.R. Berkley Corporation
WU
The Western Union Company
VIV.PA Vivendi S.A. 2
CMCSK Comcast Corporation 3
MSG
The Madison Square Garden Company 4
SYY
Sysco Corporation
GHC
Graham Holdings Company 5
LBRDA Liberty Broadband Corporation
BK
The Bank of New York Mellon Corporation
TGT
Target Corporation
DD
E. I. du Pont de Nemours and Company 6
BAC
Bank of America Corporation
QVCA QVC Group - Liberty Interactive Corporation
L
Loews Corporation
ALL
The Allstate Corporation
HLS
HealthSouth Corporation
COH
Coach, Inc.
BOTTOM 10
WTW Weight Watchers International, Inc.
DFS
Discover Financial Services
CROX Crocs, Inc.
KSS
Kohl's Corporation
LQDT Liquidity Services, Inc.
LM
Legg Mason, Inc.
BBBY Bed Bath & Beyond Inc.
GNC
GNC Holdings
DVN
Devon Energy Corporation
SPLS Staples, Inc.
1

2

3

4

5

6

EBAY’s “% Change” reflects the performance of PayPal Holdings, which was spun off from eBay on July 17, 2015. eBay
shareholders received 1 share of PYPL for each EBAY share owned.
VIV’s “% Change” reflects the payment of a €1 per share special dividend to shareholders of record on April 21, 2015,
and the payment of a €1 per share special dividend to shareholders of record on June 25, 2015.
CMCSK’s “% Change” reflects the reclassification of each share of Comcast Class A Special Common Stock (CMCSK)
into one share of Comcast Class A Common Stock (CMCSA) on December 11, 2015.
MSG’s “% Change” reflects the distribution of 1 share of the new Madison Square Garden Company for every 3 shares
of MSG (Old MSG) on September 30, 2015. Upon completion of the distribution, Old MSG was renamed MSG Networks
(MSGN) and the new Madison Square Garden Company inherited the ticker MSG.
GHC’s “% Change” reflects the distribution of 1 share of Cable ONE (CABO) for every GHC share owned on
July 1, 2015.
DD’s “% Change” reflects the distribution on July 1, 2015 of 1 share of The Chemours Company (CC) for every 5 shares
of DD owned
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A Look Ahead
1) The Death of Bricks and Mortar Retail Has Been Greatly Exaggerated
Stock performance for conventional retailers has been subpar, reflecting industry
concerns pertaining to consumer fundamentals and the potentially disruptive impact of
e-commerce. In our view, the highly negative investor sentiment and corresponding declines
have overstated the impact of these headwinds, and have created attractive investment
opportunities that should begin to bear fruit in 2016. Conventional store locations still retain a
highly relevant and valuable part of the retail industry landscape. In some cases these store
locations are also a meaningful source of value for companies that own the underlying real
estate, providing an additional source of downside protection for shareholders. Importantly,
many conventional retailers have invested significant resources in their e-commerce capabilities
in order to become effective omni-channel providers. Broader consumer uncertainty could
remain an ongoing challenge, but we would not view this as a long-term challenge to overall
sector sales and profits. Looking ahead, any upgrade in consumer sentiment paired with the
substantial recent declines in gasoline prices could eventually serve as meaningful drivers of
demand across the retail space. While this gradual recovery materializes, several retail stocks
(Kohl’s, Coach, etc.) offer dividend yields of over 3% that should further reward investor
patience.
2) Attractive Opportunities in the Depressed Oil Patch
The energy sector can be a challenging sector for investors given the lack of
predictability associated with commodity prices. Consequently, energy stocks are not usually an
area of focus for Asset Analysis Focus. However, the significant pullback in energy stocks over
the past year has begun to create some attractive risk/reward scenarios in our view, particularly
for companies that possess a strong financial position and a shareholder-oriented management
team. Predicting the timing or magnitude of an energy market recovery is an inexact science at
best, but we do not believe the current challenges represent a new long-term reality. We
continue to employ normalized commodity price assumptions ($80 crude oil, $4 natural gas) for
energy firms when assessing earnings power and valuation from a multi-year perspective.
Assuming overall fundamentals for the global economy are relatively benign next year, the
declining oil supply resulting from weak prices should help to bring the energy market into
greater balance. Such a scenario should be a significant catalyst for energy stock appreciation
going forward. Forgotten Forty stocks such as Devon Energy and MRC Global are
fundamentally strong operators with attractive valuations in our view, and performance for these
companies should be poised for a recovery as investors begin to view the current sector
headwinds as a more transitory event rather than some type of new pricing paradigm in the oil
and gas market. Importantly, Devon Energy and MRC Global also possess solid financial
positions that should allow these firms to successfully weather the current conditions and to
potentially acquire attractively priced assets from distressed sellers.
3) Higher Interest Rates and High Yield Bond Market Risk
Of course, AAF has been discussing the risk of higher interest rates for some 5 years.
But with the Fed finally beginning the (very deliberate) process of raising interest rates, the risks
could be substantial in 2016—with the corporate high yield market most vulnerable. Many
companies have taken advantage of cheap money to increase leverage to dangerous levels
and, in our view, lenders/investors have been insufficiently compensated for the associated risk.
The threat of even a modestly higher interest rate regime already appears to be amplifying in
the high yield market, with spreads widening 162 bps over the past 12 months and the sector on
pace for the first year of losses since 2008 (albeit down 4% through mid-December versus
25.5% in 2008). In a large part this reflects the turmoil in the oil and gas industry, where high
yield borrowers’ average cost of debt has soared to >13%. But there are also broader risks from
bond market illiquidity, as has been widely discussed and most recently highlighted by the
forced wind-down of Third Avenue’s Focused Credit Fund. While investment grade credit
spreads have remained in check to date, there is still risk that investor jitters flow over to the
broader bond market and even the stock market in 2016. For stocks, in addition to higher rates
impacting market multiples (discount rates) and equity cash flows, particularly for highly
leveraged companies, less availability of leveraged financing could crimp the current record
pace of M&A activity. We have already seen highly leveraged deals like Altice/Cablevision and
Dell/EMC face challenges in obtaining the desired proportion of debt financing with borrowing
rates rising to double-digits. Finally, we would highlight the risk that banks get stuck holding
paper they cannot syndicate to the investment community without taking heavy losses.
4) IPO/VC Follow-Up
In our summer 2015 thematic issue, AAF highlighted the frothy conditions present in
venture funding as well as the IPO market. The turn in sentiment actually arrived much faster
than we anticipated, with IPO activity virtually grinding to a halt since August amid the
resurgence in market volatility and global macro fears. Most of the few major issuers have had
to cut their offer prices, often to below their last private funding rounds. For example, payments
v

provider Square had to slash its November IPO price to $9/share and issue extra shares to fulfill
ratchet provisions that were part of its last private funding round a year earlier at a much higher
$15.46/share valuation. Overall, IPO volume in 2015 plunged 65% from a post-dotcom bubble
record of $85 billion in 2014, and a whopping 59% of the 169 IPOs in 2015 are currently
“broken” or trading below their issue price. While this creates even more opportunity for
discerning bargain hunters (our 2016 Forgotten Forty includes 3 broken IPOs), we would expect
the IPO market to remain challenging in the coming year. There is a growing oversupply of
formerly highly valued startups whose treasury departments and/or venture capital backers are
desperately seeking liquidity—and as venture funding dries up, the public markets increasingly
become the last option. Buyer beware.
5) Time to Tune in to Media Stocks – Shares of Many Companies in Bargain Bin
There are a number of uncertainties facing the media sector these days including
OTT/SVOD threats, skinny bundles, cord cutting, among others. Investing in the rapidly evolving
media sector is not without its perils, but we believe the sell-off in many media stocks has
presented an opportunity. Media shares were buffeted in 2015 following the release of Disney’s
3Q 2015 earnings in August 2015 when it reduced its 2013-2016 operating income growth
outlook for its cable networks to mid single-digits (previously high single-digit) reflecting, in part,
a “modest” decline in subscribers at its flagship ESPN cable network. During Liberty Media’s
recent investor day held in November 2015, legendary media investor Dr. John Malone
commented on the sell-off in media stocks post the Disney revelation and stated, “The
overreaction of the market kind of surprised me. … Like anything else it creates opportunity. If
things get mispriced, that’s opportunity for investors.” Historically the media sector has been a
fertile ground for AAF due to the favorable investment merits of many media stocks, including
irreplaceable assets, strong brands, and attractive recurring revenue streams. While the media
sector was a tough place for investors during 2015, media stocks featured in the 2015 edition
performed rather well with three of our media stocks among the 2015 Forgotten Forty’s top ten
performers, including AMC Networks (+29.5%) reflecting strong advertising growth due to the
launch of a new series (Fear the Walking Dead), Starz (+18.3%), which continues to be a
rumored takeout candidate, and “back door” media play International Speedway (+15.3%),
which is beginning to experience improving fundamentals (ISCA is the only returning member
among the three). We would be remiss to note that last year’s Forgotten Forty did not include
media stocks previously featured by AAF that were pressured in 2015 including Time Warner
(down 25% YTD 12/14/2015) and Viacom (down 57%). We have included Time Warner in this
year’s (2016) Forgotten Forty as we believe the sell-off in its shares represents an over-reaction
and overlooks numerous levers to unlock shareholder value including the separation of crown
jewel asset HBO, whose valuation and growth prospects are not fully appreciated within the
conglomerate structure. Other media stocks included in the 2016 Forgotten Forty include
Comcast, Discovery Communications, Liberty Broadband, Liberty Global, Liberty Media, MSG
Networks, News Corp., and Tribune Media.
6) Presidential Election
If history is any guide for 2016 U.S. equity performance, stock market bears have reason
to be optimistic. Historically election years have produced positive stock market results (the
second best of the four year cycle). However, according to the Stock Trader’s Almanac, this
pattern does not hold true for administrations that have served eight-year terms. Since 1920, in
the 8th year of a presidential term the S&P 500 has suffered an average decline of 10.9% with
only one year (1988) producing a gain. However bulls can take solace that since World War II
according to Capital IQ, the S&P 500 has never suffered a loss during the third year of a
presidential cycle and produced an average return of 16.1%. With it being questionable whether
the stock market will end 2015 in the black (and it being a near certainty we will not come close
to approaching the 16.1% average advance), perhaps the gains that normally occur in the third
year of an election cycle will be pushed out an additional year. However with the Republican
nomination still hotly contested and the real possibility of a brokered convention (which has not
occurred since the 1952 Democratic convention) investors should curb their enthusiasm for
outsized gains in 2016.

We welcome your feedback at any time, and wish you a Happy, Healthy and Prosperous
New Year.

Sincerely,
The Boyar Research Team
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The Allstate Corporation
ALL

Capitalization Summary ($MM)
Price
$61.39
Diluted Shares (MM)
402.1
Market Cap
$24,685
Cash at Parent
($3,060)
Percent of Market Cap
12.4%
Share Repurchase Auth.
$1,100

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
2.9
52-Week Price Range
$72.87-$54.12
Short % of Float
1.0%
Major Shareholder
Insiders <1%
Valuation and Misc. Stats ($MM) 9/30/15
$50.99
Book Value Per Share
$47.96
Tangible Book Value
1.3x
Price/Tangible Book
$5.33
Operating EPS (ttm)
11.5x
P/E (ttm)
$1.20
Annual Dividend
2.0%
Dividend Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating EPS
Operating ROE
Combined Ratio
Dividend

2012
$33,315
$4.36
12.4%
87.2%
$0.88

2013
$34,507
$5.68
14.5%
87.3%
$1.00

2014
$35,239
$5.40
12.6%
87.2%
$1.12

Catalysts/Highlights
•
•
•

Aggressive auto insurance price increases will lift Allstate’s temporarily depressed ROE
EPS will benefit from higher interest rates
Management believes the stock is cheap and has accelerated the pace of share repurchases

INVESTMENT RATIONALE
Allstate is the U.S.’s second largest personal lines insurer with just under 10% market share. Through its four main
brands – Allstate, Esurance, Encompass and Answer Financial – ALL covers the entire breadth of customer buying needs, from
local advice/assistance to self-serve, and from brand sensitive to brand neutral.
ALL had a rare stumble in 2015. Its shares fell 12% while the S&P 500 was down about 1%. However, Allstate’s
problems are fixable, and long-term investors are being offered an attractive entry point at a time when the Company’s ROE is
being depressed by temporary factors.
ALL surprised the market with 2Q 2015 results that were below expectations, driven by an increase in the frequency
and severity of auto accidents. The root of the problem was an increase in miles driven, particularly on interstate highways
where accidents are higher. The issue was broad-based across states, risk classes and policy maturity, and was being
experienced by other auto insurers as well.
Management responded quickly by raising rates, tightening underwriting standards and cutting costs. Auto insurance
rates were increased by 3.4% in 3Q 2015 compared to 1.5% in 2Q 2015. But the rate rise was not enough to fully offset higher
accident claims and ALL’s Q3 underlying combined ratio rose to 89.3%, above management’s target range of 87%-89%. Allstate
applied for even greater rate increases with state regulators, and the hikes are being accepted as competitors are experiencing
similar issues and are raising rates as well. Management expects the price increases to slow policy growth from 3% YTD, but
still expects positive growth. So far, retention has been strong as ALL is raising rates in line with the market.
In addition to increasing rates and tightening underwriting standards, management has cut expenses in advertising,
technology, professional services and employee-related costs. With respect to capital management, ALL increased the pace of
share buybacks to take advantage of lower stock prices. YTD the Company repurchased 8% of its beginning-of-year shares
outstanding and, since the beginning of 2011, ALL has repurchased 32% of its shares outstanding. With $3.1 billion in cash and
investments at the parent company, representing over 12% of its market cap, ALL is likely to quickly complete the $1.1 billion
remaining on its current authorization and authorize an additional share buyback program. Thomas J. Wilson, Allstate’s
Chairman and CEO, believes the stock is cheap at current levels, and the Company’s aggressive pace of share repurchase is
likely to continue if the shares remain depressed.
With respect to its investment portfolio, ALL has sacrificed near-term investment income to skew its fixed income
holdings toward the short-end of the curve. With the Federal Reserve increasingly talking about raising rates, ALL is positioned
to benefit from higher interest rates.
The biggest driver of an insurer’s valuation is its ROE. Management understands that getting the Company’s
12.1% YTD ROE back up to its 13% target will create more shareholder value than any other initiative, and management is
correctly focused on improving the ROE at the expense of policyholder growth.
Achieving a 13% ROE appears to be a question of when, not if. If accident frequency and severity level out, ALL’s
aggressive pricing could revert returns to target levels in less than a year. If accident claims continue to rise, ALL will have to
keep chasing the trend with price. Fortunately, because many of its competitors are facing the same adverse trend, ALL is
unlikely to experience price pushback from state regulators and should continue to experience strong retention as policyholders
have nowhere to turn for meaningfully lower rates.
If it takes Allstate a year to improve its ROE, meaning its 2016 ROE will come in at 12% followed by 13% in 2017 and
2018, its tangible book value per share will approach $69 per share at the end of 2018. Assuming no multiple expansion and that
the stock will trade at its current 1.3x tangible book value, ALL’s intrinsic value should reach $90 per share by 2018, for 46%
upside.
Limiting the stock’s downside risk are: 1) ALL’s aggressive share repurchase program, 2) a likely increase to the
dividend in early 2016 and, 3) the fact that ALL’s other businesses are performing well – homeowner’s insurance, Allstate
Financial (life insurance, workplace benefits and a closed annuity block), and its investment portfolio. Allstate’s heightened auto
claims issue appears to be fully reflected in the stock. Moreover, the Company has experienced elevated claims trends in the
past and has successfully responded with price increases.
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Bank of America Corporation
BAC

Capitalization Summary ($MM)
Price
$16.80
Diluted Shares (MM)
11,197
Market Cap
$174,930
Cash
$170,426
Securities
$391,651
Deposits
$1,162,009
Long-term Debt
$237,288

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 80.2
52-Week Price Range
$18.48-$14.60
Short % of Float
0.8%
Major Shareholders
Insiders own <1%
Valuation and Misc. Stats ($MM) 9/30/15
$22.41
Book Value per Share
$15.50
Tangible Book Value per Share
0.7x
Price/Book Value
1.1x
Price/Tangible Book Value
$1.34
EPS (ttm)
12.5x
Price/Earnings
$0.20/1.2%
Dividend Rate/Yield

P&L Analysis
Fiscal Year Ending
December 31

Revenues
Net Income
EPS
ROA
ROTCE

$MM, except for per share data
2012
2013
2014

$83,334
$2,760
$0.25
0.19%
2.60%

$88,942
$10,082
$0.90
0.53%
6.97%

$84,247
$3,789
$0.36
0.23%
2.52%

Catalysts/Highlights
•
•
•
•

Concerns surrounding litigation and capital rapidly dissipating
Strong “core” earnings growth beginning to appear
Expense reduction focus continues
Decreasing LAS losses and expenses

INVESTMENT RATIONALE
Bank of America (BAC) remains on our Forgotten Forty list, but, encouragingly, this will be the first time in quite some
time that a discussion of litigation, fines, and representations and warranties exposures will not be one of the focuses of the
report. While there may be some lingering items, we believe we can now concentrate on the ongoing positives and opportunities
that should allow BAC to post results that surpass expectations and produce a rewarding year for investors.
Recent third quarter 2015 results provided an excellent example of what we believe will be meaningfully improved and
more consistent operating results. Core EPS of $0.36 was $0.02 ahead of consensus in a challenging operating environment,
but perhaps more importantly, the earnings beat was due to positive results across most operating metrics. While total loans and
leases (includes legacy assets and servicing) were down marginally YOY, core loan growth was over +9% with strength in both
consumer and commercial loans. Total deposits increased 4.5% YOY and, like loan growth, strength was broad-based –
consumer deposits (+7.0%), global banking deposits (+5.7%) and global wealth management deposits (+2.9%). Notably,
non-interest bearing deposits grew to 37% of total deposits from 35% a year ago. BAC continues to have the #1 retail deposit
market share in its footprint. Credit quality remains strong as net charge-offs to total average loans and leases outstanding
improved YOY to 0.42% from 0.46% and the allowance for loans and leases was a relatively robust 3.42x annualized net
charge-offs.
Adjusted net interest margin (NIM) remained fairly stable YOY at 2.23% (down from 2.30% a year ago), but increased
1 basis point sequentially. BAC remains the most asset sensitive bank among its peers and estimates that a 1% parallel
increase in the yield curve would benefit net interest income by ~$4.5 billion over the following twelve months (relatively
unchanged from our Spring update on BAC in AAF) – equivalent to ~$0.28 in after-tax EPS. With a consensus view for 2015
EPS of ~$1.44, a 1% upward move in the yield curve in 2016 could alone provide a 19%+ increase in 2016 EPS. In our view,
interest rates are likely to rise over the next 12 months and therefore we believe BAC is well-positioned for such an outcome.
Finally, overall expense reduction remains a management focus. Although having successfully completed its $8 billion
“New BAC” expense reduction program in 3Q 2014, BAC’s efficiency (expense) ratio remains stubbornly high relative to its
peers (mid-60s% versus ~60%). While the rate of reduction has slowed, further progress was made this past quarter with YOY
expenses ex-litigation decreasing ~3.5% led by a further decline in headcount of 6.5% and a 4.2% reduction in the number of
financial centers. Management’s investment in an increased number of “sales specialists” has been a contributing factor to
slower expense reduction, but we believe it is essential for continued overall growth in its businesses. Continued expense
savings should become evident in the coming quarters as the reduction of legacy assets and servicing (LAS) continues.
Along with fading litigation concerns, capital adequacy concerns have also lessened. During September 2015, BAC
was the last major bank to receive approval from the Federal Reserve to use the “advanced approach” for its risk-based capital
requirements and also met its 2015 Comprehensive Capital Analysis and Review (CCAR) resubmission requirement. In
December 2015, the Fed announced they did not object to BAC’s resubmission. BAC’s common equity tier 1 (CET1) ratio on
September 30, 2015 was 9.7%, a substantial increase from the estimated 1Q 2015 ratio of 9.1% and high enough to allay capital
inadequacy concerns. Of course, another year has brought about another capital requirement as the Fed recently released
(11/30/15) its proposal on Total Loss-Absorbing Capacity (TLAC), which will require GSIBs to hold a certain level of “lossabsorbing” equity, securities convertible into equity and unsecured long-term debt at the holding company level in order avoid
“government support” in times of stress. Effectively, TLAC is intended to end “too-big-to-fail” bailouts. Final rules and phase-in
are expected in 2016 with 2019 being the expected “fully implemented” year. BAC will need to increase its unsecured long-term
debt levels, but current views are the required capital changes will be manageable.
As shown by the details above, we believe BAC continues to make steady progress in its operations (especially
considering the ongoing unfavorable trading and interest rate environments), which has been masked by its legal problems,
outsized LAS expenses, capital concerns and low returns on tangible common equity (ROTCE). However, we believe the
positive and “clean” 3Q 2015 results and improved ROTCE (10.1% for 3Q 2015) will become the “norm” going forward and allow
BAC’s valuation to approach the level of its peers. Utilizing our 2017E tangible book value per share of $19.09 and a
conservative 1.25x multiple, we derive an estimated intrinsic value per share of $23.90, representing ~42% upside from current
price levels. From a longer multi-year perspective, we believe that a 1.5x multiple is attainable and therefore our intrinsic value
estimate approaches $32 a share.
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Bed Bath and Beyond Inc.
BBBY

Capitalization Summary ($MM)
Price
$52.20
Diluted Shares (MM)
166.6
Market Cap
$8,693
Total Debt
$1,500
Cash & Investments
($697)
Enterprise Value
$9,496

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
2.3
52-Week Price Range
$79.64-$51.64
Short % of Float
10.1%
Major Shareholders
Insiders 3%
Valuation and Misc. Stats ($MM) 8/30/15
$2,568
Book Value
3.4x
Price/Book Value
$5.18
EPS (ttm)
10.1x
Price/Earnings
$1,760
EBITDA (ttm)
5.4x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
February 28

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$10,915
$1,638
15.0%
$1,833
16.8%

2013
$11,504
$1,615
14.0%
$1,835
16.0%

2014
$11,881
$1,554
13.1%
$1,793
15.1%

Catalysts/Highlights
•
•
•

Margin stabilization and modest same store sales growth could yield better than expected profits during the coming years.
BBBY will continue to buy back a significant amount of stock; current authorization allows for over 30% reduction in share count.
Company could attract the interest of investors in the activist or private equity communities.

INVESTMENT RATIONALE
BBBY is a major operator within the U.S. retail market. Its product line includes items such as bed linens, bath items,
kitchen textiles, tabletop items, basic housewares and consumables. In addition to the Bed Bath and Beyond concept (1,023
stores), the Company’s portfolio also consists of World Market (270 stores), buybuy Baby (99 stores), Christmas Tree Shops (78
stores), and Harmon (50 stores). The firm’s multiple store concepts allow BBBY to access several market segments and industry
niches. Since its founding in 1971, BBBY’s expansion has been driven by a combination of internal investment and bolt-on M&A.
BBBY’s cofounders Warren Eisenberg and Leonard Feinstein remain co-chairmen of the firm. CEO Steven Temares was
appointed to his current position in 2003 and has been with the firm since 1992.
BBBY has a long record of strong profitability, paired with a relatively conservative management approach reflecting a
shareholder mindset. However, the firm has entered a new phase of its history that has not been without challenges. BBBY’s
rate of expansion has decelerated significantly as it has reached greater scale, and industry competitive conditions continue to
be intense. During recent years, the emergence of e-commerce has been a particularly important development for BBBY and
other industry players. BBBY has made significant investments in its e-commerce capabilities and related infrastructure in order
to adjust its strategic approach and preserve its competitive position. Yet, the costs of these initiatives along with an increasingly
competitive pricing environment within the industry have contributed to pressure on BBBY’s profit margins during recent years.
As part of its strategy, BBBY seeks to maintain a competitively priced product line (aided by coupons, modest purchase
requirements for free shipping, etc.). Concerns pertaining to these issues have caused BBBY shares to underperform; the stock
is down nearly 30% over the past 12 months.
The competitive industry environment for BBBY will likely be an ongoing challenge and cannot be disregarded.
However, we believe it would be equally erroneous to overlook the many long-term competitive advantages that continue to
differentiate BBBY within the retail sector. Considerations such as BBBY’s wide and diverse product assortment (including
proprietary brands), high level of customer service, and strong brand identity help to distinguish the Company within the
marketplace and allow it to offer a relatively unique shopping experience for its consumers. Importantly, each individual store
manager has the autonomy to adjust store layouts and product mix to adapt to local market conditions. BBBY’s significant
investments in its e-commerce and digital presence now allow the firm to be a strong omnichannel provider that is fully
responsive to evolving consumer behavior. Ultimately, BBBY is seeking to be a leading destination that captures an increasing
share of its customers’ overall purchases over time.
Despite a less than favorable industry environment, BBBY has maintained its historical commitment to a strong balance
sheet. During the most recent quarter, BBBY had net debt of approximately $800 million. In addition, BBBY has generated
average annual free cash flow of over $900 million during the last 3 years, implying a free cash flow yield of over 10% relative to
the Company’s current market capitalization. BBBY does not pay a dividend, but it has a well established record of significant
return of capital to shareholders via buybacks. BBBY has reduced its share count by over 25% just since FY 2012. As of the
most recent quarter the firm had $2.8 billion remaining on its buyback authorization (over 30% of BBBY’s current market value).
BBBY could also pursue M&A opportunities given its strong financial footing, but this would likely take the form of modestly sized
bolt-on deals in our view (consistent with management’s previous track record).
At this stage, investors are likely placing disproportionate emphasis on BBBY’s challenges while overlooking its strong
long-term competitive position. In our view, margin stabilization combined with relatively modest same store sales growth could
allow BBBY to achieve better than expected financial results during the coming years. Based on our estimates, we believe sales
and EBITDA of $13 billion and $2 billion respectively could be achievable in 2-3 years, which would imply the stock is trading at
a forward EV/EBITDA multiple of approximately 4.5x (at the bottom of the stock’s historical range). Assuming an EV/EBITDA
multiple of just 7.0x would suggest an intrinsic value of $85 per share (offering over 60% upside from the current price). From
our perspective the challenges faced by BBBY are more than reflected in the stock’s valuation, helping to create a compelling
risk/reward scenario for patient, long-term oriented investors. Given the stock’s depressed valuation and BBBY’s solid
competitive and financial position, the firm could eventually attract interest from investors in the activist or private equity
communities. It warrants mention that Leonard Green & Partners (a private equity firm with a retail focus) disclosed a $75 million
stake in BBBY earlier this year.
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Callaway Golf Company
ELY

Capitalization Summary ($MM)
Price
$9.65
Diluted Shares (MM)
83.9
Market Cap
$808.6
Total Debt
$26.7
Cash
($41.6)
Enterprise Value
$793.7

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.6
52-Week Price Range
$10.30-$7.09
Short % of Float
3.2%
Major Shareholders
Insiders 2.4%
Valuation and Misc. Stats ($MM) 9/30/15
$416.1
Book Value
1.9x
Price/Book Value
$0.07
EPS (ttm)
N/M
Price/Earnings
$37.9
EBITDA (ttm)
20.9x
EV/EBITDA
$0.04 / 0.4%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$834.1
($116.2)
N/A
($56.7)
N/A

2013
$842.8
($10.8)
N/A
$20.8
2.5%

2014
$886.9
$30.7
3.5%
$51.9
5.9%

Catalysts/Highlights
•
•
•
•

Potential for further market share gains reflecting several new products including the Great Big Bertha driver
Further traction in golf ball business that should improve profitability and help ELY attain a higher multiple
Share repurchases following recent debt restructuring and improved operating results
Opening of flagship TopGolf location on Las Vegas Strip in 2016 that could portend IPO/ELY monetization

INVESTMENT RATIONALE
Shares of Callaway were a strong performer in the 2015 Forgotten Forty increasing by 33% (vs. S&P +2.5%). The
strong performance reflects continued market share gains (by product category and geography) and ongoing operational
efficiencies. Notably, ELY now holds the #1 share in all major golf equipment categories (drivers, woods, irons, putters) with the
exception of golf balls (#2 share) where its future prospects are bright. ELY’s recent market share gains have been impressive
with its U.S. hard goods (clubs and balls) market share through September 2015 of 21.3%, up 250 basis points YoY and well up
from the 13.9% share when ELY’s current management took over in 2012. Outside of the U.S., ELY continues to gain share in
key markets including Europe (+200 bps YTD August) and Japan (+130 bps YTD early October). Meanwhile, ELY is establishing
itself as a solid # 2 in the golf ball category with its current share of 11.5% up from 8% in 2011. ELY’s ball business has been led
by a strong new product (ChromeSoft – only ball to receive 5 stars in Golf Digest’s 2015 survey) in the premium category that
drove a 24% increase in ELY’s 3Q 2015 ball segment sales. We believe these market share gains will not prove transitory and
ELY is poised to sustain this momentum with a host of new products including the Great Big Bertha driver.
While improvement in ELY’s golf ball business has been impressive, management believes there are opportunities to
capture further share in this key category, which is more profitable and provides recurring revenues. ELY’s golf balls have
experienced a significant increase in popularity and it is worth noting that its net promoter score (a survey measuring customer
loyalty and is considered to be a leading indicator of future growth) this summer of 43 significantly outpaced the rank of every
other golf ball manufacturer including industry juggernaut Titleist (32 – 2nd highest ranking), which has a +50% share. With golf
ball sales correlated with rounds played (consumable product) the increase in rounds played (+0.7% YTD through Sep. 2015)
bodes well for ELY’s golf ball prospects. Additionally, industry golf ball sales have rebounded in 2015 and are expected to
register the first meaningful increase since 2008.
Market share gains coupled with ongoing operating efficiencies have driven strong results though FX headwinds (int’l.
revenues: ~45%) have masked the improvement. During 3Q 2015, ELY’s reported sales were up just 4%, but constant currency
(CC) sales increased by 12% with the strong growth in the U.S. (+17%) and Europe (+24%). Meanwhile, ELY’s gross margins in
3Q 2015 were up 540 bps (44.1% vs. 38.7%) driven by favorable product mix, less close-outs, lower promotional activity and
continued operating improvements. The strong 3Q results prompted ELY to increase their full year results for sales (low end of
range increased by $5 million) and diluted EPS ($0.12 to $0.15 vs. $0.01 to $0.06). On a CC basis, ELY’s diluted eps estimate
equates to $0.56-$0.59 vs. $0.20 last year. ELY’s improved results enabled it to convert most ($85mm) of its convertible debt
during the 3Q 2015 ($28mm balance currently being redeemed). These moves will eliminate all of ELY’s L-T debt and result in
$5mm savings in 2016. We believe the improved balance sheet coupled with the strong operating results will pave the way for
outsized buybacks. ELY instituted a $50mm authorization in 2014, but just $3mm has been repurchased to date.
The macro environment is pivoting to a tailwind from a headwind with U.S. golf hard goods sales in 2015 expected to
increase by ~4% (second meaningful annual increase since 2008). Golf participation in the U.S. has stabilized with 2014
marking the 3rd consecutive of ~25 million participants, while 2 million people took up the game for the first time in 2014 (most
since 2002). The Baby Boomer generation should be a strong demand driver with 4 million retirees from this group expected
each year through ~2030. Notably, the golfers among these retirees are expected to double their play annually in retirement.
ELY’s investment in TopGolf (think driving range meets nightclub) is an underappreciated component of the ELY
investment thesis. ELY holds an ~17% stake in this attractive business (~30% op. margins) that generates multiple revenue
streams (bay rental, food & beverage, gaming, etc.). As of 3Q 2015, there were 22 TopGolf locations, with plans to open ~10-12
locations a year going forward, including a flagship location in Las Vegas (spring 2016) in partnership with MGM. In our view, the
opening of TopGolf Las Vegas could provide the impetus for an IPO and monetization of all, or part, of ELY’s investment.
Our estimate of ELY’s intrinsic value is $14/share inclusive of its TopGolf stake (~$2 per ELY share), representing 45%
upside from current levels. CEO Brewer is heavily incentivized to unlock shareholder value and we would not be surprised if the
business is eventually sold and would likely command a significant premium to our intrinsic value estimate. In our view,
UnderArmour ($18b market cap vs. ELY: $800mm) could prove to be an interesting suitor, enabling that company to further its
golf ambitions (UA sponsors Jordan Speith). Major sportswear companies acquiring golf manufacturers in recent years include
Puma (Cobra: 0.7x EV/Sales in 2010) and Fila (Acushnet: 10.4x EBITDA in 2011).
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Coach, Inc.
COH

Capitalization Summary ($MM)
Price
$31.09
Diluted Shares (MM)
278.3
Market Cap
$8,658
Total Debt
$891
Cash
($1,276)
Enterprise Value
$8,273

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
4.0
52-Week Price Range
$43.87-$27.22
Short % of Float
6.6%
Shareholders
Insiders <1%
Valuation and Misc. Stats ($MM) 9/30/15
$2,473
Book Value
3.4x
Price/Book Value
$1.37
EPS (ttm)
22.7x
Price/Earnings
$921
EBITDA (ttm)
9.0x
EV/EBITDA
$1.35 / 4.3%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
June 30

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$5,075
$1,525
30.0%
$1,688
33.3%

2014
$4,806
$1,120
23.3%
$1,309
27.2%

2015
$4,192
$618
14.7%
$810
19.3%

Catalysts/Highlights
•
•
•

COH’s strategic progress should become apparent over the next 12 months via improving
comparisons for sales and profits.
COH’s growth profile should further benefit from a more attractive and diversified sales mix.
As cash flow ramps up during the coming years, resumption of dividend growth and share
repurchases could become a feasible scenario.

INVESTMENT RATIONALE
Coach Inc. is a well established provider of high-end accessories, and it has a relatively diverse sales mix in terms of
products and markets. COH’s product line is focused on items such as leather handbags, travel accessories, shoes, watches,
jewelry and other related items. During FY 2015, sales were derived from the following categories: Women’s Handbags (57%),
Women’s Accessories (17%), Men’s (16%), and Other (10%). Coach’s operations are truly global in scale. During FY 2015,
COH’s international business accounted for 39% of total Company sales.
COH has entered a new phase of its history during the past 1-2 years. After many years of impressive growth and
profitability, the Company has faced challenges such as a more competitive North American market and less robust growth
prospects in China (about 15% of COH sales). Consequently, COH’s financial results and stock performance have deteriorated
significantly during this period. During the past 2 years, the stock has declined by over 40% and profits have experienced a
comparable contraction. To adjust to the new competitive landscape, the firm has substantially changed its strategy while also
overhauling its management team. Just since 2013, COH has appointed a new CEO, COO, and Creative Director among other
changes. COH’s new strategy has centered on initiatives to improve profitability and position itself for future sales growth. Store
expansion has been deemphasized and sales promotions have been curtailed. Management’s primary focus has been on
enhancing its product line with new products and categories, refreshing stores, and renewing its emphasis on brand
management.
Coach is still at a relatively early stage in its turnaround, but recent results have shown some reasons for
encouragement. Margins have generally stabilized due to reduced promotional activity, and SSS trends are expected to turn
positive within the next 12 months. During COH’s most recent quarter (fiscal 1Q-2016 reported in October), profits exceeded
investor expectations, and management indicated that sales comparisons are showing improvement across all of COH’s
channels. The Company reiterated its previous guidance for FY 2016 which includes low-single digit revenue growth (constant
currency), a 70% gross margin, and a mid-high teens operating margin. In our view, COH has developed a sound strategy that
should help its profits and operations gain traction going forward. Yet, given the firm’s recent challenges, investors are likely to
remain skeptical until more meaningful margin expansion and same store sales growth begin to materialize.
Clearly, the North American market for luxury handbags is still far from robust, and growth from China and other
overseas markets has decelerated. Yet, COH’s newly designed products appear to be gaining some traction (now completely
overhauled by Creative Director Stuart Vevers), which should help COH to stabilize and expand market share during the coming
years. Moreover, the firm has significantly diversified its business mix with its growing presence in the Men’s category which
management views as offering $1 billion in potential sales. Management has increasingly positioned COH as a lifestyle brand,
offering a wide range of accessories (shoes, jewelry, etc.) that address the needs of the luxury consumer and establish a longterm emotional connection. This strategic shift was further bolstered by COH’s acquisition of luxury footwear provider Stuart
Weitzman earlier this year. Importantly, this $530 million transaction (with potential additional payments of $44 million) was
immediately accretive to COH’s earnings.
Although COH has been undergoing a significant transition, the firm has continued to maintain a strong financial
position. As of the most recent quarter, COH held net cash of approximately $400 million. The firm remains a solid generator of
free cash flow, and management has reiterated its commitment to the current dividend (yield is now 4.3%). It is conceivable that
dividend growth and share repurchases could eventually resume during the next 2-3 years assuming COH continues to achieve
improved financial results.
We believe COH’s strategy should eventually translate to improved growth and profitability. For valuation purposes, we
have assumed the stock can trade at a multiple of 9.0x EV/EBITDA based on our FY 2018 projections. These assumptions
suggest an intrinsic value of at least $46 per share, implying total return potential of over 50% from a multi-year perspective. This
estimate may prove to be conservative over the long-term depending on the magnitude of COH’s future recovery. In the nearterm, COH’s strong balance sheet and 4.3% dividend yield should help to provide downside support for the stock’s valuation.

-5-

INVESTMENT RESEARCH SUMMARY
PRICED DECEMBER 14, 2015

Comcast Corporation
CMCSA

Capitalization Summary ($MM)
Price
$57.37
Diluted Shares (MM)
2,502
Market Cap
$143,540
Total Debt
$47,757
Cash
($2,030)
Enterprise Value
$189,267

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
11.4
52-Week Price Range
$64.99-$50.00
Short % of Float
1.1%
Major Shareholder
Brian Roberts: 33% Voting
Valuation and Misc. Stats ($MM) 9/30/15
$51,716
Book Value
2.8x
Price/Book Value
$3.19
EPS (ttm)
18.0x
Price/Earnings
$24,283
EBITDA (ttm)
7.8x
EV/EBITDA
$1.00 / 1.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$62,570
$12,179
19.5%
$19,977
31.9%

2013
$64,657
$13,563
21.0%
$21,434
33.2%

2014
$68,775
$14,904
21.7%
$22,923
33.3%

Catalysts/Highlights
• Ongoing X1 deployment is improving customer retention and could result in net video additions in 2016
• Expansion of business services offering to Fortune 1000 companies should provide good growth opportunities
• Potential for increased returns to shareholders (dividends and share repurchases)
INVESTMENT RATIONALE
In last year’s Forgotten Forty, we stated the following regarding Comcast’s then pending merger with TWC: “While there is
some deal uncertainty associated with the transaction, we would note that our favorable view for Comcast is not predicated on a
successful merger approval. Comcast owns an attractive mix of distribution and content assets with good long-term growth
opportunities.” In April 2015, CMCSA walked away from the proposed merger (no break-up fee) after failing to persuade the FCC that
the merger would be in the public’s best interest. The FCC effectively derailed the deal when it essentially “moved the goal posts” in
terms of its definition of broadband when it stated in January 2015 that 25mbps or higher download speeds (vs. 4mbps previously) were
required to be classified as broadband. Under the old definition, the combined CMCSA/TWC entity would have had a 37% national
broadband share, but that amount increased to 57% (CMCSA: 45%; TWC: 12%) under the new standard. While the merger termination
was disappointing, we believe CMCSA’s prospects as a standalone entity are far greater than we previously anticipated. CMCSA
proved resilient following its other high profile deal failure (Disney) and would note that shares have increased by nearly 3-fold (S&P
500: 77%) since it abandoned that deal in 2004.
CMCSA’s core cable business (63% of total revenues) continues to post strong results and is being aided by X1, a new cloudbased user interface (think Netflix). Thanks to X1, CMCSA’s video results during the 3Q 2015 (just 48k video net losses; 33k YoY
improvement) were the best results for a 3Q in 9 years. X1 users exhibit significantly lower churn, utilize more set top devices, and
consume more VOD programming and DVR functionality. CMCSA is aggressively rolling out the service (~40k boxes per/day) and
ended 3Q 2015 with ~25% penetration (~30% expected by YE 2015). X1 is generating a new revenue stream for CMCSA with Cox
signing a national deal to license the platform in November 2015 (other operators are conducting trials). CMCSA’s broadband offering
continues to fire on all cylinders with 3Q 2015 representing the best 3Q in 6 years (320k net additions in 3Q; 907k YTD) putting it well
on pace to achieve over 1mm broadband net adds for the year, the 10th consecutive year it will have done so. CMCSA’s broadband
growth has had a favorable impact on overall profitability (no programming expenses). CMCSA’s business service offering (voice and
broadband) has been another important growth driver (+20% revenue growth in 3Q 2015) and the business now represents over 10% of
segment revenue. CMCSA recently established an enterprise services group to serve large Fortune 1000 organizations (previously
targeted small/mid cos.) and early results have been encouraging. Despite elevated X1 expenses, higher customer service expenses,
and elevated programming costs, CMCSA’s cable margins have held steady (40.7% vs. 40.9%) during the first 9 mos. of 2015.
NBCU has continued to post strong results with all components of the business (Cable Networks, Film, Theme Parks and
Broadcast) contributing to the segment’s success. NBCU’s revenue and EBITDA have increased by 12% and 17%, respectively YTD (9
mos. 2015). While results have been aided by the film business (3 films grossing over $1 billion), which is unlikely to be repeated, we
believe NBCU has a number of meaningful growth opportunities. EBITDA at the theme parks has increased by $1 billion over the past
5 years (~$1.4 billion vs. $400 million). NBCU is investing in the parks (one major new attraction every year) as well as infrastructure
(hotels, etc.) surrounding its Orlando venue and expects to add ~2k hotel rooms in the near future. Longer-term, NBCU’s theme park in
Beijing (30% stake) could offer a nice growth avenue and it is interesting to note that NBCU boasts the highest grossing film in China
(Fast & Furious 7) with ~$400 million at the box office (more than the film grossed in the U.S.). CMCSA’s broadcast business has
benefited from improved ratings as NBC was the #1 broadcast network for the fifth summer in a row. Management continues to believe
that there is a monetization gap (though it has narrowed) at NBC that offers an opportunity for increased retrans and advertising
revenues.
In the wake of the failed merger with TWC, CMCSA announced in May that it had expanded its share repurchase plan for
2015 to $6.75b from $4.25b ($5.8b repurchased YTD Sep. 2015). During the third quarter, CMCSA noted that it had accelerated its
repurchase activity due to the share price weakness in August and September and CMCSA’s decision to purchase shares in advance of
a move to collapse its CMCSK/CMCSA share structure (approved in December 2015). Comcast current leverage (net debt/EBITDA) of
~2.0x is at the high end of its targeted 1.5x-2.0x range. However, we would not be surprised if CMCSA continues to return value to
shareholders aggressively. CMCSA’s new CFO has expressed his comfort at operating at ~2x due to the cash earnings power of the
business. Accordingly, we would not be surprised if CMCSK increases its leverage targets modestly in early 2016, which would enable
CMCSK to return even more to shareholders via higher dividends/share repurchases (note: CMCSA expects share buybacks/dividends
in 2015 to be up ~ 40% vs. 2014).
Our estimate of CMCSA’s intrinsic value approaches $80 a share and is derived by applying an 8x multiple to our 2017E
EBITDA for the cable segment, while valuing NBCU at an implied multiple of 10x 2017E EBITDA projections. We would not be surprised
if this proved conservative, especially if shareholder friendly initiatives are accelerated.
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Cowen Group, Inc.
COWN

Capitalization Summary ($MM)
Price
$3.85
Diluted Shares (MM)
109.2
Market Cap
$420
Total Debt
$213
Total Equity
$763
Total Capitalization
$976

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 1.0
52-Week Price Range
$6.59-$3.80
Short % of Float
14.5%
Major Shareholder:
Management 8%
Valuation and Misc. Stats ($MM) 9/30/15
$763
Book Value
0.6x
Price/Book Value
$0.62
Operating EPS (ttm)
6.2x
Price/Earnings
NA
EBITDA (ttm)
NA
EV/EBITDA
NA
Dividend Rate / Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Economic Income
BV/Share
Operating Margin
AUM

2012
$288
($18)
$4.40
(5%)
$8,100

2013
$344
$7
$4.41
6%
$9,400

2014
$498
$44
$6.07
12%
$12,500

Catalysts/Highlights
• COWN is well positioned to have positive momentum during the coming years as past restructurings and investments
begin to bear fruit.
• Given the firm’s strong niche position it is conceivable that COWN could be a potential acquisition target over the long term.
• The stock’s modest valuation (trading at a discount to tangible book value) and ongoing stock repurchase program offer
downside protection.
INVESTMENT RATIONALE
Cowen Group, Inc. is a financial institution with a meaningful presence in investment banking, brokerage, and
alternative asset management. Although the firm is in the small-cap category, it has established significant niches in several
market segments. COWN now generates over $400 million in annual revenue. The firm has undergone significant changes
during recent years, largely stemming from its 2009 merger with hedge fund firm Ramius. Former Ramius executives now hold a
majority of the senior positions at Cowen, and the firm has transitioned through a period of restructuring and investment.
For the purposes of analysis, we view the Company as consisting of three main parts: Its hedge fund business
(Ramius), its broker dealer business (Cowen and Company), and the firm’s invested capital (which has a value of $737 million).
Ramius is a well established manager of alternative investments that has been in operation for over 20 years and has grown to
over $13 billion in AUM. This growth has been made possible by a diverse product line with a solid performance track record.
The firm’s scale is supported by significant infrastructure as well as strong internal marketing and client service capabilities.
Ramius offers a wide range of products and solutions, and its strategies include activist, healthcare royalties, real estate,
managed futures, event-driven and global macro.
Cowen and Company primarily consists of the investment banking and brokerage businesses. Significant restructuring
and management changes have occurred at Cowen and Company since the Ramius merger in 2009. The investment banking
segment provides financial advisory and capital raising services, and focuses on certain growth industries such as technology
and healthcare. The investment banking operations tends to focus on small-cap, mid-cap, and private companies that are often
underserved by larger investment banks. COWN also has approximately $737 million in proprietary capital, largely invested in
various Ramius strategies (equates to $6.75 per COWN share). Capital is allocated to 3 investment categories: Liquid trading
strategies (71%), merchant banking (21%), and real estate (8%). This portfolio has generated a gross compounded annual
return of over 15% since 1999, compared to a return of 5% for the S&P 500 during the same period.
Management views financial strength as an important strategic priority, illustrated by a debt/capital of 22%, and its
$737 million investment portfolio which has the majority of its assets allocated to liquid trading strategies within Ramius. COWN
certainly has the financial strength to pursue M&A, but we believe this is likely to take the form of bolt-on transactions. The
Company has also viewed share repurchase as another option for its excess capital given the discounted valuation of the stock
during recent years (often trading at or below tangible book value). COWN has repurchased $128 million of its shares since
2011 (average price: $3.97). To bolster its capital position and support future growth, COWN issued $105 million in convertible
preferred stock earlier this year ($6.57 conversion price).
In our view, COWN is well positioned to have positive momentum during the coming years. As recently as mid-2013,
COWN was reporting little or no profits, and book value was stagnant or declining. Assuming the backdrop for financial markets
remain favorable, the Company should continue to reap the benefits of its progress in both its hedge fund business (Ramius),
and its brokerage and investment banking division (Cowen and Company). Fees from management and incentive income should
benefit from solid performance trends and AUM growth. Moreover, profitability at Cowen and Company had been masked by the
elevated expenses related to investments in resources and staff, and the favorable impact of improving operating leverage in
this business should only accelerate. By 2017, our projections suggest that EPS could exceed $0.60 and tangible book value
could reach $6.50 per share.
The stock trades at a discount to current tangible book value, a modest multiple relative to comparable publicly traded
firms. Moreover, COWN’s valuation is even more reasonable after accounting for our future projections. Based on our
projections for 2017, the stock is currently trading at a P/TBV (tangible book value) multiple of 0.60x and a P/E multiple of 6.0x.
For the purposes of estimating intrinsic value for COWN shares, we have employed a blended approach. This estimate
relies on three methodologies: P/TBV, P/E, and a sum-of-the-parts computation. Our overall blended estimate of intrinsic value
for COWN is approximately $7.50 per share, implying return potential of more than 90% using a 2-3 year time horizon. Given the
consolidation that often takes place within the financial services sector, and given some of the traits of COWN (modest size,
strong financial position, well established market niches), it is conceivable that the Company could be a potential acquisition
target over the long term. In past transactions, comparable firms have been acquired for multiples in the range of 1.20x-1.50x
tangible book value.
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Crocs, Inc.
CROX

Capitalization Summary ($MM)
Price
$10.67
Diluted Shares (MM)
73.7
Market Cap
$786
Total Debt
$8
Cash
($168)
Enterprise Value
$626

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.3
52-Week Price Range
$16.05-$9.26
Short % of Float
10.4%
Major Shareholder
Blackstone $200 M
Convertible Preferred
Valuation and Misc. Stats ($MM) 9/30/15
$333
Book Value
2.4x
Price/Book Value
($0.56)
EPS (ttm)
NM
Price/Earnings
$(71)
EBITDA (ttm)
NM
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$1,123
$146
13.0%
$183
16.3%

2013
$1,193
$63
5.3%
$105
8.9%

2014
$1,198
($5)
NM
$33
2.8%

Catalysts/Highlights
•
•
•

Blackstone’s 2013 investment in CROX has been a positive catalyst for the firm’s strategic direction.
2016 is expected to be an inflection point for CROX as sales growth gains traction.
Investors do not fully appreciate CROX’s potential earnings power during the next 2-3 years.

INVESTMENT RATIONALE
Crocs has a relatively short but eventful corporate history. This provider of footwear was founded in the 1990s, but it
has undergone significant changes since that time. The Company has entered a new phase of its history during recent years, as
CROX has focused its efforts on restructuring its operations, improving profitability, and positioning itself for future growth
opportunities. A major catalyst for change at CROX has been the involvement of Blackstone. Blackstone invested $200 million in
CROX at the end of 2013 via a convertible preferred issue, and it has significantly influenced the financial management and
strategic direction of CROX. The management team at CROX has largely been replaced since Blackstone’s investment, and a
strategy that prioritizes profitability and efficiency over the aggressive expansion and growth of the past has emerged. Most
noteworthy, CROX named Greg Ribatt as its permanent CEO about 1 year ago (an existing board member nominated by
Blackstone). Ribatt has several decades of industry experience, including stints as CEO of Spanx and Collective Brands.
In our view, CROX has pursued a sound strategy that should ultimately result in improving financial results during the
coming years. Yet the stock’s valuation (down about 15% over the past year) seems to largely ignore the progress that has been
made and the potential for additional improvements going forward. Key improvements have included product line rationalization,
a new marketing campaign, and a more focused approach to distribution. In conjunction with its strategic progress, management
has also set clear financial objectives for the Company. CROX’s strategy and future goals were reiterated by management at the
Company’s investor day in September. Management confirmed that the majority of its restructuring initiatives are now complete,
and the firm expects new products to help drive revenue growth and margin expansion during the coming years. CROX
continues to target a 10%-12% operating margin (expected to be realized by 2018). Importantly, the firm expects revenue growth
to gain momentum in 2016 (aided by new product launches), and it views annual sales increases of at least 8% to be attainable
during the coming years. Approximately 60% of CROX’s product line will consist of new items in 2016, compared to a figure of
only 30% in 2015. Management has indicated that initial feedback for its new products has been very favorable from both
consumers and distributors.
Yet CROX’s turnaround and eventual resumption of growth has not been without its challenges. The industry’s
fundamental backdrop has been mixed at best, with markets such as China experiencing a deterioration in demand growth, and
the strong U.S dollar negatively impacting results from several overseas markets. CROX expects its China business to resume
growth during the second half of 2016, but it has clearly taken a toll on the Company’s recent financial results: China and foreign
currency issues negatively impacted 3Q-2015 results by nearly $50 million. These issues caused the company to reduce nearterm sales guidance during its investor day, and the expected time frame for realizing its margin objectives has become more
extended than originally anticipated. These challenges have likely caused some investors to lose patience with the pace of
CROX’s turnaround and have contributed to skepticism about CROX’s potential level of profitability. In our view, it would be
erroneous to assume that recent challenges make CROX’s performance objectives unattainable during the coming years.
Assuming a relatively benign economic backdrop, we believe EBITDA of $170 million and EPS of at least $1.00 could be
achievable by 2018 (more than double consensus forecasts for 2016).
Despite a less than robust environment, CROX has consistently maintained a strong financial position. As of 3Q-2015,
the Company held a net cash position of $160 million (equivalent to 20% of CROX’s current market value). Although recent
results are somewhat depressed, CROX has exhibited an ability to generate significant free cash flow. In a more normalized
environment (with additional margin expansion) we believe CROX is capable of generating at least $100 million in annual free
cash flow, equating to a free cash flow yield of over 12%. CROX has been consistently returning capital to investors via share
repurchases. In conjunction with the Blackstone investment in 2013, CROX initiated a $350 million share repurchase program.
Since the end of 2013, CROX has reduced its shares outstanding by approximately 15%.
We believe CROX remains well positioned for margin expansion during the coming years, and profits could potentially
exceed investors’ current expectations. Based on our projections for normalized margins and profits for CROX (attainable within
3 years) the stock is trading at less than 4.0x on an EV/EBITDA basis. In estimating CROX’s intrinsic value, we have assumed a
multiple of 7.0x EV/EBITDA (consistent with CROX’s historical range, but still a discount to its peer group). Our estimate of
intrinsic value for CROX is approximately $18 per share using a 2-3 year time horizon, suggesting return potential of over 60%
from the stock’s current price.
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Devon Energy Corporation
DVN

Capitalization Summary ($MM)
Price
$31.54
Diluted Shares (MM)
411.0
Market Cap
$12,963
Total Debt
$11,930
Cash
($1,790)
Enterprise Value
$10,140

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM): 5.4
52-Week Price Range:
$70.48-$31.40
Short % of Float
2.6%
Major Shareholders
Insiders 6%
Valuation and Misc. Stats ($MM) 9/30/15
$11,548
Book Value
1.1x
Price/Book Value
$2.59
EPS (ttm)
12.2x
Price/Earnings
$5,600
EBITDA (ttm)
1.8x
EV/EBITDA
$0.96/ 3.0%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$9,501
$2,133
22.4%
$4,924
51.8%

2013
$10,397
$2,597
25.0%
$5,377
51.7%

2014
$19,566
$5,625
28.8%
$8,944
45.7%

Catalysts/Highlights
•
•
•

DVN’s successful production transformation has created an upstream portfolio that will deliver
superior profits and growth over the long-term.
The firm’s solid balance sheet positions DVN well to acquire attractively priced distressed assets
that could become available in the industry.
DVN’s exposure to the midstream business provides downside support for cash flow and valuation.

INVESTMENT RATIONALE
Devon Energy Corporation is a significant player in the Exploration & Production sector. Its upstream portfolio
(production operations) now consists of approximately 2.8 billion barrels of proved reserves located in North America.
Approximately 60% of its daily production comes from crude oil and natural gas liquids, with the balance derived from natural
gas. The Company also has meaningful exposure to midstream operations, and 95% of DVN’s midstream operating profit comes
from its ownership interest in EnLink Midstream (stake valued at roughly $4 billion, yielding DVN $270 million in annual
distributions). EnLink’s business primarily focuses on gathering, transmission, processing and marketing of various energy
commodities.
The Company has undergone several significant changes during recent years. It has completed a series of acquisitions
and divestitures to improve its upstream portfolio, which is now characterized by impressive production growth and increased
exposure to liquids projects (higher margin relative to natural gas). DVN’s overall production during the most recent quarter was
up 6% year over year, helped by better than expected crude oil output. In fact, DVN’s oil production growth has exceeded
guidance for 5 consecutive quarters and management has raised 2015 oil production projections twice in the past 3 quarters.
Key contributors to production growth have included domestic projects such as Eagle Ford and the Delaware Basin. We believe
Devon’s coherent strategy and effective execution will continue to be key drivers of value for shareholders. DVN also merged its
midstream operations in a tax efficient and accretive transaction with CrossTex Energy (creating EnLink). In our view, DVN’s
track record helps to illustrate the Company’s strong shareholder orientation, a particularly crucial consideration within the
exploration and production sector.
DVN’s strategic transition has been achieved while maintaining a solid financial position. Maintaining a strong balance
sheet and disciplined capital allocation through all phases of the industry cycle is a particularly important issue within the E&P
sector, in our view. As of the most recent quarter, DVN’s consolidated net debt stood at approximately $10 billion. This debt level
implies a net debt: capital ratio of 38%. As a result of this prudent stewardship, DVN enjoys investment grade credit ratings and
an average borrowing rate of under 5%. Management views an investment grade rating as a key strategic priority. Given this
consideration, we would view a large, transformative acquisition as a less likely scenario. Rather, opportunistic deals to acquire
assets within DVN’s core production areas could become a potential option if commodity price weakness persists for an
extended period. The firm’s recent announcement to acquire production assets in Oklahoma and the Rockies (from Felix
Energy) represents an opportunistic transaction in our view, and will further accelerate the improvements in DVN’s upstream
profile. DVN also has a record of returning cash to its shareholders. The current annual dividend of $0.96 implies a dividend
yield of 3.0%. The firm has steadily grown its dividend over the years, and the current payment is up 50% since 2010.
These positive developments have been overshadowed by the correction in commodity prices. Crude oil prices have
declined by over 30% over the past year. Attempting to forecast the timing or magnitude of a commodity price recovery is an
inexact science at best. However, we would argue that the current environment is not representative of long-term industry
fundamentals, and that oil prices should be positioned for a recovery during the coming years as supply and demand levels
eventually approach greater balance. From a long-term point of view, we continue to employ normalized commodity price
assumptions ($80 crude oil, $4 natural gas) for DVN and other energy firms when assessing earnings power and valuation from
a multi-year perspective. Assuming commodity prices eventually return to more normalized levels, DVN should be well
positioned for significant profit growth during the coming years. Margins for DVN’s upstream operations should continue to
benefit from the Company’s shift from natural gas to liquids. Moreover, M&A related to its production assets have clearly
upgraded the quality of its overall portfolio, and has created good visibility for additional production growth.
DVN shares are down approximately 40% over the past year. In our view, this is a reflection of industry fundamentals
which have overshadowed DVN’s impressive strategic and operational progress. Utilizing our normalized EBITDA projections
(including contribution from the midstream business) and a 5.0x EV/EBITDA multiple (toward the low end of the stock’s historical
range) produces an estimated intrinsic value of $85 per share, suggesting total return potential of over 100%. However, even a
more modest recovery in energy prices from current levels (~$50 crude oil) could provide potential upside of over 50% for the
stock by our estimate. In our view, DVN offers patient, long-term investors a compelling risk/reward scenario.
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Discover Financial Services
DFS

Capitalization Summary ($MM)
Price
$52.55
Diluted Shares (MM)
434
Market Cap
$22,807
Total Common Equity
$10,743
Tangible Common Equity
$10,319
Net Loan Receivables
$68,335

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
3.1
52-Week Price Range
$66.72-$50.20
Short % of Float
1.6%
Major Shareholders
Insiders 1%
Valuation and Misc. Stats ($MM) 9/30/15
$26.32
Book Value per Share
2.0x
Price/Book Value
$4.86
EPS (ttm)
10.8.x
Price/Earnings
21%
ROE (YTD)
14.4%
Tier 1 Common Ratio
$1.12/2.1%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Net Revenues
Net Income
EPS
ROE
Book Value

2012
$7,653
$2,345
$4.46
26%
$19.83

2013
$8,224
$2,470
$4.96
25%
$21.55

2014
$8,477
$2,323
$4.90
22%
$23.43

Catalysts/Highlights
• Sunset of temporary expenses in 2016 should drive large improvement in operating efficiency
• DFS is well positioned for a rise in short term interest rates
• DFS is extremely overcapitalized and is deploying ~100% of free cash flow to dividends/repurchases

INVESTMENT RATIONALE
Discover Financial Services is the sixth leading issuer of revolving consumer credit in the U.S. with $55.7 billion in
credit card loans as well as $14.2 billion in personal loans and private student loans. DFS also has its own proprietary payment
network. DFS has historically maintained strong underwriting standards through full credit cycles, and in recent years DFS has
benefited from a historically benign domestic revolving consumer credit market with low loss rates and high net interest margins.
DFS’ loan receivables net charge-off ratio has remained near record-low 2% levels since late 2013. DFS has also gained market
share in recent years, growing its loan portfolio at mid-to-high single-digit annual rates versus flattish growth at its largest peers.
The current macroeconomic and interest rate outlook in the U.S. suggest a broadly favorable environment should persist in the
coming years, and DFS’ loan portfolio has yet to show signs of a turn in the cycle with 30 day delinquency rates at just 1.60% in
3Q15, down 4 bps Y/Y.
Despite the broadly favorable environment, DFS shares have declined by approximately 22% over the past year from
all-time highs of nearly $67/share reached in December 2014. This reflects a number of macro and company-specific factors.
The recent declines in prices at the pump have negatively impacted credit card volume and have not been fully offset by
increased consumer spending; DFS’ credit card loan growth slowed to 3.6% Y/Y in 3Q15. The industry is also experiencing
elevated competition for customers, particularly via excessive rewards offers by some peers. This has driven up DFS’ rewards
cost by 9% YTD 3Q15 to $1.7B or 1.07% of card volume, up 5 bps. Marketing and business development expenses are also up
6% YTD. DFS also experienced ~$170 million in one-time compliance and other expenses in 1H15, and has suffered modest
(18 bps) net interest margin (NIM) contraction as it extended the maturity schedule on its liabilities. Finally, DFS has begun to
moderately increase its loan loss provisioning (up 4%) over the past year to guard against any eventual deterioration in credit
trends—ending an extended period of an earnings tailwind from loan loss reserve releases. Overall, these factors have led to a
7.3% decline in pretax earnings YTD 3Q15. We suspect DFS shares have also been impacted by investor fear over the rapid
growth rates of online lending marketplaces like LendingClub and On Deck Capital. We would point out that these firms are
originators, not banks that directly extend and hold loans, and their customer bases are markedly more concentrated in lower
quality subprime borrowers with minimal overlap with DFS’ clients.
In our view, DFS shares have been overly punished for minor or temporary headwinds. At the current share price, DFS
trades at only ~10x 2015E EPS or 2.0x book value. Looking out to 2016, an improved earnings trajectory could be a catalyst for
revaluation. DFS expects operating expenses to decline on an absolute basis in 2016, as the one-time costs sunset and DFS
implements core expense controls. NIM is also expected to remain roughly flat or even increase modestly due to DFS’ strategic
decision to reposition the balance sheet for a flattening or parallel rise in the yield curve. While macro factors will still be
determinant, these factors set up DFS to return to solid earnings growth in 2016. Nonetheless, we project DFS’ efficiency ratio
(opex/revenue) remains above 2014 levels through 2017 while DFS builds its loan loss reserve modestly to 2.6%. With only modest
P/E expansion to 12.5x 2017E EPS, we estimate Discover’s intrinsic value could approach $74/share or 40% above current levels
looking out 2 years. Additional upside could come from expense cuts, slower than expected deterioration in NIM or charge-offs, or
return of capital in excess of earnings generation. We would also continue to highlight the large valuation gap versus American
Express (AXP), which despite underperforming in 2015 (down 26%) still trades at 13x earnings and 3.4x book value. We grant that
AXP sports a more enviable brand and customer base with a somewhat lower risk profile. However, while the valuation gap has
closed over the years, it still appears excessive compared to their respective ROEs (21% for DFS vs. 27% for AXP YTD3Q15).
Additionally, in our view AXP’s ultra-high interchange fees (average discount rate of 2.48%) have turned from an advantage to a risk
as pricing pressure has driven the rate down in recent years and is increasingly costing the company major accounts.
DFS’ enviable capital position provides an additional buffer against any market turbulence in the years ahead, and a
catalyst for incremental value creation assuming a favorable macro environment holds. DFS holds a 14.4% Common Equity Tier 1
Capital Ratio (Basel III) and a projected 13.3% minimum ratio under the Fed-mandated “severely adverse stress test scenario.” This
translates to approximately $2.5 billion in excess capital above management’s 11% target ratio and has enabled DFS to receive
Fed approval to return ~100% of capital generation to shareholders—equivalent to an ~10% combined shareholder yield including
dividends (2.1% yield) and share repurchases ($2.2 billion, 5 quarter repurchase program approved in April 2015). Finally, DFS has
been the subject of takeover rumors in the past and we would not dismiss the possibility that at some point DFS becomes the target
of a larger banking peer looking to boost its exposure to one of the few remaining high-ROE banking sectors. DFS would bring an
attractive customer base and a payment network that could be leveraged over a larger base of volume.
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INVESTMENT RESEARCH SUMMARY
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Discovery Communications, Inc.
DISCK

Capitalization Summary ($MM)
Price
$25.35
Diluted Shares (MM)
653.0
Market Cap
$16,553.6
Total Debt
$7,057.0
Cash
($262.0)
Enterprise Value
$23,872.6

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.8
52-Week Price Range
$34.94-$23.42
Short % of Float
1.1%
Major Shareholders Advance/Newhouse: Economic: 34%,
Voting: 25%; John Malone: Econ. 3.2%, Voting: 29%

Valuation and Misc. Stats ($MM) 9/30/15
$5,645
Book Value
2.9x
Price/Book Value
$1.80
Adjusted EPS (ttm)
14.1x
Price/Earnings
$2,462
Adj. EBITDA (ttm)
9.7x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$4,487
$1,859
41.4%
$2,099
46.8%

2013
$5,535
$1,975
35.7%
$2,402
43.4%

2014
$6,265
$2,061
32.9%
$2,491
39.8%

Catalysts/Highlights
•
•
•
•

Resumption of share repurchases with new $2 billion authorization and new leverage target (~3.25x vs. 2.75x)
Acceleration of U.S. affiliate fee growth following recent Comcast renewal (agreement begins Jan 2016)
Improved profitability in International operations following recent investments
Recent distributor consolidation could spur an acquisition of DISCK by a larger content company

INVESTMENT RATIONALE
Discovery Communications is the world’s #1 pay-TV programmer (based on subs), reaching 3 billion cumulative
subscribers in more than 220 countries including the most widely distributed cable network (Discovery Channel; 481mm subs)
and most broadly distributed Women’s cable network (TLC; 405mm subs). A key component of DISCK’s business model is the
ability to leverage its primarily non-fiction based content over multiple geographies with minimal incremental costs. Over the past
18 months, DISCK shares have declined by ~40% reflecting, in part, investor concerns over the health of the U.S. pay-TV
ecosystem and advertising revenue uncertainty. In our view, the sell off is an over-reaction as investors have taken an overly
bearish view of the U.S pay-TV industry while simultaneously ignoring DISCK’s strong fundamentals. Although the pay-TV industry
has shed subs in recent years, its future prospects are improving. During 3Q 2015, pay-TV sub losses (~145k in 3Q 2015 vs.
~440K in 3Q 2014) among the top nine U.S. cable providers were at the lowest level compared to any third quarter since 2006.
During 2016, DISCK’s U.S. affiliate fees (~1/4 of total revenue) are projected to increase at a high single-digit (%) rate,
an acceleration from ~5% expected in 2015. The improvement reflects strong recent distributor renewals (~80% of U.S. subs)
including a new agreement with Comcast signed in 2015. There are a number of factors that have enabled DISCK to achieve
favorable renewals including the recent decision to start offering digital rights as well as DISCK’s strong and growing audience
share (~13% vs. ~5% 7 years ago). While industry advertising has been soft recently, we are encouraged by the 6% ad growth
posted by DISCK’s U.S. Networks during 3Q 2015 aided by strong scatter pricing. There are a number of items that could
sustain this momentum including strong viewership gains at a number of DISCK’s networks including the flagship Discovery
Channel (3Q 2015 was the 3rd consecutive quarter of viewership/ratings records) and Animal Planet (3Q 2015 was
6th consecutive quarter as a top 20 men’s network) as well as continued strong performance of Investigation Discovery
(#1 women’s cable network in Sep. 2015), a network DISCK believes is poised to grow its advertising revenues “exponentially.”
DISCK’s international networks now represent ~50% of its revenue (vs. 33% in 2010), and should offer good future
growth with management targeting high single-digit (%) growth in both international affiliate fees and ad revenues over the next
three years. While DISCK’s recent investments to bolster Eurosport is pressuring margins, the investment is expected to result in
a doubling of Eurosport’s ad revenue between 2015 and 2020 (DISCK acquired the remaining 49% of Eurosport in October
2015). DISCK’s global distribution should also enable it to capitalize on the local ad market (~$40 billion opportunity) compared
with the pan European ad market (<$1 billion), which accounted for 75% of ads sold under prior ownership. Eurosport should
also provide DISCK with additional leverage over distributors and we would note that DISCK has secured Olympic programming
beginning with the 2018 games (through 2024). DISCK is well positioned to benefit from increases in pay-TV penetration globally
including in Brazil (~30% penetration) where DISCK boasts 5 of the top 20 channels including Discovery Kids, the top rated
overall network (not just kids genre) in the country. Finally, we believe that DISCK is well positioned to leverage its unique
content on its FTA networks in mature international markets (Italy, Germany, etc.) where pay-TV penetration is low.
Just since 2010, DISCK has deployed over $6.2b for repurchases (avg. price: ~$26/share) reducing shares outstanding
by over 30%. While DISCK announced in August 2015 that it was temporarily suspending repurchases, management reversed
course in November 2015 and stated that it could begin buying back stock effective immediately (a new $2b authorization was
announced with the intention to repurchase $1.5b in shares (~9% of DISCK’s market cap) over the next 12 months) reflecting an
increase in targeted leverage levels (3.25x-3.4x vs. <3x). DISCK’s new view on its targeted leverage reflects its higher level of
confidence in the ability to drive accelerating FCF, the recent Comcast renewal, and the attractive return its shares offer, among
other factors. DISCK boasts strong liquidity (Wtd. Avg. debt maturity: ~13 years; next maturity August 2019) and a robust
outlook with management’s forecast calling for low double digit CAGR in FCF between 2015 and 2018. During DISCK’s recent
investor day (August 2015), DISCK noted that it would have $10b in available capital over the 2015-2020 time frame (~$8b from
FCF and ~$2b from additional borrowing capacity), however based on DISCK’s new leverage targets, available capital will likely
approach $12b, and we would not be surprised if a meaningful amount was targeted for share buybacks.
Our estimate of DISCK’s intrinsic value is $43 a share (U.S. @ 11x 2017E EBITDA; Int’l: 9x), representing 70% upside
from current levels. Recent distributor consolidation including ATT/DTV and Charter’s pending acquisition of TWC could prompt
content companies to counter this M&A activity with acquisitions of their own. In our view, DISCK is an attractive target as it is
dwarfed by several larger media companies (Disney, Time Warner, Fox, etc.) and would likely command a premium valuation.
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INVESTMENT RESEARCH SUMMARY
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Dover Corporation
DOV

Capitalization Summary ($MM)
Price
$62.05
Diluted Shares (MM)
155.0
Market Cap
$9,612
Total Debt
$2,690
Cash
($663)
Enterprise Value
$11,639

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.7
52-Week Price Range
$78.21-$55.50
Short % of Float
4.6%
Major Shareholders
Insiders ~1%
Valuation and Misc. Stats ($MM) 9/30/15
$3,566
Book Value
2.7x
Price/Book Value
$5.56
EPS (ttm)
11.1x
Price/Earnings
$1,380
EBITDA (ttm)
8.4x
EV/EBITDA
$1.68 / 2.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$6,626
$1,059
16.0%
$1,289
19.5%

2013
$7,155
$1,162
16.2%
$1,440
20.2%

2014
$7,753
$1,215
15.7%
$1,522
19.6%

Catalysts/Highlights
•
•
•

DOV’s opportunistic M&A activity will continue to enhance its strategic and financial positions.
Investors do not fully appreciate DOV’s long-term earnings power as current challenges in its energy
business dominate near-term sentiment.
Significant return of capital via buybacks and dividends provide downside support.

INVESTMENT RATIONALE
Dover Corporation is a diversified industrial conglomerate with a long history and strong track record. DOV consists of
four divisions: Energy (34% of profits), Engineered Systems (29%), Fluids (19%), and Refrigeration & Equipment (17%). DOV
has been in business for over 60 years, but the firm has maintained a consistent approach to its operations and allocation of
capital. Although its business mix has evolved over time, the Company’s decentralized management structure has remained a
core aspect of DOV’s strategy, allowing significant operational autonomy for its divisions. DOV has opportunistically built its
competitive position via a combination of internal investment and M&A. This approach has helped DOV achieve revenue and
free cash flow CAGRs of 8% and 9%, respectively over the past decade.
DOV shares have fallen out of favor during the past year (down 10%), primarily due to the Company’s exposure to the
energy sector. This issue has contributed to multiple downward revisions in near-term profit guidance. However, the firm’s recent
results do not reflect DOV’s long-term earnings power from our perspective. Moreover, we view the weakness in the energy
business as a cyclical correction, and not a permanent impairment in that division’s prospects for sales and profits. We would
argue that the current sector environment for energy is not representative of long-term fundamentals, and that oil prices should
be positioned for a recovery during the coming years as supply and demand levels eventually approach greater balance. We
continue to employ normalized commodity price assumptions ($80 crude oil, $4 natural gas) for firms with energy exposure
when assessing earnings power and valuation from a multi-year perspective.
Assuming energy sector fundamentals gradually recover and overall economic fundamentals are relatively favorable,
we believe DOV is capable of achieving sales of approximately $8.5 billion and EBITDA of $1.8 billion in 2-3 years. These
projections imply EPS of roughly $5.50, an improvement of over 40% relative to the recently reduced guidance for 2015. It also
warrants mention that a majority of DOV’s current sales and profits (over 60%) are derived from industries outside of oil and gas,
and these businesses should be positioned for meaningful growth during the coming years. In a meeting with investors, DOV
management provided its performance objectives during the coming years. The Company’s primary financial goals include the
following: 1) 2%-5% organic sales growth, supplemented by M&A, 2) annual margin expansions of 30-50 basis points from
productivity initiatives, and 3) free cash flow greater than 11% of revenue.
Although investing in firms with a history of frequent M&A can sometimes be risky, we believe DOV has established an
impressive track record in this area. Historically, DOV’s M&A activity has placed emphasis on bolt-on acquisitions that enhance
or complement existing businesses. DOV’s culture emphasizes autonomy for its respective business lines, but the Company
does seek to gain efficiencies via scale in its supply chain and by sharing best practices across the organization. DOV has also
completed multiple restructuring initiatives during recent years, aimed at cost savings via headcount reductions and
consolidation of various facilities. Recently, DOV completed $520 million in M&A for Italy-based JK Group (inks and
consumables for digital textile printing) and Virginia-based Gala Industries (fluids solutions for the plastics industry). Total 2015
M&A transactions (including the $465 million purchase of Paris-based Tokheim, a manufacturer of retail fueling products), are
expected to be $0.38 accretive to DOV’s 2016 EPS. M&A will likely remain a recurring theme for DOV in the future.
Despite a history of acquisitions, DOV is committed to maintaining a strong balance sheet and returning significant
capital to shareholders via dividends and share repurchase. In our view, DOV’s strong financial position and solid record of
capital allocation help to differentiate the stock as a long-term investment. As of the most recent quarter, DOV possessed net
debt of approximately $2 billion (annual EBITDA in recent years has averaged over $1.5 billion). Over the past decade, DOV has
increased free cash flow at a 9% CAGR, and the dividend has been raised at a similar rate. DOV has increased its dividend for
60 consecutive years, and its current annual dividend of $1.68 per share offers investors a 2.7% dividend yield. Moreover, DOV
has spent over $2 billion on share repurchases since 2011, and the company announced a new share repurchase authorization
in early 2015 that will allow DOV to buy back 15 million shares over the next 3 years (equivalent to 9% of shares outstanding).
Assuming the stock can achieve our future profit projections, we believe an intrinsic value of approximately $100 per
share should be attainable within the next 2-3 years (implying total return potential of over 60%). This estimate assumes an
EV/EBITDA multiple of 10.0x and a P/E multiple of 18x, consistent with DOV’s historical trading range. Given the stock’s
depressed valuation and reduced expectations for near-term financial results, we believe the shares offer a very attractive
risk/reward scenario for long-term investors.
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Eastman Kodak Company
KODK

Capitalization Summary ($MM)
Price
$12.61
Diluted Shares (MM)
41.9
Market Cap
$528
Total Debt
$674
Cash
($483)
Enterprise Value
$719

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 0.2
52-Week Price Range
$22.17-$10.75
Short % of Float
8.0%
Major Shareholder
Blackstone: ~21%
Valuation and Misc. Stats ($MM) 9/30/15
$155
Book Value
3.4x
Price/Book Value
NA
EPS (ttm)
NA
Price/Earnings
$107
EBITDA (ttm)
7.0x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operational EBITDA
Op. EBITDA Margin

2013
$2,349
$150
6.4%

2014
$2,102
$154
7.3%

Catalysts/Highlights
•
•
•
•

Refinance of high cost debt (40% of KODK’s $674mm of L-T debt carries an 11.01% coupon)
Potential to receive a meaningful earnout payment associated with Carestream Health (Kodak sold in 2007)
Recent open market purchases by insiders including $5 million of shares by Blackstone (largest shareholder)
New segment reporting could portend divestitures and/or spinoffs including monetization of Rochester real estate

INVESTMENT RATIONALE
Eastman Kodak emerged from bankruptcy in September 2013 and is barely recognizable from what it was at its heyday. The
old Kodak boasted a globally recognized consumer brand while the new Kodak is primarily focused on commercial imaging. The vast
majority of KODK’s revenues are now derived from businesses that operate a “razor and blade” business with ~80% of revenues
characterized as annuities. KODK reports the results of its operations in seven segments of which five are market focused businesses
including Print Systems (~60% of revenues), Enterprise Inkjet Systems (9%), Micro 3D Printing and Packaging (7%), Software and
Solutions (6%), and Consumer and Film (15%). In addition, Kodak’s IP Solutions segment seeks to monetize KODK’s R&D efforts and
IP (~5,000 patents) while the Eastman Business Park segment includes the real estate operations of its tech center/industrial complex
residing on 1,200 acres of Company-owned land in Rochester, NY.
During 2015, KODK is expected to generate just 10% of its profitability (pre-corporate operational EBITDA) from businesses
facing secular challenges (consumer inkjet and commercial film), well down from the 55% of profits these business represented as
recently as 2013. While some of the decrease is due to the these secular declining businesses, KODK boasts a number of businesses
that are growing rapidly including Sonora, Flexcel NX Packaging, Prosper, Software and Solutions, and Micro 3D Printing that now
represent 22% of Kodak’s revenue up from 12% in 2013.
KODK has aggressively pared its cost structure following its emergence and its 2015 results will benefit from an over
$100 million reduction in SG&A and R&D expenses from recent initiatives. These actions include headcount reductions (~25% reduction
in the past 2 years), facility consolidations, moving certain functions to low cost geographies, renegotiation of third-party expenditures,
and savings from benefit changes, among others. Thanks to its business momentum and an improved cost structure, KODK is poised to
become a significant cash flow generator. During 2015, KODK expects to generate ~$110 million of EBITDA representing a ~65%
increase over 2014 levels (constant currency excl. one-time licensing fees). Importantly, KODK expects to generate positive cash flow
from operations during 2H 2015 and this trend is expected to continue. In our view, KODK’s improving financial picture should enable it
to refinance its high cost debt ($269mm term loan carries an 11.01% coupon).
KODK boasts a number of hidden assets including its Rochester real estate, an industrial park in Brazil (~$50mm market
value), significant NOLs ($1.4 billion) and the potential for a meaningful earnout payment. In 2007, Kodak sold Carestream Health to
Onex (Canadian PE firm). As part of the transaction, KODK is entitled to receive a payment (25% of excess return up to $200 million)
once ONEX realizes an IRR of 25%. Based on our calculations, ONEX’s Carestream investment is just under/right at the 25% IRR
target. Accordingly, our analysis suggests that there is a very high likelihood KODK could receive over $100 million in proceeds and that
$200 million (~40% of KODK’s current market cap!) is not unrealistic. We believe a sale/IPO, etc. of Carestream could occur in the not
too distant future, providing the impetus for a KODK monetization.
KODK’s shares declined by ~35% in the wake of its 3Q 2015 earnings report before retracing some losses recently. While
KODK confirmed its EBITDA outlook for 2015 ($100-$120 million), it cut its 2016 EBITDA outlook to $130-$150 million (previously $175
million) though it is worth noting that it did provide a robust 2017 EBITDA outlook ($180-$210 million). KODK’s reduced outlook for
FY2016 primarily reflects the fact that management has once again pushed out its expectations for a promising touch screen sensor
business. In addition, KODK’s 3Q 2015 10-Q contained language for the first time that revealed there are some potential items (stricter
covenants, investment for growth, global economic conditions) that could make it difficult for KODK to satisfy its covenants (in
December 2015 KODK’s covenants step down to 2.75x vs. 3.25x) going forward. However, KODK noted a number of levers it could pull
to maintain compliance including asset monetizations and refinancing. While KODK’s disappointing FY2016 outlook and covenant
language are disconcerting, we note that there have been significant insider purchases in the wake of the sell off/covenant disclosure
including $5 million in purchases (387k shares; avg. price: $12.65) by Blackstone, which is KODK’s largest shareholder and has
meaningful board representation.
Our estimate of KODK’s intrinsic value is $23 a share (no value for Carestream earnout), representing 82% upside from
current levels. In our view, KODK’s progress is largely going unnoticed by investors (valued at just 3.7x KODK’s 2017 EBITDA outlook)
and we would note that KODK has no formal sell-side coverage. Notwithstanding recent covenant disclosures, KODK boasts a strong
financial position with $438 million of cash (net debt: $191 million). We note that CEO Clarke, who commutes to Rochester from the
west coast, is heavily incentivized to unlock shareholder value with significant restricted stock (grant value of $3 million) and $2 million
of stock options, $1 million of which will be priced in March 2016 (Clarke was among insiders recently purchasing shares - $383k
deployed to purchase 30k shares @ $12.76/share). KODK’s recent 2015 decision to report its results in 7 segments (vs. 2 previously)
suggests that shareholder friendly initiatives (divestitures, spinoffs, etc.) could be on the horizon.
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eBay Inc.
EBAY

Capitalization Summary ($MM)
Price
$28.04
Diluted Shares (MM)
1,223
Market Cap
$34,281
Total Debt
$7,439
Cash & Investments
($8,873)
Enterprise Value
$32,847

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 13.0
52-Week Price Range
$29.83-$22.11
Short % of Float
2.3%
Major Shareholders
Pierre Omidyar 7%
Valuation and Misc. Stats ($MM) 9/30/15
$6,492
Book Value
5.3x
Price/Book Value
$1.90
EPS (ttm)
14.8x
Price/Earnings
$3,522
EBITDA (ttm)
9.3x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2014
$8,790
$2,856
32.5%
$3,538
40.3%

YTD 3Q2015
$6,270
$1,990
31.7%
$2,506
40.0%

Catalysts/Highlights
• Recent spin/sale of PayPal and Enterprise businesses portends refocus on core product and profitability
• Easy comps and ongoing product initiatives present opportunity to exceed 2016 revenue/profit forecasts
• eBay holds a net cash position and is deploying ~100% of free cash flow to share repurchases

INVESTMENT RATIONALE
In July 2015, eBay recorded two milestones in its transformation process with the spin-off of PayPal and the announced
sale of its Enterprise business. As expected, the market reacted favorably to eBay’s deconsolidation moves; shares advanced
31% from just prior to the spinoff announcement in September 2014 until completion. eBay shares have been more volatile in
their first 5 months of independence, with negative sales forecasts and competitive concerns driving down the share price until
eBay’s 3Q15 release in October sent shares rebounding up 16% and within striking distance of initial post-spin highs. eBay
reported revenue growth (5% constant currency) at the top end of prior forecasts and earnings that exceeded guidance, and
eBay’s outlook for 3%-5% cc revenue growth in 4Q15 was also at the high end of prior guidance.
Despite the recent outperformance, eBay shares still trade at just 9.5x 2015E EV/EBITDA or ~14x 2015E free cash flow.
This reflects investor scrutiny over eBay’s long-term prospects as a standalone entity in a rapidly evolving global e-commerce
market. eBay has experienced a marked deceleration in revenue growth in recent years, sliding from 16.1% in 2011 to 9% by
1Q 2014. Then, in May 2014, eBay was hit by a perfect storm: a major security breach requiring all users to reset their passwords,
and Google search engine optimization (SEO) issues negatively impacting traffic. By mid-2015, management had reduced its
organic revenue outlook all the way down to 0%-5% for 2015 and 2016 before forecasting an improvement beyond 2016.
Clearly, eBay is losing share (e-commerce is growing ~15% in the U.S. and globally) and Amazon in particular looms large. But
while the two are clearly direct competitors and Amazon has a growing fulfillment/shipping advantage, we would note that
Amazon is more concentrated in North America (~63% of sales) than eBay (57% GMV international) and eBay holds a network
advantage (~10x sellers; ~3-4x items for sale). eBay is the leading destination for unique and hard to find goods where shipping
is not the driving factor. Amazon’s principal business of direct selling also increasingly competes with its third-party sellers, and
eBay’s seller fees are generally comparable or superior to Amazon’s. For these reasons, small and medium-sized merchants will
likely always maintain a sales channel with independent/third party marketplaces like eBay.
As a newly independent company with new leadership (eBay CEO John Donahoe and CFO Bob Swan retired following
the spin), eBay also appears to be more proactively addressing the competitive issues and investing in its product. eBay’s most
highly-touted new effort is its “structured data initiative,” which aims to collect and categorize more detailed product identification
data for the hodgepodge of 800 million live listings on its site. Importantly, this initiative should start to have an impact on
external SEO on Google and organic traffic over the course of the next 18 months; the categorization creates permanent links to
eBay pages instead of constantly rotating links—boosting search relevance, rankings and click-through conversions. eBay.com
will also leverage this data in its efforts to improve the appearance of its storefront, to revamp on-site search and discoverability
functions, to provide more curated shopping categories, etc. Curated content, the introduction of daily deals and “collections,”
etc. could also help eBay acquire new/differentiated sellers.
Looking forward, the combination of the aforementioned initiatives, eBay’s strong 3Q15 results/4Q15 outlook, and the
sunsetting of the security/SEO issues together suggest eBay’s 2016 revenue outlook for 0%-5% growth (cc) is conservative.
Nonetheless, we project zero revenue growth in 2016 as eBay’s product initiatives take time to impact sales and currency
remains a headwind. Beyond 2016, we project eBay’s growth rate moderates to GDP-type levels of 4%, versus management’s
outlook for higher revenue growth post-2016. From a profitability standpoint, eBay’s operating margin during its first quarter as
an independent company (down 67bps Y/Y despite the dis-synergies) also exceeded expectations. Nonetheless we project
EBITDA margins remain roughly flat from 2015-2018. Assuming only slight multiple expansion to 15x FCF (11x EV/EBITDA) we
estimate eBay’s intrinsic value could reach $40 per share looking out to 2018. This valuation multiple is highly discounted versus
e-commerce peers like Amazon, Mercadolibre, Alibaba, etc. Of course, a significant discount to a faster growing company like
Amazon is warranted. However, we would also note this represents a comparable or discounted multiple versus big box retailers
like Wal-Mart and Target whose margins and growth rates compare unfavorably to eBay. In addition to revenue/margin
outperformance, eBay’s solid balance sheet provides a potential catalyst. eBay’s gross leverage is only ~2.2x 2015E EBITDA,
and after factoring in $8.0 billion in cash and non-equity investments, eBay holds a net cash position. Encouragingly, eBay has
already demonstrated a strong inclination to redirect ~100% of free cash flow toward share repurchases; eBay spent $1.6 billion
on repurchases YTD 3Q15 and $2.4 billion remains authorized. Management currently expects repurchases to continue at a
similar pace going forward. While eBay is restricted from acquiring more than 20% of its shares for two years following the
spinoff, at the current share price we believe the Company could very well approach this level of repurchases.
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Harley-Davidson, Inc.
HOG

Capitalization Summary ($MM)
Price
$45.53
Diluted Shares (MM)
191.9
Market Cap
$8,733
Total Debt
$6,940
Cash
($1,010)
Enterprise Value
$14,663

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
3.5
52-Week Price Range
$67.55-$45.14
Short % of Float
11.3%
Major Shareholders
Insiders ~1%
Valuation and Misc. Stats ($MM) 9/30/15
$2,560
Book Value
3.4x
Price/Book Value
$3.74
EPS (ttm)
12.2x
Price/Earnings
$1,380
EBITDA (ttm)
10.6x
EV/EBITDA
$1.24 / 2.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$5,580
$1,000
17.9%
$1,169
21.0%

2013
$5,890
$1,154
19.6%
$1,321
22.4%

2014
$6,228
$1,281
20.6%
$1,460
23.4%

Catalysts/Highlights
•
•
•

HOG’s increased international exposure, new product launches, and outreach to new demographic
groups should be among the firm’s primary growth drivers during the coming years.
HOG took on additional leverage earlier this year in order to increase and accelerate its share repurchase
activity: 15% of shares to be repurchased with 7% to be bought by year-end.
HOG could become the target of private equity investors.

INVESTMENT RATIONALE
Harley-Davidson, Inc. is a well established provider of motorcycles and related products. It has an operating history of
over a century, made possible by a strong brand, distinctive products, and a highly loyal customer base. The firm now generates
over $6 billion in revenue, and possesses over 50% share of the domestic market. The Company has also expanded its reach
into several other established and emerging markets during recent years, and over one-third of its annual motorcycle sales are
now derived from outside of the United States.
Despite an impressive competitive position and history, recent stock performance has been disappointing (down over
25% during the past year). Price competition within the U.S. motorcycle industry has intensified during recent quarters, and
several of HOG’s competitors have cut prices. These cuts have been particularly pronounced by overseas competitors, reflecting
currency exchange considerations and less robust fundamentals in other developed markets. HOG has historically resisted
discounting as a means of preserving market share; consequently the Company’s financial results and near-term outlook have
been under pressure. These challenges were evident in the 3Q-2015 earnings report which was weaker than expected. In
conjunction with release of quarterly results, HOG’s management reduced shipments guidance for 2015 (expected to be flat to
slightly down for the year). In response to the heightened competition, the firm is also restructuring some of its operations and
allocating the cost savings to areas such as marketing and product development.
Near term results will likely remain challenging for HOG as industry headwinds remain ongoing. However, it is important
to recall that HOG has experienced similar challenges during recent periods of heightened price competition, but market share is
typically recaptured in relatively short order. In fact, this type of scenario has played out on 2 different occasions within the past
15 years. HOG’s market share declined about 300 basis points in 2000, but this share was restored within 2 years. HOG also
lost a similar magnitude of market share during 2008, but regained 850 basis points of share by the end of 2009 (and HOG
shares staged a meaningful recovery as well). It is also worth noting that HOG has remained consistently profitable during these
more challenging periods.
We do not believe near-term headwinds reflect any material impairment in the Company’s standing in the industry or in
its long-term profit potential. Investors are likely overlooking the Company’s underlying profit potential, as well as HOG’s
catalysts for growth during the coming years. We expect competitive conditions within the industry to eventually normalize, which
should allow the Company to reap the benefits of increased shipments and profits. In addition, HOG’s increased international
exposure, new product launches, and outreach to new demographic groups (women, minorities, etc.) should be among the firm’s
primary growth drivers during the coming years. Utilizing normalized assumptions for shipments (annual motorcycle shipments
of 300,000 units, with margins roughly comparable to recent levels) HOG should be capable of generating EBITDA of
approximately $1.8 billion in 2-3 years by our estimates (a 15% improvement from the most recent year). These projections
imply EPS of approximately $5.00, 35% above investor expectations for the current year.
Harley-Davidson has consistently maintained a solid financial profile that has enabled both meaningful investment in
growth and consistent return of cash to shareholders. Since 2010, HOG has more than tripled its dividend to $1.24 per share
(2.7% yield), and it has allocated approximately $2 billion toward share repurchases. The Company reported net debt on its
balance sheet of approximately $5.5 billion as of the most recent quarter. HOG took on additional leverage earlier this year in
order to increase and accelerate its share repurchase activity (15% of shares to be repurchased, about 7% to be repurchased by
year-end). During the past 3 years, HOG’s annual free cash flow has averaged approximately $765 million (implied free cash
flow yield of about 9%).
Our estimate of HOG’s intrinsic value is based on a 2-3 year time horizon. In our view, this produces a more accurate
assessment of long-term profit potential, and helps to underscore the possibility of significant improvements in financial results
during the coming years as sector fundamentals normalize. In order to be relatively conservative, our multiple assumptions
(11x EV/EBITDA, 16x EPS) are toward the lower end of HOG’s historical range. These assumptions produce an estimated
intrinsic value of $77 per share, implying total return potential of over 70%. In the event HOG shares remain depressed for an
extended period, it could also be increasingly likely that the firm becomes the target of private equity investors given its many
attractive traits. Overall, we believe the stock’s discounted valuation offers an attractive opportunity for long-term investors to
purchase a high quality business with several sustainable competitive advantages.
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HealthSouth Corporation
HLS

Capitalization Summary ($MM)
Price
$33.55
Diluted Shares (MM)
101.5
Market Cap
$3,405
Total Debt
$2,824
Cash
($72)
Enterprise Value
$6,158

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.6
52-Week Price Range
$48.37-32.55
Short % of Float
5.1%
Major Shareholders
Insiders 4.5%
Valuation and Misc. Stats ($MM) 9/30/15
$790.2
Book Value
4.3x
Price/Book Value
$1.84
EPS (ttm)
18.2x
Price/Earnings
$631.8
EBITDA (ttm)
9.7x
EV/EBITDA
$0.92/2.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$2,135
$417
19.5%
$506
23.4%

2013
$2,247
$482
21.5%
$552
24.3%

2014
$2,347
$467
19.7%
$578
24.0%

Catalysts/Highlights
• Recently closed acquisitions will be highly accretive to earnings in 2016
• New Home Health segment adds a second growth platform and offers coordinated care synergies
• Strong FCF will allow HLS to rapidly de-lever and pursue incremental M&A or share repurchases

INVESTMENT RATIONALE
HealthSouth is the largest owner and operator of freestanding inpatient rehabilitation facilities (IRFs) in the U.S. HLS has been
extremely active in the 12 months since AAF profiled the Company in last year’s Forgotten Forty. On December 31, 2014, HLS
completed the $675 million acquisition of Encompass Home Health and Hospice, effectively adding a second growth platform in a highly
fragmented industry. HLS paid ~10x EBITDA for Home Health but attractively financed the deal with $400 million of senior notes
(5.75%) and cash on hand, and the deal is expected to add ~$40 million in pretax free cash flow in the first year. Encompass’ top-quality
management team including CEO April Anthony stayed on to lead HealthSouth’s new business segment and senior Encompass
management retained a 16.7% stake in the segment. Encompass operated 107 home health agencies and ranked as the #5 provider to
the Medicare eligible population, but still held just ~2% market share as local independents predominate. Overall there are an estimated
12,000 providers across the country with approximately 95% of agencies reporting under $5 million in annual revenue. Encompass
management built the company through a series of 45 acquisitions over the past decade and HLS plans to continue to take advantage
of the fragmented nature of the industry, following a similar playbook to the one it has successfully executed in the IRF industry. HLS
already completed one additional home health acquisition in November 2015, acquiring CareSouth’s 45 home health and hospice center
portfolio for $170 million. The move into home health also better positions HLS to meet Medicare’s long-term move toward a
coordinated care model by combining adjacent post-acute verticals and going to market with regionally co-located facilities.
Approximately 55% of HLS’s IRF patients were discharged to home health services in 2014, and approximately 59% of HLS’ home
health locations now are within range of HLS hospitals. Home health and hospice now represents ~16% of HLS’ revenue.
As we have detailed in previous reports, HLS’ core independent, standalone IRF business model is superior economically to
the hospital-based IRFs which are still predominant, providing a long runway for HLS to take share. HealthSouth continues to expand its
IRF portfolio both organically and via acquisitions. Most notably, on Oct. 1, 2015, HLS completed the acquisition of Reliant for $730
million in cash. Reliant operated 11 free-standing IRFs with 902 beds in Texas, Ohio, and Massachusetts. After accounting for tax
benefits with an estimated present value of $150 million, HLS paid only ~7x Reliant’s 2014 EBITDA of $82 million. Not surprisingly, the
market reacted favorably to the news, sending HLS shares up 9.5% on the date of the announcement to $47.41. During 2015, HLS also
announced or completed 6 JV agreements with hospitals to take over their IRFs and transition them to freestanding facilities. On top of
this HLS announced 2 de novo IRF constructions.
Despite HLS’ continued progress, shares have plummeted 30% from their August 2015 highs and now trade roughly on par
with the price at which AAF initially profiled the Company in April 2013. This comes despite the surge in adj. EBITDA from $506 million
in 2012 to Company guidance for $675-$685 million in 2015 and our estimate for $746 million (after stock comp.) in 2016. In large part,
the recent declines reflect the sharp downturn in sentiment toward the broader health care sector which has been tarnished by
Affordable Care Act-related cost pressures and the prescription drug pricing headlines. ACA factors have impacted HLS’ Managed Care
and Medicaid businesses (faster growth in lower acuity, lower profit margin patients) but HLS is under-indexed in these segments with
79% of patients covered by Medicare or Medicare Advantage. These factors also contributed to rising Company employee health care
costs in 2015. Overall, HLS reported modestly disappointing results in 2015 to date after investors had been accustomed to years of
quarterly “beat and raise” results. While IRF patient discharge growth has been strong at 8% YTD 3Q15, revenue per discharge growth
has been muted at 1.1% due to the aforementioned negative patient acuity and payor mix changes. IRF segment adj. EBITDA is flat in
2015 due to employee comp. inflation as well as continued growth in compliance costs and bad debt expense due to ongoing delays in
the Medicare claims adjudication process.
After the recent declines in share price, HLS trades at only ~8x 2016E EBITDA or ~10x 2015E free cash flow (maintenance
capex basis). In our view, this is far too cheap for a well-managed market leader in a niche health care business with very stable
margins through full macroeconomic cycles, long-term tailwinds from the growing Medicare eligible population, and a vast expansionary
investment opportunity (new IRF builds plus IRF and home health acquisitions) offering attractive ROIs. Valuing HLS at 8.5x 2018E
EV/EBITDA, we estimate intrinsic value could approach $57/share implying ~21% three-year IRR upside to intrinsic value. In the interim,
HLS continues to produce strong free cash flow with adjusted FCF (maintenance capex basis) projected to reach ~$550 million
($5.40/diluted share) in 2016, aided by HLS’ $393 million in gross NOLs. While HLS’ leverage increased to 4.5x EBITDA after the recent
deals, this still leaves plenty of room for HLS to de-lever while returning capital to shareholders. HLS increased the quarterly dividend by
$0.02/share to $0.23 in October, which at the current share price translates to a meaningful yield of 2.7%. Finally, we believe HLS is an
attractive acquisition candidate as the U.S. Medicare health care system slowly evolves toward a coordinated care model. HLS’
unrivaled strength at the two ends of post-acute care (IRF and home health) offer cost of care advantages versus skilled nursing
facilities and could complement a large post-acute care provider looking to expand its breadth of service offerings.
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International Speedway Corporation
ISCA

Capitalization Summary ($MM)
Price
$34.74
Diluted Shares (MM)
46.6
Market Cap
$1,621.0
Total Debt
$270.9
Cash
($169.2)
Enterprise Value
$1,722.7

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.1
52-Week Price Range
$38.27-$28.54
Short % of Float
10.7%
Major Shareholder France Family 39% econ., 72% voting

Valuation and Misc. Stats ($MM) 8/31/15
$1,360
Book Value
1.2x
Price/Book Value
$1.26
EPS (ttm) – non GAAP
27.6x
Price/Earnings
$179.5
EBITDA (ttm)
9.6x
EV/EBITDA
$0.26 / 0.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
November 30

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$612.4
$122.3
20.0%
$200.1
32.7%

2013
$612.6
$115.5
18.9%
$194.1
31.7%

2014
$651.3
$115.1
17.7%
$194.4
29.8%

Catalysts/Highlights
•
•
•
•

Ongoing improvement in favorable attendance/admissions trends
Significant acceleration in free cash flow beginning in FY2016 following completion of Daytona renovation
Higher dividends and/or meaningful share buybacks due to FCF acceleration and strong balance sheet
Receipt of $66.4 million for note (due March 2016) that was issued to ISCA for Staten Island land sale

INVESTMENT RATIONALE
International Speedway Corporation is a leading promoter of motorsports-themed entertainment activities in the U.S.
ISCA owns and/or operates 13 motorsports facilities. ISCA boasts an attractive business model with a strong base of recurring
revenues. We believe odds are high for a significant return of capital to shareholders via higher dividends and/or share repurchases.
Thanks to a recent broadcast agreement with Fox and NBC that was secured by NASCAR, ISCA has its largest revenue
stream (~47% of revenues) secured for the next 10 years (through 2024) with no minimum ratings guarantees. This revenue source is
very high margin and is expected to increase at a low to mid single digit rate over the term of the contract. In addition to the long-term
visibility provided by the media contract, corporate sponsorships also produce a recurring high margin revenue stream (~14% of
revenues). While sponsorship revenues were under pressure in the wake of the downturn (currently ~40% below peak levels), recent
results have been strong with five consecutive quarters of YoY growth and future prospects are bright. As part of ISCA’s makeover of its
flagship Daytona facility, ISCA has new sponsorship inventory in the form of 5 main “injectors” leading into the facility. To date, the
Company has secured four founding sponsors included agreements with Toyota, Florida Hospital, Chevrolet and Sunoco with just one
remaining to be sold. Notably, the founding partner agreements are believed to be extremely long-term (10+ years) and command
mid-single digit million in revenue on an annual basis with yearly escalators.
While ISCA’s attendance and admission revenues were pressured (~45% below peak levels) subsequent to the collapse of
the housing industry, recent results suggest these adverse trends are beginning to reverse. Through the first 9 months of FY2015, the
average ticket price for all events was $72.50, an increase of 1.2% and management recently reported advanced ticket sales for
4Q FY2015 were pacing 10% ahead of the prior year quarter. While ISCA’s events were impacted by a number of one-time events
during the 3Q FY2015 (capacity constraints for the Coke Zero 400 at Daytona due to renovation and shifting of an event (one year only)
to Sunday vs. Saturday to accommodate NBC’s return to NASCAR) the 2Q of FY2015 marked the third consecutive quarter that ISCA
has experienced an increase in average ticket price. There are a number of factors that should help sustain this momentum including
the debut of the new Daytona facility in 2016 (during its 3Q call, management noted that advanced ticket sales for all of ISCA’s events in
January and February of 2016 are up by double digits with the Daytona 500 currently up over 20%.), the potential for meaningfully lower
fuel prices (increased purchasing power for ISCA’s middle class fan base – who drive ~6 hours on average to attend an event) and
ongoing improvement in the housing and auto industries (key employers of ISCA fans). In addition to improved attendance trends, ISCA
has taken steps to increase its venue utilization. In May 2015, ISCA announced a new strategic partnership to examine opportunities to
develop music and other live events at many of ISCA’s 13 motorsports facilities (two music festivals were held at ISCA’s venues during
3Q FY2015).
ISCA’ One Daytona initiative (mixed-use entertainment development on Company-owned land) located near ISCA’s Daytona
facility could open up a whole new revenue stream. While ISCA is still refining the conceptual design for the first phase, ISCA has
signed two anchor tenants for the project including Bass Pro Shops and Cobb Theaters. While the project is not without its risks, ISCA
has negotiated to receive $40 million in incentives to finance a portion of the ~$53 million of infrastructure required to move forward with
the project, which should aid its returns/minimize its downside.
ISCA is on the cusp of experiencing a significant acceleration of free cash flow. FY2015 will represent the last year that ISCA
will incur significant renovation expenses associated with the ~$400 million makeover of its flagship Daytona property (new facility
unveiled in Feb. 2016). ISCA currently expects that its total capital expenditures to be approximately $180 million in FY2015, but capex
is expected to average ~$75 million in each of FY2016 and FY2017 reflecting the completion of the Daytona renovation. ISCA has
frustrated investors by not deploying its robust balance sheet (net debt/EBITDA: 0.6x) toward additional shareholder friendly initiatives
such as higher dividends, special dividends and/or share buybacks. However, there are a number of factors that should pave the way
for ISCA to unlock value by these means including the new NASCAR media rights agreement, the winding down of Daytona’s major
renovation and the receipt of $66 million as part of a note ISCA holds for its Staten Island land sale. It is also worth noting that the
Company’s Hollywood Casino and Kansas JV continues to perform well owing to market share gains. During ISCA’s 2Q FY2015
earnings report, management increased its expectations for distributions for the casino during the current fiscal year to ~$26 million from
its prior projection of ~$23 million. We believe that ISCA will likely communicate a whole host of shareholder friendly initiatives beginning
as early as the first part of calendar 2016.
Our estimate of ISCA’s intrinsic value is $49 a share, representing 50% upside from current levels. We would not be surprised
if this proves conservative especially if the France Family Group begins to embrace shareholder friendly actions. We would not rule out
the potential for a management buyout, especially with the above mentioned significant cash flow visibility that is capable of servicing a
meaningful amount of debt. It is interesting to note that long time (since 1987) ISCA director J. Hyatt Brown purchased 10k shares (at
$34.78) in July 2015, the first open market purchase by an independent director in many years.
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Interval Leisure Group
IILG

Capitalization Summary ($MM)
Price
$15.51
Diluted Shares (MM)
58.0
Market Cap
$900
Total Debt
$415
Cash
($101)
Enterprise Value
$1,214

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.3
52-Week Price Range
$27.45-$14.48
Short % of Float
6.3%
Major Shareholder Liberty Interactive (Ventures): 29%
Valuation and Misc. Stats ($MM) 9/30/15
$7.93
Book Value per Share
2.0x
Price/Book Value
$1.33
EPS (ttm)
11.7x
Price/Earnings
$182
EBITDA (ttm)
6.7x
EV/EBITDA
$0.48/ 3.1%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
EBITDA
Margin
FCF
Margin

2012
$473
$157
33.2%
65
14%

2013
$501
$166
33.2%
95
19%

2014
$614
$175
28.5%
92
15%

Catalysts/Highlights
•
•
•

Heavy insider buying at IILG underscores its depressed valuation
The upcoming S-4 filing will provide expanded disclosure about the Vistana merger
The share distribution to Starwood shareholders in 2Q 2016 will result in the last round
of selling pressure

INVESTMENT RATIONALE
Interval Leisure Group is a leading timeshare company that operates through two business segments. Its Exchange &
Rental segment (86% of 2014 EBITDA; 31% EBITDA margin) owns Interval International, a timeshare exchange network
comprised of more than 2,900 resorts in 80 countries, serving 1.8 million members worldwide. It also manages the Hyatt
Residence Club and the Trading Places timeshare exchange networks, as well as a vacation rentals business where it is the
largest operator of resorts in Hawaii. This segment earns predictable fee revenues and high margins. While the recent pick-up in
resort development activity after a multi-year slump bodes well for IILG, the Company is seeing a negative mix shift from
traditional members to corporate members, who transact less. Organic revenue growth was flat in 3Q 2015.
IILG’s lower-margin Vacation Ownership segment (14% of 2014 EBITDA; 19% EBITDA margin) engages in sales,
marketing and financing of vacation ownership interests and in the management of vacation ownership resorts. Recent growth
has been driven entirely by the Hyatt Vacation Ownership acquisition, partly offset by FX headwinds at its European operations
due to the strong U.S. dollar. Organic revenue trends have been flat here as well.
IILG shares underperformed the market by a wide margin this year, dropping 26% while the S&P 500 fell 1%. An
initially pricey acquisition, compounded by poor communication by management, contributed to a 25% decline in IILG shares
from their pre-deal close. Investors now have the opportunity to buy IILG, and the business it is acquiring, at very attractive
valuations.
In late-October 2015, IILG announced a transformative, although controversial, deal to acquire Vistana, the vacation
ownership business of Starwood Hotels (HOT), for $1.5 billion in stock (72.4mm IILG shares) and cash ($134mm). IILG
shareholders responded unfavorably to the merger for a couple of reasons. First, with Vistana (14% EBITDA margin), IILG’s
Vacation Ownership segment will jump to 49% from 14% of EBITDA. Vacation ownership has less predictable revenues and
lower margins. Second, IILG paid 12x trailing EBITDA for Vistana at a time when its own shares were valued at 8x, and will
finance the vast majority of the deal by issuing new IILG shares.
As IILG’s stock price fell over the subsequent weeks, management provided two updates on the merger, disclosing
incremental information each time. Vistana’s assets will come with $415 million in vacation ownership receivables which
management will securitize shortly after the deal closes, realizing $400 million in cash. In addition, Starwood Hotels is
transferring five world-class resorts to IILG, worth roughly $200 million. These resorts generate very little EBITDA and
management will develop them as timeshare properties.
IILG’s management argued that the above-referenced $400 million and $200 million should be subtracted from the
$1.5 billion deal value, resulting in an acquisition multiple of 7.2x trailing EBITDA. We, however, largely disagree with
management’s presentation, as securitizing receivables and selling developed properties is how Vistana recycles capital to
reinvest back into the business. Vistana would not generate its projected 12.5% EBITDA CAGR through 2018 if the $600 million
in proceeds were stripped out of the business.
Management’s poor/unwise communication of the deal temporarily tarnished their credibility, contributing to IILG now
being valued at a depressed 6.7x trailing EBITDA. Moreover, because 91% of the Vistana deal is being financed with new IILG
shares, at the current (lower) share price, Vistana is being acquired for just 6.1x 2018 midpoint EBITDA.
Subsequent to the Vistana announcement, a total of six officers and three directors collectively deployed $2.1 million to
purchase 139,000 shares of IILG (avg. price: $15.30 per share). Chairman and CEO Craig Nash’s purchases totaled $1.0 million
for 67,000 shares (avg. price: $14.95 per share). The magnitude and breadth of the buying is a strong signal that insiders
believe IILG is undervalued and that Vistana will generate strong growth and is being acquired at an attractive valuation.
In an interesting twist to the story, less than a month after IILG announced the Vistana deal, Marriot International (MAR)
announced it will buy Starwood Hotels (HOT). Since 71 million new IILG shares will be distributed to HOT shareholders to
acquire its Vistana unit, many of these shares will now end up in the hands of arbs, potentially contributing to selling pressure in
IILG when the deal closes.
We value the legacy IILG business at 8x 2018 EBITDA (assuming its EBITDA grows by 5% annually, largely driven by
expense savings), and Vistana at 7x 2018 midpoint EBITDA, resulting in an intrinsic value of $22 by 2018, for a 42% upside.
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Kohl’s Corporation
KSS

Capitalization Summary ($MM)
Price
$46.76
Diluted Shares (MM)
192.0
Market Cap
$8,980
Total Debt
$5,140
Cash
($501)
Enterprise Value
$13,619

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
3.7
52-Week Price Range
$79.60-$41.86
Short % of Float
11.7%
Major Shareholders
Insiders~1%
Valuation and Misc. Stats ($MM) 9/30/15
$5,677
Book Value
1.6x
Price/Book Value
$3.76
EPS (ttm)
12.4x
Price/Earnings
$2,580
EBITDA (ttm)
5.3x
EV/EBITDA
$1.80 / 3.8%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
January 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$19,279
$1,890
9.8%
$2,723
14.1%

2013
$19,031
$1,742
9.2%
$2,631
13.8%

2014
$19,023
$1,689
8.9%
$2,575
13.5%

Catalysts/Highlights
•
•

In order to reinvigorate the Company’s results, management outlined its new “Greatness Agenda” strategy in 2014.
The beneficial impact of several ongoing strategic initiatives are just now starting to have a meaningful impact on
results, and this should likely accelerate over the next 12-18 months.
• KSS owns 36% of its stores. The owned stores by themselves could be worth at least over $6 billion, which by itself
represents over 60% of the Company’s total market capitalization.
INVESTMENT RATIONALE
Kohl’s Corporation is a major operator within the retail sector. KSS operates over 1,100 stores across the United States
and it generates annual revenue of over $19 billion. Its product mix consists of a wide range of apparel, accessories, and décor.
Its merchandise is moderately priced, and designed to appeal to value-conscious families. As of the most recent fiscal year, KSS
possessed over 83 million square feet of retail space. A typical Kohl’s store has approximately 88,000 square feet of retail
space, but smaller stores can range from 55,000 to 68,000 square feet. KSS owns 36% of its store locations.
Kohl’s has reached an important point in its history. After many years of brisk growth, KSS has entered into a more
mature phase. Slowing growth trends have been exacerbated by disappointing comparisons for same store sales (SSS) and
margins. Moreover, the competitive conditions within the sector have been further complicated by the emergence of
e-commerce. In order to reinvigorate the Company’s operations and financial results, management outlined its new “Greatness
Agenda” strategy in 2014. The Greatness Agenda is designed to yield improved sales performance via a differentiated shopping
experience for its customers. This strategic approach is based on 5 key goals: Amazing product, incredible savings, easy
experience, personalized connections, and winning teams.
In conjunction with The Greatness Agenda released last year, management also outlined some future objectives for the
Company’s financial performance. The ultimate goal of the firm’s revamped strategy is to help the firm return to sustainable longterm sales growth. Management has targeted a sales goal of $21 billion by 2017, representing an increase of over 10% relative
to the revenue generated in 2014. In addition to sales growth, KSS is targeting modest gross margin expansion via improved
inventory management and an overall improvement in operating leverage. The Company’s overall operating margin goal for
2017 is 9% (roughly in line with recent levels). We would expect the rate of store expansion to remain relatively modest.
In our view, investors have placed undue emphasis on recent results and have drawn incorrect conclusions regarding
Kohl’s long-term competitive position and earnings power. Despite a moderate pace of store growth during the coming years,
growth in profits and cash flow should be positioned for a rebound. Importantly, the beneficial impact of several ongoing strategic
initiatives (expansion of beauty and wellness, the new loyalty program, etc.) are just now starting to have a meaningful impact on
results, and this should likely accelerate over the next 12-18 months. Utilizing relatively conservative sales and margins
expectations (relatively flat margin trends and low single-digit revenue growth), and assuming a somewhat normalized economic
backdrop, we believe KSS can achieve EBITDA and EPS of roughly $2.8 billion and $5.00 by FY 2017, improvements of
approximately 10% and 15% relative to expectations for the current year.
Management regards maintenance of its investment grade credit ratings as a strategic priority. KSS has historically
generated ample free cash flow, and free cash flow levels reached $1.3 billion during the most recent fiscal year (implying a 15%
free cash flow yield relative to its current market capitalization). KSS’ cash generation has allowed it to return significant capital
to investors via dividends and share repurchases. KSS began issuing dividends in 2011, and the dividend has grown 80% since
then. KSS has also repurchased over 50% of its shares outstanding since 2006. The firm’s substantial real estate holdings
further bolster its financial position. KSS owns 36% of its stores, in addition to owning its corporate headquarters and the
majority of its distribution centers. The owned stores by themselves could be worth at least over $6 billion (based on recent
transactions), which by itself represents over 60% of the Company’s total market capitalization.
KSS shares have clearly fallen out of favor during recent month: KSS shares have now declined 40% from highs
achieved last April. Importantly, our FY 2017 projections are designed to be conservative and KSS could potentially exceed its
objective with continued strategic progress. Based on our expectations for FY 2017, KSS shares are trading at roughly a 9x P/E
multiple and an EV/EBITDA multiple of 4.3x (both toward the bottom of KSS’ historical valuation ranges). In our view, these
historically depressed valuation levels reflect ongoing investor skepticism pertaining to recent sales results and the lowered
expectations for future progress. Assuming valuation multiples of 15x EPS and 6.0x EV/EBITDA (applied to our FY 2017
projections) produces a blended estimate of intrinsic value of roughly $75 per share, implying total return potential of over 60%.
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Legg Mason, Inc.
LM

Capitalization Summary ($MM)
Price
$38.12
Diluted Shares (MM)
107.7
Market Cap
$4,106
Total Debt
$1,060
Cash
($1,110)
Enterprise Value
$4,056

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 1.3
52-Week Price Range
$59.19-$37.84
Short % of Float
4.1%
Major Shareholder

Trian 10%

Valuation and Misc. Stats ($MM) 9/30/15
$4,485
Book Value
0.9x
Price/Book Value
$2.81
EPS (ttm)
13.6x
Price/Earnings
$586
EBITDA (ttm)
6.9x
EV/EBITDA
$0.80 / 2.1%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
March 31

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$2,550
$300
11.8%
$387
15.2%

2014
$2,689
$431
16.0%
$494
18.4%

2015
$2,761
$498
18.0%
$553
20.0%

Catalysts/Highlights
•
•
•

LM’s business has stabilized, and its strong fund performance profile positions the firm for
significant growth in assets.
Future growth initiatives and improving operating leverage should yield continued profit
improvements that may exceed investor expectations.
The Company has reduced its share count by 34% since 2010. We would expect buybacks to
remain a recurring theme going forward.

INVESTMENT RATIONALE
Legg Mason, Inc. is a well established firm in the asset management industry. The Company has significant scale and
offers a wide range of investments products. As of November-2015, LM had $691 billion in AUM (assets under management)
spread across a variety of equity (28%), fixed income (54%), and money market (18%) strategies. LM has undergone significant
changes over the past 10 years. Through its affiliates, LM caters to both institutional and retail investors (client mix of AUM is
76% institutional and 24% retail).
After experiencing several decades of robust growth, Legg Mason encountered meaningful challenges related to poor
investment performance, declining AUM, and depressed profitability. Several catalysts for change have allowed the firm to
regain its footing during recent years. These catalysts have included management changes, Company restructuring, a revamped
strategy, and the involvement of activist investor Nelson Peltz. Peltz has since left the board after an amicable relationship with
LM, but his firm continues to be among the Company’s largest shareholders (10%). Much of Peltz’s influence can be seen in
Legg Mason’s operational progress and significant return of capital to shareholders. LM has retained a solid financial position
throughout the Company’s turnaround efforts of recent years, illustrated by minimal leverage and meaningful free cash flow
generation. As of the most recent quarter, net debt stood at a modest $481 million. As a matter of Company policy, LM returns a
majority of its cash generated from operations to its shareholders via repurchases and dividends. LM’s annual dividend of
$0.80 per share has nearly doubled just since 2013. The greatest share of cash flow has been allocated to LM’s ongoing share
repurchase program. The Company has reduced its share count by 34% since 2010. We would expect buybacks to remain a
recurring theme for the foreseeable future.
LM has entered a new phase of its history, characterized by efforts to stabilize its business and regain growth. Some
eventual normalization in industry fundamentals (such as a rotation back to active managers) should eventually provide a
tailwind for AUM and profits. Additionally, LM should be well positioned to grow AUM and reap the benefits of improving
operating leverage given the strong performance profile of its funds. As of September 30th, over 80% of LM’s strategies
(measured by AUM) were outperforming benchmarks on a 3-year, 5-year, and 10-year basis. Importantly, LM also has
significant Company-specific growth opportunities that should benefit long-term financial results (investments in new products,
entering new markets, etc.). Just during the most recent fiscal year, LM launched 23 new products. A noteworthy source of
potential growth for LM is its recent entry into the ETF industry. ETFs have been an area with robust growth since the 1990s, but
LM’s overall presence in the ETF market has been relatively modest.
Ultimately, we estimate LM’s earnings power could result in annual EPS of over $3.50 by FY 2017. By our projections,
mid-single-digit revenue growth, combined with gradual margin expansion (reflecting positive operating leverage) and continued
share repurchases should make this scenario attainable. To put this earnings improvement in additional context, LM’s EPS was
running closer to $1.50 as recently as 2012. Share performance and valuation have begun to reflect this progress to some
degree as shares have advanced 45% over the past 4 years. Since originally profiling LM shares in Asset Analysis Focus in
October 2012, the stock has appreciated by approximately 50%. Yet, shares have experienced a significant pull-back during
recent months (down 35% from February highs), likely reflecting concerns over financial market fundamentals and the potential
ramifications for LM’s future business outlook. In our view, this recent pullback represents an attractive buying opportunity for
investors. LM has made substantial operational progress, and investors appear to be overlooking this progress along with the
Company’s meaningful opportunities for additional profit improvement in the future.
In estimating intrinsic value for LM, we utilize a price/AUM approach (adjusted for asset class mix). In the case of LM,
we have assumed a blended price/AUM multiple of approximately 1% (we have assumed a 2% multiple for the equities
business, a 1% multiple for the fixed income business, and no value for LM’s money market business). This 1% blended multiple
implies an intrinsic value of $64 per share for LM implying total return potential of 70%. This estimate also implies a 17.0x P/E
relative to our projection of FY 2017 EPS (LM has typically traded at a P/E multiple of 15x-20x over the past 5 years). This
estimate assumes no growth in AUM beyond current levels, but does account for continued stock buybacks at rates comparable
to recent years. However, applying just modest growth to AUM during the next 2-3 years could make an intrinsic value of at least
$70 per share achievable.
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Liberty Broadband Corporation
LBRDA

Capitalization Summary ($MM)
Price (Class A)
$48.96
Diluted Shares (MM)
103.9
Market Cap
$5,086
Total Debt
$372
Cash
($643)
Enterprise Value
$4,814

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.1
52-Week Price Range
$58.13-$44.08
Short % of Float
1.5%
Major Shareholders
John Malone 9%, 47% voting
Valuation and Misc. Stats ($MM) 9/30/15
$5,697
Net Asset Value (est.)
0.8x
Price/Book Value
NM
EPS (ttm)
NM
Price/Earnings
NM
EBITDA (ttm)
NM
EV/EBITDA
NM
Dividend Rate / Yield

Net Asset Value Post-Merger Projections:

CHTR shares post-TWC/BHN
Current Price
Charter Investment Value
Net Debt and Other Assets
Diluted Shares – 2016E
Net Asset Value per Share

$MM
59.8
$174.81
$10,453
($329)
182.5
$55.49

Catalysts/Highlights
• Completion of major plant investments at CHTR driving industry-best rev. growth and faster FCF expansion
• Anticipated completion of TWC/Bright House transactions in 2016 should allow investors to refocus on long
term synergy potential from Charter increasing its scale by nearly 300%
• Potential LBRD share repurchases by LBRD or Charter and eventual Reverse Morris Trust tax-free
combination should eliminate LBRD discount to NAV

INVESTMENT RATIONALE
Spun off from Liberty Media in November 2014, Liberty Broadband is “cable cowboy” John Malone’s new vehicle for investing
in the U.S. cable industry. With a 26% equity stake in Charter (acquired in May 2013), LBRD offers a proxy investment at a discount in
Charter—a well managed cable company attempting to lead a massive consolidation of the industry. After being trumped by Comcast in
its bid to acquire Time Warner Cable (TWC) in Feb. 2014, Charter later reached complex subscriber acquisition/swap agreements with
TWC/Comcast to facilitate the merger. But Comcast was forced to withdraw the deal in April 2015 in the face of FCC/DOJ opposition.
As we previously noted, Charter was in a win-win position and Comcast’s exit opened the door for Charter to acquire all of TWC.
In May 2015, Charter reached an agreement to acquire TWC for ~$197/share or $57 billion in roughly half cash, half stock in a
deal valuing TWC at $79 billion including debt. Unfortunately, Charter was forced to bid faster and more aggressively for TWC than
expected due to unexpected competition from European operator Altice, which entered the U.S. in 2015 with huge M&A ambitions. The
final TWC transaction multiple was ~9.1x 2014 EV/EBITDA compared to a 7.125x EV/EBITDA multiple on the abandoned carve-out
transactions with Comcast/TWC. However, Charter was in a unique position to extract favorable terms from Comcast in the prior deal,
and the new TWC multiple falls to 8.3x 2014 EV/EBITDA after adjusting for tax benefits and projected synergies of $800 million. Charter
also reaffirmed the deal to acquire Bright House Networks (announced in March 2015) for $10.4 billion or an attractive 7.6x 2014
EBITDA and <6.5x after synergies and tax benefits. Bright House has a high speed broadband network and a 2.5 million customer base
principally in Florida. Charter still awaits official approval from the FCC and DOJ with an uncertain expected close date, but the deal has
generated less push-back from the industry and does not appear to present the same antitrust concerns as Comcast/TWC.
To help fund the transactions and minimize the dilution to its CHTR stake, LBRD will purchase $5.0 billion of additional Charter
stock at an average of ~$176/share—representing an attractive double-digit discount to Charter’s 2015 highs. This will be supported by
$4.4 billion of investments in LBRDK shares by outside investors including Liberty Ventures. Importantly, the latter deals were also
attractively struck (for LBRD shareholders) at LBRD’s then-current estimated NAV (principally reflecting CHTR’s stock price) of
$56.23/share versus LBRDK’s then-current share price of ~$52 and LBRD can reduce this share issuance by up to 25% via incremental
debt financing. Following the transactions, Liberty would hold ~19% of the New Charter including ~25% voting stake via proxies.
Together, these deals will drastically expand Charter’s footprint from 6.6 million customer relationships to approximately
25 million. Given this scale, Charter’s initial TWC synergy target of $800 million appears highly conservative at just ~3% of combined
opex. By comparison, Altice is targeting $900 million in non-programming synergies or ~30% of opex ex-programming costs from its
Cablevision acquisition which adds just 3.1 million customers. In terms of revenue and profit outlook, historical Charter continues to post
~3% annual broadband penetration growth, and with penetration still just 42.7% of homes passed (3Q15) the runway appears long.
While video penetration is declining modestly (50 bps Y/Y), at 32.9% Charter is already at a low base and faces above-average satellite
competition. Combined with price optimization strategies and SMB growth, this is enabling Charter to grow revenue at high-single digit
rates (7% YTD). Bright House is growing at similar rates, and although TWC results have been somewhat more sluggish (3.5% revenue
growth YTD), TWC has comparable penetration stats and should see similar benefits to what Charter is currently reaping from its
network upgrade once TWC’s upgrade is complete. Nonetheless we conservatively project only mid-single digit annual revenue growth
and ~100 bps in annual pro forma EBITDA margin expansion going forward. At 8.5x 2019E EV/EBITDA, we estimate New Charter’s
intrinsic value could reach $300/share. LBRDA shares currently trade at a 10% discount to NAV. Valuing LBRDA at 2019E NAV, we
estimate NAV could reach $95/share implying ~17% IRR from 2015-2019. It is also worth noting Liberty Chairman John Malone has
stated his belief that LBRD can generate a high-teens or low-20% IRR on its investment in Charter over the long term.
There are multiple catalysts for LBRD’s discount to NAV to close over time. A tax-free Reverse Morris Trust combination of
LBRD into Charter is almost certainly the end-game, and should eliminate the discount to NAV (or even garner a premium). In the
interim, Charter’s free cash flow growth should be a major catalyst as Liberty or even Charter could repurchase LBRD shares to exploit
the discount. Current Charter has already seen capex decline 24% YTD to 17.8% of revenue versus 24.9% in 2014, as the heavy capex
to upgrade its cable plant is essentially complete. New Charter FCF should follow a similar growth pattern over the next couple years as
TWC’s major network investments are completed, further aided by Charter’s NOLs (~$9.5B). In addition to the long term benefits from
major plant upgrades and creating completely two-way, all-digital access points, Charter also expects to generate significant capex
savings over time from the move to next-generation set top box strategy with cloud-based video/security features. Interestingly, while we
put almost zero weight on the always optimistic long-term projections disclosed in deal proxies, Charter/TWC project pro forma
consolidated capex to fall to <12% of revenue by 2019 (we project 14%). Another long term revenue opportunity is TWC’s right to utilize
Verizon’s wireless network to offer a MVPD product, opening the potential to expand to a quadruple play service offering over time.
There is also the long term potential for CHTR to revisit assets swaps with Comcast to improve their respective footprint densities.
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Liberty Global
LBTYK

Capitalization Summary ($MM)
Price (Class C)
$38.38
Diluted Shares (MM)
885.9
Market Cap
$34,001
Total Debt (LGI tracker)
$44,722
Cash
($873)
Enterprise Value
$77,850

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
4.1
52-Week Price Range
$54.74-$38.08
Short % of Float
12.4%
Major Shareholders
John Malone 3%, 10% voting
Valuation and Misc. Stats ($MM) 9/30/15
$11,641
Book Value
2.9x
Price/Book Value
NM
EPS (ttm)
NM
Price/Earnings
$7,831
EBITDA (ttm)
9.9x
EV/EBITDA
NM
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
Adj. EBITDA
Margin

2012
$768
$214
27.9%
$236
30.7%

2013
$854
$223
26.1%
$246
28.9%

2014
$938
$226
24.1%
$299
31.8%

Catalysts/Highlights
• Improving economic backdrop and continued high speed Internet buildout should provide earnings tailwind
• Recent content investments expand opportunities to grow proprietary Internet-delivered video products
• Liberty could revisit a combination/swap with Vodafone or pursue additional M&A in Europe

INVESTMENT RATIONALE
Liberty Global is the leading cable systems operator in Europe with 53.2 million subscription services (RGUs) including
22.8 million video, 16.6 million broadband, and 13.8 million telephony (wired plus wireless). Unsurprisingly for a Company effectively
controlled by 74 year old cable industry maverick John Malone, Liberty has been busy since AAF initially profiled the Company in
September 2014. In October 2014, Liberty announced the creation of a tracking stock for its Latin American assets (LiLAC). Liberty also
continues to make strategic content investments, recently acquiring a 3.4% stake (in parallel with Discovery Communications) in leading
independent studio Lions Gate for $195 million. Liberty CEO Michael Fries will join John Malone and Discovery CEO Zaslav on the
board. LGI also increased its stake in leading British broadcaster ITV to 9.9% during 2015.
Most recently, on November 16, 2015, Liberty announced the all-stock acquisition of leading Caribbean and Panama
cable/telecom operator Cable & Wireless Communications plc (CWC) for approximately £3.6 billion (~86p/share in LBTYA/LBTYK stock
and a 3p dividend) or £5.4 billion including debt. This followed CWC’s acquisition of competitor Columbus International for $3.3 billion in
March 2015. John Malone was a top shareholder of Columbus and retained a 13% stake in CWC following their combination. Malone
will accept a discounted 79p/share offer that includes a mix of LiLAC stock, while former Columbus execs John Risley and Brendan
Paddick (23% shareholders in CWC) will receive a 69p/share LiLAC-heavy mix. This translates to a blended multiple of 10.7x TTM
3Q15 EV/EBITDA including $125 million in previously projected cost synergies from the CWC/Columbus merger. The headline multiple
appears rich, but this does not include potentially substantial revenue and cost synergies beyond the initial cost synergies projected
from the CWC/Columbus tie-up. The deal massively increases LiLAC’s scale by nearly 200% from 3.5mm RGUs to 9.9mm RGUs and
puts the business in position to further consolidate the region. LiLAC now expects to generate low double digital annual OCF growth of
the rebased platform. The acquired assets will be attributed to LiLAC, but LBTYA will receive an estimated 67% inter-group interest in
LiLAC in exchange; CWC shareholders will own 11% of Liberty Global.
In the core European business, Liberty continues to have an attractive long-term growth runway, aided by its best-in-class
broadband speeds and favorable macro tailwinds from the broad under-penetration of high speed broadband and digital video in
Europe. Liberty has consistently added close to 1 million broadband subs/year and most recently added another 201k broadband RGUs
in 3Q15, translating to ~5% annual growth. UK and Germany in particular have been showing strong broadband growth. In February
2015, LBTYA unveiled plans for Virgin Media to extend fiber-to-the-premises (FTTP) to an additional 4 million homes in the UK (~30%
expansion). Virgin Media still has only ~20% share of the UK retail broadband market but is offering current speeds of 200 mbps or ~3x
that of telco competitor BT with a roadmap toward 1 gbps service. LBTYA expects to generate a high IRR on the project and the
Company expects similar build-outs across Europe over time. While Liberty’s video sub base has steadily posted modest annual sub
losses since 2007, we believe the business still represents a growth opportunity from a profitability perspective. Liberty continues to roll
out its increasingly powerful next-generation Horizon TV Everywhere platform, and penetration is still only 20% of its video sub base.
Liberty is also slowly but steadily evolving toward triple-play or quad-play mobile offerings in its various regions, beginning with MVNOs.
Liberty now offers mobile service in 10 countries and mobile contributed an 8% share of revenue in 3Q15, up 18% YTD. Overall, 39% of
Liberty’s customers are still only taking one product with triple play penetration just 45% of customers, offering attractive long-term
upside. From a pricing perspective, Liberty also appears to have plenty of room. ARPU per customer relationship increased 5% Y/Y
(rebased, constant currency) in 3Q15 and is still just €39.59.
Liberty Global shares have declined markedly from over $54/share (C shares) as recently as August 2015. This reflects weak
2Q15 results and some competitive pressures in Europe, but in large part, we believe the recent declines reflect an outflow of “hot
money” as expectations collapsed for a once widely-anticipated merger with Vodafone. The discussions between the two parties had
been a poorly kept secret from late 2014 until Vodafone publicly announced it was suspending negotiations in late September. At the
current price, LBTYK shares still trade at approximately 10x EV/EBITDA. While this may not look overly appealing on the surface,
Liberty has a clear path to continue to grow revenue at low-to-mid single digits and OCF at high single digit rates for years to come. With
Malone’s leveraged free cash flow philosophy, a record low cost of debt (currently 5.2%), and an expected decline in the capex rate
over time, this should translate to double digit annualized free cash flow growth. We would also note the flurry of M&A activity in the
industry globally has also led to expanded transaction multiples, and Vodafone CEO Colao has not dismissed restarting talks with
Liberty. Longer term, we would not even rule out a cross-Atlantic merger with the likes of Charter or Comcast. In the meantime, the
Company continues to repurchase shares at a rate of ~$2 billion/year. Applying a 9.5x 2018E EV/EBITDA multiple to the Liberty Global
tracking stock entity, we derive a forward-looking intrinsic value estimate of ~$57/share or 48% above the current Class C share price.
This translates to roughly 14x 2018E free cash flow, which we view as reasonable for such a unique, high quality asset.
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Liberty Interactive Corporation (QVC Group)
QVCA

Capitalization Summary ($MM)
Price
$26.69
Diluted Shares (MM)
466
Market Cap
$12,438
Total Debt
$5,691
Cash
($527)
Enterprise Value
$17,602

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
2.5
52-Week Price Range
$31.62-$24.72
Short % of Float
0.7%
Major Shareholder

John Malone: Econ. 6%; Voting: 37%

Valuation and Misc. Stats ($MM) 9/30/15
NA
Book Value
NA
Price/Book Value
$1.82
EPS (ttm)
14.7x
Price/Earnings
$1,906
EBITDA (ttm)
9.2x
EV/EBITDA
Nil/ NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$8,623
$1,181
13.7%
$1,821
21.1%

2014
$8,801
$1,222
13.9%
$1,886
21.4%

Catalysts/Highlights
•
•
•

Recent expansion into France and potential expansion into other international markets
Acquisition of zulily presents the opportunity for meaningful revenue and cost synergies
The possibility of a combination with peer HSN, which would offer meaningful cost synergies

INVESTMENT RATIONALE
QVC Group markets and sells a wide variety of consumer products in the U.S. and international markets by means of
its televised programs and via the Internet through its domestic and international websites and mobile apps. During 2014, QVC
generated $8.8b of revenues with 69% generated in the U.S. and 31% overseas. QVC Group’s April 2015 letter to shareholders
stated: “QVC Group is a focused pure-play in the multi-channel retail space which we think will help it get the attention it well
deserves from the financial community. We expect the prevalent and growing trend of video consumption on any device to drive
growth in existing and new markets.” In 2015 QVC introduced an adjusted net income metric to make it easier for investors to
understand QVC’s strong underlying financial results (QVC incurs ~$322mm in non-deductible acquisition amortization annually)
and by this measure QVC’s EPS was $1.82 (LTM September 2015) translating to a current P/E ratio of less than 15x. In our
view, this represents a very attractive valuation for a highly profitable retailing business (20%+ EBITDA margins).
We have long been attracted to QVC’s favorable business model that drives recurring sales thanks to its high customer
retention rates (89%) and loyalty with nearly 90% of orders coming from repeat customers. As testament to QVC’s customer
loyalty, we note that every new customer cohort (group of customers by year of acquisition) since QVC’s inception in the 1980s
continues to contribute to QVC’s results. We do not believe there are many retailers that can boast this distinction or have the
data to support it. In contrast to popular belief, QVC customers boast above average household income and net worth and
purchase ~24 items per/year while spending nearly $1,400 annually (best customers spend $3k-$4k per/year on average).
Between 2009-2014, QVC’s consolidated revenue (constant currency excludes new markets) increased by 3.7% (3.6%
on a YTD basis through 3Q 2015) while expanding EBITDA margins at a rate of 18bps per year (20 bps YTD). A key driver of
QVC’s growth has been e-commerce sales (Internet, mobile, tablet, etc.). During 3Q 2015, QVC’s mobile orders increased by
36% and represented 53% of all e-commerce orders, well up from 43% in 3Q 2014. Notably, ~60% of QVC’s Internet sales were
derived from items not featured on the air that day, which has a favorable profitability impact (no distributor commission).
International expansion should provide QVC a nice growth avenue going forward and QVC expects to enter a new
market every 18-24 months. QVC most recently entered France (Summer 2015), and that country offers a number of favorable
characteristics including its position as the 5th largest economy. In addition, the per capital GDP of $35k in France is 18%
greater than Italy while its disposable income per household is similar to Germany. QVC’s expansion into China in 2012 via a JV
still holds a great deal of potential and the business should begin to start generating a profit as it has significantly expanded its
distribution. During 3Q 2015, the China JV posted local currency revenue growth of 43%, representing the highest growth in two
years. The JV now has distribution to 111 million homes, up 152% from 2012 (44 million homes). While the distribution gains
have been impressive, there is room for further growth as there are 225 million cable TV homes in China.
In October 2015, QVC acquired Internet retailer zulily for ~$2.1 billion (half stock/half cash) with QVC issuing
~40 million shares to fund the transaction. While the multiple looks pricey based on zulily’s 2015E EBITDA (20x), management
believes that there are meaningful synergy opportunities beyond the $35 million in potential run rate cost savings it expects to
achieve by 2018. Accordingly, the multiple paid could decline markedly with a modest amount of revenue synergies. While the
deal is not without its risks, zulily’s business model is similar to QVC’s with a similar customer base in terms of purchasing
behavior. Interestingly, there is little customer overlap with just 6% of zulily customers having ever shopped on QVC, providing
an opportunity to drive these customers to the more profitable QVC platform. In addition, zulily customers are younger (20-45
years old) compared with QVC customers (35-65), which could help broaden QVC’s customer base.
Since the creation of the QVC Group stock (including predecessor, Liberty Interactive Group) in May 2006, Liberty
Interactive has repurchased $5.9 billion in shares, representing approximately 39.4% of the shares outstanding at the time of the
creation of the QVC Group stock. While zulily increases QVC’s leverage to 2.9x (above 2.5x target), we believe its strong cash
generating abilities should enable it to delever quickly setting the stage for a resumption of aggressive share buybacks.
QVC boasts a very strong financial position and it is worth noting that with the exception of $346 million of exchangeable debt
(1% coupon), QVC has no near term maturities and its weighted average cost of debt is 4.1%.
Our estimate of QVC Group’s intrinsic value is $35 a share (valuing QVC at 9x our 2017E EBITDA), representing 30%
upside from current levels. We believe that there are a number of factors that could drive upside including greater than
anticipated revenue/cost synergies associated with the zulily acquisition, significant traction in newly entered markets, as well as
expansion into new ones, and a combination with 38% owned peer HSNI (meaningful synergies).
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Liberty Media Corporation
LMCK

Capitalization Summary ($MM)
Price (Class C)
$36.87
Diluted Shares (MM)
338
Market Cap
$12,588
Total Debt
$1,250
Cash
($433)
Enterprise Value
$13,405

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Vo. (LMCK)
0.7
52-Week Price Range
$40.61-$32.18
Short % of Float
NM
Major Shareholders
John Malone 10%, 47% voting
Valuation and Misc. Stats ($MM) 9/30/15
$14,979
Net Asset Value
0.84x
Price/Book Value
NM
EPS (ttm)
NM
Price/Earnings
NM
EBITDA (ttm)
NM
EV/EBITDA
NM
Dividend Rate/Yield

Net Asset Value Estimates:

SIRI Investment Value
LYV Investment
Atlanta Braves @ Forbes Valuation
Other Public & Private Assets
Debt (pro forma)
Net Asset Value per Share

$MM
$12,648
$1,722
$1,150
$1,082
($1,624)
$44.32

Catalysts/Highlights
• Upcoming reorganization into 3 tracking stocks will highlight separate discounts to NAV
• Share repurchases by Liberty Media/trackers or SIRI purchases of Liberty Sirius tracker can exploit NAV discount
• Potential full spinoff of Liberty Braves, tax free combination of Liberty Sirius/SIRI, or LMC/Live Nation
INVESTMENT RATIONALE
Liberty Media principally consists of a 61% ownership interest in Sirius XM Radio (SIRI), the monopoly satellite radio
provider in the U.S. Liberty Media also includes ownership of the Atlanta Braves baseball franchise and several minority equity
investments, most prominently a 34% stake in Live Nation. Two years removed from spinning off Starz and one year from
spinning off Liberty Broadband, at the Company’s analyst day on November 12, 2015, Liberty Media unveiled its latest
deconsolidation plans. The Company will recapitalize its stock into three separate tracking stocks (not separate legal entities, for
now). The Liberty Sirius Group tracker will house LMC’s Sirius shares; a Liberty Braves Group tracker will include the Braves as
well as associated real estate projects being developed around the new Atlanta stadium; and the Liberty Media Group tracker
will continue to hold the Live Nation and other minority stock holdings as well a 20% inter-group interest in Liberty Braves.
LMCA shares performed well over the past year, rallying 14% from last year’s Forgotten Forty. In large part, this reflects
the 20% rise of SIRI shares over the same period. At the current $4 SIRI share price, LMC’s stake in Sirius is valued at
$12.6 billion and accounts for ~80% of Liberty’s total asset value (prior to cash and debt). Sirius’ business model continues to
post impressive results in 2015, on pace for 1.6mm net self-pay subscriber additions (7% growth) versus initial forecasts of
1.2mm. EBITDA margins continue to expand >200 bps Y/Y to a wide 37.4% YTD 3Q15. Aided by the tax shield from NOLs, free
cash flow is growing 15% Y/Y to ~$1.3 billion in 2015 (~$0.25/share). Looking over the long term, we believe SIRI remains well
positioned for continued annual EBITDA growth at or close to double digits. While the domestic new car market is likely close to
peak levels, the average age of the fleet remains near historic highs suggesting pent-up replacement demand could keep new
vehicle sales close to current levels. But used car penetration remains the key opportunity for SIRI over the long term. Sirius
anticipates the number of Sirius satellite radio equipped cars will expand from 80 million to ~180 million over the next decade—
reflecting the slow but steady benefit from Sirius’ long term new car penetration gains since the service was launched in the
early 2000s to ~75% today. Used car conversion from trials to paid subscribership has been beating company expectations at
over 30%, but Sirius is still early in the process of capturing sales of satellite radio-equipped used cars to offer free trials.
Despite the favorable tailwinds, many investors continue to dismiss Sirius due to the perceived risks from streaming
music alternatives (Pandora, Spotify, iTunes, etc.) and the connected car future including Apple CarPlay and Android Auto. We
believe these threats are not new as iPod connectivity, and later smartphone apps, Bluetooth connectivity, etc. have existed for
years and already make for relatively seamless in-car use. Traditional terrestrial radio remains the dominant source of car
listening hours and the primary competitor. We believe content quality and value will remain the key competitive factors, and
Sirius’ product is uniquely broad with 150 curated channels including exclusive content like live sports and Howard Stern.
Furthermore, the full transition to connected cars will take ~15-20 years and Sirius is somewhat hedged with its Agero connected
car business as well as excess L-band spectrum that could eventually be freed up for alternative uses.
Projecting revenue growth to slow to mid-single digits and valuing SIRI at 13x 2018E EV/EBITDA, we believe SIRI’s
intrinsic value could reach $5.50/share looking out 3 years. In the interim, SIRI continues to funnel its outsized FCF (aided by
$5.5 billion in gross NOLs at YE 2014) plus incremental debt capacity to repurchase ~$2 billion of shares/year ($1.6B YTD
3Q15) while net leverage remains well below the company’s ~4x target at 3.3x. This is allowing LMC to more or less execute a
creeping takeover of Sirius, with its ownership stake rising from 56.5% a year ago to 60.7% as of October 2015. Notably, the
discount to net asset value (NAV) of LMC shares (principally based on the publicly quoted values of its SIRI and LYV stakes)
has widened since LMC abandoned its bid to acquire all of Sirius in March 2013. We estimate the current discount to NAV is
>16% at the current Class C LMCK share price. We do not believe this NAV discount will persist indefinitely, with a tax-free
combination of LMC and Sirius extremely likely in the coming years. Now that LMC holds a controlling stake in Sirius, LMC could
possibly even command a premium versus SIRI shares at this stage. Projecting NAV out to 2018 principally based on our Sirius
intrinsic value estimate, we believe LMC’s intrinsic value could exceed $59/share or 61% above the current LMCK share price.
Importantly, the planned trackers could serve as a catalyst to reduce the discount in the interim. Otherwise, it will
enable Liberty Media to more directly exploit the discount via share repurchases—whether at Liberty Sirius and/or the other
trackers. LMC CEO Greg Maffei recently described, “To the degree that one or the other has a larger discount, that opens up the
opportunity for us to attack via share repurchase or other options.” The pure play Liberty Sirius tracker may even open up the
possibility for Sirius to redirect share repurchases to the discounted tracker, as both LMC and Sirius management have publicly
contemplated. Additional potential catalysts for value creation include a hard spinoff of Liberty Braves into an independent entity
and/or an eventual combination of LMC’s Live Nation stake into the parent entity.
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Loews Corporation
L

Capitalization Summary ($MM)
Price
$36.77
Diluted Shares (MM)
361.1
Market Cap
$13,281
Total Debt
$1,700
Cash & Investments
($4,828)
Enterprise Value
$10,153

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.7
52-Week Price Range
$42.89-$34.40
Short % of Float
1.2%
Major Shareholders
Insiders 16%
Valuation and Misc. Stats ($MM) 9/30/15
$18,700
Book Value
0.7x
Price/Book Value
$1.81
EPS (ttm)
20.3x
Price/Earnings
$3,190
EBITDA (ttm)
3.2x
EV/EBITDA
$0.25 / 0.7%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$14,072
$2,022
14.4%
$2,877
20.5%

2013
$14,613
$2,277
15.6%
$3,124
21.4%

2014
$14,325
$1,810
12.6%
$2,712
18.9%

Catalysts/Highlights
•
•
•

Future M&A opportunities likely to be among primary catalysts for Loews in the future.
Strong balance sheet and increasing buyback activity illustrate downside protection.
Discounted valuations allow investors to buy CNA Financial at a “double discount” via purchase of L.

INVESTMENT RATIONALE
Loews Corporation is a holding company with interests in several different sectors, including insurance (CNA Financial)
and energy (Diamond Offshore and Boardwalk Pipeline). The firm is distinguished by an impressive long-term investment track
record and a strong financial position. These characteristics help to demonstrate management’s long-term value investment
philosophy and shareholder-oriented approach to capital allocation. Over the past 5 decades (as of year-end 2014), Loews’
shares have achieved a CAGR of 17%, more than double the return of the broader equity market. Management continues to be
led by several members of the Tisch family, and insiders own approximately 16% of the Company’s shares.
The firm owns a 90% stake in CNA Financial (ticker: CNA), representing 56% of L’s overall current NAV. CNA is a
publicly traded provider of specialty insurance (management and professional liability) as well as other types of commercial
coverage. CNA has an operating history that spans over a century, and it is primarily focused on the domestic market. CNA is
the country’s 8th largest commercial insurer and 14th largest property casualty provider. CNA has achieved significant
operational improvements over recent years. During the most recent quarter, CNA reported an 85.7% combined ratio from its
property casualty lines, its best results in a decade. Improved underwriting and risk management have been among the drivers
for CNA’s better results. Despite CNA’s progress, its stock continues to trade at over a 20% discount to book value. In addition
to paying a regular quarterly dividend (dividend yield now at 2.9%), CNA periodically returns capital to shareholders via special
dividends; the company has paid $3.00 per share in special dividends over the past 2 years (stock trades at under $35 per
share). CNA’s solid underwriting results and excess capital position should make additional special dividends a feasible scenario
going forward. Also, the prospect of higher interest rates represents another potential tailwind for company results due to the
heavy fixed income component within CNA’s investment portfolio.
Loews also has meaningful exposure to the energy sector via its stakes in publicly traded firms Boardwalk Pipeline
Partners (ticker: BWP) and Diamond Offshore Drilling (ticker: DO). Loews holds a 50% stake in BWP and a 53% stake in DO.
These 2 equity stakes account for approximately 20% of Loews’ current NAV. Clearly, the energy industry has been out of favor
during the past year, reflecting concerns over the impact of depressed energy prices. During the past 12 months, BWP and DO
have declined 26% and 43%, respectively. Attempting to forecast the timing or magnitude of a commodity price recovery is an
inexact science at best. However, we would argue that the current environment is not representative of long-term industry
fundamentals, and that oil prices should be positioned for a recovery during the coming years as supply and demand levels
eventually approach greater balance. From a long-term point of view, we continue to employ normalized commodity price
assumptions ($80 crude oil, $4 natural gas) for energy firms when assessing earnings power and valuation from a multi-year
perspective. In our view, BWP and DO retain strong competitive and financial positions that will allow those firms to endure
current industry headwinds, and be well positioned to fully participate in the eventual recovery in sector fundamentals.
Loews continues to possess a strong balance sheet, positioning the firm well to support companies in its portfolio and
capitalize on potential investment opportunities that arise in the marketplace. During recent years, Loews’ management has not
been an active participant in M&A as the appreciation in equity valuations has been an obstacle to completing transactions at an
attractive price. Although valuations for energy stocks have declined materially, Company management seems more inclined to
pursue opportunities outside of the insurance and energy industries (its existing core areas). Given management’s long-term
value investment philosophy, businesses that offer relatively stable and predictable profit streams would be the most likely areas
to be targeted by Loews. As of the most recent quarter, Loews (at the parent Company level) held net cash and investments of
$3.1 billion (representing over 20% of the firm’s current market capitalization). The firm does pay a modest dividend (0.7% yield),
but the Company has been ramping up its share repurchase activity as stock valuation remains at a meaningful discount to NAV
and book value. Through the end of October, Loews had allocated over $750 million to share repurchases in 2015.
Loews currently trades at a 13% discount to NAV and a 30% discount to book value. It warrants mention that CNA’s
similarly depressed valuation (20% discount to book value) allows investors to acquire CNA at a “double discount” via purchase
of Loews stock. The discounted valuation of Loews’ shares combined with its strong balance sheet and increasing buyback
activity offer significant downside protection and a compelling long-term risk/reward profile in our view. Utilizing a 2017 time
frame, our estimate of intrinsic value for Loews is approximately $57 per share, implying potential appreciation of over 50%
relative to the current price.
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The Madison Square Garden Company
MSG

Capitalization Summary ($MM)
Price
$160.45
Diluted Shares (MM)
24.9
Market Cap
$3,999.7
Total Debt
$0
Cash
($1,479.7)
Enterprise Value
$2,520.0

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 0.3
52-Week Price Range
$182.69-$158.00
Short % of Float
3.3%
Major Shareholder Dolan Family Group 19%; 69% voting

Valuation and Misc. Stats ($MM) 9/30/15
$2,753.2
Book Value
1.5x
Price/Book Value
NM
EPS (ttm)
NM
Price/Earnings
$156.9
EBITDA (ttm)
16.1x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)*
Fiscal Year Ending
June 30

Revenues
EBITDA
Margin

2013
$777.1
35.7
5.0%

2014
$974.1
1.2
NM

2015
$1,133.1
134.9
11.9%

*Results are Pro Forma

Catalysts/Highlights
•
•
•

Deployment of large cash balance (~$1.5 billion) toward share repurchases and growth initiatives
Monetization of valuable development rights as redevelopment around its flagship arena gains traction
Possibility of a going private offer from the Dolan Family following completion of proposed sale of
Cablevision to Altice

INVESTMENT RATIONALE
On September 30, 2015, the former MSG (now known as MSG Networks) spun off its sports and entertainment
businesses into a separate entity now known as the Madison Square Garden (MSG). MSG owns trophy sports assets including
the New York Knicks and New York Rangers and owns/operates a portfolio of iconic venues including the Garden, Radio City
Music Hall and the LA Forum, among others. As part of the separation, MSG received a $1.45 billion dividend from MSG
Networks and entered into a long-term rights agreement with MSGN for the local broadcast rights for the Knicks and Rangers.
Under the terms of the agreement, MSGN will pay MSG $100 million and $30 million in the first year of the 20-year agreements
(begins FY 2016) for the Knicks and Rangers, respectively with both agreements subject to annual escalators.
While MSG’s Sports and Entertainment businesses have historically exhibited uneven profitability, prospects for both
businesses have improved materially. Thanks to the recently renovated Garden and L-T media rights agreements, MSG now
generates a meaningful amount of revenue secured pursuant to multi-year agreements. MSG’s Sports segment represents
approximately two-thirds of MSG’s revenues of which roughly 50% is secured pursuant to multi-year agreements from media
rights, sponsorships, and suites. We would also note that profitability within MSG’s Sports segment will benefit from robust
media rights deals that the NHL and NBA have recently secured from their national broadcast partners. The NBA recently
signed a 9 year deal with ESPN and Turner Sports that commences with the 2016/2017 season which will net the league nearly
3x the amount annually compared with the previous arrangement (~$2.6 billion vs. $930 million). Meanwhile, the NHL has
secured similarly robust renewals including a deal with Rogers Communications for the Canadian broadcast rights (began with
2014/2015 season) that was nearly six times the amount of the prior agreement. While the revenues generated from the
Entertainment segment are less predictable, the Company’s iconic venues are a major draw for artists who aspire to play in
MSG’s venues while franchises such as the Christmas spectacular generate a repeatable revenue stream for the Company.
MSG is believed to hold ~3 million square feet of development rights directly above its flagship arena, which itself
resides above the busiest transportation hubs in the U.S. Vornado, which owns ~9 million square feet of real estate in the area
surrounding the Madison Square Garden arena/Penn Station, has taken a number of steps recently to facilitate redevelopment
of the area around Penn Station/The Garden (pedestrian plaza, neighborhood investment, tenant clean-up and upgrade, etc.).
It is also worth noting that in June 2015 Vornado purchased another property in the MSG/Penn Station area that brings with it
an additional ~200k-300k of air/development rights to their holdings in the area. In our view, this bodes well for MSG’s real
estate holdings as its air/development rights are likely to become increasingly valuable as the neighborhood is upgraded. The
value of NYC real estate has skyrocketed in recent years with prices for Manhattan land (not necessarily air rights) increasing
to $578.67 per buildable square foot, up ~80% from the $322.23 in 2011 according to data from Cushman & Wakefield.
MSG boasts an extremely strong balance sheet post spin off with cash of over $1.46 billion and no debt. Management
has stated that $525 million will be used for share repurchases with the remaining ~$935 million available for acquisitions.
Although MSG intends to buy back shares opportunistically, management has stated that it plans to put its share repurchase
program to work “expeditiously” after the separation. While investors may be uneasy with the amount of dry powder at the
Dolans’ disposal, we would note that their capital allocation has been generally strong in the recent past. The recent $1+ billion
renovation of the Company’s flagship arena has proven to be very astute, and the acquisition and subsequent renovation (for
$120 million) of the LA Forum has been a home run (now generating ~$20 million in annual EBITDA). Accordingly, we believe
an investment in additional venues (domestic or international) would represent a prudent deployment of excess capital.
Furthermore, MSG boasts a strong board (which includes noted activist investor Nelson Peltz with a proven track record of
unlocking shareholder value) that should provide good oversight as MSG deploys its large cash hoard. We would also note that
MSG is aligned with successful entertainment industry entrepreneur Irving Azoff (Azoff MSG Entertainment partnership), which
could present attractive future investment opportunities.
At current levels, shares of MSG are trading at a 34% discount to our private market value estimate for the business.
Steve Ballmer’s 2014 purchase of the LA Clippers for $2 billion helps reinforce our view of the value of MSG’s trophy assets. In
our view, the discount is unwarranted and we would not be surprised to see the new MSG narrow the discount via aggressive
share repurchases. If the valuation disconnect persists, we believe that the Dolan family could look to opportunistically take the
business private and they will likely have significant capacity to do so following Altice’s acquisitions of CVC.
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MRC Global Inc.
MRC

Capitalization Summary ($MM)
Price
$13.22
Diluted Shares (MM)
102
Market Cap
$1,348
Total Debt
$664
Cash
$(33)
Enterprise Value
$1,979

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
2.3
52-Week Price Range
$17.62-$10.20
Short % of Float
9.8%
Major Shareholder

Cornell Capital $363M
Convertible Preferred

Valuation and Misc. Stats ($MM) 9/30/15
$1,374
Book Value
1.0x
Price/Book Value
$0.83
EPS (ttm)
15.9x
Price/Earnings
$315
EBITDA (ttm)
6.3x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$5,571
$407
7.3%
$484
8.7%

2013
$5,231
$312
6.0%
$392
7.5%

2014
$5,933
$302
5.1%
$397
6.7%

Catalysts/Highlights
•
•
•

MRC is actively growing its international business, but its market share overseas is still modest relative to North America.
Increasing its overseas PVF market share from 5% to 10% would be a $1 billion revenue opportunity.
Approximately 65% of the U.S. pipeline system was built before 1970; servicing or replacing these aging pipelines could
provide a meaningful demand driver for many years to come.
Through the first 9 months of 2015, MRC reduced debt by $790 million. This has allowed the Company to initiate a
$100 million share repurchase program, and positions MRC well to acquire distressed assets.

INVESTMENT RATIONALE
MRC Global is a leading distributor of pipes, valves and fittings (PVF). MRC serves a full range of energy industry
segments including upstream (exploration and production of oil and gas), midstream (gathering, transmission, and storage of oil
and gas), and downstream (oil refining, petrochemical processing, and other industrial applications). The Company’s product line
consists of more than 230,000 SKUs, and includes a full range of pipes, valves, fittings and flanges. Importantly, MRC has been
shifting its sales mix to emphasize higher margin products such as valves and reducing exposure to lower margin products such
as carbon pipe (carbon pipe sales contribution has declined from 45% to 28% since 2008). Its product line is complemented by a
full suite of services that allow MRC to provide integrated solutions to its clients’ supply chain needs. MRC’s diverse customer
base is largely composed of large, well-capitalized players within the energy space such as Exxon Mobil, Chevron and Conoco
Phillips. MRC enjoys long-standing relationships and high retention rates with its customers. On average, MRC has a
relationship of over 25 years with its 25 largest clients. For most of its largest customers, MRC is the primary provider of PVF
(MRC enjoys a 95% retention rate among its top 25 customers).
Any investor in the energy space is keenly aware of the recent challenges within the industry this year. The significant
correction in commodity prices that has occurred has resulted in fundamental deterioration and poor stock performance across the
sector. Oil prices are now down over 30% during the past 12 months, reflecting concerns related to excess global supply and
reduced growth in the global economy. MRC’s upstream business (47% of sales last year) is particularly exposed to commodity
price movements as Company clients reduce their capital spending budgets. However, we would argue that the current
environment is not representative of long-term industry fundamentals, and that oil prices should be positioned for a recovery during
the coming years as supply and demand levels eventually approach greater balance (implying an eventual boost to capital budgets
in the sector). From a long-term point of view, we continue to employ normalized commodity price assumptions ($80 crude oil, $4
natural gas) for MRC and other energy firms when assessing earnings power and valuation from a multi-year perspective.
MRC has established several significant advantages that help to differentiate the firm from other competitors within the
marketplace, including an extensive product line and a global operational footprint. MRC holds 20% of the North American PVF
market, and 5% of the international PVF market. MRC enjoys superior pricing power with suppliers, and its extensive distribution
capabilities in North American and International markets are better positioned to respond to the needs of large, global clients. In
addition, MRC has several catalysts for long-term growth, and this will likely be supported by a combination of internal
investments and M&A during the coming years. In particular, expansion into overseas markets and the offshore production
market represent specific growth opportunities that could drive sales and profits higher over the long-term. Additionally, an
eventual normalization in PVF demand related to improving oil prices and an aging energy infrastructure in the U.S. represent
other potential long-term catalysts. Approximately 65% of the U.S. pipeline system was built before 1970; servicing or replacing
these aging pipelines could provide a meaningful demand driver for many years to come.
MRC’s efforts to maintain a strong financial position are also a key driver of its competitive position and future growth.
Through the first 9 months of 2015, MRC reduced debt by $790 million, partially driven by the issuance of $363 million in
convertible perpetual preferred stock to Cornell Capital this past May. Cornell Capital was founded by Henry Cornell, former vice
chairman of Goldman’s private equity business (MRC’s majority owner before the 2012 IPO). The issue has a conversion price
of $17.88, and is convertible into approximately 20.3 million common shares of MRC (representing 17% of common shares after
conversion). MRC’s improved balance sheet and solid annual free cash flow generation (averaging $200-$300 million in recent
years) allowed its board to authorize a $100 million share repurchase program in November of this year. Moreover, this
improved financial standing should position MRC well to capitalize on attractive M&A opportunities within the PVF sector.
Our estimate of intrinsic value for MRC assumes normalized EBITDA of approximately $350 million, predicated on the
previously mentioned long-term commodity price assumptions. Our $20 estimate of intrinsic value for MRC assumes a
9.0x EV/EBITDA multiple which also is relatively modest in a historical context (MRC shares have typically traded at an
8.0x-12.0x EV/EBITDA range since its IPO). Our $20 estimate also reflects the full benefit of MRC’s ongoing debt reduction
initiative and potentially dilutive effect of the eventual conversion of the convertible preferred shares sold earlier this year. Our
$20 estimate implies appreciation potential of over 50% from a 2-3 year perspective, and this figure could prove to be
conservative in a more normalized commodity price environment.
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MSG Networks Inc.
MSGN

Capitalization Summary ($MM)
Price
$20.19
Diluted Shares (MM)
75.9
Market Cap
$1,532.5
Total Debt
$1,537.1
Cash
($213.4)
Enterprise Value
$2,856.2

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.5
52-Week Price Range
$21.92-$18.75
Short % of Float
5.2%
Major Shareholder Dolan Family Group 19%; 69% voting

Valuation and Misc. Stats ($MM) 9/30/15
NA
Book Value
NA
Price/Book Value
NA
EPS (ttm)
NA
Price/Earnings
$270.3
EBITDA (ttm)
10.8x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
June 30

Revenues
Operating Income
Margin
EBITDA
Margin

2015
$633.8
$258.9
40.8%
280.7
44.3%

Catalysts/Highlights
•
•
•

Increased distributor adoption of MSG GO App (streaming capabilities) enabling MSGN to
command higher affiliate fees
Addition of NHL content to MSG GO App, which could spur increased adoption and higher
advertising revenues
The potential sale of MSGN to a strategic acquirer including Comcast or Fox

INVESTMENT RATIONALE
On September 30, 2015, MSG Networks became a pure play media company consisting of two highly profitable
Regional Sports Networks (RSNs) following the spin off of Madison Square Garden’s sports and entertainment businesses.
MSG Networks’ RSNs include MSG and MSG+, which each serve approximately 7.5 million subscribers (vast majority in the
NYC Metro area) and are the local broadcast home of eight professional sports teams including the NY Knicks and NY Rangers.
As part of the separation, MSG Networks incurred $1.55 billion of debt to fund a $1.45 billion dividend to the New MSG.
In addition, MSGN reached a long-term (20-year) agreement for the local broadcast rights to the New York Knicks and New York
Rangers.
In our view, MSGN’s RSNs are a crown jewel asset due to their high level of profitability (45%-50% EBITDA margins),
strong revenue and cash flow visibility (85%+ of revenues secured pursuant to multi-year contracts), and extremely low capital
intensity (capex/revenue: ~1%). We believe the separation will allow MSGN to command a valuation reflective of its strong
fundamentals that was not fully appreciated amidst a portfolio of trophy (sports franchises, fallow real estate, etc.), albeit
minimally profitable, assets. While MSGN is highly levered owing to the aforementioned dividend payment, we believe that its
strong free cash flow generation will enable it to delever rapidly. Over the next three years, we project that MSGN will generate
$480 million of free cash flow (excludes an expected one-time $152 million tax payment in FY 2016) representing over 30% of
the Company’s current market cap. With most of the Company’s excess capital earmarked for debt reduction, leverage (net
debt/EBITDA) should decline to a comfortable 2.5x-3.0x by 2018 from ~4.6x at the time of the spinoff.
MSGN’s elevated leverage may cause investor unease in light of sub losses (low single-digit %) in each of the past two
years. However, future rate increases embedded in MSGN’s affiliate fee agreements should more than offset the negative
impact from sub declines. Management has noted that the majority of sub losses reflect the migration to lower priced tiers rather
than cord cutting and MSG’s RSN contracts with distributors have protections (minimum sub guarantees). We would also note
that the banks (who likely had access to detailed contract/financial info.) lending MSGN $1.55 billion would likely not have
agreed to such favorable terms (Libor + 200 bps) if they did not have evidence of strong future revenue visibility. While the
pending acquisition of Cablevision (~40% of MSGN subs) by Altice creates some uncertainty about a future renewal (CVC
agreement expires in 2019 and Altice has a reputation as an aggressive cost cutter), we believe that it is unlikely that Altice
would drop MSGN’s RSNs. Altice is expected to be highly levered (~8x at close) and would likely face the prospect of a
significant loss of highly profitable broadband subs due to high FiOS overlap (~70%). In addition, we estimate that CVC’s current
affiliate fee is now below market rates, which should provide MSGN leverage in future negotiations.
While MSGN operates in the mature cable networks industry, there are some notable growth opportunities.
Ad revenues (~15% of total) are underpenetrated at MSGN’s RSNs relative to traditional cable networks and it is interesting to
note that one-third of MSGN’s advertising is secured via multi-year contracts. Sports programming continues to be increasingly
attractive for advertisers due to the ability to command large, live audiences (99%+ of MSGN’s viewers watch its game
programming live) and MSGN’s core viewer is in the highly coveted 25 to 54 demographic and boasts high household income.
While MSGN has garnered significant distributor rate increases in recent years, we believe future increases are likely.
In December 2015, MSGN reached an agreement with Comcast (~15% of subs) to provide its subs streaming capability for its
RSNs’ content via the MSG GO App, which is now available to ~55% of MSGN subs (CVC is the only other distributor offering
the App). In our view, increased adoption by MSGN’s other distributors is likely over time and should enable MSG’s RSN to
attain higher fees going forward and the addition of NHL content (not currently available) could provide the impetus for further
adoption. Further MSG Go adoption should also be beneficial for MSGN’s future advertising revenues due to increased
advertising inventory (different linear and streaming ads) and an enhanced ability to target consumers.
Our estimate of MSGN’s intrinsic value is $33 a share representing 63% upside from current levels. We believe that
MSGN represents an attractive acquisition candidate and believe that Fox and Comcast, which both operate large portfolios of
RSNs, would be logical acquirers. In our view, a bidding war for MSGN could erupt between these strategic acquirers and we
would note that both of these suitors could pare a meaningful amount of MSGN’s bloated overhead enabling them to pay a
significant premium. Also of note, Cablevision’s pending acquisition by Altice could pave the way for a sale of MSGN, which
would provide the Dolan Family additional capacity to take the new Madison Square Garden private.
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News Corporation
NWSA

Capitalization Summary ($MM)
Price (Class A)
$13.26
Diluted Shares (MM)
384(A)/200(B)
Market Cap
$7,820
Total Debt
Nil
Cash
($1,898)
Enterprise Value
$5,922

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
3.4
52-Week Price Range
$17.55-$12.16
Short % of Float
1.4%
Major Shareholders Murdoch 14% econ., 39% voting
Valuation and Misc. Stats ($MM) 9/30/15
$11,616
Book Value
0.7x
Price/Book Value
NM
EPS (ttm)
NM
Price/Earnings
$659
EBITDA (ttm)
9.0x
EV/EBITDA
$0.20 / 1.5%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
June 30

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$8,891
$140
1.6%
$688
7.7%

2014
$8,574
$192
2.2%
$770
28.9%

2015
$8,633
$322
3.7%
$852
9.8%

Catalysts/Highlights
•
•
•

Stabilization of publishing businesses and Australian dollar would remove major recent headwinds
NWS has strong free cash flow, $1.9 billion in cash and a $500 million share repurchase authorization
Long term strategic options include sale of newspapers, spinoff of Australian or digital assets, or
recombination of its stakes in REA (62%; publicly traded) and Move, Inc. (80% plus 20% held at REA)

INVESTMENT RATIONALE
News Corporation is a global diversified media and information services company spun off from Fox in June 2013. News
Corp’s assets include Dow Jones (publisher of The Wall Street Journal); a global newspaper portfolio; a book publishing business
including HarperCollins; a 50% stake in Foxtel, Australia’s dominant pay TV provider with 2.9 million subs or ~95% market share; Fox
Sports Australia (FSA), the dominant sports network in Australia; a 62% stake in REA Group, the dominant provider of residential and
commercial property websites in Australia; and Move, Inc., which operates realtor.com, the # 3 real estate listings website in the U.S.
News Corp’s Australian cable properties Fox Sports Australia (FSA) and Foxtel have recently faced increased competition. At
Fox Sports, competition for sports rights intensified in 2015. In August, FSA participated in a record AUD2.5B deal for programming
rights to the Australian Football League (AFL) covering 2017-2023—which we estimate represents a ~30% step-up from the prior deal.
Fox Sports will pay ~AUD1.3B to maintain broadcast rights to every match including exclusivity on a majority of matches. In November,
the National Rugby League (NRL) concluded a AUD1.8B sale of programming rights from 2018-2023. Broadcaster Nine Network initially
encroached on Fox’s rights to some premier weekend games with an est. AUD925 million contract in August, but FSA eventually
acquired an estimated AUD920 package that includes 5 exclusive matches each weekend and comprehensive simulcast rights. FSA will
also launch a dedicated NRL station in 2017. As a result of these deals, FSA should see some margin compression in the coming years,
but it also provides long-term support for its dominant position in Australian sports programming.
At Foxtel, the development of competing OTT video services—most prominently Netflix’s entry into Australia in March 2015—
has stirred fear among investors that Foxtel’s monopoly position and high priced bundle could unravel. Whether one views it as wisely
proactive or excessively reactive to an inflated threat is up for debate, but Foxtel swiftly reacted including 50% price cuts to its basic
package in November 2014. Foxtel is also aggressively investing in sales/marketing and original programming and rolling out a triple
play product. As a result, Foxtel’s EBITDA declined 8% (in AUD) in FY15 (June 30) and plummeted 21% in 1QFY16. While the current
profitability trends at Foxtel are dreadful, we believe the ongoing initiatives should improve Foxtel’s long-term competitive position.
Foxtel is still highly underpenetrated at ~30% of Australian households with bundled penetration just 25% of Telstra broadband subs.
Foxtel actually reported 9% sub growth and a 160 bps improvement in churn in FY15 with subs up another 8% Y/Y and revenue up 3%
(AUD) in 1Q16. Rumors also recently surfaced that Telstra is exploring alternatives for its 50% stake in Foxtel. The rumored price of
7.5x EBITDA would be highly attractive, and NWS reportedly has a right of first refusal. Separation from under Telstra could also
improve distribution with other providers as well as its own Foxtel-branded broadband product. While Telstra CEO Andy Penn recently
refuted the rumors, he did note that Telstra is “open to how we organize the businesses and structure them to make them as successful
as possible in the future.” This could include opening up the product to additional distributors.
News Corp’s other businesses have also posted mixed performance recently. REA Group continues to post 20%-plus EBITDA
growth and its publicly listed shares are up 13% in 2015. The Move, Inc. business has been gaining share throughout 2015 and is
expected to transition to a positive EBITDA contributor in FY16. The newspaper and book publishing businesses have struggled
recently but margins should expand over the long term from the digital transition and cost cutting. NWS also took an encouraging step
with the disposal of its digital education business Amplify on September 30. Amplify had been burning ~$200 million/year in cash.
On a sum-of-the-parts basis and looking out to FY18, we estimate News Corp’s intrinsic value is approximately $21/share. We
believe the current discount reflects a multitude of factors including NWS’ (misguided) perception as principally a newspaper publisher;
historically understated earnings due to temporarily loss-making businesses and equity method accounting; investor misunderstanding
or neglect given ~40% business concentration in Australia and virtually zero analyst coverage outside Australia; and a Murdoch control
discount, among others. For perspective, NWS’ stake in REA Group at public market value ($3.1B) combined with $1.9B cash on the
balance sheet ($3.26/share) together represents 62% of NWS’ current market cap. We conservatively value the News & Information
business at $1.8B at a discounted 5x FY18E EBITDA and assuming revenue and margins continue to decline. Notably, the recent sale
of the Financial Times at a $1.3 billion valuation implies WSJ alone could be worth more than our estimate for the whole news segment.
Given the large discount to intrinsic value, any deployment of excess capital could have a meaningfully positive impact on
NWS shares. NWS began repurchasing shares under its $500 million authorization in May 2015 but only spent $60 million to date.
Murdoch is apt to maintain a large cash hoard for potential M&A, but annual free cash flow generation ($453mm in FY15) alone
provides a large source of cash that management is targeting to return to shareholders. Longer term, we believe a corporate
reorganization represents a major value creation opportunity. NWS could feasibly pursue several options including a reconsolidation of
REA Group, the separate of its Australian or publishing assets, or even a sale of its publishing assets or the crown jewel WSJ. While the
latter is unlikely under Rupert Murdoch’s control, he is 84 and the next generation has not shown the same soft spot for the publishing
business. The recent exit from Amplify as well as the spinoff of News Corp itself suggest that the Murdochs are not unwilling to explore
alternatives.
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Oaktree Capital Group, LLC
OAK

Capitalization Summary ($MM)
Price
$46.65
Cl. A Diluted Units* (MM)
48.4
Market Cap*
$2,260
Cash
$422
Investments
$1,253
Debt
$850

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.2
52-Week Price Range
$57.07-$45.67
Short % of Float
2.6%
Major Shareholder
Insiders own <1%; ~96% voting
*Note: In November 2015 (subsequent to the end of 3Q 2015), OAK exchanged 12,998,725 Cl. B units (OCHG units) into Cl. A units. As no financial information
concerning the conversion was disclosed, we believe the financial effects are de minimis and therefore we have not adjusted our metrics for the conversion in
this report. The exchanged Cl. A units are subject to lock-up provisions that, among other restrictions, are reduced by 1/12th per quarter over the next twelve
quarters beginning with 4Q 2015.

Valuation and Misc. Stats ($MM) 9/30/15
$597
Book Value
3.8x
Price/Book Value
$1.98
Adj. NI per Cl. A Unit (ttm)
23.6x
Price/Earnings
3Q 2015 Distribution Rate/ttm Rate
$0.40/$2.10
– Varies widely per quarter

P&L Analysis ($MM)
Fiscal Year Ending
December 31

2012
Revenues
$1,411
Adj. Net Income*
$717
ANI Margin
50.8%
*ANI represents total for Cl. A & B units

2013
$2,039
$1,081
53.0%

2014
$1,374
$575
41.9%

Catalysts/Highlights
•
•
•

Strong risk-adjusted returns resulting in a loyal blue-chip client following
Tailwinds behind “Alternatives Investing” remain substantial
Latest closed-end fund raising campaign results in significant increase in management fees

INVESTMENT RATIONALE
Oaktree (“OAK”) is one of the leaders in “alternatives” with $100 billion of assets under management (AUM) as of
September 30, 2015, and one of only a few firms that has built its business principally on the credit side. At September 30, 2015,
AUM by investment areas was: Corporate Debt-38%, Distressed Debt-26%, Control Investing-16%, Real Estate-9%,
Convertibles-7% and Listed Equities-4%. OAK’s long-standing investment philosophy is based upon 6 principles – primacy of
risk control, consistency, importance of inefficient markets, specialization, macro-forecasting not being critical to investing and a
disavowal of market timing. The investment team, led by high yield icons Howard Marks and Bruce Karsh, has built a strong
long-term risk-adjusted investment performance track record and has a loyal, blue-chip client following.
As excellent relative performance and a loyal client following are not mutually exclusive, it is important to note some of
the outstanding returns that OAK has generated. In open-end funds, gross annualized returns in US high yield bonds were 9.3%
since its 1986 inception versus 8.3% for the benchmark and for US convertibles 9.5% versus 8.0%, both with Sharpe ratios
some 40% greater than the benchmark (higher returns for less risk). On the closed-end side, Oaktree’s gross IRR since
inception (1988) has been 19.2% versus 9.8% for the S&P 500 index – incredible considering investments were principally
bonds. Therefore, not surprisingly, OAK’s client base includes 75 of the 100 largest US pension funds, 39 states,
429 corporations, 369 colleges, universities, endowments & foundations, and 16 sovereign wealth funds. An impressive list of
clients to call on when marketing a new strategy that has resulted in 38% of AUM with clients in 4 or more strategies and another
37% of AUM with clients in 2-3 strategies.
OAK has 3 revenue streams – management fees (55.7% of 2014 revenue), incentive income (35.8%) and investment
income (8.5%). Management fees generally represent the largest revenue stream (over 50% of revenue) and over the years
~70% of management fees have been generated by closed-end funds resulting in a consistent revenue stream as these funds
typically have 10-11 year terms. We believe OAK’s management fees are poised for significant growth after years of being held
back by closed-end fund distributions. Distributions peaked in 2012 at $12.7 billion (due to realized gains on 2008/9 investments)
and have recently been running at a $7 billion rate. Reduced distributions combined with a massive fund raising campaign that
has raised $23 billion in gross capital over the twelve months ended September 30, 2015 augurs well for substantially increased
management fee revenue, which has been somewhat stagnant over the past 5+ years. Incentive income represents
performance incentive fees and, understandably, is volatile having ranged from a low of $304 million to $1,030 million over the
past 5 years. Incentive compensation to employees managing the strategies typically totals 40-55% of incentive income.
Investment income includes OAK’s pro-rata share of investment income from its funds as the firm generally invests in its
strategies alongside investors. Importantly, OAK helped Jeffrey Gundlach launch DoubleLine Capital and currently owns ~20%
of his firm and distributions ($53 million over the past 12 months) from DoubleLine flow through investment income as well.
We value Oaktree utilizing a sum-of-the-parts approach for our estimate of intrinsic value. Due to the elite status of both
DoubleLine Capital and Oaktree, we value both entities at 4x management fees -the high end of the range of Price/Sales for
asset managers. Utilizing our 2017E management fees yields an estimated (20% ownership) value for DoubleLine of
$440 million and $4.4 billion for OAK. OAK’s net cash and investments are valued at 9/30/2015 levels of $1.675 billion. Incentive
income, while volatile, has averaged $540 million over the past 5 years. Due to the recent closed-end fund raising, we use a
2017E of $600 million and apply a 50% incentive compensation rate yielding a 2017E run rate of $300 million. We conservatively
apply a 10x multiple resulting in a $3 billion estimated value. Finally, as the Company distributes ~85% of its distributable
earnings, we include in our estimate of intrinsic value our estimated distributions for the balance of 2015, 2016 and 2017. As
most of our intrinsic valuation is forward-looking at the end of 2017, it would be inconsistent not to recognize the value created
and distributed through Y/E 2017. In addition, we chose to use the fair value for investments at current levels as opposed to
estimating 2017 investment income and placing a multiple on the income. Our estimate for distributions through Y/E 2017 is
~$7 per share. Summing the above parts and utilizing our 2017E of units outstanding, we derive an estimated intrinsic value per
share of $68.00, representing ~46% upside from current price levels.
Finally, we would be remiss not to note that an investment in OAK results in a Schedule K-1 of Form 1065 due to its
LLC status. In addition, we note that OAK has an extremely complicated organizational structure and is effectively controlled by
senior executives, senior employees and other investors.
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PayPal Holdings, Inc.
PYPL

Capitalization Summary ($MM)
Price
$35.01
Diluted Shares (MM)
1,227
Market Cap
$42,957
Total Debt
Nil
Cash & Investments
($6,665)
Enterprise Value
$36,292

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
9.3
52-Week Price Range
$42.55-$30.00
Short % of Float
1.8%
Major Shareholders
Pierre Omidyar 7%; Icahn 3.8%
Valuation and Misc. Stats ($MM) 9/30/15
$13,214
Book Value
3.3x
Price/Book Value
$0.94
EPS (ttm)
37.2x
Price/Earnings
$2,023
EBITDA (ttm)
17.9x
EV/EBITDA
NA
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2013

2014

YTD 3Q15

$5,636
$1,091
16.2%
$1,544
23.0%

$6,757
$1,268
15.8%
$1,784
22.3%

$6,692
$1,050
15.7%
$1,543
23.1%

Catalysts/Highlights
• Recent spin off from eBay should better align management incentives and help attract new merchants
• Triple-digit growth at Braintree/Venmo plus retail and credit penetration provide upside to revenue forecasts
• $6.7B cash and investments on balance sheet, and activist shareholder (Icahn) could lead to capital deployment

INVESTMENT RATIONALE
PayPal is the leading end-to-end digital payments service provider, processing over $266 billion in total payment volume (TPV)
TTM 3Q15. PayPal was spun out from eBay in July 2015. The market initially reacted favorably to the separation from its slower growth
parent, sending shares above $40 on their first day of independent trading. However, PYPL shares have been volatile in 2H15 reflecting
a combination of market jitters and extreme investor concern over PayPal’s competitive position in a rapidly evolving digital/mobile
payments ecosystem. To exemplify PayPal investors’ jumpiness, shares declined 7% over two days in mid-November following reports
that Apple will debut a peer-to-peer payment system in 2016. This followed earlier share price declines surrounding the initial unveiling
of Apple Pay. These reactions appears inconsistent with the underlying fundamentals: while PayPal is an online payment network,
Apple Pay is essentially a retail product and has reportedly only penetrated ~1% of retail sales with the lion’s share coming from a very
few big chains like Subway. Furthermore, PayPal’s Braintree subsidiary actually powered roughly half of the apps on Apple Pay and
Android Pay at launch. Regarding Apple’s move into peer-to-peer payments, we would note that PayPal’s competing Venmo product is
still unmonetized and accounts for only ~2% of PayPal’s GMV (albeit growing at ~200%). Venmo also has a large first mover advantage
and its device ubiquity/agnosticism is a material advantage. PayPal plans to begin meaningfully monetizing Venmo in 2016 by enabling
payment through Venmo at PayPal-accepting merchants. PayPal does face strong competition from the likes of Stripe (particularly in
mobile via its Braintree division), Visa Checkout, etc. and long term threats from Google and Apple Pay moving to full service payment
networks. However, we believe the network effects and customer stickiness in the digital payments business are huge, and PayPal
continues to grow off-eBay volume at >25% rates including over 100% growth at Braintree (expected ~$50B TPV in 2015).
The separation from eBay should prove advantageous for PayPal. In addition to the typical spinoff-related benefits (new or
better incentivized management, separate balance sheet, dedicated investor base, etc.), the separation could also provide some unique
advantages. In particular, PayPal’s growth prospects should improve as a standalone entity as its relationship with eBay may have
previously limited the Company’s sales outreach to other e-commerce entities, at the least, and possibly even deterred e-commerce and
traditional retail competitors from integrating with PayPal. PayPal also hired a new CEO in conjunction with the separation
announcement in September 2014. CEO Dan Schulman (age 57) is highly regarded in the industry, most recently having led American
Express’ Enterprise Growth division since 2010, where he focused on digital and mobile payment initiatives. The primary risk of a
separation was PayPal’s close link to eBay—eBay’s web properties accounted for over 20% of PayPal’s TPV and a significantly higher
percentage of gross profit prior to the separation. Clearly both companies had a lot at stake in a separation. Under the terms of an initial
5-year operating agreement, eBay is incentivized to maintain/grow PayPal’s penetration on eBay (currently ~80%) and the agreement
should not result in a material value transfer between the companies. While there is some risk of disruption following the initial 5-year
term, both parties appear incentivized to maintain the relationship.
In 3Q15, PayPal recorded impressive 27% Y/Y growth in TPV (cc) despite the slowdown at eBay.com. PayPal’s revenue line
is growing slower than TPV, which management describes as “overwhelmingly” due to a mix shift toward more transactions processed
by Braintree (now ~15% of TPV) and the (related) higher mix of large merchants. Still, PayPal forecasts 15%-18% revenue growth in
4Q15 and ~15% annual growth over the medium term. PayPal’s adjusted operating margin actually expanded by 60 bps YTD 3Q15 to
19.9% and PayPal expects stable to growing margins over the coming years. We believe both these forecasts could be conservative.
From a valuation perspective, at first glance PYPL shares may not appear compelling at 28x 2015E P/E or 25x 2015E free cash flow.
However, backing out the hefty $6.7B cash and investments balance, these figures fall to 24x P/E or 22x free cash flow. On an
EV/EBITDA basis, PayPal trades at ~18x 2015E. There are no pure play publicly traded comps to PayPal, but we note that PYPL trades
roughly on par or at a discount to Visa and MasterCard on virtually any metric, even without adjusting for PayPal’s full cash balance.
While Visa and MasterCard arguably deserve a premium given their stranglehold over the traditional payment network business, we
question whether this is actually fair. PayPal has similar margin expansion-driving economies of scale in its payments business (albeit
not at the same level), is over-indexed to the faster-growth e-commerce business, and has largely untapped potential in the retail
payments and consumer credit spheres. For example, Visa payment volume is growing ~11% (to $1.2 trillion in 3Q15) versus 27% at
PayPal. The gap in revenue growth is lower but still substantial at 19% (PayPal) versus 12% at Visa. We would also note that Visa is in
the process of acquiring its European associate at a roughly 40-plus multiple of operating earnings.
In our base case scenario, we project Braintree (inc. Venmo) volume grows at ~$40-$50 billion per year going forward while
core PayPal volume growth slows to 10% over the next 3 years. Even if total transaction margins decline from ~63% in 2015 to just
~59% by 2018, this implies total revenue could approach $14.8 billion or a ~17% CAGR between 2015-2018. Conservatively projecting
EBITDA margins remain roughly flat and PayPal’s EV/EBITDA multiple contracts to 15x by 2018, this implies a forward-looking intrinsic
value estimate of approximately $49 per share. This translates to only ~18x 2018E free cash flow on an unlevered basis, assuming
PayPal’s cash continues to build on the balance sheet. Accretive capital deployment, including the possibility that PayPal initiates a
large-scale share repurchase program in the coming quarters, could provide additional upside to our intrinsic value estimate.
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The Scotts Miracle-Gro Company
SMG

Capitalization Summary ($MM)
Price
$65.92
Diluted Shares (MM)
61.4
Market Cap
$4,046.9
Total Debt
$1,163.3
Cash
($71.4)
Enterprise Value
$5,138.8

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.3
52-Week Price Range
$72.76-$58.11
Short % of Float
0.9%
Major Shareholder
Hagedorn Partnership: ~27%
Valuation and Misc. Stats ($MM) 9/30/15
$620.7
Book Value
6.5x
Price/Book Value
$3.53
Adjusted EPS (ttm)
18.7x
Price/Earnings
$471.8
EBITDA (ttm)
10.9x
EV/EBITDA
$1.88 / 2.9%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
September 30

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$2,773.7
$341.2
12.3%
$390.5
14.1%

2014
$2,841.3
$378.6
13.3%
$412.4
14.5%

2015
$3,016.5
$402.9
13.4%
$471.8
15.6%

Catalysts/Highlights
•
•
•

Potential for divestiture of underperforming international business (exploring strategic alternatives)
Recent new product introductions have been favorable with several more scheduled for FY2016
Resumption of shareholder friendly initiatives (share buybacks) following recent acquisition spree

INVESTMENT RATIONALE
The Scotts Miracle-Gro Company is a lawn and garden industry juggernaut that derives ~80% of its sales from four
brands with greater than 50% market share on average within their respective categories, including Scotts (~66% market share),
Miracle-Gro (~57%), Ortho (~53%) and Roundup (~70%). As a testament to SMG’s strong brands, we note the SEC filings of
peer Central Garden & Pet have continually stated “Scotts’ dominant position in the lawn and garden industry is a significant
competitive disadvantage for our garden products.” In December 2015, SMG reached an agreement to combine its LawnService
business (10% of FY2015 sales) with TruGreen (owned by PE firm CD&R). SMG will receive a 30% stake in the new entity and
~$200 million of cash (earmarked for other strategic investments). SMG also recently stated that it is exploring strategic
alternatives for its underperforming European operations (<15% of sales) including a potential JV to boost its performance/value.
The consumable nature of SMG’s various products coupled with the business’ minimal capital intensity (capex/revenue
3-yr. avg: 2.4%) enable SMG to generate robust levels of cash flow. While SMG retails a discretionary product, purchase
patterns tend to resemble consumer staples items, especially within its large home center customers including Home Depot and
Lowe’s (~50% of SMG sales). Notably, SMG’s sales to both HD and LOW increased during the 2008/2009 downturn. While
sales to the mass channel are less predictable, the ongoing improvement in the U.S. economy coupled with retailer support has
generated renewed growth with mass channel sales up 10% in FY2015 and SMG expects a similar increase during FY2016.
Notwithstanding a product recall during FY2015 (majority of ~$50-$100mm of costs covered by insurance), SMG
reported strong results with sales up 6% and adjusted EPS up by 7%. SMG’s EPS growth was achieved despite difficult
conditions in its fertilizer business (adverse weather conditions and CA drought), which represents SMG’s highest margin
category. After experiencing good gross margin expansion in FY2013 and FY2014, margins on an adjusted basis contracted by
~70bps during FY2015 to 35.6% due to the aforementioned fertilizer issues and strong sales of lower margin mulch (~10% of
total sales). For FY2016, SMG is expecting sales growth of 4%-5% to drive a 10% increase (at the mid-point) in EPS to $3.75 to
$3.95. Notably, SMG is expecting 125bps-175bps in gross margin improvement reflecting higher pricing (~1%-2%), a new
roundup agreement (~$20 million sales benefit) and lower commodities prices (urea and fuel: ~$10 million benefit).
SMG boasts a strong new product pipeline, which should enable it to sustain the momentum of two successful product
launches in FY2015 including Nature’s Care and Scotts Outdoor cleaners. During FY2016, there are several new products that
could have a meaningful impact on SMG’s results including a new turf builder product with weed grip control technology, a
premium priced mulch (Triple Shred) and Every Drop (fertilizer) that requires ~25% less water (developed b/c of CA drought).
SMG deployed ~$200 million in FY2015 for 8 transactions including General Hydroponics ($120 million), a leader in the
hydroponics industry (liquid nutrients, growing media and accessories). SMG has stated that future M&A is likely within
hydroponics (high margin category with strong growth prospects) and in its core gardening category. In December 2015, SMG
said it plans to make a significant investment (minority stake) in a leading live goods (herbs, vegetables, etc.) brand. While not
without its risks, we note that live goods is a fast growing category (54% of consumers purchased a live good in 2015 vs. 49% in
2011) with a $6.7 billion addressable market (vs. $2.2b TAM for SMG’s gardening products). SMG believes that live goods
exposure will benefit its core business (increased attachment) and enable it to leverage relationships with current customers
(HD, WMT, etc.) where most live goods are purchased. Furthermore, SMG boasts proprietary agriculture technology (produces
larger, more robust plants) that it believes could benefit a live goods provider.
SMG’s leverage has expanded recently due to acquisitions and a new agreement with Monsanto (Roundup) that
provides for brand extensions and new markets (China and Latin America). Although not without its costs ($300 million), the
amended agreement gives SMG increased visibility and a “change of control” provision (prior agreement did not) that gives the
Company the ability to maintain the Roundup business if SMG is ever acquired. While contemplated acquisitions may further
increase SMG’s leverage from ~2.6x, SMG recently raised its leverage target to 2.5x-3.5x from 2.0x-3.0x and increased its
financial flexibility as a result of a recent debt issuance/refinancing (4.5x max vs. 4.0x previously). It should be noted that SMG
successfully managed through the 2008/2009 financial crisis with leverage at ~3.6x. While the pace of acquisitions is worth
monitoring, SMG expects M&A to slow significantly by the end of FY2016, and we would note that SMG recently stated its
intention to repurchase $100 million in FY2016 and is committed to shareholder friendly initiatives thereafter.
Our estimate of SMG’s intrinsic value is $85 a share, representing nearly 30% upside from current levels. We would not
rule out a management buyout and would note that the CEO/Hagedorn family controls nearly 30% of the Company’s shares.
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SeaWorld Entertainment, Inc.
SEAS

Capitalization Summary ($MM)
Price
$18.08
Diluted Shares (MM)
86.1
Market Cap
$1,557
Total Debt
$1,621
Cash
($120)
Enterprise Value
$3,058

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.5
52-Week Price Range
$22.68-$15.11
Short % of Float
25.3%
Major Shareholders
Blackstone 22%
Valuation and Misc. Stats ($MM) 9/30/15
$541
Book Value
2.9x
Price/Book Value
$0.40
EPS (ttm)
45.2x
Price/Earnings
$364
EBITDA (ttm)
8.4x
EV/EBITDA
$0.84 / 4.6%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
Adj. EBITDA
Margin

2012

2013

2014

$1,424
$223
15.6%
$415
29.2%

$1,460
$198
13.6%
$439
30.1%

$1,378
$161
11.7%
$370
26.9%

Catalysts/Highlights
• New management team is investing to restore the SeaWorld brand reputation
• Dissipation of Blackfish scandal’s impact on attendance and cost savings initiatives should return

SEAS to growth in 2016
• SEAS offers an outsized 4.6% dividend yield and free cash flow in excess of the dividend

available for deleveraging and/or share repurchases
INVESTMENT RATIONALE
AAF initially profiled SeaWorld in the Summer 2015 thematic issue on broken IPOs. SeaWorld was taken public in
April 2013, ~3.5 years after Blackstone (still a 22% holder) acquired Anheuser-Busch’s theme park business. SeaWorld
operates 11 parks in the U.S. including three eponymous marine parks and several amusement parks. SeaWorld shares
currently trade 33% below their ($27/share) IPO price and 25% of the float is sold short, principally due to the impact that the
Blackfish documentary (released in 2013) criticizing SeaWorld’s treatment of its captive killer whales (orcas) and the ongoing
negative headline press/animal rights activism have had on the SeaWorld brand and attendance at the flagship SeaWorld parks.
These factors combined with competitive pressures in Orlando sent Company-wide attendance down 4% in back to back years
(2013-2014) and caused earnings to plummet by 16% in 2014.
SeaWorld has recently taken several major steps to turn around the business, and recent results point to stabilization.
The Company replaced or reshuffled most of its top executives in 2015, most notably with the hiring in April of a new CEO in
Joel Manby, an executive highly-regarded in the industry. SeaWorld also implemented a $50 million cost savings program and
announced a ~10-year, $300 million project to revamp the SeaWorld parks and make the orca exhibit more educationally
oriented. SeaWorld is also moving up some additional capex plans to improve the competitive position of its parks. The
Company has also made major investments in marketing and brand-building in 2015 to restore its image and highlight the
Company’s positive impacts in animal rescue, husbandry, etc. While SeaWorld San Diego in particular is still feeling an impact
from the negative press, the level of controversy has dissipated materially and the attendance decline has moderated from
double digits to a low-to-mid single-digit range. Most of the Company’s parks were unaffected to begin with, and overall
attendance is actually up slightly in 2015 to date across SeaWorld’s portfolio. SEAS’ reported adjusted EBITDA of $217.5 million
in the critical 3Q15 also surpassed 3Q14 levels, and the Company is on pace for $360-$370 million adj. EBITDA in 2015 versus
$370 million in 2014.
SeaWorld shares have declined 54% from their post-IPO peak and 35% from mid-2014 levels. After the declines, SEAS
shares currently trade at only ~8.4x 2015E EV/EBITDA and less than 15x 2015E free cash flow. By contrast, shares traded at a
low-to-mid double digit EV/EBITDA multiple in 2013 and industry comps also support double digit multiples. Looking out to 2017,
we conservatively project earnings remain modestly below prior peak levels (FY 2013) and apply a still-discounted
9x EV/EBITDA multiple. This implies SeaWorld’s intrinsic value could approach $28/share or ~65% above current levels
inclusive of dividends. Additional long term upside could come from expansion opportunities internationally and via entry into the
accommodations business as well as a firmer ticket pricing environment. The Company has relied on heavy promotional pricing
in 2015 to build customer goodwill, but the combination of dissipating negative press, an improving U.S. consumer spending
outlook (including lower gas prices), and heavy price increases by competitors (especially at Disney and in the Orlando market)
could open the door for price hikes in 2016-2017. In our view, the recent management and strategic overhauls and the prospects
for a return to earnings growth in 2016 could catalyze a change in investor opinion toward SeaWorld shares. With 25% of
SeaWorld’s share float sold short, the effects of a reversal of sentiment could be magnified.
Even if change takes longer than expected to materialize, in the interim SeaWorld offers a strong free cash flow yield;
even with capex elevated at ~12.5% of revenue in 2015 versus 11% the previous 2 years and a long term target closer to 10%,
we estimate SEAS can generate >$100 million in FCF (~$1.21/share) in 2015 growing to ~$150 million by 2017. This supports
SeaWorld’s outsized dividend (4.6% current yield) and leaves room for additional deleveraging and/or share repurchases in the
coming years. Blackstone’s remaining 22% stake may also be creating an overhang on SEAS shares, but the firm is highly
motivated to return the share price to its former levels in order to exit in the coming years. We would also note that upon joining
SeaWorld, CEO Manby received approximately 1.1 million restricted stock units that vest over 4 years beginning in April 2016.
Priced at $20/share, this should provide plenty of incentive for Mr. Manby to lead SEAS shares higher over the next 5 years.
CEO Manby bought an additional $248k worth of SEAS shares ($17.11/share) on the open market in November.
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Sotheby’s
BID

Capitalization Summary ($MM)
Price
$26.51
Diluted Shares (MM)
68.5
Market Cap
$1,816
Total Debt
$1,203
Cash
($602)
Enterprise Value
$2,417

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
1.1
52-Week Price Range
$47.28-$25.71
Short % of Float
14.4%
Major Shareholders
Third Point 10%; Marcato 10%
Valuation and Misc. Stats ($MM) 9/30/15
$788
Book Value
2.3x
Price/Book Value
$1.85
EPS (ttm)
14.3x
Price/Earnings
$292
EBITDA (ttm)
8.3x
EV/EBITDA
$0.40 / 1.5%
Dividend Rate / Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
Adj. EBITDA
Margin

2012
$768
$214
27.9%
$236
30.7%

2013
$854
$223
26.1%
$246
28.9%

2014
$938
$226
24.1%
$299
31.8%

Catalysts/Highlights
• Presence of activist investors and recent managerial and board shake-up portend a greater focus

on cost structure and new business opportunities
• Any resilience in art auction volume/pricing should be positive given negative current sentiment

and high short interest
• BID is executing a $250 million repurchase plan and reviewing its valuable real estate

INVESTMENT RATIONALE
Sotheby’s is a predominant global art auction house with over $6 billion in annual auction volume. BID shares had already
declined 20% from early 2014 highs when AAF profiled the Company in April 2015, and after a brief ascent to $47 in midsummer,
shares plummeted in the following months (down 39% YTD). The recent declines reflect faltering confidence in the health of the art
market and signs of heavy competition to secure consignments. CEO changes at both Sotheby’s and Christie’s in early 2015 were
expected to bring along a more rational pricing strategy, as excessive competition had pummeled Sotheby’s net auction commission
margins from 18.3% in 2010 to 14.7% in 2014. A February 2015 increase in Sotheby’s buyer’s commission fee structure boosted
auction commission margins to 15.3% YTD 3Q15, but recent developments suggest the timeline to sustained increases may be
extended. In September, Sotheby’s offered an unprecedented $515 million guarantee to win the auction rights to the art collection of its
former chairman A. Alfred Taubman’s estate. The collection of over 500 works features several high profile pieces but was considered
“second rate” by many in the art world and (as of early November) Sotheby’s did not use third party hedges (guarantees) on individual
art pieces of the collection to reduce its exposure. This followed an extended competition with Christie’s to win the estate sale, and
CEO Smith’s reference to the collection’s “uniqueness to Sotheby’s shareholders” suggests Sotheby’s over-bid in order to avoid the
embarrassment of losing its former chairman’s estate sale to its rival.
The headline “Taubman Masterworks” auction in early November barely squeaked past the low end of Sotheby’s
$374.8-$526.5 million pre-sale estimate at $377 million (prior to adding the buyer’s premium commissions), and although Sotheby’s still
anticipates covering the guarantee, the collection is unlikely to generate an attractive return. Reports of heavy competition to win other
lots for consignment at the flagship fall auctions added to fears that commissions will remain under pressure. This came alongside
additional recent signs of faltering demand. Christie’s flagship evening sale in November also came in $5 million below its low estimate
at $435 million; 29% of lots went unsold. The health of the Chinese buyer remains the elephant in the room; Hong Kong sales/Chinese
buyers account for roughly 15%-20% of Sotheby’s sales.
The Taubman guarantees will likely drive an earnings decline in Sotheby’s critical 4Q15, but Sotheby’s October Hong Kong
sales and its two key November New York evening sales actually all closed near the middle of pre-sale estimates. Overall Sotheby’s
auction sales are actually roughly flat to slightly ahead of 2014 volume through mid-December.
Art market sentiment is likely to continue to drive Sotheby’s share price in the near term, and is closely correlated with broader
investor sentiment/stock market performance. Unfortunately we do not have a crystal ball for either. But after the recent plummet, BID
shares trade at just 7.7x 2014 EBITDA, <9x 2015E EV/EBITDA or ~14x 2015E FCF—far below intrinsic value from a longer-term
perspective, in our view. While art activity remains unpredictable in the near term, Sotheby’s business has proved to be a durable
(founded in 1744), high margin (30% operating margins) near-duopoly. Sotheby’s auction sales have posted an impressive 7% CAGR
since 1992. Overall, art still represents a small portion of wealth and is increasingly viewed as a hobby and/or a store of wealth for ultra
high net worth individuals—a category which should continue to see outsized growth over the long term driven by emerging markets.
Sotheby’s is also highly levered to any improvement in commission margins, which are still within ~50 bps of multi-decade lows.
Nonetheless, in our base case valuation we assume only flattish auction volume and net auction commission margins (15.3%) through
2017 given the macro uncertainties. At 8x 2017E EV/EBITDA (ex-Finance net debt), we estimate Sotheby’s intrinsic value could
approach $43/share. Sotheby’s new management team is also in the early stages of potentially promising long-term strategic initiatives
including cost cutting; growing its finance portfolio; improving its presence in contemporary art and private sales; garnering more volume
in the higher margin mid-priced consignments; category expansion including autos, wine, and jewelry; and digital initiatives.
In the near term, capital allocation remains the primary potential catalyst for shareholder value creation. The presence of two
activist investors (Third Point and Marcato Capital each hold a 10% stake) produced wholesale board and management changes in
2015 and an ongoing review of the Company’s capital allocation policy. As of 3Q15, Sotheby’s held just $22 million in net debt,
excluding Finance segment borrowings. In August, the board authorized a $250 million share repurchase program including a
$125 million accelerated program, which was completed in November and retired 3.7 million shares (5%) in just 3 months
($33.73/share). Sotheby’s also owns prime real estate in Manhattan and central London that we estimate could be worth upwards of
$400 million in excess of current mortgage balances or 23% of the current market cap—none of which is included in our intrinsic value
estimate. While the real estate is vital to Sotheby’s operations and BID recently refinanced a $325 million mortgage on its NYC property,
at a minimum, the additional real estate value provides balance sheet protection. The Company is still exploring alternatives for its New
York office and could reduce its footprint to unlock incremental value. Finally, we would highlight the sizable insider purchase activity at
higher prices in August including 63k shares by CEO Tad Smith (~$38/share), 13k by chairman Domenico De Sole ($38), and 30k by
director Dennis Weibling ($35-$38).
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Staples, Inc.
SPLS

Capitalization Summary ($MM)
Price
$9.40
Diluted Shares (MM)
646.0
Market Cap
$6,072.4
Total Debt
$1,035.0
Cash
($782.0)
Enterprise Value
$6,352.4

NASDAQ

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
9.8
52-Week Price Range
$19.40-$9.03
Short % of Float
4.5%
Major Shareholders
Insiders: 1.9%
Valuation and Misc. Stats ($MM) 9/30/15
$5,339.0
Book Value
1.1x
Price/Book Value
$0.8x
EPS (ttm) non-GAAP
11.8x
Price/Earnings
$1,407.9
EBITDA (ttm)
4.5x
EV/EBITDA
$0.48 / 5.1%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
January 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$24,381
$1,548
6.3%
$2,035
8.3%

2013
$23,114
$1,242
5.4%
$1,700
7.4%

2014
$22,492
$959
4.3%
$1,426
6.3%

Catalysts/Highlights
•
•
•

Potential for aggressive downsizing of its retail stores, which has demonstrated a favorable profitability
impact when square footage is reduced
Should Staples walk away from its deal to acquire ODP, we believe it would likely become an attractive
private equity target with its low net debt levels and strong free cash flow generation
Share repurchases could be utilized to unlock shareholder value with shares trading at an extremely
attractive valuation.

INVESTMENT RATIONALE
In last year’s Forgotten Forty, we noted that there could be the potential for a synergy-rich combination with peer Office Depot
(ODP), as noted activist investor Starboard had recently disclosed a new position in Staples (ODP was an existing position). In February
2015, SPLS announced it had reached an agreement to acquire ODP for $7.25 a share in cash and 0.2188 of a share in SPLS stock.
News of the deal buoyed SPLS’ shares as the proposed combination with ODP offers over $1 billion worth of synergies. Alas, as the
deal’s approval was called into question and with the FTC ultimately revealing in December 2015 that they would be filing a lawsuit to
block the merger (despite SPLS/ODP offering to divest over $500mm of commercial business), shares of SPLS faced significant selling
pressure and finished as the worst performer in the 2015 Forgotten Forty (down 45.5% vs. the S&P 500: +2.5%).
In announcing its decision to block the merger, the FTC noted that SPLS (largest seller of office products and services) and
ODP are each other’s closest competitors in the sale of consumable supplies to large business customers and stated that “the
Commission has reason to believe that the proposed merger between Staples and Office Depot is likely to eliminate beneficial
competition that large companies rely on to reduce the costs of office supplies.” According to the FTC complaint, “Staples and Office
Depot are often the top two bidders for large business customers.” In the wake of the decision, SPLS/ODP announced that they intend
to contest the FTC's attempt to block the deal. While it is difficult to handicap their odds of success, it is interesting to note that the
FTC’s decision to contest the merger is in contradiction of its own ruling that paved the way for ODP/OfficeMax merger in 2013. At that
time, the FTC ruled that SPLS and ODP face "strong competition" from "a host" of competitors. It should be noted that the office
products industry has become even more competitive subsequent to the ODP/OMX merger as Amazon recently rebranded its Amazon
Supply as Amazon Business, suggesting it is aiming to become a formidable player in offering business supplies to large organizations.
In light of the merger uncertainty, it is worth reviewing the prospects of SPLS on a standalone basis. We have long argued that
Staples’ North American commercial business (~40% of sales), is its crown jewel. The business has a number of favorable attributes
including multi-year agreements with customers (~2-3 years), integration with a customer’s IT system (switching costs), strong supply
chain capabilities (ability to provide free next day delivery of its traditional categories to over 95% of its footprint in the U.S), and its
significant bargaining power over suppliers given its size. While the NA Commercial business performance has been uninspiring to date
(sales up just 1.9% during first 9 mos. of FY2015), we believe this partially reflects the fact that potential commercial customers have
likely stayed on the sidelines in light of the proposed SPLS/ODP combination (previously we believed that the ODP/OMX merger
presented an opportunity for SPLS to gain commercial customers as the ODP/OMX businesses were being integrated).
While SPLS’ retails stores have struggled of late (14 consecutive quarters of negative SSS growth in NA retail segment), the
Company has been improving the performance of its retail operations by closing underperforming stores, transitioning stores to a more
profitable smaller format and adding services beyond its core office supplies (breakroom supplies, etc.). Management notes that when it
downsizes a SPLS store (~24k square feet vs. 12k square feet) it is able to retain 95% of sales with operating profit improving by
150-300bps (lower lease payments). To date, ~60 small stores have undergone the transition, but given the favorable profitability
impact, we would expect SPLS to accelerate the transition in the coming years. The leases on ~200 of its stores (1,618 U.S. stores)
come up for renewal on an annual basis providing SPLS a good opportunity to bolster the profitability of its retail operations.
Should the SPLS and ODP merger eventually be approved, we believe that there would be significant upside with SPLS
shares. With ODP trading at a nearly 40% discount to the transaction’s proposed terms, owning ODP would present even greater
upside. However, we believe that SPLS offers a better risk/reward if the deal falls through. SPLS has been more aggressive investing in
its business in recent years (online capabilities) and transitioning its business beyond office supplies (~55% of SPLS’ business is now
derived from core office supplies including paper, ink and toner, etc. vs. 75%-80% a few years ago).
We believe that SPLS’s shares, which are trading at just 4.5xEBITDA, offer an extremely attractive return/risk scenario with its
share price more than discounting the uncertainty surrounding the deal as well as its future standalone business prospects. Selling
pressure has likely been compounded by indiscriminate selling (tax loss selling, etc.). SPLS boasts a strong balance sheet with cash of
$782 million and debt of just over $1 billion. In our view, should SPLS decide to go it alone, we believe it would become an extremely
attractive private equity target with current net debt/EBITDA of just 0.4x (includes $250mm breakup fee) and strong free cash flow
generation (management has projected an average of $636 million of annual free cash flow under a bear case scenario). Absent a PE
acquisition, SPLS will likely be able to unlock shareholder value by acquiring a meaningful amount of its shares at the currently
depressed price (share repurchases were suspended in light of the merger). As SPLS investors await more clarity on the fate of its
future, we note they are handsomely compensated with a healthy 5.1% dividend yield (SPLS’ annual FCF is ~2x its dividend payment).
Our estimate of SPLS intrinsic value on a standalone basis is $18 a share, representing 91% upside from current levels.
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Time Warner Inc.
TWX

Capitalization Summary ($MM)
Price
$64.26
Diluted Shares (MM)
824
Market Cap
$52,957
Total Debt
$22,927
Cash
($1,774)
Enterprise Value
$74,110

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
6.1
52-Week Price Range
$91.34-$63.54
Short % of Float
1.9%
Major Shareholders

Insiders <1%

Valuation and Misc. Stats ($MM) 9/30/15
$23,648
Book Value
2.2x
Price/Book Value
$4.39
EPS (ttm)
14.6x
Price/Earnings
$7,551
EBITDA (ttm)
9.8x
EV/EBITDA
$1.40 / 2.2%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2012
$25,325
$5,498
21.7%
$6,263
24.7%

2013
$26,461
$6,268
23.7%
$7,027
26.6%

2014
$27,359
$5,975
21.8%
$6,708
24.5%

Catalysts/Highlights
•
•
•

Currency stabilization, a strong film slate, and low-teens projected subscription revenue growth at Turner
should allow TWX to return to outsized earnings growth in 2016
TWX trades 25% below Fox’s bid in 2014 and could again be a takeover candidate or decide to spin HBO
TWX is returning upwards of $5 billion/year to shareholders via dividends and repurchases

INVESTMENT RATIONALE
Time Warner is a leading content company with assets including Warner Bros. film and television studio, Turner Networks’
portfolio of top-rated cable TV stations, and premium pay TV network HBO. AAF has long viewed TWX as a best-in-class player,
relatively well positioned to handle cord cutting and the move to Internet delivered content. Our rationale is based on Warner’s strong
intellectual property and well-established global film franchises; HBO’s already unbundled, premium-priced, and still relatively
underpenetrated distribution in the U.S. plus its unrivaled but still under-monetized global footprint; and Turner Networks’ strong sports
and news content and underpriced affiliate fees. However, a year ago TWX was kept off our Forgotten Forty list as the stock’s 6-year
streak of outperformance had brought it close to our intrinsic value estimate. After tumbling by 20% over the subsequent 12 months and
30% from recent August 2015 highs, shares once again appear attractively priced.
TWX shares’ recent performance reflects a number of factors. Industry-wide, stocks have been punished since mid-2015 as
the declines in “full stack” cable subs and ratings have shown signs of acceleration, with investor fear exacerbated by negative
commentary from Disney CEO Bob Iger in August. TWX’s international business has also been crushed by FX headwinds, which are
expected to subtract ~$0.50 from EPS in 2015 and 2016. TWX has also forecasted some margin pressures going forward, particularly
at HBO attributed to marketing and technology investments related to the development of the “over the top” Internet streaming service
HBO NOW. In November 2015, CEO Jeff Bewkes also signaled TWX will more forcefully pull back from licensing its programming to
SVOD services like Netflix. This is in tune with the strategic thinking that Bewkes has vocally articulated over the years—that incumbent
networks need to hold onto their content longer and make more of it available on-demand/online with TV Everywhere. But it represents
a backtrack of sorts from TWX’s moves a year earlier, most prominently HBO’s April 2014 deal to exclusively license much of its back
library to Amazon for ~$300 million/year over 3 years. At the time, Bewkes and management were under intense pressure to justify the
decision not to negotiate a merger with Fox, and adding such a high margin incremental revenue stream clearly helped.
Moving away from these deals will create some profit pressure, but we believe this is a worthy tradeoff to protect the networks
over the long term. More broadly, we see no signs of any permanent impairment in Time Warner’s networks. Turner has locked up
premium sports programming rights looking out 5-10 years and management expects domestic subscription revenue to grow at lowteens rates in 2016-2017 as they catch up with the networks’ top viewership rankings. At HBO, Game of Thrones continues to anchor
an unmatched quality slate of original programming (2015’s season five was the most-watched series in HBO history with over
20 million average viewers) with new shows coming in 2016 from Jon Stewart, Vice Media, Sesame Street, Bill Simmons, etc. These
new content investments combined with the HBO NOW efforts should particularly help HBO to grow penetration in key younger
demographics that are most prone to cord cutting. At Warner Bros., the studio is a beneficiary of the burgeoning global demand for
quality scripted original content and the rise of new SVOD bidders for syndicated/library content. The Company’s leading IP also
translated to video game success in 2015 (Batman: Arkham Knight, Mortal Kombat X, Lego, Mad Max, etc.) and helped power a 15%
rise in adj. EBITDA at Warner Bros. YTD3Q15 to $1.3 billion. Looking forward, Warner has a strong movie slate in the coming two years
including Batman v. Superman, a new series from Harry Potter creator J.K. Rowling, two Lego films, etc.
After the recent declines, TWX shares trade at only ~14x 2015E EPS guidance of $4.60-$4.70 and ~12x 2016E EPS guidance
of $5.25. We would also note shares trade a whopping ~25% below the ~$85 offer price from Fox that TWX’s board spurned in mid2014. Utilizing a sum-of-the-parts methodology and affording a higher multiple to HBO (13x 2017E EBITDA) than Warner Bros. (11x)
and Turner Networks (10x), we derive a two year forward-looking intrinsic value estimate of approximately $90 per share or 40% above
current levels. In hindsight, a deal with Fox would have been beneficial to TWX shareholders in the medium term—in large part due to
unforeseeable currency headwinds and depending on the cash component/performance of FOX stock. But from a long term
perspective, we believe TWX is still better positioned to create shareholder value as an independent company. HBO and Warner Bros.
are both still in the early-to-middle innings of capitalizing on their top IP and original programming internationally. Furthermore, we
believe TWX could surface incremental value by eventually separating its assets. TWX management continues to voice their belief that
synergies from housing content studios, cable networks, and premium networks under the same roof outweigh a split, but they have
shown a willingness to spin off assets in the past (AOL, Time Warner Cable, and most recently Time Inc.). We believe the higher
multiples that would be unlocked by spinning off HBO (or some other combination of spinoffs) would more than compensate for any lost
synergies (which are likely limited and difficult to quantify). This could also allow Warner Bros./Turner to revisit a merger with Fox or
another studio/programmer, which could produce significantly greater synergies than any lost from separating HBO while allowing the
market to accord HBO a premium multiple even modestly closer to Netflix’s (24x consensus 2018E EBITDA). In the interim, TWX
continues to exploit the discount in its stock price via repurchaes. TWX spent $3.3 billion to repurchase 41 million shares (5%) in 2015
through October 30th and has spent nearly $16 billion since the start of 2012 to reduce the share count by nearly 20%.
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Tribune Media Company
TRCO

Capitalization Summary ($MM)
Price
$33.88
Diluted Shares (MM)
94.5
Market Cap
$3,202.1
Total Debt
$3,485.6
Cash
($367.9)
Enterprise Value
$6,319.8

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.6
52-Week Price Range
$77.37-$33.26
Short % of Float
3.0%
Major Shareholder
Oaktree Capital: 15.3%
Valuation and Misc. Stats ($MM) 9/30/15
$4,302.5
Book Value
0.7x
Price/Book Value
$3.78
EPS (ttm)
9.0x
Price/Earnings
$544.4
EBITDA (ttm)
11.6x
EV/EBITDA
$1.00 / 3.0%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2014
$1,949.4
$301.2
15.5%
$607.8
31.2%

Catalysts/Highlights
• WGNA has been converted to a cable network from a superstation (~18 months ahead of schedule) setting the stage
for improved profitability
• New programming slate at WGNA (2/3 of primetime lineup new in 4Q 2015) expected to drive improved profitability
• Potential for meaningful increase in political advertising in 2016 with exposure to 13 swing states and 16 senate elections
• Monetization of excess real estate and/or valuable broadcast spectrum
INVESTMENT RATIONALE
Tribune Media Company is a holding company that owns a portfolio of media and entertainment businesses including
the largest independent broadcaster of local TV stations (39 owned and 3 operated) reaching 44% of U.S. households; cable
network WGN America (~80 million U.S. subs); Gracenote, a provider of subscription-based services to the video, music and
sports industries (clients include Apple, CBS, Eurosport, etc.); a 31% stake in TV Food Network (Food Network and Cooking
Channel); and a 32% stake in CareerBuilder, among others. In addition to its media assets, TRCO holds a vast real estate
portfolio (~8 million square feet; ~1,200 acres) and, due to its broadcast operations, valuable wireless spectrum.
TRCO shares have declined by ~45% this year (adjusted for ~$6.73 special dividend) reflecting a number of mostly
non-fundamental factors including meaningful selling (9.2mm shares or ~10%) by former creditors (April 2015), renewed
concern over traditional linear TV, the departure of TRCO’s CFO during the midst of the summer media sell off, and TRCO’s
decision not to confirm its 2016 guidance for at least 30% EBITDA growth (partially due to potential real estate sales that would
generate cash, but pressure EBITDA – lower lease income/higher opex). While the CFO departure was inopportune, we don’t
believe it is reflective of TRCO’s prospects (he left for another turnaround opportunity following TRCO re-listing and TPUB spin).
TRCO’s 2013 acquisition of Local TV (19 TV stations) could be a game changer. TRCO is now the nation’s top Fox
affiliate (14 stations vs. 7 previously) and 57% of its stations are now affiliated with a top four network vs. 35% previously, which
should help drive increased retrans fees and advertising revenues. SNL Kagan estimates that industry retrans fees are expected
to increase at a 14% CAGR between 2013-2020 and we would note that TRCO is currently underpenetrated in this high-margin
revenue source. The transaction also increases TRCO’s exposure to swing states (~13 vs. 7 with 16 senatorial elections in its
footprint) that should enable TRCO to command a meaningful increase in 2016 political revenues as certain donation caps have
been lifted. TRCO produces ~75k hours of news programming each year and the uptick in morning and evening local news
audiences coupled with the DVR-proof nature of the genre (attractive for advertisers) bodes well for future growth. TRCO’s local
station website traffic is up ~2.5x over the past 2 years with ~90mm unique visitors per month. TRCO has been monetizing this
traffic (digital ads +26% 9mos 2015) with digital now representing a meaningful third revenue stream for its broadcast segment.
While WGNA currently accounts for ~10% of Television and Entertainment’s revenue (~88% of total), the network has
the potential to drive a significant amount of segment revenue and profitability growth. Under new management, TRCO recently
completed WGNA’s transformation to a cable network (from superstation) 18 months ahead of schedule that will enable it to
capture higher affiliate fees, advertising revenues and drive ancillary revenue streams from owned content. Early results are
encouraging with WGNA expanding its reach (~80mm subs vs. 73mm at YE 2014) and further sub growth is likely as its
programming investments gain traction. WGNA has successfully debuted two series, including Salem (renewed for a 3rd season
in July) and Manhattan, that should help sustain WGNA’s momentum. While competition in the scripted drama space has
intensified, TRCO’s CEO (Peter Liguori) was instrumental in building FX into a juggernaut during his tenure at Fox.
While Tribune’s real estate and spectrum assets are not currently producing much in the way of cash flow, they could
meaningfully impact TRCO’s future valuation. In November 2015, TRCO announced that it has decided to accelerate the
monetization of its real estate portfolio and has begun a sales process for two marquee properties (Tribune Tower and LA Times
Square property) and expects to sell several other properties to take advantage of robust real estate conditions. Meanwhile,
Tribune has valuable broadcast spectrum (10 stations in 9 of the top 10 broadcast markets) that could potentially be monetized
or used to establish partnerships with telecom firms. The FCC is currently conducting an incentive auction (begins March 2016)
for spectrum. It released opening bid prices in October 2015 and broadcasters have until Dec. 18th to decide to participate.
TRCO’s investment in TV Food Network (partnership with Scripps) provides it with significant financial flexibility. Over
the past 3 years, TVFN has provided Tribune with ~$150 million in annual cash distributions, which helps fund the investment in
programming at WGNA and expand the capabilities in the Digital and Data segment (~10% of revenues). We would not rule out
a sale of TVFN and note that TRCO divested two minority stakes (Cars.com and Apartments.com) recently for ~$500 million.
Based on our projections, TVFN could be worth ~$2.9 billion and we believe there could be an opportunity for a tax efficient
monetization, especially if SNI were to be acquired by a larger media company (key Scripps heir passed away in 2012).
Our estimate of TRCO’s intrinsic value is $70/share (slightly more conservative multiples vs. original AAF write-up),
more than double the current share price. We believe a number of factors could drive further upside including meaningful real
estate/spectrum monetizations, outsized buybacks and greater than expected political revenues, among others.
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UniFirst Corporation
UNF

Capitalization Summary ($MM)
Price
$102.08
Diluted Shares (MM)
20.1
Market Cap
$2,052
Total Debt
$1
Cash
($277)
Enterprise Value
$1,775

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 0.06
52-Week Price Range
$124.61-$100.75
Short % of Float
3.0%
Major Shareholders
Croatti family: 26% of O/S,
77% voting control
Valuation and Misc. Stats ($MM) 9/30/15
$1,242
Book Value
1.7x
Price/Book Value
$6.15
EPS (ttm)
16.6x
Price/Earnings
$277
EBITDA (ttm)
6.4x
EV/EBITDA
$0.15/ 0.1%
Dividend Rate/Yield

P&L Analysis ($MM)
Fiscal Year Ending last
Saturday of August

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$1,356
$186
13.7%
$256
18.9%

2014
$1,395
$193
13.9%
$265
19.0%

2015
$1,457
$200
13.8%
$277
19.1%

Catalysts/Highlights
•
•
•

Unwarranted significant valuation discount to competitors (~38% utilizing EV/EBITDA multiples)
Fortress balance sheet with ~$277 million in net cash (~13% of market cap)
Management incrementally more receptive to capital alternatives

INVESTMENT RATIONALE
UniFirst Corporation (UNF), which was initially featured in Asset Analysis Focus’ June 2015 issue, joins the ranks of
our Forgotten Forty for the first time due to the stock’s potentially large upside (66%) to our estimated intrinsic value per share
and the Company’s strong financial profile. UNF designs, manufactures, rents, cleans, delivers and sells uniforms and
protective clothing, and non-garment items in the U.S. and Canada. Representing over 91% of revenue, the Core Laundry
Operations segment’s principal business is to rent and deliver clean uniforms to its clients (and pick up the soiled ones) usually
on a weekly basis. Importantly, customer contracts generally range in length from three to five years, which comfortably allows
for the recovery of uniform costs. Customers are from a diversified range of industries and no single customer accounts for
more than 1% of revenue. The Company is currently the third largest player in the uniform market with over a 7% share and has
historically grown organically and via acquisitions. The marketplace remains ripe for further consolidation as more than 400
smaller firms are estimated to represent almost 60% of the market.
The Company traces its beginnings back to 1936 and has historically been controlled by the Croatti family (relatives of
the founder). Owning ~26% of the total combined outstanding Common and Class B shares, the Croatti family controls ~77% of
the voting power via its ownership of “10-votes-per-share” Class B shares. Current CEO Ronald Croatti individually controls
over 16% of the voting power and has continued the family tradition of utilizing excess accumulated cash for acquisitions to the
detriment of increased dividends and/or share repurchases. The annual dividend rate has been $0.15 per share since 2000 and
there have been no shares repurchased in the last four fiscal years. Despite these non-friendly shareholder policies and “family
control,” the stock has well-rewarded shareholders over the past ten years relative to competitors and the S&P 500 Index. Over
the last few years, a dearth of attractive acquisitions has limited activity within the industry and has contributed to the
Company’s outsized net cash position (~$277 million at FYE2015 – August 29, 2015) that now represents ~13% of UNF’s
market capitalization. Importantly, during the Company’s 4Q FY2015 (held October 2015) conference call, management
indicated they have become “incrementally” more flexible about alternatives for the excess capital, which could result in positive
shareholder friendly actions.
Despite severe headwinds during FY2015 that included an ongoing reduction in energy-related uniforms (UNF is
active in supplying uniforms in the Texas shale basins as well as western Canada) and a fairly dramatic drop in the value of the
Canadian $ (the Company’s most significant foreign exposure of its ~8.5% non-dollar revenue exposure), UniFirst managed to
post $6.15 in diluted EPS significantly exceeding its original $5.75 mid-point estimate. Earnings were aided by the positives
from the quick and severe drop in energy costs (natural gas used in the laundries and fuel used for its delivery fleet) while the
energy-related uniform revenue decline was slower to materialize. For FY2016, management forecasts an EPS range of
$5.60-$5.80 on basically flat revenue. This forecast helped cement investors’ beliefs that UNF’s approximate 10% revenue
exposure to energy–related industries will continue to be problematic, which has resulted in the stock declining from the low
$120s in the beginning of the year (~16% below today’s level). We note that management has historically given conservative
guidance - as was the case last year.
While earnings outlooks for competitors have remained somewhat stable compared to the Company’s managementsupplied outlook, we believe the current ~38% EV/EBITDA valuation discount to the peer average severely undervalues
UniFirst. By most recent historical metrics, the Company’s operating metrics (revenue growth, operating margins, etc.) are
closely in line with its two main pure play competitors (Cintas and G&K Services) leaving “family control” concerns and/or an
implied outsized energy-related exposure as the two possible culprits for the discount. As the Company has been controlled by
the Croatti family since inception and the Company’s valuation never reached a premium level during the energy-related upturn
of a few years ago, neither explanation appears logical. In addition, Texas rig counts (per Baker Hughes’ reports) have seen
some stabilization over the past 6 months. Furthermore, the Company has by far the strongest balance sheet in the industry
and the only one sporting a net (of debt) cash position.
Applying a 10.2x EV/EBITDA multiple (a 10% discount to the peer average) to our projections for calendar year 2017,
we derive an estimated intrinsic value per share of $169, representing ~66% upside from current levels. Should the current
valuation discount persist in the coming years, we believe a management buyout, significant share buybacks or outright sale of
the Company may be sought by the controlling Croatti family.
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The Western Union Company
WU

Capitalization Summary ($MM)
Price
$18.14
Diluted Shares (MM)
513.2
Market Cap
$9,232.5
Total Debt
$3,483.5
Cash
($1,414.4)
Enterprise Value
$11,301.6

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM) 4.6
52-Week Price Range
$22.84-$16.73
Short % of Float
15.2%
Major Shareholders
Insiders: <1%
Valuation and Misc. Stats ($MM) 9/30/15
$1,347.2
Book Value
6.9x
Price/Book Value
$1.62
EPS (ttm)
11.1x
Price/Earnings
$1,409.7
EBITDA (ttm)
8.0x
EV/EBITDA
$0.62 / 3.4%
Dividend Rate / Yield

P&L Analysis ($MM)
Fiscal Year Ending
December 31

Revenues
Operating Income
Margin
EBITDA
Margin

2013
$5,664.8
$1,330.0
23.5%
$1,616.4
28.5%

2014
$5,542.0
$1,107.4
20.0%
$1,370.2
24.7%

2015
$5,607.2
$1,140.5
20.3%
$1,412.4
25.2%

Catalysts/Highlights
•
•
•
•

Increase in global migration due to conflict could drive an acceleration in remittance flows
Further optimization of WU’s underlevered balance sheet via shareholder friendly initiatives
Recent agreement with WeChat and the potential for additional social/digital companies to utilize WU’s money transfer platform
Potential for an acquisition of peer Moneygram (meaningful revenue/cost synergies) or an LBO

INVESTMENT RATIONALE
Shares of WU performed well in last year’s FF (+7% vs. 2.5% for the S&P 500), although we note they are currently
down over 20% from recent 52-week highs. WU’s shares were buoyed during the first half of 2015 following speculation that it
was in negotiations with competitor Moneygram about a potential acquisition. However, WU publicly denied those rumors (in
May 2015) though it is interesting to note that MGI remained silent about the market chatter.
In our view, many investors are incorrectly assuming that the growing adoption of mobile payments will disintermediate
money transfer operators such as Western Union (WU’s Consumer-2-Consumer money transfer operations account for 79% of
its revenues and 94% of its operating income). We believe this conclusion is misguided for a number of reasons including the
compliance/AML (anti money laundering) requirements of cross border remittances, the still largely cash based economies of
many markets that are recipients of remittance flows, and the lack of compatibility/interoperability between international mobile
systems, among others. Indeed, despite the rapid adoption of mobile devices globally, the value of international remittances
through mobile phones accounted for less than 2 percent (~$10 billion) of global remittance flows (~$542 billion) in 2013.
Within WU’s core C2C business, WU boasts a number of competitive advantages including its strong brand that allows
it to command premium pricing (15%-25% on average), a leading distribution network that is comprised of largely exclusive
agents, and significant resources to deploy on compliance requirements, which are likely to become more stringent in today’s
heightened regulatory environment. The global cross border remittance market is a large and growing market (~$588b of global
remittances) that is projected to increase at a mid single digit rate (%) over the next few years according to recent World Bank
projections. We believe that there could be upside to these projections as elevated levels of forced migration could accelerate
future remittance growth. According to a UN report, the number of refugees, asylum seekers and people forced to flee within
their own countries surged to nearly 60mm in 2014, representing the first time since World War II that it surpassed 50mm.
While many believe digital remittances will render WU obsolete, we believe the digital distribution channel presents WU
with several opportunities. While cash will be the dominant form of payout in the remittance market for many years, an
increasing amount of future transactions are likely to originate electronically (mobile, online, account to account, etc.). The
electronic business is the fastest growing distribution channel (westernunion.com transactions and constant currency revenues
increased 28% and 25%, respectively, during 3Q 2015) and offers a number of benefits including broadening of WU’s
distribution, a more favorable cost structure (reduction of an agent commission on one, or both, sides of the transaction) and
attracting a more valuable consumer (mobile customers transact more frequently). While digital margins currently trail segment
averages due to technology and marketing investments, management believes that they can approach overall segment
profitability as the business gains more scale. In November 2015, WU announced an agreement with WeChat (social
communication platform owned by Tencent) that should help sustain its digital growth. According to the agreement, users of
WeChat in the United States (~650 million global users as of 3Q 2015) have the ability to send money cross-border to 200
countries and territories via the company’s WU Connect platform. WU believes that there are other opportunities to leverage its
platform and recently stated that it is in conversation with a number of players in digital/social media who are interested in WU’s
turnkey solution. Facebook has long talked about its interest in enabling cross border payments and we believe WU’s platform
could help further their payments initiatives.
We continue to believe that an activist investor would have plenty of ammunition in a campaign against WU due to its ill
advised expansion into the market for B2B payments. In addition, we note that WU has an underlevered balance sheet (net
debt/ttm EBITDA: 1.5x) that could be more fully optimized given its strong cash flow and minimal capital requirements
(capex/revenues: ~4%). Despite robust returns to shareholders in recent years, including over $2 billion repurchased since 2011
(avg price: $16.43) resulting in an ~17% decline in shares outstanding and a 24% dividend increase (current yield: 3.4%) in
February 2015, we believe shareholder returns could be accelerated with a more efficient capital structure.
Our estimate of WU’s intrinsic value is $25 a share (utilizes following EV/EBITDA multiples to our 2017E EBITDA:
C-2-C: 8x; C-2-B: 6x; Business Solutions: 8x), representing nearly 39% upside from current levels. We would not be surprised if
our estimate proved conservative. WU represents an attractive LBO opportunity (WU generates ~$900mm in annual FCF;
FCF yield: ~10%) and we believe it could command a meaningful premium to our current estimate. Alternatively, an opportunistic
tie up with Moneygram (trading at multi-year lows) would likely represent an opportunity for significant revenue and cost
synergies and be favorably received by investors given WU’s recent stock price reaction in response to a rumored combination.
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W. R. Berkley Corporation
WRB

Capitalization Summary ($MM)
Price
$54.40
Diluted Shares (MM)
128.9
Market Cap
$6,707
Cash
($880)
Investments
$15,198
Loss Reserves
$10,661
Long-term Debt
$2,179

NYSE

Share Ownership and Trading Data
Average Daily Trading Volume (MM)
0.5
52-Week Price Range
$58.46-$47.45
Short % of Float
4.4%
Major Shareholders
W. Berkley (Chairman) 20.4%
Valuation and Misc. Stats ($MM) 9/30/15
$37.18
Book Value
1.46x
Price/Book Value
$3.85
EPS (ttm)
14.1x
Price/Earnings
$0.48 / 0.9%
Dividend Rate/Yield

P&L Analysis
Fiscal Year Ending
December 31

Revenues
Net Income
EPS
Combined Ratio
ROE

$MM, except for per share data

2012
$5,824
$511
$3.56
97.2
12.9%

2013
$6,409
$505
$3.55
95.1
11.6%

2014
$7,129
$649
$4.86
93.8
15.0%

Catalysts/Highlights
•
•
•

Decentralized management results in excellent risk underwriting
Outsized insider ownership allows more opportunistic capital deployment
M&A activity is alive and well in Property/Casualty Insurance and Reinsurance

INVESTMENT RATIONALE
W.R. Berkley (“Berkley”) enjoyed another successful year as a member of last year’s Forgotten Forty with a stock price
return of over 8%. WRB is one of the largest commercial insurers in the US. For the first nine months of 2015, net premiums
written by segment were: Domestic–78%, Reinsurance–9% and International–13%. The Company specializes in niche oriented
risks that tend to produce higher returns and less exposure to catastrophic events. WRB has outsized insider ownership of
22.5%, which includes 20.4% by the founder and former CEO, William R. Berkley. On October 31, 2015, Mr. Berkley became
Executive Chairman and passed the CEO role to his son, W. Robert Berkley, Jr. (who has been with the Company for 18 years).
Importantly, we believe William Berkley’s ongoing involvement and outsized ownership will continue to allow the Company to
operate more opportunistically than many of its larger, more widely-owned Property & Casualty (P&C) competitors.
Berkley’s business model is to strategically accelerate “Net Premiums Written” (NPW) in favorably priced insurance
markets, and become more cautious with capital allocation in less sanguine times. Since the “hard market” (times of rising
insurance pricing) started in 2011, Berkley has grown its share of business via business lines expansion and price increases.
The Company’s NPW increased 12.9% in 2011, 12.4% in 2012, 12.3% in 2013 and 9.0% in 2014 versus estimated industry-wide
property/casualty growth rates (data from Property Casualty Insurers Association of America) of NPW of 3.3%, 4.3%, 4.4% and
4.1%, respectively. Emblematic of the Company’s strategy, as opportunities in the Company’s smaller International and
Reinsurance segments started to wane in 2014 (Reinsurance NPW was negative 13.1% and International while having positive
NPW posted an underwriting loss) the Company reduced overall capital by paying a $1 special dividend per share in December
2014 versus utilizing the capital for additional growth in these segments. As conditions in the first nine months of 2015 have
remained challenging for the Reinsurance and International segments, the Company has concentrated on growing its more
profitable Domestic segment. NPW for Domestic now represents 78% of revenue for the nine months ended 9/30/2015 versus
75% in the same 2014 period. Overall, NPW of 3.3% for WRB for the first nine months of the year is now below the industry rate
of 4.1% (as of 2Q 2015). NPW growth rates by segment for the first nine months of 2015 were: Domestic Insurance +6.2%,
International (4.3)% and Reinsurance (7.5)% with combined ratios (the lower the more profitable) of 92.7%, 99.6% and 96.7%,
respectively.
Encouragingly, while the International and Reinsurance segments continue to experience increased competition,
underwriting results (as noted above) have remained positive (below 100%) – a testament to the Company’s underwriting skills.
Berkley has consistently produced annual underwriting profits principally due to decentralized management, which allows risk
managers to be close to the customer.
Like many insurance companies in the current low interest rate environment, Berkley has maintained a short average
maturity (3.2 year duration) for its fixed income portfolio and has a significant investment (~17%) in alternative investments (such
as investment funds and real estate) to boost investment income. With the long awaited increase in US short-term interest rates
most likely happening in the near term, investment income may finally become additive to future earnings. Notably, increased
interest rates on insurance companies’ fixed income portfolios generally have a substantial effect on earnings (although book
value is initially hurt by mark-to-market of securities via AOCI) as the portfolios are generally a significant multiple of
stockholders’ equity. For Berkley, “net invested assets” are $16.4 billion (of which 75% is in fixed income securities), which
represents 3.6x stockholders’ equity. Hence, the leverage to earnings on even a small increase in interest rates is meaningful.
Doing the math, a 25 basis point increase on $16.4 billion for a full year would add ~$0.33 to pre-tax EPS.
We value Berkley utilizing a relative Price/Book multiple. Due to the Company’s excellent underwriting track record,
historically high returns on equity and strong management team, we believe WRB should command a conservative premium
valuation to its peers’ 1.5x P/B average. Valuing Berkley at 1.6x P/B (within the lower half of its historical 1.1x-2.4x range) and
utilizing 2017E book value per share, we derive an estimated intrinsic value per share of $75.00, representing 38% upside from
current price levels. Finally, we would note that M&A is alive and well in the insurance industry as evidenced by the recent
announcements of ACE buying Chubb and EXOR’s purchase of PartnerRe.
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Appendix

Company

Symbol

# of Shares
Owned by Clients
of Boyar Asset
Management, Inc.*

Analysts
Own
Shares*

The Allstate Corporation

ALL

905

Bank of America Corporation

BAC

214,737



BBBY

34,823



Callaway Golf Company

ELY

45,614



Coach, Inc.

COH

55,051



CMCSA
COWN

53,437
–




CROX

9,791



Devon Energy Corporation

DVN

2,044



Discover Financial Services

DFS

–



Bed Bath & Beyond Inc.

Comcast Corporation
Cowen Group, Inc.
Crocs, Inc.

Discovery Communications, Inc.
Dover Corporation
Eastman Kodak Company

DISCK
DOV
KODK

75,615
–
–





eBay Inc.
Harley-Davidson, Inc.

EBAY
HOG

5,914
3,617



HealthSouth Corporation

HLS

1,898



International Speedway Corporation

ISCA

25,677



Interval Leisure Group

IILG

44,349



Kohl's Corporation

KSS

40,699



Legg Mason, Inc.
Liberty Broadband Corporation

LM
LBRDA

1,500
–




Liberty Global

LBTYK

–



Liberty Interactive Corporation (QVC Group)

QVCA

11,337



Liberty Media Corporation

LMCK

–



Loews Corporation
The Madison Square Garden Company

L
MSG

–
22,060




MRC Global Inc.

MRC

–

MSG Networks Inc. (formerly MSG)
News Corporation
Oaktree Capital Group, LLC

MSGN
NWSA
OAK

148,346
–
–




PayPal Holdings, Inc.
The Scotts Miracle-Gro Company
SeaWorld Entertainment, Inc.
Sotheby's
Staples, Inc.
Time Warner Inc.
Tribune Media Company
UniFirst Corporation

PYPL
SMG
SEAS
BID
SPLS
TWX
TRCO
UNF

6,735
30,743
–
–
150,413
55,175
57,237
–




WU

56,799



275



The Western Union Company
W.R. Berkley Corporation

WRB







* Share ownership as of 12/14/2015

Risks:
Risks that the companies profiled may not achieve our estimate of their intrinsic value include but are not limited
to difficulties impacting the global economy and financial markets, slowing in capital market activity, significant
declines in market values, and the risks associated with the uncertainty involved in the operations of each
individual company profiled.
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