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Research Highlights 

Western Union Investors Came for the Value, but Should Stay for the Moat 

 

Investors who were attracted to Western Union in recent years are likely debating what to do 

with the position now that the stock price has recovered. In our view, Western Union is an 

attractive long-term holding given the wide moat that surrounds its business and its solid long-

term secular growth prospects, as opposed to a temporary value play. Western Union is one of 

our most controversial wide moat ratings. But we believe the source of its moat is not well 

understood, and its competitive advantage is much more sustainable than most investors 

realize. In this presentation, we take a deeper look at some commonly cited industry metrics 

and company disclosures to uncover the source of the company's competitive advantage. We 

think Western Union's moat is driven by its sizable lead in an industry that is driven by scale, 

and this dynamic is the primary reason why its operating margins are more than twice as high 

as its closest competitors. 

 

Key Takeaways 

 

 Using World Bank data on global remittances, Western Union's market share is only 13%. 

However, banks handle a large portion of global remittance by value, primarily transactions 

that are too large for money transfer operators. Within the portion of the market served by 

money transfer operators, we estimate Western Union's market as 33%, roughly triple its 

closest competitor.  

  

 The company often notes that it believes its pricing is at a 15%-20% premium relative to its 

competitors, but we think the effective spread is much lower. We think any pricing 

differential for Western Union is driven not by its brand, but by stronger agent networks in 

certain areas, a function of its scale. We think understanding the source of its moat is 

important, as a scale-based advantage is more sustainable. 

 

 Our wide moat rating for Western Union is consistent with our moat ratings in other 

scalable industries that have seen pricing compression, such as asset management. We 

estimate the company only needs to achieve transaction growth two percentage points 

higher than pricing reductions to maintain margins, and it has generally achieved this 

historically.  

 

 The large disparity in income between developed and developing countries, and the fact 

that essentially all global population growth will come from less developed countries, 

should provide a modest but very long growth runway for the money transfer industry. We 

expect these secular drivers to reassert themselves when current macroeconomic 

headwinds dissipate.  

 

(continued on next page) 
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 Providing a 2015 free cash flow yield of about 8%, we think the stock remains modestly 

undervalued.  
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Research Highlights 

ATI and CRS: Now Boarding After Delays 

 
 

Misplaced concern about the potential impact of lower oil prices provides investors with an 

opportunity to purchase shares of narrow-moat companies Allegheny Technologies and 

Carpenter Technology at attractive prices. ATI and CRS each have a high degree of exposure to 

the production of next-generation commercial aircraft, which underpins attractive long-term 

growth prospects for both companies. Lower share prices since mid-2014 reflect the 

expectation that low oil prices will diminish commercial aircraft deliveries as well as sales to 

customers in the oil and gas space. We assert that the impact of these headwinds is 

overstated. For both ATI and CRS, low oil prices are unlikely to derail growth in the aerospace 

end market, and the falling rig count will have only a limited impact on companywide results. 

Additionally, new production facilities pave the runway for substantial growth. Narrow-moat 

operators ATI and CRS are positioned to drive attractive returns for shareholders over the long 

run. 

 

Key Takeaways 

 Large order backlogs for next-generation aircraft at Boeing and Airbus support favorable 

long-term growth prospects for ATI and CRS. 

 

 Concern about the impact of low oil prices is overstated. Low oil prices are unlikely to 

disrupt commercial aircraft delivery rates.  

 

 Sales to E&P customers will decline in the near term. This stalls a key growth engine for 

ATI and CRS, but the impact on companywide results will be limited. 

 

 ATI and CRS are positioned to generate improved free cash flow. Their emergence from 

major reinvestment cycles dovetails nicely with improving aerospace demand. 

 

 Narrow-moat companies ATI and CRS are both trading at sizable discounts to our fair value 

estimates. 

 

 Both companies would make sense as an acquisition target for Alcoa. ATI and CRS would 

help Alcoa advance its portfolio transformation efforts. 
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Research Highlights 

Book It: Online Travel Growth and Priceline's Position Strong 

 

The online travel market has been a fast-growing space in the past five years, with a 13.1% 

annual growth rate since 2010, and we see several drivers, including emerging markets, in 

destination services, vacation rentals, mobile usage, and hotel service software, that will 

support solid although slightly slowing bookings growth for the next several years. This growth, 

which we forecast at a 9.8% annual clip through 2019, should benefit both Expedia and 

Priceline despite a competitive environment. Aided by its strong position in this future growth, 

Priceline's market share of online travel bookings will grow at a faster rate than Expedia's, in our 

opinion, reaching the midteens in 2019 from the low double digits in 2015. We believe the 

market is not fully recognizing Priceline's strong position in this future growth, leading to an 

attractive entry point into a company with high returns on invested capital, a narrow moat, and 

a positive moat trend. We reiterate our $1,835 fair value estimate for Priceline and believe the 

shares currently offer a sizable margin of safety for investors. 

 

Key Takeaways 

 

 Driven by increasing income and Internet usage levels, developing regions will increase 

their share of total online travel bookings the next several years, benefiting Priceline to a 

higher degree than Expedia. 

  

 The increasing global mobile presence is set to drive strong growth of online in-destination 

and other travel bookings, while yielding a stickier customer with attractive economics, 

benefitting both OTAs. 

 

 Improved technology, awareness, and comfort will drive online vacation bookings growth 

above total online travel growth the next several years, and Priceline is well-positioned to 

benefit. 

 

 Hoteliers increasingly have cloud-based software solutions for back-end office needs at 

their disposal, and Priceline appears well positioned for growth in this market. 

 

 The competitive threats of TripAdvisor's Instant Booking, Google's Hotel Finder, Airbnb, and 

hotel direct bookings are manageable for both Expedia and Priceline. 

 

 Priceline's shares look compelling. We think the market is pricing in booking growth below 

industry levels, despite the firm's history of consistently outperforming industry growth and 

its solid position in growth areas we see for the industry in the next several years, while 

the competitive threat is manageable. 
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Best Ideas 

 
Price 

Fair 

Value 

Price/ 

Fair 

Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Basic Materials 

Alumina Ltd 

(AWC) 
1.54 2.6 0.60 4.39 None High QQQQ 

Taylor, 

Mark 

BHP Billiton 

Ltd (BHP) 
28.51 33 0.86 151.78 Narrow Medium QQQQ 

Taylor, 

Mark 

BHP Billiton 

PLC (BLT) 
1373.50 1685 0.82 73.12 Narrow Medium QQQQ 

Taylor, 

Mark 

Cameco Corp 

(CCO) 
18.55 28 0.66 7.34 Narrow High QQQQ 

Rohr, 

Daniel 

Nucor (NUE) 47.43 62 0.77 15.14 Narrow Medium QQQQ 
Lane, 

Andrew 

Potash Corp of 

Saskatchewan 

Inc (POT) 

30.44 41 0.74 25.39 Wide High QQQQ 
Stafford, 

Jeffrey 

Communication Services 

Millicom 

International 

Cellular SA 

(MIICF) 

77.05 94 0.82 7.71 Narrow High QQQQ 
Nichols, 

Allan C. 

Consumer Cyclical 

Crown Resorts 

Ltd (CWN) 
12.38 19 0.65 9.02 Narrow High QQQQ Han, Brian 

Fiat Chrysler 

Automobiles 

NV (FCAU) 

15.47 22 0.70 19.91 None High QQQQ 
Hilgert, 

Richard 

Gap (GPS) 38.93 49 0.79 16.25 Narrow Medium QQQQ 
Weishaar, 

Bridget 

General 

Motors (GM) 
35.16 50 0.70 56.51 None High QQQQ 

Whiston, 

David 

Harley-

Davidson Inc 

(HOG) 

57.85 68 0.85 12.04 Wide High QQQ 
Katz, 

Jaime M. 

Kingfisher PLC 

(KGF) 
370.60 430 0.86 8.62 Narrow Medium QQQQ 

Gorham, 

Philip 

NVR Inc 1374.27 1600 0.86 5.59 None Medium QQQQ 
Krapfel,  

James 

Priceline Group 

(PCLN) 
1154.92 1835 0.63 59.87 Narrow High QQQQ 

Wasiolek, 

Dan 

PVH (PVH) 113.69 129 0.88 9.40 Narrow High QQQ 
Weishaar, 

Bridget 

Swatch Group 

AG (UHR) 
381.80 565 0.68 21.25 Wide High QQQQ 

Swinand, 

Paul 

Consumer Defensive 

Mondelez 

International 

(MDLZ) 

41.08 45 0.91 66.82 Wide Medium QQQ Lash, Erin 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair 

Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Energy       

Cabot Oil & 

Gas (COG) 
32.32 43 0.75 13.37 Narrow High QQQQ 

Hanson, 

Mark 

Chesapeake 

Energy Corp 

(CHK) 

11.55 27 0.43 7.68 Narrow High QQQQQ 
Hanson, 

Mark 

Continental 

Resources Inc 

(CLR) 

44.13 64 0.69 16.47 Narrow High QQQQ 
Meats, 

David 

Encana (ECA) 11.88 16 0.74 9.99 Narrow Very High QQQQ 
Meats, 

David 

Haliburton Co 

(HAL) 
44.25 58 0.76 37.65 Narrow High QQQQ 

Stevens, 

Jason 

Santos Ltd 

(STO) 
8.22 12 0.69 8.03 Narrow High QQQQ 

Taylor, 

Mark 

Financial Services       

American 

Express Co 

(AXP) 

80.74 95 0.85 82.02 Wide Medium QQQQ 
Sinegal, 

Jim 

Apollo Global 

Management 

LLC (APO) 

22.58 42 0.54 8.87 Narrow High QQQQQ Ellis, David 

Australia and 

New Zeland 

Banking Group 

Ltd (ANZ) 

33.44 42 0.80 92.49 Wide Medium QQQQ Ellis, David 

Banco 

Santander 

Brasil SA/Brazil 

(BSBR) 

5.45 7 0.78 41.13 Narrow High QQQQ 
Puls, 

Timothy 

Berkshire 

Hathaway Inc 

(BRK.B) 

140.09 168 0.83 327.18 Wide Medium QQQQ 
Warren, 

Greggory 

Capital One 

Financial (COF) 
89.09 100 0.89 48.68 Narrow Medium QQQQ 

Werner, 

Dan 

National 

Australia Bank 

Ltd (NAB) 

34.45 41 0.84 90.09 Wide Medium QQQQ Ellis, David 

Svenska 

Handelsbanken 

(SHBA) 

127.10 156 0.81 242.38 Wide Medium QQQQ 
Pigeon, 

Sebastien 

TD Ameritrade 

Holding Corp 

(AMTD) 

37.61 43 0.87 20.44 Narrow High QQQ 
Wong, 

Michael 

U.S. Bancorp 

(USB) 
44.74 52 0.86 79.33 Wide Medium QQQQ 

Werner, 

Dan 

Westpac 

Banking Corp 

(WBC) 

33.31 41 0.81 103.59 Wide Medium QQQQ Ellis, David 

WR Berkeley 

(WRB) 
52.84 58 0.91 6.60 Narrow Medium QQQ 

Horn, 

Brett 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair 

Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Health Care 
        

Actavis PLC 

(ACT) 
308.66 330 0.94 121.13 Wide Low QQQQ 

Waterhouse, 

Michael 

Baxter 

International 

(BAX) 

71.64 79 0.91 38.99 Wide Low QQQQ 
Andersen, 

Karen 

Elekta AB 

(EKTA B) 
52.10 90 0.58 19.95 Wide Medium QQQQQ 

Morozov, 

Alex 

Express 

Scripts Holding 

(ESRX) 

90.62 100 0.91 66.09 Wide Medium QQQ 
Lekraj, 

Vishnu 

Industrials 
        

General 

Electric (GE) 
27.26 30 0.91 274.67 Wide Medium QQQ 

Noverini, 

Barbara 

Joy Global 

(JOY) 
38.94 56 0.70 3.79 Narrow High QQQQ 

Webb, 

Kwame 

Union Pacific 

Corp (UNP) 
98.25 115 0.85 86.03 Wide Medium QQQQ 

Schoonmaker, 

Keith 

Technology 

Avnet (AVT) 43.00 53 0.81 5.84 Narrow Medium QQQQ 
Kaur, 

Simran 

Google (GOOG) 537.84 715 0.75 367.53 Wide High QQQQ 
Summer, 

Rick 

Utilities         

Calpine (CPN) 18.98 26 0.73 7.07 None High QQQQ 
Bischof, 

Andrew 

Exelon (EXC) 32.78 37 0.89 28.23 Narrow Medium QQQQ 
Miller, 

Travis 

ITC Holdings 

Corp (ITC) 
32.75 42 0.78 5.08 Wide Low QQQQQ 

Fishman, 

Charles  
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Highlighted Stocks 

Baxter International Inc BAX  

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value 

(USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Healthcare 39.37 72.34 79 0.92 Low Wide 

 

“We're lowering our fair value estimate for Baxter to $79 from $84, based on the sum of our 

$42 valuation for Baxalta and $37 valuation for the new Baxter. After assessing our ROIC 

forecasts for Baxalta and the new Baxter and weighing recent data from potentially disruptive 

threats to Baxalta's hemophilia franchise, we think each stand-alone business warrants a 

narrow moat rating.” 

 

Analyst Note as of 19 May 2015:  

 

At the Baxter and Baxalta investor conferences, management outlooks for long-term free cash 

flows were in line with our forecasts, and we’re not making any changes to our $79 fair value 

estimate for the combined Baxter. Dividend-focused investors could be disappointed in the new 

capital allocation policy for Baxalta, which targets only a 15% dividend payout ratio (well below 

our assumed 35% payout ratio), while the new Baxter’s 35% target is relatively in line with our 

40% projected payout ratio. The combined firm holds a wide moat rating, but we expect to 

assign narrow moat ratings to each of the two smaller firms, largely due to evolving 

competitive pressures in the hemophilia market that imply lower barriers to entry. 

 

We found few surprises in the new Baxter outlook, as a difficult 2015 should be followed by 

significant margin expansion. Generic competition on cyclophosphamide in late 2014, currency 

headwinds, and spin-off dis-synergies make 2015 a challenging year, and management’s 

forecast for a 9% decline in revenue and a 9% adjusted operating margin in the second half of 

2015 are both slightly below our expectations. However, cost savings, manufacturing 

efficiency, Gambro synergies, and an optimized product portfolio support the firm's 14% 

operating margin forecast for 2020.  

 

Baxalta’s outlook matched our top-line forecast, but we think operating margin targets are 

aggressive, as we predict steeper potential pricing pressure due to competing hemophilia 

therapies by 2020. The pending acquisition of leukemia drug Oncaspar slightly improves 

margins and growth prospects, and we may slightly boost our 2015-20 annualized 

immunoglobulin sales growth assumption from 7% to 8%, as we remain enthusiastic about the 

firm’s differentiated franchise. However, Baxalta issued higher capital expenditure guidance 

than we had anticipated, and our hematology growth forecast remains at the low end of 

management’s 3%-5% forecast through 2020. 

 

Taking a closer look at new Baxter, we think margin expansion goals will be the greater test of 

management’s capabilities, as new Baxter’s profitability trails most peers. Given the relatively  

 

(continued on next page) 



Morningstar Equity Research Highlights | 20 June 2015—26 June 2015 

© 2015 Morningstar. All Rights Reserved. Unless otherwise provided in a separate agreement, you may use this report only in the country in which its original  

distributor is based. Data as originally reported. The information contained herein is not represented or warranted to be accurate, correct, complete, or timely. 

This report is for information purposes only, and should not be considered a solicitation to buy or sell any security. Redistribution is prohibited without written  

permision. To order reprints, call +1 312-696-6100. To license the research, call +1 312-696-6869. 

11 

 

Highlighted Stocks 

stable nature of new Baxter’s businesses, we see little reason management can’t attain its goal 

of a 2015-20 annualized growth rate of 4%, which lines up with our expectations. 

Management’s implied goal of nearly 5% in operating margin expansion over the next five years 

will present a larger challenge, in our view, but overcoming dis-synergies, dropping less 

profitable business lines, and attaining Gambro synergies should drive greater profitability. We 

also expect an increased focus on the higher margin segments, including anesthetics, 

parenteral nutrition, and biosurgery, will help boost profitability through product mix over time. 

Management should also be able to maintain a nearly $900 million capital spending run rate, 

which should keep our projections of over $1.1 billion in free cash flow by 2020 attainable. 

 

Diving deeper into the Baxalta presentation, management’s 6%-8% annualized revenue growth 

forecast through 2020 fits nicely with our own $8.2 billion revenue forecast for 2020 (6.8% 

growth). Adding in the pending $900 million acquisition of approved leukemia drug Oncaspar 

(which had $100 million in global sales in 2014), we think Baxalta could see an additional $200 

million in revenue in 2020, boosting our annualized sales growth forecast above 7%. Turning to 

profits, management sees operating earnings growth at more than 8% annually between 2016-

2020; our model implies 5% annually, but we think 8% is achievable with the addition of higher-

margin, faster-growing products like Oncaspar. That said, the high end of management's 

guidance--operating margins approaching 31% by 2020--seems difficult to achieve if Roche's 

ACE910 steals market share from Baxalta's high-margin products Advate and Feiba. 

 

For our analysis of the competitive advantages, strategies, and growth prospects of the new 

Baxter and Baxalta, please see our May 11 report, “Baxter/Baxalta Breakup: Downgrading to 

Narrow Moats, But Undervalued Sum-of-the Parts Remains.” 

 

Valuation as of 11 May 2015: 

 

We're lowering our fair value estimate for Baxter to $79 from $84, based on the sum of our $42 

valuation for Baxalta and $37 valuation for the new Baxter. After assessing our ROIC forecasts 

for Baxalta and the new Baxter and weighing recent data from potentially disruptive threats to 

Baxalta's hemophilia franchise, we think each stand-alone business warrants a narrow moat 

rating. While foreign exchange headwinds and slightly lower expected 2015 earnings that we 

discussed in our first-quarter Baxter earnings note were guiding to a new fair value estimate of 

$82 per share for the combined firm, the shorter Stage II time horizon for both new firms and a 

higher cost of capital for the new Baxter were key contributors to the combined valuation of the 

two parts at $79 per share. Our Stage II forecast is five years for narrow-moat firms versus 10 

years for wide-moat Baxter, pulling perpetuity-level growth forward. We also use a 9% cost of 

equity for the new Baxter, based on its average systematic risk rating, driven by increased 

cyclicality from a higher concentration of hospital-derived cash flows. (For Baxalta, we continue 

to use a below average systematic risk rating and a 7.5% cost of equity, as revenue growth is  

 

(continued on next page) 
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Highlighted Stocks 

not as vulnerable to economic weakness.) We assume that separation costs fall slightly more 

heavily on Baxalta, where we model dis-synergies at 2.5% of sales for the second half of 2015, 

but falling significantly (to 1% of sales) by 2019. 

 

Overall, we think the new Baxter is capable of 4% top-line growth and 14% bottom-line growth 

from 2015-19, following the foreign exchange and cyclophosphamide headwinds that will make 

2015 a trough year. For Baxalta, we think a return to strong Gammagard/HyQvia supply and the 

launch of new pipeline products will help counter Advate pressures over the next few years. 

We assume 7% top line and 5.5% bottom-line growth from 2015-2019, as competition should 

weigh on margins, and Baxalta will depend on new opportunities in oncology and immunology 

to begin to change this dynamic. XR, and Lidoderm, should help uphold market share and 

profitability. We assume U.S. generic sales growth will remain reasonably strong through at 

least 2016, and we model mid-single-digit growth in Allergan's combined international generic 

sales. Management's recent decision to divest subscale European operations should also boost 

the growth and margin profile in international generic drug operations compared with peers 

more exposed to pricing pressure in Western Europe. Our model also incorporates a generic 

segment margin above 30% over the long-term as operating leverage partially offsets pricing 

pressure. 

 

Including mid-single-digit growth and a segment operating margin near 5% in the distribution 

segment results in a company-wide operating margin reaching nearly 30% by 2017, and we 

anticipate cost synergies and higher growth in the branded segment should sustain margin 

expansion over the medium term. Our forecast produces and average return on capital near 

12% over the next five years, and we estimate Allergan's cost of equity at 7.5%. 
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Highlighted Stocks 

Exelon Corp EXC 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Utilities 27.59 32.03 42 0.78 Medium Narrow 

“We are reaffirming our $37 per share fair value estimate. We continue to forecast mostly flat 

consolidated earnings through 2016, excluding contributions from Pepco.” 

Analyst Note as of 10 June 2015: 

 

We are cutting our economic moat rating for Exelon to narrow from wide. Our outlook for lower 

long-term power prices in the eastern U.S. and Exelon's investments in lower-return businesses 

reduce our confidence that Exelon can generate returns on capital greater than its cost of 

capital with near certainty 10 years from now and more likely than not 20 years from now. We 

are reaffirming our $37 per share fair value estimate and stable moat trend rating. 

 

Exelon still earns industry-leading returns on capital from its nuclear fleet, which previously 

supported our wide moat rating. However, those returns have come down markedly during the 

past three years as power prices have fallen and competing generation sources such as gas 

and renewables have grown. In March 2015, we cut our long-term midcycle power price 

assumptions, lowering our long-term normalized forecast returns on capital for Exelon. 

 

At these lower returns, a material impairment of a portion of its nuclear fleet could drop 

Exelon's consolidated return on capital below our 7.1% assumed cost of capital. Exelon has one 

of the best-run nuclear fleets in the world and we don't forecast any imminent impairment. 

However, political support for nuclear has waned, giving us less confidence that maintenance 

investments will be economic with near certainty 10 years from now. Exelon's management 

recently has suggested at least three of its plants are struggling to earn fair returns at current 

power prices. 

 

The second component of our moat downgrade is Exelon's expansion into no-moat non-nuclear 

generation and retail energy supply. We have no confidence that returns on capital for these 

businesses will exceed Exelon's cost of capital in the long run. 

 

The third component of our moat downgrade is Exelon's growing share of earnings from 

narrow-moat regulated distribution utilities. We expect more than half of Exelon's earnings to 

come from these businesses after incorporating Pepco Holdings. 

 

(continued on next page) 
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Highlighted Stocks 

Valuation as of 10 June 2015: 

 

We are reaffirming our $37 per share fair value estimate. We continue to forecast mostly flat 

consolidated earnings through 2016, excluding contributions from Pepco. 

 

On a midcycle basis, we continue to assume that Exelon earns $4.30 per share, with Exelon 

Generation contributing $5 billion EBITDA. This is almost double our 2016 trough mark-to-

market EBITDA estimate for Exelon Generation. Our midcycle earnings forecast at Exelon 

Generation is based on a $4/mcf midcycle Henry Hub gas price, a negative $0.60/mcf gas basis 

for PJM West, and heat rates across all regions 10% above current 2017 forward heat rates. 

 

At the retail business, we assume 8% long-term normalized gross margins and 1% annual 

volume growth beyond 2015 after incorporating uplift from the Integrys Energy Services 

acquisition. 

 

We assume all three regulated utilities earn average 10% returns on equity starting in 2016. 

 

We incorporate $1.50 per share of value dilution from the Pepco transaction. Exelon's $27.25-

per-share cash offer represents a 30% premium to our $21 per share standalone fair value 

estimate for Pepco. Potential synergies and financing benefits partially offset the value dilution. 

 

We assume a 9% cost of equity and a 7.1% cost of capital. Our cost of equity assumption is in 

line with the 9% rate of return we expect investors to demand of a diversified equity portfolio. A 

2.25% long-term inflation outlook underpins our capital cost assumptions. 
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Highlighted Stocks 

PVH Corp PVH 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQ Consumer Cyclical 9.61 116.25 129 0.90 High Narrow 

 

“We are slightly increasing our fair value estimate to $129 from $128 to reflect a better-than-

expected Calvin Klein growth trajectory seen in the first quarter. Our DCF analysis continues to 

use an 8% cost of capital.” 

Investment Thesis as of 03 June 2015: 

We think PVH will continue to capitalize on its leading brand portfolio--the basis for our narrow 

moat thesis--and manage it strategically, culling brands with declining market demand and 

developing or acquiring those with true market potential. Following the $2.9 billion acquisition 

of Warnaco and sale of Bass, we think management's attention will now turn to integration and 

internal growth, focusing on the Calvin Klein segment. 

 

We think the Warnaco acquisition was strategically sound, giving PVH full control of the Calvin 

Klein brand, product quality, marketing, and distribution. However, we acknowledge that 

management seemed to underestimate the amount of investment it would take to integrate 

Warnaco technology systems, invest in jeans product quality, and reposition Europe jeans out 

of clearance and discount channels. We think 2015 will be a turning point and that we will see 

progress. Although we expect significant currency headwinds to mask progress, we think that 

average unit retail increases (roughly 10% currently) and an additional 150 newly installed 

shops will drive constant currency average annual mid-single-digit top-line growth for Calvin 

Klein in 2015 and beyond. We expect CK jeans margins to improve from flat in the United 

States and Europe to low-double digits and to boost overall PVH operating margin to 13% from 

11% currently over the next five years on further pricing increases of roughly 30%-35%. 

 

We think the main focus within Tommy Hilfiger will be to broaden distribution globally with a 

particular focus on emerging markets. A joint venture in Brazil began in early 2013, and we 

think the country remains an underpenetrated opportunity. Furthermore, we expect the brand to 

benefit from Warnaco's Asia and Latin America platform over the longer term. 

 

We have a favorable longer-term revenue and earnings outlook for PVH, but note risks including 

broad exposure to the euro, weakness in the turnaround of the Calvin Klein jeans business and 

Heritage Brands retail business, the ongoing promotional environment, and possible 

macroeconomic headwinds in Europe. 

 

(continued on next page) 
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Highlighted Stocks 

Valuation as of 03 June 2015: 

 

We are slightly increasing our fair value estimate to $129 from $128 to reflect a better-than-

expected Calvin Klein growth trajectory seen in the first quarter. Our DCF analysis continues to 

use an 8% cost of capital. 

 

We model fiscal 2015 revenue, adjusted operating income, and adjusted earnings per share of 

$8.0 billion, $874 million, and $6.95, respectively, slightly up from $7.9 billion, $863 million, and 

$6.93. We think Tommy Hilfiger and Calvin Klein revenue growth will average 3% and 6%, 

respectively, up from 3% and 5%, respectively, on a constant currency basis as we think the 

new Calvin Klein product and display is gaining traction. We model total consolidated 2015 

sales to decline 3% (versus our previous 4% decline estimate) because of the impact of foreign 

exchange. We see operating margin declining 20 basis points to 11.0% (up from our prior 

estimate of 10.9%) as transactional currency headwinds offset gains from Calvin Klein off-price 

channel exits, increased price points, increased North America square footage, and higher sales 

at stores within stores. Overall, our earnings per share estimate includes a foreign exchange 

headwind and negative impact from turbulence in Russia of roughly $1.25. Excluding these 

issues, our estimate implies earnings per share growth of 12%. Transaction drives only a third 

of the foreign exchange impact because of hedging. 

 

Over the next five years, we think PVH will achieve average annual adjusted revenue, operating 

income, and EPS growth of 3%, 6%, and 10%, respectively, roughly in line with prior estimates 

of 3%, 5%, and 11%. We think Calvin Klein will benefit from full-price sales in Europe (jeans 

margins are flat now), jeanswear product improvements, new product lines, and growth in Asia 

and Latin America (high teens margins). For Tommy Hilfiger, underpenetrated markets like 

Brazil, France, Russia, and the United Kingdom offer geographic expansion opportunities, and 

moving tailored/accessories in-house and developing complementary products has potential. 

We think the Warnaco acquisition will accelerate Tommy Hilfiger's presence in Asia and Latin 

America, and the brand should be able to achieve strong margins there. 

 

 


