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Research Highlights 

Wind Blowing the Right Way for Wide-Moat ITC Holdings 

 

Utilities have fallen 12% since peaking in late January, and Morningstar Best Idea ITC Holdings 

has led the way, down 23% including dividends over concerns about its transmission 

investment opportunities and allowed regulatory returns. ITC’s transmission businesses in the 

central U.S. are poised to benefit from new natural-gas-fired power plants and wind farms 

replacing coal-fired plants in the coming years. But in the near term, we believe the market is 

too pessimistic about a looming decision from the Federal Energy Regulatory Commission that 

will probably cut ITC's allowed returns. We, too, expect ITC’s allowed returns to move lower 

next year, but we think the market is wrong about how low rates will go. We think FERC will 

continue supporting premium returns that will encourage investment in the U.S. electrical grid 

to ensure reliability, security, and compliance with existing and future environmental 

regulations. We think this will keep ITC’s wide moat secure for many years and that the recent 

decline in share prices offers an attractive entry point for investors. 

 

Key Takeaways 

  

 Wide-moat ITC Holdings is trading at a 20% discount to our fair value estimate. We believe 

the market has overreacted to concerns about FERC transmission rate cuts. Although we 

expect ITC’s allowed ROEs will move lower next year, we expect the Democrat-controlled 

FERC will not make any draconian reductions in allowed returns that discourage 

transmission investment needed for reliability.  

 

 Even with an ROE reduction, we expect annual earnings and dividends to grow 8% and 

13%, respectively, during the next five years. This is well above all other regulated U.S. 

utilities. 

 

 ITC will benefit from high-return investment opportunities in the central U.S., where most 

of its assets are located. The Midcontinent Independent System Operator estimates that 

15% of the region's coal plant capacity (10-12 gigawatts) will retire by 2016 and another 

14 GW could retire based on the Environmental Protection Agency's proposed Clean Power 

Plan. New natural gas and wind generation will require investment in the transmission grid.  

 

 Improvements in wind turbine performance and taller hubs have increased the potential 

land area for wind generation by 68% since 2008. Developers are now considering sites 

with lower wind speeds that were not economically feasible just a few years ago. These 

new wind farms, many of which are near ITC’s footprint, will require transmission 

investment to bring this new power to customers.  
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Research Highlights 

Discovering New Value in Old News Corporation  

 

News Corporation has been tagged by investors as the "unwanted child" ever since its split 

from Twenty-First Century Fox in June 2013. We see compelling value at current levels, with 

the stock trading at a material discount to our USD 18.00 per share fair value estimate. We are 

cognizant of the structural headwinds facing the company's print media assets—the very 

reason for our no-moat rating on News Corporation. However, the negative market sentiment 

overlooks a number of "moaty" elements within the group, while a pristine balance sheet 

provides significant flexibility for business diversification and continuing capital management 

initiatives. 

 

Key Takeaways 

  

 Newspaper publishing in its traditional form is a sunset industry. Eyeballs are migrating to 

the digital arena where there are proliferating and lower (even zero) cost choices, and 

advertisers are following suit. Consequently, News Corporation, with more than 60% of its 

core operating earnings still sourced from the print publishing industry, faces enormous 

structural headwinds.  

 

 These risks are fully appreciated by the market. What the consensus is missing, however, 

is that News Corporation boasts a number of businesses with economic moats, including 

cable programming (intangible), digital real estate services (network effect) and monopoly 

pay television services (efficient scale). Even certain mastheads within the print media 

portfolio enjoy some moat-like characteristics (Wall Street Journal). We estimate earnings 

from these operations account for close to 40% of the group's earnings, but their values 

are masked by perceptions that News Corporation is still just a newspaper publisher.  

 

 Critically, News Corporation still generates free cash flow of between $300 and $400 

million a year, and boasts $2 billion in excess cash on the balance sheet. This firepower 

provides management with tremendous flexibility to stabilize the legacy businesses, and 

diversify into less structurally-challenged areas. The financial strength is such that a $500 

million share buyback program was recently activated ($45 million repurchased to date), 

while the company is set to begin paying dividends from fiscal 2016. Consequently, we see 

considerable upside in the shares at current levels, especially for investors willing to go 

against consensus perception of the group as a just staid print media publisher.  
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Research Highlights 

Expedia Reports Impressive Global Growth; FVE Raised to $126 

Narrow moat Expedia reported strong U.S. (even as it has lapped the Travelocity integration) 

and international top-line results, which more than outweigh the continued lower take rate and 

higher marketing spend the company is using to strengthen its platform. The U.S. solidity 

signals that Expedia is able to generate organic growth from the Travelocity brand, as it 

leverages its technology and marketing expertise. As a result we raise U.S. annual bookings 

growth to 12% from 8% over the next five years, which increases the fair value estimate $18. 

Additionally, we incorporate the company’s sale of its eLong stake this past March for $671 

million, which raises the fair value estimate $5. Partially offsetting those increases are slightly 

higher near-term marketing spending, a later Orbitz closing to the start of 2016, and the 

removal of eLong bookings from our international forecast. As a result we raise our fair value 

estimate to $126 from $104.  

  

Total bookings grew 19% (28% ex-currency) driven by 18% growth in U.S. bookings, which 

sustained a two-year stack growth rate of 53% this quarter versus 55% last quarter, despite the 

full lapping of the Travelocity integration onto Expedia’s platform. International bookings grew 

20% (25% ex-eLong and 44% constant currency), which represented an acceleration on both a 

year-over-year and two-year stack basis. International room nights accelerated to 50% growth 

from 41% growth last quarter—although we think a large portion of this acceleration was due 

to Wotif and therefore not completely organic—with property growth of 25%, driven by a 

strong network effect and ongoing promotional rates, as witnessed in the company's declining 

revenue per room night and international take rate. This investment into the network appears to 

be playing out well, and we commend management on this strategy and its execution. As a 

result, we plan to review our current negative moat trend rating. 

  

Management noted that although its exposure to domestic travel within China is reduced 

following the eLong divesture, it maintains a presence in both outbound and inbound Chinese 

travel through collaborations with CTrip and eLong. We reiterate that selling eLong was a 

positive move, as we had viewed the company as poorly positioned relative to CTrip and Qunar 

in the region.  

  

Expedia still has no plans to join TripAdvisor’s Instant Booking and thinks the competitive impact 

is manageable, a view we share with management. In regards to Google entering assisted 

bookings, the company notes it plans to explore this as an additional distribution channel, given 

that it is not trying to own the customer.  

  

We see a neutral read-through into Priceline’s upcoming report (Aug. 5) from the Expedia 

update. Despite Expedia’s continued traction in international markets (which we estimate are 

around 75%-80% of total Priceline bookings), Priceline’s constant currency international 

bookings growth and international take rates have remained solid. TripAdvisor noted on its call 

last week that it was seeing pricing purchasing pressure in international markets. Since that 

time Wyndham noted no signs of deterioration in its European vacation rental business, Hilton  
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maintained its 2015 RevPAR outlook for Europe, and Expedia mentioned not seeing any real 

changes in Europe and in fact has seen increasing cost per click in Europe on its Trivago brand.  

  

Finally, we plan to revisit our negative moat rating on Expedia. Over the last several months 

Expedia has made several partnerships (Decolar.com, AirAsia, CTrip) and acquisitions 

(Travelocity, Orbitz proposed), which were not announced at the time of our reinitiation back in 

January. There is a good case to be made that due to these moves that the network advantage 

is now in a stronger position (despite the continued competitive headwind from TripAdvisor), 

and the recent results seem to offer supporting evidence. 
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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) 
1.48 2.6 0.57 4.17 None High QQQQQ 

Taylor, 

Mark 

BHP Billiton 

Ltd (BHP) 
26.45 30 0.88 134.53 Narrow Medium QQQQ 

Taylor, 

Mark 

BHP Billiton 

PLC (BLT) 
1170 1440 0.81 62.29 Narrow Medium QQQQ 

Taylor, 

Mark 

Cameco Corp 

(CCO) 
17.84 30 0.59 7.06 Narrow High QQQQ 

Rohr, 

Daniel 

Nucor (NUE) 44.85 57 0.79 14.31 Narrow High QQQQ 
Lane, 

Andrew 

Communication Services 

Millicom 

International 

Cellular SA 

(MIICF) 

72.51 90 0.81 7.26 Narrow High QQQQ 
Nichols, 

Allan C. 

Consumer Cyclical 

Ainsworth 

Game 

Technology 

Ltd (AGI) 

3 3.9 0.77 0.97 Narrow High QQQQ Han, Brian 

Crown Resorts 

Ltd (CWN) 
13.63 19 0.72 9.93 Narrow High QQQQ Han, Brian 

Fiat Chrysler 

Automobiles 

NV (FCAU) 

15.58 22 0.71 20.06 None High QQQQ 
Hilgert, 

Richard 

Gap (GPS) 36.06 49 0.74 15.05 Narrow Medium QQQQ 
Weishaar, 

Bridget 

General 

Motors (GM) 
31.91 48 0.66 50.55 None High QQQQ 

Whiston, 

David 

Harley-

Davidson Inc 

(HOG) 

58.59 68 0.86 12.19 Wide High QQQ 
Katz, 

Jaime M. 

Kingfisher PLC 

(KGF) 
359.30 430 0.84 8.32 Narrow Medium QQQQ 

Gorham, 

Philip 

MGM China 

Holdings Ltd 

(02282) 

16.44 20 0.82 62.47 Narrow High QQQQ Han, Brian 

NVR Inc 1486.05 1600 0.93 6.04 None Medium QQQ 
Krapfel, 

James 

Priceline Group 

(PCLN) 
1222.06 1835 0.67 63.35 Narrow High QQQQ 

Wasiolek, 

Dan 

Swatch Group 

AG (UHR) 
410.00 565 0.73 22.82 Wide High QQQQ 

Swinand, 

Paul 

Tata Motors 

Ltd (500570) 
384.15 650 0.59 1.25 Narrow High QQQQQ Jain, Piyush 

VF Corp (VFC) 74.67 85 0.88 31.73 Wide Medium QQQQ 
Weishaar, 

Bridget 

Wynn Resorts 

Ltd (WYNN) 
104.30 152 0.69 10.57 Narrow High QQQQ 

Wasiolek, 

Dan 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Consumer Defensive 

British American 

Tobacco PLC 

(BATS) 

3740.00 3750 1.00 69.72 Wide Low QQQ 
Gorham, 

Philip 

Procter & 

Gamble Co (PG) 
77.39 90 0.86 209.96 Wide Low QQQQ Lash, Erin 

Wal-Mart 

Stores Inc 

(WMT) 

72.16 81 0.89 232.39 Wide Low QQQQ 
Perkins, 

Kenneth 

Want Want 

China Holdings 

Ltd (00151) 

8.05 11 0.73 106.23 Narrow Medium QQQQ Baker, Dan 

Woolworths Ltd 

(WOW) 
28.60 33 0.87 36.23 Narrow Medium QQQQ 

James, 

Gareth  

Energy       

Cabot Oil & Gas 

(COG) 
26.02 43 0.61 10.77 Narrow High QQQQ 

Hanson, 

Mark 

Chesapeake 

Energy Corp 

(CHK) 

8.97 25 0.36 5.97 Narrow High QQQQQ 
Hanson, 

Mark 

Continental 

Resources Inc 

(CLR) 

35.02 64 0.55 13.07 Narrow High QQQQQ 
Meats, 

David 

Encana (ECA) 7.64 12 0.64 6.44 Narrow Very High QQQQ 
Meats, 

David 

Halliburton Co 

(HAL) 
42.29 58 0.73 36.15 Narrow High QQQQ 

Simko, 

Stephen 

Santos Ltd 

(STO) 
7.40 12 0.62 7.23 Narrow High QQQQ 

Taylor, 

Mark 

Financial Services       

American 

Express Co 

(AXP) 

76.12 95 0.80 76.22 Wide Medium QQQQ 
Sinegal, 

Jim 

Apollo Global 

Management 

LLC (APO) 

20.67 42 0.49 8.12 Narrow High QQQQQ Ellis, David 

Banco 

Santander Brasil 

SA/Brazil (BSBR) 

4.64 7 0.66 35.01 Narrow High QQQQ 
Puls, 

Timothy 

Berkshire 

Hathaway Inc 

(BRK.B) 

142.85 168 0.85 350.31 Wide Medium QQQQ 
Warren, 

Greggory 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Financial Services 

National 

Australia Bank 

Ltd (NAB) 

34.77 41 0.85 91.29 Wide Medium QQQQ Ellis, David 

Oversea-Chinese 

Banking Corp Ltd 

(O39) 

10.43 12.20 0.85 41.53 Narrow High QQQQ Wu, Arthur 

Ping An 

Insurance 

(Group) Co of 

China Ltd 

(02318) 

44.55 63.50 0.70 814.38 None High QQQQ Tan, Angela 

Platinum Asset 

Management 

Ltd (PTM) 

7.58 8.5 0.89 4.45 Narrow Medium QQQQ 
Zaia, 

Nathan 

Svenska 

Handelsbanken 

(SHB A) 

131.20 156 0.84 250.20 Wide Medium QQQQ 
Pigeon, 

Sebastian 

U.S. Bancorp 

(USB) 
45.06 52 0.87 79.89 Wide Medium QQQQ 

Werner, 

Dan 

Health Care 
        

Baxter 

International 

(BAX) 

40.01 42 0.95 21.78 Narrow Medium QQQ 
Waterhouse, 

Michael 

Coloplast A/S 

(COLO B) 
480.5 535 0.90 101.17 Narrow Medium QQQ 

Wang, 

Debbie  

Elekta AB (EKTA 

B) 
57.70 90 0.64 22.09 Wide Medium QQQQQ 

Morozov, 

Alex 

Express Scripts 

Holding (ESRX) 
90.25 100 0.90 60.98 Wide Medium QQQ Lekraj, Vishnu 

Merck & Co Inc 

(MRK) 
58.52 69 0.85 165.33 Wide Low QQQQ 

Conover, 

Damien 

Virtus Health Ltd 

(VRT) 
5.37 7.5 0.72 0.43 None High QQQQ Kallos, Chris 

Industrials 
        

Beijing 

Enterprises 

Holdings Ltd 

(00392) 

57.05 71 0.80 73.27 Narrow Medium QQQQ 
Song, 

Jennifer 

Carpenter 

Technology Corp 

(CRS) 

38.15 55 0.69 1.92 Narrow High QQQQ 
Lane, 

Andrew 

General Electric 

(GE) 
26.12 30 0.87 263.18 Wide Medium QQQQ 

Noverini, 

Barbara 

Joy Global (JOY) 26.32 56 0.47 2.56 Narrow High QQQQQ 
Webb, 

Kwame 

Qube Holdings 

Ltd (QUB) 
2.44 2.8 0.87 2.58 Narrow Medium QQQQ 

MacMillan, 

Ross 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Industrials 

Royal Philips 

NV (PHIA) 
24.35 30 0.81 22.18 Narrow Medium QQQQ Vonk, Jeffrey 

Union Pacific 

Corp (UNP) 
97.70 114 0.86 84.77 Wide Medium QQQQ 

Schoonmaker, 

Keith 

Veda Group 

Ltd (VED) 
2.45 2.6 0.94 2.06 Wide Medium QQQ Zaia, Nathan 

Technology 

Avnet (AVT) 41.64 53 0.97 5.66 Narrow Medium QQQQ 
Kaur, 

Simran 

Google (GOOG) 632.59 715 0.88 433.66 Wide High QQQ 
Summer, 

Rick 

Yahoo Inc 

(YHOO) 
37.42 55 0.68 35.12 Narrow High QQQQ 

Summer, 

Rick 

Utilities         

Calpine (CPN) 17.50 26 0.67 6.52 None High QQQQ 
Bischof, 

Andrew 

Exelon (EXC) 31.65 37 0.86 27.27 Narrow Medium QQQQ 
Miller, 

Travis 

ITC Holdings 

Corp (ITC) 
34.24 42 0.82 5.31 Wide Low QQQQQ 

Fishman, 

Charles  
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Highlighted Stocks 

Apollo Global Management APO  

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value 

(USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQQ Financial Services 8.12 20.67 42 0.49 High Narrow 

 

“We expect the most troublesome practices are contained in older funds that have already 

ended or are nearing the end of their useful lives. The latest limited partner agreements signed 

since 2013 (and subject to IRS review for violations) at least are likely to already reflect IRS 

concerns.” 

 

Analyst Note as of 29 July 2015:  

 

Amid demands by limited partners for better and more detailed disclosure around industry fees, 

particularly carried interest or performance fees (the three other major fees are management, 

monitoring, and transaction), and Securities and Exchange Commission settlements for deal 

breakage fees, the industry now faces regulatory pressure from the Internal Revenue Service. 

After studying the issue since 2013, the IRS recently proposed a rule that would end the 

decades-old industry practice of converting management fees, which are taxed at ordinary and 

higher income tax rates as high as 43.4%, to performance fees, and thus taxed at lower capital 

gains rates at 23.8%. The IRS can now examine private equity firms' books over the past three 

years to see if there are violations of the rule. If violations are found, the IRS can extract the 

proper tax payments, interest, and penalties. Britain enacted similar legislation in April, which 

prevents managers from treating management fees as capital gains and offsetting carried 

interest gains with other costs, effectively boosting carried interest tax rates to about 28% from 

below 18%. We now anticipate additional scrutiny on the major private equity players among 

the alternative asset managers we cover, which include Apollo, Blackstone, Carlyle, and KKR. 

At this time, we plan to maintain our fair value estimates and moat ratings for the group. 

 

The practice that IRS is focusing on is essentially disguising providing a service (the 

management fee) for a risky entrepreneurial activity. Private equity executives would exchange 

the management fees for capital contributions to the funds that they manage in order to satisfy 

existing commitments. In turn, rather than subject these fee waivers to significant 

entrepreneurial risk, we believe the agreements are typically structured to ensure that the 

manager and executive have priority claims on the fee revenue until the waiver is repaid. 

Apollo, Carlyle, and Blackstone appear to avoid or have ended this practice in the past several 

years for private equity executives. However, these types of deals still appear to be offered to 

limited partners such as pension funds, as a fee waiver agreement showed up in a 2014 limited 

partner agreement for an Apollo fund. 

 

Without disclosure of the limited partner agreements by the industry, it is difficult to determine 

the monetary impact that this proposed ruling will have on our coverage,  

 

(continued on next page) 
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as each limited partner agreement is customized to reflect limited and general partner 

preferences.  

 

We expect the most troublesome practices are contained in older funds that have already 

ended or are nearing the end of their useful lives. The latest limited partner agreements signed 

since 2013 (and subject to IRS review for violations) at least are likely to already reflect IRS 

concerns. Still, we believe the level of risk depends on whether the IRS can review limited 

partner agreements for funds that were started in the late 2000s and are still active. In this 

case, the majority of alternative asset managers' assets under management would be affected, 

and fee income could decline 20% simply due to the higher tax rates. On the flip side, private 

equity executives typically only contribute about 3%-5% of a fund's value, suggesting that if this 

is the most common use of fee waivers, any IRS findings are likely to be fairly immaterial to the 

overall industry. 

  

Valuation as of 23 Feb 2015: 

 

After updating our model to account for the latest quarterly results and lowering our cost of 

equity modestly, we're increasing our fair value estimate for Apollo to $42 from $40 per unit. 

Our revised fair value estimate implies a 2016 price/economic net income multiple (the 

industry's preferred metric) of 13 times and a dividend yield of 5.7%. On a distributable earnings 

basis, which is our preferred metric because it removes the effects of unrealized incentive 

income and is closer to cash earnings, we value Apollo at 14 times our 2016 forecast. 

 

We're fans of the attractive nature of the alternative asset manager business model versus 

traditional asset managers. The alternative asset manager model includes higher profitability 

and secular tailwinds (increasing allocations from institutions), and we could see multiple 

expansion over time as investors obtain greater levels of comfort with the lumpier, but 

recurring, nature of performance fees over long time horizons. That said, we expect that the 

industry's use of the partnership rather than the traditional corporate structure means that the 

alternative asset managers will still trade at a discount to their traditional peers, probably 

because of potential tax ramifications, thanks to the industry's use of K-1s, which create tax 

complexity, and the carried interest tax issue. We also assume that carried interest tax reform 

eventually passes in some fashion and our long-term tax rate is 35%, but we do not see any 

near-term threats to the industry at this stage. 

 

Beyond 2014, which was negatively impacted from the rolling off of the highly lucrative 

LyondellBasell deal, we expect substantial earnings and AUM growth driven mainly by healthy 

markets, Apollo's strong reputation, and continued solid fund performance.  

 

(continued on next page) 
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Furthermore, if Apollo and Athene continued to make aggressive acquisitions of credit-related 

AUM, our forecasts could prove conservative. In 2017, we project total AUM at $199 billion, 

economic net income of $1.9 billion, distributable earnings of $1.8 billion, and economic net 

income per unit of about $4.64. 
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Mondelez International Inc MDLZ 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQ Consumer Defensive 70.11 45.30 45 1.01 Medium Wide 

 

“We don’t think the firm will merely allow the entirety of these savings to fall to the bottom line, 

but will reinvest behind its brands to support the intangible asset source of its wide economic 

moat. In that vein, Mondelez increased its advertising and consumer spending at a double-digit 

rate in the quarter.” 

 

Analyst Note as of 30 July 2015: 

 

Mondelez’s second-quarter results highlight the traction the firm is realizing to drive more 

balanced top-line growth and profit improvement, and we intend to take up our $45 fair value 

estimate by 5%-10% to incorporate recent results as well as a more favorable longer-term 

outlook. Management raised its full-year 2015 sales forecast to at least 3% constant currency 

growth, up from 2% (negative foreign exchange movements will hinder reported sales around 

11%-12% for the year) which we view as attainable, but the firm maintained its forecast for 

double-digit adjusted earnings per share growth. While foreign currencies hindered reported 

sales by nearly 14% in the quarter, organic sales increased just north of 4%, entirely reflecting 

the benefit from higher prices. The dichotomy between developed and developing markets was 

pronounced, as emerging markets (about 40% of consolidated sales) grew around 10% 

compared with the 0.9% growth chalked up in developed markets. 

 

We found the degree of cost savings realized most encouraging. Adjusted gross margins ticked 

up 330 basis points to more than 40% (which included a 150-basis-point benefit from marking-

to-market commodity and foreign exchange hedges), while adjusted operating margins soared 

270 basis points to 15.2%. From our vantage point, Mondelez is demonstrating a newfound 

commitment to cost management and an improved ability to execute on strategic initiatives, 

and we ultimately think the firm possesses the ability to take out more than the $1.5 billion in 

cost savings it targets as efforts to drive efficiencies in its supply chain and eliminate 

unnecessary spending are rolled out across its business. However, we don’t think the firm will 

merely allow the entirety of these savings to fall to the bottom line, but will reinvest behind its 

brands to support the intangible asset source of its wide economic moat. In that vein, 

Mondelez increased its advertising and consumer spending at a double-digit rate in the quarter. 

 

From a geographic perspective, Europe (nearly 40% of sales) continues to lag as the firm took 

pricing in response to cost headwinds before its peers, particularly in European chocolate. 

However, management stressed competitors are beginning to follow, which should prompt  

 

(continued on next page) 
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more balanced sales growth (between price and volumes) through the remainder of the year. 

And while the firm generated more than 20% top-line growth in China (which represents around 

3%-4% of consolidated sales) due to solid biscuit sales and the recent launch of Trident gum in 

the country, we caution that a pullback in wholesale trade inventory levels (as opposed to 

changes in consumer consumption levels) could still hinder the firm’s performance in the region 

at times similar to the past. As such, we continue to believe that Mondelez will plow a portion 

of its cost savings back into the business to support its brand intangible asset (the basis for our 

wide economic moat) and subsequently aid sales growth longer term, which we suspect will 

approximate a mid-single-digit rate annually. 

 

Valuation as of 21 May 2015: 

 

We're increasing Mondelez's fair value estimate to $45 per share, from $42, which implies 

fiscal 2016 price/adjusted earnings of 22 times. Our revised fair value reflects additional cash 

generated since our last update. Further, while we've maintained our long-term operating 

margin outlook at just north of 16%, we now anticipate that the firm will realize profit 

improvement from its cost savings efforts to drive supply chain and manufacturing efficiencies 

sooner than we initially anticipated. More specifically, we forecast operating margins of nearly 

15% in fiscal 2016 (up from 14.2% previously) and 15.6% in fiscal 2017 (100 basis points above 

our previous outlook). Our 4% long-term annual sales forecast also remains in place. 

 

Foreign exchange will take a bite out of sales and profits this year (12% and $0.33 per share, 

respectively), but we don't believe this is reflective of the firm's underlying business 

fundamentals and anticipate foreign currencies will ebb and flow over time. The firm has 

referenced the pushback its received from retailers (particularly those in France) surrounding 

recent pricing actions, and as such, intends to rationalize its product set and distribution to 

focus on the highest-return opportunities (which will likely negatively affect sales growth by 

100 basis points this year). We view these efforts as prudent given the competitive 

environment in which it plays. Despite this, we continue to believe that Mondelez will benefit 

from new products, as well as its developing-markets platform. We forecast the packaged food 

firm will generate annual sales growth north of 4% longer term. 

 

Further, we think Mondelez possesses the ability to leverage its global scale to realize margin 

improvement (particularly given that its operating margins lag the midteen levels generated by 

its packaged food peers).  

 

(continued on next page) 
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Its prospects for margin improvement are supported by the fact that more balanced sales the 

majority of its production lines haven't been updated in more than 60 years, signaling the 

degree of cost savings that could be in the cards, in our view. We anticipate that a portion of 

any savings generated will be reinvested in the business (in the form of both marketing support 

and research and development), and forecast operating margins will increase to just above 16% 

by fiscal 2024, which is more comparable with other efficiently run global packaged food firms’ 

fourth quarter of 2014). We model revenue per car to improve 2%-3% per year on average, but 

fuel surcharges bring uncertainty, and mix shifts (growth of lower revenue per unit intermodal) 

may suppress the overall mean yield even as the railroad improves core rates. Long run, we 

think UP can achieve at least 59% OR. Valuation is constrained by heavy reinvestment in UP's 

network. We project that 16% of sales will be deployed annually on capital investment in the 

long run, and over 17% near-term. 
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Cabot Oil Group COG 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Energy 10.77 26.02 43 0.63 High Narrow 

 

“At this time we don't expect any meaningful change to our fair value estimate of $43 per 

share. Our narrow moat rating remains intact.” 

 

Analyst Note as of 24 July 2015: 

Cabot Oil & Gas reported second-quarter results on Friday that were largely in line with our 

expectations, with production, capital expenditures, cash flow, and debt levels continuing to 

track our model. Management reaffirmed its full-year guidance figures from last quarter and 

updated its expected in-service date for the Constitution pipeline to the second half of 2016 

(one quarter behind our projection). We will update our model to reflect the company’s latest 

results and revised in-service date for Constitution, although at this time we don't expect any 

meaningful change to our fair value estimate of $43 per share. Our narrow moat rating remains 

intact. 

 

Cabot’s second-quarter production came in at 1,516 MMcfe/d, up 8% year over year but down 

sequentially, thanks to management’s previously announced decision to curtail approximately 

20% of its gas volumes in the Marcellus as a result of continued oversupply conditions in the 

region. Liquids production was up almost 70% year over year at 17.7 Mboe/d but was flat 

versus the first quarter, driven by management’s decision to reduce its Eagle Ford activity in the 

face of ongoing oil price weakness. 

 

In line with our expectations, the company’s natural gas price realizations continued to come 

under pressure during the second quarter, at $1.75 per Mcf (representing a $0.89 discount to 

Henry Hub prices; this compares with a $0.75 discount in the first quarter). Oil price realizations 

were up nicely, however, at $56 per barrel, compared with $44 in the first quarter. 

 

The company reiterated its full year-guidance of 10%-18% production growth (compared with 

our modeled figure of 15%), which incorporates expected Marcellus curtailments in the third 

quarter, and its full-year capital expenditures budget of $900 million (compared with our figure 

of $895 million). 

 

Despite the continued challenging price environment for both oil and natural gas, Cabot only 

modestly outspent its cash flow during the second quarter.  

 

(continued on next page) 
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Given its front-loaded investment schedule and reduced activity levels, we expect cash flow 

and capital expenditures to be balanced for the remainder of 2015. 

 

Cabot continues to have one of the best balance sheets in the upstream space, ending the 

quarter with an estimated debt/EBITDA ratio of 1.6 times and $1.4 billion of available borrowing 

capacity under its credit facility. 

 

Regarding the Constitution Pipeline, the last big hurdle to clear before ground-breaking can 

begin is the issuance of a water quality permit from the New York Department of Environmental 

Conservation, which now appears imminent. Once construction begins, we estimate between 9 

to 12 months before production volumes begin to flow. 

 

Valuation as of 12 March 2015: 

 

Our fair value estimate of $43 per share incorporates the firm's fourth-quarter results and 

management's updated drilling plans and outlook for 2015, which call for a sharp reduction in 

activity across both the Marcellus and Eagle Ford in response to less-than-favorable oil and 

natural gas prices. We've also updated our oil and gas strip prices to reflect the pressure each 

has come under as of late. Our updated fair value estimate implies 2015 and 2016 enterprise 

value/EBITDAX multiples of around 14 and 9 times, respectively. Our fair value estimate is 

based on a bottom-up analysis starting with a single-well profile and aggregating cash flows 

from Cabot's inventory across its Susquehanna and Eagle Ford positions. We also perform an 

assessment of trading multiples, comparable transactions, and longer-term resource potential. 

 

We forecast aggregate net production of 1,682 mmcfe/d in 2015, 1,865 mmcfe/d in 2016, and 

2,189 mmcfe/d in 2017, representing a 15% CAGR over 2014. Growth should be led by Cabot's 

Marcellus and Eagle Ford regions. In the Marcellus, we forecast volumes to increase almost 

50% by 2017 to 1,975 mmcfe/d, supported by ongoing infrastructure buildout in northeast 

Pennsylvania. In the Eagle Ford, we expect production to reach 28 mboe/d by 2017, up from 

near zero in 2010. We expect natural gas will constitute around 90% of Cabot's production 

volumes during the next five years. We project an average reserve replacement ratio of 250% 

through 2018, with proved reserves climbing from 7.4 tcfe in 2014 to 12.4 tcfe by 2018. 

 

We forecast EBITDAX of $907 million in 2015, $1,360 million in 2016, and $2 billion in 2017, 

driven primarily by production growth as well as improving oil prices and natural gas price 

realizations. Average projected margins are likely to be above Cabot's 10-year historical average 

of 65%. 

 

 

 


