
© 2015 Morningstar, Inc. All rights reserved. The information in this document is the property of Morningstar, Inc.  

Reproduction or transcription by any means, in whole or part, without the prior written consent of Morningstar, Inc., is prohibited. 

 

Research Highlights 

A weekly summary of our Best Ideas and developments within our coverage universe 

Making the Brand: Drivers of Moats in the Consumer 

Sector 

4 July 2015 – 10 July 2015 

 

 



Morningstar Equity Research Highlights | 4 July 2015—10 July 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 

2 

Contents 

Research Highlights ................................................................................................... 3 
Making the Brand: Drivers of Moats in the Consumer Sector 
No Greek Speak: Buy AGL Resources to Play Defense 
Moat Taxonomy Across Technology, Media, Telecom Sectors 
Best Ideas .................................................................................................................. 6 
Highlighted Stocks ................................................................................................... 10 
Chesapeake Energy Corp CHK 
Joy Global JOY 
Procter & Gamble Co PG 
  

All market data as of July 9, 2015. 



Morningstar Equity Research Highlights | 4 July 2015—10 July 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 

3 

Research Highlights 

Making the Brand: Drivers of Moats in the Consumer Sector 

 

Despite playing a part in our everyday lives, analyzing economic moats across the consumer 

sector has proved to be a challenging task over the past several decades. Most consumer 

companies derive part or all of their economic moats from a brand intangible asset—110 

companies out of the 120 consumer names we've assigned economic moats derive their 

competitive advantages from this moat source—which is inherently difficult to measure given 

minimal switching costs, constantly changing consumer preferences, and global economic 

volatility. Technology advances such as the rise of e-commerce, smartphone adoption, and 

social media have only compounded these issues in recent years, as they have lowered barriers 

to entry and disrupted traditional distribution models even further. 

 

In this report, we've reviewed moat upgrades and downgrades across the consumer sector 

since Morningstar began assigning moats in 2002. While we certainly find cases where 

consumer companies can build an economic moat based solely on the power of its brand—look 

no further than the luxury category for examples—we've found that those companies 

possessing multiple moat sources (including cost advantages inherent in scalable, global 

distribution platforms or strong network effects) are more likely to withstand changing 

consumer attitudes or technological changes. Many of the top investment ideas that we've 

included in this report play into this theme, offering underappreciated business models boasting 

multiple moat sources. 

 

Key Takeaways 

 

 Our view on a firm's brand intangible assets drove the majority of changed moats in the 

consumer universe—not surprising given this competitive advantage drives 92% of 

economic moats in the sector. 

 

 Consumer moat changes were largely predictive of subsequent market performance, 

particularly when also incorporating our fair value estimates at the time of an altered moat 

rating. 

 

 We currently believe the market is mispricing several stocks because of a lack of 

understanding in the companies' long-term competitive positioning. Most notably, we 

believe Procter & Gamble and Coach are currently undervalued while Marriott is 

substantially overvalued. 
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Research Highlights 

No Greek Speak: Buy AGL Resources to Play Defense  

 

For investors seeking respite from the turbulent global markets, AGL Resources is the perfect 

place to turn. Ultra-defensive gas utilities like AGL and its half-dozen peers keep churning out 

solid total returns year after year through all macroeconomic cycles with steady, growing 

dividends and earnings. Unlike the rest of the utilities sector, these gas utilities have no direct 

exposure to commodity prices or usage volatility and often enjoy strong regulatory support. 

Changing environmental regulations that pose risks for electric utilities represent opportunities 

for gas utilities to invest in new infrastructure. 

 

With the utilities sector's swoon in February and continued weakness in May-June, investors 

have a rare opportunity to pick up one of these ultra-defensive names below fair value: AGL 

Resources. Compared with its peers, AGL is the only one trading below fair value, while it has 

the highest dividend yield (4.3%), and enjoys similar growth prospects. The market has 

assigned AGL a discount relative to its gas utilities peers, but we don't think that is justified any 

longer. We think AGL stands out for ultra-defensive, income-focused investors. 

 

Key Takeaways 

 

 We recently upgraded AGL's moat trend to stable from negative following a string of 

regulatory successes in Illinois, a jurisdiction we were wary of following the 2011 Nicor 

acquisition. AGL leads peers with progressive rate structures that enhance cash flow and 

support dividend growth. 

  

 AGL's FERC-regulated pipeline investments provide another leg of support for earnings 

growth and the firm's narrow economic moat. These projects should help drive earnings 

growth at or above peers' and help reduce regulatory lag across its earnings base. 

 

 With gas utilities as a group still overvalued, we think AGL is a better alternative for 

income-focused investors. Like peers, AGL offers a dependable dividend and attractive 

growth prospects. AGL will drive strong dividend growth at the group average and has the 

highest yield among peers. 
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Research Highlights 

Moat Taxonomy Across Technology, Media, Telecom Sectors  

 

Across our technology, media, and telecom coverage universe, we are constantly assessing 

and analyzing each company's competitive advantages or lack thereof. We continue to believe 

that understanding the strength of a company's competitive position is critical to arriving at an 

investment conclusion, and our research methodology is structured around evaluating 

businesses' economic moats. In this piece, we have created a catalog of TMT upgrades, 

downgrades, and boomerangs (multiple moat changes for the same company) over the last  

12-plus years, identified key reasons behind the moat changes, and analyzed several firms as  

case studies. 

 

Business environments across the global TMT landscape change very quickly, and there have 

been more than a few secular shifts in the industry over the past decade alone. With the TMT 

sector trading at a 5% premium to fair value, all else equal, we continue to recommend that 

investors seek firms with established economic moats (preferably stemming from multiple 

sources), entrenched customer bases, and substantial financial flexibility. Management teams 

that can successfully navigate the unforgiving waters of the technology space and build a 

business with these attributes in mind will be in a better relative position to withstand longer-

term revenue and profit uncertainties and drive excess economic profits (shareholder returns). 

 

Key Takeaways 

 

 The technology sector is intrinsically more uncertain that most other industries, given its 

history of and potential for business model disruption. By focusing on moats, there is a 

huge opportunity to add value by differentiating between hyperbole and true disruptive risk. 

 

 Switching costs and intangible assets are the most common sources of economic moats 

across the TMT space (at 38% and 52% representation across names); all else equal, we 

would prefer companies with multiple sources of competitive advantages to reduce the 

probability of their being rendered obsolete. 

 

 Google and Discovery Communications are two high-quality firms that have carved out 

wide economic moats and currently trade at greater than a 20% discount to our fair  

value estimates. 
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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) 
1.46 2.6 0.56 4.11 None High QQQQQ 

Taylor, 

Mark 

Cameco Corp 

(CCO) 
17.04 28 0.61 6.74 Narrow High QQQQ 

Rohr, 

Daniel 

Nucor (NUE) 42.96 62 0.69 13.71 Narrow Medium QQQQ 
Lane, 

Andrew 

Communication Services 

Millicom 

International 

Cellular SA 

(MIICF) 

75.20 94 0.80 7.53 Narrow High QQQQ 
Nichols, 

Allan C. 

Consumer Cyclical 

Ainsworth 

Game 

Technology 

Ltd (AGI) 

2.64 3.9 0.68 0.85 Narrow High QQQQ Han, Brian 

Crown Resorts 

Ltd (CWN) 
12.79 19 0.67 9.32 Narrow High QQQQ Han, Brian 

Fiat Chrysler 

Automobiles 

NV (FCAU) 

13.94 22 0.63 17.94 None High QQQQ 
Hilgert, 

Richard 

Gap (GPS) 37.78 49 0.77 15.77 Narrow Medium QQQQ 
Weishaar, 

Bridget 

General 

Motors (GM) 
31.01 50 0.62 49.84 None High QQQQ 

Whiston, 

David 

Harley-

Davidson Inc 

(HOG) 

54.70 68 0.80 11.38 Wide High QQQQ 
Katz, 

Jaime M. 

Kingfisher PLC 

(KGF) 
347.70 430 0.81 8.05 Narrow Medium QQQQ 

Gorham, 

Philip 

MGM China 

Holdings Ltd 

(02282) 

16.14 20 0.81 61.33 Narrow High QQQQ Han, Brian 

NVR Inc 1384.14 1600 0.87 5.63 None Medium QQQQ 
Krapfel, 

James 

Priceline Group 

(PCLN) 
1126.07 1835 0.61 58.37 Narrow High QQQQ 

Wasiolek, 

Dan 

Swatch Group 

AG (UHR) 
366.00 565 0.65 20.37 Wide High QQQQ 

Swinand, 

Paul 

Tata Motors 

Ltd (500570) 
402.20 700 0.57 1307.01 Narrow High QQQQQ Jain, Piyush 

VF Corp (VFC) 69.90 85 0.82 29.71 Wide Medium QQQQ 
Weishaar, 

Bridget 

Wynn Resorts 

Ltd (WYNN) 
105.20 152 0.69 10.68 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) 

3564.50 3750 0.95 66.45 Wide Low QQQQ 
Gorham, 

Philip 

Proctor & 

Gamble Co 

(PG) 

80.66 90 0.90 218.83 Wide Low QQQQ Lash, Erin 

Wal-Mart 

Stores Inc 

(WMT) 

72.78 81 0.90 234.39 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) 
26.92 33 0.82 34.10 Narrow Medium QQQQ 

James, 

Gareth  

Energy       

Cabot Oil & 

Gas (COG) 
29.58 43 0.69 12.23 Narrow High QQQQ 

Hanson, 

Mark 

Chesapeake 

Energy Corp 

(CHK) 

11.68 27 0.43 7.77 Narrow High QQQQQ 
Hanson, 

Mark 

Continental 

Resources Inc 

(CLR) 

38.07 64 0.59 14.20 Narrow High QQQQQ 
Meats, 

David 

Encana (ECA) 10.05 16 0.63 8.45 Narrow Very High QQQQ 
Meats, 

David 

Haliburton Co 

(HAL) 
41.31 58 0.71 35.15 Narrow High QQQQ 

Stevens, 

Jason 

Santos Ltd 

(STO) 
7.62 12 0.64 7.45 Narrow High QQQQ 

Taylor, 

Mark 

Financial Services       

American 

Express Co 

(AXP) 

76.34 95 0.80 77.55 Wide Medium QQQQ 
Sinegal, 

Jim 

Apollo Global 

Management 

LLC (APO) 

21.48 42 0.51 8.44 Narrow High QQQQQ Ellis, David 

Banco 

Santander 

Brasil SA/Brazil 

(BSBR) 

5.17 7 0.74 39.01 Narrow High QQQQ 
Puls, 

Timothy 

Berkshire 

Hathaway Inc 

(BRK.B) 

138.25 168 0.82 322.88 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) 

33.07 41 0.81 86.83 Wide Medium QQQQ Ellis, David 

Oversea-

Chinese 

Banking Corp 

Ltd (O39) 

10.15 12.20 0.83 40.42 Narrow High QQQQ Wu, Arthur 

Ping An 

Insurance 

(Group) Co of 

China Ltd 

(02318) 

95.85 127 0.75 876.08 None High QQQQ Tan, Angela 

Platinum Asset 

Management 

Ltd (PTM) 

7.24 8.5 0.85 4.25 Narrow Medium QQQQ 
Zaia, 

Nathan 

Svenska 

Handelsbanke

n (SHB A) 

125.80 156 0.81 239.90 Wide Medium QQQQ 
Pigeon, 

Sebastian 

U.S. Bancorp 

(USB) 
42.96 52 0.83 76.17 Wide Medium QQQQ 

Werner, 

Dan 

Health Care 
        

Baxter 

International 

(BAX) 

37.02 42 0.88 20.15 Narrow Medium QQQQ 
Waterhouse, 

Michael 

Coloplast A/S 

(COLO B) 
441.50 535 0.83 92.96 Narrow Medium QQQQ 

Wang, 

Debbie  

Elekta AB 

(EKTA B) 
52.10 90 0.58 19.95 Wide Medium QQQQQ 

Morozov, 

Alex 

Express 

Scripts 

Holding (ESRX) 

87.91 100 0.88 64.11 Wide Medium QQQQ Lekraj, Vishnu 

Merck & Co 

Inc (MRK) 
57.38 69 0.83 162.11 Wide Low QQQQ 

Conover, 

Damien 

Virtus Health 

Ltd (VRT) 
5.27 7.5 0.70 0.42 None High QQQQ Kallos, Chris 

Industrials 
        

Beijing 

Enterprises 

Holdings Ltd 

(00392) 

55.00 71 0.77 70.64 Narrow Medium QQQQ 
Song, 

Jennifer 

Carpenter 

Technology 

Corp (CRS) 

38.47 55 0.70 1.94 Narrow High QQQQ 
Lane, 

Andrew 

General 

Electric (GE) 
26.02 30 0.87 262.18 Wide Medium QQQQ 

Noverini, 

Barbara 

Joy Global 

(JOY) 
31.25 56 0.56 3.05 Narrow High QQQQQ 

Webb, 

Kwame 

Qube Holdings 

Ltd (QUB) 
2.37 2.8 0.85 2.50 Narrow Medium QQQQ 

MacMillan, 

Ross 

Royal Philips 

NV (PHIA) 
23.08 30 0.77 21.02 Narrow Medium QQQQ Vonk, Jeffrey 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Industrials 

Union Pacific 

Corp (UNP) 
98.25 115 0.85 86.03 Wide Medium QQQQ 

Schoonmaker, 

Keith 

Veda Group 

Ltd (VED) 
2.25 2.6 0.87 1.90 Wide Medium QQQQ Zaia, Nathan 

Technology 

Avnet (AVT) 39.94 53 0.75 5.42 Narrow Medium QQQQ 
Kaur, 

Simran 

Google (GOOG) 520.68 715 0.73 355.81 Wide High QQQQ 
Summer, 

Rick 

Yahoo! Inc 

(YHOO) 
37.61 55 0.68 35.29 Narrow High QQQQ 

Summer, 

Rick 

Utilities         

Calpine (CPN) 17.37 26 0.67 6.47 None High QQQQ 
Bischof, 

Andrew 

Exelon (EXC) 32.50 37 0.88 27.99 Narrow Medium QQQQ 
Miller, 

Travis 

ITC Holdings 

Corp (ITC) 
32.93 42 0.78 5.11 Wide Low QQQQQ 

Fishman, 

Charles  
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Highlighted Stocks 

Chesapeake Energy Corp CHK  

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value 

(USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQQ Energy 7.77 11.68  27 0.43 High Narrow 

 

“Whatever transpires on the Iranian nuclear front, our long-term outlook for oil markets is 

unchanged, as are our midcycle oil price forecasts of $75/bbl Brent and $69/bbl WTI. While we 

likely would raise our Iranian production forecasts (especially in 2016-17) if a deal were 

reached, this would not be material enough to change our marginal cost outlook.” 

 

Analyst Note as of 7 July 2015:  

 

Crude oil prices fell almost 8% yesterday on the news that an Iranian nuclear deal was 

increasingly likely. This is a potentially significant development, given the economic sanctions 

that have reduced Iran’s oil exports by more than one million barrels per day (mmb/d) over the 

last few years. However, such volumes won’t come back immediately. Iran needs foreign 

capital and industry know-how in order to restore its production capacity. Further, it’s been 

estimated that services agreements with international oil companies could take up to a year to 

finalize. Best estimates are that 500-800 thousand barrels per day could be brought back online 

from the company’s underutilized oilfields through the end of next year. Further increases to the 

country’s oil production would require significant capital investment. 

 

The lifting of Iranian sanctions is nonetheless a negative for crude markets, particularly in the 

short term as the industry is trying to get through one of the worst supply/demand imbalances 

of the past 20 years. Effectively, a ramp-up in Iranian exports would offset any near-term 

production declines stemming from the collapse in U.S. tight oil activity, which was expected to 

be a major source of relief given Saudi Arabia/OPEC have vacated their normal role of reducing 

supply to balance oil markets. Even without Iranian volumes, oversupply as of today looks likely 

to persist until the second half of 2016, albeit at less severe rates in the coming quarters. If  

500 thousand-plus barrels per day of Iranian oil are brought online next year, imbalances could 

very well continue into 2017. 

 

Whatever transpires on the Iranian nuclear front, our long-term outlook for oil markets is 

unchanged, as are our midcycle oil price forecasts of $75/bbl Brent and $69/bbl WTI. While we 

likely would raise our Iranian production forecasts (especially in 2016-17) if a deal were 

reached, this would not be material enough to change our marginal cost outlook. 

 

(continued on next page) 
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Highlighted Stocks 

Valuation as of 15 May 2015: 

 

We are lowering our fair value estimate for Chesapeake to $27 per share from $41 after 

incorporating 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 a number of Chesapeake's 

operating areas in response to less-than-favorable oil and natural gas prices. We have updated 

our midcycle price forecasts for oil and natural gas, which are reflected in our price deck after 

12 forward quarters of strip pricing, to lower price points of $69 (from $90) and $4 (from 

$5.40), respectively. Our new fair value estimate implies forward 2015 and 2016 enterprise 

value/EBITDAX multiples of 15.6 times and 9.9 times, respectively, and is based on our 10-year 

discounted cash flow model and an assessment of trading multiples, comparable transactions, 

and longer-term resource potential. 

 

We project average daily net production of 3.8 billion cubic feet equivalent in 2015, 3.9 Bcfe in 

2016, and 4.1 Bcfe in 2017. The firm's push to achieve held-by-production status in certain 

plays, along with minimum takeaway commitments, should continue to fuel high levels of 

drilling activity over the next few years. We expect the firm's Eagle Ford, Anadarko Basin, and 

Utica acreage to drive most of its production growth throughout our forecast period. In the 

Anadarko Basin, we forecast net production of 601 million cubic feet equivalent per day in 

2015, 676 mmcfe/d in 2016, and 827 mmcfe/d in 2017. Across Chesapeake's Eagle Ford 

acreage, we forecast relatively flat production through 2017 at around 581 mmcfe/d, before 

ramping up to 664 mmcfe/d by 2019. In the Utica, we project production to come in at 682 

mmcfe/d in 2015, 784 mmcfe/d in 2016, and 843 mmcfe/d in 2017, while in the Marcellus we 

forecast production to decline modestly from 871 in 2014 to 703 mmcfe/d in 2017. 

 

Driven by production growth and recovery in oil and gas prices, we forecast adjusted EBITDA 

(excluding hedges) of $1.4 billion in 2015, $2.2 billion in 2016, and $2.8 billion in 2017. 
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Highlighted Stocks 

Joy Global JOY 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQQ Industrials 3.05 31.22 56 0.56 High Narrow 

“We are reducing our fair value estimate to $56 from $58 per share. We anticipate a 15% 

decline in Joy's consolidated sales in 2015 and a 2% increase in 2016. Our long-run forecasts 

are largely unchanged. We still expect sluggish order rates for the next few quarters and have 

uncertainty surrounding the timing of an eventual mining end market recovery.” 

Analyst Note as of 4 June 2015: 

 

We plan to reduce Joy Global’s $58 fair value estimate by $1 to $2 following its second-quarter 

earnings report. Our anticipated fair value adjustment reflects the impact of cheap natural gas 

prices, which are likely to spur a 5%-7% decline in 2015 U.S. coal production. There are reasons 

to expect some of this demand to return as natural gas rig counts have declined in recent 

months and should make natural gas a less attractive substitute for coal. For 2015, 

management now expects sales and EPS to be at the low end of the previously outlined  

$3.3 billion-$3.6 billion sales and $2.50-$3.00 EPS guidance. Despite market turmoil, Joy’s 

service business remains a strong source of profitability and we are maintaining Joy’s narrow 

moat rating. 

 

Second-quarter sales declined 13% year over year, but declined a more modest 10% when 

adjusting for currency exchange rates. Original equipment sales fell 20%, while service sales 

declined a more modest 5%. Making up 73% of quarterly sales, service revenue remains the 

most attractive portion of the business given current market conditions. Excluding the impact of 

a $13 million non-cash charge to remove employees from a defined benefit plan and $11 million 

of restructuring charges, operating income declined 28% to $94 million. Adjusted operating 

margin declined 250 basis points year over year to 11.6%. 

 

Generating $54 million of free cash flow in the quarter, the company continues to diversify 

away from the 60% of its sales in the coal industry. Concurrent with the latest earnings release, 

the company announced the EUR 110 million acquisition of Montabert, an underground hard 

rock mining equipment and service provider. The company did not purchase any shares in the 

quarter, a move that makes sense as the latest acquisition and lower EBITDA generation are 

pushing the company toward 3.0 times debt to EBITDA. We also agree with management’s 

view that it is important to maintain Joy’s investment-grade credit rating. 

 

(continued on next page) 
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Highlighted Stocks 

Valuation as of 4 June 2015: 

 

We are reducing our fair value estimate to $56 from $58 per share. We anticipate a 15% 

decline in Joy's consolidated sales in 2015 and a 2% increase in 2016. Our long-run forecasts 

are largely unchanged. We still expect sluggish order rates for the next few quarters and have 

uncertainty surrounding the timing of an eventual mining end market recovery. Joy saw its 

original equipment orders fall throughout 2014, but experienced more modest declines in 

service revenue, where declines are closer to 10% and recent commentary from Joy and 

competitors reflects some stabilization in this business line. 

 

We now think profitability will suffer in the short run more than we previously forecast. 

Although recent cost-saving initiatives have proved more successful than the company 

originally expected, management commentary suggests operating margins in 2015 will dip 

modestly from 2014 levels. That said, we believe Joy's productivity initiatives and focus on 

aftermarket sales will drive midcycle operating margins north of 20%, roughly in line with 2011 

and 2012 levels. Moreover, free cash flow should remain strong, given stable working capital as 

a percentage of revenue and reduced capital spending needs. 
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Procter & Gamble Co PG 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Consumer Defensive 218.83 81.17 90 0.90 Low Wide 

 

“Beauty has remained a challenge for P&G, as organic sales have stagnated over the past few 

years. Management has noted that Olay in particular continues to struggle, although Pantene 

appears to be gaining some traction, posting mid-single-digit organic sales and expanding its 

share base over the past several months.” 

Analyst Note as of 9 July 2015: 

Procter & Gamble announced the sale of 43 beauty brands—about 30% of its beauty segment 

sales—to Coty in a deal valued around $15 billion, or about 2.5 times fiscal 2014 sales and 

12.5 times adjusted EBITDA. The transaction includes brands in the salon professional, retail 

hair care, cosmetics, and fine fragrance categories; P&G will continue to compete in the hair 

care (Head & Shoulders and Pantene), skin care (Olay), and personal care segments. While the 

final structure of the deal, which is slated to be completed in the second half of 2016, has yet 

to be hashed out, P&G favors a reverse Morris Trust transaction, whereby its shareholders will 

continue to own 52% of the newly combined company with Coty. 

 

We view the deal favorably, given the enhanced focus it affords, and will assess the full impact 

of the transaction as additional details come to light. However, we don't anticipate a material 

change to our $90 fair value estimate, which already took into account the planned brand sales 

announced last year and incorporates our expectations for 4% annual top-line growth—with a 

more balanced contribution from price and volume—and 23% operating margins by the end of 

our 10-year explicit forecast. Procter & Gamble stands out as an attractive undervalued 

investment, and we'd suggest long-term investors consider building a position in the name. 

 

This deal essentially completes P&G's strategic effort to rightsize its brand mix by shedding 

around 100 brands, or more than half of its existing brand portfolio, which in aggregate posted 

a 3% sales decline and a 16% profit reduction in the past three years. We don't anticipate P&G 

will sacrifice its scale edge, maintaining around 90% of its sales base, or more than $70 billion 

in annual sales. However, it will be able to better focus its resources—both personnel and 

financial—on its highest-return opportunities, enhancing its brand intangible asset and cost 

advantage, which form the basis of our wide moat. 

 

Beauty has remained a challenge for P&G, as organic sales have stagnated over the past few 

years. Management has noted that Olay in particular continues to struggle, although Pantene 

appears to be gaining some traction, posting mid-single-digit organic sales and expanding its 

 

(continued on next page) 



Morningstar Equity Research Highlights | 4 July 2015—10 July 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 

15 

Highlighted Stocks 

share base over the past several months. We suspect the performance in this category could 

prove lumpy, given the fierce competitive dynamics of the U.S. hair care space, and it will take  

a few more quarters until we can get a sense whether this improvement is sustainable. 

 

Valuation as of 23 April 2015: 

 

We're maintaining our $90 per share fair value for P&G, which implies fiscal 2016 price/adjusted 

earnings of 21 times, enterprise value/adjusted EBITDA of 15 times, and a free cash flow yield 

of 4%. We've accounted for the drag unfavorable foreign currencies are expected to have on 

both the top (negative 6%-7%) this year. We now expect sales to slip 5.7% this year (which 

compares with a 3.7% decline previously). We’ve also recalibrated our capital cost assumptions 

to better align with the returns equity and debt investors are likely to demand over the long run. 

We now assume a 7.5% cost of equity, down from 9.0%. This is lower than the 9% rate of 

return we expect investors to demand of a diversified equity portfolio, reflecting P&G' lower 

sensitivity to the economic cycle and low degree of operating leverage. Our pretax cost-of-debt 

assumption rises to 5.5% from 2.3% as we move to incorporate a normalized long-term real 

rate environment into our model. Our long-term expectations for P&G's consolidated operations 

(annual top-line growth above 4% and nearly 23% operating margins) remain in place. 

 

We contend the decision to shed more than half of its brands over the next year months stands 

to enhance its focus on the highest-return opportunities. Deteriorating economic conditions in 

the U.S. and Europe combined with moderating growth in emerging markets will constrain 

P&G's near-term growth prospects, but our outlook for a top-line increase above 4% long-term 

remains in place. Globally, P&G's categories grow roughly 3% annually, so to reach the 4% 

annual sales growth pace we've modeled, the firm would have to grow 1%-2% faster than the 

markets and categories in which it competes, which we view as achievable, particularly in light 

of recent strategic efforts. The firm has growth opportunities for its brands in many overseas 

markets, and in developed markets it remains the share leader in many of its categories. 

 

Further, we're encouraged P&G is realizing some margin improvement from its ambitious 

initiative to shave $10 billion from its cost structure, but we ultimately think the firm will need 

to reinvest a portion of these savings to maintain its competitive positioning. Our long-term 

forecast calls for operating margins to improve to nearly 23%% by the end of our 10-year 

explicit forecast. 

 

 

 


