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Research Highlights 

Top 10 Ultimate Stock-Pickers' High-Conviction Purchases 

While our top managers have been buying fewer stocks with conviction, they continue to focus 

more heavily on firms with wide and narrow economic moats. 
 

Based on the early read we've had of the buying and selling activity of our top managers during 

the second quarter, it appears that the ongoing trend of high-conviction purchases of firms with 

wide and narrow economic moats continued during the most recent period. On top of that, six 

of the top 10 high-conviction purchases—CVS Health (CVS), Intel (INTC), Danaher (DHR), Dollar 

General (DG), Stanley Black & Decker (SWK), and Zoetis (ZTS)—represented meaningful new-

money buys for at least one of our Ultimate Stock-Pickers during the period. And much as 

we've seen during past periods, there were a fair number of outright sales—most of which was 

driven by valuation as opposed to changes in opinion. 

 

Key Takeaways 

  

 The Precision Castparts (PCP) deal highlights the importance of looking at what other 

managers are doing. Having highlighted Precision Castparts as a high-conviction new-

money buy worth looking at during our first-quarter early read on our top managers’ buying 

and selling activity, it was satisfying to see the firm acquired by Berkshire Hathaway 

(BRK.A/BRK.B) for $235 per share in early August. 

 

 Lower levels of portfolio turnover resulted in fewer overlapping conviction purchases. This 

has been the trend on and off for much of the past eight calendar quarters. The conviction 

buying that did take place continued to focus on high-quality names with defensible 

economic moats—exemplified by the greater number of wide- and narrow-moat names on 

the list of top 10 high-conviction purchases. 

 

 High-conviction purchases continue to be buoyed by new money activity. Six of the top 10 

high-conviction purchases during the period—CVS Health, Intel, Danaher, Dollar General, 

Stanley Black & Decker, and Zoetis—were also new-money buys for at least one of our 

Ultimate Stock-Pickers. 

 

 Outright sales focused on individual technology stock holdings. Four of the top 10 outright 

sales during the period—Google (GOOG/GOOGL), Intel, IBM (IBM), and Microsoft 

(MSFT)—involved stocks from the technology sector, one of the best performing sectors 

during the period, purely for valuation reasons. 
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Research Highlights 

RMB Devaluation Risks and Rewards  

Beijing has the motives and means to maintain a managed float. 
 

The PBoC's surprise decision to unmoor the renminbi (RMB) from its de facto dollar peg rattled 

already uneasy global markets. There's certainly cause for concern. Currency devaluations have 

sparked a fair number of international financial crises in the past few decades. Steep further 

devaluation of the RMB could trigger competitive currency devaluations, destabilizing capital 

flows, and possibly cause an emerging-market debt crisis. But close examination of the PBoC's 

motives suggests a measured pace is more likely. A sharply devalued RMB, while marginally 

supportive to China's struggling industrial sector, would undermine the principal motives behind 

Beijing's decision to allow a freer floating currency: an internationalized RMB and a halt to 

recent capital outflows. Critically, unlike devaluation episodes that have sparked past crises, 

China has the foreign currency reserves to maintain a "managed" float.  

 

Key Takeaways 

   

 Breaking the dollar peg was a necessary step toward the government's long-term goal 

of RMB internationalization. The government desires a more "internationalized" RMB, 

with a larger share of global trade settled in RMB and RMB assets occupying a more 

important role in global portfolios. Inclusion in the IMF's Special Drawing Rights basket 

would be a major milestone and would require market forces to determine the RMB's 

value. An increasingly free-floating RMB is a means to an end.  

 

 By allowing a freer float, Beijing hopes to stem capital outflows that have been 

undermining efforts to stimulate the economy. Capital has been flowing out of China 

since summer 2014 as many of the conditions that had drawn capital into China over 

the past several years began to move in the opposite direction. China's de facto dollar 

peg exacerbated the problem of capital outflows as it short-circuits the pricing 

mechanism that normally rebalances capital flows.  

 

 De-pegging could exacerbate capital outflows in the short term. If the market expects 

the RMB to weaken significantly in the months to come, there could be considerable 

capital flows out of China as investors look to get ahead of the move. This is the 

motivation behind the PBoC's assertion that "there is no basis for persistent 

depreciation of RMB," assurances that it will "keep the exchange rate basically stable," 

and threats that it will "severely punish illegal FX transactions … and maintain a 

compliant and orderly capital flow."  

 

 

(continued on next page) 

 

 



Morningstar Equity Research Highlights | 15 August 2015—21 August 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  

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

5 

Research Highlights 

 Export competitiveness was not Beijing's principal motivation. While a significantly 

weaker RMB would bolster export competitiveness, the export sector's modest share 

of GDP (2.7%) would mute the impact on economic growth and employment. Tellingly, 

Beijing did not resort to a major devaluation during the global financial crisis, despite 

the fact that net exports were 3 times more important to the Chinese economy at the 

time.  
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Research Highlights 

Market Gives LendingClub Too Much Credit  

Company's first-mover lead in online lending will fade without competitive advantage.  

 
In our view, lending is a transactional business in which participants must compete primarily on 

price. LendingClub isn't exactly in the business of lending capital; rather, it is in the business of 

facilitating lending transactions to generate revenue. We don't believe LendingClub possesses 

an economic moat because it is forced to compete for both borrowers as well as lenders 

through price. In our view, LendingClub will be challenged on both fronts. The company has yet 

to prove that it is able to beat its competition with lower borrowing costs, particularly to 

individuals with strong credit. Further, default rates could rise given credit quality trends of the 

borrowing base, which would lead to lower investment returns. Lower investment returns will 

be even less attractive relative to alternate investments when considering the potential for 

benchmark interest rates to rise in the near future. Ultimately, we think LendingClub will be 

forced to reduce its transaction fees to simultaneously lure borrowers and maintain attractive 

investment returns on loans. Growing competition in online and marketplace lending will only 

add to LendingClub's troubles and will keep the company from disrupting lending markets. 

The company's near-term growth is likely to remain strong, in our view, but we are skeptical 

that LendingClub will achieve the lofty expectations of the market. After reaching a high of $28 

soon after its IPO, LendingClub's stock is down over 50% to $13. We've established a $12 fair 

value estimate under our baseline expectations, which could be cut in half in a downside 

scenario.  

 

Key Takeaways 

  

 LendingClub does not have an economic moat, in our view. The company's low-cost 

underwriting and distribution model is entirely replicable, and we don't believe the platform 

provides a network effect. 

 

 Borrowing costs through LendingClub can be higher than alternative options, even credit 

cards, and in some cases by hundreds of dollars over the life of a loan. Borrower growth 

will quickly wane if the company can't reduce borrowing costs.  

 

 LendingClub may be challenged to attract the necessary capital to fund loans if investment 

returns decline. Returns of 5%–9% have been good in the context of the low-interest-rate 

environment, but falling returns coupled with higher benchmark rates may create a 

situation where the company is not able to attract enough capital to continue increasing 

loans as fast as the market anticipates. 
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Research Highlights 

 Increased competition in online lending will erode the first-mover advantage the company 

has enjoyed to this point. 
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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) 
1.29 2.6 0.50 3.63 None High QQQQQ 

Taylor, 

Mark 

BHP Billiton 

Ltd (BHP) 
24.10 30 0.80 128.30 Narrow Medium QQQQ 

Taylor, 

Mark 

BHP Billiton 

PLC (BLT) 
1092.50 1440 0.76 58.16 Narrow Medium QQQQ 

Taylor, 

Mark 

Cameco Corp 

(CCO) 
18.15 30 0.61 7.18 Narrow High QQQQ 

Rohr, 

Daniel 

Nucor (NUE) 44.81 57 0.79 14.32 Narrow High QQQQ 
Lane, 

Andrew 

Communication Services 

Millicom 

International 

Cellular SA 

(MIICF) 

68.35 90 0.76 6.85 Narrow High QQQQ 
Nichols, 

Allan C. 

Consumer Cyclical 

Ainsworth 

Game 

Technology 

Ltd (AGI) 

3.18 3.9 0.82 1.03 Narrow High QQQQ Han, Brian 

Crown Resorts 

Ltd (CWN) 
11.80 19 0.62 8.60 Narrow High QQQQ Han, Brian 

Fiat Chrysler 

Automobiles 

NV (FCAU) 

14.62 22 0.66 18.82 None High QQQQ 
Hilgert, 

Richard 

Gap (GPS) 33.66 49 0.69 14.05 Narrow Medium QQQQQ 
Weishaar, 

Bridget 

General 

Motors (GM) 
30.84 48 0.64 48.85 None High QQQQ 

Whiston, 

David 

Kingfisher PLC 

(KGF) 
367.20 430 0.85 8.49 Narrow Medium QQQQ 

Gorham, 

Philip 

MGM China 

Holdings Ltd 

(02282) 

13.86 20 0.69 52.67 Narrow High QQQQ Han, Brian 

Priceline Group 

(PCLN) 
1257.54 1850 0.68 63.76 Narrow High QQQQ 

Wasiolek, 

Dan 

Swatch Group 

AG (UHR) 
379.20 565 0.67 21.10 Wide High QQQQ 

Swinand, 

Paul 

Tata Motors 

Ltd (500570) 
332.60 650 0.51 1080.30 Narrow High QQQQQ Jain, Piyush 

VF Corp (VFC) 74.17 85 0.87 31.57 Wide Medium QQQQ 
Weishaar, 

Bridget 

Wynn Resorts 

Ltd (WYNN) 
85.58 152 0.56 8.69 Narrow High QQQQQ 

Wasiolek, 

Dan 

Yum Brands 

Inc (YUM) 
81.82 100 0.82 35.28 Wide Medium QQQQ 

Hottovy, 

R.J. 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Consumer Defensive 

Diageo PLC 

(DEO) 
109.09 129 0.85 75.12 Wide Medium QQQQ 

Gorham, 

Philip 

Proctor & 

Gamble Co (PG) 
73.91 90 0.82 200.49 Wide Low QQQQ Lash, Erin 

Wal-Mart 

Stores Inc 

(WMT) 

68.43 81 0.84 220.38 Wide Low QQQQ 
Perkins, 

Kenneth 

Want Want 

China Holdings 

Ltd (00151) 

6.91 11 0.63 91.18 Narrow Medium QQQQQ Baker, Dan 

Woolworths Ltd 

(WOW) 
26.37 33 0.80 33.40 Narrow Medium QQQQ 

James, 

Gareth  

Energy       

Cabot Oil & Gas 

(COG) 
24.86 43 0.58 10.29 Narrow High QQQQQ 

Hanson, 

Mark 

Chesapeake 

Energy Corp 

(CHK) 

7.15 25 0.29 4.76 Narrow High QQQQQ 
Hanson, 

Mark 

Continental 

Resources Inc 

(CLR) 

30.69 66 0.47 11.45 Narrow High QQQQQ 
Meats, 

David 

Santos Ltd 

(STO) 
5.60 12 0.47 5.47 Narrow High QQQQQ 

Taylor, 

Mark 

Financial Services       

American 

Express Co 

(AXP) 

78.76 95 0.83 78.76 Wide Medium QQQQ 
Sinegal, 

Jim 

Apollo Global 

Management 

LLC (APO) 

18.85 35 0.54 7.45 Narrow High QQQQQ Ellis, David 

Banco 

Santander Brasil 

SA/Brazil (BSBR) 

4.15 7 0.59 31.30 Narrow High QQQQQ 
Puls, 

Timothy 

Berkshire 

Hathaway Inc 

(BRK.B) 

138.39 168 0.82 339.41 Wide Medium QQQQ 
Warren, 

Greggory 

National 

Australia Bank 

Ltd (NAB) 

31.16 39 0.80 81.81 Wide Medium QQQQ Ellis, David 

Oversea-Chinese 

Banking Corp Ltd 

(O39) 

9.07 12.20 0.74 36.70 Narrow High QQQQ Wu, Arthur 

Ping An 

Insurance 

(Group) Co of 

China Ltd 

(02318) 

38.80 63.50 0.61 709.27 None High QQQQ Tan, Angela 

Platinum Asset 

Management 

Ltd (PTM) 

7.04 8.5 0.83 4.13 Narrow Medium QQQQ 
Zaia, 

Nathan 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Financial Services 

Svenska 

Handelsbanken 

(SHB A) 

124.90 156 0.80 238.19 Wide Medium QQQQ 
Pigeon, 

Sebastian 

U.S. Bancorp 

(USB) 
44.10 52 0.85 77.66 Wide Medium QQQQ 

Werner, 

Dan 

Health Care 
        

Baxter 

International 

(BAX) 

39.61 42 0.94 21.61 Narrow Medium QQQ 
Waterhouse, 

Michael 

Biogen Inc (BIIB) 309.90 400 0.77 72.88 Wide Medium QQQQ 
Andersen. 

Karen 

Coloplast A/S 

(COLO B) 
461.10 535 0.86 97.08 Narrow Medium QQQQ 

Wang, 

Debbie  

Elekta AB (EKTA 

B) 
54.85 90 0.61 20.91 Wide Medium QQQQQ 

Morozov, 

Alex 

Express Scripts 

Holding (ESRX) 
88.13 100 0.88 59.55 Wide Medium QQQQ Lekraj, Vishnu 

Merck & Co Inc 

(MRK) 
56.95 67 0.85 160.41 Wide Low QQQQ 

Conover, 

Damien 

Virtus Health Ltd 

(VRT) 
4.80 7.5 0.64 0.38 None High QQQQ Kallos, Chris 

Industrials 
        

Beijing 

Enterprises 

Holdings Ltd 

(00392) 

46.10 71 0.65 59.21 Narrow Medium QQQQQ 
Song, 

Jennifer 

Carpenter 

Technology Corp 

(CRS) 

37.69 55 0.69 1.90 Narrow High QQQQ 
Lane, 

Andrew 

General Electric 

(GE) 
25.19 30 0.84 254.33 Wide Medium QQQQ 

Noverini, 

Barbara 

Joy Global (JOY) 24.77 50 0.50 2.41 Narrow High QQQQQ 
Webb, 

Kwame 

Qube Holdings 

Ltd (QUB) 
2.20 2.8 0.79 2.32 Narrow Medium QQQQ 

MacMillan, 

Ross 

Royal Philips NV 

(PHIA) 
23.75 30 0.79 21.98 Narrow Medium QQQQ Vonk, Jeffrey 

Union Pacific 

Corp (UNP) 
89.32 114 0.78 77.50 Wide Medium QQQQ 

Schoonmaker, 

Keith 

Technology 

Avnet (AVT) 41.62 53 0.79 5.60 Narrow Medium QQQQ 
Kaur, 

Simran 

Google (GOOG) 646.83 715 0.90 443.42 Wide High QQQ 
Summer, 

Rick 

Yahoo! Inc 

(YHOO) 
34.10 51 0.67 32.10 Narrow High QQQQ 

Summer, 

Rick 
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Best Ideas 

 

Price 

Fair 

Value 

Price/ 

Fair Value 

Market 

Cap 

Economic 

Moat 

Rating 

Uncertainty 

Rating 

Morningstar 

Rating Analyst 

Utilities         

Calpine (CPN) 16.93 26 0.65 6.10 None High QQQQ 
Bischof, 

Andrew 

ITC Holdings 

Corp (ITC) 
35.34 42 0.84 5.52 Wide Low QQQQ 

Fishman, 

Charles  
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Highlighted Stocks 

Gap Inc GPS  

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value 

(USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQQ Consumer Cyclical 14.05 33.66 49 0.69 Medium Narrow 

 

“As expected, overall second-quarter performance outside of Old Navy was weak, given that 

new initiatives will not begin to show results until the fourth quarter. Second-quarter net sales 

declined 2% (flat on a constant currency basis) on a 2% comparable sales decline.” 

 

Analyst Note as of 21 August 2015:  

 

Narrow-moat Gap's second-quarter update, along with its maintained adjusted full-year 

guidance, demonstrated that it is on track to turn around underperforming brands and leverage 

a more-responsive supply chain in early 2016. We continue to see this as one of the most 

attractive investment opportunities in the apparel retail space, with numerous catalysts 

expected in the near future and the stock trading at 11 times our 2016 earnings, below its 

historical average of 14 times and our apparel sector coverage average of 19 times. As results 

reinforced the drivers of our model, we see little change to our $49 fair value estimate, and we 

continue to expect 3% average annual revenue growth and margin expansion from the low 

double digits to the midteens during the next five years. 

 

Numerous comments during the call reinforced our belief that the company can return to 

positive comparable sales growth in 2016. First, Old Navy delivered another quarter of positive 

comparable sales growth, on top of three consecutive years of growth. We see this as 

indicative that the strongest brand is still working, that the company has a system that leads to 

success, and that this can be leveraged by the other brands. Second, management is pleased 

with the 2016 product pipeline for Gap and Banana Republic. We think management and brand 

teams have correctly identified the source of prior product misses—namely fit, quality, and 

design—and that the new product will resonate better. Third, more-responsive capabilities are 

being rolled out to Gap in 2016 and, for the first time, the brand will be entering the season 

with key product programs open, and will be able to read and react better. We see this as a 

significant driver of average unit retail. Fourth, the denim cycle appears to have hit bottom, and 

we think new denim trends and demand will benefit the Gap brand, historically known for its 

bottoms business. Finally, closure of underperforming Gap stores should improve productivity. 

 

As expected, overall second-quarter performance outside of Old Navy was weak, given that 

new initiatives will not begin to show results until the fourth quarter. Second-quarter net sales 

declined 2% (flat on a constant currency basis) on a 2% comparable-sales decline. Old Navy 

saw a 3% comparable-sales growth, which was more than offset by a 4% decline at Banana 

Republic and a 6% decline at Gap. 

 

(continued on next page) 
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Highlighted Stocks 

Second-quarter gross margin was down 200 basis points to 37.4%, as rent and occupancy 

deleveraged 40 basis points and merchandise margin declined 160 basis points on foreign 

exchange and port headwinds. However, we note that management managed variable 

expenses carefully. Excluding strategic actions, foreign exchange, and last year's gain on sales, 

adjusted selling, general, and administrative dollars were about flat with marketing expenses, 

down $11 million to $131 million. 

 

Valuation as of 27 May 2015: 

 

We are maintaining our fair value estimate of $49 following the company's first-quarter update. 

We continue to like the long-term story, and we see operating margin expansion as the main 

driver of valuation, as Gap has invested heavily in technology and supply-chain systems, which 

we believe can narrow the margin disparity between Gap and its global fast-fashion 

competitors. In our model, we think Gap can reach an operating margin of 15% in five years 

from 13% currently (in line with our previous estimates). This is still well below the high-teens 

margins of fast-fashion competitors. This reflects our belief that the company is successfully 

executing on its responsive supply chain, omnichannel, and seamless inventory initiatives as 

evidenced by its work on fabric platforming, reserve in store, and order in store. 

 

In 2015, we are modeling a 1% decline in revenue (roughly in line with our previous estimate of 

a 2% decline), and we expect the operating margin to decline to 11.6% from 12.7% in 2014 

(roughly in line with our previous estimate of 11.7%). Included in our estimates is a $0.16 

negative impact from foreign exchange rates and a $0.13 headwind due to the West Coast port 

situation. We expect the impact of the port problems to be predominant in the first and second 

quarters, when the company will first be delayed in receiving inventory and will then likely need 

to clear it quickly to make way for fall merchandise. Excluding the foreign exchange and port 

impact, our estimate implies mid- to high-single-digit adjusted EPS growth. 

 

Over the next five years, we expect 4% constant currency average annual revenue growth, 

driven by 1% comparable sales growth on average and 3% new store growth weighted toward 

factory stores, Asia expansion, and franchises. This is in line with our prior expectation. We 

continue to think operating margins will expand from 12.7% in 2014 to 15% in 2019 (7% 

average annual operating income growth) on improved responsiveness and supply chain 

management. We note that this is still below average high teen margins at H&M and Inditex. 

 

 

 

 

 



Morningstar Equity Research Highlights | 15 August 2015—21 August 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  

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

14 

Highlighted Stocks 

Ventas Inc VTR 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Real Estate 20.13 60.55 81 0.75 High Narrow 

 

“Although we have reduced our Ventas fair value estimate to $81, this reflects the estimated 

value of the properties transferred to CCP, as opposed to a decline in our outlook for the firm. 

Our overall Ventas thesis remains intact, if not slightly improved.” 

 

Analyst Note as of 18 August 2015: 

 

We like Ventas slightly more following the spin-off of the majority of its skilled nursing facilities 

as a separate REIT, Care Capital Properties, or CCP. Although we have reduced our Ventas fair 

value estimate to $81, this reflects the estimated value of the properties transferred to CCP, as 

opposed to a decline in our outlook for the firm. Our overall Ventas thesis remains intact, if not 

slightly improved. Because we think skilled nursing assets face challenging growth prospects 

due to their tenants' significant exposures to reimbursement levels of government programs 

Medicaid and Medicare, we think Ventas' internal growth prospects have likely improved by 25 

or so basis points per year. Plus, external growth opportunities remain abundant for Ventas, in 

our opinion, and any new deals Ventas closes will have a relatively larger impact on its slightly 

smaller size. With an indicated trading level post-spin-off of around $60, Ventas shares remain 

attractive, at a 26% discount to our new fair value estimate. Ventas remains one of our Best 

Ideas for investors, and the benefits of its move to spin off CCP reinforce our narrow moat and 

Exemplary stewardship ratings. 

 

While we are not picking up formal coverage of CCP, we use an estimated value of $38 per CCP 

share in our Ventas model (which translates into $9.50 per Ventas share). Although we think its 

internal growth prospects will be challenged relative to other health-care property types, we 

think CCP has a lot of potential for external growth, mainly via consolidating its fragmented 

industry. We’d be tempted to hold onto CCP shares at its indicated when-issued trading level 

near $34, as we think this price offers investors a relatively attractive total return prospect 

(6.5% dividend yield plus low-single-digit—or more—growth potential). However, we would 

not be wedded to CCP as a core long-term holding, due to its reliance on a property type we 

like relatively less than others. 

 

Valuation as of 18 August 2015: 

 

We are decreasing our fair value estimate for Ventas to $81 per share, down from $90 

previously.  

 

(continued on next page) 
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This decrease reflects the estimated value that Ventas has spun out to shareholders as a 

separate REIT, Care Capital Properties, offset slightly by the time value of money since our last 

update. Our overall expectations for Ventas and its industry are unchanged, although we think 

Ventas is left with a relatively more attractive portfolio following the spin-off, as we like the 

skilled nursing facilities that CCP owns less than Ventas' remaining portfolio. 

 

Our $81 fair value estimate implies a mid-5% cap rate on our 2016 NOI forecast, a 20 times 

multiple on our 2016 normalized AFFO estimate, and a 3.7% dividend yield, based on a $2.98 

annualized payout, which we think Ventas can hit by year-end 2016, without any contribution 

from its CCP spin-off. 

 

The major assumptions in our valuation model drive annual same-store NOI growth averaging 

2.6% across our 10-year forecast. We also expect Ventas to continue winning its share of 

acquisitions, with a projection of $1 billion annually at an average cap rate of 7%. We plan to 

incorporate potential large acquisitions, similar to its recent $1.75 billion Ardent deal, if and 

when they are announced. We expect Ventas to also invest roughly $300 million annually in 

developments at an 8% average yield. We estimate that maintenance capital expenditures will 

range between $120 million and $210 million per year, higher than historical levels because of 

the increased impact of senior housing operating assets. 

 

Outside of our cash flow forecasts, we give Ventas credit for its loan book, joint ventures, 

current debt-funding costs that are well below our long-term expectation, and other minor 

assets, which add nearly $3 billion to our valuation, or $8 per share to our fair value estimate. 

 

In addition to our base case, we also contemplate upside and downside forecasts which 

translate into upside and downside fair value estimates of $125 and $53, respectively, both of 

which now reflect the value transferred to the CCP spin-off.  
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Yum Brands Inc YUM 

 

Morningstar 

Rating Industry 

Market Cap 

(USD Bil.) 

Market 

Price 

(USD) 

Fair  

Value (USD) 

Price/Fair 

Value 

Fair Value 

Uncertainty 

Economic 

Moat™ Rating 

QQQQ Consumer Cyclical 35.28 81.82 100 0.82 Medium Wide 

 

“We still take an optimistic view of Yum's longer-term opportunities in China given its highly 

fragmented restaurant industry, a growing China middle class, ongoing urbanization trends, and 

the market becoming increasing conducive to franchising.” 

Analyst Report as of 14 August 2015: 

We believe this week's devaluation of the Chinese yuan has opened up a buying opportunity for 

Yum Brands. Shares traded briefly below $80 on Aug. 12, but have since recovered to $84. This 

still represents a 16% discount to our $100 fair value estimate, which remains unchanged given 

that the 2%–3% yuan devaluation against the U.S. dollar will have limited currency translation 

consequences and our belief that, barring a complete economic collapse, consumer spending in 

China will continue at a relatively healthy clip. Our long-term assumptions—including 7% 

average annual top-line growth and operating margins rising from the midteens to the low 20s 

over the next decade—remain in place, with several near-term positive catalysts (same-store 

sales recovery in China, improving fundamentals among Yum concepts outside of China, and a 

potential spin-off of Yum China) all still in play. 

 

The greatest risk to our investment thesis coming out of the yuan devaluation would be a 

material slowdown in consumer spending. We concede that management's full-year comp 

guidance calling for low-single-digit growth—our model currently calls for 1.7% growth—could 

be at risk if consumer sentiment is pressured by recent macro concerns, but we haven't seen 

evidence to make that assumption at this point. We still take an optimistic view of Yum's 

longer-term opportunities in China given its highly fragmented restaurant industry, a growing 

China middle class, ongoing urbanization trends, and the market becoming increasing conducive 

to franchising. 

 

We also believe China concerns may lead greater investor calls to spin-off all or part of Yum's 

China division, which would allow investors to tailor their level of exposure to China and other 

markets. As we've stated in the past, a spin-off would not affect our wide moat rating, as Yum 

China—which we assign a pre-spin standalone value of $48 per share—is a mostly self-

contained supply chain, distribution, site selection, and advertising ecosystem. 

 

(continued on next page) 
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Valuation as of 16 July 2015: 

 

Our fair value estimate is $100 per share, which implies fiscal 2016 price/earnings of 25 times, 

enterprise value/EBITDA of 14 times, and a free cash flow yield of around 3%. 

 

Even after factoring in sales pressures in the region through the first half of 2015, we expect 

the China division to post high-single-digit unit growth, flat same-store sales growth (with low-

double-digit declines in the first half of the year before giving way to high-single-digit/low-

double-digit comp increases in the back half of the year), restaurant margins of just under 17% 

(implying 200 basis points of improvement), and midteen operating income growth. In Yum's 

other regions (formerly the U.S. and YRI segments), we anticipate low-single-digit comp growth 

amid increased competition and emerging-market consumer spending pressures, low-single-

digit unit growth, and foreign currency headwinds, bringing our 2015 revenue growth forecast 

to flat for KFC, 2% for Pizza Hut, and 6% for Taco Bell. Over the next 10 years, we assume Yum 

will grow to almost 60,300 restaurants (including nearly 13,600 units in China) and deliver 

global comps in the low- to mid-single-digit range, bringing our average 10-year revenue growth 

forecast to 7%. 

 

In 2015, we expect consolidated restaurant margins to improve by approximately 180 basis 

points to 16.4% and operating margins to expand by 380 basis points to 15.6%. We view 

management's adjusted EPS outlook for 2015 calling for at least a 10% increase as realistic 

based on a back half recovery in China and share repurchases. However, we expect longer-

term contribution from additional franchise locations, new sales layers, and increased scale in 

emerging markets, which should help to drive consolidated operating margins to the low 20s 

range by 2024. 

 

Breaking down our valuation with a sum-of-the parts approach, we value Yum China at roughly 

$48 per share, KFC at $22, Taco Bell at $17, Pizza Hut at $10, and India at $3 under our current 

base-case assumptions. 

 

 


