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American Equity Investment Life Holding Company (AEL)
January 27, 2012
Jeffrey Hoffmeyer
Financial Services
American Equity Investment Life Holding Company (AEL) is a full service underwriter of fixed annuity
and life insurance products. The company operates through three wholly owned life insurance
subsidiaries. American Equity mainly sells fixed index annuities and fixed rate annuities. Fixed index
annuities allow policy holders to be compensated for the performance of a particular index without
risking the loss of their principal. Within the fixed index annuities, policyholders typically have one or
more index based strategies as well as a traditional fixed rate strategy. In 2010, index strategies and
fixed strategies accounted for 52% and 33% of total deposits respectively. The remaining 15% of
American Equity’s deposits came from fixed rate annuities, a growing segment. The company’s
guaranteed rate on its fixed rate annuities currently ranges between 2% and 5.1%. The company was
founded in 1995 and went public in December, 2003. American Equity operates in all 50 states and is
based in West Des Moines, Iowa.
Price ($): (1/10/12)
Price Target ($):
52WK H-L ($):
Market Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol:
Dividend ($):

11.16
$15.29
13-8
665
56.41

Beta:
WACC
M-Term Rev. Gr Rate
Est:
M-Term EPS Gr Rate
Est:

1.20
6.54%

FY: Dec.

2010A

2011E

2012E

Revenue (Mil)

1,285.59

1,229.05

1,364.35

10%

% Growth

8.13%

-4.40%

11.01%

10%

Operating Margin

5.08%

10.64%

11.45%

$0.72

$1.43

$1.70

Financial Leverage

28.2x

EPS (Cal)

14.6%

ROA:

0.2%

P/E (Cal)

961,386

ROE:

5.7%

BVPS

0.12

Dividend Yield (%):

1.10%

P/B

15.21

7.68

6.43

$15.74

$17.07

$18.66

0.70

0.64

0.59

Recommendation
American Equity sells its annuities mainly through independent agents. Since 1998, deposits in these
annuities have grown at a 21% annual growth rate to now reach over $4 billion. In 2010, net investment
income grew to over $1 billion, an 18.1% CAGR since its public offering in 2003. Much of this growth is
the result of American Equity’s increases in its fixed rate annuities segment. Fixed rate annuity deposits
grew from $47 million in 2008 to $715 million in 2010 and is on pace to reach $900 million in 2011. The
company’s fixed annuity products protect against loses and have high credit ratings, making them popular
as policyholders look to decrease their risk exposure. Because of the firm’s consistent growth and its
opportunities for future expansion, it is recommended that American Equity be added to the AIM Equity
Fund with a target price of $15.29, representing a 37% upside. The company also pays a $.12 dividend, a
1.10% yield.
Investment Thesis
 Aging Population. Many people look for fixed income annuities as they age, especially since
investments often replace a person’s income once they retire. As the U.S. population becomes
older as a whole these types of investments become more popular. There are approximately 72
million “baby boomers” born between 1946 and 1964. These baby boomers are reaching the
retirement age of 65 at a rate of about 10,000 per day. Currently 13% of the population is over 65
but that number is expected to reach approximately 20% over the next several years. This high
rate of retirees greatly benefits the number of deposits American Equity is able to generate.
 Expanding Market. In addition to an aging population, the overall market for indexed annuities
is growing. Since 2002, the sales for indexed annuities have increased dramatically, rising from
about $3.5 billion in the third quarter of 2002 to over $8.5 billion in the same period of 2011.
These classes of investments are becoming more popular as a result of the recession and people
becoming more risk adverse. American Equity’s fixed index annuities allow policyholders to
earn a return based on an index’s performance, but also protects the principal investment. This
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gives its investors greater upside protection versus normal fixed income investment. As a result,
American Equity has seen its market share of annuity sales increase from about 9% to about 14%
since the start of the recession.
Stable Improving Spreads. American Equity has had consistent investment spreads over the
past several years. Typically the company’s spreads have been between 2% and 2.75%. This
number has generally been increasing since the early 2000s. Much of this stability and growth
can be attributed to American Equity’s high asset retention. 96% of account values have
surrender charges that protect the company against withdrawals. Company accounts average over
10 years remaining before the surrender charges expire. This retention allows the company to
continue improving its spreads, with its long term target spread being 300 bps.

Valuation
To value American Equity, a Price/Earnings multiple was used. A multiple of 10 was chosen based on
what similar companies in the industry trade at and how American Equity historically has been valued.
This yielded an intrinsic price of $14.26. An excess equity model was also used, with a cost of equity of
12.8% to arrive at an intrinsic value of $16.32. The two approaches were equally weighted to arrive at
target price of $15.29, representing a 37% upside. The company also pays a $.12 dividend, which is a
1.1% yield.
Risks
 High Competition. The insurance industry is generally very competitive and there is
considerable competition in the annuity sector. Many of the firms that American Equity
competes with are much larger and have greater financial and marketing resources. These
companies include Allianz Life Insurance, Aviva USA, ING USA Annuity, and Midland National
Life Insurance. In addition to other annuities, the company must also compete with mutual fund
products, traditional bank investments and other retirement investments. American Equity
competes for the distribution of their products by offering products and services that they believe
are attractive to distributors.
 Volatility in Fair Value of Derivatives. Net income for American Equity often experiences
volatility due to the changing fair value of its derivative instruments. Changes in any of the
company’s derivatives, including those embedded in other contracts, are immediately recognized
in earnings. Adjustments in the value of call options purchased to fund the annual index credits
are recorded as a component of revenues. Changes in contractual obligations for future annual
index credits are shown under benefits and expenses on the company’s income statement. At
times the volatility of these derivatives can be so great that both total revenues and total expenses
become negative. This greatly affects the stability of net income.
Management
David J. Noble is the current chairman of the board for American Equity. He served as CEO, President
and Treasurer of the company from its inception in 1995 until Jan. 1 2009. Prior to forming American
Equity, Mr. Noble was CEO of Statesman from 1982 until 1994. Wendy Waugaman has been the
company’s CEO and President since 2009. Ms. Waugaman had been the company’s CFO beginning in
1999. Before joining American Equity she was a partner at Whitfield & Eddy where she practiced law
from 1985 to 1999.
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Source: Bloomberg
Ownership
% of Shares Held by All Insider and 5% Owners:

5%

% of Shares Held by Institutional & Mutual Fund Owners:

90%

Source: Yahoo! Finance
Top 5 Shareholders
Holder

Shares

% Out

Dimensional Fund Advisors LP

4,903,885

7.73

Goldman Sachs Group Inc

3,787,277

5.97

FMR LLC

3,645,976

5.75

JP Morgan Chase & Company

2,892,087

4.56

Times Square Capital Management

2,640,850

4.16

Source: Yahoo! Finance
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Deutsche Post AG (DPSGY)
January 27, 2012
Sajid Bhimani

International Industrial

Deutsche Post AG (DP), headquartered in Westfalen, Germany, is the world’s leading postal, logistical
and freight services organization. The firm operates through two major brands, DHL and Deutsche Post,
to offer fully inclusive services in international express air and ocean freight, road and rail
transportation and contract logistics. DP primarily focuses on postal and delivery services across the
globe using its operations in over 220 countries and its distribution network that serve 120,000
destinations worldwide. The express division of DHL offers international and domestic delivery of time
sensitive documents and goods reliably using door-to-door services via fixed routes. The 8 millioncustomer network base uses 32,300 service points with 62,000 vehicles utilizing its three main hubs. DP
operates through 4 operating divisions namely, Mail division (25%), Express division (20%), Global
Forwarding, and Freight division (30%) and Supply Chain (25%). DP operates with 82 mail centers, 33
parcel centers, approximately 2,500 pack stations, and over 20,000 retail outlets and points of sale. The
company handles over 66 million letters per day and approximately 2.6 million parcels per working day.

Recommendation:
Consolidated revenue growth from abroad grew to 68% of total operating revenues at the end of Q3.
EBIT guidance for 2011 was also revised upwards to €2.4 B from lower operational costs post
restructuring. EBIT levers include parcel growth, new pricing regime to reflect headroom with pricing,
network flexibility, productivity improvements, labor flexibility and increased overhead efficiency due to
restructuring. Despite the volatile environment in Europe and around the world, Deutsche Post and DHL
have been able to keep a leading position and outgrow competitors at a faster pace due to extensive
restructuring measures that were put in place in recent years. DHL currently holds a 36% market share in
transportation services with the closest competitor being FedEx with 26 % market share. Some of the
most vital operational countries, including China and India, are operated through a joint venture of
Sinotrans in China and the acquisition of Blue Dart in India in 2005. Both of these have showed to be
very efficient and successful in their respective markets. Volume growth YoY in trade lines for Europe
and Asia, Intra Asia, and the US and Asia have all increased over 10% in Q3 2011 and is expected by
management to continue substantial growth driven by heavy e commerce preference of consumers and
organizations worldwide. 9 month YoY analysis from 2010 to 2011 tells us that despite a 3% increase in
revenues there was a 40% increase in EBIT primarily due to operating efficiencies in all operating
segments. It is recommended that DPSGY be added to the International AIM equity fund with a PT of
$23 yielding an upside potential of 28%.
Investment Thesis
 Overlooked Value in Capital Allocation. DP has spent € 11.5B in acquisitions since its IPO,
which have not produced the synergies that were expected. This left the company with
impairments of goodwill and other intangible assets. Since inception, shares have plunged 47%
from the IPO price, making shares currently trading at a P/E 9x 2011 consensus EPS. The current
management team has established priorities that are in line with shareholder mentality for the
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allocation of FCF, other than the Capex needed to grow and maintain the current business lines.
First, management wants to ensure they maintain their BBB+ or an A- credit rating. Second, they
look to pay a sustainable ordinary dividend based on a 40-60% dividend payout ratio using only
bottom line profits. Third, management would like to reduce the pension obligation on the
balance sheet. Lastly, management would like to pay any special dividends it can and or take part
in a share buyback program to increase shareholder value.
 Restructuring. In the past few years DP has gone through a restructuring phase. The
restructuring has proven to expand EBIT margins from prior levels up to approximately 4% and
is expected be sustainable at 5%. The restructuring also assists in lowering operational expenses
and will continue to make efforts to improve efficiency in transportation routes and corporate
structure. The effects of the restructuring have jus begun so investors can expect to see notable
changes in profitability of the organization and well as greater financial stability.
 Financial Strength and Potential Re-rating of Earnings. DP is expected to have net cash of
€4.16B at the end of 2011. The organization currently has liabilities towards the divestment of
PostBank, pension liabilities (€ 5.3 B), other provisions, operating leases, and net debt of €7.1 B.
The liabilities related to Postbank will be settled in Postbank shares and will have no impact on
cash. However, the pension obligation is expected to be paid gradually over time through
operating cash flow rather than the bullet form. The provisions are expected to stay relatively flat
over time, which allows the corporation to maintain and avoid exceeding provision costs. The
operating leases are being used for warehouses, depots and aircraft. Earnings contribution from
DHL in the Mail operating segment is expected to rise from 70% to 84% in 2014. This is
expected to drive earnings upward in the upcoming periods and warrant higher multiples.
Valuation
To value DPSGY a 5-year DCF was conducted with a computed WACC of 9.23% and a terminal growth
rate of 2%, which yielded an intrinsic value of $27.78. After conducting a sensitivity analysis on the
WACC and terminal growth rate, the price target ranged from $25-$33. When looking at comparable
companies and using a 75% weighting on a peer adjusted justifiable 2012 P/E multiple of 15x, and a 25%
weight on a 2012 EV/ EBITDA multiple of 5x, a price target of $20.91 was obtained. A dividend discount
model was also conducted on the 2013 expected dividend per share of $1.00, which led to a $16.67 target
price. Combining the different valuation methods with weights of 40%, 50% and 10% respectively an
overall price target of $23 was established which offers a 28% upside potential.
Risks
 Free Cash Flow Translation. In the past free cash flow conversion has been poor due to poor
acquisitive decisions. Unstable working capital requirements and payments against pension
provisions have limited FCF in the past. After the restructuring both of these will be less of a
burden due to annual P&L expenses being closer annual cash payments. Payments to the pension
provision will continue to weigh down FCF, but at a stable weight of about €450 M.
 Instability in Europe. DP generates the majority of its revenue from Europe. In fiscal year 2010
the company brought in €32,536M from European countries lead by Germany with
approximately €15,847M. About 70% of revenues came from the European market that year.
Going forward, management has stated that it is continuing its effort to have less reliance on the
European market and has focused a good portion of the restructuring to reflect that. In the past 9
months DP has made a huge transformation in geographic distribution of revenue, which looks to
be sustainable going forward.
Management
Mr. Frank Appel has been the CEO and chairman of the company since 2009. He has also been a member
of the board of management since 2002. In 1993 he served as the consultant and project manager for
McKinsey & Co. In 2000, Mr. Appel served as the Managing Director of Corporate Development at DP.
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Source: Bloomberg

Ownership %
% of Shares Held by All Insider and 5% Owners:

30%

% of Shares Held by Institutional & Mutual Fund Owners:

47%

Top 5 Shareholders
Holder

Shares

% Out

Kreditanstalt Fuer Wiederaufbau

368,266,23

30.46

Blackrock Inc

38,412,752

3.18

Lansdowne Partners LP

36,057,595

2.98

AXA
Blackrock Asset Management

35,814,094
18,844,432

2.96
1.56
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Ensco PLC (ESV)
January 27, 2012
Jared Klingeisen

International Energy

Ensco (NYSE: ESV) is a global provider of offshore drilling services to the petroleum industry. The
company’s customers include major international, government-owned, and independent oil and gas
companies. Ensco provides drilling rigs and crews to its customers on a day rate contract basis. In May
2011, Ensco completed the acquisition of Houston based Pride International, Inc. (NYSE: PDE). As a
result of this transaction, Ensco currently has the second largest offshore drilling fleet in the world. The
combined fleet is made up of 74 rigs around the globe, including 21 ultra-deepwater and deepwater rigs.
Ensco’s business operations can be separated into three brand segments: Deepwater (~48% of Q3 2011
revenue), Jackup (~36%), and Midwater (~13%). The combined company has operations spanning 25
countries on six continents, including major markets in Southeast Asia, U.S. Gulf of Mexico, Brazil and
West Africa. Founded in 1987, Ensco moved its headquarters to London, United Kingdom in 2010.
Price (1/20/12):

$51.28

Beta:

Price Target:

$64.00

WACC

52WK H-L:

$37.39-$60.31

M-Term Rev. Gr Rate Est:

12.9%

% Growth

$11.8

M-Term EPS Gr Rate Est:

13.3%

Debt/Equity:

47.8%

2.26%

ROA:

4.07%

2.4

ROE:

6.08%

Market Cap (bil):
Shares Outstanding (mil):
Short Interest (%):
Avg. Daily Vol (mil):
Dividend ($):
Yield (%):

228

1.15
11.96%

$1.40
2.70%

FY: Dec

2010A

Revenue (mil)

2011E

2012E

$1,697

$2,756

$4,429

-10.17%

62.44%

60.70%

Gross Margin

41.98%

39.69%

40.69%

Operating Margin

36.91%

35.87%

36.89%

EPS (Cal)

$4.06

$3.06

$5.88

FCF/Share

-$0.43

$0.22

$2.36

12.6

16.8

8.7

7.8

10.9

7.2

P/E (Cal)
EV/EBITDA

Recommendation
Oil prices are expected to remain high in the future due to supply constraints and rising global demand,
increasing the demand for deepwater drillers. Higher prices have increased customers’ demand for
deepwater rigs, allowing Ensco’s rig utilization to increase to 77% in 2010. Ensco has used the weakness
in the industry over the past few years to build its fleet, acquiring additional rigs at favorable prices.
Ensco has the youngest deepwater drilling fleet in the world, a strong safety record, and tremendous
customer satisfaction. The company’s young fleet demands a premium in the market, due to the lower
amount of downtime required and the increased safety measures built into new rigs. This has resulted in
industry leading operating margins, 37% vs. an industry average of 19%, and makes Ensco a very
attractive supplier in the highly regulated U.S. Gulf of Mexico. The Pride International acquisition has
allowed ESV to expand its deepwater fleet internationally, especially in the fast-growing markets of
Brazil and West Africa. During its most recent reported quarter, Q3 2011, utilization of jackups increased
to 83% from 77% the previous quarter, and management expects that number to rise to 90% in the fourth
quarter of 2011. Jackup rigs are mobile, allowing ESV to deploy them between segments depending on
which areas offer the most attractive opportunities. Because of the company’s strong positioning and
growth potential, it is recommended that ESV be added to the AIM International Equity Fund with a
target price of $64.00, offering a potential upside of 25%.
Investment Thesis
 Pride International Acquisition. In 2010, Ensco listed three primary goals: enhance the
capability of the fleet by adding drillships, enter the West African deepwater market; and expand
in Brazil. The purchase of Pride accomplished all three of these goals, expanding Ensco’s
international presence, especially in the high-growth areas of Brazil and West Africa.
Previously, ESV only had one rig in Brazil and none in West Africa. Today, those numbers have
increased to nine in Brazil and five in West Africa, with plans for additional rigs in the next few
years. The acquisition almost doubled the size of ESV, and the company expects annual savings
around $150 million after 2012. Ensco is one of the most efficient companies in the industry,
while Pride has struggled, posting much worse margins than the industry average. If Ensco is
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able to transfer their cost saving strategies to Pride, further savings may be possible. The
acquisition leaves Ensco in a strong financial position, with almost $10 billion in revenue
backlog and a favorable debt situation.
 Differentiation from Peers. In an industry where differentiation is difficult, Ensco has found a
way to separate itself from its competition. In 2010, ESV ranked highest in the Customer
Satisfaction Index of Global Oilfield Suppliers by EnergyPoint Research. The Macondo incident
in the U.S. Gulf of Mexico had a serious impact on the industry and the ensuing moratorium on
drilling was a significant threat to Ensco. However, Ensco’s strong safety record allowed the
company to be the first to resume work after the deep-water moratorium was lifted.
 Young Ultra-Deepwater Fleet. Ensco boasts one of the youngest fleets in the industry, with an
average age that is a third of the industry average. Demand for deepwater rigs continues to grow
in the Gulf of Mexico following the Macondo incident, and there has been an increased focus on
the safety and reliability of rigs. Since the incident, many customers have been more concerned
about using old and possibly defective equipment, putting Ensco is position to capture greater
market share. While many of ESV’s competitors are facing pressures from increased downtimes
and repairs, Encso is benefiting from higher utilization and day rates. Most companies are willing
to pay a premium for newer equipment, further increasing Ensco’s appeal.
Valuation
To find the intrinsic value of ESV, a ten-year DCF was conducted. Sensitivity analysis accounted for
variations in WACC and terminal growth rate. A WACC of 11.96% was used, yielding an intrinsic value
of $61.32, while sensitivity analysis produced a range of $54-$79. A relative value approach was also
used, taking into account P/E, P/B, P/S, and EV/EBITDA. This method supplied an intrinsic value of
$66.61. Taking these into account, a price target of $64.00 was established, providing an upside of almost
25%. The company pays an annual dividend of $1.40, yielding 2.7%.
Risks
 Reliance on a Few Customers. Although Ensco has operations across the globe, a large portion
of their business comes from a few customers. Approximately 43% of the company’s total
revenue comes from its top five customers. Their largest customer, Chevron (CVX), is
responsible for 14% of revenue and the next largest customer, Petroleos Mexicanos (PEMEX),
contributes 11%. A heavy reliance on a few customers could affect the financial health of the
company if these customers demand more bargaining power or unexpectedly cancel contracts.
 Weak Oil and Gas Price Environment. Oil and natural gas prices have a significant impact on
the level of worldwide drilling activity. A sustained period of lower prices adversely impacts
Ensco’s customers, which in turn hurts demand for ESV’s rigs. However, if West Texas
Intermediate (WTI) prices remain above $90, oil activity is likely to increase further. This is
evident from the recent number of acquisitions, joint venture agreements, and the increased
demand for rigs.
 Increased Regulations. Despite the company’s strong safety record, a suspension of new drilling
permits or an increase in operating costs in the U.S. Gulf would negatively impact ESV’s
business.
Management
Daniel W. Rabun has served as President, Chief Executive Officer and Chairman of the Board since 2007.
Mr. Rabun was previously a partner at the international law firm of Baker & McKenzie. He provided
counsel and legal advice to Ensco for more than fifteen years prior to joining the company in 2001. He
has been a Certified Public Accountant since 1976 and has also served as Vice President of a company in
Dallas, Texas. Mr. Rabun graduated with a degree in Accounting from the University of Houston and
holds a Juris Doctorate degree from Southern Methodist University.
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Source: Bloomberg

Ownership
% of Shares Held by All Insider and 5% Owners:

0%

% of Shares Held by Institutional & Mutual Fund Owners:

86%
Source: Yahoo Finance

Top 5 Shareholders
Holder

Shares

% Out

Wellington Management Company

19,779,391

8.58

Fidelity Management & Research

13,719,330

5.95

Hartford Investment Financial

8,529,490

3.70

First Pacific Advisor

8,185,800

3.55

MHR Fund Management

6,631,128

2.88
Source: Bloomberg
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Enerplus Corporation (ERF)
January 27, 2011
Jacob Brull

International Energy

Enerplus Corporation (NYSE:ERF) is an oil and gas exploration and production company (E&P) that
owns income-generating assets in Western Canada and the United States. Headquartered in Calgary,
Canada, ERF was established in 1986 as Canada’s first oil and gas royalty trust—a type of investment
trust. In the first twenty years, ERF focused on investments in mature oil and gas properties that offered
stable cash flows contributed by low-declining production zones. ERF currently holds a diversified
portfolio across a variety of resource plays including Sleeping Giant and Ft. Berthold Bakken (230,000
acres), Marcellous shale (110,000 acres), and the emerging Duvernay play in Alberta (65,000 acres). Of
Q3 2011 production, roughly 45% was attributed to oil (66.9% of revenues) and 55% was natural gas
(33.1% of revenues). While in the midst a more growth-oriented phase, ERF is committed to maintaining
its mature, core assets to assure stable cash flows and a lucrative dividend as capital expenditures are
needed to develop its recently acquired assets.
M arket Price (01/19/2012) ($):
Price Target ($):
52WK H-L ($):
M arket Cap (bil):
Float (mil):
Short Interest:
Avg. Daily Vol (mil):
Dividend ($):
Yield:

23.15
31.32
21.65-32.93
4.19
178.32
1.63%
1.06
2.13
9.42%

Beta:
WACC

1.07
11.14%

FY: Dec
Revenue (M il)

2010A
$1,072

2011E
$1,209

2012E
$1,472

M -Term Rev. Gr Rate Est:
M -Term EPS Gr Rate Est:
Debt/Equity:
ROA:
ROE:

12.7%
11.1%
20.2%
9.81%
15.52%

% Growth
Gross M argin
Operating M argin
EPS (Cal)
FCF/Share
P/E (Cal)
EV/EBITDA

15.75%

12.76%
74.89%
67.06%
$2.85
$0.05
8.1
4.4

21.76%
75.12%
67.54%
$3.45
$3.79
6.7
4.9

71.32%
64.17%
$0.72
-$2.48
5.4
7.1

Recommendation
Since 2010, ERF has been in a transitional phase moving from a strategy focused on mature assets to
growth opportunities in North America. The proper execution of this transition will be key to achieving
an estimated 10% annual increase in production over the next 4 years. During the first three quarters of
2011 ERF brought 48 net wells on stream. This number was roughly half of what was expected due to
weather delays inhibiting well completion. ERF’s drilling activity progressed was unimpeded during Q4,
which should be reflected in the approaching earnings report (2/24/2011). Positive results will remind
investors of ERF’s promising portfolio of assets available for development. Additionally, the recent
natural gas spot price decline has led more investors to shy away from E&P companies like ERF. While
ERF does maintain a sizeable amount of gas in its portfolio, 2012 production is expected to be equally
split between liquids and gas. This will help support continued revenue growth while ERF develops its
fields and waits for gas prices to rebound. Additionally, as a former investment trust, ERF is cognizant of
its investors’ desire for high dividends focusing on its balance sheet health to continue this precedent.
ERF provides an attractive investment opportunity with strong growth in the coming years from its
strategic asset development and potential for increasing gas prices, while maintaining its core assets to
pay healthy dividends C$0.18/month. It is recommended that ERF be added to the AIM International
Fund with a $31.32 price target providing a 35% potential return, in addition to its 9.4% dividend yield.
Investment thesis:
 Transition To A Growth Oriented Firm. Under the careful stewarding of management, ERF
has been able to successfully acquire prolific assets in the Bakken, Marcellus, and Duvernay
plays. The firm has carefully maneuvered its way into these areas through a number of
acquisitions and dispositions primarily beginning in 2010. Most notable were ERF’s 2010 sale of
Kirby oil sand assets and subsequent purchasing of assets to expand its footprint in both the
Marcellus and Bakken shale plays. Furthermore, the virgin 65,000 acres acquired in the
Duvernay play is a feather in Mr. Kerr’s (CEO) hat, as this old oil field may prove to be the most
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productive, liquid-rich shale play in Alberta history. ERF plans to drill its first test well in the
area during 2012. With ERF’s upstream portfolio repositioned, it expects to achieve a 10%
annual increase in production over the next 4 years. Additionally, these assets put ERF in the
position to be a major beneficiary of the hydrocarbon production boom in North America.
Opportune Natural Gas Play. With natural gas prices hitting a ten-year low in January
($2.25/MMBtu), investors have shied away from E&P companies with material portions of their
revenues attributable to natural gas. ERF, currently $3.30 off its low, has been plagued by the
same phenomenon in the last quarters of 2011 and 2012 YTD. The 120-day correlation between
gas (Henry Hub) and ERF is +0.7. On the contrary, -0.14 is ERF’s 120-day correlation to WTI.
Historically ERF’s stock price movements have been heavily correlated to WTI. While analysts
are still debating where gas price may be over the next twelve months, ERF’s stands to benefit if
the price increases.
Stable Dividend Payout. ERF may now be licensed as a corporation, but it has not forgotten
where it came from. The high investor payout ratio of the past has maintained consistent over the
past year (C$0.18/month) and appears to be continuing in the future. Over the past ten years,
ERF’s dividend payout has not dropped below a 6% yield. As a part of their history, ETF has had
a strong focus on balance sheet health. With a current debt-to-equity ratio of 20.2% and recently
issued common stock, ETF maintains a healthy balance sheet to continue its growth phase and
continue paying the high dividend its investors expect.

Valuation
Utilizing a five-year DCF model with a computed WACC of 11.14% and terminal growth of 3%, an
intrinsic value of $30.50 was obtained. A sensitivity analysis adjusting the WACC and terminal growth
rate yielded a range of $29-32. In addition, an 8x EV/EBITDA multiple was applied to 2012 estimated
EBITDA yielding an intrinsic value of $33.50. ERF’s valuation looks attractive given that the stock is
currently trading 4.4x EV/EBITDA to 2012E and maintains a 9.4% dividend yield versus a current peer
group average EV/EBITDA 9.1x and dividend yield of 6.2%. Considering the varying approaches, a
price target of $31.32 was obtained representing a 35% upside, in addition to ERF’s 9.4% dividend yield.
Risks
 Slowing Economic Growth. With concern over the continuing European financial issues, the
IMF recently reduced their 2012 global GDP growth from 4.0% to 3.3%. Additionally, the
United State’s GDP growth forecasts are even lower with 2012 Bloomberg median estimate of
2.3%. If fiscal concerns escalate in Europe or global GDP grows slower than expected,
commodity prices will likely decline due to reduced demand. ERF actively hedges its crude oil
production through a series of derivative contracts. Approximately 39% of 2012 oil production
(14,500 bbl/day) is hedged at $95.32/bbl. ERF does not believe they stand to benefit from
hedging natural gas because of its currently low price.
 Low Natural Gas Prices. In addition to macroeconomic worries, natural gas prices hit a 10-year
low of $2.25/MMBtu on January 20. Hydraulic fracking has flooded the market with supply,
pushing prices ever lower. Bank of America says prices may dip below $2/MMBtu for the first
time since 2002 due to stockpiles exceeding gas storage capacity in the fall. Prices of $2/MMBtu
during 2002 reduce ERF’s fair value to $28.
Management
Mr. Gordon Kerr is the President and CEO of ERF. He joined the company in 1996; his acceleration
through the company has given him experience in many including CFO and Executive VP. Active in
both corporate and industry matters, Mr. Kerr is a former Chairman of the Canadian Association of
Petroleum Producers and a member of the Canadian Council of Chief Executive Officers. Additionally,
ERF maintains an independent Chairman of the Board—Mr. Douglas R. Martin.
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Ownership
% of Shares Held by All Insider and 5% Owners:

0%

% of Shares Held by Institutional & Mutual Fund Owners:

32.4%
Source: MSN Money

Top 5 Shareholders
Holder

Shares

% Out

Goodman & Company Investment Counsel LTD

7,549,716

4.17

Royal Bank of Canada

3,404,068

1.88

Blackrock INC

3,091,186

1.71

CIBC World Markets INC

2,306,942

1.27

BMO Financial CORP

2,051,301

1.13
Source: Bloomberg
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Coinstar Inc. (CSTR)
January 27, 2012
Chris Gwinn

Consumer Discretionary

Coinstar Inc. (CSTR) is the leading provider of automated retail kiosks. CSTR distributes its services
through three primary segments: Redbox (83.7% of revenue), Coin (16.2%), and New Ventures (<1%).
The Redbox segment offers self-service DVD kiosks, where consumers can rent or purchase movies and
rent video games. The Coin segment consists of self-service coin-counting kiosks where consumers can
convert their coins into cash, gift cards, or store-valued products, among other options. The New
Ventures segment is focused on identifying, evaluating, building, and expanding innovative self-service
concepts in the marketplace. CSTR’s kiosks can be found in supermarkets, drug stores, and convenience
stores across the country. In 2011, CSTR maintained 34,400 Redbox kiosks in 28,400 different locations,
19,500 Coinstar kiosks in 19,300 different locations, as well as 53 kiosks under the New Ventures
business segment. Coinstar was incorporated in 1993 and is currently headquartered in Bellevue,
Washington.
Price ($) (1/20/2012): $
47.70
Price Target ($):
$
63.00
52WK H-L ($):
60.71 - 37.43
M arket Cap (mil):
1,468M
Float (mil):
16.52M
Short Interest (%):
19.06%
Avg. Vol (10 day)
939,043
Sales/Share:
55.92
Cash Ratio:
66.0%

Beta:
WACC
LT Rev. Gr Rate Est (3-5 yr):
LT EPS Gr Rate Est (3-5 yr):
Debt/Equity:
LT Debt/Total Assets
EBITDA 1-yr Growth
2011A ROIC:
2010A ROE:

0.97
8.60%
17.47%
42.00%
80.9%
29.7%
35.0%
15.16%
17.84%

FY: December
2010A 2011E
Revenue ($M il)
1,436.42 1,820.00
% Growth
39.10% 26.7%
EBITDA M argin 19.33% 22.50%
Operating M argin 10.34% 12.10%
EPS ($Cal)
$1.57
$3.31
FCF/Share
4.47
4.68
P/E (Cal)
30.30
14.39
EV/EBITDA
4.24
4.17

2012E
2,207.66
21.3%
23.00%
11.45%
$3.55
5.20
13.42
4.05

Recommendation
Amidst a competitive landscape, CSTR has established itself as the leader in the DVD rental space. Their
ability to compete effectively is supported by the company’s strong fundamentals including a 5-year topline CAGR of 22% and a market share of 35% in 2011. Furthermore, CSTR’s strong liquidity (cash
balance of $255.3 MM) provides flexibility to allow it to fulfill all of its debt obligations (4-year
$200MM bond maturing in 2014) while continuing to act on its initiatives that will drive growth,
profitability, and shareholder returns. CSTR has also consistently generated strong cash flows (FCF of
$192.55 MM TTM Q3 2011 vs. $41.2 MM TTM Q1 2010), which should allow it continue expanding its
thriving Redbox business as well as introducing new kiosks such as Gizmo. Similar to eBay, Gizmo is
focused on providing customers the ability purchase refurbished electronics, such as Xboxes, GPS
devices, and iPads, at significant discounts. CSTR estimates the market for consumer electronic market to
be in excess of $150B. Furthermore, management’s effectiveness can be seen in its EBITDA (34% YOY)
and diluted EPS growth (79% YOY), both of which outperformed the industry average (EBITDA YOY
4.82% and diluted EPS YOY 14.43%). Because of these reasons, it is recommended that CSTR be added
to the AIM Equity Fund with a target price of $63, offering a potential upside of 32%.
Investment Thesis
 Robust DVD Growth. With expansions of 5,000 kiosks per year, as well as its introduction of
video game rental services in June 2010, CSTR has positioned itself to generate expected
revenue growth of 21.3% (7% from added video game rentals) in 2012. Since inception, revenue
per Redbox kiosk has also consistently improved, reaching $35,000, $50,000, and $55,000 in
2008, 2009, and 2010, respectively, upholding a CAGR of 16%.
 Increasing Consumer Base. Redbox has witnessed tremendous growth in its consumer base
YOY, as evidenced by the 20% growth in the number of unique credit cards renting and 60%
growth in unique e-mail addresses during Q3 2011. Due to the company’s social media
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initiatives in expanding its consumer base, Redbox’s revenue has grown to $1.2B in 2010
compared to $4.5MM in 2006. A significant portion of this revenue growth can be justified by its
increasing social media following of over 3.3MM text message list, 33.4MM e-mail list, 8.8MM
iPhone/Droid app downloads, and 10.3MM unique monthly visitors to redbox.com, as reported
in Q3 2011.
 Market Share Accessibility. With a market share of 35%, CSTR has most recently surpassed
Netflix to become the leading market player in the DVD rental space as Netflix shifts their focus
towards their streaming segment. Redbox has continued to increase its market share from both
last quarter (33.2% Q2 2011) and a year ago (24% Q3 2010), while Netflix’s market share slid to
33% in Q3 2011 from 36% in Q3 2010. Additionally, the brick and mortar business model has
suffered considerably due to Redbox’s presence, as demonstrated by the drop in market share
from 37% at Q4 2009 to 17% at Q3 2011.
Valuation
A five-year DCF was conducted to find the intrinsic value of CSTR. Sales growth rates were forecasted
through management’s expectations in 2011. Sales are expected to grow 21% in 2012, as CSTR begins to
benefit from the added exposure to the video game rental market as well as increasing its consumer base.
Through its leading market share, CSTR is expected to generate a long-term growth rate of 17%. A
WACC of 8.6% and a terminal growth rate of 2.5% was used and yielded an intrinsic value of $67.
Additionally, a thorough sensitivity analysis was applied, with a varying WACC, terminal growth rate,
operating margin, EBITDA margin, and revenue growth yielding an average intrinsic value of $65. An
EV/EBITDA multiple approach was also applied. With a forward year EV/EBITDA multiple of 4.84x,
this method provided an intrinsic value of $70. Taking all three valuations into account and weighting the
intrinsic values appropriately, a price target of $63 was established offering an upside of 32%. CSTR
currently does not pay a dividend.
Risks
 Potential Decline in DVD Technology. As technology shifts towards operating more efficiently
through “green” (disc-less and streaming) business models, there remains the risk for a potential
decline in DVD technology. However, 6% of U.S. households do not have access to top
broadband providers, which are required for high-quality streaming. Whereas DVDs provide
convenience and affordability to consumers. Relative to streaming, Redbox provides a greater
value, as consumers can rent a DVD for $1.20/night versus streaming a new release for $4-6.
Additionally, the company remains focused on entering into the streaming market within the
upcoming year, with the potential to create a streaming partnership with Verizon or Amazon.
 Hollywood Studio and Retailer Relationships. CSTR is reliant upon its licensing agreements
with Hollywood studios, as these agreements allow the company to purchase titles more
profitably than through wholesale distributors. CSTR maintains “Street Date” purchase terms
with Sony (47% of overall 2012 DVD purchase commitments), Paramount (20%), and Lionsgate
(8%), while it maintains “28-Day Delay after Street Date” purchase terms with 20th Century Fox
(16%), Universal Studios (5%), and Warner (3%). Furthermore, CSTR remains dependent upon
its relationships with Wal-Mart, Walgreen, and Kroger’s, which account for 19.6%, 13.7%, and
10.6% of consolidated revenue during 2010. The company expects these relationships to remain
strong; however, changes in studio or retailer agreements could adversely affect CSTR.
Management
Paul Davis has served as CEO and a member of the Board of Directors since April 2009, after having
served as COO from April 2008 to March 2009. Prior to his employment with Coinstar, Mr. Davis held
several positions of increasing responsibility, most notably, President and CEO of Barilla America as well
as Global Chief Executive of Kettle Foods. Scott Di Valerio is the CFO of Coinstar Inc. Previously, Mr.
Di Valero served as president of the Americas for the Lenovo Group Limited.
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Ownership
% of Shares Held by All Insider and 5% Owners:

1%

% of Shares Held by Institutional & Mutual Fund Owners:

>90%
Source: Bloomberg

Top 5 Shareholders
Holder

Shares

% Out

Goldman Sachs Group Inc.

3,619,893

11.76

Ameriprise Financial Inc.

2,345,461

7.62

Vanguard Group Inc.

1,017,869

6.22

Kingdom Capital Management LLC

1,631,999

5.30

Blackrock Fund Advisors

1,272,475

4.13
Source: Bloomberg
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Canon Inc. ADR (CAJ)
January 27, 2012
Rupali Varma

International Info Tech

Canon Inc. (NYSE: CAJ) manufactures and sells high quality professional and consumer imaging
products worldwide. CAJ operates in three segments: office (54% of revenue), consumer (38%), and
industry equipment and others business unit segments (12%). The office segment offers network
multifunction devices, copy machines, and printers. The consumer segment primarily provides a vast
variety of digital cameras ranging from compact, video, and interchangeable lens. The firm is a leading
US patent holder of digital imaging technologies. Furthermore, this segment offers ink-jet multifunction
devices, scanners, and broadcasting equipment. The industrial equipment and others segment is involved
in designing exposure equipment in semiconductors, LCDs and medical equipment. The firm has
strengthened its presence globally and derives revenues from Europe (32%), Americas (28%), Asia exJapan (21%) and Japan (19%). CAJ was founded in 1937 and is headquartered in Tokyo, Japan.
Price ($) (01/22/12)
Price Target ($):
52WK Range ($):
Market Cap:
Float
Short Interest (%):
Avg. Daily Vol:
Dividend ($):
Yield (%):

44.50
56.67
41.70-51.22
59.4B
1.20B
3.90%
230,473
1.42
3.40%

Beta:
WACC
M-Term Rev. Gr Rate Est:
M-Term EPS Gr Rate Est:
Debt/Equity
ROA:
ROE:

0.99
13.36%
5.6%
6.9%
9.88%
5.56%
8.09%

FY: Dec
Total Revenue (Mil)
% Total Rev Growth
Gross Margin
Operating Margin
EPS (Cal)
FCF/Share
P/E (Cal)
EV/EBITDA

2011*
2012E
42,515.52 47,617.39
0.40%
12.00%
48.41%
48.87%
10.42%
11.22%
$2.37E
$2.88E
3.47
4.24
17.7
15.4
7.5x
6.0x

2013E
53,356.98
6.00%
49.21%
11.91%
$3.14E
4.57
14.2
5.4x

Recommendation
Despite tough economic conditions in Japan, CAJ has sustained strong business fundamentals. Through
cost reductions and measures such as productivity efficiency, CAJ was able to mitigate the negative
impacts of the yen’s appreciation and natural disasters growing operating profit 13.4% y/y in 3Q11 from
11.4% y/y in 3Q10. These benefits will become more apparent once all production normalizes in FY2012.
In 3Q11, management lowered FY2011 guidance factoring in the impact of flooding in Thailand. CAJ has
sustained no direct damage to their camera production facility but assumed the worst-case scenario amid
uncertainties about Thai flooding damage to suppliers. As competitors Nikon ($9.4B) and Sony ($18.6B)
were more directly affected, this has eased competitive conditions. With gradual recovery in FY2012,
management views the consumer segment to be a key driver throughout FY2012 from the boost in digital
camera demand. CAJ introduced two new PowerShot ELPH models offering advanced features in
compact form and looks to launch a professional SLR in 1Q12, reflecting management’s commitment to
delivering innovative imaging products to meet next generation demand. CAJ aims to quickly expand into
emerging markets such as India and China where the demand for high-end digital cameras and printers is
rapidly growing. The firm has maintained an attractive dividend yield of 3.4% despite economic
conditions. Thus, it is recommended CAJ be added to the AIM International Fund at a price target of
$56.67, presenting a potential upside of 27.3%.
Investment Thesis
 Ability to Meet Rising Demand for Digital Cameras. The demand for high priced and quality
single-lens reflex (SLR) cameras is expected to rise in 2012. According to industry estimates, the
digital camera market is expected to surpass 38 million units by FY2015. CAJ announced plans
to launch a high spec professional digital SLR camera, EOS-1D, in 1Q12, which will extend prolevel technology to compact cameras. Additionally, the adoption rate of digital cameras in India
is rising steadily due to rapid growth in consumerism and rising disposable income amongst the
youth and working class. The digital camera market in India is expected to have a CAGR of 43%
by FY2015. Emerging markets such as China and Eastern Europe will also experience similar
rising demand driven by favorable disposable income and increased consumer spending.
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 Building Strong Presence in Emerging Markets. Through the OCE merger, CAJ has made a
move to become a leader in professional and display graphics printing. This provides the firm
with high-end continuous feed color printing and wide format technologies in addition to a fastgrowing services business that will aid in competing against HP and Xerox. Management aims to
enter India through the acquisition of OCE and become a key player in their printing market.
Currently a $1B market, the digital printing industry in India is expected to grow 25% y/y. This
will open the opportunity for CAJ to also enter and dominate the digital camera market, expected
to grow at 40% annually. CAJ India has already seen 50% growth and achieved revenues of
$2.5B in FY2010. Further CAJ has established new sales and service bases to promote high-end
printers in China to gain market share. Management expects China to surpass the US to become
the largest camera and printer market as early as 2015.
 Solid Business Fundamentals. Although CAJ has faced a challenging environment, the firm’s
strong business fundamentals drove positive results in 3Q11. CAJ has maintained a debt to
equity of 9.88%, substantially lower than competitors: HPQ (58%), XRX (56%), and Ricoh
(56%). Management continued to focus on strengthening their position and sustaining profit
while providing shareholders a dividend yield of 3.4% despite tough economic conditions.
Despite share buyback totaling $12M, management expects to hold approximately $10B cash on
their balance sheet, retaining their financial flexibility. CAJ is dedicated to the advancement in
technology and innovation and return to committing 10% of its total revenue each year to R&D.
Valuation
Using a 5-year DCF with a computed WACC of 13.37% and terminal growth rate of 2.5%, an
intrinsic value of $57.11 was obtained for CAJ. Using a sensitivity analysis that adjusts for both the
terminal growth rate (1.50%-2.50%) and WACC (12%-14%) generates a price range of $52.49$67.83. Additionally, a 5-year historical average P/E multiple of 19.5x was applied to estimate 2012
earnings to yield an intrinsic value of $56.22 Applying an equal weighting to the DCF and P/E
valuation methods provides a target price of $56.22. With the stock currently trading at $44.50, the
price target would yield a 27.3% return. CAJ pays a dividend yield of 3.4%.
Risks
 Rapid Yen Appreciation. The appreciation of the yen has negatively impacted the firm.
However, despite significant appreciation, CAJ realized a slight increase in sales (.4%) in 3Q11
and gross profit (.5%) from cost reductions from enhanced productivity and increased sales
volumes. Management aims to further reduce costs and streamline expenses to overcome the
impact of the yen appreciation and focus on international expansion into adjacent markets.
 Uncertain Global Economic Recovery. Although, global economic conditions have begun to
improve, there still remains high uncertainty. Slow growth in developed countries impacts CAJ’s
business since spending on cameras and printers is often a consumer discretionary cost, which
could derail demand and lead to rapid price declines, in turn, impairing profitability. However,
management expects global demand to remain strong in their markets and sees gradual recovery
in FY2012 with emerging markets continuing to show rapid growth.
Management
Chairman and CEO Fujio Mitarai (age 76) joined the firm in 1961 and was appointed President of Canon
USA in 1979. He led the USA branch to new heights as the top global brand and leading seller of cameras
and business machines. Within five years of CEO in 1997, Matarai had tripled both the company’s net
profits and its stock value despite Japan being in a recession. Matarai continues to focus on profits,
reducing debt and costs, and efficiency. He is committed to transforming the firm and achieving the No. 1
position, develop new business through globalized diversification, establish three regional headquarters
management system and world-leading globally optimized production system, and place top priority on
environmental consideration, employees, and meeting the needs of the new generation.

Marquette University AIM Class 2012 Equity Reports

Spring 2012

Page 18

Source: Bloomberg

Ownership
% of Shares Held by All Insider and 5% Owners:

9.92%

% of Shares Held by Institutional & Mutual Fund Owners:

90.08%
Source: Bloomberg

Top 5 Shareholders
Holder

Shares

% Out

The Dai-ichi Life Insurance Company Ltd.

62,360,380

4.68

Mizuho Trust & Banking Co. Ltd.

27,063,166

2.03

Sompo Japan Insurance Inc.

22,939,987

1.72

Mizuho Corporate Bank, Ltd.

20,123,736

1.51

Northern Cross LLC

14,449,300

1.08
Source: Bloomberg
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