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Bank of Nova Scotia (BNS)
March 30, 2012
Katherine Curiel

International Financial Services

The Bank of Nova Scotia (BNS) provides a variety of financial products and services through its four
business segments: Canadian Banking (35% of revenue), International Banking (30%), Global Wealth
Management (19%), and Global Banking & Markets (17%). BNS serves 7.6 million retail, commercial,
and wealth management customers through 1,000 branches, 3,000 ATMs and 100 wealth management
offices across Canada and more than 5 million customers in 40 countries outside of Canada through a
distribution network of 2,000 branches and 3,700 ATMs. BNS holds the third position in the highly
concentrated Canadian banking sector with the “Big Six” banks holding 90% of assets. The firm is also
Canada’s most international bank with 27% of loans outside of North America, predominately in Mexico,
Peru, Chile, and in the Caribbean. The BNS headquarters are located in Toronto, CN.
Price 3/23/12 ($):
Price Target ($):
52 WK L-H ($):
Market Cap:
Float (B):
Short Interest (%):
Avg. 3 Month Vol:
Dividend ($):
Yield (%):

56.20
71.18
45.79-62.33
63.87B
1.14B
3.40%
578,149
2.08
3.93%

Beta:
Discount Rate:
M-Term Rev. Gr Rate Est:
M-Term EPS Gr Rate Est:
Debt/Equity
ROA:
ROE:
NIM - North America
NIM - International

0.92
11.12%
6.0%
5.2%
201.9x
0.88%
19.84%
1.90%
4.00%

FY: October 31
Revenue ($mil):
Rev. Growth (%):
NII ($mil):
NII Growth (%):
ROE:
EPS (S):
BVPS ($):
P/B:

2011A
17,525.2
17.3%
9,397.2
13%
19.8%
4.69
31.31
1.79x

2012E
19,277.7
10.0%
10,795.5
15%
19.9%
5.43
34.13
1.65x

2013E
20,434.4
6.0%
11,443.3
6%
19.9%
5.64
37.07
1.52x

Recommendation
Over the years BNS has consistently demonstrated its ability to earn high returns through diversified
channels. BNS has been efficiently managed, has a strong capital ratio (11.4% Tier 1 capital ratio in
FY2011), operates a careful cost management platform, maintains a low-risk balance sheet, and all of its
major operating segments have been profitable over the last 10 years. In the short- and long-run,
management expects continual solid performance. In FY2011, net income increased by 22%, bringing its
ROE (19.8%), in line with the 10-year average, which compares favorably with the peer average of
15.6%. In 1Q2012, diluted EPS reached $1.18, an increase of 10.3% from the previous year. The strong
performance is the result of the sale of real estate in western Canada, which added about $0.08, and
lowered the loan loss provisions. NIM increased 3bps to 2.18%, while on average peer NIM declined
1bps. Despite slower average loans (4%) and deposit growth (3%), cost controls helped the segment
achieve better ROE. To counteract its exposure to slow domestic growth risks, BNS has actively looked
outside domestic borders to enhance returns. Its international banking branch has completed acquisitions
that will boost revenue growth and expand NIM figures. In January, BNS acquired a 51% stake in Banco
Colpatria, Colombia’s fifth-largest bank with $6.2B in assets and $4.4B in deposits. Banco Colpatria will
add value to the BNS name with its stronger NIM of 4% and regionally attractive ROE of 12.7%. Overall,
BNS has achieved a position difficult to replicate. Not only does it operate under a great efficiency
platform and generates higher ROE, but its extensive international network has positioned it to take
advantage of the attractive growth prospects at a scale larger than its competitors. For this, it is
recommended that BNS be added to the AIM International Fund with a price target of $71, yielding a
27% return from the current price of $56.
Investment Thesis
 International Loan Growth to Offset Slower Domestic Growth. BNS’s large global presence
will drive higher loan growth at a higher NIM than its peers. The average real GDP growth in the
emerging markets where BNS operates range between 4% and 6% and the ROE for these
countries far exceed the cost of capital. NIM for the international segment was reported at 4% in
1Q12, an increase of 13bps QoQ. Strong international loan growth momentum in the first quarter
will continue as a result of the change in risk appetite with the intention of accelerating growth.
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Retail and commercial loans were up 5.5% and 21.1% YoY in 1Q2012, (aided by the Colpatria
acquisition) with particular strength (+7.3%) in Chile, Mexico and Asia. Despite the loan
formation spike, no sign of credit deterioration is evident. NPLs in these markets remain in line
with the 4% average. Adding to its foreign exposure, BNS has also made two significant global
investments in 1Q2012: 51% in Banco Colpatria and 20% in Bank of Guangzhou, a Chinese
lender. Emerging from these acquisitions, annual loan growth is expected to be in the mid-teens.
Strength of Canadian Banking to Provide Future Stability. Despite the persistently low
interest rates and slow GDP growth in North America, the Canadian Banking unit maintains
strong fundamentals and favorable future expectations from management. With credit wellcontrolled and a gross impaired loans ratio of 0.2%, BNS has one of the most attractive earning
assets portfolios in Canada. Loan growth in the region will be compressed relative to other
markets; however, forecasts for commercial and residential mortgage lending trends remain
positive in the range of 1-2% range QoQ and 5-6% YoY for 2012. The stability of this segment
will offset higher risks coming from abroad and additional value will come from its operating
efficiency improvements which are trending downward now at 49.6% expenses/revenue from
50.3% 1Q2011. Overall, average segment ROE is 36%.
Strong Capital Inflow and Financial Flexibility. 70% of BNS’s assets are funded by deposits,
non-performing loans represent 1.36% of total loans, Tier 1 Capital ratio is at 11.4%. BSN’s
ability to internally generate capital will work to enhance its capital structure further. BNS’s
tangible common equity to risk-weighted assets ratio was 9.1% for FY2011. Confirming their
strong capital stance and long-term earning power is their dividend raise in the first quarter
(+6%)–a trend which is expected to continue throughout 2012. In light of the announced sale of
its Toronto head office, BNS will find itself in excess capital of $750M to $1B, which
shareholders can benefit from via buybacks or dividend increases.

Valuation
Using a 20% ROE, an estimated short-term cost of equity of 11% and 13% for long-term, and a terminal
value rate of 2%, an equity excess returns analysis was performed, resulting in an intrinsic value of $69.
A P/B multiple of 2.15, resulted from an equally weighted blend of historical and a 5 peer P/B multiple,
was applied against a BV/Share of $34.13, resulting in a valuation of $73. Weighting these techniques
equally, a target price of $71 was determined, providing a 27% upside. BNS also has a dividend of 4%.
Risks
 Financial Health of the Canadian Consumer. Canadians are becoming increasingly leveraged,
and BNS’s ability to service that debt and grow their loan books can be tested should headwinds
in North America continue. A weaker consumer debt appetite can translate to slower deposit and
loan growth. Currently, average loan growth is 4% and average deposits growth is 3.1%.
 Higher Credit Risk from Abroad. Loan provisions from the international markets are 4.1% of
total international loans representing two thirds of BNS’s gross impaired loans. With higher loan
acceptance rates in its international segment, BNS exposes itself to a higher level of credit risk
should loan provisions unpredictability increase in its international markets.
Management
President and CEO since 2003, Richard E. Waugh began his career at BNS in 1970 as a branch employee
and has since held numerous positions. Outside the Bank, Waugh is a member of the Canadian Council of
Chief Executives, President of the International Monetary Conference (IMC) and member of other
organizations. Under Waugh, BNS has been able to consistently report performance in line, if not better,
than its peers. His aim has been for BNS to increasingly become a global player while maintaining a
leading position in Canada.
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Ownership
% of Shares Held by All Insider and 5% Owners:

0.5%

% of Shares Held by Institutional & Mutual Fund Owners:

56%
Source: Thomson One

Top 5 Shareholders
Holder

Shares

% Out

RBC Global Asset Management

84,558,893

7.44

TD Securities, Inc.

48,210,034

4.24

BMO Capital Markets

42,740,411

3.76

I.G. Investment Management

28,854,732

2.54

Jarislowsky Fraser, Ltd.

25,324,687

2.28
Source: Thomson One
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Miller Energy Resources, Inc. (MILL)
March 30, 2012
Nick Hartnell

Energy

Miller Energy Resources, Inc. (NYSE: MILL) is an independent oil and gas exploration, production, and
drilling company. Using seismic data, the firm develops oil and gas wells in the Cook Inlet Basin in
south-central Alaska and the Appalachian region of Eastern Tennessee with 90% of revenues generated
in Alaska and 10% in Tennessee. From acquisitions over the past three years, Miller’s Alaskan acreage
has grown to 649,507 and Tennessee leases consist of 50,458 acres. Miller markets its crude oil and
natural gas commodities to refining companies, utility companies, and private industry end users.
Formerly Miller Petroleum until April 2011, MILL was founded by Deloy Miller in 1967 and became a
publicly held company in 1997. It is headquartered in Knoxville, Tennessee and employs 70 people.
Price ($): (3/9/12)
4.15
Price Target ($):
6.15
52 WK H-L ($):
2.02-8.04
Market Cap (mil):
170.51
Float (mil):
31.48
Short Interest (%):
9.56%
Avg. Daily Vol (mil):
0.499
Dividend ($):
N/A
Yield (%):
N/A

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

1.51
12.78%
30.00%
75.00%
1.21
-3.02
-3.34

FY: April 30
2011A
Revenue (Mil)
22.84
% Growth
289.10%
Gross Margin
-2.32%
Operating Margin -66.02%
EPS ($)
-0.12
FCF/Share ($)
-0.77
P/E (Cal)
N/A
Price/Sales
9.12

2012E 2013E
37.60 114.00
64.62% 203.19%
24.47% 41.00%
-61.38% -5.22%
-0.11
0.30
-0.41
-0.10
N/A
N/A
6.85
6.85

Recommendation
The acquisition of Alaskan Cook Inlet assets from the bankruptcy proceedings of Pacific Energy
Resources has dramatically altered Miller’s strategic focus and opened up an entirely new market
environment. Due to the credit crisis and $50/barrel oil in 2009, MILL took advantage of the opportunity
to purchase assets that cost hundreds of millions of dollars to build for only $5M. While rig reactivations
are very costly, $67.4M thus far, operating expenses are expected to shrink over time and production is
likewise expected to increase. In fact, MILL’s management laid out specific production targets for each
well and rig. Based on the most recent (Q3’11) earnings call, most projects have been successful. Rig 34
has been mobilized for on-shore drilling and well RU-7 is outperforming expectations and producing 220
barrels per day, but the reactivation of rig 35 has been delayed due to the severely adverse Alaskan
winter. If Miller can deliver on management’s specifically defined production timetable through early
2013 and dodge any future delays, operating cash flow will turn positive and generate free cash flow by
2014. Because of these reasons and a favorable valuation (especially the NAV of reserves,) it is
recommended that MILL be added to the AIM Equity Fund with a price target of $6.15, which offers a
potential upside of 53%. The firm does not pay a dividend.
Investment Thesis
 “Drill Baby Drill.” The Cook Inlet (Anchorage, AK) is an exciting place to be operating, as it
has not had a drilling platform since the 1960s and has nearly a 50 million barrel of oil equivalent
(BOE) potential. From the 2009 acquisition, Miller has entered an Alaskan market that has
provided incentives such as a 40% state refund on capital spent for drilling and exploration. It is
also a state that offers a more predictable environment due to a substantial budget surplus and
positive credit rating. Management estimates that 3,500 barrels per day will be produced in the
Cook Inlet by the end of calendar 2012, bringing the firm’s total production to between 4,500
and 5,000 barrels per day. Moreover, this region of Alaska actually faces a natural gas shortage,
contrary to the continental United States. Natural gas prices are more than twice as high there,
making production more lucrative.
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 Alaska North Slope Pricing Contract. Miller landed a new contract to sell oil based on ANS,
which closely tracks Brent crude prices. This will offer price increases of $15 per barrel over the
previously contracted WTI price. Management estimates that this new pricing will generate an
additional $1.1M to Adjusted EBITDA for every 1,000 barrels of production. This will also have
a positive impact to P-10 reserves. Although the stock price has appreciated 3-4% since the news
release, the value of the ANS pricing is believed to add more value than the market has priced in
thus far.
 P1, P2, P3 NAVs. If management’s production rate is matched or beat, it will demonstrate that
the company deserves a market cap exceeding P1. (proven reserves equal about $455M) This
would also position Miller for buyout possibilities from private equity or larger independents.
Comparably, competitors usually trade at premiums of 40 to 80% to the PV of P1 reserves,
which would put Miller’s intrinsic value over $10/share. Taking into consideration Miller’s
currently high cost of revenue and operating expenses, reserves are discounted further to arrive at
a NAV of $8.83.
Valuation
To find the intrinsic value of MILL, a ten-year DCF was conducted. Total revenue is expected to grow
65% YoY in 2012 and 203% YoY in 2013 due to the addition of Alaskan oil well production, rig
reactivations, and Alaskan North Slope pricing. Mid-term revenue growth is expected to hold constant at
30% annually, long-term growth is 15%, and terminal growth is 3.0%. Sensitivity analysis accounted for
variations in WACC and the terminal growth rate, which resulted in a wide intrinsic value range of $4-7.
A WACC of 12.78% was used and yielded an intrinsic value of $4.15. A Price/Sales multiple approach
was also used. Blending a historic regression, historic average, and peer average, 6.85x was generated,
yielding a $6.13 target. Finally, a conservative NAV of Miller’s proven, probable, and possible reserves
taking into account cost of revenue, the new pricing, and a discount rate of 10% garnered an intrinsic
value of $8.83. Triangulating the three valuation methods and weighing the DCF 40%, P/S 30%, and
NAV 30% resulted in an overall price target of $6.15, which offers a 53% upside.
Risks
 Poor Quality of Earnings. Miller has a long history of operating losses (and negative gross
margins). Revenues are currently not sufficient to fund operating expenses and there are no
assurances that they will develop profitable operations. Miller incurred a net loss in fiscal 2011
and is projected to operate at a loss in 2012 as well. A huge profit in fiscal 2010 was the result of
a one-time acquisition gain and potential impairments of goodwill would mean substantial losses.
 Financing Costs. Miller was able to obtain a $100M credit facility from Guggenheim without a
dilutive equity raise. While this provides Miller with the capacity to achieve its near-term
Alaskan production goals, they have an aggressive mid-term development plan that will require
$10M per month. Also, Miller paid down $5M of principal on debt from a tax credit, but still has
nearly $200M of outstanding long-term debt and the need for another $200M in additional
capital, which will entail high interest rates.
 Financial Reporting Missteps. In July 2011, the stock crashed 70% after Miller rushed its 10-K
in response to an article casting doubts on its accounting practices. Not only did the financials
disappoint estimates, but they had not yet been validated by the new auditor, KPMG. While the
issue was remedied with an amended 10-K approved by the auditor and an upgrade to Miller’s
financial team, another reporting misstep could send the stock plummeting again.
Management
Scott M. Boruff is the President and CEO of Miller Energy Resources, Inc. August 2012 will mark 4
years for Mr. Boruff with the company after taking the helm from founder Deloy Miller, who was CEO
from 1997 to 2008 and is currently Chairman of the Board. Mr. David Hall is CEO of the Alaskan
Subsidiary and David Voyticky is acting CFO. Executives and directors own over 20% of the outstanding

Marquette University AIM Class 2013 Equity Reports

Spring 2012

Page 6

shares and have been purchasing more shares recently in addition to mentioning future buybacks at a
similar valuation. Executive compensation is in line with achieving revenue and profitability targets.

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

30%

% of Shares Held by Institutional & Mutual Fund Owners:

27%
Source: Bloomberg

Top 5 Shareholders
Holder

Shares

% Out

Scott M Boruff

3,838,974

9.35

River Road Asset Management, LLC

2,894,772

7.05

BlackRock Fund Advisors

672,879

1.64

Northpointe Capital, LLC

550,068

1.34

Ameriprise Financial, LLC

522,068

1.27
Source: Bloomberg
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Landauer Inc.
March 30, 2012
Max Michelson

Healthcare

Landauer Inc. (NYSE: LDR) is the world’s largest provider of personnel radiation monitoring services.
The firm has two market segments: radiation monitoring (83% of revenue) and the new and rapidly
growing medical physics segment (17%). Their products and services are provided to hospitals,
universities, nuclear power plants, and small firms around the U.S. and internationally. LDR’s products
are currently used by 1.7 million people. Doctors, technicians, scientists, and other specialists who are
exposed to X-rays and radioactive materials, wear a dosimeter badge that is sent to Landauer for
analysis of the detection of radiation. Landauer then reports back to the client on the results of the
radiation test performed on the collected data. Landauer sells and services dosimeters- and for some
large customers they lease the equipment so they can manage their own radiation monitoring services.
The medical physics segment is provided through Global Physics Solutions, which was acquired in 2009
and is the leading U.S. service provider of clinical physics support, equipment commissioning,
accreditation support and imaging equipment testing. This acquisition complemented the core business of
radiation monitoring services and has created new customers for both market segments under Landauer.
IZI Medical Products, LLC, which was acquired in November 2011, provides medical consumable
accessories used in radiology, radiation therapy, and image guided surgery procedures. Landauer was
founded in 1987 and is based in Glenwood, Illinois.
Price ($) (3/22/12)
Price Taget ($):
52WK Range ($):
Market Cap:
Float
Short Interest (%):
Avg. Daily Vol:
Dividend ($):
Yield (%):

53.61
64.45
44.03-64.18
518.5M
9.29M
2.9%
34.6K
$2.20
4.1%

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

1.00
8.08%
7.0%
7.0%
105%
11.1%
29.1%

FY: December
Revenue (Mil)
% Growth
Gross Margin
Operating Margin
EPS (Cal)
FCF/Share
P/E (Cal)

2011A
$120
5.32%
60.56%
30.19%
$2.70E
$1.55
19.86

2012E
$154
28.20%
59.39%
35.00%
$2.52E
$4.80
21.27

2013E
$168
8.70%
59.55%
35.00%
$2.95E
$4.51
18.17

Recommendation
Landauer’s management is in the process of revamping the company. After decades of relying on only the
radiation monitoring products and services that made LDR successful, the firm is now diversifying into
newer, high growth market segments with their medical physics and complementary radiation monitoring
devices. To expand into complementary higher growth markets, LDR acquired subsidiaries such as
Global Physics Solutions in 2009 and more recently IZI Medical Products. LDR’s management has
indicated that they are still committed to the firm’s core business of radiation monitoring. LDR recently
secured new contracts with the United States Department of Defense and with operators of nuclear power
plants. LDR holds several patents under different subsidiaries which are not scheduled to expire through
2024; management, however, noted that these expirations do not pose any immediate risk to the firm.
LDR is also expanding its core business into international markets and recently saw increased profits of
$1.9M in Japan due to the 2011 nuclear disaster. LDR is a leader among its competitors, most of whom
are small private regional operations. These firms generally do not have the versatility that LDR can
provide to its clientele resulting in better overall profit margins. LDR’s competitive advantage comes
from the firm’s ability to maintain growth in its core business and its new growth prospects in the medical
physicists’ area. It is recommended that LDR be added to the AIM Equity Fund with a price target of $64,
a 20% upside. The firm also offers a 4.1% dividend yield.
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Investment Thesis
 High Growth Rate of Medical Physics Segment. The Global Physics Solutions creates high
return potential for LDR, which is also recurring revenue. In 2011, GPS had revenue growth of
46.7%. The industry is estimated to be as much as $1 billion in size. During FY 2011, GPS added
three imaging physics practices in different regions in the U.S., expanding its reach into more
regional markets.
 Expanding into New Markets. LDR is expanding into countries that are increasing nuclear
generating capacity. Countries like South Korea, China, and India are increasing the amount of
workers who can be potentially exposed to radiation. International growth rates are higher than
total growth rates at 15%. As a result of the Japanese nuclear incident, awareness around the
potential harm of radiation has increased. Firms and governments will be more cognizant about
this issue allowing for increased demand for detection services.
 Implementation of New IT Software. Implementation of new IT software that started in 2007
has taken longer than expected. The software is intended to maintain LDR’s competitiveness and
reduce costs. Due to difficulties and delays, the program has reached upwards of $50 million,
above prior estimates of $15-$20 million. This has reduced net income for previous years, but
with the software scheduled to be completed in late 2012, it should help increase the earnings in
upcoming years by reducing fixed costs and reducing the risk of future unexpected costs.

Valuation
Using a 10-year DCF with a computed WACC of 8.08% and a mid-term growth rate of 7%, an intrinsic
value of $65.47 was determined. The DCF model grew revenues by 28% in 2012 as a result of their
recent acquisitions. The gross margin was reduced at an incremental rate from 60% to 45 % due to
declining margins in the radiation monitoring sector. A relative multiple valuation method was also
employed. Using an EV/EBITDA multiple of 11.5x (versus a historical multiple of 12.5x), a value of
$61.39 was also obtained. Weighing the two methods, a price target of $64 (resulting in a 20.22%) upside
was obtained. This is in an addition to the attractive dividend yield of 4.10%.
Risks
 Increased Involvement of Government in the Industry. Increased regulatory risk could
adversely affect sales volume and increased costs. If new or old products fail to meet
accreditation, LDR’s products could be rendered frozen until complacent. With the Health Care
Reform Law, changes in reimbursements and coverage could adversely affect hospitals and other
medical services and products providers, which could result in reduced demand for LDR’s
services and products. Management will not know the full effects of the Health Care Reform Law
until federal and state agencies issue regulations or guidance under the new law.
 Information Technology Systems. Unforeseen problems with the implementation and
maintenance of equipment and IT systems could disrupt operations. LDR has experienced
problems with the implementation of its newest software. Management has noted the project is
now scheduled for completion in 2012; as a result, risk should be minimized in the coming years.
 Supplier Risk. Panasonic manufactures LDR's dosimetry readers under an exclusive license.
Interruption in the supply chain or changes to the agreement could affect sales and profitability.
Management
William E. Saxelby (CEO) has been with LDR since 2005. Saxelby has over 20 years of experience in the
healthcare industry. This experience provides him with a deep knowledge and understanding of the
industry. Currently LDR has 5 executives with an average of 9.3 years with the company.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners:

2%
83.99%
Source: Yahoo! Finance

Top 5 Shareholders
Investor Name
T. Rowe Price Associates, Inc.
Royce & Associates, LLC
BlackRock Institutional Trust Company, N.A.
Neuberger Berman, LLC
Vanguard Group, Inc.

Shares
769,380
755,871
671,673
667,543
489,448

% OUT
8.15
8.01
7.12
7.07
5.19

Source: Yahoo! Finance

Marquette University AIM Class 2013 Equity Reports

Spring 2012

Page 10

USANA Health Sciences, Inc. (USNA)
March 30, 2012
Margaret Wanner

Consumer Staples

USANA Health Sciences, Inc. (NASDAQ: USNA) formulates, manufactures, and sells nutritional and
personal care products in United States, Canada, Australia, New Zealand, Hong Kong, Japan, Taiwan,
China, South Korea, Singapore, Malaysia, the Philippines, México, the Netherlands and the United
Kingdom. In 2012, they will begin selling in France, Belgium, and Thailand. In fiscal year 2011, their
North American region accounted for 35% of sales and their Asian Pacific region accounted for 65% of
sales. In China, USANA sells under their wholly owned subsidiary, BabyCare. The company primarily
sells their products through a network marketing, direct-selling model. In fiscal year 2011, 90% of sales
came from their associates and 10% came from preferred customers. USANA was founded in 1992 by Dr.
Myron Wentz and is headquartered in Salt Lake City, Utah. They produce their nutritional supplements
and personal care products at their FDA approved facility in Salt Lake City, Utah. USANA also owns a
manufacturing facility in Tianjin, China and warehouse in Sydney, Australia.
Price: (3/23/12)
$36.81
Beta:
Price Target:
$42.50
WACC:
52 WK H-L ($):
38.97-23.10 Mid-Term Rev. Gr. Rate Est.
Market Cap ($mil):
548.05
Mid-Term EPS Gr. Rate Est.
Float (mil):
6.16
Debt/Equity:
Short Interest Ratio:
2.20
ROA:
Avg. 3 mo. Vol:
61,929
ROE:
Dividend ($):
N/A
Shares Outstanding (mil):
Yield (%):
N/A

1.03
10.90%
6.0%
6.0%
0.5%
22.01%
31.65%
14.99

FY (Dec 31):
Revenue ($mil):
% Growth:
Gross Margin:
Operating Margin:
Basic EPS:
FCF/Share:
P/E:
EV/EBITDA:

2011A
$581.9
12.42%
82.5%
13.3%
$3.30
$3.69
11.21
6.63

2012E
$616.9
6.00%
82.6%
13.1%
$3.52
$3.83
10.7
7.03

2013E
$660.0
7.00%
82.6%
13.3%
$3.85
$4.20
9.59
7.52

Recommendation
USANA is well poised to continue its impressive growth in the coming years. Their network marketing,
direct-selling business model allows them to expand quickly with minimal capital expenditure
requirements. In most of their markets, USANA only leases local office and small warehouse space. Their
low leverage and positive free cash flow has allowed USANA to build up capital for future growth
opportunities. The accumulation in cash, coupled with their unused line of credit of $60M, should allow
them to take on larger investments. If no investment opportunities are found, management indicated they
would continue to buy back shares or pay a dividend. In FY 2012, USANA plans to shift their
compensation and product offerings to offer a greater emphasis on personalization. By narrowing their
focus and simplifying their message, USANA hopes to reverse falling associate trends in North America.
USANA competes with manufacturers, distributors, and retailers of nutritional products for consumers
and with network marketing companies for associates. Taken as a whole, it is recommended USANA
Health Sciences be added to the AIM Equity Fund with a target price of $42.50, an upside of 15.5%. The
firm does not presently pay a dividend.
Investment Thesis
 Expanding Internationally. USANA is on track to continue expanding into China. They were
able to introduce several of their USANA products into the market and are making progress
obtaining additional provincial direct selling licenses. New operations in France and Belgium are
on schedule to begin by the beginning of Q2 2012. Management sees these new markets paving
the way for future expansion in Europe. Operations in Thailand also are expected to fully
commence by the middle of the second quarter of FY 2012. France and Thailand are among the
top direct selling markets in the world.
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 Brand Exposure. USANA is expanding their efforts to gain global brand recognition to attract
new associates and increase awareness and trust in the USANA products. They sponsor the
Olympic U.S. Speed-Skating Team and are the official health supplement supplier to the
Women's Tennis Association (WTA). January 2012 saw the beginning of a relationship between
USANA and Dr. Oz with his participation in a leadership call. In February 2012, USANA
participated in "The Health and Happiness Summit with Dr. Oz." Dr. Wentz and Dave Wentz
directly participated in this event and thousands of USANA associates were in attendance.
Further appearances by Dr. Oz are planned in the coming year. In December of 2011, USANA
brought on Doug Braun as Vice President of Marketing. Braun has a 20-year background of
direct selling experience in the wellness industry.
Valuation
To find the intrinsic value of USNA, a ten-year discounted cash flow was conducted. Revenue growth
rates varied based upon management’s predictions and plans for expansion. A conservative WACC of
11% and a perpetuity rate of 2.5% were used to yield an intrinsic value of $39.91. A sensitivity analysis
was also performed with varying discount rate and terminal value assumptions. In addition to using a
DCF model, a relative valuation approach was also used. With a P/E ratio of 15.15, this method provided
an intrinsic value of $53.39. The P/E ratio was based on a five-year historical average. Giving an 80/20
weight to the DCF and multiple methods respectively, a price target of $42.50 was established. At the
current price of $36.81, this allows for an upside potential of 15.5%.
Risks
 Dependence on Founder. Dr. Myron Wentz built the company on his dream of providing longterm health for all. His image and reputation is closely tied with the company’s success.
Additionally, Gull Holdings, Ltd., a solely owned and controlled entity by Dr. Wentz, has 50.1%
ownership in USANA. Issues of ownership in the future could result in the detriment of
shareholders; however, it appears that Dr. Wentz is scaling back his involvement managing the
company in favor of pursuing other humanitarian efforts. Dr. Wentz continues to be a major
spokesperson for the importance of nutrition and the promotion of USNA products.
 Legal Barriers to Foreign Expansion. There are numerous regulations regarding the sale of
dietary supplements and how they are labeled and marketed. USANA works hard to ensure they
are in compliance with these standards before entering new markets, but changes in regulations
could adversely affect their current and future operations. Additionally, many countries have
strict regulations on direct selling and network marketing companies. In order to enter new
markets or stay in current markets, USANA may be required to alter or create new compensation
plans that may result in lower operating margins for the company.

Management
Founder, chairman of the board, and former CEO Dr. Myron Wentz, received the Albert Einstein Award
for Outstanding Achievement in the Life Sciences in 2007. Prior to founding USANA, in 1974 Dr. Wentz
founded Gull Laboratories, a developer and manufacturer of diagnostic kits. Dave Wentz became the
CEO of USANA in July of 2008. In 2009, he was named one of the most powerful CEOs 40 and under by
Forbes.com. He is an active member of the Direct Selling Association (DSA), where he has served as
chairman of chairman of the DSA board and the Direct Selling Education Foundation. Their combined
knowledge covers the two major facets of the company.
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Source: Bloomberg

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

54%

% of Shares Held by Institutional & Mutual Fund Owners:

39%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

Gull Holdings, LTD

7,457,040

50.1

FMR LLC

1,142,611

7.62

Fidelity North Star Fund

700,111

4.67

Capital Research Global Investors

667,000

4.45

Smallcap World Fund

667,000

4.45
Source: Yahoo! Finance
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Power-One, Inc. (PWER)
March 30, 2012
Jeff Johnson

Industrials

Power-One Inc. (NYSE: PWER) is engaged in the design, manufacturing, and distribution of power
conversion and power management products. PWER operates in two business segments: Renewable
Energy Solutions (68.6% of 2011 revenues) and Power Solutions (31.4%). The company’s Renewable
Energy division designs and produces inverters that convert solar and wind energy into AC power. The
Power Solutions division manufactures power inverters and power management solution products which
are used with computer servers, data storage, networking, telecommunications and industrial
applications. Revenues for the company reached $1.05 billion in 2011, with the company selling products
in Italy (38%), Germany (11%), U.S. (17%), Asia (17%), European countries (16%) and others (1%).
PWER was founded in 1973 and is headquartered in Camarillo, CA.
M arket Price
Price Target ($):
52WK H-L ($):
M arket Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol (mil):
Dividend ($):
Yield (%):

$4.51
$6.21
$3.68-$9.15
$549.96
99.85
14.40%
2.245
$0.00
0.00%

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

1.54
12.50%
7.9%
-0.3%
0.0%
16.10%
34.41%

FY: Dec
Revenue (M il)
% Growth
Gross M argin
Operating M argin
EPS (Cal)
FCF/Share
P/E (Cal)
EV/EBITDA

2010A
$1,017
-2.91%
30.76%
17.15%
$1.12
$0.08
5.1
1.4

2011E
$925
-8.98%
29.04%
15.04%
$0.62
$0.33
11.3
3.2

2012E
$942
1.81%
27.79%
14.04%
$0.55
$0.60
12.7
3.4

Recommendation
The renewable energy market has been one of the fastest growing markets in the power industry recently
with 36 GW and 40 GW of wind energy coming on line in 2010 and 2011. In addition, 20 GW of solar
energy were added each year. The industry was negatively affected by macroeconomic conditions in late
2010, resulting in a decline in industry sales of 2%. The outlook for the Renewable Energy (RE) market is
for growth of 4% in 2012 followed with an impressive 15% growth rate through 2015 as global power
needs are expected to double by 2025, according to the U.S. Department of Energy. Concerns about the
sustainability and longevity of traditional energy sources have promoted wide-spread legislation
throughout the world based on the broad goals outlined in the Kyoto Protocol, an international agreement
to reduce greenhouse gases. Growth has been particularly strong in Europe, where the EU has a goal to
increase RE as a percent of total energy delivered to 20% by 2020. Government subsidies along with a
continued decline in the production cost of solar energy are making RE increasingly competitive with
traditional energy sources. With oil and European natural gas prices at high levels and continuing to rise,
this also bears favorably on the outlook for the renewable energy market. PWER is well positioned to take
advantage of this growing industry by selling an essential component to the energy conversion process
and the ability to charge a higher price than other RE suppliers. Some of the PWER’s domestic
competitors include DPW, VICR, and SCI. PWER has an operating margin 654bps above these peers.
Because of favorable long-term prospects, it is recommended that PWER be added to the AIM Equity
Fund at a price target of $6.21, offering a 37% upside.
Investment Thesis
 Low Cost Producer. In 2011 it was estimated that the markets for solar inverters were $6.7B and
$3.6B for wind inverters. The inverter represents approximately 5 to 7% of the cost of a solar
system and 3 to 5% of a cost of a wind system. While the inverter is a crucial part of the system,
industry trends toward lower cost equipment should positively impact the company, as the RE
industry looks to compete with traditional energy. Since entering in 2008, PWER has grown
markets share to 7% of the inverter industry with an estimated 10% U.S. market share. PWER’s
5 year-average gross margin is 628bps above the industry average. As the market looks for low

Marquette University AIM Class 2013 Equity Reports

Spring 2012

Page 14

cost providers, the company is well positioned to survive in the market and continue market
share growth.
 NOL Carry-forwards. NOL’s will help the company remain profitable versus the industry as
margins decline. PWER has accumulated NOL’s in years prior to entering the RE industry in
2008. After getting its footing in the industry, PWER has remained profitable since Q1 2010. The
company has NOL carry-forwards for federal and state tax purposes of approximately $295.8M
and $93.5M. It also has foreign NOLs totaling $50.83M.
 Product Innovation. In 2011, PWER introduced its TRIO 20 and TRIO 27.6 kW innovative
three-phase string inverts that are designed to reduce installation costs and high energy harvest
performance. The product is aimed to fulfill the demands of the industrial roof-top solar market.
During late 2011, Italy reduced some of the Feed-In-Tariffs (FIT’s) for RE, most of which were
designed to eliminate FIT’s for ground mounted PV converters used by utility companies. The
roof-top market is primarily driven by industrial users that are utilized solar energy to supply
their business and these FIT’s were not cut. With its new product offering geared toward the
roof-top market PWER will be able to take advantage of this FIT in Italy. In FY 2011, Italy
accounted for 38% of company revenue and this product helps position the company to grow
revenues in this region.
Valuation
To find the intrinsic value of PWER, both ten-year DCF and P/S multiple approaches were used. Based
on a calculated WACC of 12.5% and 2% terminal growth rate, the DCF analysis produced an intrinsic
value of $6.14. A sensitivity analysis was performed on the DCF by altering the terminal growth rate and
WACC which produced a range of $5.35-$7.26. Using a P/S multiple of 0.83 based on a historical P/S of
a blended peer group, and 2012 projected sales of $925M, a price target of $6.32 was achieved.
Weighting the DCF 60% and the P/S valuation 40% respectively, a final price target of $6.21 was
obtained, representing a 37.8% upside. The firm does not provide a dividend.
Risks
 Subsidy Reliance. Reducing FITs is possible in Germany and Italy as the European governments
look to reduce spending. The RE industry currently receives $0.30 to $0.40 per kWh for energy
fed back into the grid. Subsidy cuts would negatively impact PWER, since solar energy is
currently more expensive per watt than traditional grid supplied electricity. The company expects
solar to reach grid parity in 2-3 years with some Italian regions reaching parity in 1-2 years. Until
RE reaches grid parity, the ability of governments to subsidize it will be an important determinate
of demand.
 Legal Proceeding. The company is currently involved in a legal proceeding with SynQor, who
filed suit against PWER and several other power supply manufacturers for infringement of patent
rights. The company is involved in appealing the decision and believes maximum exposure if the
appeal is unsuccessful to be $30M (2.9% of 2011 revenues). The company has accrued $23.2M in
what it believes probable and reasonable damages in the event of an unsuccessful appeal.
Management believes the other pending cases are of no material impact to their financial position.
 Technology Change. The long-term operational results of the company depend on its ability to
develop and introduce innovative products and respond to change. The inability to do so will
result in the obsolescence of inventory, reducing profitability. To mitigate this risk, PWER has
continually invested in R&D. The company spent $15.6M in 2009, $23.2M in 2010, and $30.2M
in 2011. As a percentage of revenue this is 3.6% in 2009, 2.3% in 2010, and 3% in 2011. R&D
spending in 2011 ranged from 0 to 15.6% of revenues amongst competitors, with most spending 2
to 6.6%.
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Management
Richard Thompson has served as President and CEO of PWER since 2007, after working for Artesyn
Technology, a company involved in the design, manufacturing and sale of power conversion solutions,
for 15 years. Dr. Alexander Levron joined the company in 2007 as President of Renewable Energy
Solutions. He holds a number of US and foreign patents in the field of power conversion and electronics.
Of the 9 members on the Board of Directors, 6 are independent and non-executive representatives. The
average tenure of management is 2.7 years compared to an industry average tenure of 8.3 years.

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

21%

% of Shares Held by Institutional & Mutual Fund Owners:

76%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

Silver Lake Partners

17,500,000

14.35

Waddell & Reed Investment Management Company

8,209,150

6.73

Rydex Security Global Investors, LLC

5,642,971

4.63

Wells Capital Management Inc.

5,592,655

4.59

Vanguard Group, Inc

5,022,977

4.12
Source: Thompson Reuters
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Body Central Corp (BODY)
March 30, 2012
Kevin Kroeger

Consumer Discretionary

Body Central Corp. (BODY) is a specialty retailer of young women's apparel and accessories through its
retail stores in the South, Mid-Atlantic and Midwest regions of the United States. In addition, the
company operates a direct business (12% of revenues) through its e-commerce website and Body Central
catalog. BODY’s stores feature a variety of tops, dresses, bottoms, jewelry, accessories and shoes sold
primarily under their Body Central and Lipstick labels. The firm targets women in their late teens and
twenties, with most products selling for less than $20. It operates 244 stores located in various fashion
retail venues malls, across 23 states exclusively under the Body Central and Body Shop banners. Its
average store size is 4,300 square feet. Body Central is headquartered in Jacksonville, FL, and the firm
was founded in 1973. It went public in 2010 for $13 per share.
Price ($) (03/22/12):
Price Target ($):
52WK H-L ($):
M arket Cap (mil):
Float (mil):
Short Interest (%):
Avg. Vol (10 day)
Dividend:

$
26.43
$
31.10
29.49-14.61
428.90
15.00M
12.2%
168,788
0.00

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

1.33
13.40%
19.12%
26.54%
55.5%
9.2%
47.0%
17.11%
27.54%

FY: December
Revenue ($M il)
% Growth
Gross M argin
Operating M argin
EPS ($Cal)
FCF/Share
P/E (Cal)
P/S

2011A
2012E
2013E
296.50
365.97
455.73
21.83%
23.43%
24.53%
34.87%
35.00%
35.30%
12.16%
13.00%
14.30%
$
1.22 $
1.82 $
2.49
$
1.21 $
1.50 $
1.93
21.74
14.53
10.61
1.17
0.93
0.77

Recommendation
BODY’s in-fashion, value-priced selection has continued to perform well (13 consecutive quarters with
positive same store sales growth) despite stagnant disposable personal incomes. The firm has been able
to carve out a niche in the upper teen apparel market by offering total outfit designs at affordable prices in
the Mid-Atlantic/Southern consumer market. BODY stands to gain relative to its peers (Rue21,
Aeropostale, Wet Seal, and Buckles) as both US discretionary income and housing prices slowly tick
upwards. Despite the value-oriented nature of their products, BODY has generated a 12.16% operating
margin (vs. a peer average of 9.60%), and doubled net income from 2010 to 2011. Given their two year
revenue CAGR of 22.12%, BODY is well positioned to executive on management’s goal of doubling
their store count by 2015, as well as feeding key systems upgrades (merchandise allocation system to be
in-effect mid-2012) into higher margins. BODY remains small (only 244 stores) and plans to eventually
move into untapped markets in California and New York. Warmer than expected temperatures (2 degrees
YoY) boosted February store traffic by 2.5%. This, in conjunction with an earlier Easter, should improve
the company’s March sales and overall top line Q1 performance. Given BODY’s considerable room for
growth, healthy comparable store sales, and revitalized management team, it is recommended the stock be
added to the AIM domestic equity portfolio at a target price of $31.10, an 18% upside.
Investment Thesis
 Consistent Same-Store Sales Support Aggressive Growth in Store Count. Over the past three
years, BODY has generated strong same store sales growth with an average quarterly comparable
store sales rate of 10.3% (competitor’s averaged ~3 positive quarters during the same span).
Combining these strong SSS postings with the company’s relatively small store count of 244
(ARO: 1012, RUE: 702, BKE: 441, WTSLA: 558, AE: 1090) gives BODY ample room to roughly
double the number of stores by 2015 (~15% growth per year). This includes projected expansion
into untapped markets along the West Coast and in the Northeast (California and New York).
 New Management Team’s Initiatives Drive Margin Improvement. Since its 2010 IPO, the
firm has significantly turned over management, hiring a new CFO, CIO, Director of Real Estate,
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and specialists on search-engine optimization and merchandise allocation with experience in
high-growth retail. Systems investments in CRM, merchandise allocation, and in-store inventory
management have become operational in the past year and should leverage already solid
operating margins (12.16% vs. peer group 9.60%). By mid-2012, management expects the rollout of a web feature which allows customers to make purchases using PayPal from
smartphones/tablets. 11% of their web traffic comes via smartphone, but only 4% of online sales.
 Favorable Regional/Consumer Economics. Women’s apparel retailers are 70% correlated to
the University of Michigan’s consumer sentiment index, which has gone from 55 to 75 over the
last six months. Continued slow growth rates in disposable income (2-year CAGR of 1.6%),
though, will continue to favor BODY, which sells nearly all of its designs for less than $20.
Additionally, house prices along the Atlantic Coast have been far more resilient than in the U.S
as a whole, bottoming at a 10% loss from the peak in housing in 2007 as opposed to a 16% loss
for total U.S homes (Texas homes have appreciated 5%).
Valuation
A 5 year DCF was used to value BODY’s shares. Annual same-store sales were projected out at an annual
average of ~5%, with net store openings increasing in line with management guidance of 15% a year. A
calculated WACC of 13.40% and a terminal growth of 2% were applied to free cash flow estimates,
producing a price of $33.03. Stressing the WACC and terminal growth rate 1% and .50% respectively in
both directions yielded a price range of $30.12-$36.39. Additionally, an adjusted peer P/S multiple of
1.25 was applied to projected 2012 sales, giving an intrinsic value of $28.26. The amalgamation of the
DCF (60%) and P/S (40%) approaches yields a price target of $31.10, which is 18% higher than its
current market price of $26.43. The company does not pay a dividend.
Risks
 Acceptance in New Markets. BODY is highly concentrated in the Mid-Atlantic and Texas (66%
of store count). It remains to be seen whether the company can maintain the success of its new
store model (year one ROI of 154%, 7% less square footage) as it expands into different
territories both within and outside its current region. The company closed its lone store west of
Texas (AZ) this year.
 Weak E-Commerce Performance. While the new management team has made investments in
the e-commerce business and it has been growing at a double digit rate during the past two years,
it remains a weak spot in comparison to its competitors, which have averaged 18% growth in this
higher-margin, increasingly important sector.
Management
Allen Weinstein, age 64, has been President and Chief Executive Officer since August 2009. He joined
the board of directors in June 2010. He was previously Executive Vice President-Chief Merchandising
Officer of The Cato Corporation, a retailer of specialty women’s apparel, from 2005, and Executive Vice
President, Chief Merchandising Officer of The Cato Division, from 1997. Mr. Weinstein serves on the
board of Destination Maternity, a retailer of maternity apparel. His total compensation for the most recent
year was ~$900k. New CFO Tom Stoltz, 52, hired September 2011, was the CFO of Fanatics LLC from
2008 to 2011. He has previously been the CEO for the Cato Corporation, Citi Trends Inc., and Factory
Card Outlet.
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Ownership
% of Shares Held by All Insider and 5% Owners:

22.79%

% of Shares Held by Institutional & Mutual Fund Owners:

89.50%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

WASATCH ADVISORS INC

1,034,369

6.42%

PineBridge Investments, LLC

728,508

4.52%

BUCKINGHAM CAPITAL MANAGEMENT

699,997

4.34%

COLUMBUS CIRCLE MANAGEMENT

640,057

3.97%

Bluefin Investment Management LLC

571,100

3.54%
Source: Yahoo! Finance

Marquette University AIM Class 2013 Equity Reports

Spring 2012

Page 19

Hallador Energy Co. (HNRG)
March 30, 2012
Heinz Schelhammer

Domestic Energy

Hallador Energy Co. (NASDAQ: HNRG) is engaged in the production and sale of steam coal through its
wholly owned subsidiary, Sunrise Coal, LLC. The primary operating property of the company is the
Carlisle underground coal mine located in western Indiana. The company also owns a 45% equity
interest in Savoy Energy, L.P., an oil and gas company with operations in Michigan; and a 50% interest
in Sunrise Energy, LLC, an entity engaged in natural gas operations. Hallador Energy Co. is
headquartered in Denver, Colorado, and was incorporated in 1951 under the name of Kimbark Oil and
Gas Company, and merged with Hallador Exploration Company in December, 1989.
Price ($): (3/23/12)
Price Target ($):
52 WK H-L ($):
Market Cap (mil):
Float (mil):
Short Interest (%):
Avg Daily Vol (K):
Dividend ($):
Yield (%):

$

8.97
12.00
12 - 8
$253.4M
11.30M
2.40%
14.836
N/A
N/A

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

0.75
9.59%
11.6%
10.3%
10.9%
15.41%
22.24%

FY: Dec
2011 A 2012 E
2013 E
Revenue ($mil)
$ 157.35 $ 148.98 $ 148.89
% Growth
21.76% -5.32%
-0.06%
Gross Margin
43.31% 40.56% 40.56%
Operating Margin
35.28% 35.28% 35.24%
EPS (Cal)
1.27
1.02
1.03
FCF/Share
$0.92
$1.52
$1.54
P/E (Cal)
7.03x
8.77
8.64
EV/EBITDA
8.37x
7.65
7.53

Recommendation
Powering almost 40% of the world’s electricity needs, including about half of United States electricity,
thermal bituminous coal is a highly demanded commodity. HNRG has positioned itself well by being the
lowest cost extractor of Illinois Basin coal among publicly traded firms. The firm also operates in an area
that is experiencing growing demand for its coal compared to other US regions that are on the decline in
terms of production, such as Central Appalacia coal. This has allowed the company for the first time in
2011 to sell about 10% of its production to Jacksonville Electric Authority (JEA) located in Florida,
which was historically a purchaser of Central Appalacia coal. Although the company has a concentrated
consumer base with about 90% of production to three investment grade customers, the majority of 2012
and 2013 production has already been contracted, including a portion of 2014 output. While the sulfur
content of the company’s coal is on the high end, a chlorine content of less that 0.10% is well below the
average. This low chorine level makes it favorable given the desire to limit the corrosive effects in power
plants. HNRG’s gross margins are expected to fall slightly from 43.31% in 2011 from operating costs
rising to a range between $24-25/ton from $23.66/ton. The company’s location in Indiana is also desirable
since over 95% of electricity generated in the state comes from coal-fired plants, which is second highest
in the nation. The Carlisle mine is also located within 90 miles of nine coal-fired plants that have been
retrofitted to burn high-sulfur content coal. With a market share just shy of 0.4% and a low cost structure,
Hallador has room to grow. Because of these reasons and a favorable valuation, it is recommended that
HNRG be added to the AIM Equity Fund with a target price of $12.00, which offers a potential upside of
33.78%.
Investment Thesis
 Increasing Production in 2014. The Allerton mine, located in Vermillion County, Illinois, is
expected to come online by the beginning of 2014, with final permits being in place by year end
2013. This mine is expected to hit peak production levels of three million tons per year as early as
2016. There is also room for expansion in the Carlisle mine by 1.5 million tons per year, which
would be an increase of about 45%. This has the potential to more than double the company’s
production from a current 3.3 million tons per year, to as high as 7.8 million tons annually. The
addition of the Allerton mine also gives Hallador access to new customers west of Indiana.
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Low-Cost Producer. Hallador is the lowest cost publicly traded producer in the Illinois Basin
region with average cash costs of $23.66/ton for the first nine months of 2011. This compares
favorably to the other publicly traded companies of Alliance Resource Partners, James River Coal
Company, Peabody Energy, Vectren, and Patriot Coal with cash costs of $30.49, $33.03, $35.16,
$36.47, and $43.03, respectively. Only privately held Foresight Energy had a lower cash cost in
2011 of $19.41 per ton produced.
Fastest-Growing U.S. Coal Region. Hallador is located in the Illinois Basin, which is the fastest
growing coal region in the United States, with production expected to increase from 93M tons in
2010 to 142M tons by 2020, an annual growth rate of about 4.3%. The decline of Central
Appalachia yearly coal production from 115M tons in 2011 to between 75M-80M tons in the
next few years is expected to allow Hallador to penetrate more east coast markets.

Valuation
In order to reach an intrinsic value for HNRG, a ten year discounted cash flow model was conducted.
Using a terminal growth rate of 3% and a WACC of 9.59% resulted in a valuation of $11.92. Sensitivity
analysis on both the terminal growth rate and WACC provided for a range between $10.54 and $15.25.
Additionally, a P/E comparison and valuation of the company’s reserves were analyzed. Using an
industry average P/E multiple of 12x and a 2012 expected EPS of $1.02, a value of $12.21 was obtained.
By taking the company’s reserves of both the Carlisle and Allerton mines, and depleting these reserves
with last year’s production amount and future estimates, and then discounting to the WACC, a value of
$11.51 was obtained. By weighing the DCF model 50%, the P/E multiple 10%, and the reserve valuation
40%, a price target of $12.00 was established. HNRG does not pay a dividend.
Risks
 Production Concentration. Although Hallador has four mining sections in the Carlisle mine,
these four sections are all accessed from only one entrance, and so any negative occurences at this
singule portal will greatly affect the company’s access to revenue producing assets. The Carlisle
mine was responsible for 94% of the 2011 revenue after deducting a one-time gain. This
concentration will be reduced with the opening of the Allerton mine expected in 2014.
 Shift Towards Natural Gas. With the prices of natural gas falling, there is concern over power
plants shifting from burning coal towards burning natural gas. Prices have fallen from around
$10/MMBTU in mid-2008 to a current level of $2.275/MMBTU. With governmental regulations
regarding carbon emissions increasing, and companies needing to buy scrubbers for their coal
burning operations, some utilities have already, or are in the process of switching to natural gas as
its price per MMBTU is decreasing to near coal levels.
 Decreasing Coal Exports. With Chinese growth slowing, and Australian coal coming back
online after decreasing from flooding, there is risk that less American coal will be exported.
Although Hallador does not export any of its coal, with fewer coal exports, there will be more
competitive pricing which may decrease the company’s revenue. Hallador may not be at as great
a financial risk as other companies, attributed to its lower cost basis.
Management
David C. Hardie is a Director and Chairman of the Board and has held this position since 1989. David
Hardie and his brother, Steven Hardie, who is also a Director, are managing members of Hallador
Alternative Assets Fund LLC, which is a private equity investment fund that is currently the company’s
third largest shareholder body. Victor P. Stabio is a Director and the Chief Executive Officer since 1991,
and is also the Corporate Secretary. The President is Brent K. Bilsland, and he has been at this position
since 2009. W. Anderson Bishop is the Chief Financial Officer and Treasurer of Hallador Energy, while
Lawrence D. Martin is the Chief Financial Officer of Sunrise Coal, LLC, Hallador’s wholly-owned
subsidiary. Four of the seven directors of Hallador have been in those positions since at least 1995.
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Ownership
% of Shares Held by All Insider and 5% Owners:

46%

% of Shares Held by Institutional & Mutual Fund Owners

16%
Source: Yahoo! Finance

Top 5 Shareholders
Holder
Yorktown Energy Partners VII LP
Yorktown Energy Partners VI L
Hallador Alternative Assets Fund
Yorktown Prtn VIII
Lubar & Co Inc

Marquette University AIM Class 2013 Equity Reports

Shares
5,700,090
3,900,637
3,119,146
2,950,000
2,788,685

Spring 2012

% Out
20.14%
13.78%
11.02%
10.42%
9.85%
Source: Bloomberg
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