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New York Mutual Trust (NYMT)
April 25, 2014
Charlie Houser

Financial Services

New York Mutual Trust (NASDAQ: NYMT) is a real estate investment trust (REIT) that invests in
mortgage-related and financial assets including multi-family commercial mortgage-backed securities
(CMBS), distressed residential mortgage loans and Agency (Fannie Mae, Freddie Mac or Ginnie Mae)
residential mortgage-backed securities (RMBS) among others. The company’s primary business objective
is to deliver stable distributions to stockholders through interest and capital gains, providing stable cash
flows over various economic cycles. In terms of equity allocation, their portfolio is structured as follows:
CMBS (38%) distressed residential loans (25%), Agency RMBS (15%), Agency interest only (IO)
securities (15%) and other investments (7%). New York Mutual Trust was founded in 2003 as a mortgage
origination and portfolio investment manager. They ceased originating in 2007 and have since focused on
managing their investment portfolio. The company is located in New York, NY and houses six employees.
Price ($): (4/13/14)
7.47
Price Target ($):
$9.74
52WK H-L ($):
8.12-5.55
Market Cap (mil):
574.64
Float (mil):
89.6
Short Interest (%):
5.61%
Avg. Daily Vol (mil):
1.8
Dividend ($):
1.08
Yield (%):
14.23%

Beta:
0.26
WACC
7.86%
L-Term Rev. Gr Rate Est: 10.7%
L-Term EPS Gr Rate Est: 8.6%
Financial Leverage
1959.4%
ROA:
0.81%
ROE:
17.91%
Tier 1 Capital Ratio
N/A
Credit Provisions/Loans

FY: Aug
2013A
2014E
2015E
Revenue (Mil)
91,098.00 124,381.00 150,488.75
% Growth
120.61%
36.54%
20.99%
Net Interest Margin
0.71%
0.84%
0.97%
EPS (Cal)
1.11
1.06
1.14
P/E (Cal)
6.30x
7.06x
6.58x
BVPS
$6.4
$5.6
$5.5
P/B
1.1x
1.33x
1.37x
Div. Per Share
$1.08
$1.00
$1.08

Recommendation
New York Mutual Trust has performed well over the past few years, especially compared to other
mortgage REITs. NYMT shares gained 10.6% last year compared to an average decline of 9.2% for its
peer group. The company’s TTM ROE of 17.9% is far higher than the industry average of 8.7%. It has a
three year net income and revenue growth of 116% and 79% respectively, which, is largely due to a
restructuring of the company’s portfolio. Following the 2008 recession, the company focused on creating
capital gains by purchasing assets, mainly leveraged Agency RMBS, at a discount and selling them once
they had recovered. As the economy recovers, it has been difficult to find attractive investments at large
discounts. As a result, the company now primarily focuses on interest gains. NYMT began investing in
multi-family CMBS in 2011, which is currently the company’s largest asset class at 38% of the
portfolio’s equity. The company is also expanding its scale through additional stock issuance. Through
three issuances in 2013 and 2014, NYMT raised $349.4M of capital ($274.4M common stock, $75M
preferred) which it is using to purchase distressed residential loans and mezzanine debt. In 2013, the
company acquired distressed residential loans at a discount for $218.2M and invested in $95M of multifamily CMBS. The management team controls the portfolio with the help of three external managers –
RiverBanc LLC (CMBS), The Midway Group, L.P. (Agency RMBS and IO) and Headlands Asset
Management LLC (distressed residential loans). It is recommended that NYMT be added to the AIM
domestic equity fund with a target price of $9.74, which offers a potential upside of 30.33%. The
company pays a quarterly dividend of $0.27, representing an annual dividend yield of 14.5%.
Investment Thesis
 Tightening Credit Spreads. As interest rates on Treasury securities rise, credit spreads typically
tighten, driving fixed income security prices higher. The Federal Reserve announced it would
begin tapering away from its quantitative easing efforts in December 2013 and accelerated the
tapering by $10M per month in January 2014 and again by $5M in April 2014. These actions will
create a rising interest rate environment from their historical low, near-zero levels. When credit
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spreads tighten, credit-sensitive assets such as multi-family CMBS, Agency IOs, and
collateralized loan obligations (CLOs) are positively impacted due to a decrease in the largest
risk for those asset classes, prepayment risk. Between 2012 and 2013, NYMT’s carrying values
in CMBS increased from $194.5M to $360.4M, Agency IOs increased from $99.4M to $131.6M
and CLOs increased from $30.8M to $33.2M.
 Improving Real Estate Market. The U.S. economy continues to recover from the recession with
rising GDP growth and decreasing unemployment rates. Though overall GDP growth was low
for 2013 at 1.9%, third and fourth quarters showed strong growth of 4.1% and 2.4% respectively.
The FOMC projects annual GDP to be between 2.8% and 3.2% in 2014 and between 3.0% and
3.4% 2015. Unemployment rates have been steadily decreasing, from 8.5% to 7.9% and 6.9%
between December 2011-2013. As the economy strengthens, real estate delinquency rates and
associated risks decrease, increasing returns for investors.
 Strong Dividend Yield. New York Mutual Trust’s current dividend yield is 14.5%. As a REIT,
the net interest income earned on NYMT’s assets are not subject to federal income tax if they
distribute at least 90% of their taxable income as a dividend to stockholders each year. In 2013,
the company produced a net income attributable to common stockholders of $1.11 per share.
That same year, they declared dividends of $1.08 per share. Each of the past four years, the
company has posted dividends of over one dollar per share. Already in 2014, they have issued a
1st quarter dividend of $0.27 and are on track to continue this trend.
Valuation
To find the intrinsic value of NYMT, a dividend discount model and price to book multiple method were
used. A single-stage dividend discount model was used with a dividend growth rate of 2% and discount
rate of 7.86% (WACC) to calculate an intrinsic value of $18.43. A sensitivity analysis was conducted
varying the growth rate from 1-3% and the discount rate from 7-8.5%. The resulting values ranged from
$14 to $27. Using a historic price to book multiple for NYMT of 1.12x coupled with the peer average of
0.93x, and intrinsic value of $6.84 was calculated. The historical value multiple was weighed at 75% and
the peer average was weighed at 25%. Weighing these valuations at 25% and 75% respectively, the final
estimated intrinsic value of NYMT was calculated at $9.74, which provides an upside of 30.33%.
Risks
 Reliance on external asset managers. NYMT employs the services of three external managers
in its portfolio management. If the external managers decide to no longer work with NYMT or
key personnel in those firms choose to terminate their employment, it will be difficult and costly
for NYMT to find a replacement. Furthermore, it is difficult for NYMT to terminate external
management agreements with Riverbanc and Midway. In order to avoid fees, NYMT can only
terminate its contract with Riverbanc with 180 day advance notice after a negative return of at
least 15%. They can only terminate Midway’s agreement after realizing negative returns of 20%.
 Federal Agency Environment. Fannie Mae and Freddie Mac are currently under federal
conservatorship. Their relationship with the government creates an implicit guarantee of invested
debt. The FHFA created goals to reduce Fannie and Freddie’s presence in the marketplace. If the
government decides to dissolve these agencies, it will not only be difficult to acquire Agency
MBS, but existing securities’ credit quality will diminish and guarantees may be removed.
Management
Steven Mumma has been the CEO and president of NYMT since 2007. He has been with the company
since its inception in 2003, and has held various positions including CFO, CIO and COO. Prior to NYMT,
Mr. Mumma was a vice president at Natexis ABM Corp. in two tenures totaling 12 years. Five of the six
members of the company’s board of directors have served on its board since at least 2004l. Nathan Reese
has been the Vice President of the company since 2007 and has been with the company since 2004.
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Source: Bloomberg

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

1%

% of Shares Held by Institutional & Mutual Fund Owners:

16%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

iShares Mortgage Real Estate Capped

1,793,475

2.29

Global X SuperDividend ETF

1,149,775

1.48

Vanguard Total Stock Mkt Idx

1,107,639

1.47

iShares Russell 2000 Value

551,945

0.70

Vanguard Extended Market Idx Inv

522,674
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Ubiquiti Networks, Inc. (UBNT)
April 25, 2014
Dan Alon

Domestic Information Technology

Ubiquiti Network, Inc. (NASDAQ: UBNT), which was incorporated in 2003 and is located in San Diego,
CA, offers a broad and expanding portfolio of wireless networking products and solutions. The company
generates revenue from two segments: Service Provider Technology (80%), which is comprised of their
standard wireless products, and Enterprise Technology (20%), which is comprised of their newer unique
products. Ubiquiti has a unique business model based on disruptive pricing enabled by a low-cost
“Ubiquiti Community” and is able to distinguish itself as the leader for emerging markets and
underdeveloped nations in the Wireless ISP (WISP) market. Currently Ubiquiti earns nearly 40% of their
revenue from developing Europe and the Middle East, 26% from North America, 21% from South
America, and 13% from the Asia Pacific.
Price ($): (4/15/14)
Price Target ($):
52WK H-L ($):
Market Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol (mil):
Dividend ($):
Yield (%):

$
40.43
$
48.83
56.85-13.66
3,376.30
29.6
6.1%
1.63
-

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

0.88
9.1%
13%
15%
49.6%
36.8%
44.7%

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

2013A
320.82
-9.00%
42.30%
29.90%
$1.47
$1.52
19.7
14.9

2014E
557.75
73.85%
44.20%
35.40%
$1.93
$1.95
19.5
15.5

2015E
665.25
19.27%
44.00%
35.60%
$2.22
$2.38
17
13.4

Recommendation
Emerging markets continue to develop and become more robust which means that internet and
communications enhancements are becoming the norm as well. Due to the fact that there aren’t many
wireless providers in these emerging markets, Ubiquiti has put itself into the first mover position which it
will continue to benefit from into the future. As for it’s operations, UBNT has an innovative business
model of drastically cutting prices and only charging for hardware and services, which most companies,
including the powerhouses like Cisco, NetGear, and D-Link, cannot compete. Ubiquiti spends on average
6% on R&D when compared to revenue. Most of their research comes from the “Ubiquiti Community”
which was established to relay feedback and support for no additional expenses. Gross profits nearly
tripled between 2010 and 2012 and are still expected to increase into the future. Revenues have increased
from $137 million to $320 million between 2010 and 2013. Inventories are expected to increase which is
usually not good for an IT company, however, Ubiquiti is starting to gain market presence and is now
able to supply dispensers consistently. In fact, in 2012, Ubiquiti’s UniFi product was completely sold off
their shelves between all available markets, which they had never experienced. Moreover, UBNT has
begun to leverage its disruptive model to large adjacent markets such as WLAN, backhaul, m2m
communication, and video surveillance, and it is expected for Ubiquiti to gain a large market share of
these services over time because they are the first movers. Asia Pacific is the major area where Ubiquiti
Networks can be expected to move into next. It is currently their lowest revenue geographic segment
which means that even if it falters for a period of time, they have most of their revenue stream from
elsewhere. Because of robust revenue growth, potential new markets, and a favorable valuation, it is
recommended that UBNT be added to the AIM Equity Fund with a target price of $48.83, which offers a
potential upside of 21%.
Investment Thesis
 Increasing Growth Opportunities within the Emerging Market. The emerging markets have
been gaining market presence and it is expected that this growth will continue. The GDP for the
emerging markets’ GDP growth has risen from 5.1% to 5.9% between 2012 and 2014,
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respectively. Currently, 13% of Ubiquiti’s revenue is coming from Asian markets which proposes
a niche Ubiquiti will focus on more.
Pricing Techniques and Business Model. Ubiquiti Networks has broken the monopoly of high
costing wireless solutions. With it’s disruptive pricing and unique business model, Ubiquiti is
able to drive competitors out and steal market share from big companies, like Cisco, away. They
develop the same products and provide the same services, however everything is a lot cheaper.
When comparing the same services, Cisco charges for the hardware, software, and services, while
Ubiquiti charges only for the hardware and services. In addition to that, the hardware is roughly
half the price via Ubiquiti.
Margin Growth. Ubiquiti has been increasing it’s margins over the past years and it is expected
to continue. Over the past 4 years, it’s net income has increased from -3.98% to 25%. Also, it’s
operating expenses when compared to revenue have decreased from 36.41% to 10.85%, over the
same time period. Management expects gross margins to range from 44.0% to 44.5% in the
upcoming quarter. There has been an announcement that operations are expected to increase
which will lower expenses and lower their already stellar inventory turnover ratio of 10.81 days
TTM.

Valuation
In order to reach an intrinsic value for UBNT, a five year discounted cash flow model was conducted.
Using a terminal growth rate of 3% and a WACC of 9.1% resulted in a valuation of $52.46. Sensitivity
analysis on both the terminal growth rate and WACC provided for a range between $50.67 and $54.33.
Additionally, an EV/EBITDA comparison was analyzed. Using an industry average EV/EBITDA
multiple of 18.83x and a value of $42.45 EV/Share was obtained. Then subtracting the total debt/share,
then adding the total cash/share, a price target of $43.40 was obtained. By weighing the DCF model 60%,
and the EV/EBITDA valuation 40%, a price target of $48.83 was established. UBNT does not pay a
dividend.
Risks
 Emerging Markets. There is a lot of volatility associated with the emerging markets along with
political and economic uncertainty.
 Bigger Companies and Competition. There isn’t much competition in the EM space presently,
but that leaves a lot of room for bigger companies, like Cisco, to come in and steal market share
away.
 Product Extension. Ubiquiti’s product line is very limited and could prove to be restrictive in
future revenue. Ubiquiti has a bad habit of announcing multiple products on the same day and
cannibalizing it’s own products.
Management
Robert J Pera is the founder and CEO of Ubiquiti networks. He worked as a wireless engineer for Apple
Inc for 2 years to begin his career. Pera is also the Owner of the Memphis Grizzlies and # 34 on Forbes’
youngest billionaires list. Pera currently, and voluntarily earns a salary of $0. Craig L Foster has been the
CFO for a year now and has worked at two of the big 4 accounting firms. John Sanford has been the Chief
Technology Officer since May of 2010. Benjamin Moore has been the VP of Business Development since
May of 2008. All of management holds most of their salary in stock awards.
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Ownership
% of Shares Held by All Insider and 5% Owners

66%

% of Shares Held by Institutional & Mutual Fund Owners

27%
Source: Bloomberg

Holder

Top 5 Shareholders
Shares
% Out
Robert J Pera
57,302,770
65.28%
BlackRock
2,276,592
2.59%
Vanguard Group Inc
1,710,428
1.95%
Bank of America Corporation
1,707,106
1.94%
RS Investment Management
1,180,103
1.34%
Source: Bloomberg
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Cellular Dynamics International, Inc. (ICEL)
April 25, 2014
Mengna Luo

Domestic Healthcare

Cellular Dynamics International, Inc. (NASDAQ:ICEL) develops and manufactures fully functioning
human cells in industrial quantity using Induced pluripotent stem cells (iPSCs) technology. The
company’s proprietary iCell Operating System (iCell O/S) includes iCell products and MyCell products,
which has the intended use of in vitro drug discovery, screening and toxicity testing. In FY 2013, the
company had 150 customers consisting of biopharmaceutical companies, government research
institutions, and academic research institutions. 19 of the top 20 biopharmaceutical companies (based on
worldwide revenue) are customers of Cellular Dynamics in FY 2013, 67% of the revenue was derived
from product sales and the remaining 33% was derived from collaborations and partnerships. The
company was incorporated in 2007, went public in 2013, and is headquartered in Madison, Wisconsin.

Recommendation
Cellular Dynamics International is a leading developer of stem cell technologies for in vitro drug
development, stem cell banking and in vivo cellular therapeutics research. The company pioneered the
technique of creating iPSCs, which have the potential to be reprogrammed into any cell type, from
standard blood draws. As the only company which specializes in manufacturing human cells to precise
specifications and in industrial quantities in the US, ICEL has achieved a CAGR of 113.9% in revenues
over the past 2 years. Because of ICEL’s technological advantage, it was able to secure 19 of the top 20
global pharmaceutical companies as customers in FY 2013. Its customers have grown from 128 in FY
2012 to 150 in FY 2013. Cellular Dynamics iCell Operating Systems three targeted markets have a
combined market value of $10B and are growing at double-digit rate. In FY 2013, ICEL has partnered
with the food products giant Nestle to provide them with human brain and liver cells for products testing.
This marks ICEL’s entrance into the food research market and provide ICEL with unlimited potential in
expanding its product offerings to nutritional research field. Its contract with California Institute for
Regenerative Medicine (CIRM) and Coriell will generate 7M in revenue each year from FY 2014 to FY
2016. ICEL has been actively expanding its product offerings. In year 2013, there were four types of cells
(heart cells, neurons, liver cells, and endothelial cells) in ICEL’ iCell product line; four additional cell
types will be launched this year. ICEL also holds 700+ patents and patent applications. ICEL is well
positioned to double its revenue for the coming two years with the estimated revenue of $24.99M and
$47.48M in year 2014 and 2015, respectively. It’s recommended that ICEL be added to the AIM equity
fund with a target price of $20.97, representing a potential upside of 74%. ICEL does not offer a dividend.
Investment Thesis
 Monopolistic Position in Commercializing iPSCs Technology
ICEL is the first and the only company that utilizes the iPSCs technology in manufacturing and
commercializing stem cells in industrial quality, quantity and purity. ICEL achieved 154% of
sales growth in 2012; 80% of sales growth in 2013, its revenue increased from 6.6M in 2012 to
11.9M in 2013. ICEL’s top line is likely to double in year 2014 and 2015 as the company keeps
broadening its product offerings and increase revenue with existing customers as well as
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acquiring new ones. With increasing customer adoption and recognition, ICEL is able to establish
itself before any competitor enters the market.
Agreement with Nestle
In FY 2013, ICEL has entered into an agreement with Nestle to provide brain cell and liver cell
for nutritional research. This agreement could symbolize the validation of the iCell Operating
System technology in food research market. With this supply deal, ICEL is well positioned to
expand its customer base into the food industry, which provides further growth opportunity for
ICEL.
iCell O/S Technological Superiority
The market for in vitro drug discovery, toxicity testing historically used surrogates animal cells or
human cadaveric tissue cells to test various compounds’ effects on human. However, these
models are not only imprecise and inaccurate but also inefficient because it generates huge costs
and slower discovery of drugs. ICEL iCell Operating System is vastly superior to these existing
models because it is able to produce human cells that are not only to the precise specification but
also in industrial quantity.

Valuation
In order to reach an intrinsic value for ICEL, a ten-year discounted cash flow model was conducted.
Using a terminal growth rate of 2% and a WACC of 10.4% resulted in a valuation of $21.39. Sensitivity
analysis on both the terminal growth rate and WACC provided for a range between $16.74 and $28.01.
Additionally, a 12.21x P/S multiple was applied to the 2014 forecasted sales per share of $1.58, which
yielded an intrinsic value of $19.29. By weighing the DCF model 80%, P/S multiple 20%, a price target
of $20.97 was established. ICEL does not pay a dividend.
Risks
 Huge Dependency on Major Customers
A few of ICEL’s largest customers represent a great portion of its revenue. During year 2011,
2012 and 2013, three of ICEL’s largest biopharmaceutical customers individually accounted for
more than 10% of its total revenue. This trend has continued and intensified; in FY 2013, Eli
Lilly and Company (Lilly) accounted for 18% of total revenue and AstraZeneca UK Limited
(AstraZeneca) accounted for 15% of the total revenue. If ICEL lose any one of these customers,
its revenue would be significantly impacted.
 Uncertainty in Future Capital Needs
ICEL is not expected to generate positive free cash flow until year 2015, before then ICEL might
need external financing if its cash on hand is not sufficient to cover the increased R&D cost and
sales& marketing cost. Failure to raise necessary capital would pose severe problem for ICEL.
 Regulatory Risk from Including Therapeutic Applications
Currently, ICEL’s products are used for research purposes only. As a result it is not subject to
regulations of the U.S. Food and Drug Administration (FDA); however, as ICEL intends to
change the labeling of its products to include therapeutic applications, the products could be
subject to the FDA's regulations in the future.
Management
Robert Palay, Thomas Palay and James Thomson are the co-founders of ICEL. Robert Palay serves as the
Chairman and CEO of ICEL since the inception of the company in 2007. Thomas Palay is the Vice
Chairman and President of ICEL. He has also held that position since 2007. James Thomson is the Chief
Scientific Officer of the company. Prior to founding ICEL, Robert and Thomas Palay have also founded a
company called Nimblegen Systems Inc. in 1999. The company was later acquired by Roche in 2007.
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Source: Yahoo! Finance

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

N/A

% of Shares Held by Institutional & Mutual Fund Owners:

70.4%
Source: Yahoo! Finance

Top 5 Institutional Holders
Holder

Shares

% Out

2,091,282

13.27

Wasatch Advisors Inc.

947,756

6.01

Park West Asset Management LLC

406,904

2.58

Allianz Asset Management AG

350,000

2.22

Adage Capital Partners GP L.L.C.

342,000

2.17

1922 Investment Co LLC

Source: Yahoo! Finance
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Amabarella Inc. (AMBA)
April 25, 2014
Alex Schmidt

Information Technology

Ambarella Inc. (NASDAQ: AMBA) develops semiconductor processing solutions for video that enable
high definition video capture, sharing and display worldwide. Its system-on-a-chip designs allow for
integrated HD audio/video processing, image processing and system functions within a low power
consumption, highly customizable chip. The company derives revenues from both an infrastructure and a
camera segment. The infrastructure segment provides equipment that allows HD video to be distributed
through satellite, cable and IP infrastructures. The camera segment includes the IP security, wearable
sports and automotive aftermarket camera product lines. The camera segment accounts for nearly 90% of
the company’s revenue while the infrastructure segment produces 10%. Ambarella sells to ODM’s and
OEM’s through its direct sales force as well as logistics providers. China accounts for the bulk of the
company’s revenues (88%) while the U.S., (8%) Japan, South Korea and the UK (4%) account for a
much smaller portion. Ambarella was founded in 2004 and went public in 2012. The company is based in
Santa Clara, California.
Price ($) (04/14/14)

27.24

Beta:

1

FY: January 31

2014A

Price Taget ($):

35.01

WACC

10.1%

Revenue (Mil)

158

186

232

52WK Range ($):

2015E

2016E

12.11-36.49

M-Term Rev. Gr Rate Est:

15.0%

% Growth

30.15%

18.00%

25.00%

Market Cap:

758.7M

M-Term EPS Gr Rate Est:

17.0%

Gross Margin

63.35%

62.50%

64.00%

Float (Mil)

23.20M

Debt/Equity

Operating Margin

17.71%

17.50%

18.50%

$0.92

$1.06

$1.36

Short Interest (%):
Avg. Daily Vol:
Dividend ($):
Yield (%):

$

0.0%

17.5%

ROA:

15.6%

EPS

1.197M

ROE:

19.3%

FCF/Share

0.00%

P/E

0.76
28.68

EV/EBITDA

23.19

0.89

1.12

24.99

19.43

19.68

14.91

Recommendation
Ambarella is poised to benefit from a recovering global economy, encouraging the professional and
consumer transition from analog CCTV cameras to IP security cameras. This market is expected to grow
at a 23% CAGR from 2013-2017 for a total market worth of $53B by 2020. Some of the strongest growth
in this market has been seen in China, where AMBA has positioned itself as the leading supplier of IP
security camera chips, especially to Hikvision, one of the largest providers of security equipment. R&D
has been concentrated on the wearable market as global video communications have been expected to
increase over 550% from 2010-2015. In addition, video traffic is expected to comprise 71% of total
mobile data traffic in 2016, representing a 90% CAGR from 2011-2016; according to Cisco. Ambarella is
unique in that it is able to provide fully customizable processing solutions that are durable, require little
power and produce high quality images. In a growingly cloud oriented world, data needs to be
compressed in order to require less bandwith when uploaded while providing superior image quality.
Margins may fall slightly next fiscal year due to product mix, however, the wearable camera products will
make up for the loss of revenue in the high margin infrastructure segment. As the company matures,
expect operating margins to continue to rise 50 bps per year in the near future. Due to outstanding growth
in the IP security business, an up and coming wearables market and improving operating margins, it is
recommended that AMBA be added to the AIM Equity Fund with a price target of $35.01, offering a
potential upside of 28.54%.
Investment Thesis
 Key supplier for GoPro; GoPro IPO. GoPro is the leading producer of wearable sports
cameras that have taken off in recent years. The ability to directly upload and share content on the
internet, chiefly YouTube, has been its main selling point. Ambarella provides GoPro with chips
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for its cameras because of their durability, low power consumption and HD capabilities. With
Foxconn’s $200M investment in 2012 the company was valued at roughly $2.3B and its value is
expected to have increased since then. The company has filed an IPO and is expected to list later
in the year. This IPO should create visibility for Ambarella and increase revenues from its
wearable products, which contribute higher margins.
Parternship with Google. During the Consumer Electronics Show in January, Ambarella and
Google partnered to demonstrate a new avenue of wearables with Google’s Helpout function.
Google Helpout allows users to assist others in tasks from computer issues to learning to play the
guitar. This is the beginning of a relationship with Google that should create visibility for the
company. Management expects revenues from the parternship to materialize some time in 2015.
Transition from Analog CCTV to IP Security Camera. IP security camera solutions have
become cost effective enough for professional and consumer users to begin adopting. The new
systems allow users to access feeds immediately through cloud services instead of pouring over
hours of tape. The cameras also have excellent low light capability and are functional in a wide
array of security applications.

Valuation
In order to reach an intrinsic value for AMBA, a ten year discounted cash flow model was developed.
Using a terminal growth rate of 2.9% and a WACC of 10.13% resulted in a valuation of $37.06.
Sensitivity analysis on both the terminal groth rate and WACC provided for a range between $33.44 and
$41.29. Additionally, a P/E multiple method was coducted using three of the companies closest
competitors. Using an average multiple of 35.84x and multiplying by the EPS of $.92 gave an intrinsic
value of $32.97. By weighing the DCF model 50% and the P/E multiple method 50% a price target of
$35.01 was established. AMBA does not pay a dividend.
Risks
 Revenue Concentration. Ambarellas’s ten largest customers accounted for 67% of its total
revenues in the previous year. The company could see substantially less revenues in the future if
even one of these customers decided to take their business elsewhere. However, the company is
relatively young and looking to expand into new relationships in the coming years.
 Margin Volatitlity. The company’s margins fluctuate from quarter to quarter, as is evident from
FY14 to FY15. When newer products are ramped they often have lower margins and continue to
generate better margins throughout their lifetime. As the company ramps new products and
expands into new markets, gross margins may be negatively effected.
 Loss of Logisitcs Provider. Ambarella sells most of its solutions through its primary logistics
provider, Wintech Microelectronics. The loss of this logistics provider could cause disruptions in
shipments while a replacement is found. In the latest fiscal year approximately 56% of revenue
was derived from sales through Wintech.
Management
Fermi Wang is the current Chairman, President and CEO and has held these positions since he cofounded the company in 2004. George Laplante is the current CFO and has held the title since 2011. Prior
to Ambarella George served as a management consultant and was interim CFO at several firms. Les Kohn
is the current COO and has held the title since co-founding the company in 2004. He is credited with
providing the company’s main technologies.
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Top 5 Shareholders
Holder
Shares
%Out
Benchmark Cap Partners
3,926,656
13.66%
Wintech Microelectronics
1,249,544
4.35%
Lesie Kohn
947,588
3.30%
Columbia Partners LLC
899,661
3.13%
Blackrock
874,641
3.04%
Source: Bloomberg

Ownership
% of Shares Held by All Insiders and 5% Owners
53.84%
% of Shares Held by Institutional & Mutual Fund Owners
8.50%
Source: Bloomberg
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Royal Bank of Canada (RY)
April 25, 2014
Jiajun Zhou

International Financials

Royal Bank of Canada (NYSE: RY) is one of the leading Canadian financial services companies. Through
its consolidated subsidiaries and affiliates in 46 countries, RY separates its operations in five major
segments: personal and commercial banking (42.6% of revenue), capital markets (21.2%), wealth
management (17.7%), insurance (12.7%), and investor and treasury services (5.8%). In FY2013, RY is
the second largest bank in Canada by total assets and market share. RY recognizes revenue from Canada
(64.2%), United States (17.6%), and the rest of the world (18.2%). RY serves more than 15 million
personal, business, public sector and institutional clients. Founded in 1864, Royal Bank of Canada is
headquartered in Toronto, Canada.
Price ($): (4/16/14)
Price Target ($):
52WK H-L ($):
M arket Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol :
Dividend ($):
Yield (%):

66.54
74.87
68.89- 55.49
95,968.65
1440.4
1.0%
313,542
2.32
3.8%

Beta
Cost of Equity
M -Term Rev. Gr Rate Est:
M -Term EPS Gr Rate Est:
Financial Leverage
ROA:
ROE:
Tier 1 Capital Ratio
Credit Provisions/Loans

0.95
9.72%
6.0%
8.5%
19.59
1.0%
19.4%
11.7%
0.30%

FY: Oct
Revenue (M il)
% Growth
NIM (%)
Pretax M argin
EPS (Cal)
P/E (Cal)
BVPS
P/B

2013A
30,867.0
4.35%
1.91%
37.8%
$5.11
13.0x
$27.96
2.4x

2014E
33,645.0
9.00%
1.90%
37.0%
$5.66
11.8x
$30.55
2.2x

2015E
36,168.4
7.50%
1.90%
37.0%
$6.12
10.9x
$32.83
2.0x

Recommendation
Given the recent condition and potential reform of regulatory environment worldwide, financial
institutions with strong balance sheets and diversified businesses will have more advantages to grow in
the years to come. In Q1 FY2014, RY reported adjusted cash EPS of C$1.47, beating consensus
expectations of C$1.45. The Q1 result came from firm earnings in Canadian Banking, robust Capital
Markets, and improved performance in Investor and Treasury Services. RY also announced a dividend of
C$0.71 per share for Q1 FY2014, a 6% increase as expected. RY’s Basel III CET 1 ratio increased 10 bps
to 9.7% in Q1 FY2014 from 9.6% in Q4 FY2013. The growth was related to strong internal capital
generation (0.33%), capital repatriation from the Insurance business (0.17%), and lower capital
deductions (0.16%). RY is expected to repurchase common shares in FY2014 given strong capital (CET 1
ratio of 9.7% and Tier 1 Ratio of 11.5%). The share repurchase program announced in October 2013
includes a buyback of up to 30 million common shares, and the program will continue until end of
FY2014. Since the financial crisis, RY has finalized deals for its wealth management division including
acquisition of Bluebay Asset Management in UK, Fortis Wealth Management in HK, and private
placement in Brookfield Asset Management. RY has also completed deals in energy-related industries for
its PCB division, growing its retail business in the energy industry with a 4-year CAGR of 18%. With its
strong capital position to grow in the aggressive regulatory environment and further diversified business
model in improving economy, it is recommended that the Royal Bank of Canada be added to the AIM
International Equity Fund with a target price of $74.87, providing an upside of 12.52%. RY pays a
dividend of $2.32, yielding 3.8%.
Investment Thesis
 Focus on Strategic Acquisitions and Expansion. Since 2008, RY has actively applied its
expansion strategy to further diversify its business. Due to the financial deals in wealth
management, RY’s AUM has boosted to over C$391 billion in FY2013 with a CAGR of 14%
since 2010. The net income of its wealth management division also reached almost C$900 million
with a CAGR of 11.4%. RY has also participated in expansion in the energy-related industry. It
acquired Athena Energy Group in 2013 to expand existing corporate and investment banking arm
into Quebec, utilizing Athena’s longstanding relationships with more than 400 commercial and
institutional clients in the area. With financial deals in energy-related companies, RY has
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expanded its retail business in the energy industry to C$8.9 billion with a CAGR of 18% in recent
four years. RY’s revenue in FY2014 should benefit from its further diversified business.
Strong Balance Sheet. Canadian banks have built up strong capital positions after the financial
crisis and regulatory evolution. RY reported a low 0.30% of credit provision loss on its loans in
FY 2013. Its CET 1, Tier 1 Ratio, and Total Capital are 9.6%, 11.7%, and 14.0%, respectively in
FY 2013. The Basel III Framework requires three ratios to be over 8.0%, 9.5%, and 11.5%,
respectively by 2019. RY shows a strong capital position and expresses broad willingness to
employ their capital flexibility to consider opportunistic acquisitions. In Q1 FY2014, credit losses
decreased to $292 million, 0.27 % of average net loans and acceptances, which decreased over
12% from $334 million in Q4 FY2013 (0.30%). The decrease mostly comes from lower
provisions in Wealth Management, Capital Markets and the business in the Caribbean. Wealth
Management incurred a $19 million provision in Q1 FY2014 related to the same accounts that
impacted Q4 FY2013 ($42 million provision).
Leading Position in Canada. Almost 65% of RY’s revenue comes from Canada. By the end of
FY2013, RY managed to maintain its leading position in the banking industry in Canada. With an
8% increase in total loans and 9.9% in deposits, RY has achieved a market share of 20.2% in
loans, 23.0% in deposits and 23.6% in assets. With a solid market share, RY has also
demonstrated strong profitability: its net income exceeded $2.1 billion in Q4 FY2013, the highest
among the eight major domestic banks and an increase of 10.9% YoY which surpassed the
average of 4.9%. RY is expected to maintain its leading position and increase its profit by more
than 7% in the domestic market.

Valuation
To value RY, P/B and P/E comparable approaches were used. Applying a conservatively weighted RY
historical and peer multiple of 2.4x to RY 2014-2015 blended BVPS, an intrinsic value of $76.38 was
generated. A weighted historical and peer P/E multiple of 13.6x was used against 2014E EPS of $5.66
reaching a value of $77.17. Additionally, a Discounted Dividend Model was also conducted with a
historical 5-year growth rate of 10% and discount rate of 9.72%, resulting in an intrinsic value of $67.25.
Weighing the valuations at 40:40:20, a target price of $74.87 was established, representing a 12.52%
upside.
Risks
 Regulatory Changes. RY’s businesses, including banking, capital market, wealth management,
and insurance, are subject to laws and regulations both in Canada and other countries. Major
changes and implementation in Basel III framework, Dodd-Frank – Volcker Rule and other
regulatory reforms could adversely affect its operations and financial condition.
 Credit Default Risk. Total gross credit risk exposure of RY increased by 8% in 2013. Default by
the obligors in RY’s business, such as loans, security lending and borrowing, and derivatives,
may have potential impact on the company’s profit.
 Market Risk. Potential loss due to unfavorable changes in the market such as interest rates,
credit spreads, equity prices, commodity prices, foreign exchange rates and implied volatilities
may have substantial effect on the profitability of RY.
Management
President and CEO of RY since 2001, Mr. Gordon Nixon first joined RBC Dominion Securities Inc. in
1979, where he served as the CEO from 1999 to 2001. In December of 2013, he announced that he will
step down on August 1st. The Board of Directors announced that Dave McKay, Group Head of Personal
& Commercial Banking will replace him as President on February 26, 2014, and President and Chief
Executive Officer effective August 1, 2014. Mr. McKay has spent 25 years at RBC in many different
areas. MS. Fukakusa, the current CAO and CFO, joined RY in 1985.
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Ownership
% of Shares Held by All Insider and 5% Owners:

0.12%

% of Shares Held by Institutional & Mutual Fund Owners:

50.40%
Source: Bloomberg

Top 5 Shareholders
Holder

Shares

% Out

Toronto-Dominion Bank

101,763,906

7.06

Bank of Nova Scotia

70,942,203

4.92

Royal Bank of Canada

63,774,633

4.42

BMO Financial Corp.

62,300,789

4.32

CIBC World Markets Inc.

60,630,864

4.20
Source: Bloomberg
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State Bank Financial Corporation (STBZ)
April 25, 2014
Joe Simonelli

Financial Services

State Bank Financial Corporation (NASDAQ: STBZ) operates as the bank holding company for State
Bank and Trust Company. The bank provides various community banking and payroll services to
individuals and businesses within central Georgia and the metropolitan Atlanta markets. Their services
include a variety of deposit functions, including checking, commercial, savings, money market, and
retirement accounts. They also operate a non-banking payroll service through recently acquired Altera
Payment Solutions. The banks largest segment is its loan portfolio of $1.3B. STBZ currently has $2.6B
assets and $2.1B deposits. State Bank Financial was founded in 2005 and is headquartered in Atlanta,
Georgia.
Price ($): 4/15/14
17.06 Beta:
Price Target ($):
21.45 WACC:
52 WK L-H ($):
14.30-19.69 M-Term Rev. Gr Rate Est:
Market Cap (M):
545.60 M-Term EPS Gr Rate Est:
Float (M):
30.9 ROA:
Short Interest (%):
1.77% ROE:
Avg. 3 Month Vol:
96,639 Tier-1 Capital Ratio
Dividend:
$0.12 Credit Rating
Yield:
0.70%

1.03
10.97%
10.3%
19.4%
0.50
2.90

FY: Dec 31
Net Interest Income ($M):
% Growth:
NIM (%)
EPS:
BVPS:
Est P/B:
Est P/E
Div. Per Share

2013A
185.9
16.8%
8.15%
$0.40
$13.67
1.3x
45.5x
$0.12

2014E
2015E
221.6
256.6
19.2% 15.8%
8.41% 10.40%
$2.06
$3.06
$15.43 $23.09
1.1x
0.9x
8.3x
7.0x
$0.15
$0.17

Recommendation
STBZ has acquired 12 failed banks from the Federal Deposit Insurance Company (FDIC) since 2009.
Much of the recommendation lies within the understanding of how this expansion through these acquired
banks will deliver higher margins and revenues in the near future. STBZ acquired these failed banks at
discount prices by entering into loss share agreements with the FDIC. This means that if any losses occur
on the assets acquired, the FDIC will reimburse STBZ for between 80-95% of the losses. The FDIC seeks
stable, financially sound banks in the failed banks area, like STBZ, to acquire the loans and assets of
weaker banks. The reason that the FDIC does this is to maximize asset recoveries into the private sector,
reduce their cash needs and losses, and reassure failed bank customers that they have a stable bank. In
return, this has expanded the STBZ’s footprint at minimal risk and has increased their amount of
customers substantially. As these loans are starting to expire in large portions, STBZ had to take big
amortization write-offs (a 169.8% increase), which greatly affected net income last year. Noninterest
income, excluding amortization increased $4.2 million or 33.4% in 2013. Through the growth of organic
loans in its portfolio and income from covered loans being higher than originally expected, STBZ has
increased its net interest income by 16.6% since 2012. For these reasons, along with my other drivers it is
recommended that STBZ be added to the AIM Equity Fund with a target price of $21.45, representing a
25.74% upside. The company also pays a dividend of $0.12, which is a dividend yield of 0.70%.
Investment Thesis
 Expiration of Covered Loans from FDIC and Expanded Organic Growth. While the past
acquired ‘failed’ banks allowed STBZ to expand its market and increase its number of
customers, it has also locked a large portion of its loan portfolio in covered loans which are in the
process of expiring. Covered loans decreased $217.2M or 45.8% from 2012 due to loans being
paid down or charged off. Non-covered loans increased 14% since 2012 and nearly 70% since
2010. Of the 307,357 covered loans remaining on the books, 38.1% of those will retire in 2014,
and 62% of them will retire by 2017. As these expire, STBZ is able to expand its organic loan
portfolio which return higher margins and are much more reliable. Non-covered allowance for
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loan losses to total covered loans has stayed consistent at 1.48%, whereas covered loans sits at
6.76%. STBZ will have the freedom to generate organic loans and grow quicker than expected.
 Increasing NIM. STBZ has a plan in place to actively cut costs. Their average rate paid on
deposits was reduced to .35% compared to .44% in 2012 and .92% in 2011. The bank has also
increased its net interest income by 16.6% in 2013 thanks to increases in interest and fees on
non-covered loans. These strong margins resulted in over a 10% increase in NIM. The banks
NIM is now 8.15%, well above the industry average of about 3.2%.
 Strong Local Economy. According to Metro Atlanta Chamber of Commerce, over the last 6
years Atlanta’s metro area has added more people annually than anywhere else in the U.S. and at
this growth rate they expect to have a population of 6.4M by 2020. STBZ operates in 8 of these
county’s where the average population is expected to grow 4.21%, and the average household
income is expected to grow by 19.87% over the next 5 years. Therefore, STBZ will have the
demand necessary to replace the expiring covered loans with new organic loans.
 Payroll Fee Income Service. This service diversifies the banks sources of revenue since this is a
non-banking operation. STBZ acquired Altera Payroll Inc. in October of 2012 for $5.7M and
since then this service has already generated $3.7M in revenues. Revenues are expected to
continue to rise as management has put emphasis on marketing this product and possibly
acquiring more businesses to complement this service.
Valuation
In order to obtain an intrinsic value for STBZ a P/B multiple and an equity excess return
valuation was used. A weighted average P/B multiple of 1.27x was calculated by weighting the
company’s historic average of 1.3 by 60% and their comparable companies’ average of 1.23 by
40%. This gave a price of $24.52. A cost of capital of 10.58% was used in the equity excess
return calculation to return a price of $18.38. Weighting these two 50% each, an intrinsic value of
$21.45 was derived. This represents an upside of 25.74%. STBZ currently pays a 0.70% dividend
yield.
Risks
 Regional Dependency. According to a report by Forbes, the metro Atlanta, GA is the 12th fastest
growing city in the U.S., rising at a rate of about 1.3% per year. It is also the only region that the
bank operates in. If the local economy takes an unexpected turn for the worse, the banks
opportunities for loan growth would be diminished. The main driver for this company relies on
the local economy to be strong or at least stable.
 Impact of Bank Failures Study. The inspector of the FDIC is conducting a study which includes
how the FDIC handles loss share agreements. The results of the study include 7 recommendations
to strengthen the process. This could possibly affect how the FDIC administers the banks current
loss share agreements, as well as if STBZ strategic plan still fits the requirements of a bank who
can receive these agreements.
Management
STBZ’s management team has substantial experience in the banking industry. Joseph Evans has
served as the CEO of the company since they went public in 2010. Previous to STBZ he served as
CEO at two other banks for over 20 years. Daniel Speight (COO) and Thomas Callicutt (CFO)
each have held managerial positions for over 20 years at various banks as well.
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Source: Bloomberg

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

14%

% of Shares Held by Institutional & Mutual Fund Owners:

82%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

Sandler O’Neill Asset Management LLC.

2,235,000

6.96

Franklin Resources, Inc.

2,037,860

6.34

Opus Capital Group, LLC.

1,904,521

5.93

Atlanta Capital Management Company LLC.

1,679856

5.23

Vanguard Group, Inc.

1,640,648

5.11
Source: Yahoo! Finance
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Mentor Graphics Corp. (MENT)
April 25, 2014
Tkhu Kha Fam

Domestic Technology

Mentor Graphics Corporation (NASDAQ: MENT) is a supplier of electronic design automation (EDA)
tools such as computer software and emulation hardware systems. Their products are used to automate
the design, analysis, and testing of electro-mechanical systems, hardware and embedded systems software
in electronic systems and components. The company markets its products and services worldwide,
primarily to companies in the military and aerospace, semiconductor, multimedia, and transportation
industries. 44.4% of the total revenue is derived from North America, 24.4 % from Pacific Rim, 20.9%
from Europe, and 9.8 % from Japan. Mentor Graphics Corporation was founded in 1981 and is
headquartered in Wilsonville, Oregon. The company operates through over 70 offices worldwide.
Price ($):(4/21/14)

$21.03

Beta:

2014A

Revenue (M il)

$1,156.37

2015E

24.31-17.06

M -Term Rev. Gr Rate Est:

7.32%

6.21%

7.50%

7.80%

2,430.0

M -Term EPS Gr Rate Est:

16.04%

Gross M argin

83.82%

83.80%

84.00%

Debt/Equity:

20.10%

Operating M argin

95.4

16.94%

20.80%

22.00%

EPS (Cal)

$1.37

$1.82

$2.10

ROE:

14.0%

FCF/Share

$1.88

$2.19

$2.55

ROIC

13.59%

P/E (Cal)

14.2x

11.5x

10.0x

6.4x

5.8x

5.3x

2.5%

ROA:

Avg. Daily Vol (mil):

0.677
0.05

Yield (%):

$1,340.06

8.50%

Short Interest (%):
Dividend ($):

% Growth

$1,243.10

2016E

52WK H-L ($):
Float (mil):

12.20%

FY: Jan.31

27.09

M arket Cap (mil):

WACC

1.01

Price Target ($):

0.9%

EV/EBITDA

Recommendation
MENT’s revenue CAGR has been at 8.48% in the past 5 years and the firm is regarded as one of the three
biggest players in the EDA industry. The company’s EDA market share in North America, Europe, and
Asia/Pacific is 60%, 57% and 50%, respectively. MENT is well regarded worldwide by its clients due to a
favorable variety of price ranges, high product performance, and excellent customer service. Operating in
a high switching cost industry, MENT has been able to create barrries to entry and maintain a loyal
customer base, including Fortune 500 companies such as Honeywell International and Broadcom
Corporation. Their average contract term is 3-4 years, which is partially responsible for MENT’s high
customer retention. Operating at high gross margins of 83.82% versus the industry’s average of 70.98%,
provides MENT with a competitive advantage to generate products at lower costs than its competitors.
During the years of 2011-2013, operating expenses decreased from 76.28% to 67.31%. The company’s
largest potential for growth is found in the transportation industry. Competing in a quickly evolving
market, MENT has been constantly on the forefront of growth and acquisitions. MENT claims to
complete on average five strategic acquisitions annually, which helps to expand the company’s customer
base and their product improvement. In March 2014, MENT acquired Berkeley Design Automation,
which promises to create the industry's most powerful mixed-signal verification technology business with
critical scale and a large market reach. Additionally, MENT is the first technological software company to
payout a dividend. Because of these reasons and a favorable valuation, it is recommended that MENT be
added to the AIM Equity Fund with a target price of $27.76, which offers a potential upside of 31%.
Investment Thesis
 Expansion of the EDA industry. EDA (Electronic Design Automation Industry) is a nearly $4
Billion industry, which grows in line with the semiconductor and transportation industries. The
Semiconductor Industry Confidence Index increased from 46 to 57 in 2013 vs. 2012, indicating
expectations of strong future industry growth. Meanwhile, the transportation industry is expected to
grow at 37% over the next five years. EDA’s market revenue is rising at approximately 2% annually,
reflecting both the industry’s penetration into broader applications and broader geographic markets,
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resulting in less volatility. As the computer system design market continues to accelerate at a rate of
18%, MENT is expected to have a respective rise in the inflow of new bookings.
New product offering. In 2013 MENT invested $314M which is 30% of their total revenue in R&D,
compared to $297M for fiscal 2011. In April 2014, MENT in cooperation with TSMC, completed the
certification for its new 16nm FinFET chipper, and it will be fully released into the market by the end
of 2014. Additionally, MENT launched a new Xpedition platform in March, which is the most
innovative PCB design flow meant to reduce the design cycle by 50%, and it will be fully available
for purchase in mid-year 2014.
Expanding market share. MENT continues expanding in North America and internationally. In
2014, 44.4% of the total revenue is derived from North America, versus 41% in 2011, showing a
stronger footprint of MENT in the North American market. With respect to international expansion,
in the past decade the fastest growth was seen in Asia, especially China, Korea, Taiwan and India, of
which MENT has No. 1 market share in the Chinese and Indian market. Additionally, in 2014 MENT
announced that its Capital Software is to be expanded worldwide by LEONI AG, which owns a
significant deployment in Europe, America, and Pacific Rim.

Valuation
In order to reach an intrinsic value for MENT, a five year discounted cash flow model was conducted.
Using a terminal growth rate of 3% and a WACC of 12.20% resulted in a valuation of $25.06.
Additionally, an EV/EBITDA comparison and valuation of the company were analyzed. Using an
industry average EV/EBITDA multiple of 11.79x, an intrinsic value of $35.73 was established. By
weighing the DCF model at 80% and the EV/EBITDA model at 20%, a price target of $27.09 was
established, giving the upside of 28.80%. MENT pays a $0.05 dividend per share.
Risks
 Intense price competition in EDA Industry. Facing an intense price competition in the EDA
industry can lead to longer selling cycles, lower product margins, price reductions, and loss of market
share. If the company’s competitors, such as Cadence Design System Inc., and Synopsys Inc., offer
discounts on their products, MENT may need to lower its prices or offer favorable terms to stay
competative.
 Weak Japanese semiconductor industry. MENT, driving 9.8% of the company’s total revenue, is
seeing challenges in the Japanese semiconductor market as the region goes through restructuring from
competition from other countries, notably Korea. There is some currency risk associated with
weakening of the Japanese Yen, which was 20% down this year. This thin growth is reflected in 4Q
2013, where the overall bookings were down by 10% and the growth of the top 10 contracts was 5%.
Management
Walden C. Rhines is Chairman and Chief Executive Officer of Mentor Graphics Corporation since 1993.
Prior to Mentor Graphics, Rhines was Executive Vice President of Texas Instruments’ Semiconductor
Group and President of TI’s Data Systems Group and held numerous other semiconductor executive
management positions. Mr. Rhines is co-inventor of a patented invention that is fundamental to solid state
lighting and DVDs. Mr. Hinckley has been President of the Company since 2000, and was Executive
Vice President, Chief Operating Officer and Chief Financial Officer of the Company from 1997. Until
2007, Mr. Hinckley was also a director of Amkor Technology Inc. Richard Trebing joined Mentor
Graphics in 1989 and has held various positions in finance and accounting, most recently as the
company’s Chief Accounting Officer.
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Ownership
% of Shares Held by All Insider and 5% Owners
% of Shares Held by Institutional & Mutual Fund Owners

Holder
Icahn Associates Cor
Blackrock
Vanguard Group Inc
Allianz Se
Munder Capital Management

Top 5 Shareholders
Shares
16,120,289.00
8,401,180.00
6,930,010.00
6,336,850.00
5,695,142.00
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6%
97%
Source: Yahoo!Finance

% out
13.97%
7.28%
6.01%
5.49%
4.94%
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Builders FirstSource, Inc. (BLDR)
April 25, 2014
Mitchell Swirth

Domestic Industrials

Builders FirstSource, Inc. (NASDAQ: BLDR) manufactures and supplies structural and related
building products for residential new construction in the southern and eastern United States.
The company offers a variety of products that fall into five separate segments within the
company. The segments include: prefabricated products (19.7% of 2013 sales), windows &
doors (20.7%), lumber & lumber sheet goods (35.4%), millwork products (9.2%), and other
building & product services (15%). The company currently operates in 9 different states,
utilizing 53 distribution facilities and 47 manufacturing facilities. The firm is the 3rd largest
building product supplier with manufacturing abilities in the country, and employs 3,330
workers. The company was founded in 1998 and is headquartered in Dallas, Texas.
Price ($) (4/15/14):
Price Target ($):
52WK L-H ($):
Market Cap (mil):
Float (Mil)
Short Interest (%):
Avg. Vol (K)
Dividend ($):
Div. Yield:

$
8.39
$ 10.83
$ 5.00-9.4
822.00
47.2M
7.6
470.30
N/A
N/A

Beta:
WACC
L-Term Rev. Gr Rate Est.
M-Term EPS Gr Rate Est.
Debt/Equity:
2014 Interest Coverage Ratio:
ROA:
ROE:

1.95
13.18%
15.3%
26.4%
N/A
1.75
N/A
N/A

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

2013A
1,489.89
18.7%
21.47%
3.22%
-$0.44
$0.10
N/A
17.39x

2014E
1,768.50
16.9%
23.00%
5.25%
$0.28
$0.50
29.67
10.97x

2015E
2,067.38
15.4%
24.99%
7.25%
$0.64
$1.07
13.19
8.17x

Recommendation
The current and potential growth in the domestic residential construction business will allow BLDR to
improve revenues and margins as they solely supply and manufacture units to this industry. While BLDR
operates with some builders of multi-family units, they primarily conduct business through builders of
single-family homes. This is where the firm is most optimistic, as in the last month building permits rose
.5% in the single-family area, while the multi-family segment saw building permits drop 6.5%. The
number of building permits issued signals an outlook of future residential construction. BLDR is
incorporated in the South, and all of their facilities are located in the south and eastern parts of the U.S.
In 2013, single-family starts in the South increased by 15.5% from 2012 and single-family units under
construction increased 25.4% over the same time period. The increase in building permits, building
starts, and units under construction should continue to drive demand for BLDR’s products up.
Applications for new home purchases increased 15% percent from February to March 2013, which could
lead to more construction. Interest rates generally rise when the economy prospers and consumers may
believe rates in the U.S could rise soon. Currently, rates on the fixed-30 year are just under 4.5%, which
are historically low and potentially a motive for consumers to begin applying for more loans. With an
improving economy, pressure will be put on banks to loan more money, which will increase the number
of mortgages being accepted. Pent up demand in the housing market is high and current levels of
inventory are low, which supports a positive outlook for the home building environment. An increase in
housing starts will drive sales volume, which is one of the main drivers of BLDR’s margins. In addition,
effective customer pricing drives margins. This is completed by leveraging fixed costs within their cost
of goods sold. For these reasons, it is recommended that Builders FirstSource, Inc. be added to the AIM
Equity Fund with a price target of $10.83, for a potential upside of 29.09%.
Investment Thesis
 Growth in the residential homebuilding industry. In 2013 there were 618,400 single-family
housing starts, which is the most since 2008 and an increase of 15.5% from 2012. The National
Association of Homebuilders is forecasting 821,800 U.S single-family housing starts for 2014,
which would be an increase of 32.3% from 2013. With additional houses starting, demand for
BLDR’s products would increase causing revenues to grow.
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Use of prefabricated components. Prefabricated products are used to increase efficiency and
quality in home building. There is an increase in demand for these products as builders are
becoming more concerned with cycle times to start and complete a project. Studies show that the
use of prefabricated products improves labor efficiency by approximately 30%. They also
improve worker safety and make labor more effective in inclement weather. With nearly 20% of
revenue coming from prefabricated products, it is important to have a demand for these products.
Expanding margins/controlling expenses. During the recession, the company experienced a
decrease in sales by 68% yet only lost .7% in gross margin. They have carried over their cost
cutting principles to the present that were utilized during the downturn. Gross margins are
continuing to improve due to this, especially as the market is improving. The company’s gross
margin improved 1.5% from 2012 to 2013, in large part due to customer pricing and management
of SG&A expenses. As a percent of sales, SG&A expenses decreased 2.5% from 2012-2013. A
strong sales mix also contributes to a greater gross margin.

Valuation
In order to reach an intrinsic value for BLDR, a five year discounted cash flow model was conducted.
Using a terminal growth rate of 2% and a WACC of 13.18%, a valuation of $11.17 resulted. A sensitivity
analysis on both the terminal growth rate and WACC yielded a range between $9.77 and $13.68.
Additionally, an EV/EBITDA multiple was performed in this anaylsis. An industry average EV/EBITDA
multiple of comparable firms yielded a multiple of 12.63x. Using the 12.63 multiple, a share price of
$9.19 resulted. By weighting the DCF model 60%, the EV/EBITDA multiple 20%, and sensitivity
analysis 20%, a price target of $10.83 was established offering potential upside of 29.09%. BLDR does
not pay a dividend.
Risks
 Direct correlation with the performance of the homebuilding industry, the economy, and
the credit markets. The building products industry is highly dependent on new home
construction, which is influenced by economic factors (consumer confidence, unemployment
rates, and interest rates). If unemployment rates were to rise to detrimental levels as they did in
the 2008-2011 recession, the new home construction would plummet, causing building product
companies to suffer. Additionally, if interest rates were to rise from their current historic lowlevels, consumers would be reluctant to take out new mortgages, resulting in a fewer number of
homes being built.
 Current level of indebtedness. As of December 31, 2013 BLDR’s debt consisted of $350
million of senior secured notes due in 2021 (fixed rate), and a $175 million senior secured
revolving credit facility (no outstanding borrowings under the 2013 facility). If cash flows and
capital resources are insufficient to fund the debt service obligations, BLDR may have to reduce
capital expenditures, sell assets, seek additional capital, or refinance current indebtedness.
 Low market prices for wood products over a sustained period. Low wood prices can
adversely affect the company’s financial condition, operating results, and cash flows, as can
spikes in market prices. In 2013, average prices for lumber and lumber sheet goods were 17.8%
higher than the prior year, and the company’s lumber and lumber sheet goods product category
represented 35.4% of total sales for 2013.
Management
Floyd F. Sherman has been the CEO and President of BLDR since 2001 and 2008, respectively. He has
held leadership roles in this industry since 1973. Mr. Sherman also has served as a Director of BLDR
since 2001. M. Chad Crow has been the CFO and Senior Vice President since 2009. He is a C.P.A and
received his B.B.A degree from Texas Tech University. Long tenure or senior management roles in
similar companies is an overarching theme with BLDR’s management group.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners

40%
56%
Source: Yahoo!
Finance

Top 5 Shareholders
Holder

Shares

% Out

Warburg Pincus LLC

24,863,266

25.38%

Stadium Capital Management, LLC
Robotti, Robert E.
Columbia Partners, L.L.C, Investment Management
New Generation Advisors LLC

13,152,851
3,708,072
1,853,856
1,807,302

13.43%
3.79%
1.89%
1.85%
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