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Akorn, Inc. (Nasdaq: AKRX)
April 4, 2014
Alex Ibrahim

Domestic Health Care

Akorn, Inc. (AKRX) manufacturers and markets a full line of diagnostic and therapeutic ophthalmic
pharmaceuticals as well as niche hospital drugs and injectable pharmaceuticals. In addition, through a
subsidiary, they manufacture and market a line of over-the-counter (OTC) ophthalmic products for the
treatment of dry eye under the TheraTears® brand name, as well as a portfolio of private label OTC
ophthalmic products. The company is also a manufacturer and marketer of diagnostic and therapeutic
products in various specialty areas, including ophthalmology, antidotes, anti-infectives, vaccines, and
controlled substances for pain management and anesthesia, among others. In FY2013, AKRX revenues
were broken down as follows: Hospital Drugs & injectables 50.6%, Ophthalmic 40.5%, and contract
services 8.9%. The company was founded in Abita Springs, Louisiana in 1971 and relocated to Lake
Forest, Illinois in 1997.
Price ($) (03/28/2014) $
21.00 Beta:
Price Target ($):
$
28.38 WACC:
52WK Range ($):
12.86-28.00 M-Term Rev. Gr Rate Est:
Market Cap:
2.11B M-Term EPS Gr Rate Est:
Float :
71.42M Debt/Equity:
Short Interest (%):
10.5% ROA:
Avg. Daily Vol:
0.947M ROE:
Dividend ($):
$
Yield (%):
-

0.87 FY: December
2013A 2014E 2015E
8.67% Revenue (Mil)
318
597
717
15.0% % Growth
24.00% 25.00%* 20.00%
29.0% Gross Margin
54.11% 52.17% 52.17%
5.1% Operating Margin 28.80% 30.05% 30.05%
14.7% EPS (Cal)
$0.55A $ 1.04 $ 1.25
22.7% FCF/Share
$ 0.58 $ 0.90 $ 1.09
P/E (Cal)
38.51
20.14
16.75
EV/EBITDA
20.92x 15.35x 12.82x

Recommendation
Through strategic partnerships and acquisitions, as well as organic growth, Akorn, Inc. has been able to
grow at a CAGR (2007-2013) of 21.5%, well above the industry average of 6.8% for the same time
period. AKRX’s ability to drive growth stems from its unique position as a hybrid drug manufacturer.
The company’s ability to constantly keep a steady stream of generic drugs coming through the pipeline as
well as new ophthalmic drugs allows it to adapt quickly to market changes and grow revenues. The
company currently plans to release 39 new drugs between 2013 and 2015. These drugs have a current
market value of over $3billion. In addition, the company had 63 drugs up for FDA approval at the end of
FY2013. In August of 2013, Akorn announced its plans to acquire Hi-Tech Pharmaceuticals, Inc.
(Nasdaq: HITK) for $640M. This acquisition is expected to be immediately accretive to Akorn while
providing in cost savings of $20M for FY2014. The addition of Hi-Tech’s manufacturing facilities will
also contribute to the future development of private label OTC medications according to Akorn’s CEO,
Raj Rai. These private label OTC medications are higher margin products that will increase Akorn’s
bottom line. The gross margin associated with these private label OTC medications is expected to raise
the overall gross margin to 55% in FY2016. Based on the above factors as well as a favorable valuation, it
is recommended that AKRX be added to the AIM domestic equity portfolio with a price target of $28.38.
This valuation represents a potential upside of 35.16%; the firm does not pay a dividend.
Investment Thesis
 An increased product portfolio stemming from Akorn’s acquisition of Hi-Tech Pharmaceuticals
will allow the company to break into the popular OTC cold, allergy, and sinuses market. In
addition, with Hi-Tech’s portfolio, Akorn Pharmaceuticals is now the 3rd largest producer of
ophthalmic drugs. The acquisition activity as well as the plan to release 39 products before 2015
will result in approximately $250M in additional revenue in FY2014.
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$20M of cost savings associated with HITK acquisition. The deal which was announced in
August of 2013 is expected to close early 2Q of 2014 pending FTC approval. This acquisition is
expected to be immediately accretive. As a result of consolidation, the company plans on saving
$20M this year alone. Based on Akorn’s successful integration and realization of cost savings
with its previous two acquisitions, it is likely a successful integration will occur.
The acquisition of three new drugs from Merck & Co. in 4Q 2013 at an attractive price of
$52.8M is expected to yield $38M in 2014. The successful integration of these three drugs into
the portfolio will further expand Akorn’s market share as an ophthalmic drug manufacturer.

Valuation
In order to reach an intrinsic value for Akorn, a 10 year DCF model was conducted. Using a terminal
growth rate of 2.5% and a WACC of 8.67% resulted in a valuation of $24.05. Sensitivity analysis on both
the WACC and terminal growth rate provided a price range of $21.65-$29.19. Additionally, a P/E
analysis and EV/EBITDA analysis was conducted. Using the current P/E multiple of 45.65x and a 2014E
EPS of $1.04, a value of $47.60 was obtained. Using the industry EV/EBITDA multiple of 23.56x and a
current EV/EBITDA multiple of 21.41x, a value of $23.10 was obtained. By weighing the DCF model
40%, the P/E multiple 20%, and the EV/EBITDA multiple 40%, a price target of $28.38 was established.
AKRX does not currently pay a dividend.
Risks
 Failure to properly integrate the Hi-Tech acquisition. Management’s ability to properly
integrate the Hi-Tech acquisition or delays in the closing of the deal can affect the $20M of cost
savings for FY2014. Based on management’s successful integration of two prior acquisitions, this
risk is not likely to occur.
 Akorn is currently reliant on a single supplier. A majority of the raw materials used in Akorn’s
manufacturing process currently come from a single manufacturer. If the manufacturer was to
become incapable of supplying the material necessary for production, a delay in production could
occur. Any new supplier will need to be approved by the FDA.
 Concerns regarding Akorn’s internal controls. In the 2013 10-K, Akorn’s auditor, KPMG,
expressed concerns regarding the company’s internal controls. KPMG specifically cited the lack
of segregation of duties at Akorn. The company’s management disclosed this information and
have been working to resolve the issue. Despite this opinion on internal controls, KPMG still
went on to say that the financial statements are fair and accurate.
Management
Raj Rai has served as the CEO of Akorn, Inc. since June 2009. Prior to serving as the CEO of Akorn, he
held the position of CEO at Option Care, Inc. Timothy A. Dick has been serving as the CFO since June
2009. Prior to assuming the role of CFO, Mr. Dick was the VP, Operations Improvement & Analysis at
Option Care, Inc. Bruce Kutinsky, Pharm D. has been serving as COO since 2009. Prior to joining Akorn,
Mr. Kutinsky was the VP, Sales and Marketing at Apotex, Inc. Mr. Kutinsky also holds a Doctor of
Pharmacy degree from University of Michigan.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional and Mutual Fund Owners:
Top 5 Shareholders
Holder
Columbia Wagner Asset Management, L.P.
Oak Ridge Investments , LLC
BlackRock Fund Advisors
Vanguard Group
AllianceBernstein, L.P.
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7,263,695
5,575,735
4,934,462
4,639,756
4,187,975

Spring 2014

26%
85%

% Out
7.52%
5.77%
5.11%
4.80%
4.33%
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Compañia Cervecerias Unidas (CCU)
April 4, 2014
Mariano Sanz

International Consumer Staples

Compañia Cervecerias Unidas S.A., (NYSE: CCU) through its subsidiaries, produces, bottles, sells, and
distributes beverages primarily in Chile, Argentina, and Uruguay. The company operates under three
different segments: Chile business segment, (64% of its revenue) where it sells beer, non-alcoholic
beverages, and spirits; Rio De Plata Business segment, which covers operations in Argentina and
Uruguay (24%); and the Wine business segment (12%). The company offers beer under 12 proprietary
brands and 4 licensed brands, such as Budweiser, Cristal, and Dorada brands. The company also
produces and markets wines under brand families such as Viña San Pedro Tarapacá and Viña Santa
Helena. In addition, it offers cider, rum spirits, and ready-to-drink cocktails under Chivas Regal and
Absolut Vodka brand names. Furthermore, the company produces and sells tea, sports and energy drinks,
carbonated beverages, and non-carbonated beverages. The company was founded in 1850 and is based in
Santiago, Chile.

Recommendation
Over the past several years, CCU has been able to create a strong loyalty towards its brand Cristal
- Chile’s best selling beer. Since 2010, the beer market in Chile has grown at an annual average rate of
4.5% in terms of volume sales. This is expected to continue growing in the upcoming years as per capita
consumption of 40 liters remains well below the average of the 73 liters in the US. Therefore, CCU, with
a 79% share of the Chilean beer market, stands well positioned to capture the growth of the increasing
beer market from where it derives 30% of its revenue. In addition, the company is one of the largest nonalcoholic beverage producers in Chile and has a licensing agreement with PepsiCo, Inc. to produce and
distribute its products. Sales volume of non-alcoholic beverages is highly correlated with GDP growth
and employment level. Chile has been the fastest growing country in Latin America with an annual
average growth rate of 5.35% for the past 4 years and an unemployment level of 5.7 % as of December
2013. The Central Bank of Chile expects GDP to grow 4.2% in 2014. Therefore, CCU’s non-alcoholic
beverage segment should continue experiencing high growth rates in the future. In addition, the company
has 60.45% ownership interest in its subsidiary Vina San Pedro Tarapacá S.A. (“VSPT”), the second
largest wine exporter in Chile and the third largest winery in the domestic market. The company’s
exporting business will provide a hedge to partially offset any losses related to depreciation of the Chilean
peso in the future years. In Argentina, the company is the second largest beer producer with a market
share of 23% as of 2012. Synergies from the company’s diversified portfolio have led CCU to preserve
and increase its market share across all of its operating segments. Because of these reasons, it is
recommended that Compañía Cervecerias Unidas be added to the AIM International Portfolio with a
target price of $26.57, representing an upside potential of 18.7%. The company offers a dividend yield of
1.3%.
Investment Thesis
 Organic Growth and Expansion. The company reported consolidated sales volume increase of
8.3% in 4Q13 from 4Q12, mostly driven by a 13% increase in volume in the Chilean business
segment. Management is focused on capturing the sales volume growth of the increasing beer
market and non-alcoholic beverage sectors in Chile. In 2013, CCU achieved organic growth sales
of 11.7% in their Chilean operations from 2012. In addition, in mid-2013, CCU raised $694
million through the issuance of 51 million new shares of common stock. The company intends to
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invest $1.2 billion between 2013 and 2016 in beer capacity expansion in Chile and Argentina, in
opening a new soft drink plant in Santiago, in the expansion of distribution centers in Chile, and
in increasing the capacity expansion of its wines, ciders, and spirits. Another $1.2 billion will be
spent between 2017-2020 on a new large-scale brewery in Chile and in capacity additions across
all operations. This will allow the company to grow revenue CAGR at a rate of 6.18% among its
three different segments combined.
Margin Improvement. During the last three years, the company has faced increases in its
operating expenses due to higher distribution costs related to the cost of labor in Chile. EBIT
margin decreased from 18.52% in 2011 to a normalized 16% in 2013. Management is currently
investing in technology to execute operational logistics more efficiently. In addition, labor costs
in Chile are not expected to continue increasing at the same rate of the past three years, which in
November 2013 was a 6.6% annualized rate more than four times faster than the 2.6% inflation.
Therefore, the EBIT margin should return to the historical average levels of 17.2% in the
medium-long run.
Expansion in South America. In December 2013, CCU acquired 50% of Bebidas del Paraguay
and 49.9% of Distribuidora del Paraguay, which had sales of $43 million in 2013. These
acquisitions will allow the company to enter into the beverage industry in Paraguay, which
remains among the countries with the lowest penetration levels. In addition, in February 2013,
according to the Chilean local newspaper “El Mercurio,” CCU will be entering into Colombia,
where it will produce and sell beer and water.

Valuation
In order to reach an intrinsic value for CCU a ten year discounted cash flow model was conducted using a
terminal growth rate of 3.5% and a WACC of 11.15%. This resulted in a valuation of $25.69. Sensitivity
analysis of both the terminal growth rate and WACC provided for a range between $24.08 and $30.26.
Relative valuation methods using P/E and EV/EBITDA multiples were also conducted using an average
peer multiple P/E of 19.56x and EV/EBITDA of 9.84x. Weighting these three valuations 80%, 10%, and
10% respectively, a price target of $26.57 was established, which provides a potential upside of 18.7%.
The company pays a dividend.
Risks
 Competition in the Chilean Beer Market. AmBev, the largest Latin American brewer, in 2007
acquired the firm’s main competitor, Cerveceria Chile S.A, which has a market share of 14% in
Chile. Since the acquisition, the company has engaged in aggressive price discounting to increase
its market share. If the company continues amplifying this strategy, it might have a material
impact in CCU’s market share.
 Fluctuation in the Cost of Raw Material. The company purchases malt, rice, hops, sugar,
grapes, and packaging material from local producers and international markets. Volatility in the
prices of these commodities or in the foreign exchange rate may impact the company’s profit
margin.
Management
Andrónico Luksic is the Chairman of the Board of Directors since April 2013 and has served as a Director
since November 1986. He is currently Chairman of the Board of SM Chile S.A., and Vice Chairman of
the Board of Banco de Chile, Quiñenco and LQIF S.A. Patricio Jottar has been Chief Executive Officer
since 1998. He is also currently Director of CCU Argentina S.A., CICSA, ECCUSA, Viña San Pedro
Tarapacá S.A (VSPT), Viña Valles de Chile S.A., Foods, Cervecería Austral S.A., Cervecera CCU Chile
Ltda. All are CCU’s subsidiaries.
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Natural Gas Services Group, Inc. (NGS)
April 4, 2014
Drew North

Domestic Energy

Natural Gas Services Group, Inc. (NYSE: NGS) is a leading provider of compression equipment to the
natural gas industry. Compression equipment enhances the production efficiency of natural gas wells as
output rates sharply decline. NGS provides small to medium horsepower compression equipment for nonconventional natural gas production (coal bed methane, gas shale and tight gas) throughout the United
States. The company manufactures, fabricates, rents, and maintains compressors and also offers
industrial flare systems for oil and gas plants and production facilities. NGS designs its compression
products to match its subsidiary Screw Compression Systems’ standards or customer specifications. NGS
operates in three main business segments: Gas Compressor Rental (77% of FY13 revenue), Engineered
Equipment Sales (22%), and Service & Maintenance (1%). NGS was incorporated in 1998, went public in
2002, and is headquartered in Midland, Texas.
Price ($): (3/31/14)
Price Target ($):
52WK H-L ($):
M arket Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol (mil):
Dividend ($):
Yield (%):

30.14
34.84
34.96-18.36
374.34
12.00
1.81%
0.06
-

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

1.13
11.0%
15.0%
14.5%
0.003
0.014
6.17%
8.21%

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

2012A
$93.72
43.84%
29.99%
21.57%
$1.03
$0.38
20.42x
5.28x

2013A
$89.25
-4.77%
33.79%
24.67%
$1.14
-$0.91
26.20x
6.94x

2014E
$102.64
15.00%
34.66%
25.29%
$1.28
$0.09
14.88x
6.38x

2015E
$118.03
15.00%
34.75%
25.38%
$1.47
$0.56
12.08x
5.96x

Recommendation
Natural Gas Services Group’s focus on non-conventional drilling customers will provide the opportunity
to expand within the segment of the U.S. natural gas industry which, according to Energy Information
Agency, is the single largest and fastest growing segment in the industry. NGS’s compression equipment
improves the production and output of natural gas wells to economically efficient levels and helps pump
gas through midstream pipelines to processing plants. As natural gas reserves in the United States see fast
decline rates, depleting almost 70% in the average horizontal drilling well’s first year and 40% the year
after, the industry will further demand the efficient compression equipment NGS offers. NGS’s business
model allows customers to outsource compression equipment expenditures through operating leases with
initial terms of 6 to 24 months. NGS is one of the few service firms that focuses on renting their
compressor inventory out to customers which provides the opportunity for higher margins, recurring
revenues, and a unique aspect of superior customer service. NGS offers a favorable niche investment in
the natural gas service industry because of its unique business model focused solely on compression
equipment with less than 500 horsepower. For these reasons, it is recommended that NGS be added to the
AIM Equity Fund with a target price of $34.84, which offers a potential upside of 15.60%. NGS does not
pay a dividend.
Investment Thesis
 Focused growth strategy on rental business. Management has indicated that its focus for
growth moving forward is through expanding its compression rental business geographically and
by increasing its rental fleet. Historically, margins excluding depreciation and amortization are in
the high 50% to low 60% range, whereas compression sales only yield an average of 20% gross
margin. As the rental segment grows to an even larger percentage of total revenues, which is
management’s strategic goal, the company-wide gross margins should exceed 35%.
 Aging reserves and non-conventional drilling. Compression services demand is driven by
declining reservoirs as natural gas production fields mature. Aging reserves increase the pressure
efficiency required to extract the same output level; therefore, to boost well productivity,
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customers need NGS’ new and efficient compression equipment. Additionally, non-conventional
drilling, which continues to be the fastest growing segment of the U.S. natural gas production
industry, requires more compression equipment than traditional vertical drilling. Industry trends
should drive additional demand for compression rental contracts and increase NGS’s top line and
bottom line.
Potential increased U.S. shale gas exports. With many international energy markets still lacking
the infrastructure to transport natural gas and due to the threat of Russia’s energy monopoly,
energy has been the top issue for Europe during the Ukraine crisis. The EU has asked President
Obama to help supply natural gas to European nations to lessen the reliance on Russia. Although
the licensing procedures constraining gas exports have not been lifted, if President Obama and the
EU create a global free trade the domestic gas industry should see significant increases in demand
and price. A global market for natural gas would increase E&P capital expenditures and lead to a
growing need for NGS’ compressors within the industry.

Valuation
In order to reach an intrinsic value for NGS, a ten year DCF model was constructed. Using a terminal
growth rate of 3.5%, WACC of 11.02%, and a mid-term revenue growth rate of 15%, the DCF model
resulted in an intrinsic value of $34.72. A sensitivity analysis, using a range of terminal growth from
2.5%-4.5% and the WACC ranging between 7.52%-11.52%, generated an intrinsic value range of $27.80$44.36. Additionally, a P/E multiple was conducted weighing comparables average P/E TTM of 36.14x
and NGS’ five-year historical average of 20.26x 50/50. The combined 28.2x P/E multiple and a 2014E
EPS of $1.28 resulted in a P/E multiple valuation of $36.23. Finally, an EV/EBITDA multiple was
calculated using comparables average of 11.59x and NGS’ five-year historical average of 5.84x weighed
50/50. The combined 8.71x EV/EBITDA multiple and a 2014E EBITDA of $46.66M, resulting in a
valuation of $33.70. By weighing the three equity valuation models 50/25/25, a price target of $34.84 was
reached, which offers a potential upside of 15.60%.
Risks
 Compressor rental contract terms. The compression rental agreements typically have minimum
initial terms of 6 to 24 months, but as of December 31, 2013 majority of its compressor rental
agreements were for six months or less. Historically, NGS has relied on renewal of rental
contracts by returning customers in order to recover its initial equipment cost. These contracts, if
terminated or not renewed, could adversely influence NGS’s revenue.
 Natural gas prices & industry capital expenditures. Outlook on future oil and gas prices
always influences the overall oil and gas industry. NGS’s revenues are driven by the expenditures
of E&P companies, specifically natural gas production firms. A decrease in the industry’s capital
expenditures, which are greatly impacted by the prevailing view on future oil and natural gas
prices and their volatility, could slow the growth of NGS.
 Dependency on major customers. Two customers, EOG Resources, Inc. and Devon Energy
Production, Inc., accounted for 33% of revenue and 32% of accounts receivable for FY13. A loss
of either customer or a decrease in their financial stability would adversely affect NGS’s revenues
and cash flow.
Management
Stephen C. Taylor has served as the President and CEO of Natural Gas Services Group since 2005. In
January of 2006, he was appointed Chairman of the Board. G. Larry Lawrence became the company’s
CFO, Principal Accounting Officer, and Corporate Secretary in 2011. Both executives have more than 30
years of energy service industry experience.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners:

29.37%
89.00%
Source: Yahoo!Finance

Top 5 Shareholders
Holder
Neuberger Berman, LLC
Dimensional Fund Advisors, L.P.
BlackRock Institutional Trust Co, N.A.
Royce & Assosciates, LLC
Oslo Asset Management ASA

Name
Exterran Holdings
Flotek Industries
Compressco Partners
Forbes Energy Services
Peer Averages

Peer Comparables
Ticker
Market Cap (mil)
2,907
EXH
1,363
FTK
383
GSJK
FES
84
1,184
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% Out
1,393,635
11.22
896,423
7.22
752,304
6.06
550,663
4.43
496,688
4.00
Source: Thompson One

P/E (TTM)
46.53x
39.50x
22.39x
36.14x

EV/EBITDA
9.88x
19.37x
11.12x
5.98x
11.59x
Source: Bloomberg
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Diamond Foods Inc.
April 4, 2014
Thomas Dickinson

Consumer Staples

Diamond Foods Inc. (NASDAQ: DMND) is a global innovative packaged foods company
specializing in salty snacks and nuts. Diamond started in 1912 as Diamond of California as a
walnut grower and distributor. DMND was incorporated in 2005 and renamed Diamond Foods,
Inc. The company is currently located in Delaware. The company specializes in the processing
and distribution of culinary and in-shell ingredient nuts, but has recently expanded into the salty
snack industry. DMND has expanded its product line with Emerald Brand snack nuts, Pop
Secret Brand microwavable popcorn products (acquired 2008), and Kettle Brand potato chips
(acquired 2010). Revenues for the company are split 51% snacks and 49% nuts. DMND has a
current market cap of $1.08 billion dollars
Price (3/25/2014)
$34.75
Price Target
$48.05
52 WK H-L
$13.69 - $35.03
Market Cap (mil)
1.06 Bil
Float (mil)
17.31 Mil
Short Interest (%)
12.02%
Avg. Daily Vol (K)
35.85
Dividends (Yr)
Yield (%)
-

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

0.61
6.36%
8.00%
22.40%
352.40%
-17.56%
-95.61%
-35.70%

FY
2013 (A)
Revenue (mil)
$864.00
% Growth
-13.94%
Gross Margin
23.78%
Operating Margin -8.03%
EPS (Cal)
-$0.61
FCF/Share
$1.60
P/E (Cal)
N/A
EV/EBITDA
24.32

2014 (E)
$924.48
7.00%
19.82%
8.25%
$0.66
$1.71
27.83
14.55

2015 (E)
$1,007.68
9.00%
21.30%
8.40%
$0.91
$1.83
23.93
12.41

Recommendation
In early 2012, the SEC found DMND guilty of accounting fraud. Due to an attempt to meet unrealistic
growth estimates for EPS, DMND's former CEO and CFO partook in accounting fraud through
misrepresentation of both payment dates and amounts to walnut farmers from 2010 to 2012. As a result of
this investigation and verdict, DMND's potential acquisition of the Pringle brand from P&G fell through
and its price plummeted. Legal fees, a $5 million SEC settlement charge, and a $96.1 million class action
lawsuit settlement over the last two years have negatively affected company financials. However, nonGAAP adjusted financials, eliminating one-time charges resulting from the litigation, have shown a stable
and growing company with strong brand loyalty. Revenues have experienced a 5-year CAGR of
8.64%. Similarly, last year’s EBITDA grew 28.2% from 2012 to $101.7 million, and non-GAAP adjusted
normalized income for 2013 comes in at $16.4 million. Gross profit margins are impressive at an average
of 21.5% over the last three years. With one-time litigation fees behind them, DMND’s net income should
return to normal positive levels in FY 2014. Due to the stable financials, in conjunction with growth
drivers outlined below, it is recommended that Diamond Foods Inc. be added to the AIM Domestic
Equity Fund at a target price of $48.05 offering a potential upside of 38.27%. DMND does not pay a
dividend at this time, but has in the past and is assumed to resume once profits return to positive levels.
Investment Thesis
·
Nut Margin Expansion: In 2013 DMND segmented their two main product categories; nuts and
snacks. Nuts made up 49% of DMND's revenue but only 25% of gross profit. This was largely due to a
large drought resulting in higher nut costs, especially walnuts. DMND has started an initiative to cut costs
on the production of nuts through economies of scale and believe they will begin seeing results as early as
Q3 2014. Similarly, the price of nuts in the retail markets have been increasing at a steady clip. Through
net price realization DMND has been generating more revenue per nut, which can be seen by an increase
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in gross profit from the segment of 3.4% even though total nut sales were down 24%. Management has
also stated that they will roll out plans for additional cost saving projects later this year that are expected
to address distribution costs leading into FY 2015.
·
Product Platform Expansion: The continued success of the Kettle Brand has pushed DMND to
announce new products they will begin producing and selling under the brand name later this year. New
products include; Kettle Brand ready to eat popcorn under flavors of white cheddar, sea salt, maple bacon,
and fresh cracked pepper. Similarly, a new chip segment called "Kettle Real Sliced Potato Chips" will be
unveiled this year with flavors; sea salt, sea salt and vinegar, hickory honey barbecue, cheddar and
roasted tomato, and olive oil. Similarly, Emerald brand snack nuts has recently begun selling 100-calorie
packs, which now account for 20% of the division’s total sales. They also began selling yogurt nut packs
this most recent quarter which management states has diversified the product platform and will produce
steadier revenues.
·
European Sales Growth: Last year in the UK, Diamond realized a 6% retail sales growth compared
to only a 1% growth in the overall British chip industry. Kettle has just begun running a new "Artisanal
Craft" ad campaign in the region, and they believe this has been, and will continue to drive top line
growth and new household penetration. Similarly, two new flavors of Kettle Brand chips have been
unveiled for Europe – hint of lime and hint of rosemary – with plans to unveil two additional varieties in
the second half of the year. This shows DMND's focus on continued brand growth in the European
market, which already accounts for 16% of total sales.
Valuation
In order to determine a target price for DMND, a DCF model and a P/E multiple were utilized. A discount
rate of 9.36% was used, higher than the observed 6.36%, due to additional risk towards the company
resulting from the accounting fraud. A terminal growth rate of 2% yielded a target price of $61.63. A
sensitivity analysis varying the WACC and terminal growth rate resulted in a price spread $38 - $82. For
the P/E valuation, a price to earnings multiple of 29.67X was determined and a relative valuation of
$34.48 resulted. Applying equal weighting, a final target price of $48.05 posing a potential upside of
38.27%
Risks
·
Additional Litigation resulting from 2012 Accounting Fraud: While it is largely assumed that the
incident of 2012 is behind the company, it cannot be determined for certain. Any additional class action
lawsuits or SEC investigations resulting from the fraud would not only cause additional financial stress
but potentially crippling brand deterioration as well. This risk is not to be taken lightly, and consequently
is why a risk premium was added to the discount rate for DMND.
·
Financial Reporting Internal Control Weakness: DMND has determined that its internal control
systems are not up to par and, while unlikely, could result in additional fraud. The company will continue
to look for solutions to tightening its compliance standards.
·
High Leverage: The company is highly levered with debt that has substantial service requirements.
DMND feels that if it is not able to maintain a certain level of revenues, it will quickly run into trouble
operating as a business due to significant cost overhead associated with these interest expenses.
Management
Diamond Foods president and chief executive officer is Brian Driscoll. Mr. Driscoll has held the position
since May 2012 and was currently the CEO of Hostess and has also held senior management positions at
Kraft Foods. Mr. Driscoll attended St. Johns for his undergraduate education, and has completed the
Kellogg School of Management's CEO perspective program. DMND's CFO is Ray Silcock. Mr. Silcock
joined the company in June of 2013 and was previously the CFO at Great Atlantic & Pacific Tea
Company. Mr. Silcock received his MBA from the Wharton School of University of Pennsylvania.
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Ownership
% of Shares Held by All Insiders and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners:

Holder
The Vanguard Group
Sigma Capital Management
Blackrock Fund Advisors
Columbus Circle
Investments
Lord Abbott & Co.

Top 5 Share Holders
Shares

8%
58%
Source: Yahoo Finance

% Out
1,390,466
1,379,000
1,227,619

4.43%
4.39%
3.91%

1,101,878
907,900

3.41%
2.89%
Source: Yahoo Finance
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The Dixie Group Inc. (DXYN)
April 4, 2014
Richard Bernard

Domestic Consumer Discretionar

The Dixie Group Inc. (NASDAQ: DXYN) markets, manufactures and sells high-end carpet floor coverings
for commercial (76%) and residential markets (24%). The Dixie Group was founded in 1920 as a textile
company and in 1993 it entered the floor covering market. Their products are distributed under the
brand names of Facbrica (18%), Masland (36%), and Dixie Home (46%). The company competes
primarily with two larger floor-covering manufacturers: Mohawk Industries (MHK) and Interface Inc.
(TILE) along with the largest private carpet manufacturer Shaw Industries Group. The Dixie Group
operates primarily in North America but does generate a small percentage of its revenues internationally
under Dixie International. The company is headquartered in Chattanooga, TN and has approximately
1420 employees.
Price ($): (3/27/14)
Price Target ($):
52WK H-L ($):
Market Cap (mil):
Float (mil):
Short Interest (%):
Avg. Daily Vol (mil):
Dividend ($):
Yield (%):

15.70
20.02
16.80-5.26
206.40
8.9
0.46%
68,732
-

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

1.16
8.33%
15.00%
20.00%
152.59%
3.53%
7.47%
0.56
0.91

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

2013A
345,066
29.50%
24.82%
2.49%
0.40A
($1.14)
38.23
16.10

2014E
420,981
22.00%
26.80%
3.84%
0.70
($0.98)
21.87
10.73

2015E
513,596
20.00%
27.26%
5.43%
1.36
($0.63)
11.28
7.20

Recommendation
The Dixie Group’s strength comes from its ability to focus on a unique high-end customer base.
According to the Carpet Rug Insitute (CRI), there are about 100 U.S floor covering manufacturers, who
are selling primarily to the lower end consumer. DXYN has positioned itself to market to the higher end
consumers with product differentiation and innovative styling. This allows the company to charge higher
prices (up to 3x for residential and 5x for commerical) than their competitors. In 2013, net sales increased
29.5% to $345 million. Over the same period, their competitors and the industry grew at an average of
15%. The increase in revenues was due to a 28.5% increase in residential sales coupled with a 30.1%
increase in commerical sales. The Dixie Group has many different types of customers with their largest
customer Lowes, constituting about 13% of net sales in 2013- a 2% YoY increase. The company has been
making significant investments in wool manufacturing and carpet dying technologies in an attempt to
increase its offerings to customers. In 2013, the company introduced several new products and expanded
several popular line of business. These included its SPEAK commerical carpet tile and FIT office
remodeling collection, which saw strong reception from top customers such as Nordstrom’s, Target,
Delta Air Lines, and Best Buy. The Dixie Group is small compared to its competitors owning about 3.5%
of the total residential and commerical floor covering markets, compared to 35% of the high-end markets.
With its increasing market share, and its focus on increasing customer offerings and manufacturing
efficiencies it is reccomended that DXYN be added to the AIM Equity portfolio with a price target of
$20.02 representing a potential upside of 27%.
Investment Thesis
 Consolidation of Distribution Network. Over the next two years, The Dixie Group plans to
spend $2.4 millon to consolidate its distribution networks. These initives will include closing
several smaller facilities and opening a larger (292,000 sq ft.) finished goods distribution center in
Calhoun, Georgia. The plan is expected to create a better cost structure and improved distribution
capabilities and customer service. Additionally, the larger distribution center will permit the
company to enhance its processing capabilities (40% increase in capacity) and expand its product
offerings into new markets. The consolidations will lead to better operating margins (3.79% 2014
est.) with a long run target of about 7-9%.
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Recent Succesful Acquisitions and Joint Ventures. In the second quarter of 2013, The Dixie
group acquired Robertex, a high-end manufacturer of specialty wool floorcovering products. The
acquisition will allow for a stronger position in its wool product line where they have seen strong
growth (16% of revenues). These products appeal to a more select and discriminating customer
base to which DXYN is well established. The company also finished the acquisition of Atlas
Carpet Mills, one of the leading privately held commercial carpet manufactures in North
America. This acquisiton is expected to add another $53 million in sales and increase it
positioning in the high-end floor covering market.
Improving Housing Market. Since 2011, new and existing home sales have increased
approximately 20%. Low mortgage interest rates and an increasing demand are expected to
continnue through 2014 and beyond. A substantial portion of industry shipments is made in
response to replacement revenues. The projected increase of 14% in residential remodeling by
the U.S Census Bureau, and the steady rebound in the housing market will have a positive effect
on the company’s sales in 2014.

Valuation
In order to reach an intrinsic value for DXYN, a five year discounted cash flow model and a comparative
P/E multiple were conducted. Using a terminal growth rate of 3% and a WACC of 8.33% resulted in a
valuation of $22.28. A sensitivity analysis on both the terminal growth rate and WACC provided for a
range between $14.48 and $29.93. Using an industry average P/E multiple of 25.37x and a 2014
estimated EPS of $0.70, a value of $17.76 was obtained. By weighing the DCF model 50%, the P/E
multiple 50%, a price target of $20.02 was established. The company does not pay a dividend.
Risks
 Intense Competition From Large Companies. Shaw Industries is the largest of The Dixie
Groups competitors with a market share of 38%, Mohawk Industries (24%) and Interface Inc.
which operates in only the residential markets (5%). Maintaining their competitive position will
require substantial additional investment in product development efforts, manufacturing facilities,
distribution networks and sales and marketing activities. If competitors are able to produce
comparable high-end floor coverings, the company could face intense prcice competition.
 High Levels of Debt. The company has approximately $107 million in short and long term debt
that is being used to fund its growth and consolodation projects. In 2013, the long term debt of
the company increased approximatelly 26% from $80 million to its current level. Insufficient
cashflow, and low profitablity could effect the ability of the firm to pay off its loan agreements
and other debt obligations.
 Changes in Economic Conditions. The floor covering industry is highly dependent on consumer
confidence as well as corporate and government spending. A significant portion of the
companies revenues come from remodeling and replacement. A decline in important macro
indicators such as job growth, consumer confidence and investment in housing and remodeling
could adversly effect the compnaies sales.
Management
Daniel K. Frierson, is the Chairman of the Board of The Dixie Group, a position he has held since 1987.
He has also been Chief Executive Officer of the Company since 1980 and a director of the Company
since 1973. Jon A. Faulkner is Vice President, Chief Financial Officer of Dixie Group Inc., since October
2009. Prior to joining the company Mr. Faulkner served as an Executive Vice President of Sales and
Marketing for Steward, Inc. from 1997 to 2002. Mr. Faulkner is a graduate of Georgia Institute of
Technology and Harvard Business School.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners:

16%
47%
Source: Yahoo! Finance

Top 5 Share Holders
Holder
Robert Shaw
Price T Rowe Associated Inc
Royce Associates LLC
Dimensional Fund Advisors LP
Wells Fargo & Company
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1,275,000
1,218,620
1,182,645
1,022,142
602,772
Source: Bloomberg
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10.24%
9.79%
9.50%
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Financial Institutions (FISI)
April 4, 2014
Mark Messier

Domestic Financial Services

Financial Institutions (NASDAQ: FISI) is a financial holding company for its wholly owned, New York
chartered bank subsidiary, Five Star Bank. FISI offers deposit, lending and other financial services to
individuals, municipalities, and businesses in Western and Central New York. It offers loans including
commercial businesses, commercial mortgages, residential mortgage loans, home equity loans,
automobile and personal loans. Its deposit products include checking and savings account programs for
businesses and individuals, including money market accounts, certificates of deposit, and other qualified
plan accounts for 24-hour ATM facilities. The company provides banking and financial services through
a network of over 50 offices and an extensive ATM network in fifteen neighboring counties of Western
and Central New York. FISI was founded in 1931 and has 645 employees.
Price 3/28/14 ($):
$22.74 Beta:
Price Target ($):
$25.34 Cost of Equity:
52 WK L-H ($): $17.92 - $26.59 M-Term Rev. Gr Rate Est:
Market Cap (M):
$319.50 M-Term EPS Gr Rate Est:
Float (M):
12.83 TAC Ratio:
Short Interest (%):
3.83% ROA:
Avg 3 Month Vol:
38,393 ROE:
Dividend ($):
$0.87 Tier-1 Capital Ratio:
Yield (%):
3.21%

1.2
9.88%
7.83%
17.86%
7.47%
0.98%
11.14%
10.82%

FY: Dec 31
2013A
2014E
2015E
Net Interest Income ($M):
91,594
95,550
103,789
% Growth:
2.60%
4.32%
8.62%
NIM (%):
3.45%
3.41%
3.52%
EPS:
$1.75
$2.08
$2.64
BVPS:
$18.49
$19.68
$21.21
Est P/B:
1.34
1.19
1.19
Est P/E:
14.12
11.23
9.58
Div. Per Share:
$0.74
$0.87
$1.11

Recommendation
Since 2011, Financial Institutions has continued to strengthen its balance sheet, as measured by ongoing
deposit (15%) and quality loan growth (6%) in commercial and consumer lending. FISI has generated
solid returns in the last five years, supported by a 6% CAGR in net interest income, despite an industrywide decrease in NIM due to the low-interest rate environment. These returns have been driven largely by
the increases in deposits and loans, with deposit and organic loan growth rates of 5% and 9%,
respectively in 2013, as compared to growth rates of 4% and 11% in 2012. This performance has been
aided by strategic investments in people and products as well as advantages gained by the expanded
geographic footprint in Rochester and Buffalo, NY. Management predicts its commercial loan portfolio to
grow consistent with its strategic initiatives and continued support of middle market lending. Non-interest
income is also expected to grow about 4% in 2014 as management continues its efforts of increasing both
account and transaction-based fee income. FISI acquired eight retail bank locations in upstate New York
in 2012. The company has since enjoyed an influx of deposits due to its greater market presence
expanding primarily into Rochester and Buffalo. With its below industry average price-to-book ratio of
1.21, consistently growing loan portfolio, and potential for continued expansion, it is recommended that
FISI be added to the AIM Domestic Equity Fund with a target price of $25.33, presenting a potential
upside of 11.42%.
Investment Thesis
 Booming Housing Market. In July 2013, the Buffalo News reported, “Western New York is
experiencing a seller’s market like none that’s been seen in decades.” As potential homeowners
seek to achieve low-interest rates on mortgage loans before Fed tapering actually increases
interest rates, FISI should continue to experience a large inflow in its loan portfolio. Part of its
strategic plan, FISI expanded its network deeper into heavily populated cities such as Buffalo
and Rochester to gain a greater market share. Loan originations were up $130MM, or 8% over
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2012 levels, suggesting that this branch expansion has proven and will continue to prove
successful.
 Automobile Loans. According to the Huffington Post, “American drivers are now keeping their
cars on the road for longer than ever, with the average age of vehicles hitting a record 11.4
years.” The current average age of vehicles of the road is nearly two years greater when
compared to pre-2007 crisis average vehicle age. In 2013, FISI experienced a 13% increase in
average automobile loans, reflecting the positive impact from its investment in automotive dealer
relationships. This 13% increase is expected to continue to grow as consumer demand for
automobile loans increase as their vehicles need replacement.
 Leverage Strategy. Initiated in early 2013, FISI utilized the process of short-term FHLB
advances to purchase high-quality investment securities as part of a leverage strategy of
approximately $100 million. FISI’s purchase of investment securities was inclusive of mortgagebacked securities, U.S. Government agencies and tax-exempt municipal bonds. All of these
securities were of high credit quality with low to moderate duration. This strategy of
outcompeting the interest rate spread between the FHLB advances and the newly acquired
investment securities has and will continue to increase net interest income.
Valuation
To find the intrinsic value of FISI a price to book multiple was used, as well as an excess equity model
and a dividend discount model. The 5-year average historic price to book for FISI was 1.21x with its peer
average being slightly higher with an average P/B of 1.43x. Weighting the historic average 60% and the
peer average at 40%, the P/B yielded an intrinsic value of $26.54. The excess equity approach using a
cost of equity of 9.88% and a long-term growth rate of 3.5% resulted in an intrinsic value of $24.77.
Using the same cost of equity, the dividend discount model resulted in an intrinsic value of $24.79.
Weighting these valuations equally at 33.3%, the final estimated intrinsic value of FISI is $25.34, which
provides for an upside of 11.42%. FISI paid a $0.74 dividend/share in 2013.
Risks
 Possible Additions Provisions for Potential Credit Losses. Although there are signs that the
U.S. economy may be emerging from a period of severe recession followed by slower than
normal growth, business activity and real estate values remain below pre-recession levels and
may not recover fully or could again decline from current levels. This in turn could affect the
ability of FISI loan customers to service their debt, which could result in loan charge-offs and
provisions for credit losses in the future.
 Geographic Concentration. All of FISI’s business and operations are concentrated in the
Western and Central New York region. As a result of this geographic concentration, FISI’s results
depend largely on economic conditions in these and surrounding areas. Deterioration in economic
conditions in our market could increase loan delinquencies, claims and lawsuits, and/or decrease
the demand for FISI’s products and services.
 US and International Financial Market Conditions. Although the Company and the Bank
plans to remain well capitalized and have not suffered any significant liquidity issues as a result
of these events, illiquid credit markets may adversely affect the cost and availability of funds. The
demand for FISI products may decline as borrowers and customers continue to realize the impact
of an economic slowdown, the previous recession and ongoing high unemployment rates.
Management
Mr. Martin K. Birmingham has been the Chief Executive Officer and President of Five Star Bank and
Financial Institutions, Inc. since March 1, 2013. He serves as a Member of the Board of Directors at
Monroe Community College Association Inc. In 2007, he received the Monroe County Workforce
Investment Board’s Friend of Business and Workforce award.
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Source: Yahoo! Finance
Ownership
% of Shares Held by All Insider and 5% Owners:

7%

% of Shares Held by Institutional & Mutual Fund Owners:

62%
Source: Yahoo! Finance

Top 5 Shareholders
Holder

Shares

% Out

1,040,858

7.52

Bryn Mawr Capital Management, Inc

675,091

4.87

Canandaigua National Bank & Trust Corporation

615,997

4.45

Dimensional Fund Advisors LP

613,368

4.43

Ameriprise Financial, Inc

504,890

Wellington Management Company, LLP
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Geospace Technology Corporation (GEOS)
April 4, 2014
Jack Sullivan

Domestic Energy

Geospace Technology Corporation (NYSE:GEOS) designs and manufactures instruments and equipment
used primarily in the acquisition and processing of seismic data, and monitoring of reservoirs for oil &
gas companies. Geoscientists utilize seismic data to map potential and known hydrocarbon bearing
formations. Geothermal revenues are recognized in two major segments: Seismic Products (92%) and
Non-Seismic Products (8%). The Seismic Products segment encompasses a wide range of product lines
that are sold for land and marine seismic data and are further divided into Traditional Products, Wireless
Products and Reservoir Products. The Non-Seismic Products segment includes thermal imaging
equipment and industrial products. Geospace Technology Corporation was incorporated in 1994 and is
headquartered in Houston, TX.
Price ($): (3/31/14)
$
66.17
Price Target ($):
$
73.85
52WK H-L ($):
110.33-60.7
M arket Cap (mil):
866.83
Float (mil):
12.8
Short Interest (%):
19.0%
Avg. Daily Vol (mil):
0.207
Dividend ($):
Yield (%):
-

Beta:
1.30
WACC
12%
M -Term Rev. Gr Rate Est: 17%
M -Term EPS Gr Rate Est: 17%
Debt/Equity:
0.3%
ROE:
27.6%
ROA:
23.7%
ROIC:
27.4%

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

2013A
300.61
56.84%
46.49%
33.67%
5.39
($7.54)
15.67
6.96

2014E
307.19
2.19%
46.66%
33.74%
5.35
$3.47
13.04
6.53

2015E
343.52
11.83%
47.46%
33.78%
5.88
$3.48
10.75
6.52

Recommendation
Geospace Technology Corporation has experienced substantial recent growth; they have achieved a 3year organic revenue CAGR of 17.1% resulting primarily from their non-traditional Seismic Products. As
the industry moves away from traditional cable seismic data systems and shifts to wireless, Geospace is
well positioned to capture market share as they are the current leader in wireless systems. The firm has
sold or has available for rent 404,000 wireless channels, with a 4-5 million channel estimated available
market. Geospace achieves its highest margins from the wireless segment, so a product shift from
traditional to wireless will provide increasing profit margins. Management is confident in its pipeline of
future orders for this segment. In addition to their wireless systems, Geospace pioneered permanent
reservoir monitoring systems, which provide for more efficient and accurate data in harsh conditions. This
segment allows Geospace to reach additional and unique exploration areas. Given these reasons, it is
recommended that Geospace Technology Corporation be added to the AIM Equity Fund with a price
target of $73.85, which provides a potential upside of 11.61%. The firm does not pay a dividend.
Investment Thesis:
 Wireless Products. The industry is shifting from traditional seismic products to wireless
products. The seismic cables, hydrophones and airguns in the traditional product category usually
have to be replaced every six years, presenting the opportunity to switch to a wireless system.
This turnover cycle will allow for wireless growth in both land-based and marine based seismic
data acquisition systems. The advantage of wireless over conventional cabled systems results
from its expedited deployment, decreased maintenance and smaller physical size. Geospace has
sold more wireless channels than any other competitor and is well positioned to capture market
share as cabled systems are replaced due to aging and inefficiency.
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Expanded Manufacturing Capacity. Geospace plans to begin construction on a new 350,000
square foot facility to expand its manufacturing in spring 2014. Current estimates predict the
expansion will double the company’s capacity. This facility addition should position GEOS to
handle large orders more rapidly, improve efficiency and increase delivery speed.



Statoil’s Myanmar Exploration. Geospace’s largest contract, a permanent reservoir system of
$166.9 million, was finalized with Statoil in November 2012. Geospace is still recognizing
revenue from this contract into 2014. In March 2014, Statoil was awarded a 50% equity share in a
deep-water exploration block in Myanmar. Upon the announcement, Statoil stated, “Our first step
will be the acquisition of new seismic data.” Given their relationship with Statoil and the
similarity in depth and profile to their most recent contract, Geospace stands to potentially win
another large contract with Statoil.

Valuation
The intrinsic value of GEOS was generated using three different valuation techniques. A 5-Year
discounted cash flow model was conducted using a perpetuity growth rate of 3% and a WACC of
11.53%. These numbers resulted in a valuation of $72.00. Sensitivity analysis on the WACC and
perpetuity growth rate provided a spread between $59.18 and $92.59. A comparable average P/E multiple
of 14.88x and a 2014 EPS of $5.35 delivered a valuation of $79.67. An EV/EBITDA peer average of
7.61x yielded a valuation of $71.74. Weighing the DCF model 50%, the P/E multiple 25% and the
EV/EBITDA 25% resulted in an intrinsic value of $73.85, offering an 11.61% upside. GEOS does not
pay a dividend.

Risks:
 Dependence on Major Contracts. A substantial amount of Geospace’s revenues have
historically resulted from one or a few key contracts. Over the past three years, GEOS has had an
average of 31% revenue from one or two contracts. The concentration of revenue is a key risk and
the lack of a major contract could have substantially negative results.
 Correlation to Commodity Price Levels. Oil and gas prices and their market expectations
significantly affect oil and gas exploration activity. When energy prices decline, capital budgets
decrease for exploration companies which adversely affects the demand for Geospace’s products.
 Low Control over Order Timelines. Geospace operates on the basis of orders in hand before
commencing substantial manufacturing. Therefore, product shipping dates are generally
determined by their customers. This risk was exemplified recently when Seafloor Geophysical
Solutions delayed their $29.4 million order from late 2Q to 3Q of 2014.

Management
Walter R. Wheeler took over as President and CEO of Geospace on January 1, 2014. Wheeler joined
Geospace in 1997 and served as the Executive Vice President and COO prior to his current roles. Mr.
Wheeler has over 19 years of seismic industry experience. Gary D. Owens served as President and CEO
prior to Mr. Wheeler and is now the Chairman of the Board. Mr. Thomas T. McEntire serves as CFO and
has worked for Geospace since 1997. All management team members have been with Geospace for at
least 16 years.
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Ownership
% of Shares Held by All Insider and 5% Owners

4%

% of Shares Held by Institutional & Mutual Fund Owners

92%

Source: Yahoo! Finance

Holder

Top 5 Shareholders
Shares
Eagle Asset Management
1,880,595
Brown Capital Management
1,554,299
BlackRock
1,545,011
Vanguard Group Inc
824,149
Boston Trust & Investment
571,849
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14.32%
11.83%
11.76%
6.27%
4.35%
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Knight Transportation Inc. (KNX)
April 4, 2014
Brandon Cloete

Domestic Industrials

Knight Transportation, Inc. (NYSE: KNX), together with its subsidiaries, operates as a short to mediumhaul truckload carrier of consumer staples, retail, paper products, packaging/plastics, manufacturing,
and imported and exported commodities primarily in the United States. The company operates in two
segments, Asset-Based (approximately 81% of revenue) and Non-Asset-Based (19% of revenue). The
Asset-Based segment provides truckload carrier dry van, temperature-controlled (refrigerated), dedicated
truckload, and drayage services between ocean ports, rail ramps, and shipping docks. The Non-AssetBased segment provides logistics, freight management, freight brokerage, rail intermodal, and other nontrucking services. As of December 31, 2013, it operated 3,537 company-owned tractors, as well as 452
tractors under contract that were owned and operated by independent contractors. Knight
Transportation, Inc. was founded in 1989 and is headquartered in Phoenix, Arizona.

Recommendation
Knight Transportation Inc. is a relatively young company, known for its tight cost controls and relatively
high margins (Gross Margin on 18.52% in 2013). The firm operates in the $200 billion revenue U.S.
trucking industry, which is widely accepted as the dominant mode of domestic freight transportation.
Since the new Hours of Service (HOS) regulations introduced by the Obama Administration last July,
requiring drivers to take longer and more frequent breaks between shipments, qualified drivers have been
an issue for the industry. Still, KNX’s miles per tractor only declined 0.2% YoY in the fourth quarter of
2013, while revenue per tractor increased by 4.2% in the last two quarters of 2013. Their regional service
model is likely helping to attract drivers since they get to spend more time at home. With rising
equipment and driver costs, as well as the new federal regulation, companies in the industry are finding it
difficult to generate large operating profits. An analysis of 60 trucking companies revealed that 71% of
those carriers had operating ratios of 94% or higher, with industry leaders achieving an 80% operating
efficiency ratio. KNX has consistenly produced operating ratios of between 20%-30% since 2004 in its
Asset-Based segement. KNX is performing well in a lack-luster frieght environment and with the harsh
2013-2014 winter months coming to an end, truckload fundamentals are expected to be stronger and drive
performance later in the year. Because of these reasons and a favorable valuation, it is recommended that
KNX be added to the AIM Equity Fund with a target price of $27.81, which offers a potential upside of
20%. The firm pays a modest 1.10% dividend.
Investment Thesis
 Balance Sheet is Improved and has Debt Capacitying. Knight paid down $42 million in debt
last year and has a low debt-to-capital ratio (7.1%). This was accomplished while maintaining one
of the industry’s most modern fleets (average tractor age 1.9 years). Acquisitions are a possibility
and the firm has adequate debt capacity to finance future transactions. The company incurred $1.2
million in incremental expenses in the fourth quarter, likely related to an unsuccessful bid for
USA Truck.
 Expected Growth in Brokerage Business. Revenue in the fourth quarter soared 70%, a clear
sign that the economy is improving and the brokerage unit is gaining healthy momentum.
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Expenses were elavated as the segament continues to build out its team and sources additional
capacity. This resulted in operating margins for the segment to drop by 150 basis points, to
95.6%; however, this is a lower-margin, higher return business than the asset-based market.
Management has guided an expected 25%+ growth in their non-asset based segment in the future.
Valuation
In order to reach an intrinsic value for KNX, a five year discounted cash flow model was conducted.
Using a terminal growth rate of 3% and a WACC of 10.02% resulted in a valuation of $28.13. Sensitivity
analysis on both the terminal growth rate and WACC provided for a range between $20.56 and $30.18.
Additionally, a P/E comparison with the industry was analyzed. Using an industry average P/E multiple
of 28.3x and a 2014 expected EPS of $0.97, a value of $27.50 was obtained. By weighing the DCF model
50%, the P/E multiple 50%, a price target of $27.81 was established presenting a potential upside of 20%.
KNX pays a quarterly dividend of 0.6 with an annual yeild of 1.10%.
Risks
 Increase in fuel prices. The Asset-Based operations are dependent upon diesel fuel. Prices and
availability of petroleum products are subject to political, economic, weather-related, and market
factors that are generally outside of the companies control and each of which may lead to
fluctuations in the cost of fuel. Fuel also is subject to regional pricing differences and often costs
more on the West Coast, where the company has significant operations.
 Significant ongoing capital requirements. The truckload industry and the Asset-Based segment
are capital intensive, and KNX’s policy of operating newer equipment requires them to expend
significant amounts annually. If the company were unable to generate sufficient cash from
operations, it would need to seek alternative sources of capital, including financing, to meet its
capital requirements.
 Dependence on Major Customers. Approximately 39% of the companies revenue is derived
from their top 10 customers. The loss of one or more could have a materially adverse effect on
the business.
Management
Kevin P. Knight is the Chief Executive Officer and Chairman of the Board and has held these positions
since 1993 and 1999 respectively. Keith T. Knight, Kevin’s brother, is the Chief Operating Officer. Gary
and Randy Knight, also brothers and cousins of Kevin and Keith, are directors in the company as well as
Vice Chairmans of the Board. All the Knights were groomed to be executives of Swift Transprotation Inc.
until the family decided to leave Swift and form Knight Transportation Inc. David A. Jackson serves as
the President and Adam Miller is the CFO, Secretary, and Treasurer. The entire representation of Knights
have been with the company since its inception in 1989, while most of the other senior management has
been with the company since 2000 and before.
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Ownership
% of Shares Held by All Insider and 5% Owners:
% of Shares Held by Institutional & Mutual Fund Owners

Holder
Wasatch Advisors Inc
JP Morgan Chase & Company
Vanguard Group, Inc. (The)
Price (T.Rowe) Associates Inc
BlackRock Fund Advisors

25%
79%
Source: Yahoo! Finance

Top 5 Shareholders
Shares
11 285 974
3 932 186
3 616 630
3 378 567
3 241 921
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% Out
14,10%
4,88%
4,48%
4,19%
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Stef Yordan

Grand Canyon Education, Inc. (LOPE)
April 4, 2014
Domestic Consumer Discretionary

Grand Canyon Education, Inc., (NASDAQ: LOPE), also known as Grand Canyon University or GCU,
was originally founded in 1949 as a Baptist-affiliated institution with a strong emphasis on religious
studies. It was converted in 2003 into a private, for-profit Christian university that currently provides
postsecondary education services in the United States and Canada, focusing on offering undergraduate
(62.3%) as well as graduate degree (37.7%) programs in the areas of education, healthcare, business,
and liberal arts. The company offers its unique programs online; on-ground at a traditional 133-acre
campus based in Phoenix, Arizona; and onsite at leased facilities, as well as at facilities that are owned
by third party employers. As of December 31, 2013, it had 59,658 total students enrolled in its programs,
which was comprised of 49,580 (83.1%) online and 10,078 (16.9%) on-ground students. This included
traditional aged students as well as working adults, among whom 43.5% were pursuing masters or
doctoral degrees both online and as professional studies students at off-site locations.

Recommendation
In a sector that continues to struggle as others scramble and try to build a brand, GCU’s unparalleled
success is a result of a truly unique and differentiated model. The distinctive GCU experience proves to
resonate with students as both online and ground-based enrollments continue to grow. In addition to its
unique structure and experience, GCU’s tuition costs are approximately 35% lower than its competition in
the industry, which compliments students who have become increasingly price-senstive, derived from
their anticipated future economic weakness with student loans and other financial aid. Having just come
off of a 14.1% enrollment increase in 2013, GCU expects enrollment growth in 2014 to increase to about
66,200 total students, boasting an 11% increase YoY as well as a 12% growth in revenue to $668MM,
with continuing trends into 2015. After reporting better-than-expected quarterly earnings for eight straight
quarters, coupled with the company’s projected expansion plans in Mesa, AZ by 2015, GCU has the
momentum to deliver on and exceed its targets. It is recommended that Grand Canyon Education, Inc. be
added to the AIM Equity Fund with a target price of $54.23, offering a potential upside of 16.11%.
Investment Thesis
 Low-Tuition Strategy. The average cost to students of GCU’s on-ground programs is under
$8,000 after scholarships, roughly in line with or lower than ASU’s in-state tuition ($~10,000),
which allows them to compete for a large group of high-quality AZ students, as well as students
out-of-state, especially from CA. GCU’s online tuition is 35% lower than competing publicly
traded online schools with a per-credit undergraduate hour range of $350-$465, and 10% lower
than in-state online programs at state universities. An added benefit is its effect on the regulatory
risk profile, with loan repayment rates at 52%, outperforming most of its peers.
 Unique Experience. In 2013, while the online enrollment remained dominant at 83.1%, the
number of students increased at the expanding traditional ground campus to 16.9% from 14.5%,
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representing an addition of 2,476 students. A unique aspect to GCU, although it is mostly an
online program, is that it recently began its four-year process to reclassify its NCAA membership
from Division II to Division I. This offers an opportunity for online students to experience
sporting events like they would if they attended any other university on a traditional campus,
which gives GCU an edge over its online-education competitors.
Student Quality Improvements. Through GCU’s on-ground expansion of its national online
operation, the higher exposure to traditional on-ground students should raise the average GPA for
new students, increase retention and graudation rates and thus strengthen and improve on GCU’s
brand and reputation. The continuation of these efforts will lead to higher job placement rates
upon graduation, thus bettering the reputation of the university and its quality programs.

Valuation
In order to reach an intrinsic value for LOPE, a ten year discounted cash flow model was conducted.
Using a terminal growth rate of 3.5% and a WACC of 10.52% which resulted in a valuation of $52.02.
Sensitivity analysis on both the terminal growth rate and WACC provided for a range between $41.47 and
$70.77. A P/E comparison was also conducted: using a revised industry average P/E multiple of 27.0x,
which was adjusted to exclude extreme outliers in the industry, and a 2014 expected EPS of $2.09, a
value of $56.43 was obtained. By weighing the DCF model 50% and the P/E analysis 50%, a price target
of $54.23 was established, which represents a potential upside of 16.11%. LOPE pays no dividend.
Risks
 Extensive Regulatory Requirements. There are potential legislative changes (to Pell grant
eligibility, definition of the 90/10 ratio, etc.) and the remaining regulatory issues around the
implementation of the gainful employment rules that may impact enrollment growth for GCU. To
participate in Title IV programs, a school must be authorized, accredited, and certified, and as a
result of these requirements, may be subject to extensive regulation. These regulatory
requirements cover the vast majority of their operations, and any misinterpretation by GCU of
these requirements could negatively affect their reputation and progress in growing their brand.
 High Industry Competition. The postsecondary education market is highly competitive, as GCU
competes for students with the traditional public, four-year, regionally accredited colleges and
universities, which have already established reputable brands over years of excellent
performance. Additionally, an increasing number of these institutions are offering online
programs, including ones specifcally geared toward the needs of working adult students, which is
a growing trend in our culture. Public institutions also receive substantial government subsidies,
have access to government and foundation grants, tax-deductible contributions, and other
financial resources.
 Poor Execution of On-Ground Expansion. Grand Canyon’s on-ground expansion strategy
requires relatively higher capital investments than other online programs, increases fixed costs
and changes the student demographic mix (to include more traditional age students, particularly
on-ground). Also, the construction of the new campus in Mesa, AZ adds execution risk, therefore
precise execution will be essential for GCU to reach its future enrollment goals. Failure to obtain
certain necessary approvals could have a material adverse affect on GCU’s expansion plans.
Management
Brent D. Richardson is GCU’s Executive Chairman, a position he has held since 2008, and previously
served as CEO of the company since 2004. Richardson has an extensive background in the online
education industry, having been the CEO of Masters Online, LLC since 2000 until switching to GCU. His
prior work history adds up to over 20 years in the education industry, which makes him an invaluable
asset to management and GCU. Another experienced leader is Brian E. Mueller, currently CEO, Director
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and President of GCU. His experience with for-profit, post-secondary education dates back to 1987,
which demonstrates the depth of experience, leadership and knowledge present to carry GCU to success.

Source: Bloomberg
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China Construction Bank Corporation (CICHY)
April 4, 2014
Zhe Wang

International Financials

China Construction Bank Corporation (OTC: CICHY), known also as CCB, is a Chinese joint-equity
commercial bank which was founded in October, 1954. CCB is one of the five largest commercial banks
in China with $2.4 trillion total assets. CCB has four major business segments: Corporate Banking (52%
of net revenue), Personal Banking (23%), Treasury Business (24%), and other equity investment and
overseas operations (1%). By the end of June 2013, CCB was ranked the number five bank in the world
with approximately $177 billion market capital. CCB operates with over 368,000 employees and 14,663
branches and sub-branches in the world. CCB is headquartered in Beijing, China.

Recommendation
Since 2008, the Chinese government has spent over ￥4 trillion ($645B) on investing in national
infrastructure construction. Because of the inefficiency of the investment, most commercial banks faced
increasing poorly performing loans. However, according to the 2013 annual report, CCB’s nonperforming loans ratio remained the same as 2012, 0.99. In July, 2013, the People’s Bank of China
decided to remove controls on the lending interest rate offered by financial institutions to their clients;
fortunately, CCB was not heavily affect by the decision. The company slightly decreased the net interest
margin by 0.02% compared to the previous year, to 2.56%, which was the fifth highest margin among all
listed commercial banks in China. Additionally, CCB has a large share of the Chinese mortgage business.
In 2013 the personal residential mortgage loan balance increased 22.9% in the Chinese market, to a total
of ￥1,880B ($303B), ranking first in terms of loan balance in the market. During the past 20 years, CCB
has granted over ￥1.3 trillion ($209.7B) of provident housing fund loans to more than 8.5 million
households and similar growth is expected. For the reasons above, it is recommend that CCB be added to
the AIM International Equity Fund with a target price of $14.90, which offers a potential upside of
6.35%. CCB also offers a strong 7.08% dividend yield.
Investment Thesis
 Macroeconomic Improvement in the Long-run. Although the Chinese economy is slowing
down with a targeted 7.5% GDP increase in 2014, the new state leadership group, represented by
Chairman Xi Jinping, is taking charge of the economic reform. They will reform the state owned
enterprises, the fiscal and taxation system, financial foreign exchange system, and the stock
market, etc. China has to accept the economic pain in the interim, but it is good for the country to
grow in the long-run. Once the government could spends less money on building low-efficient
infrastructure construction, CCB would be a big beneficiary with less bad debts in future, and the
company also could integrate its advantageous resources to explore an innovative profit model.
 Fast Growing Investment Banking and Fee and Commission Income. CCB strengthened,
refined, and standardized its investment banking business. In 2013, income from wealth
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management was over ￥10B ($1.6B), an increase of 14.1%, and bank card fees grew by 28.04%
to ￥25.8B ($4.2B). Additionally, the underwriting amount of debt financing instruments ranked
first among peers for three consecutive years. Net fee and commission income increased 11.5%,
to a total of ￥104.3B ($16.8B) in 2013.
 Large Distribution Channels. CCB has a broad distribution network, including 38 tier-one
branches, 318 tier-two branches, 11,051 sub-branches, 3,242 credit card center. By the end of
2013, CCB had 69,013 ATMs in operation, a 21.1% increase over 2012. CCB also has 17,878
self-service banks, an increase of 29.4% over the previous year. The electronic banking business
had a significant growth in 2013. A 25.8% increase in the personal online banking customers,
about 150 million users with over 5.2 billion transactions.
Valuation
To find the intrinsic value of CCB a Discounted Dividend (DDM) and Price to Book (P/B) model were
employed. The DDM projected two stages of annual dividend growth rate. Keeping the cost of equity
constant at 13.9%, the first stage was from 2013 to 2016, and the dividend growth rate was decreased
from 12% to 6%. The second stage is from 2017 forward with a constant dividend growth of 5%, yielding
an intrinsic value of $14.68. For the P/B model, the average P/B of all sixteen listed commercial bank in
the past four years is 1.23. To be conservative, a 1.1x P/B was used against the estimated 2013 BVPS to
yield an intrinsic value of $15.12. Weighting the two models 50:50, a target price of $14.90 was
generated, offering a 6.35% upside in addition to the strong dividend yield.
Risks
 Liquidity Risk. Although the People's Bank of China lowered the statutory deposit reserve ratio
1% in 2012 to 20%, the statutory deposit reserve ratio was still at a high level of 20%. So the
amount of the money available for lending is limited, which restrained CCB’s revenue. CCB also
has a potential risk that is CCB had a negative gap for repayment on demand totaling ￥6.7
trillion ($1.1 trillion), sometimes CCB might not acquire enough funds in time to repay the
upcoming liabilities payments.
 Interest rate risk. As the Chinese government is carrying forward the private banks and marketbased reforms of interest rates. Some commercial banks may choose to raise their deposit interest
rate in order to attract more savings. So, there is a potential probability that CCB’s net interest
margin may shrink, and the aggregate savings may be under threat.
 Non-performing loans risk. The slowdown of the Chinese economy, the inefficiency of the
government investment, and the decline in house prices in second and third-tier cities may cause
more bad debt. CCB was required to raise the allowance to non-performing loans to prevent the
risk, which will reduce the amount of the money available for lending.
Management
Mr. Wang Hongzhang is the chairman of the Board and the legal representative of the Bank. He served as
the Chief Disciplinary Officer and Party Committee Member of People's Bank of China (PBC) since
November 2003. From June 2000 to November 2003, he was the President of Chengdu Branch of PBC
and Administrator of Sichuan Branch of the State Administration of Foreign Exchange.
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Ownership
% of Shares Held by All Insiders:

N/A

% of Shares Held by Institutional & Mutual Fund Owners:

N/A

Top 5 Shareholders
Holder

Shares

% Out

Huijin (State-owned)

143,161,436,627

57.26

HKSCC Nominees Limited (Foreign legal person)

72,594,170,720

29.04

Temasek (Foreign legal person)

17,878,670,050

7.15

State Grid (State-owned)

2,851,817,730

1.14

2,318,860,498
Source: China Construction Bank

0.93

Baosteel Group (State-owned)
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Primoris Services Corp. (PRIM)
April 4, 2014
CJ Swift

Domestic Industrials

Primoris Services Corporation (NASDAQ: PRIM), a specialty contractor and infrastructure company,
provides a range of construction, fabrication, maintenance, replacement, water and wastewater, and
engineering services in the United States and internationally. It operates in three segments: the East
Construction Services (38.5% of revenue), the West Construction Services (59.2%), and the Engineering
(2.3%). The company offers construction services, including installation of underground pipeline, cable,
and conduits, as well as installation and maintenance of industrial facilities for petroleum,
petrochemical, and water industries; installation and repair of gas distribution lines; installation of
complex commercial and industrial cast-in-place structures; and construction of highways, as well as
industrial and environmental construction. Primoris Services Corporation was founded in 1946 and is
headquartered in Dallas, Texas.

Recommendation
According to Brian Pratt, CEO of PRIM, the pipelining network for natural gas within the United States is
not at an adequate level to support the growing supply. Everyday, more oil and natural gas reserves are
being discovered through fracking. U.S. oil production is expected to increase from 6.5 MMbbl/d to 9.6
MMbbl/d by 2019. The U.S. Energy Information Adminstration (EIA) continues to revise their estimated
numbers for oil and natural gas reserves as well as for the future production of these reserves.
Petrochemical and manufacturing companies have already taken advantage of this low feedstock as a fuel
source as processing companies continue to look for end users. By 2025, 45 projects will have been
completed totaling nearly $100 billion of incremental U.S. capital investment dedicated towards the
domestic use of natural gas. President Obama said in the 2014 State of the Union Address that his team
will support those companies that use natural gas. Because of these factors, PRIM is well positioned to
take advantage of processors’ demand to export natural gas to various end users domestically, as well as
internationally through liquified natural gas (LNG). In the EIA’s reference case, by 2016, the U.S. will be
a net exporter of LNG, and an overall net exporter of natural gas by 2018. By 2020, U.S. exports of LNG
are expceted to suprass 2 Tcf and increase to 3.5 Tcf by 2029. As of December 2013, PRIM had a record
backlog of $1.94 billion, recognizing approximately 53% ($692M) of the East backlog, 98% ($563M) of
the West backlog, and 93% ($58M) of the engineering backlog in 2014. Because of these reasons and a
favorable valuation, it is recommended that PRIM be added to the AIM Equity Fund with a target price of
$39.28, which offers a potential upside of 31%.
Investment Thesis
 LNG Exports. The current low price of natural gas ($4.45/MMBtu) within the U.S. has attracted
the attention of outside countries, especially those in Europe, to take advantage of this attractive
pricing. President Obama recently approved a seventh application to build an exportation facility
for transporting LNG out of the U.S. According to the EIA, average natural gas prices are
expected to remain under $5/MMBtu through 2018. This long-term low pricing allows natural gas
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processors to look else where for end consumers. PRIM is well positioned to construct the
additional pipelines necessary to transport the natural gas from well to exportation facility.
Emissions Controls. One of President Obama’s goals is to reduce carbon dioxide emissions
throughout the U.S. by decreasing the amount of coal used within the U.S. He recently announced
that the Administration wants to exploit the use of natural gas within power plant facilities that
power cities across the U.S. As utilities switch from coal fired plants to natural gas fired plants,
PRIM is well situated to construct the pipelines necessary to transport the natural gas to these
plants.
Growth of Natural Gas. According to the EIA, natural gas production will grow at an average
rate of 2.5% in 2014 and 1.1% in 2015. The Marcellus region is the fastest growing natural gas
production region in the U.S., however, it does not have the necessary pipeline networks to
alleviate natural gas buildups. Without proper pipelining networks, end users of natural gas
including petrochemical and utility companies will not be able to receive the abundant gas.

Valuation
In order to reach an intrinsic value for PRIM, a five year discounted cash flow model was conducted.
Using a terminal growth rate of 2.5% and a WACC of 11.93% resulted in a valuation of $37.79.
Senstitivy analysis on both the terminal growth rate and WACC provided a range between $32.19 and
$45.98. Additionally, an EV/EBITDA multiple was performed in this analysis. An industry average
EV/EBITDA multiple of comparable firms yielded a multiple of 10.91x and a price target of $41.41. By
weighting the DCF model 60% and the EV/EBITDA multiple 40%, a price target of $39.28 was
established, offering a potential upside of 31%. PRIM currently pays a $0.14 dividend.
Risks
 Increased Government Regulations. The demand for pipeline construction services is
dependent on the level of capital spending by companies in the natural gas and oil industry. The
level of spending by these firms is highly dependent on the future prices of natural gas and oil,
levels of supply and demand, as well as government regulations and policies. If government
regulations and policies were to affect demand for construction services, for example, dictating
how exploration and productions could “frack”, this would affect revenue growth for PRIM.
 Highly Concentrated Customers. PRIM’s overall customer base is highly concentrated, with its
top ten customers accounting for 50% of the revenue in 2013, 56% of the revenue in 2012, and
69% of the revenue in 2011. Although the trend is declining, a strong relationship is required with
these firms. If PRIM cannot price their services appropriately or a strong relationship cannot be
maintained, competitors will take construction projects from PRIM, affecting their overall
revenue.
 Dependent on Industrial Factors. PRIM is heavily reliant on the overall health of the economy
and the growth of the natural gas and oil markets. If industrial factors slow, demand for
construction services will decline causing a decrease in revenue for PRIM.
Management
Brian Pratt, 62, is the President, Chief Executive Officer, and Chairman of the Board and has held these
positions since 2008. Prior to this position, he served as the President, Chief Executive Officer, and
Chairman of the Board of Former Primoris and its predecessor, ARB Inc. Mr. Pratt has had 30 years of
experience of operations and management in the construction industry. Peter J. Moerbeek, 66, is an
Executive Vice President and Chief Financial Officer and has held these positions since 2009. Previously,
Mr. Moerbeek served as Chief Financial Officer of a private-equity firm that engaged in the acquisition
and operation of water and wastewater utilitities. Michael D. Killgore, 57, is an Executive Vice President
and Director of Construction and has held these positions since 2010. Mr. Killgore is responsible for the
overall management related to the East and West Construction Services business segments.
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Syntel, Inc. (SYNT)
April 4, 2014
Berent Kowarick

Domestic Information Technoloy

Syntel, Inc. (NASDAQ: SYNT) is a global provider of Information Technology and Knowledge Process
Outsourcing (KPO) services to Global 2000 companies. The company’s primary service lines include:
Application Outsourcing (78% of FY 2013 Revenue), KPO (15%), e-Business (6%), and TeamSourcing
(1%). Applications Outsourcing covers the lifecycle of software applications, including development,
maintenance, testing, migration, infrastructure services and cloud computing. KPO includes provision of
outsourced solutions for knowledge and business processes. e-Business services include advanced
technology services in the areas of architecting, implementing and maintaining, web solutions, data
warehousing, business intelligence, enterprise application integration, business process management,
and enterprise resource planning solutions. TeamSourcing covers professional IT consulting services
dedicated to assisting customer IT departments with system projects and ongoing functions. These
services are provided to several industries including financial services, healthcare, retail, logistics and
telecom, insurance, and manufacturing primarily throughout North America, India, and more recently
Europe. The company is headquartered in Troy, Michigan, and was founded in 1980.
Price ($) (3/31/14)
Price Taget ($):
52WK Range ($):
Market Cap:
Float
Short Interest (%):
Avg. Daily Vol (3 mo):
Dividend ($):
Yield (%):

89.90
111.84
61.52 - 97.23
3.68B
15.5M
2.3%
106.1 K
-

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

0.96
9.51%
14.0%
16.0%
20.2%
25.5%
34.1%

FY: December
2013A
2014E
2015E
Revenue (Mil)
$ 824.80 $ 940.27 $ 1,071.91
% Growth
13.94% 14.00%
14.00%
Gross Margin
44.16% 43.20%
43.50%
Operating Margin
32.30% 30.90%
31.20%
EPS (Cal)
$5.26A
$5.89E
$6.77E
FCF/Share
7.30
6.11
6.51
P/E (Cal)
17.36
16.41
14.96
EV/EBITDA
11.74
12.56
12.86

Recommendation
Over the past decade, the IT services industry has become more competitive and complex due to
improved economic environment and an increasing need for differentiation, cost constraints, and
changing customer preferences. Over 30 years of experience in IT and KPO services has allowed Syntel
to generate consistently strong revenues while maintaining low operating expenses due to an increasingly
diverse global delivery model and proven set of methodologies and technical expertise. The company has
experienced a five year CAGR of 15% in revenues and 13% in earnings indicating a solid acceleration in
growth rates. Compared to the industry average of 6.08% in revenue growth, SYNT exemplifies superior
financial growth and a unique competitive position in this market. Gross margins are up 50 basis points in
the Q4 2013 as a result of growth acceleration even though there was a moderate earnings drag caused by
an average rupee/dollar headwind of 10.2% and an increase in employees of 10.5% in 2013. Due to
Syntel’s financial growth, solid profitability, and global expansion, it is recommended that SYNT be
added to the AIM Equity Fund with a price target of $111.84, offering an upside of 24.41%.
Investment Thesis
 European Market Penetration. Syntel’s YOY growth rate of 25.5% in Europe has led the
company’s average YOY growth rate of 14%. Clients in Europe are incrementally more open to
outsourcing given the region’s increasing growth pressures and cost constraints. The European
market represents a large opportunity for the offshore IT services group. IT spending in Europe is
growing at 7.0% annually, which is 2.8% greater than North American IT spending growth.
Given the low penetration of this market, Syntel has an opportunity to continue this growth in the
future.
 Flexible Global Delivery Model. Syntel performs their services onsite at their customer’s
location, off-site at the company’s U.S. locations and offshore at the company’s Indian locations.
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SYNT’s recent investments in its Pune and Chennai campuses have positively impacted the
company’s ability to attract and retain high quality talent. As of December 2013, 80% of Syntel’s
workforce is stationed in India. By outsourcing to the cheaper Indian market, SYNT has created a
sustainable competitive advantage against other U.S. based IT services companies in its peer
group. This in turn allows for the company to continually operate at low costs and provide higher
quality of service to their customer base.
Customer Retention. SYNT recognizes that its most successful source of business opportunities
originates from existing customers, which contributed to a visibility metric of 59% in 2013. By
servicing repeat customers Syntel experiences an economic moat related to additional highervalue services by developing an in-depth knowledge of each customer’s business processes,
applications, and industry. During 2013, more that 97% of Syntel’s revenue came from clients
the company has serviced for at least one year. Syntel’s top two clients, American Express and
State Street Bank, accounted for 25% and 16% of revenues, respectively. However, the company
also added 23 new clients in 2013. The company’s ability to retain clients, exemplified in its
“Customer for Life” motto, combined with its consistent addition of new clients, should provide
strong revenue growth in coming years.

Valuation
To reach an intrinsic value for Syntel, a ten-year discounted cash flow model was constructed. Using a
long term growth rate of 2% and a WACC of 9.51%, the model generated an intrinsic value of $112.30,
an upside of 26.65%. A sensitivity analysis on both the terminal growth rate and the WACC resulted in a
range between $76.41 and $161.40. An EV/EBITDA and P/E comparison was also taken into account.
The EV/EBITDA approach with a peer group average of 13.86x generated an intrinsic value of $103.27
and the P/E approach with a peer group average of 20.30x generated an intrinsic value of $119.50.
Weighting the DCF model at 50%, EV/EBITDA at 25%, and P/E comparison at 25%, a price target of
$111.84 was established, representing a potential upside of 26.13%. The company does not pay
dividends at this time.
Risks
 Permits/Visas Regulation. Syntel recruits and trains professionals globally and therefore must
comply with permit and visa regulations of the countries in which Syntel conducts business. As
of 2013, 3,103 IT professionals representing 13% of SYNT’s workforce operate under work
permits or visas. Any adjustments to immigration regulations both onshore and offshore could
have an adverse effect on the company’s operations and financial position, which could impact
Syntel’s ability to effectively utilize their global delivery model.
 Exchange Rate Fluctuation. The company holds a significant amount of its cash in both U.S.
dollars and Indian rupees. The exchange rate between the Indian rupee and the U.S. dollar has
changed substantially in recent years and may fluctuate substatially in the future. Appreciation in
the Indian rupee against the U.S. dollar could have a negative affect on Syntel financials.
Management
Bharat Desai is a co-founder and serves as Chairman of the Board. He has been a director of Syntel since
its inception in 1980. Previously Mr. Desai served as CEO of Syntel from its inception in 1980 until
February 2009 and President until December 2006. On April 21, 2014, Nitin Rakesh will be appointed
CEO of Syntel. Mr. Ranade, who has served as the President and CEO of Syntel since February 2010,
will move to a higher role as Executive Vice Chairman of the Board of Directors. Nitin Rakesh served as
President of Americas – Business Development & Near Shoring Center since September 2012. Near the
initiation of his employment at Syntel in 2002 he developed and led Syntel’s KPO business, playing a
pivitol role in positioning KPO as one of the fastest growing and most profitable businesses with in
Syntel.

Marquette University AIM Class 2015 Equity Reports

Spring 2014

Page 36

Ownership
% of Shares Held by All Insider and 5% Owners:
68%
% of Shares Held by Institutional & Mutual Fund Owners:
35%
Source: Yahoo! Finance
Top 5 Shareholders
Holder
Desai (Bharat)
Sethi (Neerja)
DS Foundation
Wasatch Advisors, Inc.
BlackRock Institutional Trust Company, N.A.
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Shares
% Out
13,642,583
32.55%
10,201,058
24.34%
2,175,995
5.21%
1,434,648
3.44%
982,261
2.35%
Source: Thomson ONE
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