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Important Disclosure Information is contained on the last page of this report.   
The recipient of this report is directed to read these disclosures. 

 

Danger Zone: Expedia Inc. (EXPE) 
Check out this week’s Danger Zone interview with Chuck Jaffe of Money Life and Marketwatch.com 

Investors chasing momentum stocks are playing a dangerous game.  As a stock moves up, momentum 
increases, and investors pile in which drives the price higher. However, this momentum can change in the blink 
of an eye. After greatly outpacing the gains of the market over the past two years, we believe Expedia Inc. 
(EXPE: $116/share) could be the next momentum stock to see its run end. A mix of overvaluation and 
destruction of shareholder value lead Expedia into the Danger Zone this week. 

Expedia’s Business Is Declining Despite EPS Growth 

Expedia’s share price is up more than 133% since 2010, which is nearly double the return of the S&P 500. 
However, as demonstrated in Figure 1, Expedia’s after-tax profit (NOPAT) has declined 6% compounded 
annually over this same timeframe. 

Figure 1: Expedia’s NOPAT Moving in the Wrong Direction  
 

 
 

Sources: New Constructs, LLC and company filings 

The divergence between share price and profits is due to investors not understanding the shareholder value 
destruction resulting from Expedia’s acquisition approach to growth. Since 2013, Expedia has acquired Trivago, 
Auto Escape, Wotif, and Travelocity for a total of $1.65 billion. Earlier this year, Expedia announced the 
purchase of Orbitz for $1.6 billion, which is still pending approval from the Department Of Justice.  

These acquisitions have failed to create shareholder value as shown above, but EPS growth has masked this 
fact by growing at 18% compounded annually since 2010. The impact of an acquisition on a company’s 
accounting earnings is not indicative of its economic value to shareholders, a point illustrated by the high-low 
fallacy.  

Since traditional analysts rarely discuss the cash flow impact of acquisitions, few investors are aware of their true 
costs. In the case of Expedia, acquisition-driven balance sheet expansion costs equaled approximately 
$4.43/share, an amount that should be deducted from 2014 earnings. In total, Expedia’s economic earnings per 
share were -$1.17 in 2014, which falls well below the reported GAAP EPS of $2.99. Longer-term, Expedia has 
failed to generate positive economic earnings in any year since going public in 2005. 

 

http://blog.newconstructs.com/�
http://www.newconstructs.com�
http://www.moneylifeshow.com/SaveFiles1/Upload_Files/150914%20-%20Danger%20Zone.mp3�
http://www.moneylifeshow.com/�
https://www.newconstructs.com/portfolio-safe-momentum-stops/�
https://www.newconstructs.com/education-net-operating-profit/�
https://www.newconstructs.com/the-high-low-fallacy-dont-believe-the-merger-hype/�
https://www.newconstructs.com/the-high-low-fallacy-dont-believe-the-merger-hype/�
https://www.newconstructs.com/wall-street-analysts-find-danger-zone/�
https://www.newconstructs.com/education/education-close-the-loopholes/education-economic-earnings/�


   DILIGENCE PAYS 9/14/15 

 

Page 2 of 5 
 

Competitors are High Quality and High Quantity 

Expedia faces competition from a host of travel and lodging booking sites, hotels/airlines/car rentals’ own 
websites, and large online travel agency Priceline (PCLN: $1,288/share). Priceline also has been on an 
acquisition spree, but, unlike Expedia, it has done so in a more shareholder-friendly manner. Priceline maintains 
a top quintile ROIC of 54% and generates positive economic earnings.  

Just this year, Amazon launched its travel-booking site Amazon Destinations. While the service still focuses on a 
small client demographic, Amazon Destinations has access to a captive client base of 244 million consumers 
already using Amazon. Google also announced a new travel feature, Google Flights, earlier this year. Google 
Flights shows travel information immediately in Google search results, which allows consumers to compare 
airfares without ever leaving Google. One would be remiss to not point out non-traditional competition from the 
likes of Airbnb as well. 

A Rising Tide Doesn’t Lift All Boats 

Much of the bull case behind Expedia relies upon its position in the travel booking industry. In late July, UBS 
estimated that a combined Expedia and Orbitz would have a 73% share of the U.S. online travel agency market. 
Additionally, the travel agency market is estimated to be a $1.3 trillion growing industry. However, simply 
occupying the space does not ensure success for Expedia. As shown above, its past history of acquisitions has 
not been successful in growing true cash flows and with more competition entering the market, further 
consolidation and margin compression is likely. To reach the profit levels bulls believe are possible, Expedia 
must execute its acquisition of Orbitz without further deterioration of already negative cash earnings, which does 
not appear possible unless the terms of the deal change drastically. The bigger problem for bulls is how much 
the current share price already implies Expedia’s profits will grow. Put another way, the bigger problem for bulls 
is that the share price seems blinded by the EPS performance and oblivious to the negative economic 
performance of Expedia’s business. 

Buyout Risk Seems Minimal 

In the online travel agency market, the two largest players are Expedia and Priceline. As such, any merger action 
would likely come in the form of smaller acquisitions by these two. An acquisition of Expedia by Priceline, or vice 
versa, would certainly raise antitrust issues. Additionally, with over $2.9 billion in debt (17% of market cap) and 
an overvalued share price, we find it unlikely Expedia will be acquired. 

Impact of Footnotes Adjustments and Forensic Accounting 

We have made several adjustments to Expedia’s 2014 10-K. The adjustments are: 

Income Statement: we made $250 million of adjustments with a net effect of removing $42 million of unusual 
expenses (<1% of revenue). We removed $146 million related to non-operating expenses and $104 million 
in non-operating income. 

Balance Sheet: we made $5.9 billion of balance sheet adjustments to calculated invested capital with a net 
increase of $1.3 billion. The largest adjustment was the inclusion of $2.9 billion due to asset write-downs. This 
adjustment represented 62% of reported net assets. 

Valuation: we made $5.1 billion of adjustments with a net effect of decreasing shareholder value by $1.9 billion. 
The largest adjustment to shareholder value was the removal of $670 million in minority interests.  This liability 
represents 4% of Expedia’s market cap. 

Valuation Is Overly Optimistic 

Despite the challenges noted above, Expedia has been one of the best performing stocks over the past few 
years. Price momentum has boosted the shares to dangerous levels when analyzed through the lens of a 
discounted cash flow model. To justify its current price of $116/share, Expedia must grow NOPAT by 16% 
compounded annually for the next 14 years. IBIS World estimates that the travel agency industry will grow by 
2.3% compounded annually through 2020. Placing a bet on Expedia would mean that the company can grow its 
business significantly faster than the industry, which implies Expedia makes large market share gains while also 
improving margins. With no large competitors left to acquire, we find it hard to believe Expedia can organically 
take such significant market share. 
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Even if Expedia is able to grow NOPAT by 10% compounded annually for the next decade, the stock is worth 
$51/share today – a 56% downside. 

No matter how you slice the high expectations already embedded in the stock, it is clear the valuation of EXPE 
has more room to fall than rise. 

Merger Uncertainty Remains Large Catalyst 

In the short term, the biggest catalyst to Expedia’s share price is the pending approval/disproval of the Orbitz 
merger. EXPE jumped 14% the day the merger was announced, and has risen in total 48% since the 
announcement. If the DOJ rules that a combined Expedia/Orbitz would create an illegal monopoly and 
subsequently rejects the merger, Expedia’s shares would fall. On the other hand, approval of the merger 
appears already baked into the price, as shown above.  

Long-term, Expedia must fend off competition from every angle. Any signs of weakness or losing ground to 
incumbent Priceline, or newcomers, like Amazon, Google, or Airbnb could undermine the positive price 
momentum that has elevated the stock to such lofty heights.  

Short Interest Implies Some Have Realized Expedia’s Overvaluation 

Expedia short interest stands at 11.6 million shares, which represent 9% of shares outstanding. While not as 
large as some other companies we’ve seen, it is apparent that a portion of investors have realized the troubles at 
Expedia. 

Executive Compensation Could Be More Shareholder Friendly 

Executives at Expedia receive base salaries, cash bonuses, and equity awards. The compensation committee 
has a wide range of factors on which they base cash bonuses and equity awards. These factors include 
business and financial performance, executives’ individual performance, general economic conditions, and non-
cash compensation as a percentage of adjusted EBITDA. We would much rather see Expedia have more 
specific goals for management, such as economic profits, rather than a general list of factors that determine 
executive compensation. 

Dangerous Funds That Hold EXPE 

The following ETFs allocate significantly to EXPE and earn a Dangerous-or-worse rating. 

1. PowerShares Nasdaq Internet Portfolio (PNQI) – 2.3% allocation and Dangerous rating 

2. First Trust DJ Internet Index Fund (FDN) – 2.2% allocation and Very Dangerous rating 

Disclosure: David Trainer and Kyle Guske II receive no compensation to write about any specific stock, style, or 
theme. 
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New Constructs® – Profile 

How New Constructs Creates Value for Clients 

We find it. You benefit. Cutting-edge technology enables us to scale our forensics accounting 
expertise across 3000+ stocks. We shine a light in the dark corners of SEC filings so our clients 
can make safer, more informed decisions. 

Our stock rating methodology instantly informs you of the quality of the business and the fairness of 
the stock’s valuation. We do the diligence on earnings quality and valuation so you don’t have to. 

 
In-depth risk/reward analysis underpins our ratings. Our rating methodology grades every stock, ETF, 

and mutual fund according to what we believe are the 5 most important criteria for assessing the 
quality of an equity. Each grade reflects the balance of potential risk and reward of buying that 
equity. Our analysis results in the 5 ratings described below. Very Attractive and 
Attractive correspond to a "Buy" rating, Very Dangerous and Dangerous correspond to a "Sell" 
rating, while Neutral corresponds to a "Hold" rating. 

 
QUESTION: Why shouldn’t fund research be as good as stock research? Why should fund investors 

rely on backward-looking price trends? 
ANSWER: They should not. 
 
Don’t judge a fund by its cover. Take a look inside at its holdings and understand the quality of 

earnings and valuation of the stocks it holds. We enable you to choose the best fund based on its 
stock-picking merits so you do not have to rely solely on backward-looking technical metrics.  

 
 The drivers of our forward-looking fund ratings are Portfolio Management (i.e. the aggregated ratings 

of its holdings) and Total Annual Costs. The Total Annual Costs Rating (details here) captures the 
all-in cost of being in a fund over a 3-year holding period, the average period for all fund investors. 

 
Our Philosophy About Research 

Accounting data is not designed for equity investors, but for debt investors. Accounting data must be 
translated into economic earnings to understand the profitability and valuation relevant to equity 
investors. Respected investors (e.g. Adam Smith, Warren Buffett and Ben Graham) have repeatedly 
emphasized that accounting results should not be used to value stocks. Economic earnings are what 
matter because they are: 
 

1. Based on the complete set of financial information available. 
2. Standard for all companies. 
3. A more accurate representation of the true underlying cash flows of the business. 

 

Additional Information 

Incorporated in July 2002, New Constructs is an independent publisher of investment research that 
provides clients with consulting and research services. We specialize in quality-of-earnings, forensic 
accounting and discounted cash flow valuation analyses for all U.S. public companies. We translate 
accounting data from 10Ks into economic financial statements, i.e. NOPAT, Invested Capital, and 
WACC, to create economic earnings models, which are necessary to understand the true profitability 
and valuation of companies. Visit the Free Archive to download samples of our research. New 
Constructs is a BBB accredited business and a member of the Investorside Research Association. 
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DISCLOSURES  

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no 
management ties to the companies it covers.  None of the members of New Constructs’ management team or the management team of any 
New Constructs’ affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers.  New Constructs does not 
perform any investment or merchant banking functions and does not operate a trading desk.   
New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any 
trading whereby an employee may exploit inside information regarding our stock research.  In addition, employees and managers of the 
company are bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was 
under consideration for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New 
Constructs issues a report on that security. 
New Constructs is affiliated with Novo Capital Management, LLC, the general partner of a hedge fund. At any particular time, New 
Constructs’ research recommendations may not coincide with the hedge fund’s holdings.  However, in no event will the hedge fund receive 
any research information or recommendations in advance of the information that New Constructs provides to its other clients. 

 

DISCLAIMERS  

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered 
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure 
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal, 
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial 
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this 
report may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any 
such investments or investment services. 
Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but 
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs 
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to 
results that may be obtained from the information presented in this report. Past performance should not be taken as an indication or 
guarantee of future performance, and no representation or warranty, express or implied, is made regarding future performance. Information 
and opinions contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change 
without notice. New Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different 
conclusions from, the information presented in this report. Those reports reflect the different assumptions, views and analytical methods of 
the analysts who prepared them and New Constructs is under no obligation to insure that such other reports are brought to the attention of 
any recipient of this report.  
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not 
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to 
making any investment decision or for any necessary explanation of its contents.   
This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which 
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.  
This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material, 
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including 
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of 
the linked site do not in any way form part of this report.  Accessing such websites or following such hyperlink through this report shall be at 
your own risk.  
All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered 
in any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All 
trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New 
Constructs. 
Copyright New Constructs, LLC 2003 through the present date. All rights reserved. 
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