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This Media Giant Should Continue Its Dominance in 2017
Warren Buffet’s advice to “be fearful when others are greedy, and be greedy when others are fearful,” presents
an interesting conundrum for investors considering The Walt Disney Company (DIS: $109/share). Over the past
two years, the market has displayed equal parts greed (when it comes to Disney’s booming movie business) and
fear (over cord-cutters putting pressure on ESPN’s business model).
Buffet’s advice could arguably be applied in either direction. We believe the fears over ESPN are overblown and
represent a short-term challenge, while the strength of Disney’s movie franchises should have a positive impact
on numerous other business segments to continue the long-term growth of the business.
Impressive Track Record Of Success
Few companies can match Disney’s consistent growth in profitability over the past decade and a half. Since
2002, Disney has grown after-tax profit (NOPAT) by 15% compounded annually while improving its return on
invested capital (ROIC) from 2% to 12%. As Figure 1 shows, both metrics have trended up in every year except
for 2009 over that time.
Figure 1: Disney’s Profitability Since 2002

Sources: New Constructs, LLC and company filings.

Disney’s current 12.3% ROIC is higher than any of the other large media conglomerates, including Fox (FOXA),
Comcast (CMCSA), Viacom (VIAB), and Time Warner (TWX). In addition, it’s the only one of these companies to
have positive and rising economic earnings.
True Platform Value
Over the past couple years, we’ve often pushed back against companies that grow aggressively through
acquisitions. Most notably, we criticized Bill Ackman’s claim that the “platform value” of companies like Valeant
(VRX) justified lofty valuations and overpriced acquisitions.
While our skepticism of Valeant has been validated, that doesn’t mean we reject the concept of platform value.
Some companies really do have a platform that allows them to acquire competitors and unlock hidden value.
Disney is one of those companies.
No other company can match Disney in terms of brand value, creative expertise, or the breadth of its content
monetization channels. These assets enable the company to buy up beloved intellectual property (Pixar, Marvel,
Page 1 of 5

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

DILIGENCE PAYS 1/11/2017
LucasFilm), churn out blockbusters, and then aggressively monetize the success of those films through theme
park attractions, licensed toys, and spin-off TV series.
Investors miss the point when they point to the relatively small (17% of operating income) size of the film
division. The true magic of Disney is that it continues to rake in cash from its films years after they leave the box
office. 1 By monetizing IP better than anyone else, Disney has a unique ability to grow through acquisitions in a
way that creates real value for shareholders, as evidenced by its rising ROIC.
ESPN Concerns Are Overstated
Every time Disney has another hit, you can count on the bears to come out of their dens and grumble about how
ESPN subscriber numbers, not box office receipts, are what really matter.
It is true that ESPN has been shedding subscribers recently, although there’s some debate as to exactly how
many it’s losing. What you don’t often hear in these debates is that this subscriber loss didn’t start in the past
couple of years. ESPN’s subscriber numbers actually peaked in 2010 at 100 million. They’ve since dropped to 90
million. As you’ll remember from Figure 1, that hasn’t stopped Disney from doubling its NOPAT (and tripling its
stock price).
The drop in subscribers comes from cord-cutters, many of whom were not watching ESPN in the first place. Core
demand for ESPN hasn’t changed, which is why the network has been able to keep raising its affiliate fees to
compensate for declining subscriber numbers.
Many analysts treat cord-cutting as an existential threat to the business model of TV networks, but it’s really just
a change to the means of distribution. There may be some short-term disruption to ESPN’s profits as it learns the
best way to deliver its content through live streaming services, but the long-term outlook is strong. Live sports
rights remain some of the most valuable commodities in the media business.
Fears Lead To Cheap Valuation
Let’s take a moment to consider Disney’s accomplishments over the past year and a half. Since the summer of
2015, Disney has:
•
•
•
•
•
•

Successfully restarted the Star Wars franchise with Force Awakens
Proved it can expand the Star Wars universe with Rogue One, opening up the potential for scores of
new movies and licensable characters, content, and merchandise
Had several other $1 billion+ movies with Zootopia, Finding Dory, and Captain America: Civil War
Grown NOPAT by 14% in 2015 and 6% in 2016
Increased its ROIC from 11% to 12.3%
Expanded its reach in China with the opening of Shanghai Disney

One might reasonably expect the market to reward a company with those achievements. Instead, DIS is down
7% since July 1, 2015. This disconnect creates a compelling value opportunity in the stock.
At its current price of $109/share, Disney has a price to economic book value ratio of just 1.2, which implies that
the market expects that the company will grow NOPAT by no more than 20% over the remainder of its corporate
life.
If Disney can grow NOPAT by just 4% compounded annually over the next 15 years, the stock has a fair value of
$137/share today, which is a 26% upside from the current stock price. The company has grown NOPAT by 15%
compounded annually over the past 15 years, so 4% annual growth seems like a conservative estimate.
Potential catalysts for the stock price to break out of its rut include:
•
•
•
•

1

New value creating acquisitions
A successful standalone streaming service from ESPN (or a spinoff at the right valuation)
Further expansion in China
More blockbusters, whether that’s the Star Wars and Marvel universes exceeding expectations, success
from the live action Beauty and the Beast, or the relaunch of the Indiana Jones franchise in 2019.

Example: My two year-old niece received a Frozen dress, cape, jacket, and book for Christmas this year.
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Buyback Plus Dividend Yield of 5.7%
In 2016, Disney repurchased $7.5 billion worth of stock (4.3% of its market cap). The company has over $30
billion remaining on its buyback authorization, so there’s no reason to expect a slowdown in the pace of buyback
activity. In fact, with the completion of Shanghai Disney, we may see even greater free cash flow from Disney
going forward, which would support even more capital return.
Combine Disney’s buyback with its 1.4% dividend yield, and the company returns roughly 5.7% of its market cap
to shareholders annually.
Executive Compensation Leads To Responsible Management
Roughly 90% of compensation for Disney executives comes in the form of performance-based bonuses. 25% of
performance-based compensation is tied to ROIC. Even better, Disney calculates ROIC in a fairly rigorous
manner (better than most) that lines up well with economic reality.
ROIC is the primary driver of shareholder value, so we appreciate Disney tying a significant portion of
executive’s bonuses to this important metric. Holding executives accountable for efficient capital allocation
decisions can help companies outperform their industry peers, as demonstrated by the performance of our
Executive Compensation Tied to ROIC portfolio (23% vs. 9% for the S&P 500 since inception).
Disney’s compensation practices give us confidence that management will continue to be responsible stewards
of shareholder capital. Rumors continue to swirl that Disney might buy Netflix (NFLX) or Twitter (TWTR), but
either of these acquisitions would have a large negative impact on ROIC. Disney’s executive compensation
incentives penalize management for such value-destroying acquisitions.
Impact of Footnotes Adjustments and Forensic Accounting
In order to derive the true recurring cash flows, an accurate invested capital, and an accurate shareholder value,
we made the following adjustments to Disney’s 2016 10-K:
•
•
•

Income Statement: We made $1.4 billion of adjustments, with a net impact of removing $498 million of
non-operating expense. We removed the impact of a $129 million write-down due to the discontinuation
of the Infinity Console business. You can see all the adjustments made to DIS’s income statement here.
Balance Sheet: We made $11.4 billion of adjustments, with a net impact of adding $5.2 billion to
invested capital. The largest adjustment was adding $4 billion back due to accumulated other
comprehensive income. You can see all the adjustments made to DIS’s balance sheet here.
Valuation: We made $40.9 billion of adjustments with a net impact of decreasing shareholder value by
$33.5 billion. The largest adjustment was the removal of $23.5 billion due to total debt, including $2.4
billion to off-balance sheet debt. You can see all the adjustments made to DIS’s valuation here.

Minimal Insider Selling And Short Interest
Over the past 12 months, Disney insiders have bought 25 thousand shares and sold 438 thousand shares for a
net effect of 413 thousand shares sold, or less than a tenth of a percent of Disney’s total shares outstanding.
Short interest is also relatively low at just under 2 percent. ESPN’s struggles have attracted some negative
attention, but the strength of the rest of the business, along with a cheap valuation, seem to be scaring shorts
away.
Attractive Funds That Hold DIS
The following funds receive our Attractive-or-better rating and allocate significantly to Disney.
•
•
•
•

iShares US Consumer Services ETF (IYC): 4.8% allocation and Attractive rating
SPDR Dow Jones Industrial Average ETF Trust (DIA): 3.6% allocation and Very Attractive rating
American Century Mutual Funds: Select Fund (ASERX): 3.1% allocation and Very Attractive rating
Valued Advisors Trust: BFS Equity Fund (BFSAX): 3% allocation and Attractive rating

This article originally published here on January 11, 2016.
Disclosure: David Trainer and Sam McBride receive no compensation to write about any specific stock, sector,
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 forensic 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.

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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