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Too Many Positive Catalysts to Count for This Media Giant 
One thing we’ve learned in our years picking stocks is that it’s not enough to find a company that’s undervalued: 
a catalyst for the market to recognize the stock’s true value must exist. Without a catalyst, a stock can stay 
undervalued for years. 

We recommended Disney (DIS: $109/share) to investors two years ago. Absent any major catalysts, the stock 
underperformed in 2017. The announcement of the 21st Century Fox (FOXA) acquisition and Disney/ESPN 
streaming services provided a boost that helped DIS beat the S&P 500 in 2018. The expected completion of the 
Fox acquisition and launch of Disney+ should, along with other catalysts, provide further upward momentum for 
the stock. We are reiterating our buy recommendation for Disney in this week’s Long Idea.  

Track Record of Value-Creating Acquisitions 

The key to our Disney thesis is its tremendous platform value. 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, LucasFilm), churn out multiple blockbuster films, 
and, then, aggressively monetize the success of those films through theme park attractions, licensed toys, and 
spin-off TV series. 

Figure 1 shows the company’s long-term track record of success creating value through acquisitions. Disney’s 
return on invested capital (ROIC) has improved from 7% in 2005, the year before it bought Pixar, to 12% TTM. 

Figure 1: DIS ROIC Since 2002  

 

 
 

Sources: New Constructs, LLC and company filings 

At a price tag of ~$70 billion, Disney’s acquisition of most of 21st Century Fox’s assets will be nearly five times 
larger than those three major acquisitions combined. For that price tag, Disney will get: 

• Avatar: the highest grossing movie of all time with a rumored 4 sequels upcoming 
• X-Men and Deadpool: rounding out the Marvel Cinematic Universe 
• Smaller but still successful franchises like Ice Age and Planet of the Apes 
• A large number of critically acclaimed TV series from the FX network that can meaningfully contribute to 

a potential streaming service 
• A controlling stake in Hulu, which is currently growing at a faster rate than Netflix (NFLX) 
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It’s impossible to break out the exact cash flows of these assets due to the fact that they’re bundled with other 
Fox assets that won’t be part of the transaction, such as the Fox broadcast network, Fox News, and its regional 
sports networks. Therefore, we can’t model how this acquisition will impact ROIC in the short-term. However, 
Disney’s track record of creating value from acquisitions should give investors confidence that this deal will 
create value over the long-term. 

Superior Exec Comp Ensures Efficient Capital Allocation 

Disney’s track record of improving ROIC is no coincidence. The company places a high emphasis on ROIC as its 
primary measure of profitability. In a recent interview with Barron’s, CEO Bob Iger gave this response when 
asked how he measures profitability in the movie business: 

“It’s all about return on invested capital. I just mentioned box office, but I’m much more focused on ROIC. The 
ROIC in the broader movie business is probably in the low single digits, and we have years that it’s above 30%. 
And that’s because of choices we’re making. The franchises and the name value of these. There was a purpose 

to all of this. It didn’t just happen. It was designed.” 

That emphasis on ROIC extends to executive compensation. Roughly 90% of compensation for Disney 
executives comes in the form of performance-based bonuses, and 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. 

Disney’s compensation practices give us confidence that management will continue to be responsible stewards 
of shareholder capital. We think it’s safe to say Iger and the rest of the executive team have done their diligence 
to ensure that the economics of the Fox acquisition will create value for shareholders. After all, their bonuses 
depend on it. 

Combining the Best in Class Media Companies 

In addition to acquiring numerous valuable assets in the Fox deal, Disney will partner with one of the few media 
companies that has managed to rival it in terms of profitability in recent years. Figure 2 shows that both Disney 
and Fox have consistently earned a higher ROIC than their peer group1 since 2014. 

Figure 2: DIS and FOXA ROIC vs. Peers  

 

 
 

Sources: New Constructs, LLC and company filings 

By acquiring Fox, Disney gains great content while absorbing the company that poses the most competition. 

 

 

                                                 
1
 Which consists of CBS (CBS), Comcast (CMCSA), and Viacom (VIAB). 
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Timing Is Right for Disney+ to Gain Market Share 

Another benefit of the Fox acquisition, as noted above, is that it gives Disney new content to flesh out its 
upcoming Disney+ service. Critically acclaimed FX shows such as Atlanta, The Americans, Fargo, and more will 
complement Disney’s existing, more family-friendly content. Disney will also be licensing third-party content for 
its streaming service, which will allow it to build out an impressive content library from the get go. 

All this content will make Disney+ a serious competitor to Netflix right as the streaming giant’s position looks 
somewhat vulnerable. Investors love to focus on Netflix’s original content, but analysis from 7Park data suggests 
that licensed content still accounts for over 60% of streaming hours on the platform. 

This reliance on licensed content could hit Netflix hard in 2019 and 2020 when the owners of all that content start 
pulling their shows in order to launch their own services. In addition to Disney, NBCUniversal plans to launch a 
streaming service in 2020, and Warner Media has plans for its own service. Those two companies own The 
Office and Friends, the #1 and #3 streaming shows on Netflix, respectively. 

7Park also found that, in 2017, 42% of Netflix subscribers watched almost solely licensed content. Even if that 
amount has fallen by half since then, that leaves 20% of Netflix subscribers that will derive significantly less 
value from the service when licensed content starts to disappear. 

Add in the fact that Netflix is raising its price again this year, from $11/month to $13/month, and there may be 
plenty of subscribers looking to switch. Iger has already promised that Disney+ will be priced below Netflix, so 
the service could prove to be an attractive alternative. 

In addition, Disney already has a rapidly growing streaming service in Hulu, which recently topped 25 million 
subscribers, up 50% from a year ago. Disney plans to expand Hulu internationally in the near future, which could 
be a significant growth driver. 

ESPN+ has also been a modest success for Disney. The sports streaming service, which only includes events 
and shows that aren’t broadcast on its cable networks, topped 2 million subscribers in its first year. Many 
analysts were skeptical that the second-tier content offerings would find a following, but its quick growth proves 
that live sports are still extremely valuable. 

Each of these different offerings will allow Disney to segment its audience and maximize the value of its content.  

Micro-Bubble Winner 

If Disney+ and other new streaming services successfully pull subscribers away from Netflix, it should burst what 
we call the “Micro-Bubble” in NFLX stock, and further benefit Disney. Netflix is one of a handful of companies we 
identified last year as being significantly overvalued as our reverse DCF model shows the current stock price 
embeds unrealistic profit growth and its attendant market share gains.  

Conversely, we see Disney as a winner when the micro-bubble bursts. Right now, Disney’s valuation is 
depressed due to overblown fears that Netflix will hurt the profitability of its existing business. When the Netflix 
business model proves to be unsustainable and Disney shows it can successfully compete in the streaming 
space, we believe a great deal of the investor capital currently allocated to NFLX should flow to DIS instead. 

Currently, both NFLX and DIS have market caps of ~$160 billion. However, as Figure 3 shows, their free cash 
flow is very different. Disney has generated nearly $20 billion in FCF over the past three years, while NFLX has 
lost over $10 billion. 
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Figure 3: NFLX Loses Billions While DIS Makes Billions  

 
 
 

Sources: New Constructs, LLC and company filings 

Despite its negative free cash flow, 99% of Netflix’s current stock price depends on future cash flow growth.2 On 
the other hand, Disney’s valuation implies less than 20% growth in future cash flows. See Figure 4. 

Figure 4: Cash Flow Expectations for NFLX Are Dangerously High  

 

 
 

Sources: New Constructs, LLC and company filings 

As it becomes clear that the growth expectations implied by Netflix’s stock price are unrealistic, we expect to see 
investors pull money out of NFLX and bid up DIS. 

                                                 
2
 Future cash flow expectations (aka “PVGO”) equal the incremental present value of growth in future cash flows required to jus tify the stock 

prices. The calculation is market value minus economic book value. 
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Cheap Valuation Creates Upside Opportunity 

To put Figure 4 in more context, at its current valuation of $109/share DIS has a price to economic book value 
(PEBV) ratio of 1.2. This ratio means the market expects Disney to grow after-tax operating profit (NOPAT) by no 
more than 20% from its TTM level over the remainder of its corporate life. This expectation seems overly 
pessimistic for a company that has grown NOPAT by 13% compounded annually since 2002. 

If Disney can maintain an ROIC of ~12% after the Fox acquisition and then grow NOPAT at 4% compounded 
annually in years 2-10, the stock is worth $170/share today, a 56% upside from the current stock price. See the 
math behind this dynamic DCF scenario.  

With its long-term track record of profit growth and improving ROIC, that scenario may prove conservative for 
Disney. 

More Potential Catalysts on the Horizon 

In addition to closing the Fox acquisition and launching Disney+, we see more catalysts for DIS in 2019. 

1. Reorganization Highlights Strength of Parks Business 

Disney announced a reorganization of its operating segments last year that began to take effect in the most 
recent quarter. This reorganization will break out direct-to-consumer operations into its own segment so 
investors have more visibility into the profitability of the company’s streaming efforts. 

In addition, the reorganization combined the “Parks and Resorts” and “Consumer Products” into a single 
segment. Despite getting significantly less attention than the movie or TV business, this segment accounted for 
nearly 40% of operating income in 2018, as shown in Figure 5. 

Figure 5: Segment Operating Income For 2018  

 
 

 

Sources: New Constructs, LLC and company filings 

The Parks & Consumer segment’s operating income grew by 11% in 2018 and maintained that year-over-year 
growth rate in Q1 2019. While the Studio segment is volatile and the Media Networks segment has faced 
pressure from cord-cutters in recent years, the Parks business has grown operating income by at least 9% every 
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year since 2011. While the Consumer segment has not performed as well, the new combined segment should 
maintain a solid growth rate and could soon become the largest contributor to operating income. 

Most investors have primarily focused on the direct-to-consumer business, so there’s upside to bringing more 
focus to the strongest-performing segment of the company. 

2. Blockbuster After Blockbuster Films Coming 

Despite the strong performance from the Parks & Consumer business in Q1 2019, Disney’s ROIC dipped slightly 
due to a year-over-year decline in the Studio segment. The company faced a tough comp due to the success of 
Thor: Ragnarok and Star Wars: The Last Jedi in Q1 2018. However, the upcoming release schedule should drive 
profit growth in the studio business once again. Over the next few months, Disney will release the following 
movies: 

• March: Captain Marvel 
• April: Avengers: Endgame 
• May: Aladdin 
• June: Toy Story 4 
• July: Spider Man: Far From Home and The Lion King 
• November: Frozen 2  
• December: Star Wars: Episode IX 

As good a year as 2018 was for Disney’s Studio segment, 2019 could end up even better. This strength in the 
studio segment should drive even more growth for the Parks and Consumer Products business, due to Disney’s 
impressive monetization platform, as noted above. 

What Noise Traders Miss With DIS 

In general, markets aren’t good at identifying quality balance sheet management (i.e. capital allocation) that 
creates value. Instead, due to the proliferation of noise traders, markets are great at amplifying volatility, and 
therefore risk, in popular momentum stocks, while high-quality unconflicted & comprehensive fundamental 
research is overlooked. Here’s a quick summary for what noise traders miss when analyzing DIS: 

• Management’s focus on ROIC that’s led to superior value creation 
• Netflix’s pending loss of the licensed content (63% of its viewing hours) that could create an opening for 

Disney+ to quickly gain traction 
• The growth and profitability of the Parks business that has been buried under all the discussion of other 

parts of the company 

No Buybacks, But Safe 1.6% Dividend Yield 

Disney has bought back shares aggressively in the past, but the company announced that it’s halting buyback 
activity for the foreseeable future as it pays for the Fox acquisition. While buybacks can be nice, it’s always 
better for a company to invest capital in profitable growth opportunities, so shareholders should be pleased with 
this decision. 

Disney does still offer some capital return, as the company pays a semi-annual dividend of $0.88/share. The 
company has raised its dividend in 8 of the past 10 years, including the past two years amidst the Fox 
acquisition. Over the past three years, DIS has generated $20 billion in free cash flow vs. $7.3 billion in dividend 
payments, so it has plenty of resources to maintain and grow the dividend even with the capital requirements of 
the Fox deal. 

Insider Trading and Short Interest Trends 

There is little insight to be gained from recent insider trading trends, as they have been minimal. Over the past 
12 months, 23 thousand shares have been purchased and 909 thousand shares have been sold, for a net sale 
of 932 thousand shares. These sales represent less than 1% of shares outstanding. 

Short interest trends also don’t tell us much. There are currently 27.8 million shares sold short, which equates to 
2% of the float and 4 days to cover. Short interest has been steady and low recently, so it doesn’t appear as if 
there’s been any major swing in sentiment against the stock. 
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Critical Details Found in Financial Filings by Our Robo-Analyst Technology 

As investors focus more on fundamental research, research automation technology is needed to analyze all the 
critical financial details in financial filings. Below are specifics on the adjustments we make based on Robo-
Analyst3 findings in Disney’s fiscal 2018 10-K: 

Income Statement: we made $$6.4 billion of adjustments, with a net effect of removing $1.7 billion in non-
operating income (3% of revenue). We removed $4.1 billion in non-operating income and $2.3 billion in non-
operating expenses. The most notable adjustment was a $2.1 billion benefit from the new tax law. You can see 
all the adjustments made to DIS’s income statement here. 

Balance Sheet: we made $21.9 billion of adjustments to calculate invested capital with a net increase of $7.1 
billion. Our most notable adjustment was $3.1 billion (4% of reported net assets) in accumulated other 
comprehensive loss. You can see all the adjustments made to DIS’s balance sheet here. 

Valuation: we made $38.4 billion of adjustments with a net effect of decreasing shareholder value by $31.9 
billion. Despite this deduction to shareholder value, the stock remains undervalued. 

Attractive Funds that Hold DIS 

The following funds receive our Attractive-or-better rating and allocate significantly to DIS. 

1. Christopher Weil & Company Core Investment Fund (CWCFX) – 6.9% allocation and Attractive rating. 
2. State Farm Growth Fund (STFGX) – 6.5% allocation and Very Attractive rating. 
3. Chestnut Street Exchange Fund (CHNTX) – 5.7% allocation and Very Attractive rating. 
4. Invesco Buyback Achievers ETF (PKW) – 5.4% allocation and Attractive rating. 
5. Amplify YieldShares CWP Dividend & Option Income ETF (DIVO) – 5.2% allocation and Very Attractive 

rating. 

This article originally published on February 13, 2019. 

Disclosure: David Trainer, Kyle Guske II, and Sam McBride receive no compensation to write about any specific 
stock, style, or theme.  

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.  

                                                 
3 Harvard Business School features the powerful impact of our research automation technology in the case study New Constructs: Disrupting 
Fundamentals Analysis with Robo-Analysts. 
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care 

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent 
investment decisions. 

New Constructs leverages the latest in machine learning to analyze structured and unstructured 
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work 
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings 
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients 
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the 
firm's CEO, is regularly featured in the media as a thought leader on the fiduciary duty of care, 
earnings quality, valuation and investment strategy. 

To fulfill the Duty of Care, research should be:  

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been 
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).  

2. Un-conflicted - Clients deserve unbiased research.  

3. Transparent - Advisors should be able to show how the analysis was performed and the data 
behind it.  

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or 
mutual fund performance. 

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale 

Accounting data is only the beginning of fundamental research. It must be translated into economic 
earnings to truly understand profitability and valuation. This translation requires deep analysis of 
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for 
thousands of stocks, ETFs and mutual funds. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

http://blog.newconstructs.com/
http://www.newconstructs.com
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/


   STOCK PICKS AND PANS 2/13/19 

 

Page 9 of 9 

 

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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