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Homebuilder Primer 
 

Over the next couple of weeks, we plan to look at the larger homebuilders for earnings 

quality issues and a few more industry-specific measures.  Longer-term clients will 

remember that we followed this group heavily in the years 2005-09.  There were several 

issues we had with the companies and the overall fundamental back-drop that we reviewed.  

These included: 

 

1) For 50-years, homeownership in the US had been 64%-65% and suddenly it surged to 

69% in just a few years.  The homebuilders benefitted from these millions of extra 

home sales. 

2) Many of the companies had purchased cheap land years before and marking up land 

values was the bulk of their profits. 

3) Investors were conditioned to believe that because much of the land was controlled 

with options to buy, the homebuilders only risked minimal potential of sizeable asset 

write-downs. 
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4) Inventories of homes under construction and existing spec homes were actually a 

much larger area for asset impairments in a downtown.   

5) Several unconsolidated joint ventures and other entities carried high debt levels and 

often led to either cash outflows to support them or additional asset impairments.  

 

At this point, we do not see overwhelming evidence of a housing bubble.  However, the 

turnaround phase of value investing and rapid earnings gains in the homebuilders from 

returning to normal times may be over.  It may make sense to differentiate the primary 

players on some risk factors and whether they have more conservative or aggressive 

accounting policies and operating methods.  In addition to reviewing joint ventures, 

earnings levers, and accounting noted above, we will introduce a couple new risk areas that 

we will view in the context of the macro housing numbers: 

 

• Housing ownership rates have returned to long-term levels and housing starts have 

more than doubled off several all-time low years.   

 

• Arguably, homebuilding is reaching equilibrium based on annual razed homes, 

population growth, and population movement at the current 1.3 million starts.   

 

• Home sales have been rising amid higher interest rates – we think the risk that a 

sale occurs or doesn’t over 50-100bp is overblown.  However, homebuilders dependent 

on raising prices to drive EPS growth may find boosting prices amid rising rates more 

difficult. 

 

• Population movement within the country is very pronounced in our view from high-

tax areas to low-tax areas.  Areas with new population due to relocation may be 

stronger for builders and those losing population could be a problem for builders.  So, 

we want to review geographic concentration for the players in the industry. 

 

 

We believe the housing bubble excesses have been absorbed 

 

Our evidence for that is that the market has absorbed the foreclosures from 8-10 years ago 

and homeownership rates have returned to normal.  Here is the data from the St. Louis Fed 

from 1965 on.  Ownership rose after WW2 above 60% and stayed there for decades.  This 

data shows 63%-65% for another 35 years until the 2000’s arrived and homeownership rates 

https://fred.stlouisfed.org/data/RHORUSQ156N.txt
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jumped to 69% in 2006 before bottoming at 63% again in 2016.  The market is back to 65% 

homeownership rates.   

 

It is important to remember that the home ownership rate is not a population driven 

percentage.  During all those years, population growth was still seeing more people buy 

homes even though the percentage of people owning homes did not change.  The basic figures 

we have seen are 300,000 homes are destroyed every year – fire, flood, cleared for a new 

football stadium, or simply torn down.  Population growth requires about 400,000-500,000 

new homes per year.  That puts equilibrium at about 750,000 new homes needed per year.  

On top of that, there are homeowners with multiple homes – some are rentals, some are 

homes in transition where a family buys a new one but has not or cannot sell the prior home, 

and vacation homes.  That puts total new homes needed at about 1.3-1.5 million units per 

year as a longer-term situation.  That figure moves around at the margin based on the 

economy.  The market is also back to the 1.3 million figure for new homes being built: 

 

 

 
 

 

If you want to see the housing bubble, this chart shows it well.  An extra 1% of 

homeownership is about 1 million new homes.  Adding 0.3%-0.6% per year for several years 

is how housing starts stayed above 1.5 million for well over a decade.  And the housing bust 

is obvious too, with several years of housing starts around 0.5 million, which was not even 

replacing homes being torn down and population growth.  Even in years of 18% interest 
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rates in the early 1980s and a smaller population, the US was routinely building 1.0 million 

new homes, so the level of the bust was severe in our view.   

 

Thus, from a total market standpoint, we do not see significant red flags.  Bulls can argue 

the market has room to move closer to 1.5-1.8 million housing starts and bears can argue 

that the new normal is actually 1.0 million.  Under either situation, the homebuilders may 

not see the same level of difficulty as falling from 2.2 million starts to 0.5 million or maintain 

the same level of euphoria as going from 0.5 million to 1.3 million.  Those big moves appear 

unlikely.   

 

 

However, two additional macro risks exist in our view – Interest Rates and 

Population Migration.   

 

Given that the media focuses on nothing but interest rates and the FED 24/7 these days, we 

do not think many people are unaware of that risk.  However, we do not think it is viewed 

correctly.  There are clearly more than financial reasons why people buy homes.  We would 

never have done 1 million housing starts with rates at 18% in 1980 when the buyers had a 

history with 4%-5% rates if financing costs were the primary issue.  The current interest 

rates remain historically low and have been increasing due to the economy gaining strength 

and more jobs being created, which probably play a bigger part in why more homes are being 

bought even as rates have increased.  There should be a difference between 3% mortgage 

rates and 9%, but no one is fearing that in the next couple of years. We do not see the risk 

that homebuilders who have seen sales volumes nearly triple from the lows with interest 

rates rising from the 3% to 4% level will see no one buy at 4.3% rates.  History has disproven 

that too many times – rates were rising in 2006 during the industry’s banner year and have 

risen over 100bp since 2016 yet sales are increasing.   

  

We see the risk of modestly higher rates is not that people will buy fewer homes but instead 

will buy modestly cheaper homes.  Mortgages and homes are sold based on the monthly 

payment.  Borrowing $300,000 for 30 years at 4% is a $1,432 payment.  At 4.5%, the 

payment becomes $1,520 (6% higher) and at 5.0% the payment rises 12% to $1,610.  That 

$80-$90 per month can be reduced or eliminated by cutting $5,000-$15,000 off the home 

price.  That’s the risk to the homebuilders in our view – many have been increasing EPS via 

raising prices.  If people can still buy the house but cut a few corners, and the builder sees 

flat pricing, earnings growth could be impaired.  We will discuss this factor for the various 

builders we review. 
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We also do not think it is a big surprise for many to hear that people are moving from high-

tax areas to low-tax areas.  The number of electoral votes is allocated on population and 

states like New York, Michigan, and Illinois are steadily losing electoral votes.  From 1980 

to 2020, New York lost 12 votes, Michigan 5, Illinois 6.  California gained 10 but has only 

gained 1 since the 1990 census.  Meanwhile, Texas and Florida have each gained 12.  U-

Haul reservations can show this trend too via supply/demand for moving truck rentals.  We 

choose some cities at random, renting a 26’ truck on March 1, 2019: 

 

 Pickup in Brooklyn, NY and dropping off in Jacksonville, FL is $3,303 

 Reverse that trip starting in Jacksonville – the rate is $726 

 

 Pickup in Chicago, IL and dropping off in Tampa, FL is $1,896 

 Reverse that trip and start the trip in Tamp – the rate is $846 

 

 Pickup in Los Angeles, CA and dropping off in Dallas, TX is $3,790 

 Reverse that trip starting in Dallas – the rate is $1,138 

   

We believe that homebuilders with larger operations in states with growing populations 

should have less risk than those with larger operations in states with flat or shrinking 

populations.  Nationwide, the country could do 1.4 million new home starts and not make 

much news.  But, within that total, Texas could be up 10% and California down 8%. 
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D.R. Horton (DHI)- EQ Review and Risk Factors 

Report 
 

 

 

Current EQ Rating* Previous EQ Rating 

4+ NA 

 
*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

We initiate coverage of DHI with a 4+ (Acceptable) rating. 

 

This report also assesses risk factors for DHI in the context of our homebuilder overview. 

See the intro above. 

 

D.R. Horton (DHI) remains one of the cleaner homebuilding operators that has not branched 

out into a number of new areas such as investing in apartments or selling/installing solar 

panels.  Like other builders, it buys and sells land and has financial services related to 

mortgage origination and title insurance.  However, it sells the loans and servicing rights 

and does not carry the insurance risk.  DHI has 96.5% of revenues related to homebuilding, 

1.2% to land sales, and 2.3% to financial products.  That is already a positive in our view.   

 

The P/E is under 10 and with strong recent EPS growth.  The debt is only 36% of equity 

which includes the debt from its largest JV and does not factor in cash.  It is growing the 

dividend now, which is likely to change based on the business environment both up and 

down.  This is about as clean as a homebuilder comes and that is why it gets a 4+ rating to 

start.  We see some areas of pricing weakness right now that could hurt EPS, but the higher 

volumes are still driving the total figure upward: 

 

• Volumes sold by D.R. Horton have already tripled and are back to peak levels – 

Negative for future growth 

 

• The company does 65% of its volume in stronger markets in the Southeast and 

Southcentral U.S. – it may gain volume in a flat overall U.S. market – Positive 
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• Volume leverages fixed costs – but pricing plays a role too.  Pricing gains helped gross 

margins by 60bp in 2018 or 19-cents in EPS.  Signs are apparent that pricing gains 

may be tougher to push through.  About 10% of EPS may be at risk – Negative. 

 

• DHI appears to have plenty of land on hand and under option to operate for over 5 

years at current sales volumes.  The cost of land also appears low and even options 

prices appear unlikely to squeeze margins much at all – Positive. 

 

• A material impairment risk on land or options appears very low.  It can lose some 

earnest money but that is unlikely to be a major issue.  It also does not have much 

exposure to JV debt – Positive 

 

• Homebuilding impairments are a larger risk than land in our view – but still very 

minor.  They ran about 15-30bp of sales in recent years.  If pricing does flatten for 

new homes, the accounting model could result in more bearish forecasts for cash flows 

and cause 100-200bp of margin squeeze instead of 15-30bp.  Immediate risk – very 

low.  Moderate-term – risk increases. 

 

• We have few problems with the balance sheet, $3.3 billion in debt matures about $500 

million per year, the company has $1.36b in cash and mortgage loans for sale.  

Reserve accounts have held up and look unlikely to produce an earnings problem – 

Positive. 

 

• The cash flow statement shows working capital consuming cash as the volumes of 

homes built increases.  Moderation in volume growth may free up more cash.  Debt 

maturities are manageable at $300-$500 million per year if the company opts not to 

roll it over – Positive. 

 

 

D.R. Horton from a Macro Perspective 

 

Our Housing primer report discusses four factors:  homebuilding rates returning to normal 

levels across the country, home ownership rates also returning to normal, population 

migration within the states from high-tax areas to low-tax areas, and interest rates.   
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D.R. Horton benefitted from the market for homebuilding recovery across the country.  The 

company saw home sales fall from 51,980 in 2006 to 17,421 in 2011 and came in at 52,740 

in 2018.  We believe that level of growth is unlikely to recur.  Investors should be more 

focused on volumes increasing at slower rates at this point.  That is a negative going 

forward. 

 

The company does continue to benefit by having two-thirds of its sales volumes in the 

Southeast (Alabama, Florida, Georgia, Mississippi, Tennessee) and Southcentral (Texas, 

Oklahoma, Louisiana).  Those are states still attracting more population movement.  We 

would rate that as a positive for DRI at this point.  It should help offset slower volume 

growth nationwide if key markets continue to need new homes to handle rising populations 

in individual states.   

 
 2018 2017 2016 2015 2014 

Growth in Volume 13% 14% 10% 28% 18% 

Growth in Price 0% 2% 2% 3% 7% 

 

If we focus on the Southeast at 29% of revenues, Southcentral at 24%, and the West at 24% 

- while volume growth has held up, pricing has started to see some weakness: 

 

Volume  2018 2017 2016 2015 2014 

Southeast 11% 17% 20% 27% 15% 

Southcentral 13% 8% 7% 27% 20% 

West 15% 8% 5% 27% 18% 

 

Pricing 2018 2017 2016 2015 2014 

Southeast 1% 1% 1% 5% 7% 

Southcentral 0% 4% 4% 9% 6% 

West -2% 5% 6% 3% 12% 

 

The company operates in stronger housing markets in our view and should benefit relative 

to some others in the industry even if housing starts nationwide flatten out - DHI could still 

see some volume growth.  We are not saying that if total U.S. starts fall by 100,000 or more, 

that DHI will not be hurt. 
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Pricing is a Key Item: 

 

Our concern is that modestly higher interest rates cause people to push back on housing 

prices a bit and downgrade cabinets or sinks or require more incentives.  These are homes 

selling for about $250,000 in the southeast and southcentral and close to $500,000 in the 

west.  4% +/- is $10,000 in selling price for the first two and +/- $20,000 for the west.  That 

is where we think some of the past growth is most at risk for D.R. Horton. 

 

The company has noted that it has faced higher construction cost and passed those through 

as higher selling prices: 

 

“Gross profit from home sales increased 21% to $3.3 billion in 2018 from $2.7 billion 

in 2017 and increased 130 basis points to 21.3% as a percentage of home sales 

revenues. The percentage increase resulted from improvements of 60 basis points due 

to the average selling price of our homes closed increasing by more than the average 

cost, 40 basis points from a decrease in warranty and construction defect expenses 

and 30 basis points from a decrease in the amortization of capitalized interest.”  

 

60bp of margin in 2018 adjusted for a 21% effective tax rate was worth 19-cents per share.  

That’s 5% of EPS.  That also only factors in the increase in selling prices over higher costs.  

What if there is no price increase in a given year?  The company already saw lower pricing 

in the West last year and only modest gains in the Southcentral.  Pricing alone from the 

Southeast was 21-cents of the $3.81 DHI posted in 2018.  Higher pricing in the Southcentral 

was 21-cents in 2017 versus the $2.74 posted.   

 

In the first quarter of 2019 (ended in December), DHI reported that its East division had a 

290bp drop in gross margin due to higher home costs and the Southcentral had a 100bp drop 

in gross margin due to lower average selling prices for new homes.   

 

From a macro standpoint, we think DHI can continue to see some volume gains in its key 

areas that produce 65% of total unit sales.  However, the pricing gains are already flattening 

or reversing in some places.  That alone could swiftly cut EPS growth.  This is more of a risk 

for DHI in our view as pricing can impact EPS by as much as 10% 

 

D.R. Horton also caters to a higher percentage of first-time homebuyers.  There is a plus to 

that in that those buyers do not have to sell another house.  However, it also means they 



 

10 | Behind the Numbers 

 

 

 

are not rolling over equity from another inflated home value into the new purchase and have 

fewer resources overall.  That should make them more price sensitive than other buyers.   

 

 

Land and Land Accounting 

 

There are two questions to ask here:  Does the company have enough land to operate for the 

foreseeable future and what is its financial exposure? 

 

We do believe DHI has enough land to meet demand for several years.  The volume of homes 

sold last year was just under 53,000.  As noted earlier, that is a high level historically.  The 

company already has 128,500 lots that are owned directly.  Of that total 36,500 are fully 

developed and ready for home construction.  The remaining could likely be developed very 

quickly to the extent they need water/sewer installed, sidewalks and roads.  That gets the 

company through over two years at high sales volumes.  There is another 180,900 under 

option or purchase contract, which is another 3.5 years of land supply.   

 

The land directly owned should require little in additional investment.  That cash is already 

spent.  The lots under option have already required a deposit of $449 million and an 

additional $6.9 billion would be spent if DHI acquires everything on option.  DHI bought a 

75% interest in land developer called Forestar.  Forestar holds 18,800 of the 180,900 lots 

under option and would require $706 million in additional payments (that is part of the $6.9 

billion).  While it would be influenced on actual location – we’re not seeing too much in land 

inflation to squeeze D.R. Horton margins.   

 

Based on lots owned now and balance sheet value – DHI is about $38,500 per lot.  The lots 

under option represent a per lot value of $40,600.  That’s only a 5% difference and where 

they are in the country would impact that.  Essentially, that should give DHI a stable cost 

for a key part of the homebuilding operation for several years to come.  Plentiful land and 

locked in low prices are positives for D.R. Horton. 

 

In 2006, investors used to focus solely on the land on the books and earnest money paid for 

options.  They would argue that was the downside of the deal.  In reality, it was a bit more 

complicated.  The easy part, if the land is listed as is – the carrying value needed to be 

compared to what the selling prices are at fair market value.  A simple lower of cost or 

market comparison: If land was selling for $50,000 and was on the books for $35,000 – no 
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action was needed.  If land was selling for $25,000 and was on the books for $35,000 – a 

$10,000 impairment would be required. 

 

Land that is part of the housing community project is a larger issue.  The builder is unlikely 

to plan on selling many individual lots in the middle of the community.  So, the value of the 

land is on the books, then the builder makes an assessment of what it will cost to develop 

the remaining land to reach the stage when everything is a finished lot and that is compared 

to the fair market value of finished buildable community land.  This may be 100 lots at 

$40,000 and it will require an additional $500,000 to finish development – thus the expected 

investment is $4.5 million (100 * $40,000 + $500,000).  That $4.5 million figure is compared 

to fair market value and a lower of cost or market assessment is made that may require no 

action or an impairment to be recorded. This is a bigger issue for spec homes than it is for 

land and we’ll discuss that below.  The point to keep in mind is it can mean the homebuilder 

has more exposure than simply the money already invested or earnest money on deposit.   

 

Finally, if a homebuilder forfeits options on the joint venture – that may wipe out that entity 

and the builder may want to keep it alive.  Often the JVs have debt and the reason for the 

entity is to allow the builder to control some land without tying up its own capital.  The JV 

would be doing its own set of impairment assessments and dealing with creditors who may 

be looking at land sales happening over 6 years instead of 2 to repay them.  The homebuilder 

may have an incentive to support the JV longer with cash infusions to keep the lot options 

alive.   

 

At this point, we rate all of this as a low risk for D.R. Horton.  The land on the books is 

cheap.  It’s valued at 10%-20% of the value of the total house being planned for it.  The cost 

to complete lots is also likely fairly low and often the land development is largely complete 

by the time the home construction begins.  In terms of deals they can walk away from and 

forfeit the deposits – D.R. Horton is limited to $449 million already spent.   

 

That leaves only the Forestar deal where DHI owns 75% of it.  Given that DHI went to the 

trouble of formally buying a controlling interest, it likely wants that land.  Forestar only 

has $120 million in debt which is on DHI’s books already and the remaining purchase price 

on Forestar lots is $522 million.   
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Homebuilding Inventory Is More Material  

 

This is where D.R. Horton has more potential risk in our view.  When a community of homes 

is built, the company builds some model homes and those will eventually be modified and 

sold as homes too.  Also, margins in homebuilding are impacted by getting many tasks done 

on a continuous basis rather than fits and starts.  For example, it may be cheaper to pour 

concrete for 12 houses on one day and later have the electricians wire each house and simply 

move to the next one only 12 feet away and finish that one…  They can maximize 

subcontractor and crew time in this manner and schedule them more easily too.   

 

One of the issues that arises with this construction method is the homebuilder doesn’t 

necessarily leave lots 3, 18, 33, 56, and 87 empty while homes are built all around them 

simply because no one bought those lots yet.  The builder starts construction on those lots 

too and hopes to sell them during construction or after completion.  These homes under 

construction without a buyer become spec homes.  All of this is subject to impairment testing 

– the value of the model homes, the value of the spec homes, and the value of the homes 

under contract and the estimated cost to complete and sell all three are compared to the 

carrying value.    

 

Much like land and lot improvements – these homes and the whole community is part of 

inventory for a period of time.  Unlike land, there are more variables.  For example, if the 

home was sold for $300,000 and later on, the price of lumber adds $10,000 to costs – that 

can trigger an impairment.  A design issue that has to be modified after construction has 

begun can also cause an impairment.  The builder has to compare the future cash flows of 

what it expects to receive against the amount invested and expected to be invested.  The 

sales figure can be influenced by the level of incentives to move the house, the current 

market for home prices, a less desirable view.  All costs incurred including the land plus all 

expected future costs to complete the project have to be taken into account too.  Capitalized 

interest is also part of Cost of Goods Sold so arguably that could impact future expected cash 

flows if rates increase.   

 

As we noted above, with lots, the value is about $40,000.  With homes, they can be $500,000 

in California or $250,000 in Texas.  It may only be a 2% problem, but it’s a 2% problem on 

a larger cost figure.  There are currently 33,700 homes in inventory at D.R. Horton – the 

bulk of those are under construction and are under contract to be delivered.  The total 

homebuilding inventory is about $5.8 billion.   
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There is very little in the near term that would lead us to forecast a big write-off here.  In 

fact, impairments have been minor of late: 

 

 

Impairments 2018 2017 2016 

Land $13.4 $17.0 $11.1 

Home Inv. $10.9 $23.2 $20.3 

 

This is only 15-30bp of margin in recent years.   

 

Rising real estate values a big factor in preventing impairments.  Quite frankly, one would 

likely need to forecast declining prices for homes to generate a material level of impairment 

when impairments were $1.2 billion and $2.4 billion in 2007 and 2008.  We do not consider 

that realistic possibility at the moment.  We currently consider the impairment risk low and 

we again point to DHI operating heavily in stronger markets.  Impairments are likely to 

always happen, in 2015 they were $60 million and $85 million in 2014.  A market of rising 

home prices likely keeps these impairments minor.  A flat pricing market may create a 100-

200bp risk factor for margins.   

 

 

D.R. Horton’s Balance Sheet and Cash Flow Are Solid 

 

Removing the risk of a major write-down and having a sizeable amount of land to operate 

already in place, gives comfort for the income statement.  It also helps the balance sheet 

since land and homes in inventory are $11.6 billion of $14.5 billion in total assets.  The 

balance sheet shows conservatism also.   

 

First debt is only $3.3 billion including Forestar against $737 million in cash and $9.3 billion 

in equity.  In addition, to the cash, there is $622 million in mortgage loans for sale.  As we 

noted, DHI sells mortgage loans and servicing rights immediately and deals largely with 

US mortgage agency approved loans.  The debt is fixed rate and is well staggered.  

Maturities are $300-$500 million per year.  The company continues to accrue warranty and 

legal reserves too.  Warranty reserves are nearly 3 years of 2018’s payout rate.  Legal 

reserves are nearly 7 years of 2018’s payout.   

 

The cash flow statement shows working capital investment growing as the company’s 

volume of homes built rises.  That is not surprising.  If the rate of growth slows just a little, 

DHI’s cash flow may improve materially.  In 2018, income of $1.46 billion became cash from 
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operations of $545 million because of about $1 billion in higher working capital.  Capital 

spending is minor as the subcontractors deal with much of the equipment.   
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McCormick (MKC) EQ Update-12/18 Quarter 
 

 

Current EQ Rating* Previous EQ Rating 

3- 4- 

 
*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

We lower our earnings quality rating to 3- (Minor Concern). 

 

MKC reported adjusted EPS of $1.67, 3 cps below the consensus. Management blamed the 

miss partly on inventory destocking by customers, in particular, one large customer that 

experienced problems with its ordering systems. The impact on the bottom line was 

magnified by the fact that the destocking involved a disproportionate share of more 

profitable products. We note several one-time benefits to the quarter, without which the 

miss would have been even larger. These benefits prompt our reduction in the earnings 

quality rating.  

 

Putting aside earnings quality issues, we note that the company’s valuation remains high 

at 24 times forward earnings even after the post quarter stock price decline. The debt level 

is also a concern. The validity of the company’s inventory destocking explanation for the 

shortfall is a fundamental question beyond the scope of an earnings quality review.   

 

• Management indicated that the tax rate for the quarter was lower than anticipated 

due to “due to the favorable impact of discrete items, principally a higher level of stock 

option exercises.” The adjusted tax rate for the full year was 19.6%, lower than the 

company’s full-year estimate given in the third quarter of 21%. This implies tax 

expense was over $10 million lower in the fourth quarter than the previous forecast 

which amounts to about 8 cps. There was a $6.7 million benefit to tax expense in the 

quarter related to adjustment from the Tax Act which the company removed in its 

calculation of adjusted EPS. Still, there was obviously a material benefit to tax 

expense from stock option exercises.   

 

• Other income received a boost of $6 million from the gain on the sale of an office 

building. This would have added about 4 cps but would have been partially offset by 

$4 million in office consolidation expense which management said was recognized 

over the back half of the year.  
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• Days payable continued to rise, jumping about 9 days over the year-ago quarter as 

the company extends payment terms with suppliers.  

 

• Adjusted debt/EBITDA remains elevated at 4x in the wake of the Frank’s and 

French’s acquisition. The company has a goal of reducing debt to 3x by 2020 and has 

suspended its buyback and share repurchase program. The dividend is well covered, 

consuming about 40% of FCF.  
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ResMed (RMD) EQ Update-12/18 Quarter 
 

 

Current EQ Rating* Previous EQ Rating 

3- 3- 

 
*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

We maintain our earnings quality rating of 3- (Minor Concern) pending receipt of the10-Q 

to review more details on the company’s warranty accruals, receivables financing, and 

accrued expenses.  

 

RMD’s 12/18 quarter adjusted EPS of $1.00 beat estimates by 7 cps. However, a sizeable 

revenue miss resulted in a sharp stock price decline. Management blamed the sales shortfall 

from a disruption related to a device upgrade in France and Japan.  

 

• The tax rate was lower than expected due to a $13.1 million higher than usual tax 

benefit from stock option exercises. This would have added about 9 cps to earnings 

implying a 2cps miss without the benefit.  

 

• RMD completed acquisitions of MatrixCare and Propeller Health which resulted in 

the company suspending the buyback  
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Colgate Palmolive (CL) EQ Update-12/18 Quarter 
 

 

Current EQ Rating* Previous EQ Rating 

3- 3- 

 
*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

We maintain our earnings quality rating of 3- (Minor Concern) 

 

CL reported adjusted EPS of $0.74 in the 12/18 quarter, a penny above the consensus 

estimate. We maintain our earnings quality rating of 3- (Minor Concerns). 

 

• Inventory days (DSI) jumped by two day over the year-ago quarter. We will review 

inventory components after the 10-K is released.   

 

• Advertising expense was up in the quarter as a percentage of sales and the company 

was clear this will remain a trend in 2019. Meanwhile, raw materials costs reportedly 

rose 8% in 2018 and management expects a 6% increase in 2019. This is expected to 

be offset by price increases and cost savings. We will be watching for an extension of 

the Global Growth and Efficiency Program.   

 

• We note that cash from operations was flat from last year and the slight improvement 

in free cash flow was only due to capital spending falling from 2.0% of sales to 1.7%. 

The dividend consumes over 60% of free cash and the remainder does not cover the 

buyback. The saving grace is that debt/EBITDA is under control at approximately 1.5 

times EBITDA.  
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Air Products & Chemicals (APD) EQ Update-12/18 

Quarter 
 

 

Current EQ Rating* Previous EQ Rating 

3- 3- 

 
*For an explanation of the EQ Review Rating scale, please refer to the end of this report  

 

We maintain our earnings quality rating of 3- (Minor Concern).  

 

 

APD reported adjusted EPS of $1.86 which fell a penny short of the consensus estimates. 

Management did cite a 1 cps drag from “non-operational” sources.  

 

• Changes in estimates related to contracts accounted for under the percentage-of-

completion accounting method resulted in a $10 million gain in the quarter compared 

to no impact in the year-ago period. This added approximately 3.5 cps to earnings. 

This is the second quarter with a material beneficial swing from this area.  

 

• Inventory days were up about 3.5 days over the year-ago quarter. This was likely 

mostly due to the company’s move to 100% FIFO accounting at the beginning of the 

previous quarter. We remain concerned that the move to FIFO has the impact of 

understating cost of sales relative to the LIFO method which can artificially depress 

cost of sales recognized on the income statement.  
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Initial Thoughts from 4Q Press Releases of Companies 

Covered Under EQ Review 
 

Companies under our EQ Review coverage which have reported results since our last issue 

include MDLZ, LANC, BAX, SYK, ETN, HSY, DHR, TMO, FB, and BLL. We have performed 

an initial review of the press release financial statements on these companies and presented 

a few thoughts on some of those companies below. In all cases, we are waiting for the release 

of SEC filings and press release transcripts before finalizing our EQ Review ratings for the 

quarter.  

 

 

Mondelez (MDLZ) 

Current EQ Rating  2- (Weak) 

 

Adjusted EPS in-line with expectations at $0.63. 

 

• We will need the 10-K to analyze the trend in receivables adjusted for factoring.  

• Inventory DSI’s rose almost 2 days over the year-ago quarter.  We need 10-K to review 

the changes in components. A continuation in the disproportionate increase in 

finished goods inventory will increase our concern. 

• Days payable continued to rise, topping 125 days versus last year’s 121. We remain 

concerned about how long this temporary boost to cash flow growth can continue. 

 

 

Lancaster Colony (LANC) 

Current EQ Rating 3- (Minor Concern) 

 

Adjusted EPS of $1.46 missed consensus by 2 cps. 

 

• Inventory DSIs rose by approximately 2.5 days over last year. We will review 

components when 10-Q is released, in particular looking for disproportionate growth 

in finished goods.  

• We note there was a charge to discontinue multiple product lines 

• There was a benefit of $9.7 million (27 cps) fair value adjustment related to 

contingent consideration from Angelic Bakehouse acquisition. This was not included 

in the $1.46 of adjusted earnings. 
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Eaton (ETN) 

Current EQ Rating 3+ (Minor Concern) 

 

Adjusted EPS of $1.46 beat consensus by 3 cps 

 

• Inventory growth has moderated with DSIs rising only 1.6 days compared to almost 

5 days in the previous quarter. 

• The R&D comparison to the year-ago quarter was not as easy as the previous quarter, 

falling only 10 bps as a percentage of sales versus 30 bps last quarter. 

 

Hershey (HSY) 

Current EQ Rating 4- 

 

Adjusted EPS of $1.26 missed consensus by a penny. 

 

• Inventory DSI rose by 6 days over the year-ago quarter. Most likely due to the snack 

food acquisition during the quarter but we will make adjustments when more detail 

is provided in the 10-K. 
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Explanation of EQ Rating Scale 
 

6- "Exceptionally Strong" 

Indicates uncommonly conservative accounting policies to the point that revenue 

and earnings are essentially understated relative to the company's peers. 

Higher possibility of reporting positive earnings surprises 

5- "Strong" 

Indicates the company has no areas of concern with its reported results and we 

see very little risk of the company disappointing due to recent results being 

overstated from aggressive reporting in recent periods. 

4- "Acceptable" 

Indicates the company may have exhibited a minor “red flag”, but the severity of 

the issue is not yet a concern. Minimal risk of an earnings disappointment 

resulting from previous earnings or cash flow overstatement 

3- "Minor Concern" 

Indicates the company has exhibited either a larger number of or more serious 

warning signs than companies receiving a 4. The likelihood of an immediate 

earnings or cash flow disappointment is not considered to be high, but the signs 

mentioned deserve a higher degree of attention in the future. 

2- "Weak" 

Indicates the company’s recent reported results have benefitted materially from 

aggressive accounting. Follow up work should be performed to determine the 

nature and extent of the problem.  There is a possibility that upcoming results 

could disappoint as the impact of unsustainable benefits disappears. 

1- "Strong Concerns" 

Indicates that the company’s recent results are significantly overstated and that 

we view a disappointment in upcoming quarters is highly likely.  

 

 
In addition to the numerical rating, the EQ Review Rating may also include either a minus or plus sign. A minus 

sign indicates that our analysis shows the overall earnings quality of the company has worsened since the last 

review and there is a possibility the numerical rating will fall should the problem continue into the next quarter. 

Likewise, a positive sign indicates that the overall earnings quality is improving, and the company may see an 

upgrade in its numerical rating should the trend continue.  

 
Key Points to Understand About the EQ Score 

 

The EQ Review Rating is much more than a blind, quantitative scoring method. While we utilize proprietary 

adjustments, ratios, and methods developed over decades of earnings quality analysis, the foundation of all of 

our analysis is reading recent SEC filings, press releases, conference call transcripts and in some cases, 

conversations with managements.  

 

The EQ Review Rating is not comparable to a traditional buy/sell rating. The Rating is intended to specifically 

convey the extent to which reported earnings may be over/understated. Fundamental factors such as forecasts 

for future growth, increasing competition, and valuation are not reflected in the rating. Therefore, a high score 

does not in itself indicate a company is a buy but rather indicates that recent results are a good indication of the 

underlying earnings and cash generation capacity of the company. A low score (1-2) will likely result in us 

performing a more thorough review of fundamental factors to determine if the company warrants a full-blown 

sell recommendation. 
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Disclosure 

 
BTN Research is a research publication structured to provide analytical research to the financial community. 

Behind the Numbers, LLC is not rendering investment advice based on investment portfolios and is not registered 

as an investment adviser in any jurisdiction. Information included in this report is derived from many sources 

believed to be reliable (including SEC filings and other public records), but no representation is made that it is 

accurate or complete, or that errors, if discovered, will be corrected.  

 

The authors of this report have not audited the financial statements of the companies discussed and do not 

represent that they are serving as independent public accountants with respect to them. They have not audited 

the statements and therefore do not express an opinion on them. Other CPAs, unaffiliated with Mr. Middleswart, 

may or may not have audited the financial statements. The authors also have not conducted a thorough "review" 

of the financial statements as defined by standards established by the AICPA. 

 

This report is not intended, and shall not constitute, and nothing contained herein shall be construed as, an offer 

to sell or a solicitation of an offer to buy any securities referred to in this report, or a "BUY" or "SELL" 

recommendation. Rather, this research is intended to identify issues that investors should be aware of for them 

to assess their own opinion of positive or negative potential. 

 

Behind the Numbers, LLC, its employees, its affiliated entities, and the accounts managed by them may have a 

position in, and from time-to-time purchase or sell any of the securities mentioned in this report. Initial positions 

will not be taken by any of the aforementioned parties until after the report is distributed to clients, unless 

otherwise disclosed. It is possible that a position could be held by Behind the Numbers, LLC, its employees, its 

affiliated entities, and the accounts managed by them for stocks that are mentioned in an update, or a BTN 

Thursday Thoughts. 



 

 

 

 

 


