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METCASH (MTS)             5th October 2014 

My intrinsic valuation of MTS is $2.87 per share assuming that MTS current EBIT margin (2.6%) remains unchanged.  

MTS has begun a 3-year capital investment program to build a new distribution warehouse and to refurbish its retail outlets.  

Assuming a modest improvement in MTS EBIT margin (3.0%) due to MTS capital investment and strategic initiatives, my intrinsic valuation increases to 

$3.62. 

The risks to MTS are: 

 Further margin deterioration. 

 Failure of strategic initiatives: price cuts, revised product mix, store refurbishment, new distribution centre. 

 Cost over-runs on capital investments. 

 Lower food price inflation. 

 Increased competition from Woolworths, Coles and ALDI. 

As of 3rd of October 2014, MTS shares were trading at $2.59, representing a: 

 9.27% discount to intrinsic value (operating margins remain at 2.6%) 

 28.41% discount to intrinsic value (operating margins improve to 3.0%) 

 

DESCRIPTION 

Metcash Limited (Metcash) is a wholesale distribution and marketing company specializing in grocery, fresh produce, liquor, hardware and automotive 

parts and accessories. The Company's operating divisions include Metcash Food & Grocery; Australian Liquor Marketers and Hardware & Automotive. Food 

and Grocery activities consists of the distribution of dry grocery, perishable and general merchandise supplies to retail outlets. Liquor activities comprise 

the distribution of liquor products to retail outlets and hotels. Hardware and Automotive comprises the distribution of hardware supplies and automotive 

parts and accessories to retail outlets. 
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PRICE HISTORY 

 

MTS is currently trading at $2.59. Revenue growth has plateaued since 2011 and there have been several significant items due to impairments, strategic 

review costs and acquisition costs.  

MTS has announced a $500-$600 million in capital investment over the next 3-4 years as part of a transformation project in March 2014. It also announced 

that it was reducing its dividend payout ratio to 60% to help fund the transformation project. 

This announcement took MTS to a at 10-year lows. The stock has traded sideways ever since. It appears that most of the bad news about the 

company seems to be reflected in the price. 
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COST OF CAPITAL 

Rather than use a regression beta, I estimated my own bottom-up beta. I did this by: 

1. Breaking down MTS’ revenue by business unit. 

2. Looking up the global industry average unlevered beta (supplied in the FCFF model and calculated annually by Damodaran). 

3. Working out a weighted-average unlevered beta (0.56) for MTS. 

4. Apply leverage (including operating leases). 

The result was a levered beta of 0.88, which is higher than the regression beta of 0.56 (estimated by Thompson Reuters).  

For my risk free rate (RFR), I’ve used the 10-year Australian Commonwealth Government Bond yield of 3.60%. 

I’ve assumed a 5% equity risk premium (ERP) which is reasonable for a AAA-rated developed market country such as Australia. 

The result is a cost of equity (CoE) of 7.99%. 

Calculating the cost of debt (CoD) proved to be a little trickier. I did this by using the synthetic debt rating worksheet included in the FCFF spreadsheet to: 

1. Calculate MTS’ interest coverage ratio (EBIT/Interest Expense + cost of operating leases) = 2.98 times.  

2. Translate MTS’ interest coverage ratio into a debt rating. All other things being equal, companies with an interest coverage ratio of 2.98 typically 

have a Baa2/BBB credit rating.  

3. Figure out an implied credit spread. The average credit default spread (CDS) for companies with a Baa2/BBB credit rating is 2% (supplied in the FCFF 

model and calculated annually by Damodaran). 

4. Add 2% CDS to the RFR to get the pre-tax cost of debt 

5. Multiply the pre-tax cost of debt by 1 – company tax rate to get the after tax cost of debt. 

The cost of capital (CoC) equals 6.17% and is simply the weighted-average of the cost of equity and the cost of debt. 
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EXPECTED GROWTH 

Earnings growth is driven by a combination of: 

 Sales growth 

 Improving margins 

 Reinvestment, where ROIC>CoC 

The FCFF model requires estimates for each growth driver. I decided to start with: 

 Last year’s revenue growth of 3.2%.  

 EBIT margin over the last 5 years. 

 Sales-to-capital ratio in-line with the global industry average % (supplied in the FCFF model and calculated annually by Damodaran). 

The majority of MTS revenues come from food and grocery retailing. Everyone needs to buy food, so assuming that MTS doesn’t lose market share, its 

revenue growth should be fairly steady. Over the last 4 years, MTS sales growth has averaged 3.7%. This is lower than its more profitable competitor, 

Woolworths (WOW), which has grown its sales at an average rate of just over 4% over the last 4 years. 

It’s reasonable to expect that the market for food will grow in-line with the growth in the overall economy, which has been just over 3%. So 3.2% sales 

growth per year is a reasonable and conservative estimate.    

MTS operating margin has averaged 2.6% over the last 5 years, which is significantly lower than WOW (5.6%). I have used this as a normalized EBIT margin.  

The sales-to-capital measures the amount of reinvestment that MTS will make to maintain and grow the business. The global average for the food and 

grocery business is 3.50%. MTS has announced a $500-$600m capital expenditure program over the next 3 years to create a new distribution centre and to 

refurbish its stores. So I have assumed $200m in capital expenditure for 2015, $150m in 2016, $150m in 2017 and then 3.5% of sales thereafter.   
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STABLE GROWTH 

I made the following stable growth (from year 10 into perpetuity) assumptions for MTS: 

 Revenue growth rate equal to the risk free rate (3.6%).  

 Debt ratio will remain similar to the current debt ratio.  

 Tax rate = company tax rate over the long-term  

 Long-term cost of capital assumed to be 6%.  

 Long-term return on capital = cost of capital.  

 Reinvestment in the business =  60% 

It’s logical to expect that, in the long-term, MTS sales growth rate will not exceed the growth rate of the overall economy.  And the risk free rate usually 

tracks GDP growth over the long-term. I’ve decided to give MTS the benefit of the doubt and assume that its sales growth will be a higher once it has 

refurbished its stores and upgraded its product offering. That said, I think it’s reasonable to expect that MTS will not have the same revenue growth as its 

dominant competitor WOW. This is how I arrived at 3.6% revenue growth rate. 

I’ve assumed that MTS debt-to-capital ratio will remain unchanged. MTS is a mature, low-margin, low-risk business, so it’s reasonable to expect that MTS 

will continue to fund itself using debt. Being a retailer, MTS will continue to use operating leases. I’ve chosen to treat them as debt since they represent 

contractual liabilities that must be paid. 

MTS current effective tax rate (28%) is slightly lower than the company tax rate (30%). To be on the safe side, I’ve assumed that MTS will pay the company 

tax rate in the future. 

My long-term cost of capital (6%) is slightly lower than its current cost of capital (6.17%). This reflects the assumption that MTS’ cost of capital will reduce as 

its EBIT margin, and consequently its interest coverage ratio and credit default spread, improve. 

It is unlikely that MTS will have a significant competitive advantage in the future, so I’ve assumed that the long-term return on capital (6%) is equal to the 

cost of capital (6%).  

Revenue growth (3.6%) divided by the cost of capital (6%) provides the reinvestment rate of 60% 
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VALUATION 

Putting this all together, I get a value of $2.87 per share. The stock is currently trading at a 9.27% discount to my intrinsic valuation (current share price as of 

30/9/2014 is $2.59). 

 

 

Base year 1 2 3 4 5 6 7 8 9 10 Terminal year
Revenue growth rate 3.20% 3.20% 3.20% 3.20% 3.20% 3.24% 3.29% 3.33% 3.38% 3.42% 3.42%
Revenues 13,393.00$ 13,821.58$ 14,263.87$ 14,720.31$  15,191.36$ 15,677.48$ 16,186.06$ 16,718.26$ 17,275.31$ 17,858.53$ 18,469.29$ 19,100.94$     
EBIT (Operating) margin 3.14% 3.09% 3.03% 2.98% 2.92% 2.87% 2.82% 2.76% 2.71% 2.65% 2.60% 2.60%
EBIT (Operating income) 420.62$      426.61$      432.55$      438.44$       444.25$      449.99$      455.84$      461.79$      467.84$      473.98$      480.20$      496.62$          
Tax rate 28.00% 28.00% 28.00% 28.00% 28.00% 28.00% 28.40% 28.80% 29.20% 29.60% 30.00% 30.00%
EBIT(1-t) 302.85$      307.16$      311.44$      315.67$       319.86$      323.99$      326.38$      328.79$      331.23$      333.68$      336.14$      347.64$          
 - Reinvestment 200.00$      150.00$      150.00$       134.59$      138.89$      145.31$      152.06$      159.16$      166.63$      174.50$      198.15$          
FCFF 107.16$      161.44$      165.67$       185.28$      185.10$      181.07$      176.74$      172.07$      167.05$      161.64$      149.48$          
NOL -$             -$             -$             -$             -$             -$             -$             -$             -$             -$             -$             -$                

Cost of capital 6.17% 6.17% 6.17% 6.17% 6.17% 6.14% 6.10% 6.07% 6.03% 6.00% 6.00%
Cumulated discount factor 0.9419 0.8871 0.8356 0.7870 0.7413 0.6984 0.6583 0.6206 0.5853 0.5522
PV(FCFF) 100.93$      143.22$      138.44$       145.82$      137.22$      126.47$      116.34$      106.79$      97.77$         89.25$         

Terminal cash flow 149.48$      

Terminal cost of capital 6.00%

Terminal value 5,793.95$   

PV(Terminal value) 3,199.22$   

PV (CF over next 10 years) 1,202.24$   

Sum of PV 4,401.46$   

Probability of failure = 0.00%

Proceeds if firm fails = $0.00

Value of operating assets = 4,401.46$   

 - Debt 1,881.25$   

 - Minority interests 7.60$           

 +  Cash 25.00$         

 + Non-operating assets 10.00$         

Value of equity 2,547.61$   

 - Value of options $0.00

Value of equity in common stock 2,547.61$   

Number of shares 888.00         

Estimated value /share 2.87$           

Price 2.59$           

Price as % of value 90.28%
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MTS has issued equity options to senior management. I’ve chosen to ignore these options in my calculations. They are few in number (0.33% of shares on 

issue if fully exercised) and will therefore have minimal impact on the share price. 

MTS appears to modestly undervalued, assuming that its EBIT margin remains at its current level. But what if its operating margins improve?  

It’s reasonable to assume that they might if MTS capital investment over the next three years improves its operating efficiency and increases its margins. I 

decided to value the effect of a modest improvement in operating margins from 2.6% to 3% (while holding everything else constant). 

 

 

 

 

 

 

 

 

 

 

 

 

 



10 
Daniel Grioli 

I now get a value of $3.62 per share. The stock is currently trading at a 28.41% discount to my intrinsic valuation (current share price as of 30/9/2014 is 

$2.59). 

 

 

 

Base year 1 2 3 4 5 6 7 8 9 10 Terminal year
Revenue growth rate 3.20% 3.20% 3.20% 3.20% 3.20% 3.24% 3.29% 3.33% 3.38% 3.42% 3.42%
Revenues 13,393.00$ 13,821.58$ 14,263.87$ 14,720.31$  15,191.36$ 15,677.48$ 16,186.06$ 16,718.26$ 17,275.31$ 17,858.53$ 18,469.29$ 19,100.94$     
EBIT (Operating) margin 3.14% 3.13% 3.11% 3.10% 3.08% 3.07% 3.06% 3.04% 3.03% 3.01% 3.00% 3.00%
EBIT (Operating income) 420.62$      432.14$      443.96$      456.10$       468.56$      481.35$      494.69$      508.60$      523.12$      538.27$      554.08$      573.03$          
Tax rate 28.00% 28.00% 28.00% 28.00% 28.00% 28.00% 28.40% 28.80% 29.20% 29.60% 30.00% 30.00%
EBIT(1-t) 302.85$      311.14$      319.65$      328.39$       337.36$      346.57$      354.20$      362.12$      370.37$      378.94$      387.86$      401.12$          
 - Reinvestment 200.00$      150.00$      150.00$       134.59$      138.89$      145.31$      152.06$      159.16$      166.63$      174.50$      228.64$          
FCFF 111.14$      169.65$      178.39$       202.78$      207.68$      208.89$      210.07$      211.21$      212.31$      213.35$      172.48$          
NOL -$             -$             -$             -$             -$             -$             -$             -$             -$             -$             -$             -$                

Cost of capital 6.17% 6.17% 6.17% 6.17% 6.17% 6.14% 6.10% 6.07% 6.03% 6.00% 6.00%
Cumulated discount factor 0.9419 0.8871 0.8356 0.7870 0.7413 0.6984 0.6583 0.6206 0.5853 0.5522
PV(FCFF) 104.68$      150.51$      149.06$       159.59$      153.95$      145.90$      138.28$      131.08$      124.26$      117.81$      

Terminal cash flow 172.48$      

Terminal cost of capital 6.00%

Terminal value 6,685.33$   

PV(Terminal value) 3,691.41$   

PV (CF over next 10 years) 1,375.12$   

Sum of PV 5,066.53$   

Probability of failure = 0.00%

Proceeds if firm fails = $0.00

Value of operating assets = 5,066.53$   

 - Debt 1,881.25$   

 - Minority interests 7.60$           

 +  Cash 25.00$         

 + Non-operating assets 10.00$         

Value of equity 3,212.67$   

 - Value of options $0.00

Value of equity in common stock 3,212.67$   

Number of shares 888.00         

Estimated value /share 3.62$           

Price 2.59$           

Price as % of value 71.59%


