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Bath & Body Works Earnings: Return to Growth in Sight as

Demand Stabilizes; Shares Attractive

Analyst Note Jaime M. Katz, CFA, Senior Equity Analyst, 25 Nov 2024

Shares of narrow-moat Bath & Body Works popped 16% during Nov. 25 trading, as the business
surfaced improving trends in its third-quarter results. Notably, a 3% increase in sales, to $1.6 billion,
marked the first quarter of positive growth since the third quarter of 2021, a trend we believe will be
restored in 2025. Positive store traffic and conversion as well as a normalization in candle demand
supported low-single-digit growth across all three segments (body care, home fragrance, and soaps and
sanitizers) in both the quarter and year-to-date period, signaling demand BBW may have finally
bottomed out. Additionally, operating margin performance of 13.5% was slightly better than the 13% we
had forecast, as some marketing expense shifted closer to the holidays. Although 2024's fourth quarter
is set for a top-line decline, lapping a 14-week quarter last year, it appears the operating margin should
remain flat, benefiting from pricing (AUR improvement and flat merchandise margin), buying and

occupancy prowess, and supply chain improvements.

We are likely at the trough of operating margin perfarmance in 2023 (17%), and we believe that a return
to sales growth, along with efforts to expand the business, will contribute to restored profit expansion in
2025 and beyond. Newer brand extensions in men's, lip, laundry, and hair (10% of sales) have
performed well and help elevate repeat business while reaching new customers. Such innovation is the
linchpin of our long-term projection for 3% average sales growth over the next decade. Furthermore,

BBW has held firm on its long-term targets for a gross margin of 45% and operating margin of 20%,
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Sector Industry

I Consumer Cyclical Specialty Retail numbers that are in line with our long-term projections. These factors will allow us to hold our $67 fair

Business Description

Bath & Body Works is a specialty home fragrance and
fragrant body care retailer operating under the Bath &
Body Works, C.0. Bigelow, and White Barn brands. The
company generates most of its business in North
America, with just 5% of sales from international
markets in fiscal 2023. For fiscal 2023, 74% of sales
stemmed from the brick-and-mortar network (which was
composed of more than 1,800 retail stores), similar to
2022 levels, as consumer shopping patterns remained to
normal. Future growth is expected from store
reformatting, digital and international channels, as well

as adjacent category expansions like hair and laundry.

value estimate intact, and we still view shares as significantly undervalued. As an aside, BBW remains
one of the best-positioned retailers, with 85% of its supply chain operating domestically, resulting in
little tariff risk.

Business Strategy & Qutlook Jaime V. Katz, CFA, Senior Equity Analyst, 26 Nov 2024

We believe Bath & Body Works has carved out a solid competitive edge in the sizable addressable
markets in which it operates. The company’s strong brand intangible asset is supported by its leadership
position across the bath and shower and candle air freshener industries in recent years, which has been
bolstered by BBW's quick response to consumer trends. Quantitatively, the narrow moat is reinforced by
a 37% average return on invested capital excluding goodwill that we expect the business to generate

over the next decade, well ahead of our 8% weighted average cost of capital estimate.

Outside of the $6 billion air care and $12 billion bath, shower, and sanitizer markets, we think the
beauty industry and category adjacencies still offer a plethora of upside over time relative to BBW's
estimated 2024 sales of $7.3 billion. The firm has outlined a compelling pipeline of opportunities to
reach new consumers and stimulate sales conversion ahead. For example, not only can BBW add
expansion products like shaving and facial care, but it can also expand its penetration in categories like
haircare, men's care (most recently with grooming), lip, and laundry.

This robust pipeline of opportunities should support average sales growth of 2% over fiscal 2024-28
(including a 2% decline in 2024). We forecast sales of $8.3 billion in 2028, which is contingent on
average sales growth of 3% from North American stores, 3% from the digital channel, and 8% from
international opportunities starting in 2025. This should be supparted by elevated engagement with the
brand, as there is more than 80% brand awareness among women 18-59 years old (and 60% of men in
the same cohort). Longer term, operating margins should return to the low 20s (from a 17% estimate in
2024) as the firm's is able to leverage costs again on rising sales. Furthermore, while postpandemic
consumer spending could continue to center around categories like travel, BBW should see solid
demand trends ahead, with our forecast for organic growth slightly below the roughly 4% growth
projection (Euromonitor) for the North American beauty and personal care industry during 2024-28.

Growth could be faster with new line extensions.

Bulls Say Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024

» BBW is set to renegotiate leases over time. Favorably updated rent agreements, new off-mall locations,

and productivity gains from updated format conversions could help boost profits.

» The firm has rolled out a new customer loyalty app nationally; at last disclosure, it has attracted 38

million active members that comprise 80% of US sales. This should support repeat customer sales

growth.
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» Growth opportunities exist in white-space categories including the clean, natural organic space,

skincare, haircare, laundry, and men's products.

Bears Say Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024
» A downshift in demand around mall retailing could further slow footfall, tempering demand. Mall
locations still represented about 55% of the fleet in November 2024 (versus 61% in 2016).

» Consumer trends can change rapidly, leading to a mismatch in customer assortment and demand. This

could take time to remedy and temporarily hinder profits if BBW has to discount to clear inventory.

» As covid risks remain minimal, consumers could further shift discretionary spending from soaps and

sanitizers to other categories, ceding additional volume benefits to the operating margin.

Economic Moat Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024

Bath & Body Works is the number-one specialty home fragrance (40% of sales), body care and fragrance
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(40%), and hand soap and hand sanitizer (15%) vendor in America, with brand visibility supported by its
nearly 1,900 owned locations. With these three market-leading categories constituting around 95% of
BBW's total sales, we believe it signals the product offerings' strong resonance with the firm's consumer
base. According to Euromanitor, BBW holds the second spot in the $12 billion North American mass
bath and shower business (behind wide-moat Unilever), with share of 13% in 2023 (most recently
available), and more than double the share of number-three player Dial (owned by narrow-moat
Henkel). In the $2.3 billion candle air freshener category, BBW held an impressive 32% share in 2023,
second only to Yankee Candle (38%, a Newell brand) and around triple the next competitor's (Glade,
owned by S.C. Johnson) market share. In skincare, BBW has realized slow gains in awareness, as it held
more than 3% share in 2023. Given the intense competition and fragmented nature of the skincare
industry, we view this steadfast position as evidencing the company's solid brand intangible asset; BBW
holds the fourth-largest market share after CeraVe (6.7%, owned by wide-moat L'Oreal), Neutrogena
(4.2%, a wide-moat Kenvue brand), and Olay (owned by wide-moat Procter & Gamble). Overall, Bath &
Body Works has demonstrated its ability to maintain or gain market standing independent of external
conditions (particularly in the bath and shower and candle businesses), which indicates a brand

intangible asset exists.

The perpetual introduction of unique product offerings, with floor sets rotating every four to six weeks
on average, has also helped BBW post consistent financial performance over the last decade, and we
contend this has led to these solid market share positions. For example, sales grew to $7.4 billion in
2023 from $2.6 billion in 2010, while the net store base growth was up just 11% in locations over the
same time frame. But beyond the nearly 300% increase in sales over this time frame, such robust
demand has allowed for the continued extraction of operating gains from the model, evidenced by an
operating margin of 17% in 2023. We believe consistency in historical margins (above 20%, but which
have recently been temporarily eroded by inflation and expense deleverage on normalizing
postpandemic sales) stems from the pricing power of the business, which generated 42% average gross
margins in 2019-23, ahead of the mid-30s that narrow-moat beauty retailer Ulta and high 30%-rate no-
moat specialty retailer Williams-Sonoma were able to capture over the same time frame. As evidence,
while BBW shower gel prices around $13.50 (and above) per 10-ounce bottle, Dove clocks in around
$7.50 for 20 ounces and Dial at less than $6.49 for 16 ounces. Even with a buy one/get one free
promotion, BBW is handily outpacing its peers on a price/ounce basis. All in, we believe such factors
demonstrate the consumer resonance of the offering, and as such, we believe BBW warrants a narrow

economic moat rating.

Part of BBW's productivity gains can be quantified via improving average sales per square foot—a
particular bright point, given the struggles other mall retailers have faced in recent years in stimulating
foot traffic. Sales per square foot clocked in at around $1,100 in 2023, handily outperforming numerous

retailers with similar geographic exposure. For reference, most other department store-type retailers
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(Kohl's, Macy's, JC Penney) have historically generated around $200 per square foot, metrics which
have become difficult to parse as omnichannel sales have become pervasive. Those consumer retailers
that have aligned with or surpassed BBW's sales per square foot have generally been significant market
leaders (wide-moat Apple), those that have a particularly small footprint (Warby Parker), or firms that

are considered luxury brands (Tiffany, narrow-moat Lululemon).

Additionally, we contend that part of BBW's robust productivity metrics are a result of the company's
ability to perpetually adjust its retail footprint to incorporate higher-performing locations into the mix.
While around one quarter of the store fleet is in Class A or -B malls, around 55% of locations are now in
specialty, strip malls, and other types of real estate, where conversion is often higher. When consumers
visit an off-mall location, it tends to be with purpose and intent, rather than to just peruse (like those
walking through a mall might do). Given the higher productivity of these locations, we expect BBW to
accelerate its focus on off-mall boxes. The brand had around one quarter of its boxes in weaker
demographic Class C and -D malls. With Class D units seeing shorter average lease terms (two to three
years), BBW should be able to continue to adjust the footprint of its fleet in order to maximize four-wall
productivity. Furthermore, we think flat shipping costs and in-store-only offerings should entice
consumers to shop BBW's physical boxes, supporting traffic and ticket growth while bounding the shift
to e-commerce relative to other retailers (e-commerce represented 21% of 2023 sales).

With a proven blueprint to follow and continued spending on product innovation, BBW's sales should be
able to pace near market growth ahead (beyond the 2% dip we forecast for 2024), supporting continued
brand equity. Euromonitor projects below 4% average beauty and personal care growth domestically
between 2024-28. Our sales forecast over the same time frame for BBW averages 2%, including the 2%
decline in 2024. However, over the remainder of our forecast, BBW's sales growth should still trend in
line with the industry considering its existing business lines, with 3% growth at stores, 4% growth from
digital, and 8% growth from the international segment incorporated (driving a more than 3% average

top-line opportunity).

Quantitatively, robust ROIC forecasts also support our narrow moat rating. Over the next decade, BBW
should be able to generate ROICs including goodwill that average 37%, well above numerous other
consumer companies, thanks to the low working capital base and the fast cash-conversion cycle (four to
five weeks). For reference, even luxury companies like wide-moat Richemont (which have low capital
intensity) are set to generate average ROICs including goodwill around 21% through 2028. On the luxury
beauty/personal care side, wide-moat Estee Lauder is set to generate ROICs excluding goodwill that
average 12% over the next five years, a level we believe the BBW business should surpass, offering us

further evidence that BBW has a brand intangible asset edge.

Fair Value and Profit Drivers Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024
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We are increasing our fair value estimate per share to $69 from $67 for narrow-moat Bath & Body
Works after incorporating solid third-quarter results and refining our fiscal 2024 outlook. The firm's third-
quarter results surfaced impraving trends, starting with a 3% increase in sales, marking the first quarter
of positive growth since the third quarter of 2021. Positive store traffic and conversion as well as a
normalization in candle demand supported low-single-digit growth across all three segments (body care,
home fragrance, and soaps and sanitizers) in both the quarter and year-to-date period, signaling
demand BBW may have finally bottomed out. Additionally, operating margin performance of 13.5% was
slightly better than the 13% we had forecast, as some marketing expense shifted closer to the holidays.
Although 2024's fourth quarter is set for a top-line decline, lapping a 14-week quarter last year, it
appears the operating margin should remain flat, benefiting from pricing (AUR improvement and flat

merchandise margin), buying and occupancy prowess, and supply chain improvements.

Additionally, the firm nudged its full-year sales outlook to include a 1.7%-2.5% decline from a 2%-4%
decline, while refining its EPS forecast to $3.15-$3.28 (from $3.06-$3.26). We have maintained our

forecast for a 2% decline in sales and adjusted eamings per share up by eight cents, to $3.23.

Our long-term projected sales growth remains promising and is still predicated on three channels of
growth. First, 3% average growth from the store channel (74% of 2023 sales), in line with BBW's outlook
for low- to mid-single-digit comp growth in the channel. Second, 4% average digital growth, a bit below
the high-single-digit to low-double-digit growth BBW is seeking to achieve. This is bound by the robust
digital growth BBW has already captured in recent periods (with digital representing 21% of sales in
2023) and the likelihood that digital as a percentage of the total sales mix should normalize at 31% over
the next decade. Third, we forecast international could rise at 8% over the next decade as global

franchise partnerships expand.

Such efforts will help BBW move toward its goal of $10 billion in sales; our model predicts just under
$10 billion in sales in 2033. The scope of opportunities gives us confidence in our forecast, with the firm
seeking to capitalize on new store formats (continued omnichannel expansion), an updated loyalty
program, and new categories (like skincare and hair), among others. As covid threats remain depressed,
consumers could continue to allocate spending to discretionary categories they had held back on
(dining, travel), which is a key risk to our outlook. Even with more controlled growth ahead, we still
forecast BBW will generate ROICs excluding goodwill that average 37% over the next decade.

Despite current challenges, we still view the shares as attractive, as we believe cost inflation and
consumer apprehension will normalize over time, allowing BBW to return to its long-term profit
algorithm. BBW stood firm on a 20% operating margin goal, and it is testing pricing mechanisms on
products and pursuing a $200 million cost-saving plan that should help steer the business back to

historical profit levels. However, we now contend that this goal is unlikely to be reached until 2028.
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Risk and Uncertainty Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024
We assign a Morningstar Uncertainty Rating of High to Bath & Body Works based on the firm's
fundamental exposure to the economy and economic cycles, and the range of return outcomes used by

our star rating system.

In our opinion, Bath & Body Works faces the typical risks of consumer discretionary retailers, including
unemployment levels, wage growth, increasing labor and freight costs, and low barriers to entry.
Unfavarable changes to trade where portions of the supply chain are located could hurt top-line growth
and margins (although 85% of inventory is produced domestically). Additionally, our forward estimates
are based on continued investment in innovation and brand elevation as well as the ability to maintain
the pricing structure even after the pandemic, and success is not guaranteed. There is a risk cost
structure rises more than expected, improvement to the supply chain is more difficult to achieve than
forecast, pricing power diminishes, or consumer spending is lower than expected and the model faces

less leverage.

Brand positioning often leads to elevated expenditures (consumer acquisition costs) to target a wider
demographic, yielding risk that some consumers could continue to trade down in a weakening economic
environment, similar to what has manifested in prior recessions. Despite its unique offerings, the
business still faces competition from lower-price peers like Dial and Dove. Some risks are offset by the
pricing power achieved through brand awareness and exposure to the more resilient bath and beauty

categories.

We see the biggest environmental, social, and governance issue BBW faces stemming from consumer
choice, as buyers focus on more natural products and not mass-produced products. We don't think this

risk is imminently material, however, and as such, it fails to affect our valuation.

Capital Allocation Jaime M. Katz, CFA, Senior Equity Analyst, 26 Nov 2024

Our Morningstar Capital Allocation Rating for Bath & Body Works is Standard. Forecast adjusted returns
on invested capital excluding goodwill (32% on average over the next five years) are set to exceed our
weighted cost of capital estimate of 8% over our entire outlook, and the balance sheet remains sound,
given the company's medium revenue cyclicality and operating leverage (low fixed costs). With little
debt coming due over the near term and net debt/EBITDA that should average below 2 times over our

forecast, we think the firm possesses financial flexibility on the balance sheet.

We view management's investment strategy as fair and believe BBW is investing properly to defend its
competitive position. With BBW liberated from Victoria's Secret, we have a better sight line to how
investments could bolster returns (product innovation, packaging, new category expansion). Gina

Boswell took the helm as CEQ as of Dec. 1, 2022, bringing extensive leadership and business
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development experience from her career at high-profile consumer-focused firms including Avon, no-
moat Ford, and wide-moat Estee Lauder, most recently rising through the ranks at wide-moat Unilever
after its acquisition of Alberto Culver Company. Throughout her years at Unilever, she was named
executive vice president of personal care (North America), head of Unilever U.K. and Ireland, and
president of customer development, Unilever U.S.A, most recently. We believe Boswell's experience in
categaries like deodorant, skin cleansing and care, and hair care should prove particularly relevant, as
BBW attempts expansion across these categories and products. CFO Wendy Arlin had been with the
brand since before the BBW carve out, but Eva Boratto filled the finance leadership slot in August 2023,

bringing financial chops from significant public company experience.

We deem cash distributions as appropriate, with the management team returning capital to
shareholders when optimal. As such, it suspended the dividend early in the pandemic cycle and stopped
repurchasing shares, in an effort to preserve cash. The firm already reinstated its dividend in June 2021,
now at $0.80 per share annually, and has reinstated share buybacks, with the board of directors

approving $500 million to be allocated for repurchases February 2024.

On Feb. 22, 2023, Third Point (which took an initial 6% stake in the business in December 2022 and still
holds ownership as of its latest 13-f filing), articulated its intent to nominate candidates to BBW's board
of directors. Since the activist's initial engagement, BBW has added two new directors to its board with
significant consumer experience and is beginning to capitalize on the knowledge base that CEQ Gina
Boswell has brought to the organization. We believe the company is working cooperatively with Third
Paint and investing prudently to protect the competitive edge that stems from its brand intangible asset,
although we can appreciate investor frustration regarding share repurchases in 2021 and early 2022 at
much higher prices. We are concerned that activist noise could intermittently create a distraction that
takes momentum away from operational efforts at the organization as the board and leadership team
attempts to defend its strategic direction and the compensation structure that is in place. Ultimately,
however, we believe it should ensure that the stewards of the business act appropriately to support

improving long-term returns.

Analyst Notes Archive

Bath & Body Works Earnings: Pressed Customer Washes Out Near-Term Growth, but Brand
Relevance Holds Jaime V1. Katz, CFA, Senior Equity Analyst, 28 Aug 2024

As consumers experience higher prices and global macroeconomic and geopolitical concerns, most
discretionary companies are reporting drag from the recent uncertainty. Narrow-moat Bath & Body
Waorks was no exception, nudging its full-year sales outlook to include a 2%-4% decline from flat to
down 2.5%, while refining its EPS forecast to $3.06-$3.26 (from $3.05-$3.35). These metrics are still in
line with our forecast for a 2% decline in sales and earnings per share of $3.16. Unfortunately, this

implies a back half that fails to return to sales growth, with the fourth quarter facing a 500-basis-point
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headwind lapping last year's inclusion of a b3rd week. Although the near term could prove spotty for
consumer demand, we don't think current trends are indicative of long-term fundamentals for this
business. As such, we don't expect any material change to our $70 fair value estimate, rendering shares

very undervalued.

Bath & Body Works' second-quarter results displayed the ambivalence of its constituents, with sales
down 2% to $1.5 billion, in line with our projection. The gross margin of 41% was 100 basis points better
than our forecast, as 130 basis paints of merchandise margin gains exhibited Bath & Body Works'
pricing power. The selling, general, and administrative ratio was 120 basis points higher than last year
(29%, in line with our model) as more marketing was required to motivate customers. This generated
another depressed operating margin metric at 12%. A continuance of this performance sets up the firm
for a sub-17% operating margin for 2024, which isn't terrible considering this will be the third
consecutive year with languishing sales. It also remains well below the 20%-plus range the firm was
able to deliver on average in the past decade. Fortunately, we think a significant operating leverage is
embedded in the business, and that when sales turn positive margin expansion should easily resume,

marching back up to that 20% range within the next five years.

Bath & Body Works Earnings: Near-Term Operating Margin Expansion Stalls Without Sales Leverage
Jaime M. Katz, CFA, Senior Equity Analyst, 4 Jun 2024

We don't plan any material change to our $73 per share fair value estimate for narrow-moat Bath &
Body Works, or BBW, after considering its first-quarter results and a modest upward nudge to its full-
year outlook. We view shares as undervalued after a post-print double-digit drop and believe the market
is focusing on near-term profit pressure, with higher marketing costs in the second quarter expected to
lead to year-over-year operating margin contraction. Moreover, with the full-year outlook largely
unchanged, we think investors are concerned that second-half operating margins could be flat versus
last year (around 20.5%), indicating stalled progress back to the 20%-plus full-year metrics the firm
historically achieved. BBW lifted the low end of its prior 2024 outlook, now calling for a sales decline of
2.5% to flat and EPS of $3.05-$3.35 (up a nickel), in line with our preprint forecast that included a sales

decline of 1.9% and EPS of $3.16. As such, we don't surmise much change to our near-term outlook.

With sales down a mere 1% in the first quarter and operating margin expansion of 60 basis points (to
13.5%), we think the business is holding up well in an environment where consumers are more tactically
allocating their spending. Pricing held firm as evidenced by a 110-basis-point improvement in both the
gross margin (43.8%) and merchandise margin rate, benefiting from previous efforts to improve the cost
of goods sold (including transportation, sourcing, and distribution). Unfortunately, as we lap the
initiation of such efforts that began in 2023, expense improvement becomes more incremental. Much of
the longer-term potential for margin improvement hinges on the cost leverage that occurs with a return

to top-line growth, which we are unlikely to see until 2025. But we have no reason to believe sales
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growth is permanently stalled, given ongoing efforts in innovation, adjacent category expansion, and

engagement (loyalty, personalization).

Bath & Body Works: Lowering Uncertainty Rating to High From Very High Jaime M. Katz, CFA, Senior
Equity Analyst, 5 Mar 2024

We are lowering our Uncertainty Rating for narrow-moat Bath & Body Works to High from Very High,
consistent with our quantitative methodology. A lower Uncertainty Rating signals that a narrower
margin of safety is generally required for shares to appear attractive. While the rating is primarily driven
by the volatility in the share price, it also considers the firm's fundamental exposure to the economy and
economic cycles. We believe Bath & Body Works faces similar risks to most other consumer
discretionary retailers, including the impact of inflationary pressures, employment levels, wage growth,
and low barriers to entry. Additionally, on the input side, less favorable changes to trade where portions
of the supply chain are located could hurt top-line growth and margins (although most inventory is
produced in its Beauty Park facilities in the US). Favorably, our current risk assessment incorporates the
mitigation of share erosion based on continued investment in innovation and brand elevation, which
should help maintain a solid pricing structure across categories. The change in the Uncertainty Rating
doesn’t sway our $73 fair value estimate, which is predicated on long-term sales growth of 3% and a

return to 20%-plus operating margin performance.

Bath & Body Works Earnings: Investments Crimp Margins but Position Brand for Long-Term Success
Jaime M. Katz, CFA, Senior Equity Analyst, 29 Feb 2024

Narrow-moat Bath & Body Works (BBW) delivered a strong fourth quarter, with sales and EPS ahead of
our forecast. Fourth-quarter sales rose 1%, to $2.9 billion, a touch above our $2.8 billion estimate and
more than 30% over 2019, despite the ongoing normalization of demand in certain categories. EPS of
$2.06 exceeded our $1.76 projection, aided by a gross margin of 45.9% (versus our 44% estimate) that
benefited from a 290-basis-point uptick in merchandise margin stemming from higher average unit retail
and cost deflation. However, the initial sales and EPS outlook for 2024 sent shares lower by a mid-
single-digit rate. With 2024 facing a 100-basis-point headwind from lapping an extra week in 2023, like-
for-like sales are set to be down 2% to up 1%, which will still represent above-40% growth over a 5-year
period. In our opinion, a stalled operating margin at 17% was the real surprise, as it was well below our

19% forecast.

We plan to lower our $78 fair value estimate by a mid-single-digit rate to account for the near-term
sales and profit headwinds that are higher than we originally anticipated, but still view shares as
attractive. We didn't expect BBW would return to an above-20% operating margin range until 2027, and
we don't think near-term pressure will derail this trajectory. In fact, we contend the higher costs stem
from activities that stand to bolster the brand and further engage consumers, which should lead to

gross margin benefits over time. Particularly, heightened spending on elevating the loyalty program,
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with 37 million active members (up 30% and comprising 80% of US sales), will facilitate conversion with
some of its stickiest customers. And higher marketing to support the further rollout of categories like
haircare, men's, lip, and laundry stands to engage a wider total addressable market, supporting long-
term sales growth. We believe spending on such efforts offers BBW a path back to 3%-4% sales growth

and 20%-plus operating margins over time.

Bath & Body Works Earnings: Merchandising Prowess Lifts Profits as Products Resonate With
Consumers Jaime M. Katz, CFA, Senior Equity Analyst, 16 Nov 2023

Although narrow-moat Bath & Body Works delivered third-quarter sales that were in line with the firm's
prior guidance —at $1.6 billion, down 3% —the profitability of the enterprise impressed. The firm
delivered an operating margin of 14%, up 150 basis points over last year and well ahead of the sub-12%
prognosis from consensus (FactSet). Importantly, this lift was largely attributable to the gross margin
rise to 43.7%, practically in line with prepandemic third-quarter marks, buoyed by improving
merchandise margins (200 basis points) as a result of successful product launches that continue to cater
to customer trends. While BBW nudged the full-year outlook lower to include a sales decline of 2.5%-
4% (from 1.5%-3.5% prior) and raised its EPS outlook to $2.90-$3.10 (from $2.85-$3.15), metrics are
largely in line with our 2% sales decline and $3.07 EPS preprint estimates. As such, we don't plan any

material change to our $78 fair value estimate and view shares as extremely attractive.

Unfortunately, shares have struggled in 2023, down more than 20%, significantly underperforming the
broad market indexes, which we believe reflects the firm's temporarily pressured operating margins and
investor hesitancy to invest in discretionary goods given macroeconomic uncertainty. However, we
contend the affordable luxury that BBW offers provides some resilience to a soft consumer given that
the firm stands to benefit from the holiday gifting season and product replenishment demand.
Management is already calling for a top-line return to growth in the back half of 2024, and sales are still
on track to be 46% higher than 2019 in 2023. As the revenue cadence normalizes in 2024, we don't see
any reason BBW cannot return to a 20%-plus operating margin over the long term on mid-single-digit
sales growth. Such growth should be easily achievable given continued category extensions as we've

recently seen in men's, laundry, and lip care.

Bath & Body Works Earnings: Operating Margin Stabilization Near, With Potential Expansion in
View Jaime M. Katz, CFA, Senior Equity Analyst, 23 Aug 2023

Narrow-moat Bath & Body Works, or BBW, felt the pain of spending normalization in the second
quarter. While sales of $1.56 billion kept up with the firm's forecast for a low- to mid-single-digit
decline, the downtick led to cost deleverage, resulting in a 12% operating margin (down nearly 300
basis points). Although sales were 40% higher than the same period in 2019, selling, general, and
administrative costs provided a stall in profitability. However, the biggest expense headwind stemmed

from technology costs, some of which should prove transitory given that this spending was necessitated
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a result of BBW's split from Victoria's Secret. Thankfully, the gross margin held up well, at 40% thanks
to increased average unit revenue and improved merchandise margin, which experienced its first uptick
in over two years. In our opinion, this implies the brand intangible asset is holding firm, indicated by

consumer willingness to forgo discounting despite widespread concern around discretionary spending.

Management signaled confidence in the back half of the year, offering a modestly improved outlook
that includes a 1.5%-3.5% decline in revenue (versus flat to down midsingle digits prior) and $2.80-$3.10
in adjusted EPS ($2.70-$3.10). Given that our preprint projection for 2023 called for a 2.5% sales decline
and $2.80 in EPS, we don't foresee any change to our near-term outlook. As such, we don't plan to
materially alter our $78 fair value estimate and view shares as significantly undervalued. BBW shares
have wildly underperformed the broader markets, down 17% year to date as we believe concern around
discretionary spending and persistent inflation have weighed on consumer sentiment. However, we still
believe BBW can buck the trend through rich product innovation (with laundry set for launch this fall on
the heels of a men’s grooming platform), which will bolster product interest and aid the firm's return to

20% operating margin metrics that we forecast in 2026. lll
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Morningstar Historical Summary
Financials as of 31 Jul 2024

Fiscal Year, ends 31 Jan 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 YTD ™
Revenue (USD Bil) 10.77 11.45 12.15 12.57 12.63 13.24 5.41 6.43 7.88 7.56 291 7.38
Revenue Growth % 3.0 6.3 6.1 3.5 0.5 48 -59.2 19.0 22.5 -4.1 -1.5 09
EBITDA (USD Mil) 2,167 2,398 2,725 2,608 2,289 1,832 1,566 2,075 2,174 1,614 573 1,665
EBITDA Margin % 20.1 209 224 20.7 18.1 13.8 29.0 323 27.6 21.3 19.7 22.6
Operating Income (USD Mil) 1,743 1,953 2,192 2,003 1,728 1,336 1,040 1,604 2,009 1,376 370 1,286
Operating Margin % 16.2 17.1 18.0 15.9 13.7 10.1 19.2 249 255 18.2 12.7 17.4
Net Income (USD Mil) 903 1,042 1,253 1,158 983 644 -366 844 1,333 800 239 937
Net Margin % 8.4 9.1 10.3 9.2 78 49 -6.8 13.1 16.9 10.6 8.2 12.7
Diluted Shares Outstanding (Vi) 296 298 297 291 287 279 278 281 273 233 225 227
Diluted Earnings Per Share (USD) 3.05 350 4.22 398 342 2.31 -1.33 3.00 4.88 343 1.06 412
Dividends Per Share (USD) 1.20 1.36 2.00 2.40 2.40 2.40 1.20 0.30 0.45 0.80 0.40 0.80

Valuation as of 31 Oct 2024
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 Recent Qtr ™

Price/Sales 2.3 24 15 1.4 05 0.4 09 1.5 1.3 1.3 1.0 09
Price/Earnings 26.6 24.1 16.7 18.3 9.6 138 -49.0 19.2 1.2 13.7 17 6.9
Price/Cash Flow 15.6 17.0 10.0 10.8 5.6 39 5.1 10.9 9.1 8.9 8.0 7.1
Dividend Yield % 1.57 2.09 3.65 399 9.35 6.62 1.61 0.64 1.9 1.85 2.51 2.82
Price/Book -58.5 422 -15.8 -15.2 5.4 -4.0 -6.6 -10.7 3.7 -4.6 4.1 -3.6
EV/EBITDA 13.6 13.4 8.8 8.5 55 15 1.1 10.9 7.1 9.3 0.0 0.0
Operating Performance / Profitability as of 31 Jul 2024

Fiscal Year, ends 31 Jan 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 YTD ™
ROA % 13.7 14.2 15.7 13.9 12.0 79 -4.0 78 15.2 139 46 18.5
ROE % — — — - - — — — — — — —
ROIC % — — — — — — — — — — — —
Asset Turnover 1.6 1.6 15 1.5 1.5 1.6 0.6 0.6 09 1.3 0.6 1.5
Financial Leverage

Fiscal Year, ends 31 Jan 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 Recent Qtr ™
Debt/Capital % — 99.6 — — — — — — — — — —
Equity/Assets % — 0.2 — — — — — — — — — —
Total Debt/EBITDA — 2.0 — — — — — — — — — —
EBITDA/Interest Expense 6.9 14 8.2 6.6 5.6 48 42 48 5.6 4.6 3.6 5.1

Morningstar Analyst Historical/Forecast Summary as of 28 Aug 2024

Financials Estimates Forward Valuation Estimates

Fiscal Year, ends 31 Dec 2023 2022 2023 2024 2025 2026 Price/Sales 2[12121 20123 2012‘1‘ 20123 20128
Revenue (USD M\|) 7,561 7,429 7,301 7,507 7,750 Price/Earnings 12.4 13.2 1.1 99 92
Revenue Growth % 4.1 1.7 -1.7 2.8 3.2 Price/Cash Flow — — — — _
EBITDA (USD Mil) 1598 155 1472 1539 1589  Dividend Yield % 19 18 2.2 2.7 32
EBITDA Margin % 211 209 20.2 205 205  Price/Book -4.5 -6.1 -5.4 -1.1 -10.6
Operating Income (USD Mil) 1377 1286 1253 1314 1356 CV/EBITDA 102 96 88 84 82
Operating Margin % 18.2 17.3 17.2 17.5 17.5

Net Income (USD Mil) 794 747 714 785 823

Net Margin % 10.5 10.1 9.8 10.5 10.6

Diluted Shares Outstanding (Mil) 233 229 221 216 21

Diluted Earnings Per Share(USD) 34 3.27 3.23 3.63 3.90

Dividends Per Share(USD) 0.80 0.80 0.80 0.96 1.15
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Bath & BOdy Works Inc BBV e sk Je 3 25 00 2024 1716, ure

Last Price Fair Value Estimate Price/FVE Market Cap Economic Moat™  Equity Style Box Uncertainty  Capital Allocation ESG Risk Rating Assessment'
35.78 USD 69.00 USD 0.52 7.71 USD Bil & Narrow & small value High Standard
25 Nov 2024 26 Nov 2024 17:11, UTC 26 Nov 2024 6 Nov 2024 06:00, UTC
ESG Risk Rating Breakdown
Exposure ® Subject O Subindustry (47.0) » Exposure represents a company's vulnerability to ESG
Company Exposure’ 45.2 157 risks driven by their business model
— Manageable Risk 9.9 Médium > Expolsyre is assessed at the Subindustry level and then
- 0 o) 55+ specified at the company level
Unmanageable Risk 53 Low Medium High » Scoring ranges from 0-55+ with categories of low, me-
dium, and high-risk exposure
Management o
_ » Management measures a company'’s ability to manage
Manageable Risk 399 17.7% ESG risks through its commitments and actions
— Managed Risk® 19.0 Av.erage » Management assesses a company's efficiency on ESG
Management Gap 209 100 0 programs, practices, and policies
Strong Average Weak » Management score ranges from 0-100% showing how
Overall Unmanaged Risk 26.2 much manageable risk a company is managing
ESG Risk Rating ESG Risk Rating Assessment®
26.18
Medium
Negligible Low Medium High Severe

ESG Risk Ratings measure the degree to which a company’s value is impacted by environmental, social, and governance
risks, by evaluating the company’s ability to manage the ESG risks it faces.

1. A company's Exposure to material ESG issues 2. Unmanageable Risk refers to risks that are inherent to a particular business model that cannot be managed by
programs or initiatives 3. Managed Risk = Manageable Risk multiplied by a Management score of 47.7% 4. Management Gap assesses risks that are not

managed, but are considered manageable 5. ESG Risk Rating Assessment = Overall Unmanaged Risk = Management Gap plus Unmanageable Risk

ESG Risk Rating is of Nov 06, 2024. Highest Controversy Level is as of Nov
08, 2024. Sustainalytics Subindustry: Personal Products. Sustainalytics
provides Morningstar with company ESG ratings and metrics on a monthly
basis and as such, the ratings in Morningstar may not necessarily reflect
current Sustainalytics” scores for the company. For the most up to date rating
and more information, please visit: sustainalytics.com/esg-ratings/.

Peer Analysis 06 Nov 2024

Company Name

Bath & Body Works Inc

The Estee Lauder Companies Inc

Williams-Sonoma Inc
Ulta Beauty Inc

Albertsons Companies Inc

Peers are selected from the company's Sustainalytics-defined Subindustry and are displayed based on the closest market cap values

Exposure Management
45.2 | Medium 0 55+  47.7| Average
48.5 | Medium 0 55+  57.0| Strong
26.4 | Low 0 55+  62.5|Strong
26.3 | Low 0 55+  50.7]| Strong
46.4 | Medium 0 55+  33.7| Average

100
100
100
100
100

ESG Risk Rating
0  26.2|Medium 0 40+
0 24.0|Medium 0 40+
0 114|Llow 0 40+
0 13.8 | Low 0 40+
0 31.9]High 0 o 40+
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Appendix

Historical Morningstar Rating

Bath & Body Works Inc BB\ 25 Nov 2024 22:41, UTC

Dec 2024 Nov 2024 Oct 2024 Sep 2024 Aug 2024 Jul 2024 Jun 2024 May 2024 Apr 2024 Mar 2024 Feb 2024 Jan 2024

- dkkkk  hkkokkk  kkkkok  kkkkok kokkkok kkkokk kokkok 1.2.8.0 ¢ 2.2.8.8 ¢ %k k 1.2.8.8 ¢
Dec 2023 Nov 2023 Oct 2023 Sep 2023 Aug 2023 Jul 2023 Jun 2023 May 2023 Apr 2023 Mar 2023 Feb 2023 Jan 2023
%k ok k dhkkkk  kkokkk  kkkkok  kkkkok  kokkkk kkkokk kkkokk kkkokk kkkkk kkkk 2 2.8.2.8
Dec 2022 Nov 2022 Oct 2022 Sep 2022 Aug 2022 Jul 2022 Jun 2022 May 2022 Apr 2022 Mar 2022 Feb 2022 Jan 2022
Jokkokk  kkokkk  kokkkok dokkokk kkkkk kkkkk kokkkok kkkokk kkkkk kkkkok dookkokk kokokokok
Dec 2021 Nov 2021 Oct 2021 Sep 2021 Aug 2021 Jul 2021 Jun 2021 May 2021 Apr 2021 Mar 2021 Feb 2021 Jan 2021
ok Kok 2. 8.2.8.¢ 2. 8.2.8.¢ ok Kok 2. 8.2.8.¢ * %k Fook ke ok * ok k *k - ook ke

Dec 2020 Nov 2020 Oct 2020 Sep 2020 Aug 2020 Jul 2020 Jun 2020 May 2020 Apr 2020 Mar 2020 Feb 2020 Jan 2020
Kk k *x %k k %k k %k Kk k dkokkk  hokokok dkokkk  kkkkok  kkkkok dokkokok
Dec 2019 Nov 2019 Oct 2019 Sep 2019 Aug 2019 Jul 2019 Jun 2019 May 2019 Apr 2019 Mar 2019 Feb 2019 Jan 2019
dkkkk  hkokkk kkkkok dokkkk kokkkk kokokok dokkkk  kkokkk  kokkk K%k kk %k ok k %k ok k
The Estee Lauder Companies Inc Class A EL 25 Nov 2024 22:42, UTC

Dec 2024 Nov 2024 Oct 2024 Sep 2024 Aug 2024 Jul 2024 Jun 2024 May 2024 Apr 2024 Mar 2024 Feb 2024 Jan 2024

- dkkkk  hkokkk  kkkkok  kokkkk kokkkk kkkokk kokkokk kkkkk kokokok dkokkk  kkokkok
Dec 2023 Nov 2023 Oct 2023 Sep 2023 Aug 2023 Jul 2023 Jun 2023 May 2023 Apr 2023 Mar 2023 Feb 2023 Jan 2023
%k ok k dkkkk  hkokkk  kkokkok  kkkkok kokkok %k ok k %k ok k %k ok K%k kk %k ok K kk

Dec 2022 Nov 2022 Oct 2022 Sep 2022 Aug 2022 Jul 2022 Jun 2022 May 2022 Apr 2022 Mar 2022 Feb 2022 Jan 2022
%k k %k k %k ok k 1.2.8.0 ¢ ¥k %k ok * Kk %k ok k * Kk k * %k %k ok * Kk

Dec 2021 Nov 2021 Oct 2021 Sep 2021 Aug 2021 Jul 2021 Jun 2021 May 2021 Apr 2021 Mar 2021 Feb 2021 Jan 2021
*x *x *x * % *x *x * % *x * * * * %

Dec 2020 Nov 2020 Oct 2020 Sep 2020 Aug 2020 Jul 2020 Jun 2020 May 2020 Apr 2020 Mar 2020 Feb 2020 Jan 2020

* * % * %k * %k * % ok * ook k ok * ok k Jook %k ok * *k

Dec 2019 Nov 2019 Oct 2019 Sep 2019 Aug 2019 Jul 2019 Jun 2019 May 2019 Apr 2019 Mar 2019 Feb 2019 Jan 2019

* %k 2.8, 0.9 ok * * %k - - %k ok * ok k Fook k ok * ook ke
Williams-Sonoma Inc \/SIV| 25 Nov 2024 22:43, UTC

Dec 2024 Nov 2024 Oct 2024 Sep 2024 Aug 2024 Jul 2024 Jun 2024 May 2024 Apr 2024 Mar 2024 Feb 2024 Jan 2024

- * % ok * * %k ok * * %k *k * %k * %k *k ok * ook k

Dec 2023 Nov 2023 Oct 2023 Sep 2023 Aug 2023 Jul 2023 Jun 2023 May 2023 Apr 2023 Mar 2023 Feb 2023 Jan 2023
ok * 2.8, 0.9 ok Kok ok Kok 2. 8.2.8.¢ ok Kok Jokkokk  kkokkk  kkkkok kokkokk kkokkk kokkkok
Dec 2022 Nov 2022 Oct 2022 Sep 2022 Aug 2022 Jul 2022 Jun 2022 May 2022 Apr 2022 Mar 2022 Feb 2022 Jan 2022
dkokkk  kkokkk kkkkk kokkkk kokkkk kkkokk kkkkk kkkkk kokkkk hokkkok kokkokok dokokok
Dec 2021 Nov 2021 Oct 2021 Sep 2021 Aug 2021 Jul 2021 Jun 2021 May 2021 Apr 2021 Mar 2021 Feb 2021 Jan 2021
%k ok k %k %k k %k ok ¥k %k ok Kk k *x *k *k *k *k

Dec 2020 Nov 2020 Oct 2020 Sep 2020 Aug 2020 Jul 2020 Jun 2020 May 2020 Apr 2020 Mar 2020 Feb 2020 Jan 2020
%k ok ¥k *x * Kk k *k *x * Kk * X * Kk k *hkkhkk  hkkok * Kk

Dec 2019 Nov 2019 Oct 2019 Sep 2019 Aug 2019 Jul 2019 Jun 2019 May 2019 Apr 2019 Mar 2019 Feb 2019 Jan 2019
%k %k %k %k k Y kk %k %k ok k %k ok k %k k %k ok k %k ok k %k ok k
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Ulta Beauty Inc ULTA 25 Nov 2024 22:44, UTC
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Research Methodology for Valuing Companies

Overview

At the heart of our valuation system is a detailed projec-
tion of a company’s future cash flows, resulting from our
analysts’ research. Analysts create custom industry and
company assumptions to feed income statement, balance
sheet, and capital investment assumptions into our glab-
ally standardized, proprietary discounted cash flow, or
DCF, modeling templates. We use scenario analysis, inde-
pth competitive advantage analysis, and a variety of other
analytical tools to augment this process. Moreover, we
think analyzing valuation through discounted cash flows
presents a better lens for viewing cyclical companies,
high-growth firms, businesses with finite lives (e.g.,
mines), or companies expected to generate negative
earnings over the next few years. That said, we don't dis-
miss multiples altogether but rather use them as support-
ing cross-checks for our DCF-based fair value estimates.
We also acknowledge that DCF models offer their own
challenges (including a potential proliferation of estim-
ated inputs and the possibility that the method may miss
shortterm market-price movements), but we believe these
negatives are mitigated by deep analysis and our
longterm approach.

Morningstar's equity research group (“we,” “our”) be-
lieves that a company’s intrinsic worth results from the
future cash flows it can generate. The Morningstar Rating
for stocks identifies stocks trading at a discount or premi-
um to their intrinsic worth—or fair value estimate, in
Morningstar terminology. Five-star stocks sell for the
biggest risk adjusted discount to their fair values, where-
as 1-star stocks trade at premiums to their intrinsic worth.

Four key components drive the Morningstar rating: (1) our
assessment of the firm's economic moat, (2) our estimate
of the stock’s fair value, (3) our uncertainty around that
fair value estimate and (4) the current market price. This
process ultimately culminates in our singlepoint star rat-
ing.

1. Economic Moat

The concept of an economic moat plays a vital role not
only in our qualitative assessment of a firm's long-term
investment potential, but also in the actual calculation of
our fair value estimates. An economic moat is a structural
feature that allows a firm to sustain excess profits over a
long period of time. We define economic profits as re-

turns on invested capital (or ROIC) over and above our es-
timate of a firm’s cost of capital, or weighted average
cost of capital (or WACC). Without a moat, profits are
more susceptible to competition. We have identified five
sources of economic moats: intangible assets, switching
costs, network effect, cost advantage, and efficient scale.

Companies with a narrow moat are those we believe are
more likely than not to achieve normalized excess returns
for at least the next 10 years. Wide-moat companies are
those in which we have very high confidence that excess
returns will remain for 10 years, with excess returns more
likely than not to remain for at least 20 years. The longer
a firm generates economic profits, the higher its intrinsic
value. We believe low-quality, no-moat companies will
see their normalized returns gravitate toward the firm's
cost of capital more quickly than companies with moats.

When considering a company's moat, we also assess
whether there is a substantial threat of value destruction,
stemming from risks related to ESG, industry disruption,
financial health, or other idiosyncratic issues. In this con-
text, a risk is considered potentially value destructive if its
occurrence would eliminate a firm's economic profit on a
cumulative or midcycle basis. If we deem the probability
of accurrence sufficiently high, we would not characterize
the company as possessing an economic moat.

2. Estimated Fair Value

Combining our analysts’ financial forecasts with the
firm’s ecanomic moat helps us assess how long returns
on invested capital are likely to exceed the firm's cost of
capital. Returns of firms with a wide economic moat rat-
ing are assumed to fade to the perpetuity period over a
longer period of time than the returns of narrow-moat
firms, and both will fade slower than no-moat firms, in-
creasing our estimate of their intrinsic value.

Our model is divided into three distinct stages:

Stage I: Explicit Forecast

In this stage, which can last five to 10 years, analysts
make full financial statement forecasts, including items
such as revenue, profit margins, tax rates, changes in
workingcapital accounts, and capital spending. Based on
these projections, we calculate earnings before interest,
after taxes (EBI) and the net new investment (NNI) to de-

Morningstar Equity Research Star Rating Methodology

Economic Moat
Financial Health
Capital Allocation

Morningstar Fair Value

Fundamental Analysis Valuation

P”_CG Morningstar

Fair Value Rating™ For Stocks

Uncertainty Fokokkok
Margin of Safety

rive our annual free cash flow forecast.

Stage Il: Fade

The second stage of our model is the period it will take
the company's return on new invested capital —the re-
turn on capital of the next dollar invested (“RONIC")—to
decline (or rise) to its cost of capital. During the Stage |l
period, we use a formula to approximate cash flows in
lieu of explicitly modeling the income statement, balance
sheet, and cash flow statement as we do in Stage |. The
length of the second stage depends on the strength of
the company’s econamic moat. We forecast this period to
last anywhere from one year (for companies with no eco-
nomic moat) to 10-15 years or more (for wide-moat com-
panies). During this period, cash flows are forecast using
four assumptions: an average growth rate for EBI over the
period, a normalized investment rate, average return on
new invested capital (RONIC), and the number of years
until perpetuity, when excess returns cease. The invest-
ment rate and return on new invested capital decline un-
til a perpetuity value is calculated. In the case of firms
that do not earn their cost of capital, we assume marginal
ROICs rise to the firm’s cost of capital (usually attribut-
able to less reinvestment), and we may truncate the
second stage.

Stage llI: Perpetuity

Once a company’s marginal ROIC hits its cost of capital,
we calculate a continuing value, using a standard per-
petuity formula. At perpetuity, we assume that any
growth or decline or investment in the business neither
creates nor destroys value and that any new investment
provides a return in line with estimated WACC.

Because a dollar earned today is worth more than a dollar
earned tomorrow, we discount our projections of cash
flows in stages |, Il, and Ill to arrive at a total present
value of expected future cash flows. Because we are
modeling free cash flow to the firm—representing cash
available to provide a return to all capital providers—we
discount future cash flows using the WACC, which is a
weighted average of the costs of equity, debt, and pre-
ferred stock (and any other funding sources), using ex-
pected future proportionate long-term, market-value
weights.

3. Uncertainty Around That Fair Value Estimate
Moarningstar's Uncertainty Rating is designed to capture
the range of potential outcomes for a company's intrinsic
value. This rating is used to assign the margin of safety
required before investing, which in turn explicitly drives
our stock star rating system. The Uncertainty Rating is
aimed at identifying the confidence we should have in as-
signing a fair value estimate for a given stock.

Our Uncertainty Rating is meant to take into account any-
thing that can increase the potential dispersion of future
outcomes for the intrinsic value of a company, and any-
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Research Methodology for Valuing Companies

thing that can affect our ability to accurately predict
these outcomes. The rating begins with a suggested rat-
ing produced by a quantitative process based on the trail-
ing 12-month standard deviation of daily stock returns.
An analyst overlay is then applied, with analysts using
the suggested rating, historical rating data, and their own
knowledge of the company to inform them as they make
the final Uncertainty Rating decision. Ultimately, the rat-
ing decision rests with the analyst. Analysts take into ac-
count many characteristics when making their final de-
cision, including cyclical factors, operational and financial
factors such as leverage, company-specific events, ESG
risks, and anything else that might increase the potential
dispersion of future outcomes and our ability to estimate
those outcomes.

Our recommended margin of safety —the discount to fair
value demanded before we'd recommend buying or
selling the stock—widens as our uncertainty of the es-
timated value of the equity increases. The more uncertain
we are about the potential dispersion of outcomes, the
greater the discount we require relative to our estimate of
the value of the firm before we would recommend the
purchase of the shares. In addition, the Uncertainty Rat-
ing provides guidance in portfolio construction based on
risk tolerance.

Our Uncertainty Ratings are: Low, Medium, High, Very
High, and Extreme.

Margin of Safety

Qualitative Analysis

Uncertainty Ratings *%*%%Rating ~ *Rating

Low 20% Discount 25% Premium
Medium 30% Discount 35% Premium
High 40% Discount 55% Premium
Very High 50% Discount 75% Premium

Extreme 75% Discount 300% Premium
Our uncertainty rating is based on the interquartile range,
or the middle 50% of potential outcomes, covering the
25th percentile-75th percentile. This means that when a
stock hits 5 stars, we expect there is a 75% chance that
the intrinsic value of that stock lies above the current
market price. Similarly, when a stock hits 1 star, we ex-
pect there is a 75% chance that the intrinsic value of that
stock lies below the current market price.

4. Market Price

The market prices used in this analysis and noted in the
report come from exchange on which the stock is listed
which we believe is a reliable source.

For more details about our methodology, please go to
https://shareholders.morningstar.com

Morningstar Star Rating for Stocks

Morningstar Equity Research Star Rating Methodology
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Once we determine the fair value estimate of a stock, we
compare it with the stock’s current market price on a
daily basis, and the star rating is automatically re-calcu-
lated at the market close on every day the market on
which the stock is listed is open. Qur analysts keep close
tabs on the companies they follow, and, based on thor-
ough and ongoing analysis, raise or lower their fair value
estimates as warranted.

Please note, there is no predefined distribution of stars.
That is, the percentage of stocks that earn 5 stars can
fluctuate daily, so the star ratings, in the aggregate, can
serve as a gauge of the broader market's valuation. When
there are many 5-star stocks, the stock market as a whole
is more undervalued, in our opinion, than when very few
companies garner our highest rating.

We expect that if our base-case assumptions are true the
market price will converge on our fair value estimate over
time generally within three years (although it is im-
possible to predict the exact time frame in which market
prices may adjust).

QOur star ratings are guideposts to a broad audience and
individuals must consider their own specific investment
goals, risk tolerance, tax situation, time harizon, income
needs, and complete investment portfolio, among other
factors.

The Morningstar Star Ratings for stocks are defined be-
low:
* %% %% \We believe appreciation beyond a fair risk ad-

justed return is highly likely over a multiyear time frame.
Scenario analysis developed by our analysts indicates
that the current market price represents an excessively
pessimistic outloak, limiting downside risk and maximiz-
ing upside potential.

* %% % We believe appreciation beyond a fair risk-ad-
justed return is likely.

* %% Indicates our belief that investors are likely to re-
ceive a fair risk-adjusted return (approximately cost of
equity).

** \We believe investors are likely to receive a less than
fair risk-adjusted return.

* Indicates a high probability of undesirable risk-adjus-
ted returns from the current market price over a multiyear
time frame, based on our analysis. Scenario analysis by
our analysts indicates that the market is pricing in an ex-
cessively optimistic outlook, limiting upside potential and
leaving the investor exposed to Capital loss.

Other Definitions
Last Price: Price of the stock as of the close of the mar-
ket of the last trading day before date of the report.

Capital Allocation Rating: Our Capital Allocation (or
Stewardship) Rating represents our assessment of the
quality of management's capital allocation, with particu-
lar emphasis on the firm’s balance sheet, investments,
and shareholder distributions. Analysts consider compan-
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ies’ investment strategy and valuation, balance sheet
management, and dividend and share buyback policies.
Corporate governance factors are only considered if they
are likely to materially impact shareholder value, though
either the balance sheet, investment, or shareholder dis-
tributions. Analysts assign one of three ratings: "Exem-
plary", "Standard", or "Poor". Analysts judge Capital Alloc-
ation from an equity holder’s perspective. Ratings are de-
termined on a forward looking and absolute basis. The
Standard rating is most common as most managers will
exhibit neither exceptionally strong nor poor capital alloc-
ation.

Capital Allocation (or Stewardship) analysis published pri-
or to Dec. 9, 2020, was determined using a different pro-
cess. Beyond investment strategy, financial leverage, and
dividend and share buyback policies, analysts also con-
sidered execution, compensation, related party transac-
tions, and accounting practices in the rating.

Capital Allocation Rating: Our Capital Allocation (or
Stewardship) Rating represents our assessment of the
quality of management's capital allocation, with particu-
lar emphasis on the firm's balance sheet, investments,
and shareholder distributions. Analysts consider compan-
ies’ investment strategy and valuation, balance sheet
management, and dividend and share buyback policies.
Corporate governance factors are only considered if they
are likely to materially impact shareholder value, though
either the balance sheet, investment, or shareholder dis-
tributions. Analysts assign one of three ratings: "Exem-
plary", "Standard", or "Poor". Analysts judge Capital Alloc-
ation from an equity holder’s perspective. Ratings are de-
termined on a forward looking and absolute basis. The
Standard rating is most common as most managers will
exhibit neither exceptionally strong nor poor capital alloc-
ation.

Capital Allocation (or Stewardship) analysis published pri-
or to Dec. 9, 2020, was determined using a different pro-
cess. Beyond investment strategy, financial leverage, and
dividend and share buyback policies, analysts also con-
sidered execution, compensation, related party transac-
tions, and accounting practices in the rating.

Sustainalytics ESG Risk Rating Assessment:The ESG
Risk Rating Assessment is provided by Sustainalytics; a
Marningstar company.

Sustainalytics” ESG Risk Ratings measure the degree to
which company’s economic value at risk is driven by en-
vironment, social and governance (ESG) factors.

Sustainalytics analyzes over 1,300 data points to assess a
company's exposure to and management of ESG risks. In
other words, ESG Risk Ratings measures a company's un-
managed ESG Risks represented as a quantitative score.
Unmanaged Risk is measured on an open-ended scale

starting at zero (no risk) with lower scores representing
less unmanaged risk and, for 95% of cases, the unman-
aged ESG Risk score is below 50.

Based on their quantitative scores, companies are
grouped into one of five Risk Categories (negligible, low,
medium, high, severe). These risk categories are absolute,
meaning that a ‘high risk’ assessment reflects a compar-
able degree of unmanaged ESG risk across all subindus-
tries covered.

The ESG Risk Rating Assessment is a visual representa-
tion of Sustainalytics ESG Risk Categories ona 110 5
scale. Companies with Negligible Risk = 5 Globes, Low
Risk = 4, Medium Risk = 3 Globes, High Risk = 2 Globes,
Severe Risk = 1 Globe. For more information, please visit
sustainalytics.com/esg-ratings/

Ratings should not be used as the sole basis in evaluating
a company or security. Ratings involve unknown risks and
uncertainties which may cause our expectations not to
occur or to differ significantly from what was expected
and should nat be considered an offer or salicitation to
buy or sell a security.

Risk Warning

Please note that investments in securities are subject to
market and other risks and there is no assurance or guar-
antee that the intended investment objectives will be
achieved. Past performance of a security may or may not
be sustained in future and is no indication of future per-
formance. A security investment return and an investor's
principal value will fluctuate so that, when redeemed, an
investor's shares may be worth more or less than their
original cost. A security’s current investment performance
may be lower or higher than the investment performance
noted within the report. Morningstar’s Uncertainty Rating
serves as a useful data point with respect to sensitivity
analysis of the assumptions used in our determining a fair
value price.

General Disclosure

Unless otherwise provided in a separate agreement, re-
cipients accessing this report may only use it in the coun-
try in which the Morningstar distributor is based. Unless
stated atherwise, the original distributor of the report is
Morningstar Research Services LLC, a U.S.A. domiciled
financial institution.

This Report is for informational purposes, should not be
the sole piece of information used in making an invest-
ment decision, and has no regard to the specific invest-
ment objectives, financial situation or particular needs of
any specific recipient. This publication is intended to
provide information to assist investors in making their
own investment decisions, not to provide investment ad-

vice to any specific investor. Therefore, investments dis-
cussed herein may not be suitable for all investors; in-
vestors must exercise their own independent judgment as
to the suitability of such investments and recommenda-
tions in the light of their own investment objectives, ex-
perience, taxation status and financial position. Morning-
star encourages Report recipients to read all relevant is-
sue documents (e.g., prospectus) pertaining to the secur-
ity concerned, including without limitation, information
relevant to its investment objectives, risks, and costs be-
fore making an investment decision and when deemed
necessary, to seek the advice of a financial, legal, tax,
and/or accounting professional. The information, data,
analyses and opinions presented herein are not warran-
ted to be accurate, correct, complete or timely. Unless
otherwise provided in a separate agreement, neither
Morningstar, Inc. or the Equity Research Group repres-
ents that the repart contents meet all of the presentation
and/or disclosure standards applicable in the jurisdiction
the recipient is located.

Except as otherwise required by law or provided for in a
separate agreement, the analyst, Marningstar, Inc. and
the Equity Research Group and their officers, directors
and employees shall not be responsible or liable for any
trading decisions, damages or other losses resulting from,
or related to, the information, data, analyses or opinions
within the report.

The Report and its contents are not directed to, or inten-
ded 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 other jurisdiction where such distribution, pub-
lication, availability or use would be contrary to law or
regulation or which would subject Morningstar, Inc. or its
affiliates to any registration or licensing requirements in
such jurisdiction.

Where this report is made available in a language other
than English and in the case of inconsistencies between
the English and translated versions of the report, the Eng-
lish version will control and supersede any ambiguities
associated with any part or section of a report that has
been issued in a foreign language. Neither the analyst,
Morningstar, Inc., or the Equity Research Group guaran-
tees the accuracy of the translations.

This report may be distributed in certain localities, coun-
tries and/or jurisdictions (“Territories”) by independent
third parties or independent intermediaries and/or distrib-
utors (“Distributors”). Such Distributors are not acting as
agents or representatives of the analyst, Morningstar,
Inc. or the Equity Research Group. In Territories where a
Distributor distributes our report, the Distributor is solely
responsible for complying with all applicable regulations,
laws, rules, circulars, codes and guidelines established by
local and/or regional regulatory bodies, including laws in
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connection with the distribution third-party research re-
ports.

Conflicts of Interest

» No interests are held by the analyst with respect to the
security subject of this investment research report.

» Morningstar, Inc. may hold a long position in the se-
curity subject of this investment research report that
exceeds 0.5% of the total issued share capital of the
security. To determine if such is the case, please click

http://msi.morningstar.com and http://mdi.morning-

star.com

» Analysts’ compensation is derived from Morningstar,
Inc.’s overall earnings and consists of salary, bonus
and in some cases restricted stock.

» Neither Morningstar, Inc. or the Equity Research Group
receives commissions for providing research nor do
they charge companies to be rated.

» Morningstar's overall earnings are generated in part by
the activities of the Investment Management and Re-
search groups, and other affiliates, who provide ser-
vices to product issuers.

» Morningstar employees may not pursue business and
employment opportunities outside Morningstar within
the investment industry (including but not limited to,
working as a financial planner, an investment profes-
sional or investment professional representative, a
broker-dealer or broker-dealer agent, a financial writer,
reporter, or analyst) without the approval of Morning-
star's Legal and if applicable, Compliance teams.

» Neither Morningstar, Inc. or the Equity Research Group
is a market maker or a liquidity provider of the security
noted within this report.

» Neither Morningstar, Inc. or the Equity Research Group
has been a lead manager or co-lead manager over the
previous 12-months of any publicly disclosed offer of
financial instruments of the issuer.

» Morningstar, Inc.’s investment management group
does have arrangements with financial institutions to
provide portfolio management/investment advice some
of which an analyst may issue investment research re-
ports on. However, analysts do not have authority over
Marningstar's investment management group'’s busi-
ness arrangements nor allow employees from the in-
vestment management group to participate or influ-
ence the analysis or opinion prepared by them.

» Morningstar, Inc. is a publicly traded company (Ticker
Symbol: MORN) and thus a financial institution the se-
curity of which is the subject of this report may own
more than 5% of Morningstar, Inc.’s total outstanding
shares. Please access Morningstar, Inc.’s proxy state-
ment, “Security Ownership of Certain Beneficial Own-
ers and Management” section https://
shareholders.morningstar.com/investor-relations/fin-
ancials/sec-filings/default.aspx

» Morningstar, Inc. may provide the product issuer or its
related entities with services or products for a fee and

on an arms’ length basis including software products
and licenses, research and consulting services, data
services, licenses to republish our ratings and research
in their promotional material, event sponsorship and
website advertising.

Further information on Morningstar, Inc.’s conflict of in-
terest policies is available from http://global.morning-
star.com/equitydisclosures. Also, please note analysts
are subject to the CFA Institute’s Code of Ethics and
Standards of Professional Conduct.

Risk Warning Please note that investments in securities
are subject to market and other risks and there is no as-
surance or guarantee that the intended investment ob-
jectives will be achieved. Past performance of a security
may or may not be sustained in future and is no indica-
tion of future performance. A security’s investment return
and an investor's principal value will fluctuate so that,
when redeemed, an investor's shares may be worth more
or less than their original cost. A security's current invest-
ment performance may be lower or higher than the in-
vestment performance noted within the report. For invest-
ments in foreign markets there are further risks, generally
based on exchange rate changes or changes in political
and social conditions.

For mare information about Morningstar's methodologies,
please visit global. morningstar.com/equitydisclosures

For a list of securities which the Equity Research Group
currently covers and provides written analysis on please
contact your local Morningstar office. In addition, for his-
torical analysis of securities covered, including their fair
value estimate, please contact your local office.

For recipients in Australia: This Report has been issued
and distributed in Australia by Morningstar Australasia
Pty Ltd (ABN: 95 090 665 544; ASFL: 240892). Marning-
star Australasia Pty Ltd is the provider of the general ad-
vice ('the Service') and takes responsibility for the produc-
tion of this report. The Service is provided through the re-
search of investment products.

To the extent the Report contains general advice it has
been prepared without reference to an investor's object-
ives, financial situation or needs. Investors should con-
sider the advice in light of these matters and, if applic-
able, the relevant Product Disclosure Statement before
making any decision to invest. Refer to our Financial Ser-
vices Guide (FSG) for more information at http://
www.morningstar.com.au/fsg.pdf

For recipients in New Zealand: This report has been is-
sued and distributed by Morningstar Australasia Pty Ltd
and/or Marningstar Research Ltd (together ‘Morning-
star’). This report has been prepared and is intended for

distribution in New Zealand to wholesale clients only and
has not been prepared for use by New Zealand retail cli-
ents (as those terms are defined in the Financial Markets
Conduct Act 2013).The information, views and any recom-
mendations in this material are provided for general in-
formation purposes only, and solely relate to the compan-
ies and investment opportunities specified within. Qur re-
ports do not take into account any particular investor’s
financial situation, objectives or appetite for risk, meaning
no representation may be implied as to the suitability of
any financial product mentioned for any particular in-
vestor. We recommend seeking financial advice before
making any investment decision.

For recipients in Hong Kong: The Report is distributed
by Morningstar Investment Management Asia Limited,
which is regulated by the Hong Kong Securities and Fu-
tures Commission to provide services to professional in-
vestors only. Neither Morningstar Investment Manage-
ment Asia Limited, nor its representatives, are acting or
will be deemed to be acting as an investment profession-
al to any recipients of this information unless expressly
agreed to by Marningstar Investment Management Asia
Limited.

For recipients in India: This investment research is is-
sued by Morningstar Investment Adviser India Private
Limited. Morningstar Investment Adviser India Private
Limited is registered with SEBI as a Portfolio Manager (re-
gistration number INP000006156) and as a Research En-
tity (registration number INH000008686). Morningstar In-
vestment Adviser India Private Limited has not been the
subject of any disciplinary action by SEBI or any other leg-
al/regulatory body. Morningstar Investment Adviser India
Private Limited is a wholly owned subsidiary of Morming-
star Investment Management LLC. In India, Morningstar
Investment Adviser India Private Limited has one asso-
ciate, Morningstar India Private Limited, which provides
data-related services, financial data analysis, and soft-
ware development. The research analyst has not served
as an officer, director, or employee of the fund company
within the last 12 months, nor have they or their asso-
ciates engaged in market-making activity for the fund
company.The ESG-related information, methodologies,
tool, ratings, data and opinions contained or reflected
herein are not directed to or intended for use or distribu-
tion to India-based clients or users and their distribution
to Indian resident individuals or entities is nat permitted,
and Morningstar/Sustainalyticsaccepts no responsibility
or liahility whatsoever for the actions of third parties in
this respect.

*The Conflicts of Interest disclosure above also applies to
relatives and associates of Manager Research Analysts in
India # The Conflicts of Interest disclosure above also ap-
plies to associates of Manager Research Analysts in In-
dia. The terms and conditions on which Morningstar In-
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vestment Adviser India Private Limited offers Investment
Research to clients, varies from client to client, and are
detailed in the respective client agreement.

For recipients in Japan: The Report is distributed by Ib-
botson Associates Japan, Inc., which is regulated by Fin-
ancial Services Agency, for informational purposes only.
Neither Ibbotson Associates Japan, Inc., nor its repres-
entatives, are acting or will be deemed to be acting as an
investment professional to any recipients of this informa-
tion.

For recipients in Singapore: For Institutional Investor
audiences only. The Report is distributed by Morningstar
Investment Adviser Singapore Pte. Limited, which is i-
censed by the Monetary Authority of Singapore to
provide financial advisory services in Singapore. Morning-
star Investment Adviser Singapore Pte. Limited is the en-
tity responsible for the creation and distribution of the re-
search services described in this presentation. Investors
should consult a financial adviser regarding the suitability
of any investment product, taking into account their spe-
cific investment objectives, financial situation or particu-
lar needs, before making any investment decisions.

For recipients in Korea: The report is distributed by
Morningstar Korea Ltd., which has filed to the Financial
Services Committee, for informational purposes only.
Neither Morningstar Korea Ltd. nor its representatives are
acting or will be deemed to be acting as an investment
advisor to any recipients of this information.
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