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Premise: 

 

1. Milk consumption is declining among consumers.  

2. Dean is stuck in the middle of price protected farmers and a consolidated customer base.  

3. Excess industry capacity will plague Dean and its ability to exert any pricing power.  

4. Recent, but temporary, margin beneficiary from lower input costs 

5. Customers now are competing with Dean.   

6. Unsustainable branded margins driven by unusually low raw material prices. 

7. Difficult and costly direct to store distribution model.   

 

Summary:  

Dean Foods operates in a very difficult industry - milk processing. The industry is characterized by strong headwinds, chief 

among them; Fluid milk consumption is declining, it sells into a highly-concentrated customer base (who is now competing 

against them), they have very little pricing power, and the industry has excess capacity. On top of that, a temporary decline in 

the price of raw milk led to a momentary spike in earnings. We believe this is about to reverse and the myriad challenges 

facing DF will lead to a dramatic reduction in eps.  
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P/E 

Current Price $18.45 2013 $9,016m 0.27x $389m 3.8x $0.86 30.6

x 

52-wk Range $15.69-$21.92 2014      $9,503m 0.28x $173m 15.7x $-0.14 n/a 

Shares Out (mm) 91.5 m 2015 $8,121m 0.28x $230m 10.2x $1.24 14.5

x 

Market Cap $1.83 b 2016 $7,710m 0.37x $447m 6.7x $1.32 14.3

x 

EV $2.63b 2017E $7,401E N/A $303m NM $0.46E 

Our 

Est. 

40x 

Dividend Yield: N/A Net Debt/EBITDA 1.89x Shares Short: 19.9m 
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Milk 101 

A quick primer on the milk industry.  

 

 

CLASS I CLASS II CLASS III CLASS IV 

Milk used for 

beverage purposes 

Milk used for “soft” 

mfg. products and 

aseptic fluid prod. 

Milk used for 

“hard” cheeses 

Milk used for butter 

and dry milk products 

(e.g., whole and 

reduced fat milk, skim 

milk, flavored milk, 

eggnog, fluid 

buttermilk 

(e.g., cream, ice cream, 

cottage cheese, yogurt, 

sour cream, dips, cream 

cheese products, 

aerosol and whipping 

cream) 

(e.g., hard 

American cheeses, 

hard Italian 

cheeses) 

(e.g., butter and butter 

based spread, whole 

milk powder, nonfat 

dry milk) 

Poured Spooned Cut with a knife 

Spread with a knife 

Mixed with water or 

fluid 

 
Class 1 Raw Milk – The driver of DF’s raw material inputs.  

• The price processors pay farmers for their raw milk. Usually 1 to 2 year contracts with quantity minimums.  

• Regional prices are regulated and supported by the federal government and various state agencies. 

• Due to producer premiums and procurement costs, processors pay more than the statutory minimums.  

• Processors adjust wholesale pricing passed down to retailers monthly to match input cost fluctuations, though there can 

be time lags.   

• Rapidly rising raw milk prices pressure processor profits. They pressure margins and stunt volumes when retailers raise 

prices.  

Margin over milk – What it is and how it works in practice. 

• The per-gallon price charged by retailers to consumers less the price paid by dairy processors to producers.  

• Bargaining strengths between processor and retailer determine how this money is split.   

• An inverse correlation exists between margin over milk and Class I Raw Milk.  

• Milk is more elastic than one may believe. Rising prices hurt volumes.  

• As Class I Raw Milk prices rise, the processors usually absorb more of the increase (retailer leverage at play)  

How it Works in the Real World.  

 

 

 

 

 Dean buys raw milk from farmers.  

 Dean earns a margin by processing and selling it; private-label (60% of fluid milk volume) and Brands (40% of 

volume). 



The Stock Catalyst Report 

 

pg. 3 
 

 The spread earned on private label sales is a fixed amount per gallon. Changes in raw milk costs get passed through 

to the retailer. 

 Dean Foods sells its branded products at a premium to the current private label price. About 26%. But that fluctuates. 

 From 2011 to 2014, the average quarterly gross spread that Dean earned across its businesses was $1.54 per gallon, 

spiking as high as $1.75 in 2012.  

 During the first few months of 2015 the margin over milk spread increased again to $1.75. It has since come back to 

about $1.47.  

 While the 12% or so increase in the spikes off the average margin over milk price on the face of it does not appear 

too dramatic, the impact to operating earnings is. Operating income per gallon has ranged from -0.01 cents per gallon 

to a high of 0.13 cents per gallon during the spike. So, the impact to operating income per gallon sold is multiples of 

the move in Margin over Milk.  

Company Overview – DF 2016 

  

       

 

 

 

 

 

 

 

 

 

 

 

 

 WhiteWave was spun off in 2012 and Morningstar was sold in 2013  
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Ice cream $986 $965 $1,041 
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Historical Perspective  

For historical perspective, we present 2011. At the time, Dean had WhiteWave, a high growth organic, soy, almond milk and 

other fast growing categories maker.  

Dean Foods had three main businesses in 2011. Since then, it has spun off and sold WhiteWave and Morningstar. WhiteWave 

was the high margin business. What is left after the transactions is a commodity milk producer.  

 Fresh Dairy – the dairy processing business 

 WhiteWave-Alpro – value added organic milk, plant based beverages and creamers. (DF spun in 2013) 

 Morningstar – Extended Shelf Life creamers and beverages. (DF sold in 2012) 

  
(Fluid Milk)     

  Fresh Direct  WhiteWave Morningstar 

Net Sales $9,596  $2,110  $1,349  

Gross Margin 21.4% 35.5% 15.5% 
Operating 
Margin 3.6% 9.4% 7.0% 

        

 

Milk – An Industry with Consumption Headwinds   

Milk consumption is declining  

Consumption of fluid milk has contracted sharply since 

1975. In 1975 per capita consumption was 247 pounds; it 

had declined to 159 pounds by 2014, a decline of 35%. 

A trend line of these data report a contraction in milk 

consumption at a rate of 2.0 pounds per person per year. 

Certainly, a rate of decline that becomes significant over 

several years and cannot be ignored.  
 

Since 2011, milk industry volume is declining 2% per year. 

 

 

 

Data from USDA dietary intake surveys conducted between the 1970s and 2000s show that Americans—on occasions when 

they drink fluid milk—continue to consume about 1 cup (8 fluid ounces). Given the stability of portions, trends showing 

decreases in per capita consumption since the 1970s mainly reflect changes in consumption frequency. Between the 1970s 

and 2000s, people have become less apt to drink fluid milk at mealtimes, especially with midday and nighttime meals, 

reducing the total number of consumption occasions: 

Why Are Americans Consuming Less Fluid Milk? Per a May 2013 USDA report titled “A Look at Generational Differences 

in Intake Frequency”; 

 Between 1977-78 and 2007-08, the share of adolescents and adults who did not drink fluid milk on a given 

day rose from 41 percent to 54 percent, while the share that drank milk three or more times per day dropped 
from 13 to 4 percent.  
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 Between surveys in 1977-78 and 2007-08, the share of preadolescent children who did not drink fluid milk 

on a given day rose from 12 percent to 24 percent, while the share that drank milk three or more times per day 

dropped from 31 to 18 percent. 

 Underlying these decreases in consumption frequency are differences in the habit to drink milk between newer 

and older generations. All else constant (e.g., race and income), succeeding generations of Americans born 
after the 1930s have consumed fluid milk less often than their preceding generations:  

 Americans born in the early 1960s consume fluid milk on 1.1 fewer occasions per day than those born before 

1930. • Americans born in the early 1980s consume fluid milk on 0.3 fewer occasions per day than those born 
in the early 1960s. 

Move over hippies, mainstream is here: Over the past decade, the sale of plain old milk has steadily declined in the U.S. as 

almond milk, soy milk, rice milk, coconut milk and hemp milk have taken serious share on supermarket shelves. A greater 

national embrace of health conscious, animal-product-free dining has led to the significant rise in consumption that is enough 

to cause significant headwinds for the dairy industry. Per Euro Monitor, non-dairy milks have boasted an average annual 

growth of 10.9 percent since 1999 and hover just around $1 billion in retail sales each year. 

Limited Bargaining Power with its Customers 

Meanwhile, the retail environment is getting tougher to compete in two dimensions. First, grocer consolidation is 

putting more margin pressure on food and beverage processors. In 1990, the top five grocers accounted for just 

21% of the market. By 2013, the top five grocers in the U.S. accounted for 45% of the market, almost doubling 

their share. Further consolidation could be possible. This consolidation has created significant bargaining 

leverage for the retailers and has made it difficult to pass on the full extent of the price increase necessary when 

input costs (Class I Raw milk) are on the rise. The result is margin pressure for the processors.  

 
The Bargaining Power of their Customer Base is a Serious Issue for DF 
 

Wal-Mart Stores, Inc. and its subsidiaries, including Sam’s Club, accounted for approximately 16.7% of Dean’s consolidated 

net sales in 2016. Dean’s top five customers, including Wal-Mart, collectively accounted for approximately 31% of  

consolidated net sales in 2016.  

 

From the 2016 DF 10-K 

 

We may be adversely impacted by a changing customer landscape. 
 

 Many of our customers, such as supermarkets, warehouse clubs and food distributors, have experienced industry  

consolidation  in  recent  years and  this consolidation is expected to continue. These consolidations have produced 

large, more sophisticated customers with increased buying power and negotiating strength, who may seek lower 

prices or more favorable terms, and they have increased our dependence on key large-format retailers and  

discounters. In addition, some of these customers are vertically integrated and have re-dedicated key shelf-space 

currently occupied by our branded products   for their private label products. We are also seeing certain retailers 

place a greater emphasis on their own private label products and proprietary brands. In addition to the competitive 

pressures from retail customers, we are facing increased  competition  from dairy  cooperatives and  other processors 

 

 Higher levels of price competition and higher resistance to price increases have had a significant impact on our 

business. If we are unable to respond to these customer dynamics, our business or financial results could be 

adversely   affected. 

 

Our sales and profits have been, and may continue to be, negatively impacted by the outcome of competitive bidding. 
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 Many of our retail customers have become increasingly price sensitive, which has intensified the 

competitive environment in which we operate. As a result, we have been subject to a number of competitive 

bidding situations, both formal and informal, which have materially reduced our sales volumes and 

profitability on sales to several customers.  

 We expect this trend of competitive bidding to continue. During 2013, as a result of a request for proposal, 

a significant customer transferred a material portion of its business to other suppliers, which resulted in a 

decline in our fluid milk volumes of approximately 7% during 2013. The loss of this volume had a negative 

effect on our sales and profits.  

 In the event we experience a similar loss, we may have to replace the    lost volume with lower margin 

business, which could also negatively impact our profitability. Additionally, this competitive environment 

may result in us serving an increasing number of small format customers, which may raise the costs of 

production and distribution, and negatively impact the profitability of our business.  

 If we are unable to structure our business to appropriately respond to the pricing demands of our customers, 

we may lose customers to other processors that are willing to sell product at a lower cost, which could 

negatively impact our sales and profits 

 

Milk – The #1 Private Label Category 

Private label penetration; Private label is impacting most dairy categories. In the fluid milk category, private labels account 

for 68% of sales, up from 64% in 2010. Private label and its lower prices limit margin upside. 

The importance of milk to U.S supermarkets is highlighted by the fact it is the number one category for private label. Many 

use it as a foot traffic driver.  
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When Your Largest Customer Becomes a Competitor 

On March 18th, Wal-Mart, Dean’s biggest customer at 16.7% of sales, announced plans for a milk processing facility near 

Fort Wayne, Indiana. Construction of the 250,000-square-foot facility will start this summer, with completion in the summer 

of 2017. 

The plant will produce Walmart’s Great Value and Member’s Mark white and chocolate milk, serving 600 Wal-Mart and 

Sam’s Club stores in Indiana, Illinois, Ohio and northern Kentucky. Milk will be sourced from dairy farms in Indiana, Ohio 

and Michigan. 

Dean Foods’ stock fell about 12 percent, but has recovered most of those losses. Investors took solace in Dean Food’s 

response which downplayed the impact.  

In an 8-K, Dean’s CEO Gregg Tanner estimated Wal-Mart’s move into milk processing would likely result in the loss of 

about 100 million gallons of “very low-margin private label milk volume beginning in late 2017.” If realized, the loss of 100 

million gallons of milk would represent about 4 percent of Dean’s total annual volume.  

“With more than a year advance notice and the low-margin nature of the potential lost private-label milk volume, we expect 

to govern our business such that this will result in very little impact to our financials,” Tanner said. 

We find it stunning that bullish investors have shrugged off the impact of this. Dean’s largest customer just announced plans 

to compete with it. Dean already lost 7% of its volume in 2013 from Wal-Mart when it switched suppliers for some of its 

milk purchases. Over a three-year period, its largest customer reduced 7% of DF’s volume in one year and plans on reducing 

it another 4%.  

We believe investors are putting too little weight on the possibility that this is just the beginning of Wal-Mart’s dairy 

processing plans. Should Wal-Mart move beyond low margin milk into value-added milk, which could significantly encroach 

on Dean’s margins.  

Branded Milk Focus – We Doubt it’s a Savior 

Dean’s focus has turned to its own branded products, away from low-margin private-label products. Dean launched TruMoo 

chocolate milk in 2011, and introduced DairyPure, a nationally branded white milk, in May 2015.   

Central to Dean’s efforts to build its branded business in milk has been the DairyPure brand, which realized a 1 percentage 

point share gain versus a year ago, boosted by national advertising and promotions. The brand currently has a 14.8% market 

share. Over time, management wants the branded milk strategy to help Dean Foods with its net price realization.  

Management has maintained that it has a disciplined pricing strategy for its branded portfolio and will manage mix along 

with pricing. We doubt this to be a successful endeavor. We do not believe the premium of 26% will be sustainable. We 

believe in periods of raw milk prices increase Dean will be forced to absorb more of the increase and the margins will suffer. 

We also believe Milk does not carry enough brand equity to command this premium.  

2Q16 EPS Call. Lubi Kutua - Jefferies LLC 

“……. there’s some concern out there that Walmart could eventually drive a price war in milk. Could you provide any 

thoughts on how you think industry dynamics might be affected by Walmart's decision? And what impact could that have on 

just sort of general milk prices and, maybe, margins as well? Thank you. 

Gregg A. Tanner - Chief Executive Officer & Director 

“…. So – and what they do from a retail perspective and if they start a pricing war, I just – I think everybody learned a lot 

from 2010, and our margin over milk would tell us that that's probably not something that many retailers would be interested 

in doing again.” 
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We believe pricing is at great risk as Wal-Mart and other national retailers. Grocers and mass merchants need to drive foot 

traffic and milk is one of the leading foot traffic drivers.   

We are also of the strong belief that the grocery store battle for customers is not going to abate any time soon. Wal-Mart will 

go to great lengths to protect share from the grocery stores, club houses and deep discounters.  

Persistent over capacity is an issue which even further reduces processor pricing power 

There are 456 fluid milk processing plants in the US. That has risen from 388 plants in 2011, and increase of 17.5%. The 

average product volume per fluid milk plant in 2015 was 109.5 million pounds vs. 139.6 million pounds per plant in 2011, a 

decrease of 7.8%.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
   Source: USDA Economic Research Service         Source: USDA Economic Research Service 

 

DF targets 70%-80% capacity utilization. That’s a lot of excess capacity. 

 

Gregg Tanner, DF CEO, 4Q14 Earnings Conference Call  

“…when I think about what we've done in taking 10% to 15% of our capacity out, and I think we've seen a little more de-

leverage with the volume doing what it's done and what we had expected, so we're probably looking at somewhere in the low 

60s. And again, it's so dependent upon different regions of the country and we're have locations or not because there are 

certain locations that we have that are going to have considerably lower than that from the utilization perspective, obvious 

states like Montana, where we might be in the 30-40% type utilization, but we don't see an opportunity necessarily to 

consolidate in that area. And then there's other parts of the country where we'll see it up in the 75% to 80% range, 

which is a range with fresh product where we would like to see it be.”  

 

Direct to Store Distribution Model – A Necessary but Costly Model in the Milk Business 

Due to the perishable nature of Dean’s products, they deliver the majority of their products directly to its customers’ locations 

in refrigerated trucks or trailers that we own or lease. This form of delivery is called a “direct-to-store delivery” or “DSD” 

system. Dean has one of the most extensive refrigerated DSD systems in the United States. DSD bypasses a retailer’s 

distribution center. DSD products are typically fast turning, high velocity and high consumer demand merchandise.  

In the grocery channel, DSD has bene an important channel for many decades for some branded food producers. For these 

companies, DSD improves sales performance because there is much greater control over retail shelf space.  
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These vendors provide a variety of value added services as part of their DSD offering with the aim to improve sales and 

margins for the retailer, including;  

 Shelf inventory management 

 Price and promotion execution 

 In-store merchandising 

 

The benefits of DSD to the retailer are many, including; 

 Increased sales because knowledgeable supplier reps of DSD products are in the stores multiple times per 

week merchandising their products. Out of stocks with DSD products are about 4% less than those distributed 

through retail distribution centers.  

 Thousands of retailer hours saved due to item data managed by vendors 

 Thousands of hours of warehouse labor because of delivery direct to the store.  

 

It’s simple to see why DSD makes sense for retailers and many vendors alike given the value add each derives.  

Think of your trip to the grocery store where you may see a Coca-Cola or Pepsi salesperson up and down the aisle, or 

building a display, or the Frito-Lay salesperson filling an endcap with a holiday display.  

When is the last time you saw your milk salesman in the store?  

DSD is a necessity evil for Dean. It sells perishable products that need constant attention. Its high touch, high cost but 

low margin. A low margin business without pricing power.  

 

Milk Elasticity - More than You’d Think  

2016 10-K 

“Although we generally pass through the cost of dairy commodities to our customers over time, we believe demand 

destruction can occur at certain price levels, and we may be unwilling or unable to pass through the cost of dairy 
commodities, which could materially and adversely affect our profitability.” 
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Milk Pricing and margins have an inverse relationship. As the 

prices rise of raw milk, retailers can only pass on so much of 

that increase.  

Conventional wisdom is that milk is inelastic. However, it is 

much less inelastic than one would think.  

The retailers have the bargaining power due to industry 

consolidation and excess capacity in the processing industry. 

Retailers therefore push back on the processors to absorb more 

of the increase.  

During periods of declining raw milk prices, margins over 

milk increase for a couple of quarters. They normalize as 

retailers pass on the lower prices to the consumer.  

 

 

   

Notice the sudden spike in EBIT/gallon coincident with the dramatic drop off in pricing of raw milk input.  

The underlying facts behind the price decline include an oversupply of milk in the United States and the closing or 

shrinking of what were reliable export markets a year ago. 

As the dollar has gotten stronger against other currencies, China reduced its imports of American milk products. 

And Russia stopped importing American milk products due to the tensions surrounding the conflict in the Ukraine.  

We believe the Chinese have increased imports and will continue to do so by low double digits in 2016. While the 

Government of Russia still has a counter sanction import ban on fluid milk until the end of 2017, we believe the 

brunt of that was felt in the market in 2015 and 2016 and will have a moderating effect in 2017.  

We expect milk prices to continue increasing throughout 2017. Dean has guided to 15-20% inflation in 2017.   
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Some Historical Perspective 

Class I Mover Milk prices  
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Note as milk prices go down, margin over milk increases. There is an inverse relationship.  
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Note as milk prices go down, margin over milk increases. There is an inverse relationship. However, notice the precipitous 

decline in Margin over Milk throughout 2015 as raw milk prices stayed low. This signifies the power of DF’s 

customer. Despite lower raw milk costs, the Margin over Milk is declining.  

Impact of declining milk prices seen throughout 2015  

FY15 Earnings Call 

Chris Bellairs, CFO 

“On a full-year basis, gross profit per gallon improved 22% versus 2014. Full-year operating income was $248 million or 

$0.094 per gallon, which represents a $0.081 per gallon increase versus the year-ago period.” It sure looks like Gross Margin 

received quite a boost from the dramatic decline in Class I milk prices.  

 

 

 

 

 

 

 

 

 

 

FY15 Earing Call Continued 

Chris Bellairs, CFO 

“We continue to execute against our cost productivity agenda across all facets of our supply chain. In 2015, we closed two 

additional plants, further reducing excess capacity in our network and driving higher asset utilization and efficiency. We will 

offset a portion of the savings in increased transportation costs, also known as the distribution penalty; however, we do 

continue to see volume deleverage outpacing the benefits we expected to realize from network optimization. We are 

continuing to look for opportunities to optimize our network across the supply chain. 

Cost Cutting Program 

DF began a cost cutting program in 2013 

Dean implemented several cost reduction initiatives to mitigate continued volume softness in its business. Between 

2013 and 2015, Dean completed the closure of 13 plants as a part of its accelerated cost reduction initiative. While 

certain of its cost reduction activities have led to increased costs in other aspects of its business such as increased 

conversion or distribution costs. For example, in connection with plant closures, the cost of distribution on a per 
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gallon basis has increased as Dean has changed distribution routes and transported product into areas previously 

serviced by closed plants. Dean still is working on anticipating and mitigating the ancillary cost increases related to 

its plant closures, which if not properly executed could reverse some of the benefits of its cost reduction efforts.  

4Q13 Conference Call, Gregg Tanner, CEO discussing cost cutting 

“In 2013 supply chain headcount was reduced by approximately 7.5%. However, with the full impact of the ROP volume 

declines and the associated accelerated plant closure activity in the back half of the year production cost declines like the 

declines in volumes resulting in higher per unit cost in the fourth quarter and lower overall growth profit. 

Fourth quarter distribution cost declined $14 million on a year-over-year basis. However, this 5% reduction is behind the rate 

of volume decline in the quarter leading to a temporary increase and per unit distribution cost. While closing manufacturing 

facilities drives production efficiencies these are partially offset by increased miles driven as products are shipped back into 

the area surrounding the closed facilities.” 

4Q13 Conference Call, Chris Bellairs, CFO 

In distribution, lower volumes and continued cost productivity reduced expenses $14 million or 5% versus prior year, which 

lags our fourth quarter volume decline of 8%. However, as Greg mentioned earlier, while facility closures drive production 

efficiencies they are partially offset by increased miles driven as products are shipped back in to the area surrounding the 

closed facilities. 

And it continued throughout 2014  

4Q14 Conference Call 

Plant closures continued, to a total of 12.  

Gregg Tanner, CEO 

“In 2014, we completed the last of the plant closures associated with our accelerated network optimization; an 

effort that resulted in closure of 12 plants over an 18-month timeframe. While we incurred end-year transitory 

costs in both our production and distribution activities, we have reduced excess capacity in our network and driven 

asset realization and efficiencies higher.” 

Asset utilization does appear to have increased significantly -  ROA increased dramatically to 19%.   

 

 

 

 

 

 

 

 



The Stock Catalyst Report 

 

pg. 14 
 

Gregg Tanner – CEO,  

“In addition, through our other cost savings initiatives, when fully realized, we expect the cost savings and 

efficiency gains from these plant closures to help offset the volume de-leverage in our plants and inflation in our 

business. 

Looking forward, we expect to return to more historical levels of network optimization, and in January we 

announced another plant closure. Within logistics, we continue to have a great deal of opportunity to also help 

offset inflate, volume de-leverage and what we call the "Distribution penalty," for the increase in miles driven 

resulting from plant closure. 

We believe we have several years of opportunity ahead of us to drive meaningful savings within logistics. Across 

our total landed costs, the all–in operating cost of our plant logistics assets and personnel, the trend of reducing the 

rate of year-over-year landed cost per gallon increases take a step backwards in Q4. Notwithstanding the 

aforementioned distribution penalty, I'm disappointed in our overall landed cost performance this quarter. But since 

it occurred in areas I deem controllable, I'm confident we can make the requisite corrections going forward.” 

 

FY16YE Presentation – Sometimes it’s what they don’t say (or show) 

New CEO, Ralph Scozzafava, Executive Vice President and Chief Operating Officer, succeeded Gregg Tanner as the 

Company's Chief Executive Officer and as a member of the Company's Board of Directors, effective January 1, 2017 

There is no slide for Margin over Milk in the presentation. We find that odd as it had been a cornerstone of their presentation 

for years. Oh well! Margin over Milk in 4Q was $1.47 vs. $1.44 in the prior quarter.  

4Q16 Conference Call; 

Chris Bellairs, Chief Financial Officer: 

“With recent Class I announced prices hovering around the $17 mark in addition to the forward curves suggesting similar 

levels, we expect to be facing dairy commodity inflation for the full year 2017 in the 15% to 20% range. With the very low 

raw milk prices in Q1 and Q2 of 2016, we expect those quarters to be the most challenging overlaps.” 

Speaking of 2Q16 as the CFO mentioned during the 4Q call, despite the very low Class I prices during 2Q16, Dean didn’t 

realize higher EBIT per gallon. In FY15, Dean saw a brief surge in margin over milk to nearly $1.70 occurred on the heels of 

a precipitous decline in Class I raw milk costs from $23.59 to $15.92 per hundred-weight. Milk costs continued to decline 

into 2016. As stated above, it ended 2Q16 Margin over Milk of $1.47, a 2% sequential increase despite a 15% decline in raw 

milk costs.   

The 2Q average Class I Mover Milk was $13.53 per hundred-weight. Despite the precipitous decline in Class I prices 

throughout 2015, and a 15% year on year decline in 2Q16, EBIT per gallon appears to have peaked in 1Q16 at 13 cents per 

gallon, declining to 11.1 cents per gallon in the quarter.  On the 2Q call, management forecasted an 11% sequential increase 

in Class I milk costs.  
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Back to the 4Q call.  

Raw milk costs were down for the quarter to $16.09 per hundred-weight, versus $16.34 in the year ago fourth quarter and up 

from $15.11 in 3Q16. Margin over milk stayed at $1.47.  

Full Year EBIT per gallon was 11.4 cents.  

On the call, management forecasted commodity inflation of 15% -20% for the full year. The dramatic decline in raw milk 

prices throughout 2015 and the first half of 2016 will serve to shift from a tailwind to headwind for Dean.  

We look ahead to 2017 and believe Dean will have more than rising input costs to contend with. Add to the outlook for 2017 

the fact that Wal-Mart has just recently engaged in a price war in 11 Mid-Western and Southern states to take share back 

from deep discounter Aldi. Milk is a major traffic driver for Wal-Mart and all other grocers. We believe this puts Dean in the 

cross-hairs of pricing pressure. We think Dean’s branded strategy and mix and price managed will get lost in a sea of pricing 

pressure from their customers.  

Dean’s Margin over Milk has steadily declined during multi-year low input prices the past several quarters. With forecasted 

double digit input cost inflation, we think margins are at great risk.  

We believe the leverage Dean’s customers are exerting over it made it difficult to achieve higher Margin over Milk prices.  

As you can see, Dean has razor thin operating margins per gallon. 
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2016 was a banner year with operating income per gallon of 11.4 cents, peaking at 13 cents.  While we don’t anticipate Class 

I milk prices to approach the $25 range like they did in 2014, we do see upward pressure to the $17-$18 range. Prices were in 

this range around 2013. At which time, Dean had 20.6% gross margin and operating income per gallon of 8 cents. Dean’s 

FY16 gross margin was 25%.  

Oh, and back to those plant closures and asset efficiency program, well, that appears to have had a short-

lived impact. ROA, after a brief rise in 2013, has fallen precipitously 
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Financials and Forecasts 

  2013 2014 2015 2016 2017E 

Net sales $9,016,321 $9,503,196 $8,121,661 $7,710,226 $7,401,817 

Cost of sales 7,161,734 7,829,733 6,147,252 5,782,670 $5,592,002  

Gross profit 1,854,587 1,673,463 1,974,409 1,927,557 

        

1,809,815  

Operating costs and expenses:       

Selling and distribution 1,337,745 1,355,053 1,379,317 1,380,000 

        

1,320,000  

General and administrative 310,453 288,744 350,324 355,000 

           

335,000  

Amortization of intangibles 3,669 2,889 21,653 23,000 20,752 

Facility closing and reorganization costs, 27,008 4,460 19,844 9,000 3000 

Litigation settlements (1,019) (2,521)     

Impairment of goodwill, intangible and 43,441 20,820 109,910    

other long-lived assets       

Other operating (income) loss 2,494 (4,535)       

Total operating costs and expenses 1,723,791 1,664,910 1,881,048 

            

1,767,000  

        

1,678,752  

Operating income 130,796 8,553 93,361 

               

160,557  

           

131,063  

Interest expense 200,558 61,019 66,813 64,000 63,000 

Loss on early retirement of debt 63,387 1,437 43,609    

Gain on disposition of WhiteWave 

common (415,783)      

Other income, net (400) (1,620) (3,751) (5,000)   

Total other (income) expense (152,238) 60,836 106,671 91,557 63,000 

Income (loss) from continuing operations 283,034 (52,283) (13,310) 

                 

69,000  

             

68,063  

before income taxes       

Income tax expense (benefit) (42,325) (32,096) (5,229) 26,220 

             

25,864  

Income (loss) from continuing operations 325,359 (20,187) (8,081) 

                 

42,780  

             

42,199  

Income (loss) from discontinued 

operations, 2,803 (652) (1,095)    

net of tax       

Gain (loss) on sale of discontinued 

operations, 491,195 543 668    

Net income (loss) 819,357 (20,296) (8,508) 

                 

42,780  

             

42,199  

Net loss attributable to non-controlling (6,179)      

Net income (loss) attributable to Dean 

Foods $813,178 ($20,296) ($8,508) 

                 

42,780  

             

42,199  

Fully Diluted EPS  3.43 (0.22) (0.09) 1.32 

                 

0.46  

Diluted 94,796 93,916 93,298 91,510 91,510 
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  2013 2014 2015 2016 2017E 

Margins           

Gross Margin 20.6% 17.6% 24.3% 25.0% 24.5% 

Selling and Distribution 14.8% 14.3% 17.0% 17.9% 17.8% 

General and administrative 3.4% 3.0% 4.3% 4.6% 4.5% 

Operating 1.5% 0.1% 1.1% 2.1% 1.8% 

Income Tax Expense -15.0% 61.4% 39.3% 38.0% 38.0% 

Y/Y Change       

Net sales -2.8% 5.4% -14.5% -5.1% -4.0% 

Gross profit -11.5% -9.8% 18.0% -2.4% -6.1% 

Selling and distribution -5.8% 1.3% 1.8% 0.0% -4.3% 

General and administrative -24.8% -7.0% 21.3% 1.3% -5.6% 

Operating Income -49.8% -93.5% 991.6% 72.0% -18.4% 

Price and Volume       

Volume (554,500) (321,000) (293,100) (216,000) ($77,102) 

Pricing and product mix changes 

                

296,100  807900.00  (1,088,400) (291,400) ($231,307) 

Acquisitions    96,000   

Total decrease (258,400) 486,900  (1,381,500) (411,400) (308,409) 

% vol decline -6.0% -3.6% -3.1% -2.7% -1.0% 

% price decline 3.2% 9.0% -11.5% -3.6% -3.0% 

 

FY17 Estimates 

Volumes have declined between 2.7% and 6%since 2013. While general category decline warrants at least a 1% to 2% 

decline to our volume estimate for 2017, we chose the low end at -1%. Price declines have accelerated the last two years and 

ranged between -3.6% and -11.5%. Despite Wal-Mart entering the mix as a competitor and it starting a price war in 11 states, 

we use a 3% price decline in our estimates. Which we think is generous. We think there will be an impact to gross profit from 

rising raw milk costs. Again, we chose to be conservative and have it impacting gross margins by just 50 bps to 24.5%. We 

assume $17.50 per hundred weight Class I milk prices. The last time it averaged near these prices, $18.84 in 2013, gross 

margins were 20.4%.  
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Our EPS estimate is $0.46 vs consensus of $1.39 

We estimate EBITDA of $303 mm in FY17 vs. consensus of $438mm.  

Price Target 

We use a blend of multiple of EBITDA and P/E to arrive at our price target.  

  Current   Implied   

Price $18.0  $7.1  $10.4  $13.7  

2016 Shares outstanding 91.5  91.5  91.5  91.5  

Equity Value 1647 647 950 1253 

 Net Debt 868 868 868 868 

Enterprise Value 2515 1515 1818 2121 

        

2017E EBITDA 303 303 303 303 

        

2017E EBITDA multiple 8.3x 5.0x 6.0x 7.0x 

        

Implied Upside   -61% -42% -24% 

 

Using a 6x our 2017 EBITDA estimate of $303m, we arrive at an EBITDA multiple driven price target of $10 

Using a multiple of 15x our FY17 estimate of $0.46, arrives at a P/E driven price target of $7 

We split the difference on the two methods and arrive at a price target of $9.  

 

 

 

    Select Financial Data Below 
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Select Balance Sheet Data 

Select Cash Flow Data 

Cash Flow Statement (Annual) 12/31/12 12/31/13 12/31/14 12/31/15 12/31/16 

        

Cash Flow - Operations (Annual)       

Net Income 161.0 819.4 -20.3 -8.5 119.9 

Total Depreciation, Amortization, Depletion 186.7 173.8 164.3 176.9 178.4 

Changes in Working Capital -38.3 -622.1 -86.5 91.9 -94.2 

Other Cash from Operations 277.5 14.1     

Cash from Operations 482.4 -316.6 152.9 408.2 257.4 

Cash Flow - Investing (Annual)       

Net Change in Capital Expenditures -123.9 -175.2 -149.4 -162.5 -144.6 

Sale of PPE 13.0 9.9 27.6 18.5 14.7 

Cash from Investing -174.2 1238.3 -121.8 -146.2 -288.1 

Cash Flow - Financing (Annual)       

Net Change in Long Term Debt -1407.5 -1429.2 17.6 -82.9 47.9 

Net Change in Short Term Debt 0.0 589.2     

Net Debt Issuance -1407.5 -839.9 17.6 -82.9 47.9 

Common Stock Issuance 6.4 23.5     

Common Stock Payments 0.0  -25.0 -53.0 -25.0 

Net Common Equity Issued (Purchased) 6.4 23.5 -17.1 -53.0 -25.7 

Cash from Financing -302.5 -929.5 -29.9 -215.9 -9.9 

        

Free Cash Flow 358.5        60  3.5 245.6 112.8 

 

Balance Sheet 

(Quarterly) 3/31/15 6/30/15 9/30/15 12/31/15 3/31/16 6/30/16 9/30/16 12/31/16 

Assets (Quarterly)          

Cash and Short Term 

Investments 30.06 105.69 63.77 60.73 84.60 23.81 28.16 17.98 

Total Current Assets 1040.79 1064.81 1069.01 1077.56 1046.29 974.47 1019.74 1058.63 

Total Long Term Assets 1472.72 1444.11 1427.81 1442.60 1406.07 1562.88 1547.91 1547.60 

Total Assets 2513.51 2508.92 2496.81 2520.16 2452.35 2537.35 2567.65 2606.23 

Liabilities (Quarterly)          

Total Current Liabilities 713.87 719.71 758.20 761.90 668.01 643.38 682.43 847.79 

Non-Current Portion of LT 

Debt 852.24  839.37 833.08 833.70 907.58 895.02 745.25 

Other Long Term 

Liabilities 297.41 282.20 265.55 272.86 264.50 270.13 267.46 276.63 

Total Long Term 

Liabilities 1249.04 1215.04 1202.56 1212.76 1206.40 1313.26 1295.34 1147.88 

Total Liabilities 1962.90 1934.75 1960.76 1974.66 1874.41 1956.64 1977.76 1995.67 

Shareholder's Equity 

(Quarterly)          

Total Capital Stock 0.94 0.94 0.91 0.91 0.92 0.90 0.90 0.91 

Retained Earnings -114.76 -88.24 -68.00 -49.52 -10.32 14.77 21.06 45.65 

Additional Paid-In Capital 748.19 743.92 684.97 679.92 671.52 648.86 651.07 653.63 

Shareholder’s Equity 550.61 574.17 536.05 545.50 577.95 580.71 589.89 610.56 
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Risks to our thesis: 

 Industry milk volumes accelerate to positive territory after a multi decade steady decline.  

 Pricing power for the processor improves.  

 Dairy prices take a sudden decline.  

 Major grocers and retailers ease off on the pricing pressure they are exerting to Dean.  

 Dean Foods is acquired.  
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“as is”, without warranty of any kind, and The Stock Catalyst Report (MCA Consulting) makes no 
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